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2015 NCBJ Session on Circuit Splits
Craig Goldblatt, Isley Gostin, Wilmer, Cutler, Pickering, Hale and Dorr, Washington DC
I.

II.

Scope of Post-Confirmation Bankruptcy Estate in Chapter 13
A.

Issue: The extent to which the bankruptcy estate continues to exist, if at all, after
confirmation of a plan in a chapter 13 case is an issue that has divided the courts.
It turns on the interpretation and reconciliation of two sections of the Bankruptcy
Code. First, section 1306 provides that in a chapter 13 case, property of the estate
includes, among other things, substantially all property acquired by the debtor and
all “earnings from services performed by the debtor,” in each case, “after the
commencement of the case but before the case is closed, dismissed, or
converted.” 11 U.S.C. § 1306. Second, section 1327(b), which addresses the
“effect of confirmation,” provides that “[e]xcept as otherwise provided in the plan
or the order confirming the plan, the confirmation of a plan vests all of the
property of the estate in the debtor.” 11 U.S.C. § 1327(b). Relying on these two
sections of the Code, courts have reached divergent conclusions with respect to
the scope of property of the estate post-confirmation in chapter 13 cases.

B.

Approaches. While there are a number of intermediate views and variations on
the themes, the principal analytic approaches are:
1.

Estate Preservation: all property and earnings remain property of the estate
after confirmation until discharge, dismissal, or conversion. Security Bank
of Marshalltown, Iowa v. Neiman, 1 F.3d 687, 690 (8th Cir. 1993). See
also Barbosa v. Solomon, 235 F.3d 31, 35 (1st Cir. 2000) (all property of
the estate that exists at confirmation vests in the debtor upon confirmation,
but property and earnings acquired after confirmation continue to fund the
chapter 13 estate until the case is closed, dismissed or converted).

2.

Estate Termination: all property and earnings vest in the debtor upon
confirmation and the estate is effectively eliminated, except to the extent
the plan or confirmation order provide otherwise. Black v. United States
Postal Service (In re Heath), 115 F.3d 521, 524 (7th Cir. 1997); In re
Jones, 420 B.R. 506, 514 (9th Cir. BAP 2009).

Actual vs. Hypothetical Test for Contract Assumption
A.

Issue: Among other things, section 365 of the Bankruptcy Code permits a debtor
to assume and assign executory contracts and unexpired leases to which the
debtor is a party notwithstanding the existence of an anti-assignment clause
contained in the subject agreement. This general authority, however, is tempered
by a narrow exception found in section 365(c)(1) of the Bankruptcy Code, which
limits the ability to assume an executory contract or unexpired lease based upon
specific rights of assignment found in non-bankruptcy law. Under the exception, a
debtor is may not “assume or assign” an executory contract or unexpired lease
where (1) non-bankruptcy law excuses a party to the agreement other than the
debtor from accepting performance from or rendering performance to an entity
other than debtor; and (2) such other party does not consent to the assumption or
1
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assignment of the subject agreement. A question that has divided the courts is
whether a debtor may assume an agreement even if, under section 365(c)(1), the
debtor would not be able to assign it.
B.

III.

Approaches:
1.

Hypothetical Test: reads section 365(c)(1) to mean that if a debtor would
hypothetically be prohibited from assigning a contract, then the debtor is
also prohibited from assuming the contract. RCI Technology Corp. v.
Sunterra Corp., 361 F.3d 257 (4th Cir. 2004); Perlman v. Catapult Entm’t,
Inc. (In re Catapult Entm’t, Inc.), 165 F.3d 747 (9th Cir. 1999); City of
Jamestown v. James Cable Partners, L.P. (In re James Cable Partners,
L.P.), 27 F.3d 534 (11th Cir. 1994); In re West Electronics, Inc., 852 F.2d
79 (3d Cir. 1988).

2.

Actual Test: as long as a debtor does not have any actual intention to
assign an agreement to a third party, it may assume the agreement even if
it could not assign it under section 365(c). In re Mirant Corp., 440 F.3d
238 (5th Cir. 2006); Institut Pasteur v. Cambridge Biotech Corp., 104
F.3d 489 (1st Cir. 1997).

Non-Debtor Releases
A.

Issue: The scope of releases granted under a chapter 11 plan is a heavily
negotiated aspect of the plan confirmation process. Releases can be categorized
as follows: (i) claims held by a debtor against a non-debtor third party, called
“estate releases”; (ii) claims held by a non-debtor third party against another nondebtor third party, called “third party releases”; and (iii) claims held by the debtor
or non-debtor third parties against professionals and other fiduciaries of the
bankruptcy estate, such as directors and officers of the debtor, called
“exculpations.” While releases have become common in connection with a plan,
courts on divided on when and whether non-consensual, third-party releases in a
plan are confirmable. The issue turns on the interpretation of sections 105(a) and
524(e) of the Bankruptcy Code: Section 105(a) grants a court broad equitable
power “to issue any order, process, or judgment that is necessary or appropriate to
carry out the provisions of this title,” and section 524(e) provides that “except as
provided in subsection (a)(3) of this section, discharge of a debt of the debtor does
not affect the liability of any other entity on, or the property of another entity for,
such debt.”

B.

Approaches:
1.

Minority view: non-consensual, non-debtor releases are per se
impermissible. In re Vitro S.A.B. DE C.V., 701 F.3d 1031, 1061 (5th Cir.
2012); In re Lowenschuss, 67 F.3d 1394, 1401-02 (9th Cir. 1995); In re
Western Real Estate Fund, Inc., 922 F.2d 592, 601 (10th Cir. 1990).

2.

Majority view: a chapter 11 plan may include non-consensual, non-debtor
releases in limited circumstances. In re Airadigm Communications, Inc.,
519 F.3d 640, 655–58 (7th Cir. 2008); In re Dow Corning Corp., 280 F.3d
2
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648, 658 (6th Cir. 2002); In re Continental Airlines, 203 F.3d 203, 214 (3d
Cir. 2000); In re Drexel Burnham Lambert Group, Inc., 960 F.2d 285, 292
(2d Cir. 1992); In re A.H. Robins Co., Inc., 880 F.2d 694, 700–02 (4th Cir.
1989).
a)

IV.

The First, Eleventh, and D.C. Circuits appear to agree with the
majority view. In re Munford, Inc., 97 F.3d 449 (11th Cir. 1996);
In re Monarch Life Ins. Co., 65 F.3d 973, 984–85 (1st Cir. 1995);
In re AOV Industries, 792 F.2d 1140, 1152 (D.C. Cir. 1986).

Rejection of Labor Union Contracts
A.

Issue: Section 1113 of the Bankruptcy Code was enacted in response to the U.S.
Supreme Court’s decision in NLRB v. Bildisco & Bildisco, 465 U.S. 513, 525-26
(1984), in which the Court held that a collective bargaining agreement could be
rejected pursuant to section 365(a) of the Bankruptcy Code as long as the debtor
could “show that the collective bargaining agreement burdens the estate, and that
after careful scrutiny, the equities balance in favor of rejecting the labor contract.”
Section 1113 lays out the exclusive procedures for modifying or rejecting a
collective bargaining agreement in bankruptcy, and, in general terms, provides for
multi-step process debtors must undertake before a court can approve a rejection
or modification of a collective bargaining agreement. Section 1113(b)(1)(A)
requires that the debtor make “a proposal to the authorized representative of the
employees covered by such agreement” which, among other things, “provides for
those necessary modifications in the employees benefits and protections that are
necessary to permit the reorganization of the debtor.” 11 U.S.C. §1113(b)(1)(A)
(emphasis added). A circuit split currently exists concerning the interpretation of
“necessary” in section 1113(b)(1)(A).

B.

Approaches:
1.

Restrictive View: The term “necessary” is to be construed strictly and
does not mean merely desirable, but “essential.” The debtor’s proposed
modifications to the collective bargaining agreement must be “essential”
to prevent liquidation in the short term. Wheeling-Pittsburgh Steel Corp.
v. United Steelworkers of Am., 791 F.2d 1074 (3d Cir. 1986).

2.

Flexible View: The proposal should “contain [the] necessary, but not
absolutely minimal, changes that will enable the debtor to complete the
reorganization process successfully.” The standard is whether the
proposed modifications “would increase the likelihood of successful
reorganization.” Truck Drivers Local 807 v. Carey Transp., Inc., 816 F.2d
82 (2d Cir. 1987); accord In re Mile Hi Metal Sys., Inc., 899 F.2d 887
(10th Cir. 1990).

3
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BARBOSA v. SOLOMAN
Cite as 235 F.3d 31 (1st Cir. 2000)
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1. Bankruptcy O3782
Where bankruptcy appeal presented
primarily questions of law, Court of Appeals would review decisions of bankruptcy
and district courts de novo.

Marcelino BARBOSA; Mariana
Barbosa, Appellants,
v.
Doreen SOLOMAN; Mellon Mortgage
Company, Appellees.
No. 00–1221.
United States Court of Appeals,
First Circuit.
Heard Aug. 3, 2000.
Decided Dec. 21, 2000.

Chapter 13 trustee moved to modify
debtors’ confirmed plan, in order to compel
debtors to increase distribution to unsecured creditors following sale of their investment property at price significantly in
excess of value placed on it in bankruptcy
case. The Bankruptcy Court, Joan N. Feeney, J., 236 B.R. 540, granted motion, and
debtors appealed. The District Court, Robert E. Keeton, J., 243 B.R. 562, affirmed.
On further appeal, the Court of Appeals,
Casellas, United States District Court
Judge for the District of Puerto Rico, sitting by designation, held that: (1) estate
does not cease to exist upon confirmation
of Chapter 13 plan; (2) Chapter 13 plan
may be modified without threshold showing of substantial, unanticipated change in
debtor’s financial circumstances; and (3)
decision to modify debtors’ confirmed
Chapter 13 plan, in order to require 100%
payout to unsecured creditors following
sale of debtors’ investment property at
price more than two times the value placed
on it for purposes of ‘‘strip down’’ during
Chapter 13 case, was not abuse of bankruptcy court’s discretion.
Affirmed.
tary departure dates upon oral request. Indeed, Rojas–Reynoso concedes that what
prompted Judge Ortiz–Segura to grant his
motion to reopen ‘‘is only conjecture.’’

2. Bankruptcy O3786
On appeal in bankruptcy case, any
findings of fact by lower courts are reviewed for clear error. Fed.Rules Bankr.
Proc.Rule 8013, 11 U.S.C.A.
3. Bankruptcy O3715(11)
Property of the estate which vests in
debtor on confirmation of Chapter 13 plan
is that property which was property of
estate as of date plan was confirmed; estate does not cease to exist, however, and
continues to be funded by debtor’s regular
income and postpetition assets. Bankr.
Code, 11 U.S.C.A. §§ 1306(a), 1327(b, c).
4. Bankruptcy O3715(11)
Rule that property of estate at time of
confirmation vests in Chapter 13 debtors
free of any creditor claims cannot be applied in inflexible manner; in spite of vesting provided by bankruptcy statute, both
trustee and unsecured creditors have interest in preservation of debtors’ financial
situation, and in extension of ability-to-pay
standard to future situations under plan,
until all payments due under plan are
made.
Bankr.Code,
11
U.S.C.A.
§§ 1306(a), 1327(b, c).
5. Bankruptcy O3713
Chapter 13 plan may be modified
without threshold showing of substantial,
unanticipated change in debtor’s financial
circumstances. Bankr.Code, 11 U.S.C.A.
§ 1329.
6. Bankruptcy O3713
When confirmed Chapter 13 plan is
modified, modified plan must, among other
things, be proposed in ‘‘good faith,’’ and
must satisfy ‘‘best interests of creditors’’
Thereafter, the second immigration judge,
Nancy R. McCormack, properly found that
Rojas–Reynoso was ineligible for relief.
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and ‘‘ability to pay’’ tests. Bankr.Code, 11
U.S.C.A. §§ 1325(a)(3–6), 1329.

value for purposes of ‘‘strip down,’’ and to
keep to himself the excess proceeds.

7. Bankruptcy O3713
While Chapter 13 plan may be modified without threshold showing of substantial, unanticipated change in debtor’s financial circumstances, motions to modify
cannot be used to circumvent appeals process for creditors who have failed to object
to confirmation, or whose objections to
confirmation have been overruled. Bankr.
Code, 11 U.S.C.A. § 1329.
8. Bankruptcy O3713
As practical matter, parties who seek
to modify confirmed Chapter 13 plan must
advance legitimate reason for doing so,
and must strictly conform to limited circumstances in which modification is statutorily
authorized.
Bankr.Code,
11
U.S.C.A. § 1329.
9. Bankruptcy O3713
Bankruptcy court’s decision to modify
debtors’ confirmed Chapter 13 plan, in order to require 100% payout to unsecured
creditors following sale of debtors’ investment property at price more than two
times the value placed on it for purposes of
‘‘strip down’’ during Chapter 13 case, was
not abuse of discretion. Bankr.Code, 11
U.S.C.A. §§ 1325(a)(3–6), 1329.
10. Bankruptcy O3708(8)
It is antithetical to bankruptcy system
to allow Chapter 13 debtor to strip down
mortgage, underpay unsecured creditors,
and obtain superdischarge, and to later
authorize debtor, while Chapter 13 case is
still pending, to sell mortgaged property
for price that is two times its estimated
* Of the District of Puerto Rico, sitting by designation.
1. 11 U.S.C. § 1327 provides, in relevant part:
(a) The provisions of a confirmed plan bind
the debtor and each creditor, whether or not
the claim of such creditor is provided for by
the plan, and whether or not such creditor
has objected to, has accepted, or has rejected
the plan.

Anthony L. Gray, with whom Joseph F.
Ryan, and Brown, Rudnick, Freed & Gesmer, P.C. were on brief for appellants.
Lynne F. Riley, with whom Doreen B.
Soloman, Office of the Chapter 13 Trustee,
was on brief for Doreen B. Soloman.
Richard S. Hackel, with whom Samuel
D. Shiro was on brief, for appellee Mellon
Mortgage Company.
Before TORRUELLA, Chief Judge,
SELYA, Circuit Judge, and CASELLAS,*
District Judge.
CASELLAS, District Judge.
The controversy in this appeal arises out
of the not-so-infrequent scenario where,
after the confirmation of a bankruptcy
plan under Chapter 13, but before the case
is closed or converted to Chapter 7, the
debtors sell property of the estate which
‘‘vested’’ in them ‘‘free and clear of any
claim or interest of any creditor’’ pursuant
to the provisions of 11 U.S.C. § 1327(c).
Except as otherwise provided in the plan
or in the order confirming the plan, the
property vesting in the debtor under subsection (b) of this section is free and clear
of any claim or interest of any creditor
provided for by the plan. (Emphasis added).1 The distribution of the proceeds
from the sale of such property is usually
controversial; especially when, as here,
the property sold has considerably appreciated in value and as a consequence, the
debtors received substantial profits which
(b) Except as otherwise provided in the
plan or the order confirming the plan, the
confirmation of a plan vests all of the property
of the estate in the debtor.
(c) Except as otherwise provided in the plan
or in the order confirming the plan, the property vesting in the debtor under subsection (b)
of this section is free and clear of any claim or
interest of any creditor provided for by the
plan. (Emphasis added).
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they intend to keep to themselves.2 On
the other hand, the debtors’ unsecured
creditors and the Chapter 13 Trustee
moved to compel the debtors to amend
their bankruptcy plan in order to distribute the proceeds from the sale to the
unsecured creditors.
I. BACKGROUND
The property sold in this particular case
consists of a two-family building retained
by the debtors for investment purposes
(‘‘the Property’’), which was subject to a
lien in the amount of $114,000 held by
Mellon Mortgage Company (‘‘Mellon’’).
On May 5, 1997, Mellon entered into a
stipulation with the Debtors, Marcelino
and Mariana Barbosa (‘‘the Debtors’’),
whereby they agreed that the market value of the Property was $64,000 (‘‘the Stipulation’’).
Therefore, Mellon’s secured
claim was ‘‘stripped down’’ by $50,000,
from $114,000 to $64,000. The Stipulation
also provided for payment in full of the
stripped-down secured claim plus interest.
The balance, now unsecured, would be ‘‘repaid at a rate of not less than 10%.’’ As a
guarantee, Mellon ‘‘retain[ed] its lien in
full until successful completion of the repayment plan.’’
On July 17, 1998, the Debtors filed their
repayment plan, in consonance with the
terms of the Stipulation. It was confirmed
by the bankruptcy court on September 23,
1998. The Plan provided, among other
things, the following: (1) full payment of
Mellon’s stipulated secured claim plus interest at a 9% annual interest rate; (2)
prepayment of Mellon’s stipulated secured
claim at any time, without premium or
penalty; (3) payment of a dividend to
unsecured creditors equal to 10% of the
amount of their claims; and (4) reduction
of the monthly plan payment, in the event
that Mellon’s secured claim was prepaid.
The bankruptcy court’s Confirmation
Order approved the Debtor’s Plan and
2. After payment in full of all secured bankruptcy claims, plus interest, and all closing
costs, taxes, insurance premiums and other
amounts, there remains $50,668.35 in excess
proceeds.

33

summarized the disbursements to be made
under it. In addition, it acknowledged the
modification of Mellon’s secured claim as
explained above. Regarding the unsecured claims, it stated that ‘‘they shall be
paid [at] a dividend of not less than 10%.’’
Finally, in compliance with 11 U.S.C.
§ 1327, the Confirmation Order provided
that: ‘‘[T]he provisions of the confirmed
Plan bind the debtors and all creditors;
the confirmation of the Plan vests all
property of the estate in the debtors; and
all property vesting in the debtors is free
and clear of any claim or interest of any
creditor, except as provided in the Plan or
this order.’’ (Emphasis added).
After the entry of the Confirmation Order, the Debtors sought leave from the
bankruptcy court to sell the Property free
of liens or encumbrances pursuant to 11
U.S.C. §§ 1303 and 363. Leave was obtained and accordingly, the property was
sold for $137,500 to a good faith purchaser.
The bankruptcy courts order approving
the sale (the ‘‘Sale Order’’) provided for
payment in full of Mellon’s secured claim
pursuant to the Plan and the Confirmation
Order; while the balance of the proceeds
were to be held in escrow by the Debtors’
counsel ‘‘until the earlier of (a) an agreement by and between the Debtors and TTT
the Chapter 13 Trustee TTT regarding disbursement of such proceeds, and (b) disposition by the Court, by a final order, adjudicating a motion filed by the Chapter 13
Trustee seeking an amendment to the
PlanTTTT’’
The Debtors and the Chapter 13 Trustee were unable to reach an agreement for
the distribution of the proceeds. Therefore, the Trustee moved to compel the
Debtors to modify their Plan in order to
pay the excess of the proceeds to the
Debtors’ unsecured creditors.3 The end
result under the Trustees proposed plan
3. Mellon joined the Trustee’s efforts by filing
a separate motion.
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would be that the dividend paid to unsecured creditors would increase from 10%
to 100%.
The Debtors opposed the Trustee’s motion. On July 30, 1999, after a hearing,
the bankruptcy court entered a Modification Order granting the Trustee’s motion
and holding that the Debtors were compelled to amend their Plan in order to
distribute the proceeds to the unsecured
creditors. In re Barbosa, 236 B.R. 540
(Bankr.D.Mass.1999). The court reasoned
that since the Debtors’ bankruptcy plan
did not provide for prepayment of the
unsecured claims, the Debtors, through
their Sale Motion, were ‘‘implicitly
seek[ing] to modify their plan to reduce
the time for satisfying the claims of unsecured creditors.’’ Id. at 545.4 Accordingly, the court rejected Debtors’ implied
amendments to reduce the time of payment to the unsecured creditors and satisfy their claims by paying the 10% dividend,
without any regard to the change in circumstances. Id. at 548–49, 556. In addition, the bankruptcy court found that the
Debtors’ intention to keep the proceeds of
the sale, while paying the 10% dividend
provided by the Plan to the unsecured
creditors, failed to meet both the good
faith requirement and the best-interests4.

The court also ruled that pursuant to 11
U.S.C. § 1329, the Trustee had standing to
seek modification of the plan, and that
‘‘[e]ven if this Court were to conclude that the
Chapter 13 Trustee must show a substantial
change in circumstances, the Court observes
that the Chapter 13 Trustee could satisfy that
standard [given that] [a]lthough the Debtors
contemplated the sale of their Property in
their Chapter 13 plan, the sales price was
more than double the stipulated value of Mellon’s secured claim.’’ In re Barbosa, 236 B.R.
at 547 n. 8.

5. Section 1329(a) of the Bankruptcy Code
provides for the modification of a confirmed
Chapter 13 plan upon request of the debtor,
the trustee, or the holder of an allowed unsecured claim, for the following limited modifications:
(1) increase or reduce the amount of payments on claims of a particular class provided for by the plan;

of-the-creditors test of 11 U.S.C. §§ 13295
and 1325(a)6 in order to modify a confirmed plan, given the substantial and unanticipated change in the Debtors’ financial circumstances. In re Barbosa, 236
B.R. at 552–56.
Further, the bankruptcy court noted
that although pursuant to 11 U.S.C.
§ 1327(b), the Property sold vested in the
Debtors free and clear of any claim from
the creditors (accord In re Rangel, 233
B.R. 191 (Bankr.D.Mass.1999)), the result
in this case by allocating the appreciation
of property, which the court characterized
as windfall profits, to the Debtors rather
than to the unsecured creditors ‘‘is antithetical to the results that would be
achieved in the absence of a confirmed
plan that vested the Property in the Debtors.’’ In re Barbosa, 236 B.R. at 551.
The court continued:
Moreover, there is something unsavory
about Chapter 13 Debtors ‘stripping
down’ a mortgage under § 506(a) and
(d) and receiving the ‘super’ discharge
provided by § 1328(a) while walking
away with substantial cash proceeds due
to the appreciation in value of their
Property, without amending their plan
to satisfy the claims of their unsecured
creditors TTT Putting aside the various
(2) extend or reduce the time for such payments; or
(3) alter the amount of the distribution to a
creditor whose claim is provided for by the
plan to the extent necessary to take account
of any payment of such claim other than
under the plan.
11 U.S.C. § 1329(a).
Section 1329(b) of the Code provides in
turn, that a proposed plan modification must
meet the requirements of sections 1322(a),
1322(b), 1323(c) and 1325(a) of the Code.
6.

Section 1325(a) provides in the pertinent
part that a bankruptcy plan may only be confirmed if ‘‘[it] has been proposed in good faith
and not by any means forbidden by law.’’ 11
U.S.C. § 1325(a)(3). While ‘‘the value, as of
the effective date of the plan, of property to be
distributed under [it] on account of each allowed unsecured claim’’ must be ‘‘not less
than the amount that would be paid on such
claim if the estate of the debtor were liquidated under chapter 7 of [the Code] on such
date.’’ 11 U.S.C. § 1325(a)(4).
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inconsistent Code sections, the problems
created by the vesting language in
§ 1327(b) and the order of confirmation
used in this case, and hairsplitting arguments about what constitutes property
of the estate in Chapter 13, the spectacle
of the Debtors profiting while in bankruptcy is disconcerting and may be indicative of a bad faith manipulation of
the Code.
Id. at 551–52. Accordingly, the bankruptcy court held that the Debtors were required to amend their plan as requested
by the Trustee to provide for full compensation to the unsecured creditors. Id. at
556.
On appeal, the district court affirmed
the bankruptcy courts decision and order.
Barbosa v. Solomon, 243 B.R. 562
(D.Mass.2000). However, it used a different rationale. It found that the central
issue was the meaning of the phrase
‘‘property of the estate’’ as used in the
various sections of the Bankruptcy Code.
Id. at 565. It then noted that a reading of
the bankruptcy court’s memorandum opinion might give the impression that the
Trustee ‘‘admits that TTT [proceeds of the
foreclosure sale are] no longer property of
the estateTTTT’’ Id. However, in the district court’s opinion, ‘‘if th[at] is what the
bankruptcy courts Memorandum means, it
is an error of law.’’ Id. Rather, the district court’s interpretation of the concept
‘‘property of the estate’’ as used by section
1327 of the Code, vested title to the realty
in the Debtors at confirmation, but not the
proceeds of the sale. Id. at 567–68. The
district court concurred with the bankruptcy court in all other aspects and therefore,
it affirmed the judgment below.
The Debtors appealed from that decision
and raise various issues. In particular,
they contend that the district court erred
in ruling that the proceeds were part of
the bankruptcy estate, based on 11 U.S.C.
§§ 1327 and 541(a)(6). They rely on the
vesting language of section 1327 of the
Code and the Confirmation Order for the
proposition that Mellon forfeited any claim
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to the excess proceeds from the property
when it entered into the Stipulation, and
that such forfeiture became effective when
the Confirmation Order was entered.
Second, Debtors argue that the bankruptcy and district courts erred by improperly applying 11 U.S.C. § 1329 by
finding that they had implicitly sought a
modification of the Plan through the motion for confirmation of sale.
II.

ANALYSIS OF APPLICABLE
LAW

[1, 2] Since this case presents primarily questions of law, this Court’s review of
the bankruptcy and district court’s decisions is de novo. In re Savage Industries,
Inc., 43 F.3d 714, 719 n. 8 (1st Cir.1994);
In re DN Associates, 3 F.3d 512, 515 (1st
Cir.1993). However, any findings of fact
by the lower courts are reviewed on a
clearly erroneous standard. In re Savage
Indus., 43 F.3d at 720.
A.

The Confirmed Plan in a Chapter
13 Bankruptcy Case.

Section 1327(b) of the Bankruptcy Code
states that ‘‘the confirmation of a plan
vests all property of the estate in the
debtor.’’ 11 U.S.C. § 1327(b). In addition, section 1327(c) adds that such vesting
‘‘is free and clear of any claim or interest
of any creditor provided for by the plan.’’
Id. The language used by the bankruptcy
court in its Confirmation Order was in
consonance with these Code provisions.
The Debtors argue that in defining the
concept ‘‘property of the estate’’ the district court ignored various sections of the
Bankruptcy Code; particularly section
541(a)(6) which establishes that the concept ‘‘property of the estate’’ includes proceeds ‘‘of or from property of the estate.’’
11 U.S.C. § 541(a)(6). Therefore, the
Debtors argue that section 1327 of the
Code, combined with section 541, vested in
them the Property along with its proceeds
‘‘free and clear of any claim or interest of
any creditor.’’ 11 U.S.C. § 1327(c).
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However, in direct contraposition with
the Debtors’ intended interpretation is section 1306(a) of the Bankruptcy Code,
which defines the concept ‘‘property of the
estate’’ within a Chapter 13 bankruptcy
thus:
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 chapter 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 to a case under
chapter 7, 11, or 12 of this title, whichever occurs first.
11 U.S.C. § 1306(a). While this section
does extend the application of section 541
to cases filed under Chapter 13, it does so
within a specific context. In particular,
the status of the property of the estate
after the confirmation of a Chapter 13 plan
is a controversial issue in itself. See Russell G. Donaldson, Continued Existence of
Bankruptcy Code Chapter 13 Estate After
Confirmation of the Chapter 13 Plan, 126
ALR Fed. 665, 1995 WL 900170
(1995)(Supp.1999); David B. Wheeler,
Whose Property Is It Anyway? 18–NOV
Am. Bankr.Inst. J. 14 (1999)(brief review
and analysis of the four different approaches currently used by the bankruptcy
courts to harmonize §§ 1327 and 1306 of
the Bankruptcy Code); Thomas E. Ray,
Post–Petition Claims and the Automatic
Stay in Chapter 13, 19–FEB Am. Bankr.
Inst. J. 12 (2000)(reference to the same
variety of interpretations given by the
bankruptcy courts to §§ 1327 and 1306 of
the Code); Vickie L. Vaska, Commentary:
Property of the Estate After Confirmation
of a Chapter 13 Repayment Plan: Balancing Competing Interests, 65 Wash. L.Rev.
677 (July 1990); see also In re Reynard,

250 B.R. 241, 246–47 (Bankr.E.D.Va.2000);
In re Holden, 236 B.R. 156, 160–63 (Bankr.
D.Vt.1999); In re Rangel, 233 B.R. at 198.
By stating that the bankruptcy estate
continues to be replenished by post-petition property until the case is closed, dismissed, or converted under chapter 7, 11
or 12 of the Bankruptcy Code, section
1306(a) is actually providing for the continued existence of the bankruptcy estate until the earliest of any of the above-mentioned events occur. The meaning of the
‘‘vesting’’ language of section 1327(b) within this context has been explored far and
wide throughout the nation. In fact, the
bankruptcy court noted that sections
1306(a) and 1327(b) of the Code ‘‘are difficult to reconcile’’ in this regard. In re
Barbosa, 236 B.R. at 545, quoting In re
Rangel, 233 B.R. at 193.
Some courts have interpreted section
1306(a) as actually providing for the continuation of the bankruptcy estate until the
earliest of any of the above-mentioned
events. See Security Bank of Marshalltown v. Neiman, 1 F.3d 687 (8th Cir.1993).
Still others have held that the confirmation
order terminates the estate altogether, revesting all property of the estate in the
debtor. In re Toth, 193 B.R. 992 (Bankr.
N.D.Ga.1996); In re Petruccelli, 113 B.R.
5 (Bankr.S.D.Cal.1990). A third approach,
called ‘‘the-middle-of-the-road approach’’,
stands for the proposition that the estate
continues to exist only with regard to
property used to fund the plan. In re
Leavell, 190 B.R. 536 (Bankr.E.D.Va.1995);
In re Ziegler, 136 B.R. 497 (Bankr.N.D.Ill.
1992). All of these positions have been
criticized; the first two for overly emphasizing either section 1306 or 1327, rendering the opposing section meaningless,
Wheeler, supra at 14, while the third approach is criticized for involving a subjective analysis not contemplated, or provided
for, by the Code. Id.; see also Donaldson,
supra, 126 ALR Fed. 665 §§ 2–5.
However, a fourth line of cases has held
that by virtue of sections 1327(b)-(c), property of the estate at the time of confirma-
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tion vests in the debtors free of any claims
from the creditors. The estate does not
cease to exist however, and it continues to
be funded by the Debtors’ regular income
and post-petition assets as specified in section 1306(a). In re Reynard, 250 B.R. at
247; In re Trumbas, 245 B.R. 764, 766
(Bankr.D.Mass.2000); In re Holden, 236
B.R. at 162–63; In re Rangel, 233 B.R. at
198.
[3, 4] Many commentators consider
this approach to be the best, since it gives
meaning to both sections 1306 and 1327,
without the subjective analysis required by
the middle-of-the-road approach. E.g.
Wheeler, supra. It was also the approach
followed by the bankruptcy court in this
case. Because we think that this approach
has a logical consistency that harmonizes
two apparent inconsistent sections, we
hereby adopt it. However, we note that
this rule cannot be applied in an inflexible
manner, for in spite of the ‘‘vesting’’ provided by section 1327 of the Code, until all
payments due under the plan are made,
both the trustee and the unsecured creditors have an interest in the preservation of
7.

In In re Suratt, 1996 WL 914095 at *1, the
bankruptcy court rejected debtors argument
that by ‘‘vesting’’ the property on him upon
confirmation, § 1327 operated to exclude the
trustee and the unsecured creditors from partaking in the post-confirmation sale proceeds
of former estate property. The court noted
that:
The logical extension of the debtors argument is TTT that there must be a provision
in all Chapter 13 plans requiring post-confirmation sale proceeds from property originally part of the estate to be paid to creditors, in order to preclude the debtor from
receiving those funds. There is no such
requirement in the Bankruptcy Code, nor
has any court imposed such a requirement.
11 U.S.C. § 1329(a) is intended, in part, to
provide the protection the debtor claims is
missing. Its purpose is to protect creditors’
rights to a debtor’s increased income, including from proceeds from the sale of
property that has appreciated in value,
post-confirmation.
Id. at *3.

8.

Section 1322(a) of the Code establishes the
requirements that must be met by a bankrupt-
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the debtor’s financial situation, and in the
extension of the ability-to-pay standard to
future situations under the plan. In this
particular case, ‘‘receiving proceeds has
also altered the debtors financial circumstances’’, which brings into play § 1329 of
the Code. In re Suratt, 1996 WL 914095,
*1 (D.Or.1996).7
B. Modification of a Confirmed
Chapter 13 Plan.
[5] Section 1329 of the Code provides
that a confirmed plan may be modified at
the request of the debtor, the trustee, or
the holder of an allowed unsecured claim
in order to ‘‘increase or reduce the amount
of payments on claims of a particular class
provided for by the plan; [or to] extend or
reduce the time for such payments TTT’’
11 U.S.C. § 1329(a)(1,2). Any such postconfirmation modifications shall comply
with sections 1322(a)-(b)8, 1323(c)9, and
1325(a)10 of the Bankruptcy Code. 11
U.S.C. § 1329(b)(1).
The Debtors argue that both the bankruptcy court and the district court erred in
cy repayment plan in order to be approved by
the court. Section 1322(b) on the other hand,
enumerates all permissible provisions which
can be included in a bankruptcy repayment
plan. 11 U.S.C. § 1322(a)-(b).
9.

Section 1323(c) provides that: ‘‘Any holder
of a secured claim that has accepted or rejected the plan is deemed to have accepted or
rejected, as the case may be, the plan as
modified, unless the modification provides for
a change in the rights of such holder from
what such rights were under the plan before
modification, and such holder changes such
holders previous acceptance or rejection.’’
11 U.S.C. § 1323(c).

10. Section 1325(a) of the Code provides, in
the pertinent part, that the courts ‘‘shall confirm a plan if’’ (1) it complies with all applicable provisions of the Code; (2) it ‘‘has been
proposed in good faith and not by any means
forbidden by law’’; (3) the value of property
to be distributed under the plan on account of
all allowed unsecured claims is not less than
what would be paid under a chapter 7 liquidation; and (4) the debtor is able to comply
with the plan. 11 U.S.C. § 1325(a)(1), (3)-(4),
(6).
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applying section 1329 of the Code to allow
a modification of the confirmed plan at the
request of the Trustee and Mellon without
their showing a substantial and unanticipated change in the Debtors’ financial circumstances from the time of confirmation.
They argue that the Property’s sale was
contemplated by the parties at the time of
entering into the Stipulation and by the
Court when it confirmed the Plan. Therefore, they aver that the modification requested by the Trustee and Mellon is precluded by res judicata. For that purpose,
they allege that the sale was not an unanticipated event, and that the appreciation
in value of the property was foreseeable.
They do not dispute however, nor can they
given the facts, that the change in the
Debtors’ financial circumstances is substantial.
[6] From the start, we note that Debtors’ arguments are not grounded on the
specific provisions of the Code; since section 1329 does not in itself establish a
criterion for granting a modification, other
than the plan as modified must comply
with all applicable provisions of the Code.
11 U.S.C. § 1329(b), incorporating by reference 11 U.S.C. § 1325(a). This means
that the Plan as modified must be proposed
in
good-faith.
11
U.S.C.
§ 1325(a)(3). Also, it must comply with
the ‘‘best-interests-of-the-creditors’’ test
and the ‘‘ability-to-pay’’ standard. 11
U.S.C. § 1325(a)(4–6). However, the Code
says nothing about the applicability of the
doctrine of res judicata or the threshold
requirement of unanticipated and substantial change in the debtors financial circumstances. These are doctrines of judicial
origin. See, e.g., In re Witkowski, 16 F.3d
739, 746 (7th Cir.1994)(‘‘The clear and unambiguous language of § 1329 negates any
threshold change in circumstances requirement and clearly demonstrates that the
doctrine of res judicata does not apply.’’);
In re Than, 215 B.R. 430, 435 (9th Cir.
BAP 1997)(‘‘The unanticipated, substantial
change test is judicial gloss to § 1329, TTT
and the standard was seriously questioned

by the Seventh Circuits 1994 Witkowski
opinion.’’); In re Powers, 202 B.R. 618, 622
(9th Cir. BAP 1996)( ‘‘[W]e decline to hold
that the change must be substantial and
unanticipated as suggested by various
cases in this circuit. The plain language of
§ 1329 simply does not support a change
in circumstances as a prerequisite to modification.’’); In re Euler, 251 B.R. 740, 744
(Bankr.M.D.Fla.2000)(recognizing that section 1329 ‘‘is silent as to whether the court
should impose any conditions on a modification TTT other than those provided by
§ 1329(b).)’’; In re Fitak, 92 B.R. 243, 249
(Bankr.S.D.Ohio 1988), aff’d 121 B.R. 224
(S.D.Ohio 1990)(‘‘While the legislative history indicates that a post-confirmation
modification should be ordered pursuant to
§ 1329(a) upon a showing of changed circumstances which affect a debtor’s ability
to pay, the case law suggests that the
doctrine of res judicata limits the scope of
appropriate post-confirmation modifications.’’).
Some of the stated grounds for the application of the doctrine of res judicata
within the context of a modification sought
pursuant to § 1329, are: (1) the ‘‘awkward’’ application of section 1329, In re
Euler, 251 B.R. at 744, quoting In re
Perkins, 111 B.R. at 673 (‘‘Unfortunately
TTT section 1329 is ‘somewhat awkward in
concept and application.’ ’’); (2) the apparent inconsistency of sections 1321 and 1329
of the Code; while the first provides that
only the debtor shall file a plan, the second
provides standing to the trustee and the
unsecured creditors to seek to modify it
after confirmation, id. at 745–46; (3) the
‘‘little, if any, guidance as to the standard
to be applied by a bankruptcy court in
determining whether a request for a postconfirmation modification of a Chapter 13
plan should be granted,’’ In re Fitak, 92
B.R. at 248; (4) the legislative history of
§ 1329, In re Euler, 251 B.R. at 746; (5)
the case law, e.g. In re Fitak, 92 B.R. at
249, citing In re Moseley, 74 B.R. 791,
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799–800 (Bankr.C.D.Cal.1987) 11, Anaheim
Savings & Loan Ass’n v. Evans (In re
Evans), 30 B.R. 530, 531 (9th Cir. BAP
1983) 12; and (5) the finality accorded to
the confirmed plan, In re Euler, 251 B.R.
at 746. Of all these factors, the need to
accord a degree of finality to the confirmation order is one of the most weighty for
some courts. See, e.g., Witkowski, 16 F.3d
at 745, and cases cited therein.
However, while the doctrine of res judicata has been applied by some courts in
this context, e.g. In re Arnold, 869 F.2d
240, 243 (4th Cir.1989)(‘‘The doctrine of res
judicata bars an increase in the amount of
monthly payments only where there have
been no unanticipated, substantial changes
in the debtors financial situation.’’); In re
Suratt, 1996 WL 914095 at *2 (D.Or.1996)
(‘‘The doctrine of res judicata limits post
confirmation modifications to cases in
which the change in a debtor’s ability to
pay was unanticipated at the time of confirmation.’’); In re Solis, 172 B.R. 530, 532
(Bankr.S.D.N.Y.1994) quoting 5 L.King,
Collier on Bankruptcy ¶ 1329.01 (15th ed.
1994) (‘‘A trustees application ‘should be
limited to situations in which there has
been a substantial change in the debtors
income or expenses that was not anticipated at the time of the confirmation hearing.’ ’’); In re Fitak, 92 B.R. at 250 (‘‘[T]he
doctrine of res judicata operates as a limitation on the ability of parties to obtain a
post-confirmation
modification
under
§ 1329(a) based upon unanticipated
changed circumstances.’’), it is by no
means the uniformly accepted norm.
Many other courts have ruled that section 1329(a) allows the parties an absolute
11. In re Moseley, supra, makes a distinction
between motions to modify a confirmed plan
filed by the debtor, and motions to modify
filed by the trustee or the unsecured creditors.
The debtor may file motions to modify liberally, ‘‘on a proper showing of changed circumstances’’; 74 B.R. at 799; ‘‘while a creditor
may move to modify a plan adversely to a
debtor after confirmation only upon a showing of a post-confirmation default by the debt-
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right to request a modification (although a
modification will not necessarily be granted). Witkowski, 16 F.3d at 745; In re
Powers, 202 B.R. at 622 (‘‘Although a party has an absolute right to request modification between confirmation and completion of the plan, modification under § 1329
is not without limits.’’); In re Than, 215
B.R. at 436 (same); In re Trumbas, 245
B.R. at 767 (following In re Barbosa, 236
B.R. at 548, and Witkowski, supra ); In re
Meeks, 237 B.R. 856, 859–60 (Bankr.
M.D.Fla.1999)( ‘‘[T]he Debtors need not
demonstrate a substantial, unanticipated
change in circumstances in order to modify
their confirmed chapter 13 plan. However, neither can Chapter 13 debtors simply
modify their plans willy nilly.’’); In re
Laye,
1994
WL
905759,
*2
(Bankr.N.D.Ill.1994)(following Witkowski,
supra ). This approach is based on the
clear language of the statute. In re Witkowski, 16 F.3d at 746; In re Powers, 202
B.R. at 622 ( ‘‘[W]e decline to hold that the
change [under § 1329] must be substantial
and unanticipated as suggested by various
cases in [the Ninth Circuit]. The plain
language of § 1329 simply does not support a change in circumstances as a prerequisite to modification.’’) Also, it acknowledges that section 1329 does provide
a criterion for granting a modification. In
re Witkowski, 16 F.3d at 745–46. First,
‘‘modifications are only allowed in [the]
three limited circumstances’’ provided by
the statute. Id. at 745. Second, as provided by § 1329(b)(1) of the Code, ‘‘a modified plan is only available if §§ 1322(a),
1322(b), 1325(a) and 1329(c) of the bankruptcy code are met.’’ Id. Third, a modifior, or that the circumstances have changed
since confirmation.’’ Id. As to everything
else, the confirmed plan is res judicata. Id.
12. Anaheim Savings & Loan Ass’n v. Evans,
supra, states while discussing the effect of a
confirmation pursuant to section 1327, that:
An order confirming a Chapter 13 plan is res
judicata as to all justifiable issues which were
or could have been decided at the confirmation hearing. 30 B.R. at 531.

Page 17

40

235 FEDERAL REPORTER, 3d SERIES

cation may only be proposed in good faith.
Id. at 746.13 Fourth, ‘‘all proposed modifications need not be approved and in practice not all modifications are approved.’’
Id. Moreover, the statutory framework is
clear in allowing post-confirmation modifications, a feature that is incongruent with
the application of the doctrine of res judicata. Id. at 745.14
The legislative history of section 1329(a)
is not conclusive on this issue either, and if
anything, it supports the inference that res
judicata should not be applied. Section
1329(a) was amended in 1984 to provide
standing to the trustee and the holders of
unsecured claims to move to amend the
confirmed bankruptcy repayment plan.
Consumer Credit Amendments, Section
319, Title III of the Bankruptcy Amendments and Federal Judgeship Act of 1984
(‘‘BAFJA’’), Pub.L. No. 98–353; 8 Collier
on Bankruptcy ¶ 1329.03 (Lawrence P.
King, chief ed., 15th ed.2000). Prior to the
amendment, only the debtor was authorized to request a modification of the plan.
Id.; see also William L. Norton Jr., Bankruptcy Law and Practice 2d, Bankruptcy
Code 1270, eds.’ comm. (1998–1999). How-

ever, Congress saw fit to allow the trustee
and holders of unsecured claims to seek an
amendment to the confirmed plan in order
to carry the ability-to-pay standard forward in time, allowing upward or downward adjustment of plan payments in response to changes in the debtor’s financial
circumstances which affect his/her ability
to make payments. See Oversight Hearings on Personal Bankruptcy Before the
Subcommittee on Monopolies and Commercial Law of the Committee on the Judiciary, House of Representatives, 97th
Cong., 1st and 2nd Sess. 22–23 (1981–
1982).15

13. Specifically, ‘‘lack of good faith can be
shown by manipulation of code provisions.’’
In re Witkowski, 16 F.3d at 746.

the debtor to seek a modification of the
plan in the event of a reduction in income,
it will also permit an unsecured creditor, in
the event of an improvement in the debtor’s
income position at any time during the period of the plan, to seek a modification so
that the full amount of the debtor’s disposable income remains committed to payments
under the plan. This proposal TTT seems to
us to be a reasonable quid pro quo for the
benefits conferred on the debtor under
Chapter 13 which would not be available to
him in a Chapter 7 case. Oversight Hearings on Personal Bankruptcy Before the Subcommittee on Monopolies and Commercial
Law of the Committee on the Judiciary,
House of Representatives, 97th Cong., 1st
and 2nd Sess. 22–23 (1981–1982)(statement
of Mr. Vern Countryman, Harvard Law
School Professor and Vice–Chairman of the
National Bankruptcy Conference); Arnold
& Porter, BANKR84, Hearings(21).
Although the proposed subsection 1329(d)
was not finally enacted by Congress, the essential purpose behind it, to permit the unsecured creditors (and the trustee) to request an
amendment to the confirmed bankruptcy plan
if there was a change in the debtors income,
did become law.

14. The Witkowski court stated: ‘‘The common-law principle of res judicata TTT does not
apply when a statutory purpose to the contrary is evident.’’ In re Witkowski, 16 F.3d at
744 (internal quotations omitted). It then
noted that ‘‘the statutory framework of the
Bankruptcy Code plainly assumes the possibility of modifications of bankruptcy plans
after they are confirmed.’’ Id. at 745.
15. See Statement of Professor Vern Countryman:
Since plans are confirmed on the basis of
projections of future income of the debtor,
any subsequent change in the debtors income, either an increase or a reduction,
during the term of the plan will result in an
excessive or an inadequate commitment of
his disposable income under the plan. Because we believe that, in exchange for the
advantages of Chapter 13 over Chapter 7,
the debtor should commit his disposable
income for the term of the plan, we propose
a new section 1329(d) to deal with that
problem. While this provision will permit

There was an indication at the Congressional Oversight Hearings on Personal
Bankruptcy that the standing conferred to
the trustee and the unsecured creditors
would serve to accommodate any changes
in the financial circumstances of the debtor
(either adversely or favorably), which substantially affect his ability to make future
payments under the plan. Oversight
Hearings, supra, at 215–216, 221–222
(1981–1982) (statement of the Hon. Conrad
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K. Cyr, Bankruptcy Judge for the District
of Maine, speaking on behalf of the National Bankruptcy Conference and the National Conference of Bankruptcy Judges);
Arnold & Porter, BANKR84, Hearings(21). However, the reference to a substantial change was never accompanied by
the requirement that the change be unanticipated.16 Moreover, the legislative history indicates that the application of the
doctrine of res judicata was never discussed, considered, or contemplated by
Congress. Oversight Hearings, supra.
[7, 8] Faced with this legislative intention, and the plain language of the statute,
we are compelled to concur with the district court and the bankruptcy court that
the Witkowski approach is the more sensible one. In re Barbosa, 236 B.R. at 547.
However, the bankruptcy judge was careful to note that ‘‘motions to modify cannot
be used to circumvent the appeals process
for those creditors who have failed to object confirmation of a Chapter 13 plan or
whose objections to confirmation have
been overruled.’’ Id. Moreover, the bankruptcy judge noted that ‘‘§§ 1327 and 1330
accord significant finality to confirmation
orders in Chapter 13 cases.’’ Id. Accordingly, the court concluded that ‘‘while Witkowski may be a correct statement of the
law, as a practical matter, parties requesting modifications of Chapter 13 plans must
advance a legitimate reason for doing so,
and they must strictly conform to the
three limited circumstances set forth in
§ 1329.’’ Id. at 548.
[9] Upon a close analysis, the bankruptcy court’s conclusions of law do accord
significant finality to confirmed plans without requiring specific threshold tests not
contemplated by the statute. Therefore,
16. In fact, the original proposed amendment
read:
On request of the debtor or of a creditor
holding an allowed unsecured claim and
after notice and a hearing, the plan shall be
modified under subsection (a) of this section to any extent that any change in the
debtors total projected disposable income,

we adopt the Witkowski approach as modified by the bankruptcy court and refrain
from adopting the substantial and unanticipated test for seeking a modification pursuant to § 1329. Accordingly, we find that
the Trustee and Mellon were not precluded by res judicata from seeking an amendment to the plan. In addition, given the
factual circumstances of this case—where
the Debtors realized through the sale an
appreciation in value of almost 215% of the
stipulated value of the property at confirmation—we find that the bankruptcy court
did not abuse its discretion in granting the
amendment. Witkowski, 16 F.3d at 746
(‘‘Because modification under § 1329 is
discretionary, our review is limited to a
determination of whether the district court
abused its discretion in modifying the
plan.’’).
[10] Finally, as the bankruptcy judge
said, it is antithetical to the bankruptcy
system to allow a debtor to ‘‘strip down’’ a
mortgage, underpay the unsecured creditors, and obtain a super discharge under
section 1328(a) of the Code, while selling
the property mortgaged for a price of two
times its estimated value for purposes of
the ‘‘strip down’’, and keeping to himself
the excess of the proceeds. In re Barbosa,
236 B.R. at 552. In fact, to allow the
Debtors to keep the proceeds of the sale in
such circumstances effectively defeats
Congress’ intention to extend the application of the ‘‘ability-to-pay’’ standard forward throughout the duration of the plan.
Oversight Hearings, supra.
III.

CONCLUSION

On these grounds, the district court’s
order upholding the bankruptcy court’s
as defined in section 1320 of this title, substantially affects whether the plan, before
modification, complies with the conditions
specified in sections 1325(a)(6) and 1325(c)
of this title.
Proposed Section 1329(d); Oversight Hearings, supra, at 31. The reference to a ‘‘substantial change’’ was later deleted from the
section and did not become law.
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judgment is Affirmed. Costs are awarded
to the appellees.

,
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and ammunition, the United States District Court for the District of Massachusetts, Edward F. Harrington, J., 954
F.Supp. 19, in sentencing defendant, departed downward three offense levels under the Sentencing Guidelines. On appeal,
the Court of Appeals, 136 F.3d 65, vacated
sentence and remanded for resentencing.
Sentencing judge recused himself sua
sponte, and defendant filed motion for reconsideration, which was denied. Following
reassignment, the District Court, William
G. Young, Chief Judge, denied defendant’s
motion for new trial and sentenced him
within Sentencing Guidelines range. Defendant appealed. The Court of Appeals,
Lynch, Circuit Judge, held that: (1) recusal
was not abuse of discretion; (2) downward
departure under the Sentencing Guidelines
was not warranted; and (3) successful collateral attack on state conviction serving
as predicate offense did not warrant new
trial.
Affirmed.

Under statute governing recusal of
federal judges, a judge has a duty to recuse himself if his impartiality can reasonably be questioned; but otherwise, he has a
duty to sit. 28 U.S.C.A. § 455(a).
5. Judges O51(4)
A federal judge’s decision whether to
disqualify himself is in the first instance
committed to the judge. 28 U.S.C.A.
§ 455(a).
6. Judges O51(4)
A federal district judge’s decision to
recuse himself is allowed a range of discretion. 28 U.S.C.A. § 455(a).
7. Criminal Law O1134(3)
On appeal of a federal district judge’s
decision to recuse himself, Court of Appeals must ask itself not whether it would
have decided as did the judge, but whether
that decision cannot be defended as a rational conclusion supported by a reasonable reading of the record. 28 U.S.C.A.
§ 455(a).
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claims and the postconfirmation injunction
against collection of discharged claims in
general terms that did not state clearly
that the IRS’s claim would be affected by
those provisions, and if so, how. The burden of that lack of clarity appropriately
falls on JJ Re–Bar and the Skokans. We
agree with the bankruptcy court that JJ
Re–Bar was too ‘‘cute,’’ or at least, too
cryptic in drafting its Plan provisions.
The subject Plan provisions did not provide adequate notice to the IRS of their
purported effects. In these circumstances,
the bankruptcy court correctly concluded
that it was not appropriate for it to enjoin
the IRS’s efforts to collect unpaid trust
fund taxes from the Skokans.
VI. CONCLUSION
Based on the foregoing analysis of authorities in light of the undisputed factual
record before us in this appeal, we conclude as a matter of law that the bankruptcy court did not err in denying the Motion.
Accordingly, we AFFIRM.

,
In re Brenda Marie JONES, Debtor.
California Franchise Tax
Board, Appellant,
v.
Brenda Marie Jones; John T. Kendall,
Trustee; United States Trustee,
Oakland, Appellees.
BAP No. NC–09–1145–BaDJu.
Bankruptcy No. 07–43288.
United States Bankruptcy Appellate Panel
for the Ninth Circuit.

Franchise Tax Board (FTB) filed motion
for determination of whether debtor’s state
income tax, for year in which debtor’s and
her former spouse’s prior, Chapter 13 case
was commenced, was excepted from discharge. The United States Bankruptcy
Court for the Northern District of California, Edward D. Jellen, J., denied FTB’s
motion and ruled that the tax debt was
discharged. FTB appealed.
Holdings: The Bankruptcy Appellate
Panel (BAP), Redfield T. Baum, Sr., J.,
sitting by designation, held that:
(1) the unnumbered paragraph added by
the Bankruptcy Abuse Prevention and
Consumer Protection Act (BAPCPA)
to the end of the section of the Bankruptcy Code providing for priority
treatment of certain unsecured income
taxes does not suspend or toll the
three-year lookback period for a postpetition tax;
(2) the principle of equitable tolling expressed by the Supreme Court in
Young was not applicable here;
(3) in a Chapter 13 case, upon confirmation, all property of the estate revests
in the debtor and estate property is
terminated, unless the plan or confirmation order provides otherwise; and
(4) under this ‘‘estate termination’’ approach, the FTB was not disabled from
protecting its post-confirmation tax
claim in the prior Chapter 13 case and,
thus, equitable tolling was not appropriate under the section of the Code
authorizing the court to issue any order necessary or appropriate to carry
out the provisions of title 11.
Affirmed.

Argued and Submitted on Sept. 25, 2009.
Filed Nov. 24, 2009.
Background:
After debtor-taxpayer’s
Chapter 7 case was reopened, California

1. Bankruptcy O2954.1
Bankruptcy Code provides for priority
treatment of unsecured income taxes if the
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date the return was required to be filed is
within the ‘‘three-year lookback period,’’
that is, within three years before the petition date. 11 U.S.C.A. § 507(a)(8)(A)(i).
See publication Words and Phrases for other judicial constructions
and definitions.

2. Bankruptcy O3343.5, 3718(9)
Priority income taxes are nondischargeable in a Chapter 7 case, and also
nondischargeable for a hardship discharge
under
Chapter
13.
11
U.S.C.A.
§ 523(a)(1)(A).
3. Bankruptcy O3718(9)
Priority taxes provided for in a Chapter 13 plan must be fully paid in order to
receive a discharge.
11 U.S.C.A.
§§ 1322(a)(2), 1328.
4. Bankruptcy O3343.5
Unnumbered paragraph added by the
Bankruptcy Abuse Prevention and Consumer Protection Act (BAPCPA) to the
end of the section of the Bankruptcy Code
providing for priority treatment of certain
unsecured income taxes does not suspend
or toll the three-year lookback period for a
post-petition tax. 11 U.S.C.A. § 507(a)(8),
(a)(8)(A)(i).
5. Bankruptcy O2954.1
Unnumbered paragraph added by the
Bankruptcy Abuse Prevention and Consumer Protection Act (BAPCPA) to the
end of the section of the Bankruptcy Code
providing for priority treatment of certain
unsecured income taxes was added to codify the holding in Young v. United States,
in which the Supreme Court equitably
tolled the three-year lookback period during the pendency of a prior bankruptcy
case. 11 U.S.C.A. § 507(a)(8).
6. Bankruptcy O2955
Principle of equitable tolling expressed by the Supreme Court in Young
was not applicable where the state income
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tax in question, for the year in which
Chapter 7 debtor’s and her former
spouse’s prior, Chapter 13 case was commenced, did not become due within the
three-year lookback period but, rather,
was due post-petition, debtor did not file
back-to-back petitions, and the California
Franchise Tax Board (FTB) was not disabled from protecting its claim during the
pendency of debtor’s prior Chapter 13
case. 11 U.S.C.A. § 507(a)(8).
7. Bankruptcy O3715(11)
In a Chapter 13 case, upon confirmation, all property of the estate revests in
the debtor and estate property is terminated, unless the plan or confirmation order
specifically
provides
otherwise.
11
U.S.C.A. §§ 362(a), 1306, 1327.
8. Bankruptcy O3715(11)
Collection of a post-petition debt may
occur against a Chapter 13 debtor who
does not otherwise provide in the plan or
confirmation order that all property remains property of the estate. 11 U.S.C.A.
§§ 362(a), 1306, 1327.
9. Bankruptcy O3715(11)
If a Chapter 13 plan or confirmation
order provides that all or some portion of
property of the estate remains property of
the estate post-confirmation, then collection of a post-petition debt can only be
made against the debtor’s property, if any,
unless stay relief is obtained. 11 U.S.C.A.
§§ 362(a), 1306, 1327.
10. Bankruptcy O3715(11)
Term ‘‘vests,’’ as used in the section of
the Bankruptcy Code providing that, except as otherwise provided in the Chapter
13 plan or confirmation order, the confirmation of a plan vests all property of the
estate in the debtor, means absolute own-
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ership, not mere possession. 11 U.S.C.A.
§ 1327(b).
See publication Words and Phrases for other judicial constructions
and definitions.

the estate post-confirmation. 11 U.S.C.A.
§ 1327(b).
14. Bankruptcy O3715(9.1)
Ambiguities in a Chapter 13 plan are
to be construed against the debtor who
drafted the plan.

11. Bankruptcy O3715(13)
Under the ‘‘estate termination’’ approach, whereby upon confirmation, all
property of the Chapter 13 estate revests
in debtor and estate property is terminated, unless the plan or confirmation order
provides otherwise, California Franchise
Tax Board (FTB) was not disabled from
protecting its post-confirmation tax claim
in Chapter 7 debtor-taxpayer’s prior Chapter 13 case and, thus, equitable tolling was
not appropriate under section of the Code
authorizing the court to issue any order
necessary or appropriate to carry out the
provisions of title 11; estate property revested in debtor when her Chapter 13 plan
was confirmed, when debtor later filed her
return, on the due date, the taxes were
‘‘self assessed,’’ so that when the taxes
were assessed, there was no estate property for automatic stay to protect, leaving
FTB free to collect on its tax claim, and
debtor’s plan provided that estate property
vested in her at confirmation subject to
some supervision by Chapter 13 trustee.
11 U.S.C.A. §§ 105(a), 362(a), 1306, 1327.
12. Bankruptcy O3715(11)
Bankruptcy Code does not require a
Chapter 13 debtor to make an affirmative
election in order for estate property to
vest in debtor upon confirmation. 11
U.S.C.A. § 1327(b).

15. Bankruptcy O3715(11)
Where ‘‘supervision and control’’ language in Chapter 13 plan gave trustee a
basis for monitoring and requiring execution of plan provisions, such language did
not negate the revesting of property in the
debtor at confirmation.
11 U.S.C.A.
§§ 1306, 1327.

Todd M. Bailey, Office of Atty. Gen.,
Oakland, CA, for Appellant.
Max Cline, Law Offices of Max Cline,
Oakland, CA for Appellees.
Before: BAUM,1 DUNN and JURY,
Bankruptcy Judges.
OPINION
BAUM, Bankruptcy Judge:
Appellant, California Franchise Tax
Board (‘‘FTB’’), appeals the bankruptcy
court’s ‘‘Decision: Motion For Order Determining That Tax Liability Is Excepted
From Discharge’’ and accompanying ‘‘Order Denying Motion For Order Determining That Tax Liability Is Excepted From
Discharge’’ (together ‘‘Decision’’). We
AFFIRM.

13. Bankruptcy O3715(11)
Chapter 13 debtor must provide in a
plan or confirmation order his or her election to have property remain property of
1.

Hon. Redfield T. Baum, Sr., Bankruptcy
Judge for the District of Arizona, sitting by

I.

FACTS

The facts are not in dispute. The parties’ stipulated facts are: On July 22, 2002,
designation.
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Brenda Marie Jones (‘‘Jones’’ or ‘‘Debtor’’)and her former spouse filed a petition
for relief under Chapter 13 of the Bankruptcy Code 2 (the ‘‘Prior Case’’). The
bankruptcy court entered a confirmation
order in the Prior Case on September 12,
2002. While the Prior Case was pending,
Jones and her former spouse filed their
2002 California income tax return on October 15, 2003. That return was filed timely
based on an extension, however, no tax
payment was remitted. On September 22,
2006, the Prior Case was dismissed.
On October 5, 2007, Jones filed the present petition for relief under Chapter 7 of
the Bankruptcy Code. Jones received her
Chapter 7 discharge on January 2, 2008,
and the case was closed. On March 12,
2009, the FTB obtained an order reopening the present case in order to file its
motion to determine if the 2002 California
income tax was excepted from Debtor’s
discharge. Following a hearing, the Bankruptcy Court on April 8, 2009, entered its
Decision which denied the FTB’s motion
and held that the tax debt was discharged.
The FTB appeals.
II.

JURISDICTION

The bankruptcy court had jurisdiction
pursuant to 28 U.S.C. §§ 1334 and
157(b)(2)(I). This Court has jurisdiction
under 28 U.S.C. § 158(a)(1) and (b)(1).
III.

ISSUE

Whether the bankruptcy court erred
when it held that a confirmed Chapter 13
2.

Unless otherwise indicated, all ‘‘Code,’’
chapter, and section references are to the
Bankruptcy Code, 11 U.S.C. §§ 101–1532,
and all rule references are to the Federal
Rules of Bankruptcy Procedure, Rules 1001–
9037, as enacted and promulgated as of October 17, 2005, the effective date of most of the
provisions of the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005
(‘‘BAPCPA’’), Pub.L. 109–8, 119 Stat. 23.

plan in Debtor’s Prior Case did not toll the
three-year lookback period of Section
507(a)(8) for a post-petition tax.
IV.

STANDARD OF REVIEW

No questions of fact are at issue in this
appeal; at issue are the bankruptcy court’s
legal conclusions. We review the bankruptcy court’s interpretation of the Bankruptcy Code de novo. Bankr. Receivables
Mgmt. v. Lopez (In re Lopez ), 345 F.3d
701, 705 (9th Cir.2003).
V.
A.

DISCUSSION

The unnumbered paragraph added
at the end of Section 507(a)(8) by
BAPCPA does not suspend or toll
the three-year lookback period for a
post-petition tax.

[1] Section 507(a)(8)(A)(i) provides for
priority treatment of unsecured income
taxes if the date the return was required
to be filed is within three years before the
petition date.3 The three year period is
known as the ‘‘three-year lookback period.’’ By definition, a post-petition tax
(such as the 2002 California income tax at
issue here) cannot fall within the ‘‘threeyear lookback period.’’
[2, 3] Priority income taxes are nondischargeable in a Chapter 7 (and also
non-dischargeable for a hardship discharge
under
Chapter
13).
See
Section
523(a)(1)(A). Priority taxes provided for
in a Chapter 13 plan must be fully paid in
3. Section 507(a)(8)(A)(i) provides, in relevant
part, priority status for unsecured income taxes that are ‘‘for a taxable year ending on or
before the date of the filing of the petition’’
and ‘‘for which a return, if required, is last
due, including extensions, after three years
before the date of the filing of the petition.’’
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order to receive a discharge. See Sections
1322(a)(2) and 1328.
[4] In 2005, BAPCPA added an unnumbered paragraph at the end of Section
507(a)(8) that provides for suspension of
the priority time periods under certain
conditions, including ‘‘any time during
which the stay of proceedings was in effect
in a prior case TTT plus 90 days.’’ 4 The
unnumbered paragraph begins ‘‘an otherwise applicable time period specified in
this paragraph,’’ making it clear that it is
the priority time period contained in Section 507(a)(8) that can be suspended. We
interpret the phrase ‘‘an otherwise applicable time period’’ to mean that the tax year
at issue falls within the three-year lookback period in a prior case and the subject
claim is for a priority tax. The use of the
word ‘‘applicable’’ 5 limits the tax to a prepetition tax, because only a tax for which
the return is due to be filed during the
subject period may fall within the threeyear lookback period under Section
507(a)(8)(A)(i). An income tax obligation
for which the return is due post-petition
(here, also post-confirmation) does not
meet the priority definition contained in
Section 507(a)(8)(A)(i). A post-petition tax
is not ‘‘capable or suitable’’ to invoke priority status under Section 507(a)(8)(A)(i) and
therefore cannot fall within ‘‘an applicable
time period’’ as contemplated by the unnumbered paragraph.
4. The unnumbered paragraph at the end of
Section 507(a)(8)provides, in relevant part,
‘‘An otherwise applicable time period specified in this paragraph shall be suspended for
any period during which a governmental unit
is prohibited under applicable nonbankruptcy
law from collecting a tax as a result of TTT
any time during which the stay of proceedings
was in effect in a prior case TTT or during
which collection was precluded by the existence of 1 or more confirmed plans TTT plus
90 days.’’
5.

The Ninth Circuit recently defined ‘‘applicable’’ as used in Section 707(b)(2)(A)(ii)(I) as

The income tax at issue, for the 2002 tax
year, was due (based on an extension
granted by the FTB) on October 15, 2003.
Debtor’s Prior Case was filed on July 22,
2002. The three-year lookback period in
the Prior Case is July 22, 1999 to July 22,
2002. Thus, in the Prior Case, the 2002
income taxes would be given priority status under Section 507(a)(8)(A)(i) only if the
return recognizing liability for such taxes
was required to be filed between July 22,
1999 and July 22, 2002. Since Debtor’s
2002 income tax return was due on October 15, 2003, the 2002 income taxes did not
fall within the three-year lookback period.
Similarly, because the due date for Debtor’s 2002 income tax return did not fall
within the three-year lookback period, it
did not fall within ‘‘an otherwise applicable
time period,’’ and suspension is inappropriate under Section 507(a)(8)’s unnumbered
paragraph.6
B.

The principle of equitable tolling
expressed in Young v. United States
is not applicable.

[5, 6] According to the legislative history, the unnumbered paragraph was added
to codify the holding in Young v. United
States, 535 U.S. 43, 122 S.Ct. 1036, 152
L.Ed.2d 79 (2002). In Young, the Supreme Court equitably tolled the threeyear lookback period during the pendency
‘‘capable or suitable for being applied,’’ citing
Merriam–Webster’s Collegiate Dictionary 60
(11th ed.2005). Ransom v. MBNA (In re Ransom ), 577 F.3d 1026, 1031 (9th Cir.2009).
6.

In the instant case, the 2002 taxes also do
not fall within the three-year lookback period
and are thus not entitled to priority status.
The Chapter 7 was filed on October 5, 2007.
Three years prior thereto begins on October
5, 2004. The 2002 return was due on October 15, 2003, which is outside the three-year
lookback period.
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of a prior bankruptcy. Young dealt with
facts significantly different from those before us. In Young, the debtors filed a
Chapter 13 petition on May 1, 1996. The
tax at issue, 1992 federal income tax, was
due on October 15, 1993, which was within
the three-year lookback period (May 1,
1993–May 1, 1996). Id. at 44–45, 122 S.Ct.
1036. The Youngs moved to dismiss the
Chapter 13 and filed a Chapter 7 on March
12, 1997, one day before dismissal of the
Chapter 13. The back-to-back filings in
Young were an attempt to run out the
three-year lookback period. The Young
Court concluded that:
Tolling is in our view appropriate regardless of petitioners’ intentions when
filing back-to-back Chapter 13 and
Chapter 7 petitions—whether the Chapter 13 petition was filed in good faith or
solely to run down the lookback period.
In either case, the IRS was disabled
from protecting its claim during the pendency of the Chapter 13 petition, and
this period of disability tolled the threeyear lookback period when the Youngs
filed their Chapter 7 petition.
Id. at 50–51, 122 S.Ct. 1036. Young found
back-to-back petitions relevant in determining that the IRS was disabled from
protecting its claim. Here, over a year
passed between the dismissal of Jones’
Chapter 13 and the Chapter 7 filing.7
Young applied equitable tolling to prepetition income taxes that were required to
be filed within the three-year lookback
period.8 In this case, the tax did not be7.

There was no confirmed plan in Young and
therefore no need to discuss the extent of the
Section 362 automatic stay as to property of
the estate under Sections 1306 and 1327.

8.

535 U.S. at 50, 122 S.Ct. 1036 (‘‘The
Youngs’ 1992 tax return was due within that
three-year period.’’).

9.

Section 105(a) provides, in relevant part,
that ‘‘The court may issue any order, process,
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come due within the three-year lookback
period, and Jones did not file back-to-back
petitions. Young reasoned that the automatic stay disabled the IRS from protecting its pre-petition tax claim during the
pendency of the prior Chapter 13. ‘‘The
Youngs’ Chapter 13 petition erected an
automatic stay under § 362, which prevented the IRS from taking steps to protect its claim.’’ Id. at 50, 122 S.Ct. 1036.
As discussed below, we believe the FTB
was not disabled from protecting its claim
during the pendency of Jones’ prior Chapter 13 case.
Because our facts are significantly different from those in Young, we conclude
that equitable tolling, as applied in Young,
is inapplicable here.
C.

The FTB was not disabled from protecting its post-confirmation tax
claim in the prior Chapter 13 case.

Notwithstanding our conclusion that the
tax at issue does not fall within the threeyear lookback period and is therefore not
subject to suspension, as to its priority
status under the unnumbered paragraph
of Section 507(a)(8) or equitable tolling
under Young, we must still determine if
the FTB was disabled from protecting or
collecting the tax during the pendency of
Jones’ Chapter 13 case. If the FTB was
disabled from collecting the post-petition
tax, then equitable tolling may be appropriate under Section 105.9 (Although not
raised by the FTB, under certain circumstances, Section 108(c) 10 has been used to
or judgment that is necessary or appropriate
to carry out the provisions of this title.’’
10. The Ninth Circuit has tolled the priority
tax period (under what is now Section
507(a)(8)(A)(ii)) using Section 108(c) and incorporating the tolling provision found in
Section 6503 of the Internal Revenue Code.
See West v. United States (In re West ), 5 F.3d
423, 427 (9th Cir.1993). West adopted the
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toll a priority determination for Section
507(a)(8) taxes.) To determine if the FTB
was disabled or barred from collecting the
tax, we must analyze what happens to
estate property when a Chapter 13 plan is
confirmed.

debt because collection would be against
estate property and would violate the automatic stay. Put another way, Section 1306
leaves no non-estate property available to
satisfy a post-petition debt.

Sections 362(a), 541 and 1306

Section 1327(b) vests all estate property
in the debtor upon confirmation unless
otherwise provided for in the plan or confirmation order.12 Under this section unless the plan or confirmation order provides otherwise, a post-petition creditor
could attempt post-confirmation collection
without violating the automatic stay because all estate property vests in the debtor at confirmation.13

1.

Sections 362(a)(3) and (4) stay acts to
obtain possession of, exercise control over
or create, perfect or enforce a lien against
property of the estate. Sections 362(a)(3)
and (4) apply to post-petition claims. Section 541 defines property of the estate.
Section 1306 further defines property of
the estate in Chapter 13 cases to include
property defined in Section 541 and broadens the definition to include property acquired and earnings earned after the petition date but before the case is closed,
dismissed or converted.11 Read together,
and isolated from the other sections of the
Code, Sections 362(a) and 1306 appear to
prevent a taxing authority such as the
FTB from collecting a post-confirmation
reasoning of Brickley v. United States (In re
Brickley ), 70 B.R. 113 (9th Cir. BAP 1986).
Both West and Brickley concerned tax returns
that were due prior to the filing of the first
petition and neither case decided the tolling
issue in the context of a confirmed plan.
At least one court within the Ninth Circuit
has analyzed West and Brickley in the context
of a post-petition tax in the prior case. See In
re Cowen, 207 B.R. 207 (Bankr.E.D.Cal.1997).
Cowen also analyzed the effect of a confirmed
plan on estate property and reasoned that had
the debtors put in their Chapter 13 plan that
estate property revested in the debtors under
Section 1327 then ‘‘the IRS could have attempted to collect the taxes without violating
the automatic stay.’’ Id. at 211.
In Young, the Supreme Court noted that the
courts are split over the issue of whether
Section 108(c) contains a tolling provision,
and declined to resolve the split. 535 U.S. at
52, 122 S.Ct. 1036. In any event, the FTB
has not raised any Section 108(c) argument
(requiring a specific tolling provision under
California law), thus the issue is not before us.

2.

3.

Section 1327(b )

Split of Authority

When interpreting Sections 1306 and
1327, the courts have split into four
groups, with each having its own interpretation of the combined meaning of Sections
1306 and 1327(b) on the automatic stay as
it applies to property in Chapter 13 cases.
The courts have acknowledged the conflict
11. Section 1306 provides, in relevant part,
‘‘(a) Property of the estate includes, in addition to the property specified in section 541
TTT all property TTT that the debtor acquires
after the commencement of the case but before the case is closed, dismissed, or converted TTT and TTT earnings from services
performed by the debtor after the commencement of the case but before the case
is closed, dismissed, or converted TTT (b)
Except as provided in a confirmed plan or
order confirming a plan, the debtor shall remain in possession of all property of the estate.’’
12. Section 1327(b) provides ‘‘Except as otherwise provided in the plan or order confirming
the plan, the confirmation of a plan vests all
of the property of the estate in the debtor.’’
13. See Section 362(c)(1) (providing that the
stay against property of the estate under
362(a) continues until the property is no longer property of the estate).
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between these two sections and noted that
they are not models of clarity. The opinions range from holding that all property
of the estate remains so until the case is
closed, dismissed or converted, to holding
that property of the estate terminates
upon confirmation. The Ninth Circuit has
not decided this issue.14 The four approaches are:
A.

‘‘The estate preservation approach’’—Property of the estate exists until the case is closed, dismissed or converted.

Under this approach, property ‘vesting’
in the debtor does not mean that the estate no longer exists after plan confirmation. No property is transferred from the
estate. See Security Bank of Marshalltown, Iowa v. Neiman, 1 F.3d 687, 690
(8th Cir.1993) (‘‘We join the line of cases
holding the estate continues to exist after
confirmation of the Chapter 13 plan.
Upon reviewing § 1327 TTT, even if property of the estate vests in the debtor at
confirmation, that does not necessarily
mean that the estate no longer exists.’’);
Riddle v. Aneiro (In re Aneiro ), 72 B.R.
424, 429 (Bankr.S.D.Cal.1987):
14. The parties cite to two Ninth Circuit cases
that touch on the issue before us: Nash v.
Kester (In re Nash ), 765 F.2d 1410 (9th Cir.
1985), and Hillis Motors, Inc. v. Hawaii Auto.
Dealers’ Ass’n, 997 F.2d 581 (9th Cir.1993).
Although neither case is directly on point, our
holding here is supported by the general
propositions in both cases.
In Nash a Chapter 13 trustee who was
holding funds from a wage order disbursed
those funds to a secured creditor after the
case was dismissed. Nash at 1412. Debtor
filed a second case the day after the dismissal
and claimed the funds held by the trustee
exempt under the Section 522(d)(5) wildcard.
Id. The court stated that the money received
before dismissal ‘‘was the property of the estate because it was received after commencement of the case but before dismissal.’’ The
court further stated, ‘‘However, ownership
over all of the property of the estate, includ-
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The mere revesting of the property in
the debtor upon Chapter 13 plan confirmation does not convert property of the
estate into property of the debtor. Instead, the revested property remains
property of the estate subject to the
terms of the order of confirmation and
all the protections of § 362(a). ‘‘The
estate preservation approach’’ line of
cases rely on Section 1306(a), and give
little effect to Section 1327.
B.

‘‘The modified estate preservation
approach’’—Existing estate property vests in the debtor at confirmation, and estate property continues
to exist from post-petition income.

Under this approach, property obtained
after confirmation is estate property, subject to the Section 362(a) stay. See Barbosa v. Solomon, 235 F.3d 31, 37 (1st Cir.
2000) (‘‘Because we think that this approach has a logical consistency that harmonizes two apparent inconsistent sectionsTTTT’’). Barbosa was most concerned
with the debtor’s ability to continue to
make payments under the plan and the
pre-petition creditors’ interest in preserving that ability. Id.
ing the [funds disbursed by the trustee] vested
in the Nashes once the plan was confirmed.
11 U.S.C. § 1327(b).’’ Id. at 1414. The court
then further supported the ownership rationale and cited to Section 349(b). Nash held
that the trustee made an improper distribution. Id. at 1415.
Hillis concerned an antitrust suit in a
Chapter 11 case. Hawaii dissolved the debtor
under State law while the case was pending.
The court found that the State exercised control over corporate property when it dissolved
the corporation and that under Section
1141(b) (similar language as Section 1327(b))
‘‘confirmation TTT ordinarily lifts the automatic stay TTT because confirmation usually terminates the existence of the estate.’’ Hillis at
587. In Hillis the court found an atypical
situation because the plan ‘‘unambiguously
provides for the continuation of the estate
post-confirmation.’’ Id. at 589.
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C. ‘‘The estate transformation approach’’—Only property needed to
fund the plan is estate property, all
other property is under the debtor’s
control.
Under this approach, the view is that
the debtor is competent to manage all
property not needed to fulfill the plan.
Under this approach, at confirmation property of the estate vests in the debtor, and
the estate remains funded by way of postconfirmation earnings and acquisitions.
See Matter of Heath, 115 F.3d 521, 524
(7th Cir.1997):
We read the two sections, 1306(a)(2) and
1327(b), to mean simply that while the
filing of the petition for bankruptcy
places all the property of the debtor in
the control of the bankruptcy court, the
plan upon confirmation returns so much
of that property to the debtor’s control
as is not necessary to the fulfillment of
the plan.
In Heath, the confirmation order stated
‘‘the debtor’s income and other assets including accounts receivables (sic) remain
estate property to the extent necessary to
fulfill the plan.’’ Id. at 522–23. See also
Telfair v. First Union Mortgage Corp., 216
F.3d 1333, 1340 (11th Cir.2000)(‘‘In this
case, after confirmation, only the amount
required for the plan payments remained
property of the estate.’’).
D.

‘‘The
estate
termination
approach’’—All property revests in
the debtor and estate property is
terminated upon confirmation.

Under this approach, all property of the
estate vests in the debtor at confirmation.
See In re Petruccelli, 113 B.R. 5, 15
(Bankr.S.D.Cal.1990):
15. But see In re Clark, 71 B.R. 747 (Bankr.
E.D.Pa.1987), for the opposite conclusion that
policy reasons (protecting debtor and re-

This court concludes that the reasoning
of In re Mason, 45 B.R. 498 (Bankr.
D.Or.1984) is persuasive and that
§ 1327(b) means what it appears to
say—that is, that upon confirmation
property of the estate vests in the debtor and is no longer property of the
estate, unless the plan or order of confirmation provides otherwise.
The Petruccelli court found:
Given that § 1306(b) gives debtors possession of property of the estate,
§ 1327(b) would be rendered meaningless if it were not found to vest title and
ownership in the debtor upon confirmation TTT § 1327(b) is the more specific
statute relating to the circumstances. It
is a traditional canon of construction
that the specific statute controls the
more general statute in the face of an
apparent conflict.
Id. See also Oliver v. Toth (In re Toth ),
193 B.R. 992, 996 (Bankr.N.D.Ga.1996)
(finding the Petruccelli analysis the most
persuasive; policy reasons (being able to
obtain credit and use property after confirmation) support concluding vesting at confirmation ends the estate.15); In re Dagen,
386 B.R. 777, 782 (Bankr.D.Colo.
2008)(‘‘only the estate termination approach gives effect to the literal terms of
§ 1327(b)TTTT’’).
This approach has been criticized by
courts that adopt one of the other approaches as not giving proper effect to
Section 1306.
4.

The ‘‘estate termination approach ’’
appropriately interprets and gives
effect to Sections 1306 and 1327

[7] We agree with the bankruptcy
court’s interpretation and adopt the estate
termination approach for several reasons.
sources from post-petition creditors) support
continuing the estate post-confirmation.
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Under the estate termination approach,
the vesting of all estate property in the
debtor at confirmation (unless the plan or
confirmation order provides otherwise)
and the concomitant termination of estate
property gives effect to both Sections 1306
and 1327. Section 1306 generally defines
property of the estate as all property held
by the debtor when the Chapter 13 case is
commenced and any property thereafter
acquired until the case is ‘‘closed, dismissed, or converted.’’ Simply put, Section 1306 establishes the moment when
estate property is first created and the
outside triggering event which terminates
property of the debtor from becoming estate property. Significantly, Section 1306
does not state that property of the estate
can only become non-estate property
when the case is closed, dismissed, or converted. Section 1327(b) ‘‘vests’’ estate
property in the debtor upon confirmation
unless the plan or order provides otherwise. The conclusion that ‘‘vesting’’ property of the estate in the debtor terminates
estate property is confirmed by Section
1327(c). Section 1327(c) provides that
‘‘property vesting in the debtor TTT is free
and clear of any claim or interest TTT
provided for by the plan.’’ The change in
language from ‘‘vests TTT property of the
estate’’ to ‘‘property vesting in the debtor’’
is compelling to this Panel’s conclusion
that confirmation changes estate property
to property of the debtor unless the plan
or confirmation order specifically provides
otherwise.
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pressly provides the debtor with the ability
to vest in itself all, none, or some combination of estate property. The other three
approaches deny the debtor this full
choice. The estate termination approach
implements a major theme of Chapter 13
by preserving to the debtor the ability to
have ownership, as well as possession, of
all property. See 8 Collier on Bankruptcy
¶ 1327.03, at p. 1327–11 (15th ed. rev.2008).
[8, 9] In so holding, we conclude that
collection of a post-petition debt can occur
against a Chapter 13 debtor who does not
otherwise provide in the plan or confirmation order that all property remains property of the estate. This gives effect to
Section 1327(b).16 Conversely, under our
holding, if the Chapter 13 plan or confirmation order provides that all or some
portion of property of the estate remains
property of the estate post-confirmation,
then collection of a post-petition debt can
only be made against the debtor’s property, if any (unless relief from stay is obtained). This interpretation also gives effect to Section 1306.
[10] Further, ‘‘vests’’ as used in Section 1327(b) means more than obtaining
possession of estate property because Section 1306(b) already provides that debtors
remain in possession of all estate property.
Otherwise, ‘‘vests’’ as used in Section
1327(b) is superfluous.17 We conclude that
‘‘vests’’ means absolute ownership, not
mere possession.

The estate termination approach effectuates the important choice Section 1327(b)
gives to the debtor as to whether property
of the estate remains (and to what extent)
after confirmation. Section 1327(b) ex-

Our holding that under Section 1327(b)
the estate may cease to exist prior to the
case being ‘‘closed, dismissed, or converted,’’ does not harm bankruptcy policy.
Because the debtor is given the choice
(subject to court approval), the debtor’s

16. We recognize that the vesting of former
estate property back in the debtor does not
dissolve the automatic stay with respect to
pre-petition claims against the debtor.

17. Petruccelli, 113 B.R. at 15 (‘‘ § 1327(b)
would be rendered meaningless if it were not
found to vest title and ownership in the debtor upon confirmationTTTT’’).
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decision dictates which competing policy
(protect pre-petition creditors and the ability to complete a plan, versus a debtor’s
access to credit and use of property postconfirmation) the debtor wishes to utilize.
Thus, the estate termination approach
does not harm bankruptcy policy.
[11] Under the estate termination approach, and on our facts, there was no
automatic stay in effect at the time the
return was filed. Here, estate property
revested in Jones on September 12, 2002,
when her Chapter 13 plan was confirmed.
When she filed her return on October 15,
2003 (on the due date), the taxes were ‘‘self
assessed.’’ Thus, at the time the taxes
were assessed, there was no estate property for the automatic stay to protect,18 leaving the FTB free to collect on its tax claim.
5.

The plan provides that property of
the estate vests in the Debtor

[12, 13] Here, the Debtor’s Chapter 13
plan provides: ‘‘[t]he debtor(s) elect to
have property of the estate revest in the
debtor(s) upon plan confirmation. Once
the property revests, the debtor(s) may
sell or refinance real or personal property
without further order of the court, upon
approval of the Chapter 13 Trustee.’’
Such language clearly expresses Jones’
choice to have estate property revest as
18. See Shell Oil Co. v. Capital Financial Services, 170 B.R. 903, 905 (S.D.Tex.1994)(IRS
post-confirmation assessment/lien was not
against estate property because confirmation
terminates the stay.).
19. Petruccelli, 113 B.R. at 17(‘‘the better approach, as recognized by many of the cases, is
that revesting of all of the property of the
estate occurs upon confirmation, as contemplated by § 1327(b), unless revesting is expressly
postponed,
as
authorized
by
§ 1327(b).’’).
20.

See Section 1322(a)(1).

her property at confirmation subject to
some supervision by the Chapter 13 Trustee. Importantly, Section 1327(b) does not
require a debtor to make an affirmative
election in order for estate property to
vest in the debtor upon confirmation.
However, Section 1327(b) does require a
debtor to provide in a plan or confirmation
order its election to have property remain
property of the estate post-confirmation.19
6.

The confirmation order did not contain language which would prevent
revesting in the Debtor under Section 1327(a )

[14, 15] The confirmation order stated:
‘‘the future income of the Debtor(s) is submitted to the supervision and control of
the Trustee, as is necessary for the execution of the Plan.’’ The FTB argues that
such language creates confusion when
compared with the plan language that revests estate property in the Debtor. We
recognize that ambiguities are to be construed against the debtor who drafted the
plan, but we do not see any ambiguity
here. According to the FTB, the ‘‘supervision and control’’ 20 language demonstrates
Debtors’ election that estate property does
not cease at confirmation.21 We disagree.
Such language does not rise to the level of
triggering the ‘‘except as otherwise provid21. FTB cites to In re Allen, 241 B.R. 710, 719
(Bankr.D.Mont.1999).
Allen
concerned
Chapter 13 confirmation issues, holding that
‘‘supervision and control’’ language contained
in a plan complies with the Section 1327(b)
election, therefore future income remains estate property. We disagree as to the import
of such language. Allen implicitly recognized
that the ‘‘supervision and control’’ language
may not clearly postpone revesting when it
held: ‘‘[t]he confirmation order shall include
a provision that all future income of the Debtor from whatever source is necessary for
completion of the Plan and thus is property of
the estate, and does not vest in the Debtor
post-confirmation.’’ Id. at 719.
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ed’’ election in Section 1327(b). See
Laughlin v. I.R.S., 98 B.R. 494, 496
(D.Neb.1989)(‘‘that the trustee retains supervision and control TTT does not compel
the result that such property be labeled
‘property of the estate’TTTT’’); Petruccelli,
113 B.R. at 17 (‘‘If a debtor seeks to
postpone revesting of all or some of the
property of the estate, the plan or order of
confirmation should clearly say so. Saying
so is easy to do.’’). The ‘‘supervision and
control’’ language gives the trustee a basis
for monitoring and requiring execution of
the provisions of the plan. Such language
does not negate the revesting of property
at confirmation.
7.

Here, although the FTB did not, it could
have sought relief from the stay under
Section 362(d) or moved to dismiss 24 Debtor’s case in order to confirm its right to
collect on its post-confirmation claim.
Many of the cases 25 applying equitable
tolling under Section 105 concern multiple
unpaid tax periods (both pre and postpetition) along with successive and repetitive bankruptcy filings. Such is not the
case before us. Based on the facts here,
we decline to apply equitable tolling under
Section 105.26
VI.

CONCLUSION

For the foregoing reasons, we AFFIRM
the Decision.

Equity does not favor the FTB

The parties have not provided, nor have
we found, a case where a taxing authority
such as the FTB has been sanctioned for
attempting collection post-confirmation on
a post-petition debt.22 We consider this
relevant to the FTB’s basic premise that
the uncertainty caused by the split of authority disabled the FTB’s claim.23 Uncertainty as to the law is different from a
taxing authority being ‘‘disabled’’ in protecting its claim, as found in Young.
22. On the other hand, the parties cite cases
where a taxing authority holding a post-petition claim was permitted to collect post-confirmation. See Petruccelli, 113 B.R. at 17
(IRS post-confirmation levy did not violate
the stay, thus debtor’s motion for sanctions
under § 362(h) is denied.); Laughlin v. I.R.S.,
98 B.R. at 496 (IRS did not violate the automatic stay in attempting to recover funds
post-confirmation held by the Chapter 13
trustee.).
23. Over a year passed between dismissal of
Jones’ Chapter 13 and the Chapter 7 filing.
Nothing in the record indicates the FTB
moved to collect the tax during that time
period. This seems odd, since the essence of
FTB’s argument is that the automatic stay
prevented collection.

,

24. Dismissal may be warranted where a debtor fails to pay post-petition taxes.
25. We have previously held that where there
is serious inequity the bankruptcy court’s equitable authority found in Section 105(a) can
be used to suspend the priority tax periods.
See Gurney v. State of Ariz Dep’t of Revenue
(In re Gurney ), 192 B.R. 529 (9th Cir. BAP
1996).
26. We recognize that the FTB chose to err on
the side of caution and avoid what it saw as a
potential violation of the stay. We do not
fault the FTB for its healthy respect of the
automatic stay. Our holding allows a taxing
authority, under certain circumstances, to initiate collection for a post-petition tax right
away as opposed to waiting perhaps years for
a case to be dismissed or discharged.
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performance to the trustee or an assignee;

In the Matter of: MIRANT
CORPORATION,
Debtor.
Bonneville Power Administration,
Appellant,

(2) the automatic stay must precede any
enforcement of an ipso facto clause
ultimately permitted by a bankruptcy
court under the Code; and
(3) because no assignment or transfer had
occurred or been attempted, the bankruptcy court did not abuse its discretion in denying agency’s motion to
modify the stay.

v.
Mirant Corporation, Appellee.
No. 04–11264.
United States Court of Appeals,
Fifth Circuit.

Affirmed.

Feb. 13, 2006.
Background: Dispute arose regarding
ability of federal power marketing agency
to terminate its executory contract with
Chapter 11 debtor-energy company for the
future purchase of electric power. The
United States Bankruptcy Court for the
Northern District of Texas entered order
declaring that agency had violated the automatic stay by terminating the contract
and directing agency to rescind its purported termination, and a second order
denying agency’s motion to modify the automatic stay retroactively to permit termination of the contract. Agency appealed
both orders. The District Court, Terry R.
Means, J., affirmed. Agency appealed.
Holdings: Addressing issues of apparent
first impression for the court, the Court of
Appeals, DeMoss, Circuit Judge, held that:
(1) the ‘‘actual’’ or ‘‘as-applied’’ approach,
as opposed to the ‘‘hypothetical’’ approach, must be used in determining
whether a particular nonbankruptcy
law, such as the Anti-Assignment Act,
is ‘‘applicable’’ within the meaning of
the section of the Bankruptcy Code
permitting a nondebtor party to an
executory contract to terminate or
modify such contract when applicable
law excuses the nondebtor from accepting performance from or rendering

1. Bankruptcy O3782
Court of Appeals reviews questions of
law, including the interpretation of statutory language, de novo.
2. Bankruptcy O3786
Court of Appeals’ review of a bankruptcy court’s findings of fact is for clear
error.
3. Bankruptcy O3779
Court of Appeals may affirm if there
are any grounds in the record to support
the judgment, even if those grounds were
not relied upon by the courts below.
4. Bankruptcy O3784
Bankruptcy court’s denial of a motion
for modification of a stay is reviewed for
abuse of discretion. 11 U.S.C.A. § 362(d).
5. Bankruptcy O3106
Congress intended the term ‘‘executory contract,’’ as used in the Bankruptcy
Code, to mean a contract on which performance remains due to some extent on
both sides. 11 U.S.C.A. § 365.
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6. Bankruptcy O3109
Bankruptcy Code generally bars the
enforcement of ipso facto clauses in executory contracts. 11 U.S.C.A. § 365(e).
7. Bankruptcy O3105.1, 3109
Bankruptcy Code contains an exception to the general rule that ipso facto
clauses in executory contracts are barred,
permitting a nondebtor party to an executory contract to terminate or modify such
contract when applicable law excuses the
nondebtor from accepting performance
from or rendering performance to the
trustee or an assignee. 11 U.S.C.A.
§ 365(e)(2)(A).
8. Bankruptcy O3105.1
‘‘Actual’’ or ‘‘as-applied’’ approach, as
opposed to ‘‘hypothetical’’ approach, must
be used in determining whether a particular nonbankruptcy law, such as the AntiAssignment Act, is ‘‘applicable’’ within the
meaning of the section of the Bankruptcy
Code permitting a nondebtor party to an
executory contract to terminate or modify
such contract when applicable law excuses
the nondebtor from accepting performance
from or rendering performance to the
trustee or an assignee; this ‘‘actual’’ test
requires, on a case-by-case basis, a showing that the nondebtor party’s contract will
actually be assigned or that the nondebtor
party will in fact be asked to accept performance from or render performance to a
party, including the trustee, other than the
party with whom it originally contracted.
11 U.S.C.A. § 365(e)(2)(A); 41 U.S.C.A.
§ 15.
9. Bankruptcy O2392, 2393, 2421, 2430.2
Bankruptcy Code provides for an automatic, but not permanent, stay against
any act to obtain possession of property of
the estate, from which a party may seek
relief for cause, including the lack of adequate protection of an interest in property.
11 U.S.C.A. § 362(a)(3), (d)(1).
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10. Bankruptcy O2393
Bankruptcy Code requires that the
stay’s effect be automatically triggered
upon the filing of a petition for bankruptcy. 11 U.S.C.A. § 362(a).
11. Bankruptcy O2441
Bankruptcy court’s discretion to grant
a modification or lift of the automatic stay
is broad. 11 U.S.C.A. § 362(d).
12. Bankruptcy O2394.1, 3109
Nondebtor party with an interest in
an executory contract or lease must come
before the bankruptcy court to move for a
modification or lift of the automatic stay in
order to effect the terms of an ipso facto
clause in the contract; any termination
purportedly permitted by virtue of the
combined effect of the Bankruptcy Code,
applicable law, and an ipso facto clause is
not automatic upon debtor’s filing for
bankruptcy relief. 11 U.S.C.A. §§ 362(d),
365(e)(2)(A).
13. Bankruptcy O2021.1
Bankruptcy Code must be read and
must function as a whole.
14. United States O71
Anti-Assignment Act does not provide
for automatic rescission of a contract upon
transfer; rather, the Act permits the United States to elect its response to the transfer of a contract to which it is a party, such
that the government may either waive its
rights under the Act and continue performance, or it may terminate the contract. 41 U.S.C.A. § 15.
15. Bankruptcy O2422.5(4.1), 2441
Bankruptcy court’s discretion to decline to lift or modify the automatic stay so
as to permit a nondebtor party to an executory contract to enforce an ipso facto
clause is limited by the text of the section
of the Bankruptcy Code permitting such a
party to terminate or modify the contract
when applicable law excuses the nondebtor
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from accepting performance from or rendering performance to the trustee or an
assignee; that is, in the case in which a
law proffered as ‘‘applicable’’ under this
section of the Code is determined to apply
to the case, then the stay must be lifted or
modified in such a way that permits the
entitled nondebtor party to exercise its
termination option accordingly.
11
U.S.C.A. §§ 362(d), 365(e)(2)(A).
16. Bankruptcy O2442, 3105.1
Where no assignment or transfer had
occurred or had been attempted within the
meaning of the Anti-Assignment Act, the
bankruptcy court did not abuse its discretion in denying federal power marketing
agency’s motion to modify the automatic
stay retroactively so as to permit termination of its executory contract with Chapter 11 debtor-energy company; no transfer
occurred under the act, as debtor neither
assumed nor attempted to assume the contract, agency conceded there was no assignment in fact, and agency failed to
move for assumption or rejection, and absent a transfer prohibited by the Act, the
Act was not an ‘‘applicable’’ law within the
meaning of the section of the Bankruptcy
Code permitting such a party to terminate
or modify the contract when applicable law
excuses the nondebtor from accepting performance from or rendering performance
to the trustee or an assignee. 11 U.S.C.A.
§§ 362(d), 365(d)(2), (e)(2)(A).

Thomas E. Lauria, White & Case, Miami, FL, Robin E. Phelan (argued), Amy M.
Walters, Frances A. Smith, Haynes &
Boone, Dallas, TX, for Appellee.
Appeal from the United States District
Court for the Northern District of Texas.
Before GARWOOD, SMITH and
DeMOSS, Circuit Judges.
DeMOSS, Circuit Judge:

Jeffrey A. Clair (argued), William Kanter, U.S. Dept. of Justice, Civ. Div., Washington, DC, for Appellant.

Bonneville
Power
Administration
(‘‘BPA’’) appeals the district court’s affirmance of two orders entered by the bankruptcy court. Debtor Mirant Corporation
and related entities filed a petition under
Chapter 11 of the Bankruptcy Code, triggering a dispute between the parties regarding the ability of BPA to terminate an
executory contract for the future purchase
of electric power. On the one hand, the
Bankruptcy Code’s automatic stay, effective upon the filing of a Chapter 11 petition, precludes any act to obtain possession
of or exercise control over property of the
estate. See 11 U.S.C. § 362(a). On the
other hand, in an executory contract related to the future call of energy purchase by
BPA, see generally § 365, the parties
agreed to an ipso facto clause that provided for default and a termination payment
in the event of a bankruptcy filing, see
§ 365(e).1 BPA argues that the Bankruptcy Code (or the ‘‘Code’’) permits it to
terminate the executory contract pursuant
to the contract’s ipso facto clause. See
§ 365(e)(2)(A). The parties now dispute
the priority of the two Chapter 11 provisions: the automatic stay and the termination arguably permitted by the combined effect of the ipso facto clause and
§ 365(e)(2)(A).

See BLACK’S LAW DICTIONARY 847 (8th ed.2004)
(defining ipso facto clause as a ‘‘contract

clause that specifies the consequences of a
party’s bankruptcy’’).

17. Bankruptcy O3102.1
Assumption of an executory contract
must precede assignment. 11 U.S.C.A.
§ 365(f)(2)(A).

1.
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This appeal requires us to address the
intersection of three relevant statutory
provisions: 11 U.S.C. § 362(a) (the automatic bankruptcy stay);
11 U.S.C.
§ 365(e)(2)(A) (permitting a nondebtor
party to an executory contract to terminate or modify such contract when applicable law excuses the nondebtor from accepting or rendering performance to the
trustee or an assignee); and the Anti–Assignment Act (or ‘‘the Act’’), 41 U.S.C.
§ 15 (prohibiting transfer of contracts to
which the United States is a party).
Concluding that the bankruptcy stay
precedes any termination permitted by either the Anti–Assignment Act or the
agreement of the parties, we affirm the
district court’s order declaring BPA to
have violated the automatic stay. Finding
no abuse of discretion in the court’s determination that cause was not shown where
the Anti–Assignment Act is not an applicable law under § 365(e)(2)(A), we affirm
also the denial of BPA’s motion to lift or
modify the stay.
I.
A.

Background

Factual Background

Mirant Corporation is an international
energy company that produces and sells
electricity in the United States and abroad.
Appellee Mirant Americas Energy Marketing, L.P. (‘‘Mirant’’) is a subsidiary of
Mirant Corporation and engages in asset
risk management, including commodities,
energy, and financial product trading.
Mirant is responsible for procuring fuel
and selling power for Mirant Corporation’s
operating facilities.
BPA is a federal power marketing agency within the United States Department of
Energy. BPA was created in 1937 by
2. Mirant Corporation was originally a wholly
owned subsidiary of Southern Company En-
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Congress to market low-cost hydroelectric
power generated by a series of federal
dams along the Columbia River in the
Pacific Northwest. See generally Bonneville Project Act of 1937, 16 U.S.C. § 832.
Originally, BPA marketed the energy produced for the benefit of the public, particularly domestic and rural customers, giving
preference and priority to public bodies
and cooperatives. See § 832c(a). For
some time, surplus in energy production
meant BPA could market freely to all who
desired to purchase in the area. In 1980,
increasing demands upon the supply triggered, in part, Congress’s enactment of
the Pacific Northwest Electric Power
Planning and Conservation Act, 16 U.S.C.
§§ 839–839h, which required BPA to offer
new contracts to its customers. See Aluminum Co. of Am. v. Cent. Lincoln People’s Util. Dist., 467 U.S. 380, 382, 104
S.Ct. 2472, 81 L.Ed.2d 301 (1984). Thereafter, BPA was authorized to acquire additional resources in order to increase the
supply of federal power. See 16 U.S.C.
§ 839d(a)(2). Accordingly, BPA entered
certain contracts related to the marketing
of federal power. See § 832a(f).
BPA and Mirant are parties to the
Western Systems Power Pool Agreement
(the ‘‘WSPPA’’), a contract the parties
agree is standard for electric power sales.
The WSPPA is an umbrella agreement
governing electric power transactions.
Subject to the WSPPA, BPA and Mirant’s
predecessor in interest (Southern Company Energy Marketing, L.P.2) entered two
agreements: (1) the Agreement to Enable
Future Purchases, Sales, and Exchanges
of Power and Other Services No. 99PB–
10588 (the ‘‘Enabling Agreement’’) and (2)
an option contract though which BPA purchased a one-time call option for the future
ergy Marketing.
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purchase of a set amount of firm power
from Mirant over a three-year period commencing in 2004 (the ‘‘Confirmation Agreement’’).
Together, the WSPPA, the Enabling
Agreement, and the Confirmation Agreement (collectively, the ‘‘Agreement’’) form
the sum of the parties’ contractual rights
and obligations.3 Under the terms of the
Agreement, BPA owed no obligation to
exercise its option, and if it did not do so,
the option expired on the strike date provided, December 23, 2003. The parties
agree, and the lower courts noted, that
BPA did not exercise and, in practical
terms, would not have exercised its option
because the option price bargained for in
the Agreement exceeded the market price
of energy during the relevant period of the
Agreement.
The Agreement includes a default provision, or ipso facto clause, that authorizes
BPA to terminate the contract and claim
liquidated damages if Mirant petitioned for
bankruptcy before the option period expired. The Agreement provides that default by the institution of a bankruptcy
proceeding triggers the non-defaulting
party’s ‘‘right to terminate all transactions
between the Parties under this Agreement
upon written notice’’ and the non-defaulting party’s right to a termination payment.
Upon termination, the non-defaulting party may liquidate all transactions with the

debtor and demand a termination payment
equal to the market-based cost of replacing the option contract.4 The Agreement
also provides that all transactions under
the agreement are forward contracts and
that the parties are forward contract merchants as defined by the Bankruptcy Code.
See 11 U.S.C. § 556.
On July 1, 2003, BPA wrote to Mirant
requesting, pursuant to the Agreement,
adequate assurances of Mirant’s ability to
perform. Mirant responded by letter on
July 3, stating its willingness to wire assurance but disputing the reasonable estimate of the amount of assurance. On July
7, Mirant wired to BPA $523,389 as adequate assurance of its ability to perform.
B.

Procedural Background

On July 14, 2003, Mirant Corporation
and 82 of its direct and indirect subsidiaries, including Mirant, filed voluntary Chapter 11 bankruptcy petitions. That day, the
court held a hearing and entered an interim order authorizing the Debtors to comply with the terms of prepetition trading
contracts and to enter into postpetition
trading contracts in the normal course of
business and setting a final hearing for the
entry of a final order of authorization.
The bankruptcy court also approved the
joint administration of the Debtors’ cases.5
Under the Code, Mirant as a debtor
remains in possession of its estate. See 11

3.

Although the parties below disputed the integration of the contracts, some of which
were executory in nature and others of which
were not, the bankruptcy court assumed without deciding that the Confirmation Agreement
was an executory contract and that the three
contracts formed a single agreement. In
their briefings to this Court, both parties treat
the three contracts as an integrated agreement.

termination payment. Because market prices
were lower than the option price of the Agreement during the relevant period, both parties
acknowledged that the Agreement would never have been performed. According to the
bankruptcy court, BPA seeks to declare Mirant’s default and thereby obtain a claim
against Mirant in bankruptcy proceedings for
the amount of the termination payment.

4.

As a practical matter, the bankruptcy court
noted that the peculiar facts of this case mean
the primary dispute between the parties is the

5. The United States Trustee for the Northern
District of Texas appointed three official committees in the jointly administered cases.
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U.S.C. § 1101.6 Mirant continues to conduct its business in the ordinary course.
On July 16, 2003, the bankruptcy court
ordered the parties, specifically including
all governmental units, to comply with the
Code’s automatic stay provision, § 362,
and its provision regarding executory contracts and unexpired leases, § 365 (the
‘‘Order to Comply’’).7 The Order to Comply enjoined BPA from multiple acts affecting Mirant or the debtor estate, including interference in any way with any and
all of the property of any of the Debtors.
The Order to Comply expressed that it
had no effect upon any exceptions to the
automatic stay, based upon any section of
the Bankruptcy Code, or upon the right of
any party to seek relief from the automatic
stay according to § 362(d).
BPA terminated its Confirmation Agreement with Mirant shortly thereafter, and
Mirant characterizes this termination as a
violation of the bankruptcy court’s order
and stay. On July 30, 2003, BPA notified
Mirant in writing that the Chapter 11 petition constituted default under the parties’
Agreement and that accordingly, BPA terminated all transactions with Mirant.
BPA stated that under the terms of the
Agreement, both parties were forward
contract merchants and that the Agreement was a forward contract for purposes
of 11 U.S.C. § 556. BPA also demanded a
termination payment from Mirant under
6. A debtor in possession ‘‘means debtor except when a person that has qualified under
section 322 of this title is serving as trustee in
the case.’’ 11 U.S.C. § 1101.
7. Section 362 provides for automatic stay of,
among other actions, ‘‘any act to obtain possession of property of the estate or of property
from the estate or to exercise control over
property of the estate,’’ 11 U.S.C. § 362(a)(3),
and provides exceptions to the automatic entry of stay, § 362(b).
Section 365 provides for the administration
of contracts, such as the one at issue here,
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the Agreement of $1,085,0408 and set forth
terms for the payment of that amount in
light of the assurance Mirant had already
provided and the amount BPA yet owed
Mirant under the Agreement. BPA requested payment of the remaining amount
allegedly owed by Mirant, $533,026, within
three days of receipt of the July 30 letter.9
In response to BPA’s termination letter
and termination payment demand, Mirant
wrote to BPA on August 7, 2003, challenging BPA’s status as a forward contract
merchant under the Code, describing
BPA’s purported termination of the Agreement as a violation of §§ 362 and 365 of
Chapter 11, and demanding that BPA immediately withdraw its purported termination of the Agreement and perform.
BPA later responded by letter, notifying
Mirant of BPA’s refusal to withdraw the
termination letter.
On August 27, 2003, the bankruptcy
court entered its final authorization order
to Debtors, permitting compliance with
prepetition trading contracts and entrance
into post-petition trading contracts in the
ordinary course of business, providing
credit support for trading contracts, and
authorizing assumption of prepetition trading contracts. This final authorization order contemplated the possible future event
of a creditor, such as BPA, demanding
acceptance or rejection of a trading option
contract.
including the debtor’s assumption or rejection
of such a contract. 11 U.S.C. § 365(a).
8. BPA calculated the termination payment
based upon market quotes for replacement
transactions on July 30, 2003.
9. By its own description, the July 30 letter
constituted a contracting officer’s final decision under 41 U.S.C. § 605, permitting
Mirant to appeal the decision to either the
Department of Energy Contract Board of
Appeals or the United States Court of Federal Claims.
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Before the bankruptcy court, on October
17, 2003, Mirant filed a motion to enforce
the automatic stay and for contempt, arguing (1) that the transmission of BPA’s July
30 termination letter violated the automatic stay, 11 U.S.C. § 362(a), because the act
constituted an attempt to obtain possession
of property of the estate and to exercise
control over the estate; and (2) that BPA,
as an entity of a government agency, cannot be a forward contract merchant under
the Code’s definition (the ‘‘Motion to Enforce’’). BPA responded that under the
Code, it was a forward contract merchant
and that the Anti–Assignment Act, 41
U.S.C. § 15, bars any assignment of the
Agreement, thus permitting BPA’s termination of the Agreement consistent with 11
U.S.C. § 365(e)(2)(A). The bankruptcy
court heard argument on November 12,
2003,10 ruled that BPA had violated the
stay, and offered BPA an option either to
rescind its termination or to return for a
continued hearing on the motion for contempt related to that violation.11
On November 17, 2003, the court entered an order, to which the parties had
agreed in the interim, declaring that BPA
had violated the automatic stay, denying
10. During the hearing, BPA represented that
the only basis for Mirant’s default under the
Agreement was the filing of a bankruptcy
petition.
11. The bankruptcy court also ruled BPA was
not a forward contract merchant. A forward
contract merchant must be a person under
the plain text of the Code. 11 U.S.C.
§ 101(26). The bankruptcy court reasoned
that because a governmental entity is not a
person under the code, see
§§ 101(26),
101(41), BPA could not be a forward contract
merchant. As such, the court concluded,
BPA is not authorized by the Code to enjoy
the exceptions to automatic stay provided to
forward
contract
merchants
under
§§ 362(b)(6) and 556. BPA waived its challenge to the bankruptcy court’s interpretation
of ‘‘forward contract merchant’’ on appeal to
this Court.

the relief sought by BPA, ordering BPA to
rescind its termination of the Confirmation
Agreement, and returning the parties to
the status quo that existed immediately
prior to the delivery of the Termination
Letter (the ‘‘Stay Violation Order’’).12
BPA appealed the Stay Violation Order to
the district court. During this period, other creditors, aside from BPA, filed motions
for modification of the stay and motions to
require Mirant’s assumption and assignment or rejection of various trading contracts, and they received bankruptcy court
rulings on those motions.
On December 5, 2003, BPA filed a motion to modify the automatic stay retroactively to permit termination of the Confirmation Agreement (the ‘‘Motion to Modify
Stay’’). At that time, the option of the
Confirmation Agreement was soon to expire on December 23. The bankruptcy
court held a December 17 hearing on the
motion and responses, and the court subsequently denied the Motion to Modify
Stay. In its memorandum opinion, the
bankruptcy court cited the Ninth Circuit in
holding that (1) the stay applies to prevent
unilateral termination even if a contract is
unassumable and contains a valid ipso fac12. BPA subsequently wrote to counsel for
Mirant, withdrawing its Termination Letter
and reinstating the Confirmation Agreement.
BPA noticed its retention of rights under the
Agreement and applicable law and expressed
that its compliance with the Stay Violation
Order did not constitute waiver of those
rights. The issue of waiver—whether BPA
waived its challenge to the Stay Violation
Order by agreeing to withdraw its termination—was presented to the district court,
which concluded that BPA did not waive its
challenge to the Stay Violation Order because
the bankruptcy court had already ruled that
BPA violated the stay when the court presented BPA the option of either rescission of the
termination letter or continuation on the motion for contempt. Mirant does not argue
BPA waived its ability to challenge the Stay
Violation Order on appeal to this Court.
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to clause and (2) the stay must be modified
before the ipso facto clause may be invoked. See Computer Commc’ns, Inc. v.
Codex Corp. (In re Computer Commc’ns),
824 F.2d 725, 729–30 (9th Cir.1987); 3
COLLIER ON BANKRUPTCY ¶ 365.06[1][f] (15th
ed. rev.2005). The bankruptcy court clarified that its refusal to modify the stay
stemmed from BPA’s failure to make a
sufficient showing of cause as required by
§ 362(d)(1). BPA could not, according to
the court’s holding, show cause in the absence of Mirant’s default and even if the
ipso facto clause could be enforced to trigger default, BPA failed to demonstrate
cause for relief where BPA would suffer no
harm by the continued enforcement of the
stay.
BPA appealed the order denying the
Motion to Modify Stay, and the district
court consolidated BPA’s appeals of the
two bankruptcy court orders. The district
court affirmed the bankruptcy court’s Stay
Violation Order and denial of BPA’s Motion to Modify Stay on August 13, 2004.
BPA timely appealed to this Court.
II.

Discussion

A. Standard of Review
[1–3] We review questions of law, including the interpretation of statutory language, de novo. See, e.g., Fed. Trade
13. ‘‘[T]he legislative history of § 365(a) indicates that Congress intended the term [executory contract] to mean a contract ‘on which
performance remains due to some extent on
both sides.’ ’’ NLRB v. Bildisco & Bildisco,
465 U.S. 513, 522 n. 6, 104 S.Ct. 1188, 79
L.Ed.2d 482 (1984)(quoting H.R.Rep. No. 95–
595, at 347 (1977)), superseded by statute on
other grounds, 11 U.S.C. § 1113 (1984). We
accept the parties’ characterization of the
Agreement and assume, without addressing
the issue, that the Agreement is an executory
contract under Chapter 11.
14. Section 365(e)(1) provides the general
rule,
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Comm’n v. Nat’l Bus. Consultants, Inc.,
376 F.3d 317, 319 (5th Cir.2004); United
States v. Bridges, 894 F.2d 108, 111 (5th
Cir.1990). Our review of a bankruptcy
court’s findings of fact is for clear error.
Zer–Ilan v. Frankford (In re CPDC, Inc.),
337 F.3d 436, 440–41 (5th Cir.2003). ‘‘This
Court may affirm if there are any grounds
in the record to support the judgment,
even if those grounds were not relied upon
by the courts below.’’ Bustamante v. Cueva (In re Cueva), 371 F.3d 232, 236 (5th
Cir.2004) (internal quotation marks omitted).
[4] The bankruptcy court’s denial of a
motion for modification of a stay is reviewed for abuse of discretion. See, e.g.,
Chunn v. Chunn (In re Chunn), 106 F.3d
1239, 1242 (5th Cir.1997).
B. The Parties’ Arguments
[5–7] The parties agree that the Confirmation Agreement here is an executory
contract under the Bankruptcy Code and
that therefore the Code’s provision for executory contracts applies. See 11 U.S.C.
§ 365.13 Generally, § 365(e) of the Code
bars the enforcement of ipso facto clauses
in executory contracts, such as the ipso
facto clause in the Agreement here.
§ 365(e)(1).14 However, an exception to
(1) Notwithstanding a provision in an executory contract or unexpired lease, or in
applicable law, an executory contract or
unexpired lease of the debtor may not be
terminated or modified, and any right or
obligation under such contract or lease may
not be terminated or modified, at any time
after the commencement of the case solely
because of a provision in such contract that
is conditioned on—
TTT
(B) the commencement of a case under this
title TTTT
§ 365(e)(1).
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this general rule appears in subsection
(e)(2)(A),
(2) Paragraph (1) of this subsection does
not apply to an executory contract TTT,
if—

the contract or order transferred, so far
as the United States is concerned.
41 U.S.C. § 15(a).

The Anti–Assignment Act provides,

BPA explains the Act’s application to
this Agreement as follows. BPA argues
that § 365(e)(2)(A) carves out a class of
executory contracts whose ipso facto clauses may be given effect when nonbankruptcy, applicable law renders the contract
unassignable (in the abstract as opposed to
upon a factual showing) to ‘‘the trustee or
an assignee’’ without consent of the nondebtor party. This Agreement is such an
executory contract, according to BPA, because the Anti–Assignment Act excuses
the United States from accepting performance from an assignee. In this vein, BPA
asks this Court to join other circuits that
have held that § 365(e)(2)(A) creates a
hypothetical test, under which a debtor is
precluded from assuming or assigning an
executory contract even if the applicable
law would not bar assignment in the actual
circumstances before the court but does
bar assignment to a hypothetical third party, ‘‘i.e., under the applicable law, could the
government refuse performance from [an
assignee].’’ See In re West Elecs., Inc.,
852 F.2d 79, 83 (3d Cir.1988); see also
Perlman v. Catapult Entm’t, Inc. (In re
Catapult Entm’t, Inc.), 165 F.3d 747, 750
(9th Cir.1999).15

No contract or order, or any interest
therein, shall be transferred by the party to whom such contract or order is
given to any other party, and any such
transfer shall cause the annulment of

BPA asks this Court to hold that under
a hypothetical test, § 365(e)(2) permits automatic termination of the Agreement prior to judicial review and prior to the entry
of automatic stay, or in the alternative,

15. BPA secondarily argues that if the Act
must be applied to the facts, rather than in
the abstract, then the assignment here occurs
as a result of Mirant’s change in status from
prepetition entity to debtor in possession.
But before the bankruptcy court, BPA conceded there was no assignment on this record
from Mirant prepetition to Mirant as debtor
in possession. BPA argued instead that subsection (e)(2)(A)’s text contemplates a hypo-

thetical, rather than actual, test of assignment.
THE COURT: ‘‘[A] debtor is not an assignee when property passes to an estate, not
for tax purposes, not for anything. In fact,
there is no assignee here? Who’s the assignee?’’
COUNSEL FOR BPA: ‘‘Your Honor, there
isn’t one. But that’s what (a)(2) contemplates. It’s a hypothetical test.’’

(A)(i) applicable law excuses a party,
other than the debtor, to such contract
or lease from accepting performance
from or rendering performance to the
trustee or to an assignee of such contract or lease, whether or not such contract or lease prohibits or restricts assignment of rights or delegation of
duties; and
(ii) such party does not consent to such
assumption or assignment TTTT
§ 365(e)(2)(A) (emphasis added).
BPA argues that the subsection (e)(2)(A)
exception applies to this case, permitting
the Agreement’s ipso facto clause to have
effect, terminating the Agreement as of
Mirant’s Chapter 11 filing, and precluding
any review by the bankruptcy court. According to BPA, the exception applies because the Anti–Assignment Act is an ‘‘applicable law’’ under the text of
§ 365(e)(2)(A) that excuses BPA ‘‘from accepting performance from or rendering
performance to the trustee or to an assignee’’ of the Agreement. § 365(e)(2)(A).
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that § 365(e)(2) requires a bankruptcy
court to lift the automatic stay in order for
the ipso facto clause to be enforced. Accordingly, BPA challenges both the bankruptcy court’s entry of automatic stay and
denial of a modification to the stay because
the ipso facto clause and the Anti–Assignment Act permit BPA to terminate the
Agreement automatically upon Mirant’s
Chapter 11 filing prior to any review by or
approval of the bankruptcy court under
§ 365(e)(2)(A).

C.
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Analysis

1. Hypothetical vs. Actual Test

Mirant responds that the automatic stay
provision, § 362(a), is violated by BPA’s
termination of the Agreement, that is,
BPA’s attempt to exercise control of property of the estate without the oversight of
the bankruptcy court. Mirant argues the
bankruptcy court did not abuse its discretion in entering the stay because the stay
is automatic and either the Anti–Assignment Act does not apply because there
was no transfer or, even if the Act does
apply, the stay’s automatic entry precedes
any termination permitted by the combined effect of the Act, § 365(e)(2)(A), and
the ipso facto clause of the Agreement.
Mirant also argues the bankruptcy court
did not err in denying BPA’s motion to
modify the stay because BPA failed to
show the cause required under § 362(d)(1).
In support, Mirant urges this Court to
adopt an actual, or as-applied, analysis to
determine whether the Anti–Assignment
Act applies to this case and to conclude
that it does not (thereby foreclosing termination via the ipso facto clause) because no
assignment occurred here.

We begin by addressing the question
that affects each of the issues raised by
BPA, that is, whether this Circuit adopts
the actual or hypothetical approach to the
text of § 365(e)(2)(A). The hypothetical
test was first announced and adopted in
the sole circuit opinion to address the conjunctive effect of § 365 and the Anti–Assignment Act. West, 852 F.2d at 82. In
West, a divided panel addressed similar
facts and held the bankruptcy court
abused its discretion in denying a lift of
the Chapter 11 stay, which had the effect
of preventing the government from terminating an executory contract under the
two statutes. 852 F.2d at 82. Addressing
§ 365(c),16 as opposed to § 365(e)(2) at issue here, the West majority created a
hypothetical test for the determination of
whether the Anti–Assignment Act was an
‘‘applicable law’’ such that the government
could refuse performance under the Act.
The West majority rejected an as-applied
determination of whether assignment had
occurred under the Act. Id. Concluding
that hypothetically speaking the Anti–Assignment Act was an ‘‘applicable law’’ because it made the contract generally unassignable, the majority in West held that
§ 365(c)(1) foreclosed the debtor’s ability
to assume the contract. Id. at 83. The
majority reasoned:
We think that by including the words
‘‘or the debtor in possession’’ in 11
U.S.C. § 365(c)(1) Congress anticipated
an argument like the one here made
and wanted that section to reflect its

16. Section 365(c) precludes a trustee from
assuming or assigning an executory contract
if ‘‘(1)(A) applicable law excuses a [nondebtor] party TTT to such contract or lease from
accepting performance from or rendering
performance to an entity other than the debtor or the debtor in possession TTT and (B)
such party does not consent to such assump-

tion or assignment.’’ 11 U.S.C. § 365(c)(1).
Although the language of subsections (c)(1)
and (e)(2) of § 365 are similar, they are by no
means parallel overall or identical in effect.
The two are not sufficiently similar that caselaw interpreting the one should be given any
more than informative weight in interpreting
the other.
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judgment that in the context of the assumption and assignment of executory
contracts, a solvent contractor and an
insolvent debtor in possession going
through bankruptcy are materially distinct entities. While the relevant case
law is very sparse, it supports our understanding of the interplay between
TTT § 365(c)(1) and 41 U.S.C. § 15.
Id. (footnote omitted).
In other words, under the Third Circuit’s hypothetical approach, which rested
on language in § 365(c)(1) that does not
appear in § 365(e)(2)(A), a court must ask
whether BPA could refuse to accept performance of the Agreement from any assignee because the Anti–Assignment Act
makes the Agreement unassignable as a
matter of law. If so, then irrelevant is the
fact that the debtor did not actually assign,
intend to assign, or attempt to assign the
contract, and consequently the executory
contract is terminable by its ipso facto
provision under § 365(c). See id.; see also
RCI Tech. Corp. v. Sunterra Corp. (In re
Sunterra Corp.), 361 F.3d 257 (4th Cir.
2004) (addressing § 365(c) and copyright
law); Catapult, 165 F.3d at 747 (addressing § 365(c) and federal patent law); City
of Jamestown v. James Cable Partners,
L.P. (In re James Cable Partners, L.P.),
27 F.3d 534, 537 (11th Cir.1994) (addressing § 365(c) and a municipal ordinance
regarding franchise rights).
In contrast, the West dissent believed
that Congress did not intend for ‘‘a ‘solvent contractor and an insolvent debtor in
possession going through bankruptcy’ [to
be] different entities for the purposes of
the [Anti–Assignment Act].’’ West, 852
F.2d at 84 (Higginbotham, J., dissenting in
part) (citation omitted). Likewise, those
courts that have rejected West ’s hypothetical analysis adopt an actual test to determine a law’s applicability under § 365.
See Summit Inv. & Dev. Corp. v. Leroux,

69 F.3d 608, 613 (1st Cir.1995); see also
Cajun Elec. Members Comm. v. Mabey (In
re Cajun Elec. Power Coop., Inc.), 230
B.R. 693, 705 (Bankr.M.D.La.1999); In re
Lil’ Things, Inc., 220 B.R. 583, 587 (Bankr.
N.D.Tex.1998); Texaco Inc. v. La. Land &
Exploration Co., 136 B.R. 658, 669 (Bankr.
M.D.La.1992) (concluding the West hypothetical test is incorrect for three primary
reasons); In re Hartec Enters., Inc., 117
B.R. 865, 871 (Bankr.W.D.Tex.1990) (stating that the West hypothetical test ‘‘does
not fulfill the purposes of the non-assignment statutes it seeks to enforce, creates
inherent inconsistencies in the language of
TTT the Code, and fails to adequately account for’’ amendments to the Code), vacated by settlement, 130 B.R. 929
(W.D.Tex.1991).
[8] The actual or as-applied determination of whether a law is ‘‘applicable’’ under
§ 365(c) and (e)(2)(A) was first adopted by
the First Circuit. Summit Inv., 69 F.3d
at 613. The actual test requires on a caseby-case basis a showing that the nondebtor
party’s contract will actually be assigned
or that the nondebtor party will in fact be
asked to accept performance from or render performance to a party—including the
trustee—other than the party with whom
it originally contracted. Id. at 612. The
actual test contemplates that in a case
where no assignment has taken place,
§ 365(e)(2)(A)’s exception is not available
and, as such, an ipso facto clause is invalidated. See id.; see also Institut Pasteur
v. Cambridge Biotech Corp., 104 F.3d 489,
493 (1st Cir.1997), abrogated on other
grounds by Hardemon v. City of Boston,
144 F.3d 24 (1st Cir.1998); In re Cardinal
Indus. Inc., 116 B.R. 964, 982 (Bankr.
S.D.Ohio 1990).
Although this Circuit has addressed
§ 365(c)(1), we have yet to address
§ 365(e) or to name the test we apply to
the determination of whether a nonbank-
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ruptcy law applies under either § 365(c)(1)
or § 365(e)(2)(A). See Stumpf v. McGee
(In re O’Connor), 258 F.3d 392, 402 (5th
Cir.2001); Pension Benefit Guar. Corp. v.
Braniff Airways, Inc. (In re Braniff Airways, Inc.), 700 F.2d 935, 943 (5th Cir.
1983). Review of this Circuit’s law, however, reveals that our adoption today of the
actual test, in resolving the availability of
§ 365(e)(2)(A)’s exception, is consistent
with prior caselaw. In O’Connor, a panel
of this Court determined that a Louisiana
statute regarding partnership was an applicable law under § 365(c) and engaged in
an as-applied analysis to determine whether an exception to the general rule applied
to the case at hand to permit the assumption of the executory contract. 258 F.3d at
403–04 (concluding that the exception was
not applicable and declaring the contract
unassumable). In Braniff, a nondebtor
objected to the district court’s order that
authorized the debtor in possession to assign its lease agreements with the United
States for use of space at Washington National Airport to a different airline under
the version of § 365(c) that existed prior to
the 1984 amendment. 700 F.2d at 942.
Reversing the district court and prohibiting the assignment of the lease, the panel
concluded that the broad language of
§ 365(c) was not limited in application
solely to personal service contracts. Id. at
943. The Braniff court held that the Code
of the District of Columbia and a federal
regulation enacted pursuant to that Code
were ‘‘applicable law’’ under § 365(c),

which prevented the lease’s assignment because, in fact, the assignment had been
attempted and ordered by the district
court and the assignee airline had not been
approved to perform by the agency vested
with the authority for such approval. Id.
at 942–43. Braniff did not address the
hypothetical approach; indeed, the split
between actual and hypothetical approaches had not yet emerged nor had any
court yet approved a hypothetical approach to the determination of whether a
law is applicable. Instead, Braniff addressed the language of § 365(c) prior to
its amendment in 1984. However, the preamendment language of § 365(c) more
closely tracks the current language of
§ 365(e)(2)(A) than it does the current
form of § 365(c).17 Thus, the approach
taken in Braniff informs our approach to
§ 365(e)(2)(A) on this record, even in light
of the statutory amendment to § 365(c)
and the post-amendment development of a
split between the hypothetical and actual
tests.

17. ‘‘Before the 1984 amendment, the pivotal
language in section § 365(c) read precisely
like the current version of section 365(e)(2);
that is, it adverted to the ‘applicable law excus[ing] a party, other than the debtor, to
such contract or lease from accepting performance from or rendering performance to
the trustee or to an assignee of such contract
or lease TTTT’ ’’ Summit Inv., 69 F.3d at 613
(alteration in original). In 1984, Congress
made no change to the statute we address

today, § 365(e)(2)(A), and with respect to
§ 365(c), it replaced the phrase ‘‘to the trustee or to an assignee of such contract or
lease’’ that still appears in § 365(e)(2)(A) with
the phrase ‘‘to an entity other than the debtor
or debtor in possession.’’ See Leasehold
Management Bankruptcy Amendments Act of
1983, Pub.L. No. 98–353, § 362, 98 Stat. 333,
361 (July 10, 1984); see also Summit Inv., 69
F.3d at 613.

The plain text of § 365(e)(2)(A) requires
an actual test for determining whether a
law is ‘‘applicable’’ under the exception,
permitting enforcement of an ipso facto
clause. According to the statute’s plain
language, an executory contract’s ipso facto clause may be enforced if ‘‘applicable
law excuses a [nondebtor] party TTT from
accepting performance from or rendering
performance TTT to an assignee of such
contract’’ and that non-debtor party does
not consent to ‘‘such assumption or assign-
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ment.’’ 11 U.S.C. § 365(e)(2)(A). Congress might have chosen the exception to
apply if any law prohibited the assignment,
but instead Congress tethered the exception to ‘‘applicable’’ law that ‘‘excuses a
party.’’ It is axiomatic that an applicable
law must apply to a set of circumstances;
BPA creates smoke and erects mirrors
when it argues that a contract not assignable as a matter of law, even if no such
assignment existed in fact and no excuse
existed in fact for the nondebtor party to
refuse acceptance or performance in a particular situation, satisfies the language
chosen by Congress in drafting the
§ 365(e)(2)(A) exception. The law that releases a nondebtor from the general rule
foreclosing the enforcement of an ipso facto clause must apply to something and
must excuse the nondebtor from some specific performance or acceptance, see
§ 365(e)(2)(A); thus, if the debtor demonstrates that no application exists or that no
excuse obtains on a given record, then the
congressional language announces such a
circumstance is material, making the
§ 365(e)(2)(A) exception unavailable. The
applicability
of
the
law
under
§ 365(e)(2)(A) is determined not in the abstract but on the record at hand. See
Cajun Elec., 230 B.R. at 705; Lil’ Things,
220 B.R. at 587; Texaco, 136 B.R. at 669;
Cardinal Indus., 116 B.R. at 974–75.
That applicability is determined based
upon the case is supported also by the
congressional choice to structure the exception as a two-part test, the second portion of which requires a fact-based showing. See 11 U.S.C. § 365(e)(2)(A)(i)-(ii).
Subsection
(ii)
provides
that
the
§ 365(e)(2)(A) exception lies only where
‘‘such [nondebtor] party does not consent
to such assumption or assignment.’’
§ 365(e)(2)(A)(ii). The combination of the
plain text and the overall structure of the
test that must be met in order for the
exception to arise communicates that Con-

gress intended § 365(e)(2)(A) to apply to a
given factual situation rather than to a
class of executory contracts as BPA urges.
BPA argues that the use of the adjective ‘‘such’’ merely refers to the assumption and assignment provided in the preceding subsection and does not demand
that Congress intended an actual test
would determine the exception’s availability. We are not persuaded that standing
alone, Congress’s use of the adjective
‘‘such’’ to modify ‘‘assignment’’ in
§ 365(e)(2)(A)(ii) mandates the use of an
actual test. The modifier ‘‘such’’ references the assignments provided in the preceding subsection and does not, on its own,
require an as-applied approach to the determination of whether a law applies to
permit an ipso facto clause’s enforcement.
However, in combination with the other
factors that demand a case-by-case inquiry
into whether a nonbankruptcy law applies
to permit termination by ipso facto clause,
we cannot agree with so broad an analysis
as permitted by the entirely theoretical
approach countenanced by those courts
adopting the hypothetical approach.
Finally, the plain text of the law proffered by BPA as applicable here, the Anti–
Assignment Act, cuts against the broad
application advanced by BPA. In theory,
a law of such general applicability might
exist to merit application in most if not all
circumstances under § 365(e)(2)(A), but
the Anti–Assignment Act is, by its own
terms, not so broadly applicable. Subsection (a) of the Act provides a general rule
for annulment of a public contract upon a
transfer by a party other than the United
States. 41 U.S.C. § 15(a). Subsection (b),
though, limits the application of the general rule, and the limitation applies on the
basis of specific facts. ‘‘The provisions of
subsection (a) of this section shall not apply in any case in which the moneys due
or to become due from the United States
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TTT under a contract providing for payments aggregating $1,000 or more, are
assigned to a bank, trust company, or other financing institution’’ given other factbased circumstances. § 15(b) (emphasis
added). Both the text of the Anti–Assignment Act and the text of § 365(e)(2)(A)
require a case-by-case inquiry into the application of the Act to the executory contract or lease at issue in the bankruptcy
proceeding. As such, we hold that with
respect to § 365(e)(2)(A) and the Anti–
Assignment Act, the actual test must be
used to determine the Act’s applicability to
a given case.18 When the law to be applied
to a § 365(e)(2)(A) determination cannot
apply to the case and the record before the
bankruptcy court in fact or law, then
§ 365(e)(2)(A)’s exception cannot give effect to an ipso facto clause.
2.

Automatic Stay

Given that the actual test applies based
upon the plain language of § 365(e)(2)(A),
we next conclude that the automatic stay
must precede any enforcement of an ipso
facto clause ultimately permitted by a
bankruptcy court under § 365(e)(2)(A).
[9, 10] Section 362 provides for an automatic but not permanent stay against
‘‘any act to obtain possession of property
of the estate’’ from which a party may seek
relief ‘‘for cause, including the lack of adequate protection of an interest in property.’’ 11 U.S.C. § 362(a)(3), (d)(1); Cueva,
371 F.3d at 236; see also Computer
Commc’ns, 824 F.2d at 729. The Code
itself requires that the stay’s effect be
18. Although we join the First Circuit in requiring an actual test to determine whether a
law applies under § 365(e)(2)(A), we do not
entirely join its reasoning. See Summit Inv.,
69
F.3d
at
612–14.
Interpreting
§ 365(e)(2)(A), the First Circuit found that the
statute’s plain text permitted both the actual
and hypothetical tests and adopted the actual
test on the basis of legislative history and a
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automatically triggered upon the filing of a
petition for bankruptcy. See § 362(a);
Cueva, 371 F.3d at 236. Section 541(c)(1)
provides that a debtor’s estate includes the
debtor’s interest in property that becomes
property of the estate ‘‘notwithstanding
any provision in an agreement, transfer
instrument, or applicable nonbankruptcy
law’’ that is conditioned upon the commencement of a bankruptcy case.
§ 541(c)(1). Recently, Chief Judge Jones
explained the principle at issue,
Sweeping all of the debtor’s property
into the bankruptcy estate created at
filing is the means by which the Code
achieves effective and equitable bankruptcy administration. Only through a
comprehensive administration of the
debtor’s property, wherever located and
by whomever controlled, can the court
shield the property from creditors’ unauthorized grasp; prevent harassment of
debtors; and ultimately ensure equal
distribution among creditors.
Burgess v. Sikes (In re Burgess), No. 04–
30189, 438 F.3d 493, 2006 WL 205043, at
*15 (5th Cir. Jan. 27, 2006) (Jones, C.J.,
dissenting).
[11] Furthermore, this Court has recognized the automatic stay’s broad application and noted that such breadth reflects a
congressional intent that courts will presume protection of property when faced
with uncertainty or ambiguity. Brown v.
Chesnut (In re Chesnut), 422 F.3d 298, 303
(5th Cir.2005). Likewise, the bankruptcy
court’s discretion to grant a modification
determination that no assignment existed
when prepetition debtors became debtors in
possession under the Bankruptcy Code. Id.
at 612–13. Instead, Congress’s choice to trigger § 365(e)(2)(A)’s exception upon the application of a law to a particular case dictates
that an abstract approach should not be read
into the statute.
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or lift of the automatic stay is broad. Cueva, 371 F.3d at 236.
[12] Here, Mirant’s interest in the
Agreement, even if it were ultimately terminable, became property of the estate
upon Mirant’s filing on July 14, 2003. Accordingly, the Agreement was subject to
review by the bankruptcy court, and a
party with an interest in an executory
contract or lease must come before the
bankruptcy court to move for a modification or lift of the stay under § 362(d) in
order to effect the terms of an ipso facto
clause under § 365(e)(2)(A).
[13] The Bankruptcy Code, which
must be read and must function as a
whole, demands this conclusion. The
Ninth Circuit has noted three compelling
reasons to read the Code in this manner.
See Computer Commc’ns, 824 F.2d at 730
(citing Wegner Farms Co. v. Merchants
Bonding Co. (In re Wegner Farms Co.), 49
B.R. 440, 444 (Bankr.N.D.Iowa 1985)).
First, § 362(b) provides particular exceptions to the entry of automatic stay, but no
exception is provided in the case of executory contracts. Id.; see also 11 U.S.C.
§ 362(b).
Second, ‘‘elsewhere in the
[Bankruptcy Code], Congress expressly
overrode the stay provision but did not do
so in § 365; and finally TTT not exempting
this brand of executory contracts is consistent with the purposes and policies underlying the staying of actions against a debtor postpetition.’’ Computer Commc’ns,
824 F.2d at 730–31 (internal quotation
marks omitted).
[14] Moreover, on this record, the interplay of the Bankruptcy Code and the
Anti–Assignment Act in particular comports with the conclusion that the automatic stay must precede any termination permitted by an ipso facto clause and
§ 365(e)(2)(A). While the Bankruptcy
Code and this Court’s caselaw interpreting

it require that the initiation of the broad
automatic stay is immediate upon filing,
such automatic triggering is absent from
the text of the Anti–Assignment Act and
caselaw interpreting the Act. According
to BPA, the termination permitted by
§ 365(e)(2)(A) and the ipso facto clause of
the Agreement here is automatic upon
Mirant’s filing for relief under the Bankruptcy Code and precedes the entry of
automatic stay. We disagree. The Anti–
Assignment Act, instead, provides the government with an option to rescind its contracts upon transfer. The Anti–Assignment Act permits the United States to
elect its response to the transfer of a
contract to which it is a party. The United States may either waive its rights under the Act and continue performance, or
it may terminate the contract. See Tuftco
Corp. v. United States, 222 Ct.Cl. 277, 614
F.2d 740, 744 (1980) (permitting the United States to waive the Anti–Assignment
Act’s prohibition of transfer where the
government was aware of, assented in
writing to, and recognized the assignment); see also NRG Co. v. United States,
31 Fed.Cl. 659, 661 (1994). Thus, the Act
does not provide for automatic recision of
the public contract upon transfer; annulment of the contract at issue requires a
response by the United States. The Anti–
Assignment Act, and its effect on a given
executory contract, may be raised by the
government after the entry of a bankruptcy court’s automatic stay under, at a minimum, the provision for stay modification.
See 11 U.S.C. § 362(d).
Accordingly, the automatic stay prohibited BPA from terminating the Agreement.
Even when § 365(e)(2)(A) will ultimately
permit a nondebtor party to terminate an
executory contract by virtue of the combined effect of § 365(e)(2)(A), applicable
law, and an ipso facto clause, the nondebtor party must seek relief from the stay
before the bankruptcy court under
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§ 362(d). Therefore, we affirm the bankruptcy court’s Stay Violation Order.
3. The Denial of Modification to Stay
We next address BPA’s contention that
the lower courts erred in failing to lift or
modify the stay under § 362(d)(1). Based
upon our conclusion that the Anti–Assignment Act has no application on this record,
we cannot say the bankruptcy court
abused its discretion in denying BPA’s Motion to Modify Stay. The bankruptcy
court denied BPA’s motion because the
court concluded that BPA failed to show
cause for relief from stay under
§ 362(d)(1), although a portion of the
court’s conclusion also necessarily rested
upon the legal determination that the
Anti–Assignment Act is not an applicable
law under § 365(c)(1) or (e)(2)(A).
[15] The Bankruptcy Code does not
precisely define ‘‘cause’’ under § 362(d)(1),
and in the past we have noted that this
lack of definition affords ‘‘flexibility to the
bankruptcy courts.’’ Little Creek Dev. Co.
v. Commonwealth Mortgage Corp. (In re
Little Creek Dev. Co.), 779 F.2d 1068, 1072
(5th Cir.1986) (explaining that lack of good
faith is sufficient for ‘‘cause’’ and discussing the inherent balancing required for the
court’s determination of whether a stay
should be lifted under § 362(d)). Mirant
argues that a contractual right to terminate does not constitute sufficient cause to
grant relief from the automatic stay. See
Elder–Beerman Stores Corp. v. Thomasville Furniture Indus. Inc. (In re Elder–
Beerman Stores Corp.), 195 B.R. 1019,
1023 (Bankr.S.D.Ohio 1996). The exception provided by § 365(e)(2)(A) discredits
19. We have previously recognized that in
Chapter 11 proceedings, an executory contract might be neither assumed, rejected, nor
assigned and that in such a circumstance, the
contract would ride through the proceedings,
leaving the nondebtor’s claim to survive the
bankruptcy. Century Indem. Co. v. NGC Set-
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such a broad understanding of the limits
on a potential relief from stay, and a bankruptcy court’s discretion is not so broad as
Mirant argues. Although the district
court did not abuse its discretion here to
deny the stay’s modification, on a record
differing in fact, procedure, or both, a
bankruptcy court’s discretion is limited by
the text of § 365(e)(2)(A), that is, in the
case in which a law proffered as applicable
under § 365(e)(2)(A) is determined to apply to the case, then the stay must be
lifted or modified in such a way that permits the entitled nondebtor party to exercise its termination option accordingly.
[16, 17] Here, BPA has not demonstrated cause because the Anti–Assignment Act is not an applicable law on this
record because here there has been no
transfer. In order for the Act to apply to
this case, it must be said that the Agreement was ‘‘transferred’’ within the meaning of the Act. See 41 U.S.C. § 15. The
caselaw, however, does not support BPA’s
reading of transfer under the Act. On this
record, the Anti–Assignment Act cannot
apply because no assignment, which would
be prohibited by the Act, occurred between prepetition debtor and debtor in
possession for three salient reasons.
First, Mirant never affirmatively assumed
or rejected the Agreement. See 11 U.S.C.
§ 365(a).19 According to § 365(f)(2)(A),
assumption must precede assignment. See
§ 365(f)(2)(A); see also Cinicola v. Scharffenberger, 248 F.3d 110, 120 (3d Cir.2001).
Here, Mirant did not assume the Agreement. Second, BPA might have moved
under § 365(d)(2)20 for the court to order
tlement Trust (In re Nat’l Gypsum Co.), 208
F.3d 498, 504 n. 4 (5th Cir.2000).
20. Section 365(d)(2) vested BPA with the procedure to demand Mirant’s action with respect to the Agreement. ‘‘[T]he court, on the
request of any party to such contract or lease,
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Mirant to determine, within time constraints, whether it would assume or reject
the Agreement. But BPA never so moved
the court, nor did it make any effort apparent on the record (other than the letter,
sent to Mirant, unilaterally terminating
the Agreement) to either the bankruptcy
court or with opposing counsel to resolve
the question of assumption or rejection.
Finally, BPA conceded to the bankruptcy
court that there was no assignee in fact.
On such a record, no transfer—prohibited
by the Anti–Assignment Act—has occurred or even been attempted, and therefore the Act is not an applicable law.
The parties dispute whether, as a matter
of law, a transfer or assignment occurs as
a result of the change in status from prepetition debtor to debtor in possession. If
the change in the status produces a transfer of the executory contract, then according to BPA, the Anti–Assignment Act applies. If the change in status is nominal
only and there is no transfer or assignment as a matter of law, then, as Mirant
argues, the Anti–Assignment Act may
have no applicability in the absence of a
transfer. See 41 U.S.C. § 15 (providing
that ‘‘any such transfer shall cause the
annulment of the contract or order transmay order the trustee to determine within a
specified period of time whether to assume or
reject such contract or lease.’’ § 365(d)(2).
This statutory provision, as the bankruptcy
court noted, offered BPA the means to obtain
the information it needed, whether Mirant
would assume or reject the Agreement after
filing for bankruptcy, and in the time in
which BPA urged that an answer was needed.
21. Though other courts have concluded no
assignment exists with respect to an executory
contract or lease as a result of the change in
status between a prepetition debtor and a
debtor in possession, see Summit Inv., 69 F.3d
at 613–14 (discussing Bildisco, 465 U.S. at
528, 104 S.Ct. 1188); United States v. Gerth,
991 F.2d 1428 (8th Cir.1993), we cannot
agree that the Supreme Court has conclusively resolved this question. Instead, in Bildisco,

ferred, so far as the United States is concerned’’). We need not, on this record,
resolve this res nova question.21 We hold
only what this record permits, that is, no
transfer occurs under the Anti–Assignment Act where the debtor neither assumes nor attempts to assume the executory contract, the nondebtor concedes
there is no assignment in fact, and the
nondebtor, seeking to invoke the combined
effect of the Anti–Assignment Act and
§ 365(e)(2)(A), fails to move for assumption or rejection under § 365(d)(2). In
such a circumstance, where no party has
moved to assume the executory contract
before the bankruptcy court, no assignment occurs between prepetition debtor
and debtor in possession with respect to
the
Anti–Assignment
Act
and
§ 365(e)(2)(A).
III.

Conclusion

For the foregoing reasons, the bankruptcy court correctly determined that a
Chapter 11 automatic stay must precede
the enforcement of any eventual right a
nondebtor may have to terminate an executory contract under § 365(e)(2)(A). Accordingly, we affirm the bankruptcy
the Court merely stated, ‘‘[f]or our purposes,
it is sensible to view the debtor-in-possession
as the same ‘entity’ which existed before the
filing of the bankruptcy petition, but empowered by virtue of the Bankruptcy Code to deal
with its contracts and property in a manner it
could not have done absent the bankruptcy
filing.’’ 465 U.S. at 528, 104 S.Ct. 1188.
That ‘‘sensible view,’’ necessary only for the
purposes of that case, does not support in all
cases the proposition that no assignment or
transfer occurs as a matter of law between
prepetition debtor and debtor in possession.
Accordingly, neither the Supreme Court nor
this Circuit has resolved the argument presented by BPA that rights obtained in bankruptcy require that a debtor in possession be
treated as a distinct legal entity from a prepetition debtor.
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court’s Stay Violation Order. Also, the
bankruptcy court did not abuse its discretion to deny modification or lift of stay
where no assignment or transfer had occurred or been attempted. On such a
record, the Anti–Assignment Act is not an
applicable law under § 365(e)(2)(A).
AFFIRMED.

,
UNITED STATES of America,
Plaintiff–Appellee,
v.
Gregory Wayne WOODS, Defendant–
Appellant.
No. 04–11058.
United States Court of Appeals,
Fifth Circuit.
Feb. 13, 2006.
Background: Defendant was convicted by
guilty plea in the United States District
Court for the Northern District of Texas,
John H. McBryde, J., of bank fraud, and
defendant appealed sentence.
Holdings: The Court of Appeals, W. Eugene Davis, Circuit Judge, held that:
(1) fact that defendant was sentenced at
top of guidelines-determined range
was insufficient to establish that district court’s Sixth Amendment error
under Booker was harmless beyond a
reasonable doubt, and
(2) district court’s order that defendant’s
federal sentence run consecutively with
any sentence imposed in defendant’s
pending state criminal proceedings was
insufficient to demonstrate that court’s
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Sixth Amendment Booker error was
harmless.
Vacated and remanded for resentencing.
1. Criminal Law O1177, 1181.5(8)
When a Sixth Amendment claim under Booker is preserved in the district
court by an objection, an appellate court
will ordinarily vacate the sentence and remand, unless the court can say the error is
harmless. U.S.C.A. Const.Amend. 6; Fed.
Rules Cr.Proc.Rule 52(a), 18 U.S.C.A.
2. Criminal Law O1163(1)
To satisfy the harmless error standard, the government must bear the burden of demonstrating that the error was
harmless by demonstrating beyond a reasonable doubt that the federal constitutional error of which the defendant complains
did not contribute to the sentence that he
received. Fed.Rules Cr.Proc.Rule 52(a),
18 U.S.C.A.
3. Criminal Law O1166(1)
Fact that defendant was sentenced at
top of guidelines-determined range for
crime of bank fraud was insufficient to
establish that district court’s Sixth Amendment error under Booker was harmless
beyond a reasonable doubt. U.S.C.A.
Const.Amend. 6; 18 U.S.C.A. § 1344; Fed.
Rules Cr.Proc.Rule 52, 18 U.S.C.A.
4. Criminal Law O1035(1)
When a defendant fails to preserve
Booker error with an objection in the district court, the sentence imposed is reviewed for plain error, and the burden is
on the defendant to demonstrate a probability sufficient to undermine confidence in
the outcome.
5. Criminal Law O1163(1)
When reviewing for harmless error,
the Government bears the burden of proving beyond a reasonable doubt that the
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We conclude that the reduction in Picard’s
payments on the twenty-fifth anniversary of
his date of hire did not convert his disability
pension into a retirement pension. Because
Picard’s benefits were determined neither by
reference to his age nor his length of service,
his recalculated benefits remain excludable
from income under I.R.C. § 104(a)(1).
REVERSED.

,
In re CATAPULT ENTERTAINMENT,
INC., a California corporation, aka
Storm Systems, Debtor.
Stephen Perlman, Appellant,
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suming patent licenses without licensor’s consent.
Reversed.

1. Bankruptcy O3105.1
Debtor-in-possession (DIP) may not assume executory contract over nondebtor’s
objection if applicable law would bar assignment to hypothetical third party, even where
DIP has no intention of assigning contract in
question to any such third party. Bankr.
Code, 11 U.S.C.A. § 365(c)(1).
2. Bankruptcy O3105.1
Federal patent law constitutes ‘‘applicable law’’ within meaning of Bankruptcy Code
provision barring debtor-in-possession (DIP)
from assuming executory contract without
nondebtor’s consent where applicable law
precludes assignment of contract to a third
party. Bankr.Code, 11 U.S.C.A. § 365(c).
See publication Words and Phrases
for other judicial constructions and definitions.

v.
Catapult Entertainment, Inc., a
California corporation, aka
Storm Systems, Appellee.

3. Patents O213
Nonexclusive patent licenses are personal and assignable only with consent of the
licensor.

No. 97–16707.
United States Court of Appeals,
Ninth Circuit.
Argued and Submitted Nov. 6, 1998.
Decided Jan. 28, 1999.

Chapter 11 debtor moved to assume patent licenses as part of its reorganization plan,
and licensor objected. The Bankruptcy Court
granted debtor’s motion and approved plan.
On appeal, the United States District Court
for the Northern District of California, William A. Ingram, J., affirmed. Licensor appealed. The Court of Appeals, Fletcher, Circuit Judge, held that: (1) debtor-in-possession
(DIP) may not assume executory contract
over nondebtor’s objection if applicable law
would bar assignment to hypothetical third
party, even where DIP has no intention of
assigning contract in question to any such
third party, and (2) federal patent law made
nonexclusive patent licenses personal and
nondelegable, thus barring debtor from as-

4. Bankruptcy O3105.1
Bankruptcy Code assumption of contracts provision, barring assumption of executory contract without nondebtor’s consent
where applicable law precludes assignment of
contract to a third party, barred licensee, in
its capacity as Chapter 11 debtor-in-possession, from assuming patent licenses without
licensor’s consent, since federal patent law
made nonexclusive patent licenses personal
and nondelegable. Bankr.Code, 11 U.S.C.A.
§ 365(c)(1).
5. Statutes O208
Court should interpret a statute, if possible, so as to minimize discord among related
provisions.
6. Bankruptcy O3105.1
In determining whether ‘‘applicable law’’
bars assumption of executory contract, court
must ask why the ‘‘applicable law’’ prohibits
assignment, and assumption will be barred
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only if the law prohibits assignment on the
rationale that identity of the contracting party is material to the agreement. Bankr.
Code, 11 U.S.C.A. § 365(c)(1), (f)(1).
7. Patents O213
Federal law principle against the assignability of nonexclusive patent licenses is rooted in personal nature of nonexclusive license,
to extent that the identity of a licensee may
matter a great deal to a licensor.
8. Statutes O217.4
Absent any ambiguity in plain statutory
language, courts need not resort to legislative history, and court will depart from this
rule, if at all, only where legislative history
clearly indicates that Congress meant something other than what it said.
9. Bankruptcy O3105.1
House committee report could not be
relied upon as legislative intent overriding
plain meaning analysis of Bankruptcy Code
provision governing assumption of executory
contracts, since report related to a different
proposed bill, predated enactment of relevant
subsection by several years, and expressed at
most the thoughts of only one committee in
the House.
Bankr.Code, 11 U.S.C.A.
§ 365(c)
10. Statutes O184
Policy arguments cannot displace plain
language of statute.

Appeal from the United States District
Court for the Northern District of California
William A. Ingram, District Judge, Presiding. D.C. No. CV–97–20016 WAI.
Before: FLETCHER and TASHIMA,
Circuit Judges, and BRYAN,* District
Judge.
FLETCHER, Circuit Judge:
Appellant Stephen Perlman (‘‘Perlman’’) licensed certain patents to appellee Catapult
Entertainment, Inc. (‘‘Catapult’’). He now
seeks to bar Catapult, which has since become a Chapter 11 debtor in possession, from
assuming the patent licenses as part of its
reorganization plan. Notwithstanding Perlman’s objections, the bankruptcy court approved the assumption of the licenses and
confirmed the reorganization plan. The district court affirmed the bankruptcy court on
intermediate appeal. Perlman appeals that
decision. We are called upon to determine
whether, in light of § 365(c)(1) of the Bankruptcy Code, a Chapter 11 debtor in possession may assume certain nonexclusive patent
licenses over a licensor’s objection. We conclude that the bankruptcy court erred in
permitting the debtor in possession to assume the patent licenses in question.
I.

11. Bankruptcy O3105.1
Where applicable nonbankruptcy law
makes executory contract nonassignable because identity of the nondebtor party is material, debtor-in-possession (DIP) may not
assume the contract absent consent of the
nondebtor party. Bankr.Code, 11 U.S.C.A.
§ 365(c)(1).

Catapult, a California corporation, was
formed in 1994 to create an online gaming
network for 16–bit console videogames.
That same year, Catapult entered into two
license agreements with Perlman, wherein
Perlman granted to Catapult the right to
exploit certain relevant technologies, including patents and patent applications.

Randy Michelson, McCutchen, Doyle,
Brown & Enersen, San Francisco, California,
for the appellant.

In October 1996, Catapult filed for reorganization under Chapter 11 of the Bankruptcy
Code. Shortly before the filing of the bankruptcy petition, Catapult entered into a
merger agreement with Mpath Interactive,
Inc. (‘‘Mpath’’). This agreement contemplated the filing of the bankruptcy petition, fol-

John Walshe Murray, Murray & Murray,
Palo Alto, California, for the appellee.
* Honorable Robert J. Bryan, United States District
Judge for the Western District of Washington,

sitting by designation.
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lowed by a reorganization via a ‘‘reverse
triangular merger’’ involving Mpath, MPCAT
Acquisition Corporation (‘‘MPCAT’’), and
Catapult. Under the terms of the merger
agreement, MPCAT (a wholly-owned subsidiary of Mpath created for this transaction)
would merge into Catapult, leaving Catapult
as the surviving entity. When the dust
cleared, Catapult’s creditors and equity holders would have received approximately $14
million in cash, notes, and securities; Catapult, in turn, would have become a whollyowned subsidiary of Mpath. The relevant
third party creditors and equity holders accepted Catapult’s reorganization plan by the
majorities required by the Bankruptcy Code.
On October 24, 1996, as part of the reorganization plan, Catapult filed a motion with
the bankruptcy court seeking to assume
some 140 executory contracts and leases, including the Perlman licenses. Over Perlman’s objection, the bankruptcy court
granted Catapult’s motion and approved the
reorganization plan. The district court subsequently affirmed the bankruptcy court.
This appeal followed. We have jurisdiction
pursuant to 28 U.S.C. § 158(d) and, because
the relevant facts are undisputed, review
the orders below de novo. See Everex Sys.
v. Cadtrak Corp. (In re CFLC, Inc.), 89
F.3d 673, 675 (9th Cir.1996).
II.
Section 365 of the Bankruptcy Code gives
a trustee in bankruptcy (or, in a Chapter 11
case, the debtor in possession) the authority
to assume, assign, or reject the executory
contracts and unexpired leases of the debtor,
notwithstanding any contrary provisions appearing in such contracts or leases. See 11
U.S.C. § 365(a) & (f). This extraordinary
authority, however, is not absolute. Section
365(c)(1) provides that, notwithstanding the
general policy set out in § 365(a):
1.

Perlman also contends that, even if Catapult
were entitled to assume the Perlman licenses,
§ 365(c)(1) also prohibits the assignment of the
Perlman licenses to Mpath, accomplished by Catapult here through the contemplated Catapult–
MPCAT–Mpath reverse triangular merger. Because we conclude that § 365(c)(1) bars Catapult
from assuming the Perlman licenses, we express
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(c) The trustee may not assume or assign
any executory contract or unexpired lease
of the debtor, whether or not such contract
or lease prohibits or restricts assignment
of rights or delegation of duties, if
(1)(A) applicable law excuses a party,
other than the debtor, to such contract
or lease from accepting performance
from or rendering performance to an
entity other than the debtor or the debtor in possession, whether or not such
contract or lease prohibits or restricts
assignment of rights or delegation of
duties; and
(B) such party does not consent to such
assumption or assignmentTTTT
11 U.S.C. § 365(c). Our task, simply put, is
to apply this statutory language to the facts
at hand and determine whether it prohibits
Catapult, as the debtor in possession, from
assuming the Perlman licenses without Perlman’s consent.1
[1] While simply put, our task is not so
easily resolved; the proper interpretation of
§ 365(c)(1) has been the subject of considerable disagreement among courts and commentators. On one side are those who adhere to
the plain statutory language, which establishes a so-called ‘‘hypothetical test’’ to govern the assumption of executory contracts.
See In re James Cable Partners, 27 F.3d 534,
537
(11th
Cir.1994)
(characterizing
§ 365(c)(1)(A) as posing ‘‘a hypothetical question’’); In re West Elec., Inc., 852 F.2d 79, 83
(3d Cir.1988) (same); In re Catron, 158 B.R.
629, 633–38 (E.D.Va.1993) (same), aff’d without op., 25 F.3d 1038 (4th Cir.1994). On the
other side are those that forsake the statutory language in favor of an ‘‘actual test’’ that,
in their view, better accomplishes the intent
of Congress. See Institut Pasteur v. Cambridge Biotech Corp., 104 F.3d 489, 493 (1st
Cir.) (rejecting the hypothetical test in favor
of the actual test), cert. denied, ––– U.S.
––––, 117 S.Ct. 2511, 138 L.Ed.2d 1014
(1997).2 Although we have on two occasions
no opinion regarding whether the merger transaction contemplated by Catapult would have resulted in a prohibited ‘‘assignment’’ within the
meaning of § 365(c)(1).
2.

The weight of lower court authority appears to
favor the ‘‘actual test.’’ See, e.g., Texaco Inc. v.
Louisiana Land and Expl. Co., 136 B.R. 658,
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declined to choose between these competing
visions, see Worthington v. General Motors
Corp. (In re Claremont Acquisition Corp.),
113 F.3d 1029, 1032 (9th Cir.1997); Everex,
89 F.3d at 676–77, today we hold that we are
bound by the plain terms of the statute and
join the Third and Eleventh Circuits in
adopting the ‘‘hypothetical test.’’
III.
We begin, as we must, with the statutory
language. See Connecticut Nat’l Bank v.
Germain, 503 U.S. 249, 253–54, 112 S.Ct.
1146, 117 L.Ed.2d 391 (1992) (noting that the
statutory language is the ‘‘cardinal canon’’ to
be addressed ‘‘before all others’’); Jeffries v.
Wood, 114 F.3d 1484, 1495 (9th Cir.) (en
banc) (‘‘In statutory interpretation, the starting point is always the language of the statute itself.’’), cert. denied, ––– U.S. ––––, 118
S.Ct. 586, 139 L.Ed.2d 423 (1997). The plain
language of § 365(c)(1) ‘‘link[s] nonassignability under ‘applicable law’ together with a
prohibition on assumption in bankruptcy.’’ 1
DAVID G. EPSTEIN, STEVE H. NICKLES & JAMES J. WHITE, BANKRUPTCY
§ 5–15 at 474 (1992). In other words, the
statute by its terms bars a debtor in possession from assuming an executory contract
without the nondebtor’s consent where applicable law precludes assignment of the contract to a third party. The literal language
of § 365(c)(1) is thus said to establish a
‘‘hypothetical test’’: a debtor in possession
may not assume an executory contract over
the nondebtor’s objection if applicable law
would bar assignment to a hypothetical third
party, even where the debtor in possession
has no intention of assigning the contract in
question to any such third party. See In re
James Cable, 27 F.3d at 537 (characterizing
668–71 (M.D.La.1992); In re GP Express Airlines,
Inc., 200 B.R. 222, 231–33 (Bankr.D.Neb.1996);
In re Am. Ship Bldg. Co., 164 B.R. 358, 362–63
(Bankr.M.D.Fla.1994); In re Fastrax, 129 B.R.
274, 277 (Bankr.M.D.Fla.1991); In re Hartec Enters., Inc., 117 B.R. 865, 871–73 (Bankr.W.D.Tex.
1990), vacated on other grounds, 130 B.R. 929
(W.D.Tex.1991); In re Cardinal Indus., Inc., 116
B.R. 964, 976–82 (Bankr.S.D.Ohio 1990) (rejecting hypothetical test in connection with similar
statutory language of § 365(e)(2)(A)).
3.

One of the two Perlman licenses began its life
as an exclusive license. Perlman in a sworn

§ 365(c)(1)(A) as presenting ‘‘a hypothetical
question’’); In re West Elecs., 852 F.2d at 83
(same).
[2, 3] Before applying the statutory language to the case at hand, we first resolve a
number of preliminary issues that are either
not disputed by the parties, or are so clearly
established as to deserve no more than passing reference. First, we follow the lead of
the parties in assuming that the Perlman
licenses are executory agreements within the
meaning of § 365. Second, it is well-established that § 365(c)’s use of the term ‘‘trustee’’ includes Chapter 11 debtors in possession. See Institut Pasteur, 104 F.3d at 492
n. 7; In re James Cable Partners, 27 F.3d at
537; In re West Elecs., 852 F.2d at 82.
Third, our precedents make it clear that
federal patent law constitutes ‘‘applicable
law’’ within the meaning of § 365(c), and that
nonexclusive 3 patent licenses are ‘‘personal
and assignable only with the consent of the
licensor.’’ Everex, 89 F.3d at 680.
[4] When we have cleared away these
preliminary matters, application of the statute to the facts of this case becomes relatively straightforward:
(c) Catapult may not assume TTT the Perlman licenses, TTT if
(1)(A) federal patent law excuses Perlman from accepting performance from
or rendering performance to an entity
other than Catapult...; and
(B) Perlman does not consent to such
assumptionTTTT
11 U.S.C. § 365(c) (substitutions in italics).
Since federal patent law makes nonexclusive
patent licenses personal and nondelegable,
§ 365(c)(1)(A) is satisfied. Perlman has
declaration stated that, pursuant to its terms, the
license has since become nonexclusive. Because
Catapult has not offered any rebuttal evidence,
and because neither party raised the issue in
connection with the issues raised in this appeal,
we will assume that the Perlman licenses are
nonexclusive. Accordingly, we express no opinion regarding the assignability of exclusive patent
licenses under federal law, and note that we
expressed no opinion on this subject in Everex.
See Everex, 89 F.3d at 679 (‘‘Federal law holds a
nonexclusive patent license to be personal and
nonassignable TTTT’’) (emphasis added).
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withheld his consent, thus satisfying
§ 365(c)(1)(B). Accordingly, the plain language of § 365(c)(1) bars Catapult from assuming the Perlman licenses.
IV.
Catapult urges us to abandon the literal
language of § 365(c)(1) in favor of an alternative approach, reasoning that Congress did
not intend to bar debtors in possession from
assuming their own contracts where no assignment is contemplated. In Catapult’s
view, § 365(c)(1) should be interpreted as
embodying an ‘‘actual test’’: the statute bars
assumption by the debtor in possession only
where the reorganization in question results
in the nondebtor actually having to accept
performance from a third party. Under this
reading of § 365(c), the debtor in possession
would be permitted to assume any executory
contract, so long as no assignment was contemplated. Put another way, Catapult suggests that, as to a debtor in possession,
§ 365(c)(1) should be read to prohibit assumption and assignment, rather than assumption or assignment.
Catapult has marshalled considerable authority to support this reading. The arguments supporting Catapult’s position can be
divided into three categories: (1) the literal
reading creates inconsistencies within § 365;
(2) the literal reading is incompatible with
the legislative history; and (3) the literal
reading flies in the face of sound bankruptcy
policy. Nonetheless, we find that none of
these considerations justifies departing from
the plain language of § 365(c)(1).
A.
[5] Catapult first argues that a literal
reading of § 365(c)(1) sets the statute at war
with itself and its neighboring provisions.
Deviation from the plain language, contends
Catapult, is necessary if internal consistency
is to be achieved. We agree with Catapult
that a court should interpret a statute, if
possible, so as to minimize discord among
related provisions. See 2A NORMAN J.
SINGER, SUTHERLAND STATUTORY
CONSTRUCTION § 46.06 (5th ed. 1992)
(‘‘A statute should be construed so that effect
is given to all its provisions, so that no part
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will be inoperative or superfluous, void or
insignificant, and so that one section will not
destroy another unless the provision is the
result of obvious mistake or error.’’). However, the dire inconsistencies cited by Catapult turn out, on closer analysis, to be no
such thing.
Catapult, for example, singles out the interaction between § 365(c)(1) and § 365(f)(1)
as a statutory trouble spot. See In re Catron, 158 B.R. at 636 (exploring apparent
conflict between subsections (c)(1) and (f)(1));
In re Cardinal Indus., 116 B.R. at 976–77
(same). Subsection (f)(1) provides that executory contracts, once assumed, may be assigned notwithstanding any contrary provisions contained in the contract or applicable
law:
(f)(1) Except as provided in subsection (c)
of this section, notwithstanding a provision
in an executory contract or unexpired lease
of the debtor, or in applicable law, that
prohibits, restricts, or conditions the assignment of such contract or lease, the
trustee may assign such contract or lease
under paragraph (2) of this subsectionTTTT
11 U.S.C. § 365(f)(1) (emphasis added).
The potential conflict between subsections
(c)(1) and (f)(1) arises from their respective
treatments of ‘‘applicable law.’’ The plain
language of subsection (c)(1) bars assumption
(absent consent) whenever ‘‘applicable law’’
would bar assignment. Subsection (f)(1)
states that, contrary provisions in applicable
law notwithstanding, executory contracts
may be assigned. Since assumption is a
necessary prerequisite to assignment under
§ 365, see 11 U.S.C. § 365(f)(2)(A), a literal
reading of subsection (c)(1) appears to render
subsection (f)(1) superfluous. In the words
of the Sixth Circuit, ‘‘[S]ection 365(c), the
recognized exception to 365(f), appears at
first to resuscitate in full the very anti-assignment ‘applicable law’ which 365(f) nullifies.’’ In re Magness, 972 F.2d 689, 695 (6th
Cir.1992) (Guy, J., concurring). Faced with
this dilemma, one district court reluctantly
concluded that the ‘‘[c]onflict between subsections (c) and (f) of § 365 is inescapable.’’
See In re Catron, 158 B.R. at 636.
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[6, 7] Subsequent authority, however,
suggests that this conclusion may have been
unduly pessimistic. The Sixth Circuit has
credibly reconciled the warring provisions by
noting that ‘‘each subsection recognizes an
‘applicable law’ of markedly different scope.’’
In re Magness, 972 F.2d at 695; accord In re
James Cable, 27 F.3d at 537–38; In re Lil’
Things, Inc., 220 B.R. 583, 590–91 (Bankr.
N.D.Tex.1998); In re Antonelli, 148 B.R.
443, 448 (D.Md.1992), aff’d without op., 4
F.3d 984 (4th Cir.1993). Subsection (f)(1)
states the broad rule—a law that, as a general matter, ‘‘prohibits, restricts, or conditions
the assignment’’ of executory contracts is
trumped by the provisions of subsection
(f)(1). See In re James Cable, 27 F.3d at
538; Magness, 972 F.2d at 695. Subsection
(c)(1), however, states a carefully crafted exception to the broad rule—where applicable
law does not merely recite a general ban on
assignment, but instead more specifically
‘‘excuses a party TTT from accepting performance from or rendering performance to an
entity’’ different from the one with which the
party originally contracted, the applicable
law prevails over subsection (f)(1). See id.
In other words, in determining whether an
‘‘applicable law’’ stands or falls under
§ 365(f)(1), a court must ask why the ‘‘applicable law’’ prohibits assignment. See In re
Magness, 972 F.2d at 700 (J. Guy, concurring); In re Antonelli, 148 B.R. at 448. Only
if the law prohibits assignment on the rationale that the identity of the contracting party
is material to the agreement will subsection
(c)(1) rescue it.4 See id. We agree with the
Sixth and Eleventh Circuits that a literal
reading of subsection (c)(1) does not inevitably set it at odds with subsection (f)(1).
Catapult next focuses on the internal
structure of § 365(c)(1) itself. According to
Catapult, the literal approach to subsection
4. We note that, in the instant case, the federal
law principle against the assignability of nonexclusive patent licenses is rooted in the personal
nature of a nonexclusive license—the identity of
a licensee may matter a great deal to a licensor.
See In re CFLC, 89 F.3d at 679 (explaining rationale behind federal law rule against assignability).
5.

The phrase in question was added by Congress
in 1984, replacing an earlier formulation focusing on the ‘‘trustee or an assignee’’:

(c)(1) renders the phrase ‘‘or the debtor in
possession’’ contained in § 365(c)(1)(A) superfluous.5 In the words of one bankruptcy
court, ‘‘[i]f the directive of Section 365(c)(1) is
to prohibit assumption whenever applicable
law excuses performance relative to any entity other than the debtor, why add the words
‘or debtor in possession?’ The [hypothetical]
test renders this phrase surplusage.’’ In re
Hartec, 117 B.R. at 871–72; accord In re
Fastrax, Inc., 129 B.R. at 277; In re Cardinal Indus., 116 B.R. at 979.
A close reading of § 365(c)(1), however,
dispels this notion. By its terms, subsection
(c)(1) addresses two conceptually distinct
events: assumption and assignment. The
plain language of the provision makes it clear
that each of these events is contingent on the
nondebtor’s separate consent. Consequently, where a nondebtor consents to the assumption of an executory contract, subsection (c)(1) will have to be applied a second
time if the debtor in possession wishes to
assign the contract in question. On that
second application, the relevant question
would be whether ‘‘applicable law excuses a
party from accepting performance from or
rendering performance to an entity other
than TTT the debtor in possession.’’ 11
U.S.C. § 365(c)(1)(A) (emphasis added).
Consequently, the phrase ‘‘debtor in possession,’’ far from being rendered superfluous
by a literal reading of subsection (c)(1), dovetails neatly with the disjunctive language that
opens subsection (c)(1): ‘‘The trustee may
not assume or assignTTTT’’ 11 U.S.C.
§ 365(c) (emphasis added); cf. In re Catron,
158 B.R. at 636 (rejecting argument that
literal reading of § 365(c) makes ‘‘or assign’’
superfluous insofar as assumption is a prerequisite to assignment).
(1)(A) applicable law excuses a party, other
than the debtor, to such contract or lease from
accepting performance from or rendering performance to an entity other than the trustee or
an assignee of such contract or lease the debtor
or the debtor in possession, whether or not such
contract or lease prohibits or restricts assignment of rights or delegation of duties.
11 U.S.C. § 365(c)(1)(A) (prior language stricken
through).
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A third potential inconsistency identified
by Catapult relates to § 365(c)(2). According to Catapult, a literal reading of subsection (c)(1) renders subsection (c)(2) a dead
letter. See In re Cardinal Indus., 116 B.R.
at 980 (explicating this argument). Subsection (c)(2) provides:
(c) The trustee may not assume or assign
any executory contract or unexpired lease
of the debtor, whether or not such contract
or lease prohibits or restricts assignment
of rights or delegation of duties, if
(2) such contract is a contract to make a
loan, or extend other debt financing or
financial accommodations, to or for the
benefit of the debtor, or to issue a security of the debtorTTTT

F.2d 1089, 1093 (9th Cir.1991) (‘‘Section
365(c)(2) unambiguously prohibits the assumption of financial accommodation contracts, regardless of the consent of the nondebtor party.’’); 2 WILLIAM L. NORTON,
JR., NORTON BANKRUPTCY LAW AND
PRACTICE 2D § 39:19 (‘‘[T]he correct view
is that executory credit contracts may not be
assumed in bankruptcy regardless of the desires of the parties.’’). Accordingly, contrary
to Catapult’s assertion, subsection (c)(1) does
not necessarily catch upriver all the fish that
would otherwise be netted by subsection
(c)(2). Once again, the ‘‘inconsistency’’ identified by Catapult proves evanescent under
close scrutiny. We see no reason why these
two provisions cannot happily coexist.6

11 U.S.C. § 365(c)(2). According to Catapult, the contracts encompassed by subsection (c)(2) are all nonassignable as a matter
of applicable state law. As a result, a literal reading of subsection (c)(1) would
seem to snare and dispose of every executory contract within subsection (c)(2)’s
scope. Perlman, however, persuasively rebuts this argument, noting that even if the
state law governing the assignability of
loan agreements and financing contracts is
relatively uniform today, Congress by enacting subsection (c)(2) cemented nationwide uniformity in the bankruptcy context,
effectively ensuring creditors that these
particular contracts would not be assumable
in bankruptcy. Put another way, it is the
national uniformity of applicable state law
that has rendered subsection (c)(2) superfluous, not the terms of subsection (c)(1).

We conclude that the claimed inconsistencies are not actual and that the plain language of § 365(c)(1) compels the result Perlman urges: Catapult may not assume the
Perlman licenses over Perlman’s objection.
Catapult has not demonstrated that, in according the words of subsection (c)(1) their
plain meaning, we do violence to subsection
(c)(1) or the provisions that accompany it.

In any event, subsection (c)(1) does not
completely swallow up subsection (c)(2).
Subsection (c)(1) by its terms permits assumption and assignment of executory loan
agreements so long as the nondebtor consents. See 11 U.S.C. § 365(c)(1)(B). Subsection (c)(2), in contrast, bans assumption and
assignment of such agreements, consent of
the nondebtor notwithstanding. See Transamerica Commercial Fin. Corp. v. Citibank,
N.A. (In re Sun Runner Marine, Inc.), 945
6.

Catapult also advances what it claims is a
fourth inconsistency by contrasting the plain language of § 365(c)(1) with the provisions of
§ 365(e)(1), which nullifies ‘‘ipso facto’’ clauses.

B.
[8] Catapult next urges that legislative
history requires disregard of the plain language of § 365(c)(1). First off, because we
discern no ambiguity in the plain statutory
language, we need not resort to legislative
history. See Davis v. Michigan Dep’t of
Treasury, 489 U.S. 803, 808–09 n. 3, 109 S.Ct.
1500, 103 L.Ed.2d 891 (1989) (‘‘Legislative
history is irrelevant to the interpretation of
an unambiguous statute.’’); Gumport v. Sterling Press (In re Transcon Lines), 58 F.3d
1432, 1437 (9th Cir.1995); Brooker v. Desert
Hosp. Corp., 947 F.2d 412, 414 (9th Cir.1991).
[9] We will depart from this rule, if at all,
only where the legislative history clearly indicates that Congress meant something other
than what it said. See City of Auburn v.
United States, 154 F.3d 1025, 1029 (9th Cir.
1998); California v. Montrose Chem. Corp.,
104 F.3d 1507, 1515 (9th Cir.1997). Here,
In rejecting this contention, it is enough to note
that § 365(e)(2)(A) expressly revives ‘‘ipso facto’’
clauses in precisely the same executory contracts
that fall within the scope of § 365(c)(1).
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the legislative history unearthed by Catapult
falls far short of this mark. The legislative
history behind § 365(c) was exhaustively analyzed by the bankruptcy court in In re
Cardinal Industries, 116 B.R. at 978–80. Its
discussion makes it clear that there exists no
contemporaneous legislative history regarding the current formulation of subsection
(c)(1). Id. at 978 (‘‘[T]here is no authoritative legislative history for BAFJA as enacted
in 1984.’’). Catapult, however, argues that
the language as ultimately enacted in 1984
had its genesis in a 1980 House amendment
to an earlier Senate technical corrections bill.
The amendment was accompanied by ‘‘a relatively obscure committee report.’’ 1 DAVID
G. EPSTEIN, STEVE H. NICKLES &
JAMES J. WHITE, BANKRUPTCY § 5–15
(1992). In explaining the amendment, the
report stated:
This amendment makes it clear that the
prohibition against a trustee’s power to
assume an executory contract does not apply where it is the debtor that is in possession and the performance to be given or
received under a personal service contract
will be the same as if no petition had been
filed because of the personal service nature
of the contract.
In re Cardinal Indus., 116 B.R. at 979 (quoting H.R.Rep. No. 1195, 96th Cong., 2d Sess.
§ 27(b) (1980)).7 However, since the report
relates to a different proposed bill, predates
enactment of § 365(c)(1) by several years,
and expresses at most the thoughts of only
one committee in the House, we are not
inclined to view it as the sort of clear indication of contrary intent that would overcome
the unambiguous language of subsection
(c)(1).8
7.

We note that several courts have relied on this
legislative history in rejecting the ‘‘hypothetical
test’’ in favor of the ‘‘actual test.’’ See, e.g.,
Summit Invest. and Dev. Corp. v. Leroux, 69 F.3d
608, 613 (1st Cir.1995); In re Fastrax, 129 B.R.
at 277. For the reasons set forth herein, we
respectfully disagree with their analysis.

8. Catapult also would find favorable legislative
history in the enactment of § 365(c)(2). Its argument draws an inference against the hypothetical
test from Congress’ enactment of subsection
(c)(2) in the face of statements in the House
report implying that (c)(2) is unnecessary in light

C.
Catapult makes the appealing argument
that, as a leading bankruptcy commentator
has pointed out, there are policy reasons to
prefer the ‘‘actual test.’’ See 3 LAWRENCE
P. KING, COLLIER ON BANKRUPTCY
§ 365.06[1][d][iii] (15th ed. revised) (arguing
that sound bankruptcy policy supports the
actual test). That may be so, but Congress
is the policy maker, not the courts.
[10] Policy arguments cannot displace
the plain language of the statute; that the
plain language of § 365(c)(1) may be bad
policy does not justify a judicial rewrite.
And a rewrite is precisely what the actual
test requires. The statute expressly provides that a debtor in possession ‘‘may not
assume or assign’’ an executory contract
where applicable law bars assignment and
the nondebtor objects. 11 U.S.C. § 365(c)(1)
(emphasis added). The actual test effectively
engrafts a narrow exception onto § 365(c)(1)
for debtors in possession, providing that, as
to them, the statute only prohibits assumption and assignment, as opposed to assumption or assignment. See In re Fastrax, 129
B.R. at 277 (admitting that, by adopting the
actual test, the court reads the word ‘‘assume’’ out of subsection (c) with respect to
debtors in possession).
V.
[11] Because the statute speaks clearly,
and its plain language does not produce a
patently absurd result or contravene any
clear legislative history, we must ‘‘hold Congress to its words.’’ 9 Brooker, 947 F.2d at
414–15. Accordingly, we hold that, where
applicable nonbankruptcy law makes an executory contract nonassignable because the
of (c)(1). As noted above, subsection (c)(2) is not
inconsistent with the literal reading of subsection
(c)(1), and thus its adoption does not undermine
the hypothetical test.
9.

We emphasize that our holding today is based
on the plain language of the statute, and does not
rely on the ‘‘separate entity’’ theory touched on
in In re West Elecs., 852 F.2d at 83, and subsequently discredited in NLRB v. Bildisco & Bildisco, 465 U.S. 513, 528, 104 S.Ct. 1188, 79
L.Ed.2d 482 (1984).
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identity of the nondebtor party is material, a
debtor in possession may not assume the
contract absent consent of the nondebtor
party. A straightforward application of
§ 365(c)(1) to the circumstances of this case
precludes Catapult from assuming the Perlman licenses over Perlman’s objection. Consequently, the bankruptcy court erred when
it approved Catapult’s motion to assume the
Perlman licenses, and the district court erred
in affirming the bankruptcy court.
REVERSED.

,
UNITED STATES of America,
Plaintiff–Appellee,
v.
Robert W. UNSER, Defendant–Appellant.
No. 97–1241.
United States Court of Appeals,
Tenth Circuit.
Jan. 4, 1999.

Following bench trial, defendant was
convicted in the United States District Court
for the District of Colorado of unlawful possession and operation of a motor vehicle
within a National Forest Wilderness Area.
Defendant appealed. The Court of Appeals,
Holloway, Circuit Judge, held that: (1) offense was public welfare offense with no
mens rea requirement; (2) defendant had
burden of proof on defense of necessity; (3)
finding that defendant failed to establish defense of necessity was supported by evidence; (4) defendant was not in custody at
time he made statements to forest service
agents; and (5) defendant’s statements were
voluntary.
Affirmed.
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1. Criminal Law O1144.13(3)
On appeal from a criminal conviction,
Court of Appeals views the evidence in the
light most favorable to the prosecution.
2. Criminal Law O1158(1)
Where the trial judge found the facts
specially, in a criminal trial, even though not
requested to do so, the findings may not be
disturbed unless clearly erroneous.
3. Woods and Forests O10
Offense of unlawful possession and operation of a motor vehicle within a National
Forest Wilderness Area is public welfare offense with no mens rea requirement, even
though penalties for offense, including $5,000
fine, imprisonment for not more than six
months, or both, are not de minimis. 16
U.S.C.A. § 551; 36 C.F.R. § 261.16(a).
4. Criminal Law O330
Woods and Forests O12
Defendant had burden of proof on defense of necessity, in prosecution for unlawful
possession and operation of a motor vehicle
within a National Forest Wilderness Area, as
offense did not require proof of any intent or
knowledge that motor vehicle was taken into
protected area, defendant was most likely to
have access to facts needed to prove such
defense, and it would be impractical to impose on government the burden of disproving
necessity beyond a reasonable doubt. 16
U.S.C.A. § 551; 36 C.F.R. § 261.16(a).
5. Criminal Law O1136
Defendant preserved claim that government, not defendant, had burden of proof on
necessity defense, in prosecution for unlawful
possession and operation of a motor vehicle
within a National Forest Wilderness Area,
although defendant twice stated, in written
submissions to district court, that burden of
proof was on him, where district court evidently did not hold defendant to this position,
but instead permitted him later to argue that
burden should be on government, and government did not urge on appeal that issue
was waived.
6. Criminal Law O38
The necessity defense may excuse an
otherwise unlawful act if the defendant shows
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ute much of the meth he manufactured.
They find as a fact without any evidence
that I can find in the record supporting it
that the defendant sold 180 grams of meth.
They also disagreed with the Department
of Justice that the defendant could be
cured or rehabilitated from his drug addiction within the 18 months provided in the
plea agreement and believe that an additional three years was necessary to cure
the addiction and rehabilitate the defendant. Contrary to the sentencing judge’s
conclusion, the government believed that a
5–year sentence would be much ‘‘greater
than necessary’’ under § 3553 to serve the
purposes of rehabilitation and deterrence
and so advised the court in the plea agreement.
In situations such as this one where
there is a large deviation from a plea
agreement—in this case a tripling of the
sentence—plus a sentence characterized
throughout by the sentencing judge as an
‘‘upward departure,’’ the sentencing guidelines provide that ‘‘the Court of Appeals
shall review de novo the district court’s
application of the guidelines to the facts.’’
18 U.S.C. § 3742(c)(1), (e). The Supreme
Court has in no way overruled this congressional concept, as my colleagues insist.
It only makes sense for the court of appeals to give de novo review when the
district court both departs upward and
triples the plea agreement sentence. Applying de novo review, I would remand the
case to the district court with instructions
to sentence the defendant within the plea
agreement. I see no reason to disagree
with the government that the defendant
could not be rehabilitated and cured of his
addiction within 18 months, and the sentencing judge and my colleagues give no
reason whatever for their disagreement. I
do not agree with them that the maximum
sentence of 20 years is a factor that should
be taken into account in this sentencing
case. That is irrelevant, and constitutes
reversible error in and of itself. Nor do I

find in the record any evidence whatever
that the defendant sold or distributed
much of the meth he manufactured. The
defendant is simply a poor soul with many
physical ailments who is addicted to meth.
Providence would not insist on the law’s
vengeance in this case; and I do not understand what my colleagues and the sentencing judge are avenging by tripling the
sentence that the government prosecutor
believed was fair and reasonable.
Of course, as I have said now in many
other cases, I do not agree that the sentencing judge or the courts of appeals are
empowered after the Blakely–Booker–
Cunningham line of cases to make findings of fact beyond the facts of the jury
verdict or guilty pleas—new fact findings
that ratchet up the sentence. See United
States v. Thompson, 515 F.3d 556 (6th
Cir.2008); United States v. Phinazee, 515
F.3d 511 (6th Cir.2008); United States v.
Sedore, 512 F.3d 819 (6th Cir.2008); United States v. Sexton, 512 F.3d 326 (6th
Cir.2008). This case is one more example
of American ‘‘exceptionalism’’: the fact
that we continue to live through a period
of harsh, irrational punishment, which has
now produced a national prison population
of 2.3 million—by far, the highest in the
world—and an enormous increase in prison costs in the last 20 years since sentencing guidelines at the state and national
levels went into effect.

,
In re AIRADIGM COMMUNICATIONS,
INC., Debtor.
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Airadigm Communications, Inc.,
Appellant, Cross–Appellee,
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1. Bankruptcy O3568(2)

v.
Federal Communications Commission,
Appellee, Cross–Appellant.
Nos. 07–2212, 07–2430, 07–2529.
United States Court of Appeals,
Seventh Circuit.
Argued Nov. 6, 2007.

The ‘‘default rule,’’ under bankruptcy
provision stating that after confirmation of
reorganization plan, property dealt with by
plan is free and clear of all claims and
interests of creditors, is that if a secured
creditor participates in the debtor’s bankruptcy and the ultimate plan does not preserve the creditor’s interest, the interest is
gone. 11 U.S.C.A. § 1141(c).
See publication Words and Phrases for other judicial constructions
and definitions.

Decided March 12, 2008.
Rehearing and Rehearing En Banc
Denied May 13, 2008.
Background: Cellular service provider, as
Chapter 11 debtor, filed adversary proceeding seeking to divest Federal Communications Commission (FCC) of security
interests in personal communications services (PCS) licenses. The Bankruptcy
Court, Robert D. Martin, Chief Judge, 372
B.R. 894, granted FCC summary judgment, and ultimately approved second reorganization plan with FCC as partially
secured creditor. Parties appealed. The
District Court for the Western District of
Wisconsin, John C. Shabaz, J., affirmed.
Parties appealed.
Holdings: The Court of Appeals, Flaum,
Circuit Judge, held that:
(1) plan’s silence did not extinguish FCC’s
security interests;
(2) FCC’s interests could not be avoided
by strong-arm provision;
(3) due-on-sale provision of FCC regulation was not lien required to be retained under plan;

2. Bankruptcy O3568(2)
Federal Communications Commission’s (FCC) security interests in personal
communications services (PCS) licenses
held by cellular service provider, as Chapter 11 debtor, were not ‘‘dealt with’’ in
reorganization plan, within meaning of default rule extinguishing participating secured creditor’s interest if dealt with and
not preserved in plan, although plan set
out various payment options if FCC ever
reinstated licenses, and thus, plan’s silence
regarding FCC’s security interests did not
extinguish such interests in licenses that
all parties to plan erroneously believed
were validly cancelled due to bankruptcy
and that were not reinstated. 11 U.S.C.A.
§ 1141(c); Communications Act of 1934,
§ 309(j)(4), 47 U.S.C.A. § 309(j)(4); 47
C.F.R. §§ 1.2110(g)(3), 1.2110(g)(4)(iv).
See publication Words and Phrases for other judicial constructions
and definitions.

3. Bankruptcy O3501

(4) in matter of first impression, bankruptcy court has affirmative power to release third parties from non-consensual
creditor’s claims; and

A Chapter 11 reorganization modifies
the capital structure of a bankrupt enterprise.

(5) release limiting liability of third party
to non-consensual creditor was appropriate.

A secured creditor’s interests in the
debtor’s property can be ‘‘dealt with’’ in a
variety of ways, within meaning of default
rule, extinguishing participating secured

Affirmed.

4. Bankruptcy O3568(2)
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creditor’s interest if dealt with but unpreserved in plan, including through modification, impairment, exchange, or even elimination.
11
U.S.C.A.
§§ 1126(d),
1129(b)(2)(A)(I),
1129(b)(2)(A)(i)(II),
1129(b)(2)(A)(iii).

provision. 11 U.S.C.A. § 544(a)(1); Communications Act of 1934, §§ 301, 309(j)(1),
(j)(3)(C), 310(d), 47 U.S.C.A. §§ 301,
309(j)(1), (j)(3)(C), 310(d); 47 C.F.R.
§ 1.2110(g)(4); W.S.A. § 409.515(1), (3).

5. Bankruptcy O2704
Under the bankruptcy ‘‘strong arm’’
provision, which functions much like a
foreclosure, if at the time of a debtor-inpossession’s filing some hypothetical unsecured creditor could have obtained a judicial lien superior to the interest of the
party bringing a secured claim in the
bankruptcy proceeding, the estate can
avoid the interest, but unlike a regular
foreclosure, the property simply becomes
the estate’s free of the secured lien. 11
U.S.C.A. § 544(a)(1).

8. Bankruptcy O2704

See publication Words and Phrases for other judicial constructions
and definitions.

6. Bankruptcy O2574, 2704
When the property subject to strong
arm power by debtor-in-possession falls
outside of state commercial codes by virtue
of the federal interest or the nature of the
property, federal law provides the rule of
decision regarding perfection of security
interests, and if a federal statute speaks to
the issue directly, the court will look no
further, but barring that, state law can be
adopted as the rule of decision, or a federal rule of common law can be crafted. 11
U.S.C.A. § 544(a)(1).
7. Bankruptcy O2576.5(2), 2704
Federal statutory and regulatory law,
which prevented hypothetical lien creditor
from obtaining superior interest in Federal
Communications Commission (FCC) license pursuant to bankruptcy code, rather
than laws of Uniform Commercial Code or
Wisconsin, under which FCC’s interests
would be unperfected and thus avoidable
due to failure to renew licenses, applied to
determination of whether FCC’s interests
were avoided by bankruptcy strong arm

Hypothetical private party lien creditor’s rights at time of cellular services
provider’s Chapter 11 filing were precluded from being superior to interests of Federal Communications Commission (FCC)
in personal communications services (PCS)
licenses, under federal non-bankruptcy
law, and thereby FCC’s interests were not
avoidable, pursuant to bankruptcy strong
arm provision. 11 U.S.C.A. § 544(a)(1);
Communications Act of 1934, §§ 301,
309(j)(1), (j)(3)(C), 310(d), 47 U.S.C.A.
§§ 301, 309(j)(1), (j)(3)(C), 310(d); 47
C.F.R. § 1.2110(g)(4).
9. Bankruptcy O3770
Federal Communications Commission
(FCC) waived claim of entitlement to higher interest rate under reorganization plan,
on secured interests in personal communications services (PCS) licenses held by cellular services provider, as Chapter 11
debtor, since FCC failed to raise claim
before bankruptcy court so as to preserve
claim for appeal. 11 U.S.C.A. § 1111(b).
10. Bankruptcy O3564
Due-on-sale provision of Federal
Communications Commission’s (FCC) regulation, requiring licensee under installment plan to pay back full amount upon
transfer of licenses, was not ‘‘charge
against or interest in property,’’ for purposes of cramdown provision, but rather
simply governed terms of debt payment,
and thus, due-on-sale provision was not
required to be referenced in debtor cellular services provider’s reorganization plan.
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11 U.S.C.A. §§ 101(37), 1129(b)(2)(A)(i)(I);
47 C.F.R. § 1.2111(c)(1).
See publication Words and Phrases for other judicial constructions
and definitions.

of any other entity for, such debt.
U.S.C.A. § 524(e).
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17. Bankruptcy O2125

11. Bankruptcy O2002
In the event that the Federal Communications Commission (FCC) has issued
regulations that conflict with the requirements of the Bankruptcy Code, the Bankruptcy Code governs due to the time-honored rule of legislative supremacy. 11
U.S.C.A. § 701 et seq.
12. Bankruptcy O2002
In the event that the Federal Communications Commission (FCC) has issued
regulations that conflict with the requirements of the Bankruptcy Code, the former
must give way. 11 U.S.C.A. § 701 et seq.
13. Bankruptcy O3549
A bankruptcy court cannot nullify the
effect of a duly enacted regulation as part
of the plan unless the regulation conflicts
with the Bankruptcy Code or otherwise
falls within the ambit of the powers conferred upon the court.
14. Bankruptcy O2363.1, 3549
In providing the debtor with a ‘‘fresh
start,’’ the bankruptcy court could not bolster the reorganization with a prospective
freedom from all regulation.
15. Bankruptcy O2837
The bankruptcy court has broad powers under the Bankruptcy Code to modify
terms of payment for a claim, and this
power obtains with no less sweep when the
terms of payment are contained in federal
regulations.
16. Bankruptcy O3412
Release of third parties from liability
to non-consensual creditor is not foreclosed by bankruptcy provision, stating that
discharge of debt of debtor does not affect
liability of another entity on, or property

A bankruptcy court applies the principles and rules of equity jurisprudence, and
its equitable powers are traditionally
broad. 11 U.S.C.A. § 105(a).
18. Bankruptcy O2126
Bankruptcy court’s residual authority
permits the court to affirmatively release
third parties from liability to participating
creditors if the release is appropriate and
not inconsistent with any provision of the
Bankruptcy Code. 11 U.S.C.A. §§ 105(a),
1123(b)(6).
19. Bankruptcy O3555
Release limiting liability, except for
willful misconduct, of third-party financier
of cellular services provider, as Chapter 11
debtor, in connection with reorganization
plan, was within bankruptcy court’s affirmative powers as necessary for reorganization and appropriately tailored, despite
that Federal Communications Commission
(FCC) held secured interests in licenses
held by debtor and did not consent to
release, where narrow limitation did not
provide blanket immunity and did not affect matters beyond jurisdiction of bankruptcy court or unrelated to reorganization, limitation was subject to other plan
provisions including provision preserving
FCC’s regulatory powers regarding licenses, and third party required limitation prior to providing financing essential to reorganization.
11
U.S.C.A.
§§ 105(a),
1123(b)(6).

Jeffrey Clair (argued), Lloyd H. Randolph, J. Christopher Kohn, Mary A.
DeFalaise, Department of Justice, Civil
Division, John Rogovin, Federal Commu-
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nications Commission, Washington, DC,
for Appellee, Cross–Appellant.
Ronald Barliant (argued), Kathryn A.
Pamenter, Goldberg, Kohn, Bell, Black,
Rosenbloom & Moritz, Chicago, IL, for
Airadigm Communications, Inc.
Before FLAUM, KANNE, ROVNER,
Circuit Judges.
FLAUM, Circuit Judge.
Debtor-appellant, Airadigm Communications, Inc. is a cellular-service provider.
In 1996, it successfully bid for fifteen personal communications services (‘‘PCS’’) licenses as part of an FCC auction and
opted to pay off the licenses under an
installment plan set up by the FCC. For
Airadigm, however, the airwaves were too
turbulent, and by 1999 it had filed for
chapter–11 bankruptcy. Almost immediately, the FCC cancelled Airadigm’s PCS
licenses and filed a proof of claim in bankruptcy court for the remaining amounts
owed under the installment plan. The ensuing reorganization proceeded under the
assumption that the licenses were gone,
having been validly cancelled. And although the ultimate reorganization plan
set out several contingencies in the event
the FCC reinstated the licenses—which it
never did—it provided little else regarding
the licenses’ status after the reorganization. In 2003, the Supreme Court decided
FCC v. NextWave Personal Communications, Inc. v. 537 U.S. 293, 123 S.Ct. 832,
154 L.Ed.2d 863 (2003), and held that the
FCC could not cancel a debtor’s PCS licenses just because it had filed for bankruptcy. The FCC conceded a few months
later that it had been wrong to terminate
Airadigm’s licenses and reinstated them as
though they had never been cancelled.
Airadigm filed a second chapter–11 petition in May 2006 to tie up the loose ends
from the fairly significant legal developments that had come about since its first
reorganization. As part of its second fil-

ing, Airadigm commenced this adversary
proceeding against the FCC, seeking to
eliminate the FCC’s continuing interest in
the licenses based on the 2000 reorganization plan. The bankruptcy court held that
the 2000 plan had not affected the FCC’s
interests in the licenses and subsequently
ratified a second plan with the FCC as a
partially secured creditor. Both parties
appealed—the FCC objected to its treatment under the plan; Airadigm objected
to the FCC’s continuing interests in the
licenses. The district court affirmed the
bankruptcy court in all relevant respects,
and, for the reasons set out below, so do
we.
I.

Background

Section 309(j) of the Communications
Act of 1934, as amended in 1993, authorizes the FCC to award licenses to use the
electromagnetic spectrum ‘‘through a system of competitive bidding,’’ that is, an
auction. 47 U.S.C. § 309(j)(1) (2006).
Congress recognized that an auction had
several advantages over the available alternatives, such as the ‘‘development and
rapid deployment of new technologies,’’ 47
U.S.C. § 309(j)(3)(A) (2006), and the ‘‘recovery for the public TTT a portion of the
value of the public spectrum resource,’’ 47
U.S.C. § 309(j)(3)(C). Despite these benefits, a market-based design could concentrate ownership of licenses in the hands of
those relatively few businesses that could
afford the up-front cost. As a result, the
Communications Act directs the FCC to
structure the auction to ‘‘avoid the excessive concentration of licenses,’’ 47 U.S.C.
§ 309(j)(3)(B), specifically by ‘‘consider[ing] alternative payment schedules TTT,
including TTT guaranteed installment payments.’’ 47 U.S.C. § 309(j)(4).
Against this legislative backdrop, the
FCC adopted rules to auction off portions
of the spectrum used for personal commu-
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nications services (‘‘PCS’’), that segment
used for a number of forms of wireless
communication. In re Implementation of
Section 309(j) of the Communications Act,
9 F.C.C.R. 5532 (1994). The FCC specified two of the six frequency blocks being
auctioned—Blocks C and F—for smaller
businesses who, being unable to afford the
lump sum, could pay for their licenses in
installments. 47 C.F.R. § 24.709 (2007).
To ensure payment, the FCC made payment-in-full a condition precedent to obtaining
a
license,
47
C.F.R.
§ 1.2110(g)(4)(iv), and executed a promissory note and security agreement to secure its interest in each license, id.
§ 1.2110(g)(3). If the successful bidder
fell into default, ‘‘its license [would] automatically cancel, and it [would] be subject
to debt collection procedures.’’ Id.
In 1996, the FCC conducted the auction.
Airadigm was the highest bidder for fifteen licenses—thirteen of which were ‘‘Cblock’’ and two of which ‘‘F-block’’ segments covering Michigan, Iowa, and Wisconsin—and agreed to pay off what it had
bid in quarterly installments, plus interest,
over a ten-year period. Airadigm paid
10% of the purchase price, signed fifteen
promissory notes recognizing its debt to
the FCC, and executed fifteen security
agreements. The licenses themselves stated that they were conditioned on the ‘‘full
and timely payment of all monies due pursuant to [FCC regulations] and the terms
of the Commission’s installment plan.’’
The FCC then sought to perfect its interests in the licenses by, among other things,
filing UCC financing statements with the
office of the Wisconsin Secretary of State.
Airadigm soon met financial problems
and could not meet its obligations to the
FCC. In 1999, it filed a petition for reorganization in the Western District of Wisconsin. The FCC allowed Airadigm to continue using its portion of the spectrum but
cancelled Airadigm’s licenses and filed a
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proof of claim in the bankruptcy court for
$64.2 million, Airadigm’s remaining balance. In its proof of claim, the FCC stated that, because it had cancelled the licenses, it was an unsecured creditor. Hedging
a bit, the FCC also said that if it did not
actually have the authority to cancel the
licenses, its debt was instead secured by
the licenses themselves, attaching proof of
its security interests to its claim. The
FCC otherwise participated in Airadigm’s
bankruptcy, filing a notice of appearance
and ultimately objecting to its treatment
as an unsecured creditor under the plan.
The 2000 reorganization proceeded under the assumption that the FCC had
properly cancelled the licenses. The plan
provided that the FCC had an allowed
claim of $64.2 million and laid out several
contingencies should the FCC reinstate
the licenses. The reorganization hinged
on financing by a third party, Telephone
and Data Systems (‘‘TDS’’). Should the
FCC reinstate the licenses by February
2001, TDS would pay the FCC’s claim in
full. If the FCC did not reinstate the
licenses by February 2001, but did so by
June 2002, TDS had the option of paying
off the claim, but was not obligated to do
so. But if the FCC never reinstated the
licenses or ‘‘fail[ed] to act TTT in a timely
manner,’’ the plan provided that TDS
would obtain all of Airadigm’s assets except the licenses. The plan was otherwise
silent as to the FCC’s exact interests in
the licenses and what would happen if the
FCC reinstated them after June 2002.
And the plan didn’t expressly preserve the
FCC’s security interest in the licenses,
instead stating that the plan ‘‘shall not
enjoin or in any way purport to limit,
restrict, affect or interfere with action initiated by the FCC in the full exercise of its
regulatory rights, powers and duties with
respect to the Licenses.’’
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The FCC never reinstated the licenses
and maintained its position that it had
validly cancelled them after Airadigm’s
1999 bankruptcy. In 2003, the Supreme
Court held otherwise in FCC v. NextWave
Personal Communications, Inc., 537 U.S.
293, 123 S.Ct. 832, 154 L.Ed.2d 863 (2003).
In nearly identical circumstances, the FCC
had cancelled NextWave’s C—and F-block
licenses after it had filed for bankruptcy.
The Court held that this action violated
the bankruptcy code and set aside the
FCC’s decision. After its own bankruptcy
in 1999, Airadigm had filed a petition before the FCC seeking to reinstate its cancelled licenses. On August 8, 2003, the
FCC denied this petition as moot, reasoning that, in light of NextWave, its cancellation of the licenses had been ‘‘ineffective.’’
In re Airadigm Communications, Inc., 18
F.C.C.R. 16296 (Aug. 8, 2003). Airadigm
thus had its licenses back as though they
had never been cancelled.
In light of this development, Airadigm
filed a second petition for reorganization
on May 8, 2006. As part of that reorganization, Airadigm filed the present adversary proceeding against the FCC, seeking
to divest it of any continuing interests in
the licenses. The bankruptcy court granted the FCC’s motion for summary judgment and rejected Airadigm’s claims.
Ultimately, on October 31, 2006, the
bankruptcy court approved a second plan
of reorganization, to which the FCC raised
two general objections. The first went to
the payment options under the plan.
Even though Airadigm owed the FCC
$64.2 million, the plan treated the FCC as
a secured creditor for only $33 million—
the then-current market value for the licenses. As a result, the FCC would have
two options with respect to Airadigm’s
debt: It could take an immediate payout of
1.

Airadigm could elect to surrender some or
all of its licenses back to the FCC. The value
of these surrendered licenses would then be

$33 million 1 and lose its liens in the licenses; or it could treat its entire $64.2 million
claim as secured and receive deferred payments totaling this greater amount over a
number of years. Under the latter option
(called a § 1111(b) election), the FCC
would retain liens for the full $64.2 million
and Airadigm would purchase and hold $33
million of government-backed securities or
low-risk annuities. Airadigm would use
the interest or payments from these instruments to make deferred payments to
the FCC over (at most) a thirty-year period. When the payments totaled $64.2 million, the liens would expire. If Airadigm
sold the licenses before making full payment, the FCC would receive the proceeds
of the sale and, if the sale amount was less
than $64.2 million, retain its liens in the
licenses.
The FCC argued in the bankruptcy
court that this last provision did not
square with the code. Specifically, the
FCC argued that a ‘‘due on sale’’ provision
set out in its regulations—stating that the
full auction bill is due if Airadigm transfers
the licenses to a third party that would not
otherwise qualify for installment payments—was part of the lien it held in a
license. The FCC wanted the full $64.2
million at the time of a sale to a nonqualifying third party, not the proceeds of
the sale plus a continuing lien in the licenses. Thus, in the FCC’s estimate, the
plan’s failure to preserve this provision
meant that the FCC had not ‘‘retain[ed] its
liens’’ as required by the bankruptcy code.
The bankruptcy court disagreed, reasoning
that due-on-sale provision was not part of
the lien itself and was instead contractual
and subject to modification in bankruptcy.
The FCC’s second objection went to a
provision that released the third-party finsubtracted from the secured amount. For
present purposes, we assume that Airadigm
will not make that election.
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ancier, TDS, from liability for ‘‘any act or
omission arising out of or in connection
with the TTT confirmation of this Plan TTT
except for willful misconduct.’’ Airadigm
owed TDS over $188 million in secured
claims, debt that Airadigm would somehow
have to finance if TDS were not involved in
the reorganization. In the bankruptcy
court’s estimate, there was ‘‘adequate’’
proof that TDS would not go forward without the limitation on liability ultimately
contained in the plan. The court held that
the release was reasonable given both
TDS’s centrality to the reorganization and
the potential for liability should TDS engage in ‘‘willful misconduct.’’
Both parties appealed to the district
court, who affirmed the bankruptcy court’s
decisions in relevant respects. Notably,
for the first time before the district court,
the FCC challenged the rate at which the
securities or annuities would pay out
should the FCC make the § 1111(b) election. The FCC wanted a higher interest
rate to move the secured $33 million up to
$64.2 million at a quicker pace, theoretically compensating the FCC for the risk that
Airadigm would not ultimately pay over
the accrued amounts. The district court
held that the FCC had waived this claim
by not presenting it before the bankruptcy
court. In the alternative, the court reasoned that the full-payment option complied with the terms of the bankruptcy
code and rejected the claim. This appeal
followed.
II.

Discussion

In their respective appeals, the parties
raise two issues each. Airadigm first argues that the bankruptcy and district
courts erred in holding that the FCC’s
security interests in the C—and F-block
licenses were not extinguished by the 2000
reorganization plan. In addition, Airadigm argues that the courts below erred in
holding that Airadigm could not avoid the
FCC’s interests in the licenses under 11
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U.S.C. § 544(a)(1), the ‘‘strong-arm’’ provision of the bankruptcy code. In its crossappeal, the FCC challenges its treatment
as an undersecured creditor in the 2006
reorganization plan. Finally, the FCC argues that the 2006 reorganization plan’s
provision limiting TDS’s liability to ‘‘willful
misconduct’’ does not comport with the
bankruptcy code. The following sections
discuss each in turn.
A. FCC’s Interests in the Licenses
Following the 2000 Reorganization
The 2000 reorganization proceeded under the assumption that the FCC had validly cancelled Airadigm’s licenses after it
declared bankruptcy in 1999, and thus the
plan made no mention of the status of the
FCC’s security interests following the reorganization. But the NextWave decision
proved this assumption wrong. The antidiscrimination provision of the bankruptcy
code, 11 U.S.C. § 525(a), prohibits the
FCC from cancelling PCS licenses just
because a license-holder has entered bankruptcy. Now the parties dispute the effect
of the 2000 reorganization plan’s silence in
light of NextWave. Both the bankruptcy
court and the district court held that the
silence did not extinguish the FCC’s continuing
interests—decisions
involving
mixed questions of fact and law that we
review de novo. Mungo v. Taylor, 355
F.3d 969, 974 (7th Cir.2004). For the reasons set out below, we affirm.
[1] Under some circumstances, a reorganization plan’s silence regarding a creditor’s continuing secured interest in the
debtor’s property can result in the elimination of the creditor’s lien. Section 1141(c)
of the bankruptcy code provides that ‘‘after confirmation of a plan, the property
dealt with by the plan is free and clear of
all claims and interests of creditorsTTTT’’
11 U.S.C. § 1141(c). As applied to liens
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and security interests, this means that
‘‘unless the plan of reorganization, or the
order confirming the plan, says that a lien
is preserved, it is extinguished by the confirmation.’’ In re Penrod, 50 F.3d 459, 463
(7th Cir.1995). This ‘‘default rule’’ applies
provided that the creditor ‘‘participated in
the reorganization’’ and, as required by
§ 1141(c) and at issue here, the property
was ‘‘dealt with by the plan.’’ Id. In other
words, if a secured creditor participates in
the debtor’s bankruptcy and the ultimate
plan does not preserve the creditor’s interest, the interest is gone.
We first articulated this rule in In re
Penrod. The Penrods were a family of
hog farmers who had given security interests in their hogs to Mutual Guaranty Corporation in exchange for a $150,000 loan.
The Penrods soon filed for bankruptcy,
and Mutual Guaranty then filed a proof of
claim. The resulting reorganization plan
provided that the Penrods would pay back
the remainder of the $150,000 loan in full
plus interest. But the plan said nothing
about Mutual Guaranty’s original liens.
When the Penrods sold their hogs for
slaughter after the reorganization, Mutual
Guaranty sought to enforce its liens in the
proceeds of the sale, as it could have done
under the original security agreement.
This Court, applying the rule stated above,
held that Mutual Guaranty’s security interests in the hogs were gone, replaced by
the payment schedule. The absence of an
express provision in the plan gave rise to
the presumption that Mutual Guaranty
had, in effect, ‘‘give[n] up [its] preexisting
liens’’ in exchange for the stream of payments. 50 F.3d at 463.
Neither party denies that the FCC ‘‘participated in the [2000] reorganization’’ or
that the security interests in the licenses
would otherwise constitute ‘‘interests of
creditors’’ under § 1141(c). But the parties do dispute whether the 2000 reorganization plan ‘‘dealt with’’ the licenses so as

to pull them within the ambit of § 1141(c)’s
‘‘default rule.’’ Airadigm points to the
provisions in the 2000 plan that set out the
various payment options should the FCC
ever reinstate the licenses. For example,
if the FCC had reinstated the licenses by
February 2001, TDS would pay the FCC’s
claim in full. Or, barring that, if the FCC
reinstated the licenses by June 2002, TDS
had the option of paying the claims, but
was not required to do so. These contingencies should suffice, in Airadigm’s view,
to show that the plan ‘‘dealt with’’ the
licenses. Because the plan did not expressly preserve the FCC’s continuing interests, Penrod applies, and the FCC’s
secured interests in the licenses would be
gone, relegating it to the heap of unsecured creditors. The FCC, on the other
hand, argues that the bankruptcy court
was correct in holding that a plan cannot
‘‘deal[ ] with’’ a security interest in a license if everyone erroneously believed that
the licenses were validly cancelled. We
agree.
[2–4] The 2000 reorganization plan’s
silence regarding the FCC’s security interests did not extinguish its continuing interests in the licenses. A chapter–11 reorganization ‘‘modifies the capital structure of a
bankrupt enterprise.’’ Penrod, 50 F.3d at
462. In reorganizing the bankrupt entity,
a secured creditor’s interests in the debtor’s property can be ‘‘dealt with’’ in a
variety of ways: through modification, impairment, exchange, or even elimination.
See, e.g., 11 U.S.C. § 1129(b)(2)(A)(I) (permitting secured creditors to retain the
liens); 11 U.S.C. § 1129(b)(2)(A)(i)(II)
(permitting approval of plan that exchanges the liens for ‘‘deferred cash payments’’); 11 U.S.C. § 1129(b)(2)(A)(iii)
(permitting exchanging the liens for ‘‘indubitable equivalent’’ of the value of creditor’s secured claim); 11 U.S.C. § 1126(d)
(permitting impairment of some interests
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if two-thirds of other creditors in class
approve). Among other things, these powers facilitate the reorganization. See In re
Regional Bldg. Systems, Inc., 254 F.3d
528, 532 (4th Cir.2001). A creditor wants
to get something for its secured interest,
and these provisions allow the creditor to
do so, such as an interest in the reorganized business. The debtor also emerges
from bankruptcy with property cleansed of
all hidden liens, ensuring that future businesses will transact with the reorganized
entity without fear that an unanticipated
creditor will emerge with a superior interest in purchased property. Penrod, 50
F.3d at 463; In re Regional Bldg. Systems, Inc., 254 F.3d at 533.
Penrod recognizes the practical reality
that if it appears that a creditor has received some sort of payment or otherwise
had its interest in property affected during
the reorganization, the parties did not also
agree to allow the creditor to keep its lien
after the reorganization unless the plan
specifically says so. Section 1141(c) and
the default rule announced in Penrod ensure that a potential creditor can look to a
reorganization plan to determine the extent of any other creditor’s continuing interest in property after the reorganization.
Penrod, 50 F.3d at 463. If the property is
‘‘dealt with’’ by the plan, the property is
‘‘free and clear of all claims and interests
of creditors.’’ 11 U.S.C. § 1141(c).
But for the plan to ‘‘deal[ ] with’’ property for purposes of § 1141(c), the plan itself
must give some indication that it has compensated the creditor for or otherwise impliedly affected its interest. In other
words, there must be some evidence that
the powers to affect the creditor’s interest
contained in the bankruptcy code—to exchange, extinguish, impair or otherwise
impact the interest—have in some way
been exercised—whether expressly or impliedly. In Penrod, the plan clearly ‘‘dealt
with’’ the bank’s liens in the hogs. Mutual
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Guaranty was entitled to a full payment
plus interest for the rest of the amount
owed by the Penrods after the reorganization, and Mutual Guaranty only participated in the bankruptcy because of its interest in the hogs. The inference was that
the payments contained in the plan compensated Mutual Guaranty for its contingent property right in the hogs and thus
extinguished that interest after reorganization. See generally In re Regional Bldg.
Sys., Inc., 254 F.3d at 530–33.
Not so here. Everyone, including the
bankruptcy court, the creditor, and the
debtor, assumed that the FCC had validly
cancelled the licenses. The plan thus only
affected or mentioned the licenses to the
extent that the FCC would eventually reinstate Airadigm’s interests in the licenses,
an event that never came to pass. The
plan itself referred to PCS licenses as the
‘‘Reinstated Licenses’’ throughout, defining them as those ‘‘Licenses as to which
the FCC grants by Final Order the relief
requested by the Debtor in the Petition for
Reinstatement.’’ To the extent that the
FCC would receive any future payment
from Airadigm for ‘‘Allowed claims,’’ it
would only occur ‘‘[o]n the Reinstatement
Payment Date,’’ meaning the ‘‘third Business Day after the’’ FCC reinstated the
licenses. Finally, the plan set out contingencies should the FCC reinstate the licenses before June 2002, but made no
provision for anything after this date. A
potential creditor transacting with Airadigm after June 2002 could not look to the
plan to determine any other creditor’s potential interests in the licenses because the
plan did not purport to affect the licenses
in any way if the FCC did not reinstate
them before June 2002. As a result, the
2000 plan did not ‘‘deal[ ] with’’ the licenses
in the event that the FCC did not reinstate
them, and this Court’s rule from Penrod
does not control.
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B. Applicability of the ‘‘Strong Arm’’
Provision to the FCC’s Interests
[5] Airadigm also appeals the lower
courts’ conclusions that the FCC’s liens
could not be avoided under § 544(a) of the
bankruptcy code, a decision regarding a
mixed question of law and fact that we
review de novo. Mungo, 355 F.3d at 974.
Airadigm, as the debtor-in-possession, has
the ‘‘rights and powers of TTT a creditor
that extends credit to the debtor at the
time of the commencement of the case, and
that obtains, at such time and with respect
to such credit, a judicial lien’’ on the property in question. 11 U.S.C. § 544(a)(1).
This ‘‘strong arm’’ power functions much
like a foreclosure. If at the time of Airadigm’s filing some hypothetical unsecured
creditor could have obtained a judicial lien
superior to the interest of the party bringing a secured claim in the bankruptcy proceeding, the estate can avoid the interest.
See In re Leonard, 125 F.3d 543, 545 (7th
Cir.1997). But unlike a regular foreclosure, the property simply becomes the estate’s free of the secured lien. Here, if
some hypothetical creditor could have obtained an interest superior to the FCC’s at
the time of Airadigm’s filing, the FCC will
become an unsecured creditor with respect
to the licenses.
[6] To resolve the question, we must
look to the rules governing the FCC’s
interests in the licenses. For although the
‘‘strong arm’’ power comes from federal
bankruptcy law, the rules governing the
perfection of security interests do not. In
the mine-run case—for example one concerning a private creditor’s interest in a
tractor or some type of inventory—state
law governs. But when the property in
question falls outside of state commercial
codes by virtue of the federal interest or
the nature of the property, federal law
provides the rule of decision. Grogan v.
Garner, 498 U.S. 279, 283–84 & n. 9, 111
S.Ct. 654, 112 L.Ed.2d 755 (1991). In such

instances, if a federal statute speaks to the
issue directly, the court will look no further. See United States v. Kimbell Foods,
Inc., 440 U.S. 715, 726, 99 S.Ct. 1448, 59
L.Ed.2d 711 (1979). Barring that, courts
can either adopt state law as the rule of
decision, see, e.g., Kimbell Foods, Inc., 440
U.S. at 729, 99 S.Ct. 1448; see also Powers
v. U.S. Postal Svce., 671 F.2d 1041, 1043
(7th Cir.1982), or craft a federal rule of
common law. See, e.g., Clearfield Trust
Co. v. United States, 318 U.S. 363, 366, 63
S.Ct. 573, 87 L.Ed. 838 (1943). The issues
before us are whether state or federal law
governs the perfection of the FCC’s interests in the licenses and, if the latter, what
federal law demands.
[7] Airadigm argues on appeal that
Wisconsin law should govern the perfection of the FCC’s interests in the licenses.
After the 1996 auction, the FCC executed
fifteen security agreements, and Airadigm
signed fifteen promissory notes for the
amounts owed. Initially, the FCC filed
financing statements in Wisconsin to perfect its interests in the licenses. But financing statements lapse after five years,
and the FCC didn’t renew them when the
time came in June and July 2002, waiting
until June 2006 to file a continuation statement. See WIS. STAT. § 409.515(1), (3)
(2003). Due to this lapse, if Wisconsin law
(or more generally the UCC) governs, the
FCC’s interests would be unperfected—
and thus avoidable—due to this failure to
renew.
[8] But neither the UCC nor Wisconsin law decides the issue, as federal statutory and regulatory law prevent a
hypothetical lien creditor from obtaining
a superior interest in an FCC license for
purposes of the bankruptcy code. The
liens held by the FCC are unlike liens
held by the federal government as part
of other federal lending programs, where
the lien secures the loan by attaching to
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property that is otherwise defined by
state law. See, e.g., United States v.
Kimbell Foods, Inc., 440 U.S. 715, 737,
99 S.Ct. 1448, 59 L.Ed.2d 711 (1979).
Instead, the property itself—the license—is a creature of federal law. Accordingly, federal law also defines the
FCC’s retained interest in that license.
Cf. id. at 734–35, 99 S.Ct. 1448 (contrasting federal interest in tax liens with its
interest in consensual liens). And as defined by federal law, the FCC does not
have to perfect its interest in a spectrum
license because federal law prevents another creditor from holding a superior
interest.
The licenses created by the Communications Act, as amended in 1993, ‘‘maintain
the control of the United States over all
the’’ invisible spectrum. 47 U.S.C. § 301.
The licenses give permission ‘‘for the use
of such channels, but not the ownership
thereof,’’ and ‘‘no such license shall be
construed to create any right, beyond the
terms, conditions, and periods of the license.’’ Id. Although these licenses provide license-holders the right to exclude,
they are not freely transferable as no license ‘‘or any rights thereunder, shall be
transferred, assigned, or disposed of in any
manner, voluntarily or involuntarily, directly or indirectly, TTT except upon application to the Commission.’’ 47 U.S.C.
§ 310(d). Even then, the Commission will
only approve the transfer ‘‘upon finding
TTT that the public interest, convenience,
and necessity will be served thereby.’’ Id.
The rules governing the auctions themselves also preserve the FCC’s interests in
the licenses. In 1993, Congress gave the
FCC the authority to ‘‘grant [a] license or
permit to a qualified applicant through a
system of competitive bidding’’ that would
‘‘recover[ ] for the public TTT a portion of
the value of the public spectrum resource
made available for commercial use.’’ 47
U.S.C. § 309(j)(1), (j)(3)(C). In so doing,
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the Commission was required to ‘‘consider
alternative payment schedules and methods of calculation, including TTT guaranteed installment payments.’’
Id. at
309(j)(4)(a). Pursuant to this authority,
and after a notice-and-comment period, see
In re Implementation of Section 309(j) of
the Communications Act, 9 F.C.C.R. 5532
(1994), the FCC crafted regulations governing the auction and the installment
plan. These regulations conditioned a successful bidder’s use of the licenses ‘‘upon
the full and timely performance of the
licensee’s payment obligations under the
installment
plan.’’
47
C.F.R.
§ 1.2110(g)(4).
And finally, the very
‘‘terms of the TTT license[s]’’—which 47
U.S.C. § 301 provided would define any
‘‘right’’ in them—stated that they were
‘‘conditioned upon the full and timely payment of all monies due pursuant to’’ the
regulations and the security agreements.
These statutory and regulatory provisions indicate that federal law precludes a
private party from obtaining a superior
interest to the FCC. Generally, when a
lien-creditor forecloses on a lien, the affected property is sold, and the lien-creditor recovers its debt from the proceeds of
the sale. In terms of priority, a liencreditor receives payment prior to any secured creditor whose interest is unperfected. See, e.g., U.C.C. § 9–317(a)(2). In
other words, the unperfected secured creditor—in this case, the FCC—will not get
paid anything unless there is money left
over after superior creditors recover from
the proceeds of the sale. 3–28 DEBTOR–
CREDITOR LAW § 28.03.
But if the forced sale of the PCS licenses were to occur with the FCC as merely
an unperfected secured creditor, the sale
would conflict with the statutes and regulations covering the FCC’s licensing
scheme. This conflict gives rise to a negative inference—controlling in this case—
that federal law does not allow private

Page 95

652

519 FEDERAL REPORTER, 3d SERIES

creditors to obtain an interest in PCS licenses superior to the FCC’s. In the first
place, a judicially enforced sale would
mean that a ‘‘transfer’’ of the licenses occurred without an ‘‘application to the Commission and upon finding by the Commission that the public interest, convenience,
and necessity will be served thereby.’’ 47
U.S.C. § 310(d); see also FCC v. WOKO,
Inc., 329 U.S. 223, 229, 67 S.Ct. 213, 91
L.Ed. 204 (1946).
In addition, if the lien-holder were to be
paid before the FCC, this would conflict
with 47 U.S.C. § 301 and 47 C.F.R.
§ 1.2110(g)(4). Section 301 provides for
the ‘‘use’’ of licenses subject to the ‘‘terms,
conditions, and periods of the license.’’
And the ‘‘terms TTT of the license[s]’’ require that the licensee make ‘‘full and
timely payment of all monies due.’’ The
FCC’s regulations, crafted after Congressional authorization and a notice-and-comment period, similarly predicate the auction-winner’s use of the licenses on ‘‘the
2.

A previous decision of this Court, In re Tak
Communications, 985 F.2d 916 (7th Cir.
1993), held that a ‘‘creditor may [not] hold a
security interest in [a] license.’’ This decision
reflected the FCC’s stated policy at the time,
see In re Tak, 985 F.2d at 918–19; In re
Twelve Seventy, Inc., 1 F.C.C.2d 965, 967
(1965), and ended with the proviso that any
change in this policy was ‘‘a matter for the
FCC rather than the courts to decide.’’ In re
Tak, 985 F.2d at 919. A subsequent decision
coming from within the FCC then expressly
disagreed with In re Tak. The Chief of the
Mobile Services Division held that, despite the
FCC’s general ‘‘policy against a licensee giving a security interest in a license,’’ a ‘‘security interest in the proceeds of the sale of a
license does not violate Commission policy.’’
In re Cheskey, 9 F.C.C.R. 986, 987 & n. 8
(Mobile Serv. Div.1994). Other circuits have
found this statement persuasive. See, e.g.,
MLQ Investors, L.P. v. Pacific Quadracasting,
Inc., 146 F.3d 746, 748–49 (9th Cir.1998); In
re Beach Television Partners, 38 F.3d 535, 537
(11th Cir.1994). But the FCC has not argued
before this Court that this decision is entitled
to Chevron deference, which would have

full and timely performance of the licensee’s payment obligations under the installment plan.’’ 47 C.F.R. § 1.2110(g)(4).
Pursuant to Congress’s command to ‘‘recover TTT a portion of the value of the
public spectrum resource,’’ the FCC made
full payment a regulatory condition on the
use of the invisible spectrum when implementing the installment plan. Subordinating its interests to that of a private liencreditor would conflict with the FCC’s
statutory and regulatory authority.
As a result, under federal non-bankruptcy law the rights afforded to a hypothetical
lien creditor at the time of Airadigm’s
filing could not have been superior to the
FCC’s interests in the licenses. Accordingly, the lower courts were correct to
conclude that Airadigm cannot avoid the
FCC’s interests in the licenses under 11
U.S.C. § 544(a). We conclude by noting
that we do not decide whether a private
party can in fact take an interest in the
proceeds of PCS licenses.2 This decision
meant that the FCC effectively overruled In re
Tak. See Nat’l Cable & Telecommunications
Inc. v. Brand X Internet Svces., 545 U.S. 967,
982–84, 125 S.Ct. 2688, 162 L.Ed.2d 820
(2005) (‘‘A court’s prior judicial construction
of a statute trumps an agency construction
otherwise entitled to Chevron deference only
if the prior court decision holds that its construction follows from the unambiguous
terms of the statute and thus leaves no room
for agency discretion.’’). Nor is Chevron deference likely given that the Commission subsequently declined to adopt this policy in affirming the Chief’s order in Cheskey. See In
re Cheskey, 13 F.C.C.R. 10656, 10659–60
(1998) (expressly declining to reach issue); 47
U.S.C. §§ 154(i) (powers of Commission),
155(c)(1)-(6) (powers, unused in Cheskey, to
delegate authority to an employee of the
FCC). Accordingly, because the answer to
this question is not necessary for our decision
and because ‘‘it is [not] clear that a private
party can take and enforce a security interest
in an FCC license,’’ NextWave, 537 U.S. at
307, 123 S.Ct. 832, it is for a future case (or
the FCC) to readdress the matter if necessary.
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is unnecessary because, regardless what
interest a license-holder can give a creditor in these licenses, it could not be superior to the FCC’s for purposes of 11 U.S.C.
§ 544(a).
C. FCC’s Treatment as an Undersecured Creditor
In its cross-appeal, the FCC challenges
its treatment as an undersecured creditor.
Airadigm still owes the FCC $64.2 million
for the licenses it purchased. But if the
licenses had been sold at the time of Airadigm’s 2006 reorganization, the going rate
was only $33 million. So the bankruptcy
court treated the FCC as an undersecured
creditor in the 2006 reorganization plan.
11 U.S.C. § 506(a). The plan, tracking the
bankruptcy code, gave the FCC two options. It could either receive immediate
payment for the entirety of its $33 million
secured claim and treat the remaining
$31.2 million as unsecured. Id. Or it could
opt to treat the entire allowed $64.2 million
claim as secured and receive a deferred
stream of payments from Airadigm over a
number of years.
See 11 U.S.C.
§§ 1111(b)(1), (b)(2), 1129(b)(2)(A)(i)(II).
To finance this stream of payments, Airadigm would purchase $33 million of government-backed securities or annuities and
would then use the interest from this principal to pay the FCC over a term of years.
In the alternative, Airadigm could choose
to pay the FCC from the proceeds of the
sale of the licenses. Should the FCC opt
to treat the whole claim as secured, it
would retain its liens in the licenses until it
receives full payment, at which point the
liens would expire.
See 11 U.S.C.
§ 1129(b)(2)(A)(i)(I); see generally 7–1111
COLLIER ON BANKRUPTCY P.1111.03 (15th
ed.2007).
[9] The FCC raises two objections related to the plan’s provisions should it
make the so-called § 1111(b) election.
The first need not detain us because it is
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waived. The FCC argued for the first
time in its appeal to the district court that
it was entitled to a higher interest rate on
the $33 million worth of securities. In
short, the FCC claimed that there is a risk
that Airadigm will abscond with the principal and accrued interest, and it wants the
$64.2 million to accrue at a higher interest
rate to compensate for this risk. For this
Court to entertain the merits of this claim,
which are questionable in this context, the
FCC must have raised it before the bankruptcy court so as to preserve it for appeal. See In re Rimsat, Ltd., 212 F.3d
1039, 1048 (7th Cir.2000). The FCC concedes that it didn’t, so the claim is waived.
[10] The FCC’s second claim is that
the bankruptcy court did not properly preserve the liens securing its claim in the
licenses because it did not keep the FCC’s
due-on-sale rights in the plan of reorganization. To approve of a plan over the
objection of a secured creditor, the bankruptcy plan must ‘‘retain the liens securing
[a secured creditor’s] claims.’’ 11 U.S.C.
§ 1129(b)(2)(A)(i)(I). The FCC’s regulations provide that a licensee who obtained
its licenses under the installment plan
must pay back the full amount if it seeks
to transfer the licenses to an entity that
wouldn’t otherwise qualify for the installment plan. 47 C.F.R. § 1.2111(c)(1). Because, in the FCC’s estimation, the 2006
plan does not preserve the due-on-sale
provision, it does not ‘‘retain the liens’’ and
the plan cannot be ‘‘crammed down’’ over
its objection. The district court disagreed
with the FCC, a decision involving statutory interpretation that we review de novo.
In re Till, 301 F.3d 583, 586 (7th Cir.2002),
rev’d in part on other grounds, 541 U.S.
465, 124 S.Ct. 1951, 158 L.Ed.2d 787
(2004).
[11, 12] The issue before the Court is
what to make of the FCC’s regulations for
purposes of the bankruptcy code. As the
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Supreme Court’s decision in NextWave
makes clear, the FCC participates in a
debtor’s bankruptcy as a creditor subject
to the terms of the bankruptcy code. 537
U.S. 293, 302–03, 123 S.Ct. 832, 154
L.Ed.2d 863 (2003). Unlike most creditors, the FCC is a creature of federal
statutory law and a source of regulatory
laws. These laws can come into conflict or
at least create tension with the bankruptcy
code. In the event that the FCC has
issued regulations that conflict with the
requirements of the bankruptcy code, NextWave commands that the former give
way.3 For example, even though FCC
regulations state that when a license-holder is in ‘‘default, its license shall automatically cancel,’’ 47 C.F.R. § 1.2110(g)(iv), the
bankruptcy code prevents the FCC from
cancelling a license ‘‘solely because such
TTT debtor TTT has not paid a debt that is
dischargeable in the case under this title.’’
11 U.S.C. § 525(a); see also NextWave,
537 U.S. at 302, 123 S.Ct. 832. The bankruptcy code governs due to the time-honored rule of legislative supremacy. See,
e.g., Butner v. United States, 440 U.S. 48,
99 S.Ct. 914, 59 L.Ed.2d 136 (1979) (superseded in part by Pub.L. 103–394); see also
Diersen v. Chicago Car Exchange, 110
F.3d 481, 486 (7th Cir.1997).

principal.’’ 47 C.F.R. § 1.2111(c)(1). On
the one hand, a bankruptcy court cannot
nullify the effect of a duly enacted regulation as part of the plan unless the regulation conflicts with the bankruptcy code or
otherwise falls within the ambit of the
powers conferred upon the court. Cf. generally Midlantic Nat. Bank v. New Jersey
Dept. of Environmental Protection, 474
U.S. 494, 106 S.Ct. 755, 88 L.Ed.2d 859
(1986). In providing the debtor with a
‘‘fresh start,’’ the bankruptcy court could
not bolster the reorganization with a prospective freedom from all regulation. See,
e.g., Ohio v. Kovacs, 469 U.S. 274, 284–85,
105 S.Ct. 705, 83 L.Ed.2d 649 (1985). Conversely, the bankruptcy court has broad
powers under the code to modify terms of
payment for a ‘‘claim.’’ NextWave, 537
U.S. at 302, 123 S.Ct. 832. This power
obtains with no less sweep when the terms
of payment are contained in federal regulations. Id. (‘‘[W]here Congress has intended to provide regulatory exceptions to
provisions of the Bankruptcy Code, it has
done so clearly and expressly, rather than
by a device so subtle as denominating a
motive a cause.’’).

[13–15] Things are somewhat more
complicated, however, where the FCC’s
regulations do not conflict with the bankruptcy code, but instead contain substantive obligations with which the bankruptcy
court must contend. In this case, the
FCC’s regulations provide that ‘‘[i]f a licensee that utilizes installment financing
under this section seeks to assign or transfer control of its license to an entity not
meeting the eligibility standards for installment payments, the licensee must
make full payment of the remaining unpaid

In these circumstances and for purposes
of the cramdown provision, the bankruptcy
court must first ensure that the plan complies with the bankruptcy code and, second, ensure that, if the plan affects the
FCC’s regulations, it has done so pursuant
to a specific power that Congress has conferred upon the bankruptcy court. In light
of this framework, we affirm. The due-onsale provisions contained in the FCC’s regulations do not constitute part of its lien
that the bankruptcy court had to ‘‘retain’’
in order to approve the plan pursuant to
§ 1129. The bankruptcy code defines a
‘‘lien’’ as a ‘‘charge against or interest in

In the event that the bankruptcy code conflicted with the statutes governing the FCC, a
different situation—one not presented here—

would arise. See United States v. Energy Resources Co., Inc., 495 U.S. 545, 550–51, 110
S.Ct. 2139, 109 L.Ed.2d 580 (1990).

3.
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property to secure payment of a debt or
performance of an obligation.’’ 11 U.S.C.
§ 101(37). The due-on-sale provision contained in the federal regulation is not a
‘‘charge against or interest in property’’
but is instead a regulation regarding the
terms of payment for the debt. A creditor
can take a lien in exchange for a loan and
require payment over any period of time,
subject to nearly any rate of interest and
with prepayment penalties or acceleration
clauses. And a creditor can use a due-onsale provision to prevent third-party assumption of desirable financial or lending
conditions governing a secured interest.
See generally 6–51 DEBTOR–CREDITOR LAW
§ 51.09. This is what the FCC has done
with the regulation at issue. Such regulatory terms do not affect or attend the
FCC’s underlying lien so that the bankruptcy court must ‘‘retain’’ them in a plan,
but are instead simple terms of payment.
In addition, the bankruptcy plan does
not purport to affect the FCC’s powers to
regulate outside of bankruptcy, including
through the due-on-sale provision. Accordingly, there is no question that this
provision falls within the power of the
bankruptcy court. The plan provides that
‘‘[w]hen the [FCC] has received the payments required [by the plan] TTT then the
TTT Claim will be satisfied in full, and such
holder will have no further right or interest in or to [sic] such securities or annuity
contracts, which will then become the exclusive property of the Reorganized Debtor.’’ These ‘‘payments’’ can be made ‘‘either from the proceeds of such securities
or annuity contracts, the proceeds of a sale
of the corresponding License or Partial
License, direct payment by the Reorganized Debtor, or any assignee, designee or
successor of the Reorganized Debtor, or
otherwise.’’ The plan does not require the
FCC to approve of a particular sale to
repay the amounts owed. Nor does it
affect the FCC’s regulatory powers should
Airadigm decide to sell the licenses to a
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party that would not qualify for installment payments. It merely states that
should Airadigm sell the licenses such that
the FCC ‘‘has received the payments required’’ by the plan, then the FCC will not
have any continuing interest in the underlying ‘‘securities or annuity contracts’’ that
would otherwise provide the stream of
payments. Because the plan ‘‘retain[ed]
the liens’’ and did not otherwise affect the
FCC’s regulatory authority, the bankruptcy court did not err by omitting reference
to the due-on-sale provisions in the 2006
reorganization plan.
D. Release of TDS from Liability
Finally, the FCC challenges the fact
that the 2006 plan releases TDS from all
liability ‘‘in connection with’’ the reorganization except for willful misconduct. The
plan, as is relevant, states ‘‘[e]xcept as
expressly provided TTT [TDS shall not]
have or incur any liability to TTT any holder of any Claim TTT for any act or omission
arising out of or in connection with the
Case, the confirmation of this Plan, the
consummation of this Plan, or the administration of this Plan or property to be distributed under this Plan, except for willful
misconduct.’’ The FCC argues that this
violates the bankruptcy code and was
therefore improper. For the reasons set
out below, we disagree.
The question whether a bankruptcy
court can release a non-debtor from creditor liability over the objections of the creditor is one of first impression in this circuit. See In re Specialty Equipment, Co.,
3 F.3d 1043, 1046–47 (7th Cir.1993) (approving of consensual non-debtor releases); see also Union Carbide Corp. v. Newboles, 686 F.2d 593, 595 (7th Cir.1982)
(holding under previous version of bankruptcy code that such releases are improper). And the circuits that have addressed
the matter have set out a variety of approaches. Some have held that a nonconsensual release of liability violates the
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bankruptcy code and is thus beyond the
power of the bankruptcy court. See In re
Lowenschuss, 67 F.3d 1394, 1401 (9th Cir.
1995); In re Western Real Estate, 922
F.2d 592, 600 (10th Cir.1990). Others permit the releases but have splintered on the
governing standard. See, e.g., Deutsche
Bank AG v. Metromedia Fiber Network,
Inc., 416 F.3d 136, 142 (2d Cir.2005) (permitting release if it is ‘‘important’’ to reorganization); Gillman v. Continental Airlines (In re Continental Airlines), 203
F.3d 203, 214 (3d Cir.2000); In re A.H.
Robins, Co., 880 F.2d 694, 701–02 (4th
Cir.1989); In re Dow Corning Corp., 280
F.3d 648, 658 (6th Cir.2002) (setting out a
seven-factor balancing test).
[16] The nub of the circuits’ disagreement concerns two interrelated questions,
one of which we have already resolved and
another that we answer here. The first is
whether § 524(e) of the bankruptcy code
bars a bankruptcy court from releasing
non-debtors from liability to a creditor
without the creditor’s consent. See, e.g.,
Lowenschuss, 67 F.3d at 1401(yes);
Deutsche Bank AG, 416 F.3d at 142(no).
Section 524(e) provides that the ‘‘discharge
of a debt of the debtor does not affect the
liability of another entity on, or the property of any other entity for, such debt.’’
11 U.S.C. § 524(e). The natural reading
of this provision does not foreclose a thirdparty release from a creditor’s claims.
Specialty Equipment, 3 F.3d at 1047.
Section 524(e) is a saving clause; it limits
the operation of other parts of the bankruptcy code and preserves rights that
might otherwise be construed as lost after
the reorganization. Id.; see also In re
Hunter, 970 F.2d 299, 311 (7th Cir.1992).
Thus, for example, because of § 524, a
4.

This Court had previously held that all nondebtor releases were prohibited under the prior version of the bankruptcy code. Union
Carbide Corp. v. Newboles, 686 F.2d 593 (7th
Cir.1982). The language before these 1979

creditor can still seek to collect a debt
from a co-debtor who did not participate in
the reorganization—even if that debt was
discharged as to the debtor in the plan.
Compare 11 U.S.C. § 524(a)(2) with 11
U.S.C. § 524(e). Or a third party could
proceed against the debtor’s insurer or
guarantor for liabilities incurred by the
debtor even if the debtor cannot be held
liable. See In re Shondel, 950 F.2d 1301,
1306–07 (7th Cir.1991); see also In re
Hendrix, 986 F.2d 195, 197 (7th Cir.1993).
In any event, § 524(e) does not purport
to limit the bankruptcy court’s powers to
release a non-debtor from a creditor’s
claims. If Congress meant to include such
a limit, it would have used the mandatory
terms ‘‘shall’’ or ‘‘will’’ rather than the
definitional term ‘‘does.’’ And it would
have omitted the prepositional phrase ‘‘on,
or TTT for, such debt,’’ ensuring that the
‘‘discharge of a debt of the debtor shall not
affect the liability of another entity’’—
whether related to a debt or not. See 11
U.S.C. § 34 (repealed Oct. 1, 1979) (‘‘The
liability of a person who is a co-debtor
with, or guarantor or in any manner a
surety for, a bankrupt shall not be altered
by the discharge of such bankrupt.’’) (prior
version of § 524(e)). Also, where Congress has limited the powers of the bankruptcy court, it has done so clearly—for
example, by expressly limiting the court’s
power, see 11 U.S.C. § 105(b) (‘‘[A] court
may not appoint a receiver in a case under
this title’’), or by creating requirements for
plan confirmation, see, e.g., 11 U.S.C.
§ 1129(a) (‘‘The court shall confirm a plan
only if the following requirements are
metTTTT’’). As a result, for the reasons
set out in Specialty Equipment, § 524(e)
does not bar a non-consensual third-party
release from liability.4
modifications—the 1982 case applied the preamendment version of the code—quite explicitly answered the question at issue here. It
provided that ‘‘[t]he liability of a person who
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[19] In this case, the bankruptcy court
did not exceed its authority in granting the
limitation on TDS’s liability. Ultimately,
whether a release is ‘‘appropriate’’ for the
reorganization is fact intensive and depends on the nature of the reorganization.
Given the facts of this case, we are satisfied that the release was necessary for the
reorganization and appropriately tailored.
First, the limitation itself is narrow: it

applies only to claims ‘‘arising out of or in
connection with’’ the reorganization itself
and does not include ‘‘willful misconduct.’’
See Deutsche Bank, 416 F.3d at 142 (noting that ‘‘potential for abuse is heightened
when releases afford blanket immunity’’).
This is not ‘‘blanket immunity’’ for all
times, all transgressions, and all omissions.
Nor does the immunity affect matters beyond the jurisdiction of the bankruptcy
court or unrelated to the reorganization
itself. See 28 U.S.C. § 157(b); Cf. In re
Johns–Manville Corp., 517 F.3d 52 (2d
Cir.2008). Thus, should TDS have recklessly committed some wrong during the
2000 or 2006 proceedings, it would still be
liable to the FCC or any other third party.
Second, the limitation is subject to the
other provisions of the plan, including one
that expressly preserves the FCC’s regulatory powers with respect to the licenses.
Therefore, TDS cannot use this limitation
as a way of skirting the FCC’s regulations
regarding the use, possession, or transfer
of the licenses. Third, the bankruptcy
court found ‘‘adequate’’ evidence that TDS
required this limitation before it would
provide the requisite financing, which was
itself essential to the reorganization. See
Deutsche Bank, 416 F.3d at 143. Airadigm owes TDS $188,264,000 for its secured claims, and it owes the FCC another
$33 million in secured claims for the licenses. As the bankruptcy court found, without TDS’s involvement, Airadigm would be
on the hook for over $221 million in debt—
an amount that some other would-be financier would not likely pay considering Airadigm’s financial situation. Absent TDS’s
involvement, the reorganization simply
would not have occurred. Given how narrow the limitation is and how essential
TDS was for the reorganization, the re-

is a co-debtor with, or guarantor or in any
manner a surety for, a bankrupt shall not be
altered by the discharge of such bankrupt.’’
11 U.S.C. § 34 (repealed Oct. 1, 1979). Giv-

en Congress’s elimination of the statutory language that formerly decided the issue, Union
Carbide is no longer controlling on this point
of law.

[17, 18] The second related question
dividing the circuits is whether Congress
affirmatively gave the bankruptcy court
the power to release third parties from a
creditor’s claims without the creditor’s
consent, even if § 524(e) does not expressly preclude the releases. A bankruptcy
court ‘‘appl[ies] the principles and rules of
equity jurisprudence,’’ Pepper v. Litton,
308 U.S. 295, 304, 60 S.Ct. 238, 84 L.Ed.
281 (1939), and its equitable powers are
traditionally broad, United States v. Energy Resources Co., Inc., 495 U.S. 545, 549,
110 S.Ct. 2139, 109 L.Ed.2d 580 (1990).
Section 105(a) codifies this understanding
of the bankruptcy court’s powers by giving it the authority to effect any ‘‘necessary or appropriate’’ order to carry out
the provisions of the bankruptcy code. Id.
at 549; 11 U.S.C. § 105(a). And a bankruptcy court is also able to exercise these
broad equitable powers within the plans of
reorganization
themselves.
Section
1123(b)(6) permits a court to ‘‘include any
other appropriate provision not inconsistent with the applicable provisions of this
title.’’ 11 U.S.C. § 1123(b)(6). In light of
these provisions, we hold that this ‘‘residual authority’’ permits the bankruptcy court
to release third parties from liability to
participating creditors if the release is
‘‘appropriate’’ and not inconsistent with
any provision of the bankruptcy code.
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lease is ‘‘appropriate’’ and thus within the
bankruptcy court’s powers.
III.

Conclusion

For the foregoing reasons, we AFFIRM
the district court’s decision affirming the
bankruptcy court.

,
UNITED STATES of America,
Plaintiff–Appellee,
v.

der in subsequent prosecution for illegal reentry after removal; and
(2) section of the Antiterrorism and Effective Death Penalty Act (AEDPA) that
precluded grant of discretionary relief
from deportation to aliens who were
excludable for having committed certain drug-related crimes could be applied, in deportation proceedings that
were pending when this section went
into effect, to alien who committed the
disqualifying drug-related crime before
this provision became effective.
Affirmed.

Jose DE HORTA GARCIA,
Defendant–Appellant.

Rovner, Circuit Judge, concurred and filed
opinion.

No. 07–2060.
United States Court of Appeals,
Seventh Circuit.
Argued Jan. 29, 2008.
Decided March 13, 2008.
Rehearing and Suggestion for Rehearing
En Banc Denied April 11, 2008.
Background: Alien who was charged with
illegal reentry after deportation moved to
dismiss upon theory that his original deportation was invalid because he was not
denied right to petition for discretionary
waiver of deportation. The United States
District Court for the Western District of
Wisconsin, Barbara B. Crabb, Chief Judge,
denied dismissal motion, on theory that
defendant was rendered ineligible such
discretionary relief based on his conviction
of drug-related offense and on immigration
statute that went into effect after defendant committed offense, but prior to deportation hearing. Defendant appealed.
Holdings: The Court of Appeals, Bauer,
Circuit Judge, held that:
(1) failure to inform alien that he might
apply for discretionary relief from removal did not render his removal,
based upon his narcotics conviction,
fundamentally unfair, as required for
alien to collaterally attack removal or-

1. Aliens, Immigration, and Citizenship
O377
Constitutional Law O4438
Failure to inform alien that he might
apply for discretionary relief from removal
did not render his removal, based upon his
narcotics conviction, fundamentally unfair,
as required for alien to collaterally attack
removal order in subsequent prosecution
for illegal reentry after removal; alien had
no due process right to be informed of
eligibility for, or to be considered for, discretionary relief. U.S.C.A. Const.Amend.
5; Immigration and Nationality Act,
§ 276(d)(3), 8 U.S.C.A. § 1326(d)(3).
2. Aliens, Immigration, and Citizenship
O216
Section of the Antiterrorism and Effective Death Penalty Act (AEDPA) that
precluded grant of discretionary relief
from deportation to aliens who were excludable for having committed certain
drug-related crimes could be applied, in
deportation proceedings that were pending
when this section went into effect, to alien
who committed the disqualifying drug-related crime before this provision became
effective, since application of provision to
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that the overall appearances created by
the configuration of the two catalogs are
similar. They contain too many significant
dissimilarities, in terms of both style, layout, and content, along with the ubiquitousness of the producers’ respective
trademarks
constantly
indicating—on
practically every page—the catalog’s origin, to conclude otherwise. This case is
wholly unlike Tools USA & Equipment,
where the defendant reproduced a ‘‘stars
and stripes’’ logo around the catalog name,
an ordering information box and the
phrase ‘‘Attention: Body Shop Managers’’
in capital letters at the bottom of the cover
page, and a banner containing ordering
instructions across each page, among other
devices used by the plaintiff. See Tools
USA & Equip., 87 F.3d at 658. Unlike the
Fourth Circuit’s review of the record in
Tools USA & Equipment, visual inspection
of the two catalog designs in this case
‘‘lead[s] to the inescapable conclusion,’’ id.
at 660, that the respective trade dresses
are not similar.
[35] When the trade dresses are so
‘‘clearly distinguishable and would appear
so to all but the most obtuse consumer,’’
Haagen–Dazs, 493 F.Supp. at 75, that a
court may resolve the issue of the dresses’
similarity as a matter of law, the defendant’s resounding success on this factor
makes the plaintiff’s burden of prevailing
on the seven other Frisch’s factors effectively insurmountable. A strong visual impression of dissimilarity ordinarily ‘‘receives great weight in determining the
likelihood of confusion.’’ TrafFix, 200
F.3d at 934 (citing Kangol, Ltd. v. Kangaroos U.S.A., Inc., 974 F.2d 161, 163 (Fed.
Cir.1992)), rev’d on other grounds, 532
U.S. 23, 121 S.Ct. 1255, 149 L.Ed.2d 164.
Moreover, ‘‘[w]hat is important is not
whether people will necessarily confuse the
marks, but whether the marks will be likely to confuse people into believing that the

goods TTT emanate from the same source.’’
Kangol, 974 F.2d at 163. There is so little
danger of a consumer picking up the two
catalogs and not quickly realizing that they
emanate from different sources that judgment as a matter of law for American
Eagle is appropriate.
IV
For the foregoing reasons, we conclude
that Abercrombie’s clothing designs and
in-store presentations are legally functional non-protectable trade dress and that
Abercrombie could not possibly have carried its burden of proving that American’s
catalog was confusingly similar to what we
have presumed is the protectable trade
dress of Abercrombie’s Quarterly. On this
basis, we AFFIRM the judgment of the
district court in favor of defendant American Eagle Outfitters, Inc.

,
In re DOW CORNING
CORPORATION,
Debtor.
Class Five Nevada Claimants (00–2516);
Janet S. Lacy, individually and on behalf of her minor child, Andrea Lane
Atherton; Jama Nmi Russano, individually and as guardian for Richard
Todd Russano; Michael Nmi Russano; Andrea Lane Atherton, Claimant,
a minor; Richard Todd Russano, a
minor (00–2517); 1,300 Australian
Tort Claimants (00–2518); Martha S.
Jacobs (00–2520); Helen D. Schroeder
(00–2521); Beatrix Shishido (00–2522);
Pennsylvania Coordinated Silicone
Breast Implant Litigation (00–2523);
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Karen L. Hustead (00–2524); Certain
Foreign Claimants (00–2525); Hartford Accident and Indemnity Company; Hartford Fire Insurance Company; Nutmeg Insurance Company;
First State Underwriters Agency of
New England Reinsurance Corporation; Twin City Fire Insurance Company; Excess Insurance Company;
First State Insurance Company (01–
1001); United States of America (01–
1102); New Zealand Claimants (01–
1349), Plaintiffs–Appellants,
v.
Dow Corning Corporation, Debtor; Official Committee of Tort Claimants;
The Dow Chemical Company; Corning, Incorporated; Official Committee
of Physician Creditors; Hartford Accident and Indemnity Company; Hartford Fire Insurance Company; Nutmeg Insurance Company; First State
Underwriters Agency of New England
Reinsurance Corporation; Twin City
Fire Insurance Company; Excess Insurance Company; First State Insurance Company; Certain Lloyds of
London Underwriters; Certain London Market Insurance Companies, Defendants–Appellees.
Nos. 00–2516, 00–2517, 00–2518, 00–2520,
00–2521, 00–2522, 00–2523, 00–2524, 00–
2525, 01–1001, 00–1102, 00–1349.
United States Court of Appeals,
Sixth Circuit.
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manufacturer’s proposed Chapter 11 plan,
but construing plan’s non-debtor release
and injunction provisions to apply only to
consenting creditors, and various opinions
were issued relative to confirmation order
at 244 B.R. 634; 244 B.R. 673; 244 B.R.
678; 244 B.R. 696; 244 B.R. 705; 244 B.R.
718; and 244 B.R. 721. Appeal was taken.
The District Court, Dennis Page Hood, J.,
255 B.R. 445, affirmed the bankruptcy
court’s confirmation order, but reversed
the bankruptcy court’s interpretation of
the plan’s release and injunction provisions. Certain claimants who had voted
against the plan appealed. Addressing a
question of first impression in the circuit,
the Court of Appeals, Boyce F. Martin, Jr.,
Chief Circuit Judge, held that: (1) under
certain circumstances, a bankruptcy court
may enjoin a non-consenting creditor’s
claim against a non-debtor to facilitate a
Chapter 11 plan of reorganization; and
that (2) in the instant case, the record
produced by the bankruptcy court did not
support a finding of ‘‘unusual circumstances’’ such that it was proper to enjoin
non-consenting creditors’ claims; and (3)
plan’s classification of foreign claimants
complied with the Bankruptcy Code’s classification requirements.
Affirmed and remanded.

1. Bankruptcy O2151
In a bankruptcy proceeding, the bankruptcy court is the finder of fact.

Argued Oct. 23, 2001.

2. Bankruptcy O3782, 3786

Decided and Filed Jan. 29, 2002.

Order was entered by the United
States Bankruptcy Court for the Eastern
District of Michigan, Arthur J. Spector,
Chief Judge, confirming breast implant

When a district court acts as an appellate court as it does in a bankruptcy proceeding, it reviews the bankruptcy court’s
factual findings under the clearly erroneous standard, and its conclusions of law de
novo.
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3. Bankruptcy O3782, 3786

10. Bankruptcy O2971

In appeals from the decision of a district court on appeal from the bankruptcy
court, the Court of Appeals independently
reviews the bankruptcy court’s decision,
applying the clearly erroneous standard to
findings of fact and de novo review to
conclusions of law.

Under the doctrine of marshaling of
assets, the bankruptcy court has the power
to order a creditor who has two funds to
satisfy his debt to resort to the fund that
will not defeat other creditors.

4. Bankruptcy O3782
Court of Appeals reviews the district
court’s legal conclusions de novo.

11. Debtor and Creditor O13.1
It is an ancient but very much alive
doctrine that a creditor has no right to
choose which of two funds will pay his
claim.
12. Bankruptcy O2367, 3558

5. Bankruptcy O2367, 3558
Bankruptcy Code does not explicitly
prohibit or authorize a bankruptcy court to
enjoin a non-consenting creditor’s claims
against a non-debtor to facilitate a reorganization plan.

When a Chapter 11 plan provides for
the full payment of all claims, enjoining
claims against a non-debtor so as not to
defeat reorganization is consistent with the
bankruptcy court’s primary function.
13. Bankruptcy O3412

6. Bankruptcy O2125
Bankruptcy courts, as courts of equity, have broad authority to modify creditor-debtor relationships.
7. Bankruptcy O2125
Section of the Bankruptcy Code authorizing a bankruptcy court to issue any
order necessary or appropriate to carry
out the provisions of Title 11 grants the
court the power to take appropriate equitable measures needed to implement other
sections of the Code. Bankr.Code, 11
U.S.C.A. § 105(a).
8. Bankruptcy O3566.1
Bankruptcy Code allows bankruptcy
courts considerable discretion to approve
plans of reorganization.
9. Bankruptcy O2124.1
Bankruptcy court, as a forum for resolving large and complex mass litigations,
has substantial power to reorder creditordebtor relations needed to achieve a successful reorganization. Bankr.Code, 11
U.S.C.A. § 1123(b)(6).

Section of the Bankruptcy Code providing that the discharge of the debt of the
debtor does not affect the liability of any
other entity on, or the property of any
other entity for, such debt, explains the
effect of a debtor’s discharge; it does not
prohibit the release of a non-debtor.
Bankr.Code, 11 U.S.C.A. § 524(e).
14. Bankruptcy O2367
Injunction enjoining a non-consenting
creditor’s claim against a non-debtor is a
dramatic measure to be used cautiously,
and is only appropriate in ‘‘unusual circumstances.’’
Bankr.Code, 11 U.S.C.A.
§ 1123(b)(6).
15. Bankruptcy O2367, 3558
When the following seven factors are
present, there are ‘‘unusual circumstances,’’ and a bankruptcy court may enjoin a non-consenting creditor’s claims
against a non-debtor to facilitate a Chapter
11 plan of reorganization: (1) there is an
identity of interests between debtor and
third party, usually an indemnity relationship, such that a suit against non-debtor is,
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in essence, a suit against debtor or will
deplete estate assets, (2) non-debtor has
contributed substantial assets to the reorganization, (3) injunction is essential to
reorganization, namely, reorganization
hinges on debtor being free from indirect
suits against parties who would have indemnity or contribution claims against
debtor, (4) impacted class, or classes, has
overwhelmingly voted to accept plan, (5)
plan provides a mechanism to pay for all,
or substantially all, of the class or classes
affected by the injunction, (6) plan provides an opportunity for those claimants
who choose not to settle to recover in full
and, (7) court made a record of specific
factual findings that support its conclusions.
Bankr.Code,
11
U.S.C.A.
§ 1123(b)(6).
16. Bankruptcy O2367, 3558
Record produced by the bankruptcy
court did not support a finding of ‘‘unusual
circumstances’’ such that it was proper to
enjoin non-consenting creditors’ claims
against non-debtors to facilitate reorganization plan of breast implant manufacturer; bankruptcy court’s findings of fact with
regards to the ‘‘unusual circumstances’’
test were no more than conclusory statements that restated elements of the test in
the form of factual conclusions, court provided no explanation or discussion of the
evidence underlying these findings, and
the findings did not discuss the facts as
they related specifically to the various released parties, but merely made sweeping
statements as to all released parties collectively.
Bankr.Code,
11
U.S.C.A.
§ 1123(b)(6).
17. Bankruptcy O3790
When the bankruptcy court’s factual
findings are silent or ambiguous as to outcome-determinative
factual
questions,
Court of Appeals must remand the case to
the bankruptcy court for the necessary
factual determinations.
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18. Bankruptcy O3563.1
Bankruptcy Code’s ‘‘cram down’’ provision details special protections to classes
of creditors who vote against approval of a
reorganization plan.
Bankr.Code, 11
U.S.C.A. § 1129(b)(2)(B).
19. Bankruptcy O3565
Under the Bankruptcy Code’s ‘‘cram
down’’ provision, if an objecting, unsecured
creditor’s claims are not paid in full, junior
claimants cannot receive or retain property on account of their prior interest in the
debtor.
Bankr.Code,
11
U.S.C.A.
§ 1129(b)(2)(B).
20. Bankruptcy O3552
Disparate treatment of members of
the same class by breast implant manufacturer’s Chapter 11 plan, which accorded
Canadian governmental payers far more
effective recovery rights than the United
States, violated the Bankruptcy Code’s
equal treatment requirement.
Bankr.
Code, 11 U.S.C.A. § 1123(a)(4).
21. United States O126
United States has no express statutory right under the Federal Medical Care
Recovery Act to recover from a beneficiary
who receives payment from a third party.
Medical Care Recovery Act, §§ 1–3, 42
U.S.C.A. §§ 2651–2653.
22. Bankruptcy O3550
Section of the Bankruptcy Code governing the classification of claims or interests, by its express language, only addresses the problem of dissimilar claims
being included in the same class. Bankr.
Code, 11 U.S.C.A. § 1122(a).
23. Bankruptcy O3550
Section of the Bankruptcy Code governing the classification of claims or interests does not demand that all similar
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claims be in the same class. Bankr.Code,
11 U.S.C.A. § 1122(a).
24. Bankruptcy O3550
Bankruptcy court has substantial discretion to place similar claims in different
classes.
Bankr.Code,
11
U.S.C.A.
§ 1122(a).
25. Bankruptcy O3550
Congress incorporated into section of
the Bankruptcy Code governing the classification of claims or interests broad discretion to determine proper classification according to the factual circumstances of
each individual case. Bankr.Code, 11
U.S.C.A. § 1122(a).
26. Bankruptcy O3550
Classification of foreign claimants
separately from domestic claimants in
Chapter 11 plan of breast implant manufacturer complied with the Bankruptcy
Code’s classification requirements; three
widely recognized expert witnesses offered
quantitative evidence demonstrating that
the highest tort awards in various other
countries were significantly lower than in
the United States, and although objecting
foreign claimants pointed to countervailing
considerations, their arguments showed, at
best, that there was conflicting evidence
on the factual assumptions underlying the
classification scheme, not that the facts
used to support the separate classifications were clearly erroneous. Bankr.
Code, 11 U.S.C.A. § 1122(a).
27. Bankruptcy O3550
Bankruptcy court’s determination
that, in Chapter 11 plan of breast implant
manufacturer, claims within class of foreign claimants were ‘‘substantially similar,’’ was not clearly erroneous; leading
expert in comparative law methodology
testified concerning legal, economic, and
cultural factors supporting the court’s
‘‘substantially similar’’ conclusion, and al-

though various groups of foreign claimants
contended that their claims were more
valuable than claims originating from other countries, they offered no evidence indicating that facts relied upon by the court
were clearly erroneous. Bankr.Code, 11
U.S.C.A. § 1122(a).

John A. White, Jr. (argued and briefed),
White Law Chartered, Reno, Nevada,
David B. Goroff (argued and briefed), Foley & Lardner, Chicago, Illinois, Stephen
H. Weiner (argued and briefed),Sybil Shainwald (briefed), Law Offices of Sybil Shainwald, New York, New York, Jeffrey
Clair (argued and briefed), United States
Department of Justice, Civil Division, Appellate Section, Washington, D.C., William
K. Flynn (briefed), Strauss & Troy, Cincinnati, Ohio, Ralph E. Brubaker (briefed),
Conyers, Georgia, John P. Kopesky
(briefed), Sheller, Ludwig & Badey, Philadelphia, Pennsylvania, Lewis J. Saul, Lewis Saul & Associates, Washington, D.C.,
Alan S. Levin (briefed), Incline Village,
Nevada, for Appellants.
George H. Tarpley (argued and briefed),
David L. Ellerbe (briefed), Neligan, Tarpley, Stricklin, Andrews & Foley, Dallas,
Texas, James C. Schroeder (briefed), Mayer, Brown & Platt, Chicago, Illinois, H.
Jeffrey Schwartz, Mark A. Phillips, Mark
D. Tucker (briefed), Benesch, Friedlander,
Coplan & Aronoff, Columbus, Ohio, Jill K.
Schultz, Nixon Peabody (briefed), Rochester, New York, Richard McDermott,
Leisa J. Hamm, Margaret M. Anderson
(briefed), Lord, Bissell & Brook, Chicago,
Illlinois, Jeff H. Galloway (briefed),
Hughes, Hubbard & Reed, New York,
New York, Kenneth H. Eckstein, Jeffrey
Trachtman (briefed), Kramer, Levin, Naftalis & Frankel, New York, New York, for
Appellees.
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Martha S. Jacobs (briefed), Tempe, Arizona, Helene D. Schroeder (briefed), Alexandria,
Virginia,
Beatrix
Shishido
(briefed), Mililani, Hawaii, Karen L. Hustead (briefed), Hesperia, California, pro
se.
Before MARTIN, Chief Circuit Judge;
DAUGHTREY and MOORE, Circuit
Judges.
OPINION
BOYCE F. MARTIN, JR., Chief Circuit
Judge.
Years after Dow Corning Corporation
filed a petition for reorganization under
Chapter 11 of the Bankruptcy Code, and
following extensive and vigorous negotiations, the third proposed plan of reorganization for Dow was submitted to the
bankruptcy court. The bankruptcy court
confirmed the Amended Joint Plan of Reorganization for Dow and the district
court affirmed the bankruptcy court’s
Confirmation Order. Certain claimants
who voted against the Plan appealed.
The first principal issue presented here is
whether a bankruptcy court may enjoin a
non-consenting creditor’s claims against a
non-debtor to facilitate a reorganization
plan under Chapter 11 of the Bankruptcy
Code. For the following reasons, we AFFIRM the district court’s conclusion that,
under certain circumstances, a bankruptcy
court may enjoin a non-consenting creditor’s claim against a non-debtor to facilitate a Chapter 11 plan of reorganization.
However, the factual findings of the bankruptcy court do not demonstrate that such
an injunction is appropriate in this case.
Therefore, we REMAND to the district
court. The second issue presented is
whether the Plan’s classification of foreign
claimants complies with the Bankruptcy
Code’s classification requirements. For
the following reasons we AFFIRM the

bankruptcy court’s determination regarding the Plan’s classification.
I.
For nearly thirty years, Dow was the
predominant producer of silicone gel
breast implants, accounting for almost fifty
percent of the entire market. In addition,
Dow supplied silicone raw materials to other manufacturers of silicone gel breast implants.
In the 1980s, certain medical studies
suggested that silicone gel may cause autoimmune tissue diseases such as lupus,
Scleroderma and rheumatoid arthritis. In
1992, the Food and Drug Administration
ordered that silicone gel implants be taken
off the market and Dow ceased manufacturing and marketing its silicone implants.
Soon thereafter, tens of thousands of implant recipients sued Dow and its two
shareholders, the Dow Chemical Company
and Corning, Incorporated, claiming to
have been injured by auto-immune reactions to the silicone in their implants.
Other manufacturers and suppliers of silicone gel implants were named as co-defendants with Dow and its shareholders.
The Judicial Panel on Multidistrict Litigation consolidated the breast implant litigation for administration of pre-trial
matters. See In re Silicone Gel Breast
Implants Prods. Liab. Litig., 793 F.Supp.
1098 (1992). The consolidated litigation
led to a proposed $4.225 billion global
settlement, which the multidistrict litigation court approved in 1994. See Lindsey
v. Dow Corning Corp. (In re Silicone Gel
Breast Implant Prods. Liab. Litig.), No.
CV 92–P–10000–S, Civ. A. No. CV94–P–
11558–S, 1994 WL 578353, at *1
(N.D.Ala. Sept.1, 1994). However, hundreds of thousands more women than anticipated filed claims with the global settlement fund and the settlement collapsed
in 1995.
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Later that year, Dow filed a petition for
reorganization under Chapter 11 of the
Bankruptcy Code. In order to reduce its
exposure to claims, immediately after it
filed for bankruptcy, Dow sought to transfer all of the breast implant actions, including actions against its shareholders, to the
Eastern District of Michigan. Likewise,
other breast implant manufacturers also
requested that the cases against them be
transferred to the Eastern District of
Michigan. Because of Dow’s bankruptcy,
the court granted Dow’s request as to the
claims against Dow, but denied the transfer of the claims against Dow’s shareholders and the other breast implant manufacturers. See In re Dow Corning Corp., 187
B.R. 919, 931–32 (E.D.Mich.1995). We reversed the district court, holding that the
district court had jurisdiction over Dow’s
shareholders and the other breast implant
manufacturers, and remanded the requested transfers for analysis under abstention
principles. See In re Dow Corning, 86
F.3d 482, 493–94 (6th Cir.1996). On remand, the district court declined to exercise jurisdiction over Dow’s shareholders
and the other breast implant manufacturers based on its interpretation of abstention principles. See In re Dow Corning
Corp., No. 95–CV72397–DT, 1996 WL
511646, at *3 (E.D.Mich. July 30, 1996).
On a motion for a Writ of Mandamus, we
reversed the district court’s ruling with
respect to Dow’s shareholders. See In re
Dow Corning Corp., 113 F.3d 565, 571–572

(6th Cir.1997). The district court then
transferred all breast implant claims
against Dow’s shareholders to the Eastern
District of Michigan.

See In re Dow Corning Corp. (Amended
Opinion on the Classification and Treatment
of Claims), 244 B.R. 634 (Bankr.E.D.Mich.
1999); In re Dow Corning Corp. (Amended
Opinion on Good Faith), 244 B.R. 673
(Bankr.E.D.Mich.1999); In re Dow Corning
Corp. (Amended Opinion on Cram Down of
Class 4: Is it Fair and Equitable to Cram
Down Commercial Claims with Interest Less
than Contract Rate?), 244 B.R. 678 (Bankr.
E.D.Mich.1999); In re Dow Corning Corp.
(Amended Opinion Regarding Cram Down on

Class 18), 244 B.R. 696 (Bankr.E.D.Mich.
1999); In re Dow Corning Corp. (Amended
Opinion Regarding Cram Down on Class 15),
244 B.R. 705 (Bankr.E.D.Mich.1999); In re
Dow Corning Corp. (Amended Opinion on 11
U.S.C. §§ 129(a)(9) Objections of the I.R.S.
and Texas Comptroller), 244 B.R. 718 (Bankr.
E.D.Mich.1999); and In re Dow Corning Corp.
(Opinion on Best–Interests–of–Creditors Test,
Feasibility, and Whether Plan Proponents
Comply with the Applicable Provision of Title
11), 244 B.R. 721 (Bankr.E.D.Mich.1999).

1.

The trustee in bankruptcy appointed
several committees to represent the differing interests of Dow’s claimants during the
development of Dow’s plan of reorganization. The Tort Claimants’ Committee vigorously opposed Dow’s first two proposed
reorganization plans. Dow then entered
into mediation with the committees, and on
February 4, 1999, Dow and the Tort
Claimants’ Committee submitted the
Amended Joint Plan of Reorganization to
the bankruptcy court. On November 30,
the bankruptcy court confirmed the Plan.
In the following weeks, it issued seven
separate opinions relating to its Confirmation Order.1 The district court affirmed
the bankruptcy court’s Confirmation Order
on November 13, 2000. In re Dow Corning Corp., 255 B.R. 445 (E.D.Mich.2000).
A timely appeal to this Court followed.
Because the bankruptcy court’s opinions
and the district court’s opinion provide a
detailed examination of the Plan, we discuss only the portions of the Plan that
bear upon our decision.
Under the Plan, a $2.35 billion fund is
established for the payment of claims asserted by (1) personal injury claimants, (2)
government health care payers, and (3)
other creditors asserting claims related to
silicone-implant products liability claims.
The $2.35 billion fund is established with
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funds contributed by Dow’s products liability insurers, Dow’s shareholders and
Dow’s operating cash reserves. As a quid
pro quo for making proceeds available for
the $2.35 billion fund, section 8.3 of the
Plan releases Dow’s insurers and shareholders from all further liability on claims
arising out of settled personal injury
claims, and section 8.4 permanently enjoins any party holding a claim released
against Dow from bringing an action related to that claim against Dow’s insurers or
shareholders. Plan §§ 8.3, 8.4.
Under the Plan, claimants who choose to
settle are channeled to the Settlement Facility, a legal entity created by the Plan
and authorized to negotiate payments out
of funds set aside for that purpose.
Claimants who choose to litigate are channeled to the Litigation Facility, a legal
entity created by the Plan that is essentially substituted for Dow as a defendant in
the claimant’s lawsuit.
The Plan divides claims and interests
into thirty-three classes and subclasses.
Classes 6.1 and 6.2 are composed of foreign breast-implant claimants who are given the opportunity to either settle or litigate their claims. Settlement payments to
foreign breast implant claimants are between 35% and 60% of the amounts to be
paid to domestic breast-implant claimants.
Class 15 is composed of all ‘‘Government
Payer Claimants,’’ namely, the United
States and the governments of the Canadian provinces of Alberta and Manitoba.
Class 15 voted against the Plan. The United States filed claims under the Medicare
Secondary Payer Program, 42 U.S.C.
§ 1395y (b)(2), and the Federal Medical
Care Recovery Act, 42 U.S.C. §§ 2651–
2653, which grant the United States the
right to recover from insurers and other
third parties, the cost of medical care that,
though the legal responsibility of another
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party, has been paid for or provided
through a federal health benefit program.
Class 15 claims not resolved before the
Plan’s Confirmation Date are liquidated
through the Litigation Facility. Canada
Claimants recovering through either the
Settlement Facility or the Litigation Facility are required to notify the claims administrator of any unresolved subrogation
claims or liens held by the Canadian provinces. The claims administrator is under a
duty to determine whether one of the Canadian provinces has a claim with respect
to an impending Canada Claimant’s payment, and to notify the province of its
potential claim. The claims administrator
must hold the claimant’s payment in a
trust until he receives instructions from
the claimant and the Canadian province
that they have reached an agreement as to
the appropriate allocation of a settlement
payment. If no agreement is reached, the
dispute is referred to a court for resolution.
The United States’s claims are not accorded similar protection. The Plan does
not specifically permit the United States to
interfere with payment to a claimant.
Once a specific claimant has been paid, the
United States’s claims against Dow, and all
other entities created by the Plan, are cut
off for costs related to that claimant.
The bankruptcy court confirmed the
Plan, but construed the non-debtor release
and injunction provisions to apply only to
consenting creditors. In re Dow Corning
Corp., 244 B.R. at 745. Although the
bankruptcy court determined that it has
authority under the Bankruptcy Code to
enjoin a non-consenting creditor’s claims
against non-debtors, it decided, based on
non-bankruptcy law, that such injunctions
are inappropriate as applied to non-consenting creditors, and construed the Plan
accordingly. Id. The district court affirmed the bankruptcy court’s Confirma-
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tion Order but reversed the bankruptcy
court’s interpretation of the release and
injunction provisions of the Plan. The district court interpreted the non-debtor release and injunction provisions of the Plan
to apply to all creditors, consenting and
non-consenting.
II.
[1–4] In a bankruptcy proceeding, the
bankruptcy court is the finder of fact. In
re Caldwell, 851 F.2d 852, 857 (6th Cir.
1988). When a district court acts as an
appellate court as it does in a bankruptcy
proceeding, it reviews the bankruptcy
court’s factual findings under the clearly
erroneous standard, and its conclusions of
law de novo. Id. ‘‘In appeals from the
decision of a district court on appeal from
the bankruptcy court, the court of appeals
independently reviews the bankruptcy
court’s decision, applying the clearly erroneous standard to findings of fact and de
novo review to conclusions of law.’’ In re
Madaj, 149 F.3d 467, 468 (6th Cir.1998)
(quoting In re Century Boat Co., 986 F.2d
154, 156 (6th Cir.1993)). We review the
district court’s legal conclusions de novo.
In re Downs, 103 F.3d 472, 477 (6th Cir.
1996).
The first issue we are asked to decide is
whether a bankruptcy court has the authority to enjoin a non-consenting creditor’s claims against a non-debtor to facilitate a reorganization plan under Chapter
11 of the Bankruptcy Code. This is a question of first impression in this Circuit.
[5–7] The Bankruptcy Code does not
explicitly prohibit or authorize a bankruptcy court to enjoin a non-consenting
creditor’s claims against a non-debtor to
facilitate a reorganization plan. In re
Continental Airlines, 203 F.3d 203, 211
(3d Cir.2000).
However, bankruptcy
courts, ‘‘as courts of equity, have broad
authority to modify creditor-debtor rela-

tionships.’’ United States v. Energy Resources Co., 495 U.S. 545, 549, 110 S.Ct.
2139, 109 L.Ed.2d 580 (1990). For example, section 105(a) of the Bankruptcy Code
grants a bankruptcy court the broad authority to issue ‘‘any order, process, or
judgment that is necessary or appropriate
to carry out the provisions of this title.’’
11 U.S.C. § 105(a). This section grants
the bankruptcy court the power to take
appropriate equitable measures needed to
implement other sections of the Code. See
In re Granger Garage, Inc., 921 F.2d 74,
77 (6th Cir.1990).
[8–15] Consistent with section 105(a)’s
broad grant of authority, the Code allows
bankruptcy courts considerable discretion
to approve plans of reorganization. Energy Resources Co., 495 U.S. at 549, 110
S.Ct. 2139. Section 1123(b)(6) permits a
reorganization plan to ‘‘include any TTT
appropriate provision not inconsistent with
the applicable provisions of this title.’’ 11
U.S.C. § 1123(b)(6). Thus, the bankruptcy
court, as a forum for resolving large and
complex mass litigations, has substantial
power to reorder creditor-debtor relations
needed to achieve a successful reorganization. For example, under the doctrine of
marshaling of assets, ‘‘[t]he bankruptcy
court has the power to order a creditor
who has two funds to satisfy his debt to
resort to the fund that will not defeat
other creditors.’’ In re A.H. Robins Co.,
880 F.2d 694, 701 (4th Cir.1989). Moreover, it is an ‘‘ancient but very much alive
doctrine TTT [that] TTT a creditor has no
right to choose which of two funds will pay
his claim.’’ Id. Likewise, when a plan
provides for the full payment of all claims,
enjoining claims against a non-debtor so as
not to defeat reorganization is consistent
with the bankruptcy court’s primary function. See id. For the foregoing reasons,
such an injunction is ‘‘not inconsistent’’
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with the Code, and is authorized by section
1123(b)(6).
Nevertheless, some courts have found
that the Bankruptcy Code does not permit
enjoining a non-consenting creditor’s
claims against a non-debtor. See In re
Lowenschuss, 67 F.3d 1394, 1401 (9th Cir.
1995); In re Western Real Estate Fund,
Inc., 922 F.2d 592, 600 (10th Cir.1990).
These courts primarily rely on section
524(e) of the Code, which provides that
‘‘the discharge of the debt of the debtor
does not affect the liability of any other
entity on, or the property of any other
entity for, such debt.’’ 11 U.S.C. § 524(e).
However, this language explains the effect
of a debtor’s discharge. It does not prohibit the release of a non-debtor. See In
re Specialty Equip. Co., 3 F.3d 1043, 1047
(7th Cir.1993) (‘‘This language does not
purport to limit or restrict the power of
the bankruptcy court to otherwise grant a
release to a third party.’’); Republic Supply Co. v. Shoaf, 815 F.2d 1046, 1050 (5th
Cir.1987); In re A.H. Robins Co., 880 F.2d
at 702.
The bankruptcy court concluded that
non-debtor releases were authorized by
section 1123(b)(6), but were precluded by a
non-bankruptcy law limitation on the bankruptcy court’s equity power. In re Dow
Corning Corp., 244 B.R. at 744. We disagree. The bankruptcy court cited Grupo
Mexicano de Desarrollo v. Alliance Bond
Fund, Inc., 527 U.S. 308, 322, 119 S.Ct.
1961, 144 L.Ed.2d 319 (1999), for the proposition that a court’s use of its general
equity powers ‘‘is confined within the
broad boundaries of traditional equitable
relief.’’ The Grupo Mexicano Court explained that, ‘‘the equity jurisdiction of the
federal courts is the jurisdiction in equity
exercised by the High Court of Chancery
in England at the time of the adoption of
the Constitution and the enactment of the
original Judiciary Act, 1789.’’ Id. at 318,
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119 S.Ct. 1961 (quoting A. Dobie, Handbook of Federal Jurisdiction and Procedure 660 (1928)). Based upon this principle, the Grupo Mexicano Court vacated an
injunction preventing a toll road operator
from dissipating, transferring, or encumbering its only assets to the prejudice of
an unsecured note holder because traditional equity jurisprudence did not allow
such remedies until a debt had been established. Id. at 319, 119 S.Ct. 1961. The
bankruptcy court, applying the Grupo
Mexicano analysis, concluded that nonconsensual, non-debtor releases were also
unprecedented in traditional equity jurisprudence, and therefore exceeded the
bankruptcy court’s equitable powers. In
re Dow Corning Corp., 244 B.R. at 744.
The district court rejected this argument on the grounds that the releases
were authorized by ‘‘sufficient statutory
authority under the Bankruptcy Code.’’ In
re Dow Corning Corp., 255 B.R. at 480.
For the following reasons, we agree with
the district court. In Grupo Mexicano,
the Supreme Court distinguished its own
holding from that in United States v. First
National City Bank, 379 U.S. 378, 85 S.Ct.
528, 13 L.Ed.2d 365 (1965). 527 U.S. at
326, 119 S.Ct. 1961. First National approved an injunction preventing a thirdparty bank from transferring any of a
taxpayer’s assets. 379 U.S at 379–380, 85
S.Ct. 528. The Grupo Mexicano Court
distinguished that holding on the grounds
that the First National case ‘‘involved not
the Court’s general equitable powers under the Judiciary Act of 1789, but its powers under the statute authorizing tax injunctions.’’ Grupo Mexicano, 527 U.S. at
326, 119 S.Ct. 1961. Thus, because the
district court had a statutory basis for
issuing such an injunction, it was not confined to traditional equity jurisprudence
available at the enactment of the Judiciary
Act of 1789. The statute in First National
gave courts the power to grant injunctions
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‘‘necessary or appropriate for the enforcement of the internal revenue laws.’’ 26
U.S.C. § 7402(a) (1964). Similarly, the
Bankruptcy Code gives bankruptcy courts
the power to grant injunctions ‘‘necessary
or appropriate to carry out the provisions
of [the Bankruptcy Code].’’ 11 U.S.C.
§ 105(a). We conclude that due to this
statutory grant of power, the bankruptcy
court is not confined to traditional equity
jurisprudence and therefore, the bankruptcy court’s Grupo Mexicano analysis was
misplaced.
Because we determine that enjoining a
non-consenting creditor’s claim against a
non-debtor is ‘‘not inconsistent’’ with the
Code and that Grupo Mexicano does not
preclude such an injunction, we turn to
when such an injunction is an ‘‘appropriate
provision’’ of a reorganization plan pursuant to section 1123(b)(6). Because such an
injunction is a dramatic measure to be
used cautiously, we follow those circuits
that have held that enjoining a non-consenting creditor’s claim is only appropriate
in ‘‘unusual circumstances.’’ See In re
Drexel Burnham Lambert Group, Inc.,
960 F.2d 285, 293 (2nd Cir.1992); In Re
A.H. Robins Co., 880 F.2d at 702; MacArthur v. Johns–Manville, Corp., 837 F.2d
89, 93–94 (2nd Cir.1988). In determining
whether there are ‘‘unusual circumstances,’’ our sister circuits have considered a number of factors, which are summarized in our holding below. We hold
that when the following seven factors are
present, the bankruptcy court may enjoin
a non-consenting creditor’s claims against
a non-debtor: (1) There is an identity of
interests between the debtor and the third
party, usually an indemnity relationship,
such that a suit against the non-debtor is,
in essence, a suit against the debtor or will
deplete the assets of the estate; (2) The
non-debtor has contributed substantial assets to the reorganization; (3) The injunction is essential to reorganization, namely,

the reorganization hinges on the debtor
being free from indirect suits against parties who would have indemnity or contribution claims against the debtor; (4) The
impacted class, or classes, has overwhelmingly voted to accept the plan; (5) The
plan provides a mechanism to pay for all,
or substantially all, of the class or classes
affected by the injunction; (6) The plan
provides an opportunity for those claimants who choose not to settle to recover in
full and; (7) The bankruptcy court made a
record of specific factual findings that support its conclusions. See In re A.H. Robins, 880 F.2d at 701–702; Johns–Manville,
837 F.2d at 92–94; In re Continental Airlines, 203 F.3d at 214.
[16–21] For several reasons, the record produced by the bankruptcy court in
this case does not support a finding of
‘‘unusual circumstances’’ such that we can
endorse enjoining non-consenting creditors’ claims against a non-debtor. The
bankruptcy court’s findings of fact with
regards to the ‘‘unusual circumstances’’
test were no more than conclusory statements that restated elements of the test in
the form of factual conclusions. The bankruptcy court provided no explanation or
discussion of the evidence underlying these
findings. Moreover, the findings did not
discuss the facts as they related specifically to the various released parties, but
merely made sweeping statements as to all
released parties collectively. Such factual
determinations are not sufficiently specific
and explained to support a finding of ‘‘unusual circumstances.’’ And, when ‘‘the
bankruptcy court’s factual findings are silent or ambiguous as to TTT outcome determinative factual question[s], TTT [we] must
remand the case to the bankruptcy court
for the necessary factual determination[s].’’ In re Caldwell, 851 F.2d at 857.
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First, the bankruptcy court’s factual determination that the release and injunction
provisions of the Plan are ‘‘essential’’ to
the reorganization is ambiguous. In its
November 30, 1999 Findings of Fact and
Conclusions of Law, the bankruptcy court
concluded that the release and injunction
provisions were ‘‘essential to the reorganization pursuant to the Plan.’’ However, the
bankruptcy court subsequently interpreted
the release and injunction provisions to
apply only to consenting creditors, implying that enjoining non-consenting creditors
is not essential to the reorganization. It
explained that it found the provisions ‘‘essential’’ in order to ‘‘obviate the need for
remand in the event [the bankruptcy court
is] reversed on appeal with regard to the
scope and permissibility of the release and
injunction provisions.’’ In re Dow Corning Corp., 244 B.R. at 747. These are
inconsistent fact findings that the bankruptcy court must clarify in order for us to
endorse enjoining claims against non-debtors.
Second, the bankruptcy court did not
make sufficiently particularized factual
findings that the Settling Insurers, Corning, Incorporated, the Dow Chemical Company, and Dow’s affiliates will make significant contributions to the reorganization
pursuant to the Plan. The bankruptcy
court declared the contributions important
without explaining how or why it reached
this conclusion. To satisfy the ‘‘unusual
circumstances’’ test, the bankruptcy court
must specify facts that support a conclusion that the released parties will make
significant contributions to the reorganization pursuant to the Plan.
Third, in order for the Plan to be approved under the ‘‘unusual circumstances’’
test, it must ensure an opportunity for
those claimants who choose not to settle to
recover in full, and this determination
must be supported by particularized factu-
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al findings. The bankruptcy court determined that Class 15 claimants, composed
of the United States and the Canadian
provinces of Alberta and Manitoba, ‘‘who
obtain judgments against the Litigation
Facility will be paid in full.’’ In re Dow
Corning Corp., 244 B.R. at 712. We find
the determination that Class 15 claimants
will be paid in full to be clearly erroneous
with regards to the United States.
As an independent matter, the bankruptcy court had to determine whether
Class 15 claimants were paid in full because the ‘‘cram down’’ provision of the
Code required such a finding. 11 U.S.C.
§ 1129(b)(2)(B). The ‘‘cram down’’ provision details special protections to classes of
creditors who, like the Class 15 claimants,
vote against approval of a reorganization
plan. Under the ‘‘cram down’’ provision, if
an objecting, unsecured creditor’s claims
are not paid in full, junior claimants cannot
receive or retain property on account of
their prior interest in the debtor. Id.
Dow’s shareholders’ equity interests are
junior to the United States’s and the Canadian governmental health care payers’
unsecured claims for medical expenses,
and, under the Plan, the shareholders
maintain their full equity interest in the
reorganized debtor.
Thus, to decide
whether the Plan complied with the ‘‘cram
down’’ provision of the Code, the bankruptcy court had to decide whether the
Class 15 claimants would be fully paid.
The bankruptcy court determined that the
full payment requirement was met for all
Class 15 members. Because the Plan does
not provide the United States adequate
protection to meet the full payment requirement, we find this determination
clearly erroneous.
In addition, section 1123(a)(4) requires
that claims of creditors that are members
of the same class be treated equally. 11
U.S.C. § 1123(a)(4). Under the Plan, the
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Canadian governmental payers are accorded far more effective recovery rights than
the United States. This disparate treatment of members of the same class violates section 1123(a)(4)’s equal treatment
requirement.
The Canadian governmental payers are
adequately protected under the Plan. They
are protected because the Plan incorporates the British Columbia Class Action
Settlement Agreement, which requires
that there be some joint resolution of both
the beneficiary’s claim and the related Canadian governmental claim before an individual beneficiary of a governmental health
care program is paid. Plan §§ 1.15, 1.16,
1.131, 5.7.1. Under the Settlement Agreement, the British Columbia claims administrator must determine whether a Canadian governmental payer has a claim with
respect to an impending beneficiary’s payment and notify the Canadian payer
promptly of its potential claim. The
claims administrator must then hold the
beneficiary’s payment in trust until he receives instructions from both the individual
beneficiary and the government party that
they have reached an agreement as to the
appropriate allocation of a settlement payment. British Columbia Class Action Settlement Agreement § 6.3. If no agreement
is reached, the dispute is referred to the
court for resolution. The court then adjudicates an appropriate allocation of both
claims, and issues instructions to the administrator for an appropriate disbursement to both parties. Id.
In contrast, no such protections are provided to the United States. The Plan provides no practical mechanism by which the
United States can prevent payment to a
beneficiary. To the contrary, the Plan
expressly states that the United States has
no right to stop, delay, or interfere with
payment to a beneficiary. Plan § 1.131;
Settlement Facility Agreement § 7.02(f).

Furthermore, once a specific claimant has
been paid, the United States’s claims
against Dow, and all other entities created
by the Plan, are cut off for costs related to
that claimant. Litigation Facility Agreement § 6.07(a); Plan § 6.8. Moreover, the
Plan fails to specify the amount of notice
that the United States must receive before
payment is made to a health care beneficiary.
Despite the Plan’s lack of any adequate
procedural protections for the United
States, the bankruptcy court and the district court, nonetheless, determined that
the United States claims would be paid in
full. The district court relied on two legal
remedies that it deemed available. First,
it determined that the United States may
seek an injunction barring disbursements
to an individual claimant. The Plan allows
Class 15 claimants to seek injunctive or
equitable relief ‘‘to the extent such relief is
available under applicable law.’’ Plan
§ 6.8(b). This is an illusory protection.
The United States has no express statutory right to prohibit a third party from
paying whomever it chooses, and the Plan
does not confer any new affirmative right
to injunctive relief. By merely recognizing
that such injunctive relief is available to
the extent it is already permitted under
existing law, the Plan leaves the United
States with a highly uncertain and contingent mechanism to protect its interests.
Second, the district court determined that
the United States could sue a beneficiary
after he or she receives payment. This
protection is also inadequate to ensure full
payment. The United States has no express statutory right under the Federal
Medical Care Recovery Act to recover
from a beneficiary who receives payment
from a third party. 42 U.S.C. §§ 2651–
2653. And, even where the United States
has a legal right to recover from an individual beneficiary, there is no assurance of
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full repayment of the health care expenditures.
In order to ensure full payment the Plan
must delineate procedural mechanisms for
protecting the United States’s claims. The
full payment requirement of the ‘‘unusual
circumstances’’ test and the Code’s ‘‘cram
down’’ provision would be met if the revised Plan (1) provides an adequate mechanism by which the United States can
prevent the claims administrator from paying contested claims, such as providing the
United States with the same kind of automatic suspension of payment to government beneficiaries that is afforded to the
Canadian governmental payers under the
British Columbia Class Action Settlement
Agreement, and (2) specifies the amount
and form of notice that must be given to
the United States prior to the payment of
contested claims by the claims administrator. In addition, such protections would
provide the United States with recovery
rights sufficiently similar to the Canadian
governmental payers to ensure equal
treatment of Class 15 claimants as required by section 1123(a)(4).
III.
The next issue we are asked to decide is
whether the Plan’s classification of foreign
claimants meets the Bankruptcy Code’s
classification requirements. For the following reasons we hold that the Plan’s
classification of foreign claimants meets
the Code’s requirements.
[22–26] Under the Plan, a foreign
claimant is defined as someone who (1) is
not a United States citizen, (2) is not a
resident alien, or (3) did not have his or
her medical procedure performed in the
United States. Plan § 1.67. The Plan creates two classes for foreign claimants.
Class 6.1 consists of claimants who are
from a country that either (1) belongs to
the European Union, (2) has a common law
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tort system, or (3) has a per capita Gross
Domestic Product of greater than 60% of
the United States’s per capita Gross Domestic Product. Class 6.2 consists of
claimants from all other countries. Class
5 generally consists of domestic breastimplant claimants. Class 6.1 claimants receive settlement offers of 60% of analogous
domestic claimants’ settlements, and Class
6.2 receive settlements of 35% of the domestic claimants’ settlements. Members
of both classes retain the option to litigate
against the Litigation Facility for the full
value of the claim should they deem the
settlement offer inadequate.
The various groups of foreign claimants
argue that their claims are not worth less
than those of the domestic tort claimants
and, therefore, should not be classified
separately from domestic claims. The issue is whether the Plan improperly classifies the foreign claimants separately from
domestic claimants. For the following reasons we hold that the separate classification is not improper.
The Bankruptcy Code provides that ‘‘a
plan may place a claim or an interest in a
particular class only if such claim or interest is substantially similar to the other
claims or interests of such class.’’ 11
U.S.C. § 1122(a). This circuit has recognized that section 1122(a), ‘‘by its express
language, only addresses the problem of
dissimilar claims being included in the
same class.’’ In re U.S. Truck Co., 800
F.2d 581, 585 (6th Cir.1986). Section
1122(a) does not demand that all similar
claims be in the same class. Id. To the
contrary, the bankruptcy court has substantial discretion to place similar claims in
different classes. Id. We have observed
that ‘‘Congress incorporated into section
1122 TTTT broad discretion to determine
proper classification according to the factual circumstances of each individual case.’’
Id. at 586.
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In this case, the bankruptcy court determined that the evidence supported the factual assumptions upon which the classifications are based, and that given those facts,
the Plan’s classifications are proper. For
example, the bankruptcy court found the
testimony of three widely recognized expert witnesses helpful. These three expert witnesses had served on the panel for
developing the classification scheme used
in Bowling v. Pfizer, Inc., (S.D.Ohio 1995).
Pfizer’s classification scheme was the model used to develop the scheme in this case.
Id. These expert witnesses explained the
Pfizer methodology and its relevance to
the current case. They offered quantitative evidence demonstrating that the highest tort awards in various other countries
were significantly lower than in the United
States. For example, one expert witness
testified that the highest non-pecuniary
award in injury cases in Australia is approximately $230,000. The bankruptcy
court found these witnesses credible, in
contrast to the foreign claimants’ witnesses, who the court found to be ‘‘unhelpful.’’ In re Dow Corning Corp. 244 B.R. at
660. Based on such evidence, the bankruptcy court found that ‘‘without question,
the evidence on the record shows that tort
recoveries in the United States tend to be
significantly higher than those in foreign
jurisdictions.’’ Id. at 661. Though the
foreign claimants point to countervailing
considerations, their arguments, at best,
show that there was conflicting evidence
on the factual assumptions underlying the
classification scheme. The foreign claimants have not shown that the facts used to
support the separate classifications for foreign and domestic claimants were clearly
erroneous.
[27] Second, the various groups of foreign claimants contend that their claims
are more valuable than claims originating
from other countries in their respective

classes. They argue that the various
claims in their class are not ‘‘substantially
similar’’ as required by section 1122(a).
They further argue that by giving identical
consideration to class members whose
claims are of different value, they are not
being treated the same as other members
of their class in violation of the Code’s
requirement that claimants within a class
be treated equally. 11 U.S.C § 1123(a)(4).
This issue, therefore, turns on whether the
Plan improperly places foreign claims that
are not ‘‘substantially similar’’ in the same
class. For the following reasons we find
that the bankruptcy court’s determination
that the claims within a given class are
‘‘substantially similar’’ is not clearly erroneous.
The bankruptcy court relied on the testimony of a leading expert in comparative
law methodology, Basil Markenisis, who
pointed to legal, economic, and cultural
factors supporting the bankruptcy court’s
conclusion that the claims within each class
are ‘‘substantially similar.’’ Markenisis
discussed (1) the availability of social safety nets in other countries, (2) other countries’ reliance on judges as opposed to
juries, (3) limitations on punitive damages,
(4) unavailability of contingency fees, (5)
limitations on strict liability doctrines, (6)
cultural factors, (7) reluctance to use lawyers, especially in the Far East, and (8)
reliance upon semi-official medical reports
in Europe. The bankruptcy court concluded, based on such evidence, that the claims
are ‘‘substantially similar.’’ Though the
foreign claimants offer countervailing considerations, they have offered no evidence
to indicate that the facts relied upon by
the bankruptcy court were clearly erroneous. Moreover, we note that all foreign
claimants retain the right to pursue full
payment of their claims in the Litigation
Facility. The fact that foreign claimants
maintain the litigation option further supports the finding that the Plan does not
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treat claims that are in the same class
unequally.
IV.
For the reasons set forth above, we
AFFIRM the bankruptcy court’s determination that the Plan’s classification of foreign claimants meets the Bankruptcy
Code’s requirements. In addition, we AFFIRM the district court’s determination
that, when there are ‘‘unusual circumstances,’’ the bankruptcy court may enjoin
non-consenting creditors’ claims against a
non-debtor to facilitate a Chapter 11 plan
of reorganization. However, we REMAND this case to the district court for
those matters needing additional findings.
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barred modification of its contractual
rights. The United States Bankruptcy
Court for the Eastern District of Tennessee, Richard S. Stair, Jr., Chief Judge, 248
B.R. 534, sustained objection and denied
confirmation. Debtors appealed. The District Court, James H. Jarvis, J., affirmed,
and debtors appealed. Adopting the majority position, the Court of Appeals, David A.
Nelson, Circuit Judge, held that the Code’s
antimodification provision permitted modification of the rights of totally unsecured
homestead mortgagees such as the second
mortgagee in the case at bar.
Reversed and remanded.
1. Bankruptcy O3708(8)
Bankruptcy Code expressly provides
that a Chapter 13 plan may modify the
rights of holders of ‘‘unsecured claims.’’
Bankr.Code, 11 U.S.C.A. § 1322(b)(2).

,

2. Bankruptcy O2852
In re George E. LANE and Sherry
A. Lane, Debtors.
George E. Lane and Sherry
A. Lane, Appellants,
v.
Western Interstate Bancorp, as Successor Servicer to FirstPlus Financial, Inc., Appellee.
No. 00–5986.
United States Court of Appeals,
Sixth Circuit.
Submitted Oct. 24, 2001.
Decided and Filed Feb. 7, 2002.

Whether a lienholder has a ‘‘secured
claim’’ or an ‘‘unsecured claim,’’ in the
sense in which those terms are used in the
Bankruptcy Code, depends on whether the
lienholder’s interest in the collateral has
economic value. Bankr.Code, 11 U.S.C.A.
§§ 506(a), 1322(b)(2).
3. Bankruptcy O2852
Where a creditor holds a second mortgage on a homestead valued at less than
debtor’s secured obligation to a first mortgagee, the holder of the second mortgage
has only an ‘‘unsecured claim,’’ for purposes of the Bankruptcy Code provision
governing determination of secured status.
Bankr.Code, 11 U.S.C.A. § 506(a).
4. Bankruptcy O3708(9)

Second mortgagee whose lien on
Chapter 13 debtors’ homestead was wholly
unsecured objected to confirmation of plan,
asserting that the Bankruptcy Code

Bankruptcy Code’s antimodification
provision permits modification of the
rights of totally unsecured homestead
mortgagees in Chapter 13 plans; such
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Presumptively Reasonable Fees in Chapter 13
Prepared by Lois R. Lupica
Maine Law Foundation Professor of Law
University of Maine School of Law

Table A - 1: Presumptively Reasonable Fees in Chapter 13 by District
District
ALMB

2003
$1,600 (AO)

2004
$1,600 (AO)

2005
$2,000 (AO)

ALNB

$2,500
(LR/AO)
$1,800 (GO)

$2,500 (AO)

ALSB

$2,500
(LR/AO)
$1,800 (GO)

AKB

$1,750 (LR)

$1,750 (LR)

$1,750 (LR)

AZB –
Tuscon
AZB –
Phoenix

$2,750 (UP)

$2,750 (UP)

AREB

$2,500,
$2,750, or
$3,000 (UP)
$1,500 (GL)

$2,500,
$2,750, or
$3,000 (UP)
$1,500 (GL)

ARWB

$1,500 (GL)

CACB
CAEB
CANB –
Oakland*
CANB –
San Jose*
CANB –
San
Francisco

CANB –
Santa
Rosa
CASB

2006
$2,000
(AO)
$2,500
(AO)
$3,000
(GO)
$2,500 (LR)

2007
$2,500
(AO)
$2,500
(AO)
$3,000
(GO)
$2,500 (LR)

2008
$2,500
(AO)
$2,500
(AO)
$3,000
(GO)
$2,500 (LR)

$2,750
(UP/CL)
$3,500 (UP)

$3,500
(UP)
$3,500
(UP)

$3,500
(UP)
$3,500
(UP)

$3,500 (UP)

$1,500 (GL)

$1,500
(GL)

$3,000
(GL)

$3,000 (GL)

$1,500 (GL)

$1,500 (GL)

$1,500
(GL)

$3,000
(GL)

$3,000 (GL)

$3,500 (GO)

$3,500 (GO)

$3,500 (GO)

$4,000 (LR)

$4,000 (LR)

$2,500 (GL)

$2,500 (GL)

$3,500 (GL)

$3,000
(GO)
$3,500
(GL)

$3,500
(GL)

$3,500 (GL)

$1,800 (GL)

$1,800 (GL)

$2,400 (GL)

$2,400
(GL)

$2,800
(GL)

$3,500 (RR)

NF

NF

NF

NF

NF

NF

$1,700 (UP)
or $2,100
(RR)

$2,100 (UP)
or (RR)

$2,100 (UP)
or (RR)

$2,800
(UP)

$2,800
(GO)

$3,300
(GO)

$1,800 (GO)

$4,000 (UP)

2011
$2,750
(AO)
$2,750
(AO)
$3,000
(GO)
$2,750
(LR)
$4,000
(UP)
$4,000
(UP)
$3,000
(GL) or
$3,500
(debtor
above
median
income)
(GL)
$3,000
(GL) or
$3,500
(debtor
above
median
income)
(GL)
$4,000
(LR)
$3,500
(GL)
$4,800
(GL)
$2,750
(GL)
$3,500 +
$850 if
involves
real
property
claims (GL)
NF or
$5,000
(UP)
$3,300
(GO)

1
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District
COB

2003
$1,500 (GO)

2004
$1,500 (GO)

2005
$1,500 (GO)

CTB
DEB

NF
$1,500 (JA)

NF
$1,500 (JA)

NF
$2,000 (JA)

$2,500 (UP)

$2,500 (UP)

Depends on
attorney
(UP)

FLMB –
Tampa

FLNB

FLMB – Ft.
Myers*
FLMB –
Jacksonvill
e
FLMB –
Orlando

2006
$1,500
(GO)
NF
$3,000 (JA)

2007
$3,000
(GO)
NF
$3,000
(JA)

2008
$3,000
(GO)
NF
$3,200 (JA)

$2,500 (UP)

$2,500
(UP)

$2,500
(UP)

$3,000 (UP)

Depends on
attorney
(UP)

Depends on
attorney
(UP)

$4,500
(UP)

$2,500 (CL)

$2,500 (CL)

Depends
on
attorney
(UP)
$3,300
(plans for
36 months)
$3,450
(duration
of plan
36-60
months)
$3,600
(duration
of plan 60
months)
(AO)

$2,500 (UP)

$2,500 (CL)

Depends
on
attorney
(UP)
$2,500
(CL)

$3,300
(plans for
36 months)
$3,450
(duration of
plan 36-60
months)
$3,600
(duration of
plan 60
months)
(AO)

$1,500
(until
9/9/03)
(SO)
$2,000 (SO)

$2,000 (SO)

$2,000
(until
11/10/05)
(SO)
$2,500 (SO)

$2,500
(SO)

$2,500
(SO)

$3,000
(GL)
$1,501
(AO)
NF (GO)

$3,000
(GL)
$2,500
(AO)
NF (GO)

$2,500
(until
7/17/08)
(SO)
$3,000
(SO)
$3,000 (GL)

3,300
(plans for
36 months
9/17/07)
$3,450
(duration
of plan
36-60
months)
$3,600
(duration
of plan 60
months)
(AO)
$3,500
(SO)

$2,500
(GO)
$2,100
(GL)

$2,500
(GO)
$2,100
(GL)

$2,500
(GO)
$2,100 (GL)

$2,500
(GO)
$2,500
(SO)

$2,500
(GO)
$2,500
(SO)

$2,500
(GO)
$3,000
(SO)

FLSB*
GAMB

NF

NF

$1,501 (AO)

GANB

$2,501
(GO)
$1,500 (GO)

$2,501 (GO)

$2,501 (GO)

$1,500 (GO)

$2,500 (GO)

GASB
HIB*

IDB*
ILCB –
Danville

$1,700 (SO)

$1,700 (SO)

$2,000 (SO)

$2,500
(AO)
NF (GO)

2011
$3,300
(GO)
NF
$3,200
(JA)
$3,525
(AO)
$3,500
(UP)

$3,500
(GL)
$2,500
(AO)
NF (GO)
$3,000
(GO)
$3,200
$3,500 (if
plan is
confirmed
without
continuanc
e of the
initially
scheduled
confirmatio
n hearing)
(GL)
$3,000
(GO)
$3,300
(SO)

2
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District
ILCB –
Peoria
ILCB –
Springfield
ILNB

2003
$1,700 (SO)

2004
$1,700 (SO)

2005
$2,000 (SO)

$1,700 (SO)

$1,700 (SO)

$2,000 (SO)

$2,200

$2,200

$2,500

(representati
on through
confirmation)

(representati
on through
confirmation)

(representati
on through
confirmation)

$2,700

$2,700

$3,000

(representati
on through
closing)

(representati
on through
closing)

(representati
on through
closing)

(SO)

(SO)

(SO)

ILSB

$2,200 (GO)

$2,200 (GO)

$3,500 (GO)

INNB –
Fort
Wayne
INNB –
Hammond
INNB –
Lafayette

$1,500$1,800 (UP)

$1,500$1,800 (UP)

$2,500 (UP)

$1,800 (UP)

$1,800 (UP)

$2,800 (UP)

$1,800 (UP)

$1,800 (UP)

INNB –
South
Bend*
INSB

2006
$2,500
(SO)
$2,500
(SO)
$2,500

2007
$2,500
(SO)
$2,500
(SO)
$3,500
(GO)

2008
$3,000
(SO)
$3,000
(SO)
$3,500
(GO)

2011
$3,300
(SO)
$3,300
(SO)
$3,500
(GO)

(SO)
$3,500
(GO)
$2,500
(UP)

$3,500
(GO)
$2,500
(UP)

$3,500
(GO)
$3,500 (UP)

$4,000
(GO)
$3,500
(UP)

$2,800
(UP)
$2,800 +
200 for

$2,800 (UP)

$2,800 +
200 for

$2,800
(UP)
$2,800 +
200 for

$2,800 +
200 for

$2,800
(UP)
$2,800 +
200 for

each matter
after
requiring
court
appearance

each matter
after
requiring
court
appearance

each matter
after
requiring
court
appearance

each matter
after
requiring
court
appearance

each
matter after
requiring
court
appearance

(UP)

(UP)

(UP)

(UP)
$3,200 (UP)

(UP)
$4,000
(UP)
$3,500
(LR)
$3,001
(GO)
NF

(representati
on through
confirmation
)

$3,000
(representati
on through
closing)

$2,500 (LR)

$2,500 (LR)

$2,500 (LR)

$3,500 (LR)

$3,500 (LR)

$3,500 (LR)

$1,001
(GO)
NF

$1,251 (GO)

$1,251 (GO)

NF

NF

$1,251
(GO)
NF

$1,751
(GO)
NF

$1,751
(GO)
NF

KSB –
Kansas
City
KSB Topeka

NF

NF

NF

NF

NF

NF

$3,000
(UP)

$2,500 (GL)

$2,500 (GL)

$2,800 (GL)

$2,800
(GL)

KSB Wichita
KYEB

$2,500 (UP)

$2,500 (UP)

$2,500 (UP)

$2,800
(debtor is
below
median
income)
$3,300
(debtor is
above
median
income)
(GL)
$3,000 (CL)

NF

NF

NF

$2,500
(UP)
NF

$2,800
(debtor is
below
median
income)
$3,300
(debtor is
above
median
income)
(GL)
$2,500
(UP)
NF

$3,100
(debtor is
below
median
income)
$3,600
(debtor is
above
median
income)
(GL)
$3,000
(CL)
NF

IANB
IASB

NF

3
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District
KYWB*

2003

2004

LAEB*

$1,500 (GO)

$1,500 (GO)

LAMB

NF

NF

NF

$2,500 (JA)

LAWB –
Alexandria

$1,500 (UP)

$1,500 (UP)

LAWB –
Lafayette
and Lake
Charles

$1,500 (UP)

$1,500 (UP)

Gradual
increase
(UP)
$2,250
(under
median
income)
$2,750
(above
median
income)
(UP)
$2,650
(under
median
income)
$3,000
(above
median
income)
(SO)

Gradual
increase
(UP)
$2,250
(under
median
income)
$2,750
(above
median
income)
(UP)
$2,650
(under
median
income)
$3,000
(above
median
income)
(SO)

LAWB –
Shreveport
and
Monroe*

2005

2006

2007

2008

$2,250 (fee
below the
means test
debtor)
$2,520 (fee
above the
means test
debtor)
(GO)

$2,250 (fee
below the
means test
debtor)
$2,520 (fee
above the
means test
debtor)
(GO)

$2,500
(JA)
Gradual
increase
(UP)
$2,250
(under
median
income)
$2,750
(above
median
income)
(UP)
$2,650
(under
median
income)
$3,000
(above
median
income)
(SO)

$2,500 (JA)
Gradual
increase
(UP)
$2,700
(UP)

$2,650
(under
median
income)
$3,000
(above
median
income)
(SO)

2011
$2,750
(amount
paid into
plan is
more than
$10,000)
$1,500
(amount
paid into
plan is
less than
$10,000)
(LR)
$2,250
(fee below
the means
test
debtor)
$2,520
(fee above
the means
test
debtor)
(GO)
$2,800
(SO)
$2,800
(SO)
$2,800
(SO)

$2,800
(SO)

MEB
$2,500 $3,000
(UP)

4
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District
MDB*

2003
$1,500 (LR)

2004
$1,500 (LR)

2005

2006

2007

2008

2011
$3,500 (all
matters in
main case)

$4,500
(waives any
future
opportunity
for fees)
$2,000 (all
matters
relating to
plan
confirmatio
n)

MAB

$2,500 +
$500 for

$2,500 +
$500 for

$2,500 +
$500 for

$2,500 +
$500 for

$2,500 +
$500 for

$3,500
+$500 for

post –
confirmation

post –
confirmation

post –
confirmation

post –
confirmation

post –
confirmation

(CL)
$1,800 (UP)

(CL)
$1,800 (UP)

(CL)
$1,800 (UP)

(LR)
$3,000 (UP

post –
confirmatio
n (LR)

MIWB

$1,800
(MO)

$1,800
(MO)

$1,800
(MO)

MNB

$1,250 (LR)

$1,250 (LR)

1,250 (LR)

$2,400
$2,600
(attys
receive
“chapter
13
expertise”
status)
$2,900
(attys
certified by
ABC) (MO)
$2,000 (LR)

MSNB*

$1,300 (SO)

$1,500 (SO)

MSSB

$1,500 (SO)

$1,500 (SO)

$1,700 (SO)

MOEB

$2,300 (LR)

$2,300 (LR)

MOWB

$1,500 (LR)

MTB

$1,750 (LR)

MIEB

$3,000 (LR)

$2,200
(SO)
$3,000 (LR)

$3,000
(UP)
$2,400
$2,600
(attys
receive
“chapter
13
expertise”
status)
$2,900
(attys
certified by
ABC) (MO)
$2,500
(below
applicable
median
income)
$3,000
(above
median
income)
(LR)
$2,200
(SO)
$2,200
(SO)
$3,000 (LR)

$1,500 (LR)

$2,000 (LR)

$2,000 (LR)

$3,000 (LR)

$1,750 (LR)

$1,750 (LR)

$1,750 (LR)

$1,750 (LR)

(LR)
$3,000 (UP)
$2,400
$2,600
(attys
receive
“chapter 13
expertise”
status)
$2,900
(attys
certified by
ABC) (MO)
$2,500
(below
applicable
median
income)
$3,000
(above
median
income) (LR
)
$2,500
(SO)
$2,500
(SO)
$3,000 (LR)
$3,000
(GO)
$1,750 (LR)

(LR)
$3,500
+$500 for
post –
confirmatio
n (LR)

$3,500
(LR)
$2,400
$3,000
(attys
receive
“chapter
13
expertise”
status)
$3,300
(attys
certified by
ABC) (MO)
$2,500
(below
applicable
median
income
$3,000
(above
median
income)
(LR )
2,900 (SO)
$2,500
(SO)
$4,000
(LR)
$3,000
(LR)
$3,500
(LR)

5
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District
NEB

2003
$1,100 (LR)

2004
$1,100 (LR)

2005
$1,800 (LR)

2006
$1,800 (LR)

2007
$3,000 (LR)

2008
$3,000 (LR)

NVB*

~$2,500
(UP)
$2,500 (pre

~$2,500
(UP)
$2,500 (pre

$5,000 (UP)

$5,000
(UP)
$2,500 (pre

$5,000
(UP)
$2,500 (pre

$5,000 (UP)
$2,500 (pre

$2,500

confirmation)
$1,000 (post
confirmation)

confirmation)
$1,000 (post
confirmation)

confirmation)

confirmation
)

confirmatio
n)

confirmation
)

$1,000

$1,000

$1,000

(pre
confirmatio
n)

(AO)

(AO)

(post
confirmation
)

(post
confirmatio
n)

(post
confirmation
)

(AO)

(AO)

(AO)

NHB

$2,500 (pre
$1,000
(post
confirmation)

(AO)

2011
$3,000
(below
median)
$3,500
(above
median)
(LR)

$1,000
(post
confirmatio
n)

(AO)
$3,500
(LR)
NF or
$3,500
(UP)
Case
specific
(UP)
$5,000
(one
trustee)
(UP)
$3,700
(GO)

NJB

$2,000 (LR)

$2,000 (LR)

$2,500 (LR)

$3,500 (LR)

$3,500 (LR)

$3,500 (LR)

NMB

NF or
$2,000 (UP)

NF or
$2,000 (UP)

NF or
$2,000 (UP)

Case
specific
(UP)

Case
specific
(UP)

Case
specific
(UP)

NYNB –
Albany
Division
NYNB –
Utica
Division
NYNB Syracuse
NYSB –
Poughkeep
sie
NYSB
NYWB

$1,650 1690 (UP)

$1,650 $1,890 (UP)

$2,650 (UP)

NF

NF

NF

NF or
$3,000
(UP)
Case
specific
(UP)
$4,000
(one
trustee)
(UP)
$2,650 $3,500
(UP)
NF

NF or
$3,000 (UP)

NYEB

NF or
$3,000
(UP)
Case
specific
(UP)
$4,000
(one
trustee)
(UP)
$2,650 $3,500
(UP)
NF

NF

$3,700
(AO)

NF

NF

NF

NF

NF

NF

NF

$2,500$3,500 (UP)

$2,500$3,500 (UP)

$2,500$3,500 (UP)

NF
NF

NF
NF

$2,500$3,500
(UP)
NF
NF

$2,500$3,500 (UP)

NF
NF

$2,500$3,500
(UP)
NF
NF

NCEB

$1,600 (AO)

$1,600 (AO)

$3,000 (LR)

$3,000 (LR)

$3,000 (LR)

NCMB

$1,400 or
$1,600 (AO)
$1,500 (SO)

$1,500 (SO)

$2,500 (SO)

NCWB

$1,600 (LR)

$1,600 (LR)

$1,600/
2,000 (LR)
$2,500 (UP)

$2,500
(SO)
3,000 (AO)

$3,000
(SO)
$3,000 (LR)

$3,000
(SO)
$3,000 (LR)

$2,500
(UP)

$3,000
(UP)

$3,000 (UP)

$2,500$3,500
(UP)
NF
NF or
$2,100$2,500
(one
judge) (UP)
$3,000
(LR)
$3,000
(SO)
$3,250
(LR)
$3,000
(UP)

NDB

Case
specific
(UP)
$4,500
(one
trustee)
(UP)
$3,700
(GO)

NF
NF

6
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District
OHNB –
Akron

2003
$1,250 (max

2004
$2,000
(max of
$600 up
front) (AO)

2005
$2,000
(max of
$600 up
front) (AO)

2006
$2,000
(AO)

2007
$2,000
(AO)

2008
$3,000
(AO)

2011
3,000 (AO)

OHNB –
Canton

$1,050$1,250 (AO)

$1,250 or
$1,750 (if

$1,500 or
$2,000 (if

$1,500 or
$2,000 (if

$1,500 or
$2,000 (if

$500 paid
up front)

$500 paid
up front)

$500 paid
up front)

$500 paid
up front)

$2,000 or
$3,000
(AO)

$2,000 or
$3,000
(AO)

(AO)
$1,700 (AO)

(AO)
$3,000 (AO)

$1,500 (AO)

1,500 (AO)

(AO)
$3,000
(AO)
2,000 (AO)

(AO)
$3,000
(AO)
$2,000
(AO)

$3,000
(AO)
$3,000
(AO)

$3,000
(AO)
$3,000
(AO)

$950 (UP)

$950 (UP)

$950 (UP)

$1,500
(UP)
$3,000 (LR)

$1,500
(UP)
$3,000 (LR)

$1,500 (UP)

$3,750
(GO)
$2,000

$3,750
(GO)
$2,500 (two

$1,500
(UP)
$3,500
(LR)
$3,750
(GO)
$2,500

of $350 up
front, only
allowed
$1,000 in
atty fees if
atty gets
more than
$350 up
front) (AO)

OHNB –
Cleveland
OHNB –
Youngstow
n*
OHNB Toledo
OHSB

$1,700 (AO)

$1,500 (LR)

$1,500 (LR)

$3,000 (LR)

OKEB

$2,000 (GO)

$2,000 (GO)

$2,000 (GO)

OKNB

$2,000 (two

$2,000 (two

$2,000 (two

$3,750
(GO)
$2,000

judges
recognize)

judges
recognize)

judges
recognize)

(two judges
recognize)

(two judges
recognize)

judges
recognize)

(two judges
recognize)

(UP)
$1,500 (GL)

(UP)
$1,500 (GL)

(UP)
$1,500 (GL)

(UP)
$2,500 (LR)

(UP)
$2,500 (LR)

(UP)
$2,500 (LR)

$4,500

$4,500

$4,500

(UP)
$3,500
(LR)
$4,500

(total
compensati
on) or
$3,250 (flat
fee with no
itemization)

(total
compensati
on) or
$3,250 (flat
fee with no
itemization)

(total
compensatio
n) or
$3,250 (flat
fee with no
itemization)

(LR)

(LR)

(LR)

OKWB
ORB*

PAEB*

PAMB
PAWB

$3,000
(UP)
2,000 (GO)

$3,000
(UP)
2,000 (GO)

$3,500
(UP)
$2,000 (GO)

RIB

$2,500 (LR)

$2,500 (LR)

$3,500 (LR)

SCB

$1,500 or
$1,800 (UP)

$1,500 or
$1,800 (UP)

$3,000 (UP)

$3,500
(UP)
$2,000
(GO)
$3,500 (LR)

$3,500
(UP)
$2,500
(GO)
$3,500 (LR)

$3,000
(UP)

$3,000
(OO)

$3,000 (LR)

(total
compensati
on) or

$3,250
(flat fee
with no
itemization)

$3,000

(LR)
$3,000

(below
median
income)

(below
median
income)

$3,500

$3,500

(above
median
income)

(above
median
income)

(LR)
$3,500
(UP)
$3,100
(GO)
$3,500 +
$500 (LR)
$3,000
(OO)

(LR)
$3,500
(UP)
$3,100
(GO)
$3,500 +
$500 (LR)
$3,000
(OO)
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District
SDB
TNEB

2003
$1,000 (LR)
$2,000 (LR)

2004
$1,000 (LR)
$2,000 (LR)

2005
NF
$3,000 (LR)

2006
NF
$3,000 (LR)

2007
NF
$3,000 (LR)

2008
NF
$3,000 (LR)

TNMB
TNWB

NF
$1,500 (UP)

NF
$1,500 (UP)

NF
$2,400 (UP)

$2,500 (LR)

$2,500 (LR)

$2,500 (LR)

NF
$2,400
(UP)
$2,500 (LR)

NF
$2,400 (UP)

TXEB

NF
$2,400
(UP)
$2,500 (LR)

TXNB

$2,000 (GO)

$2,000 (GO)

$3,000 (GO)

TXSB

$2,250 (GO)

$2,050
(paid out in
first
available
funds) (GO)
$2,460

$2,050
(paid out in
first
available
funds) (GO)
$2,460

$3,000
(GO)
$3,085
(GO)
$2,700

$3,000
(GO)
$3,085
(GO)
$2,700
(dismissed

(receive
payment out
of only
portion of
available
funds) (GO)

(receive
payment out
of only
portion of
available
funds) (GO)

$2,300 (SO)

$2,500 (SO)

TXWB –
Austin
Division

TXWB – El
Paso
Division
TXWB –
San
Antonio
Division
TXWB –
Waco
Division

$2,000 (SO)

(dismissed
before
confirmation
is effective)

(GO)

$3,000
(GO)
$3,000
(GO)
$3,085
(GO)
$2,700

(GO)

(dismissed
before
confirmatio
n is
effective)

$3,200

$3,200

$3,200

(preconfirmatio
n) (SO)

(preconfirmation
) (SO)

(preconfirmatio
n) (SO)

$3,500

$3,500

$3,500

(postconfirmatio
n) (SO)

(postconfirmation
) (SO)

(postconfirmatio
n) (SO)

before
confirmatio
n is
effective)

(dismissed
before
confirmation
is effective)

(GO)

2,800 (SO)

2011
NF
$3,000
(LR)
NF
$3,000
(UP)
$3,000
(LR)
$3,000
(GO)
$3,085
(GO)
$2,700

(GO)

$2,000 or
$2,500 (SO)

$2,000 or
$2,500 (SO)

$2,750 (SO)

$2,750
(SO)

$3,000
(SO)

$3,000
(SO)

$3,200
(SO)

$2,000 (SO)

$2,000 (SO)

2,000 (SO

$3,200
(SO)

$3,200
(SO)

$3,200
(SO)

3,200 (SO)

$2,000 $2,500 (UP)

$2,000 $2,500 (UP)

$2,750 (SO)

$2,750
(SO)

$3,000
(SO)

$3,000 (S)

$3,000
(SO)
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District
UTB

2003
$1,800 (UP)

2004
$1,800 (UP)

2005
$2,000 (UP)

2006
$2,750
(MO)

2007
$2,750
(MO)

2008
$2,750
(MO)

2011
$3,000
(below
median
income &
chapter 13
plan
payment of
less than
$150)

$3,250
(below
median
income &
chapter 13
payment
over $150)

$3,500
(above
median
income)

VTB

$1,500 (LR)

$1,500 (LR)

$1,500 (LR)

$1,500 or
$2,500
$3,000
(SO)
$2,500
(UP)

$2,500
(SO)
$3,000
(SO)
$2,500
(UP)

$2,500 (LR)

VAEB

$1,500 (LR)

$1,500 (LR)

$3,000 (SO)

VAWB

$1,500 $1700 (UP)

$1,500 $1700 (UP)

$2,500 (UP)

WAEB

$1,500 (LR)

$1,500 (LR)

$1,500 (LR)

$2,000 (LR)

$2,500 (LR)

$2,500 (LR)

WAWB

$1,300
(until
7/1/03)
(GO)
$1,800
(after
7/1/03)
(GO)
NF

$1,800 (GO)

$1,800 (GO)

$1,800
(GO)

$1,800
(GO)

$1,800
(GO)

NF

NF

NF

WIEB

$750 + 4%
(GO)
$2,500 (UP)

$750 + 4%
(GO)
$2,500 (UP)

$750 + 4%
(GO)
$2,500 (UP)

~$3,500
(UP)
$750 + 4%
(GO)
$3,000 (CP)

WIWB
WYB

NF
$1,500 (LR)

NF
$1,500 (LR)

NF
$2,000 (LR)

$750 + 4%
(GO)
$2,500
(UP)
NF
$2,000 (LR)

~$3,500
(UP)
$750 +
4% (GO)
$3,000
(CP)
NF
$2,500 (LR)

WVNB
WVSB

CP = Court Policy
OO = Operating Order
NF = No Presumptively Reasonable Fee
RR = Rights and Responsibilities
UP = Unwritten Practice
GL = Guidelines
CL = Case law
LR = Local Rule
GO = General Order

$3,000
(SO)
$2,500 (UP)

NF
$2,500 (LR)

(GL)
$2,500
(LR)
$3,000
(SO)
$2,500 $3,000
(UP)
$2,500
(LR)
$3,500
(GO)

~$3,500
(UP)
$750 +
4% (GO)
$3,500
(CP)
NF
$3,000
(LR)

SO = Standing Order
AO = Administrative Order
MO = Memorandum
JA = Judge announced
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*court did not provide no look fee, and repeated calls to local professionals went
unanswered

Survey of “Presumptively Reasonable” Fees [excerpted from the
Consumer Bankruptcy Fee Study]
The relationship between the fees attorneys receive and the
relevant presumptively reasonable fee in the district was an important
issue to be studied [in the Consumer Bankruptcy Fee Study]. In order to
examine this relationship over time, we developed a database of
presumptive fees, by district or court, in effect from 2003 to [2011].1
Because so many districts do not codify their presumptive fee information
or keep archival records, we relied largely upon the institutional memories
of obliging Chapter 13 Trustees and debtor attorneys to provide and
confirm the presumptive fees of almost ten years ago.2
Coming by much of th[is] data . . . took some scouting and
tenacity. We started by reviewing each bankruptcy district’s website to
see if the fee information was provided in the district’s local rules,
general orders, or standing orders. This method provided the current
presumptive fees in each district that had codified or memorialized its
fee. A few districts offered an on-line archive of local rules and general
orders that outlined the district’s earlier presumptive fees. The majority of
courts’ websites, however, failed to provide historical presumptive fee
information.
After exhausting the material publicly available online, calls were
made to bankruptcy courts in an effort to access local rules and orders
archives. Unfortunately, for the most part, this effort was futile, as most
clerks could not access archival rules and orders. Next, information was
sought from the Standing Chapter 13 Trustee offices. Chapter 13
Trustees were able to provide varying degrees of information. For
See infra Appendix VI. The GAO Study collected information on the no-look fees in place in 48
districts, before and after BAPCPA. The GAO found that the Chapter 13 no-look fee increased in
almost all of the districts (or divisions) studied. In more than half of those cases, the increase
was 55% or more. As noted in the GAO Study, “a division is a sublevel below that of a federal
judicial district.” THE GAO REPORT, supra note 15, at 24–25.
1

2

See infra Appendix VI.
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example, some Trustees provided year specific codified fees in their
districts, while others provided presumptive fees that were established by
custom.
After the available Chapter 13 Trustees were surveyed, we sought
assistance from practicing consumer debtors’ attorneys. Attorneys were
chosen in five ways: (1) general internet search for practicing debtor
attorneys in specific districts; (2) Chapter 13 Trustee referrals; (3)
bankruptcy court clerk referrals; (4) attorney referrals; and (5) attorneys
listed on Chapter 13 cases filed pre-BAPCPA and post-BAPCPA. Debtors’
attorneys proved to be the best source of information about presumptive
fees set by custom or unwritten practice. It should be noted that, at
times, attorneys within the same district gave us different dollar amounts
when asked what the “unwritten” no-look was in their district. Interestingly,
a few practicing attorneys had never heard of a presumptive or no-look
fee.

11
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Qualitative Data Concerning Attorney Fees in Chapter 13 Cases
Excerpted from the Consumer Bankruptcy Fee Study by Lois R. Lupica

With respect to fees in Chapter 13 cases, there are significant distinctions
in all fee-related practices, customs and policies at the state, district,
court, and even individual levels. Over 50% of attorneys surveyed charge
a flat fee to their Chapter 13 clients.1 Fifteen percent of the lawyers
reported charging by the hour, and ~15% used a combined hourly rate
and flat fee.2 Others reported charging a “sliding scale,” depending upon
what debtors can pay.3 The median hourly rate reported by those
responding attorneys who charge an hourly rate is $271.4 Note however,
that this is the rate charged, not necessarily the rate ultimately received.5
In many instances, there is a significant divergence between the two.6
Moreover, many lawyers reported that their effective hourly rate, when
they charged the presumptively reasonable fee was considerably lower
than their “usual” hourly rate.7
In many jurisdictions, the “flat fee” is a de jure or de facto
“presumptively reasonable fee” arrangement (“PRF”).8 A PRF allows the
lawyer to charge a flat, pre-approved fee for an array of services and
avoid the necessity of filing a fee application with the court.9 In some
jurisdictions, the lawyer determines up front whether he or she will charge
client the PRF. In at least one district, the attorney is afforded more
flexibility in terms of the timing of the decision: “Attorneys make the
decision within 30 days of the 341 completion to opt out of the base fee
and this is due to complicated issues in the case.”10 In yet other
jurisdictions, the amount of the PRF turns on the size of the plan
1

Consumer Bankruptcy Attorney Survey, question 43 (data on file with Principal Investigator).

2

Consumer Bankruptcy Attorney Survey, question 43 (data on file with Principal Investigator).

3

Consumer Bankruptcy Attorney Survey, question 48 (data on file with Principal Investigator).

4

Consumer Bankruptcy Attorney Survey, question 44 (data on file with Principal Investigator).

5

See supra notes 284–289 and accompanying text.

6

Id.

7

Consumer Bankruptcy Attorney Survey, question 45 (data on file with Principal Investigator).

8

See infra Appendix VI.

As one Chapter 13 Trustee observed, “Per local rule, fee [applications] are an option if counsel
does not want to be bound by the no-look fee. Some few always chose that option; most accept
the no-look fee.” Chapter 13 Trustee Survey, question 25 (data on file with Principal Investigator).
9

10

Chapter 13 Trustee Survey, question 25 (data on file with Principal Investigator).
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payments: “In [my district] there is an ‘official’ no-look fee of $3,000, but
if the plan will pay less than a total of $5,000 (including attorney's fees
and trustee's commission) the attorney fee is only $2,000.”11
According to the Survey, in almost all jurisdictions with a PRF, the
PRF array of services for Chapter 13 representation includes:
1. Initial meeting with debtors to explain the bankruptcy process;
2. Advice to debtors concerning their obligations and duties under the
Bankruptcy Code and Rules, applicable court orders, and the
provisions of their Chapter 13 plan;
3. Preparation and filing of the documents required by § 521 of the
Bankruptcy Code;
4. Preparation and filing the plan;
5. Attending the 341 meeting;
6. Communication with client after the 341 meeting;
7. Attendance of confirmation hearing.12
In some jurisdictions, the PRF services also include:
1. Preparation and filing of all motions required to protect the
debtor’s interest;
2. Preparation and filing of responses to all motions filed against the
debtor;
3. Preparation and filing any and all plan amendments;
4. Representing the debtor in connection with a motion for relief from
stay;
5. Representing the debtor in connection with a motion for relief from
stay which is resolved by agreement;
6. Representing the debtor in connection with a motion by the
Chapter 13 Trustees seeking dismissal of the case;
7. Representing the debtor in connection with a motion by the
Chapter 13 Trustee seeking dismissal of the case for which there is
an agreement or no opposition;
8. Representing the debtor in connection with debtor’s motion to
modify the plan;

11

Notes on file with Principal Investigator.

12

Consumer Bankruptcy Attorney Survey, question 51 (data on file with Principal Investigator).
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9. Representing the debtor in a contested matter.13
In a few jurisdictions, the PRF services also include:
1. Representing the debtor in
2. Representing the debtor in
3. Representing the debtor in
“fee shifting”;
4. Representing the debtor in
is set more than 120 days

an adversary proceeding as plaintiff;
an adversary proceeding as defendant;
any matter in which the court orders
any matter in for which the first hearing
following confirmation.14

In those jurisdictions where the PRF is a “cradle to grave” fee,
there is no opportunity, even if the unforeseeable happens, for the lawyer
to receive additional compensation.15 Most often however, the debtor is
charged the PRF in a standard case, but if a complication arises, such as
the filing of an adversary proceeding, the attorney may be entitled to
either a fixed amount of additional compensation, or payment of an
hourly rate for time spent.16
The circumstances under which a lawyer would file either an
abbreviated fee application and receive a fee amount in accordance with
a local rule-based schedule, or file a more extensive fee application and
receive an hourly rate, varies by district and by court. Illustrations
include:
•

“Motions for Relief from Stay generate a request for additional fees
when multiple hearings are required.”

•

“All post-confirmation fees are by application with the exception to
allowance of fees by stipulation with the debtor and Chapter 13
trustee if under $1,000.”

•

“We mostly see supplemental fee requests in connection with
requests to modify confirmed plans.”

•

“Adversary proceedings almost always require fee applications.”

13

Id.

14

Id.

Focus Group of Consumer Bankruptcy Attorneys (Sept. 23, 2010) (transcript on file with Principal
Investigator).

15

16

Notes on file with Principal Investigator.
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•

“There are basically two times I see fee applications: in failed
cases that do not get confirmed (attorneys frequently file a fee
application so that their unpaid fees are paid from the money in
my possession . . . these are routinely granted by the Court); and
exceedingly complicated cases (rarely see these filed . . . but when
filed by my ‘regular’ debtors' bar, the fees are generally granted).”17

Not all lawyers exercise their right to augment the PRF by filing an
application for additional fees. As one Chapter 13 Trustee noted,
the most frequent participants in the system are “scared” to file
the fee applications because they don't know what to expect and
many comment that filing the application takes far longer than the
fees incurred in many cases (and they can't seek payment for
much of the time preparing the application) so they don't bother.18
At least one district builds an “administrative reserve” into every
Chapter 13 plan as a way of ensuring the debtor will be able to pay
additional legal fees if approved.19 If the reserve fund is not used for
attorney fees, it is distributed to unsecured creditors.20 According to the
data, the administrative reserve is not widely used.21
We further found in some Chapter 13 cases, fees charged by
attorneys do not rise to the level of the PRF. A variety of reasons were
cited for this, including: (i) filing a Chapter 13 to pay attorney fees, with
the intention of converting to a Chapter 7 as soon as the fees were
paid,22 (ii) agreeing to a lesser fee for those in the military or other
“sympathetic” clients,23 (iii) determining that a debtor “can’t afford” the
17

Chapter 13 Trustee Survey, question 25 (data on file with Principal Investigator).

18

Id.

19

Notes on file with Principal Investigator.

20

Notes on file with Principal Investigator.

21

Notes on file with Principal Investigator.

“Debtor can file [a Chapter] 7 but can't come up with the [fee] to file . . . . So the attorney
has the debtor file [a Chapter] 13 to collect fees [through] the plan, but charges a fee between
the normal [Chapter] 7 fee and the no-look [Chapter] 13 fee. If the debtor is having his pay
garnished, this may be only way to get the case filed.” Notes on file with Principal Investigator.
22

Fee discounts for service men and women, members of legal plans, and a few other
“sympathetic” debtors were reported. “There aren’t any hard and fast rules, but understand, I am
a bankruptcy lawyer because I want to help people. If that means I decided to make less, that’s

23
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no-look fee,24 (iv) the case is a “disguised” Chapter 7,25 (v) market
pressures,26 and (vi) the operational complexity of a case.27
A majority of lawyers reported, and the quantitative data confirmed,
only the exceptional cases merited charging less than the PRF. One
attorney observed that the client’s ability to pay the PRF was used as a
prognosticator of the success of the Chapter 13 plan: “if a debtor cannot
afford the full legal fee, they are likely not able to complete a plan.”28
The mean attorney fee values, however, revealed twenty-two
jurisdictions where the PRF was higher than the mean fee received in a
discharged case.

a decision I make. And it’s not a decision I make lightly.” Interview with Consumer Bankruptcy
Attorney (Sept. 25, 2011) (transcript on file with Principal Investigator).
Chapter 13 Trustee Survey, question 25 (data on file with Principal Investigator) (“Many debtors’
[attorneys] do not charge the full no-look fee if the debtor cannot afford it.”) “Sometimes you
might agree with the debtor to take less. This isn't that common since even a $1,000 price
cut, only lowers a plan payment by $16 a month or so.” Notes on File with Principal Investigator.
25
“The [C]hapter 13 is a [C]hapter 7 in disguise. The most appropriate circumstance for this to
occur is when the debtor does pass the means test in [Chapter] 7, but has a 0% payout to
unsecured in a [Chapter] 13. This can occur when the debtor has child support income which is
included in [Current Monthly Income] in [Chapter] 7 but excluded in [Chapter] 13, or has
retirement account payroll deductions which are not an allowable expense in [Chapter] 7 but are
in [Chapter] 13. The case is simpler than the normal [Chapter] 13 and the attorney charges less.”
Notes on file with Principal Investigator.
24

“I would attribute below no-look median fees virtually entirely to market pressures . . . we have
attorneys who take [Chapter] 13s for $2,000 or even less, while our no-look is $4,000/$4,500.”
Notes on file with Principal Investigator.

26

“[It] depends on the complexity of the case, not just legal complexity but also (and probably
more importantly) operational complexity, i.e., how can we rearrange the debtor's business/income
vis a vis his overhead/expenses to make what appears to be a non-feasible plan feasible (one of
the useful services a good attorney provides in the absence of an accountant who in a Chapter
11 would be doing that).” Notes on File with Principal Investigator.

27

28

Notes on file with Principal Investigator.
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Table 1. Districts Where the Average Fee for Discharged Chapter 13 Cases Was
Below the Presumptively Reasonable Fee Post-BAPCPA29
District
ALNB
ALSB
AKB
CACB
CAEB
GASB
ILCB
ILSB
INSB
LAMB
MNB
MOEB
NJB
NCEB
NCMB
NCWB
OHSB
OKEB
RIB
TNEB
TXSB
WYB

Average Fee
Post-BAPCPA
$1,685.06
$2,183.64
$2,048.46
$2,671.52
$3,265.09
$2,260.53
$2,157.86
$3,156.43
$3,195.96
$2,112.32
$1,712.20
$2,639.35
$2,528.60
$2,614.70
$2,399.47
$2,299.51
$2,656.29
$1,942.42
$2,832.21
$1,916.92
$2,435.13
$1,798.04

Presumptive Fee PostBAPCPA
$2,500
$3,000
$2,500
$3,000 to $4,000
$3,500
$2,500
$2,500 to $3,000
$3,500
$3,500
$2,500
$2,000 to $2,500/$3,000
$3,000
$3,500
$3,000
$2,500 to $3,000
$3,000
$3,000
$3,750
$3,500
$3,000
$3,085
$2,000

Not only is there variation in how much an attorney is paid, and
the method by which the amount of the fee is determined, there are also
material differences in Chapter 13 cases as to how the attorney fee is
structured.30 The extent to which an attorney receives his or her fees up
Presumptively reasonable fees values dating from 2006 to 2008 were considered post-BAPCPA.
For the average fee numbers, the values from the quantitative analysis were used. Only those
districts with a difference between the presumptively reasonable fee and the average fee of more
than $200 were included. Districts where the presumptively reasonable fee was set by unwritten
practice were not included in these tables. See infra Appendix VI, Table A – 24 and Appendix V,
Table A – 18 for the complete data.
29

A number of lawyers observed that clients frequently shop for the lowest upfront fees and the
willingness of lawyers to pay filing fees for clients (and receive later reimbursement through plan
payments). This affects the market for consumer debtors’ attorneys. Focus Group with Consumer
Bankruptcy Attorneys (Jan. 18, 2010) (transcript on file with Principal Investigator); Focus Group of
Consumer Bankruptcy Attorneys (Feb. 11, 2010) (transcript on file with Principal Investigator);
Consumer Bankruptcy Attorney Survey, question 19 (data on file with Principal Investigator).

30
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front, in whole or in part, or over time as part of the plan payments, and
over what period of time, turns on one of more of the following
variables: (i) the lawyer’s or the lawyer’s firm’s policies, predilections or
business model, (ii) the presiding judge, (ii) the interpretation of the
Bankruptcy Code in the jurisdiction, (iii) the Chapter 13 Trustee, (iv) the
lawyer’s predictions about the feasibility of the debtor’s case, (v) the
market for legal services, and (vi) local custom and practice.31
How fees are structured impacts not only how much is paid by a
client, but also how much is received by the lawyer. The structure also
affects chapter choice as well as the issue of how cases perform and
their eventual disposition. An example of how this plays out was
described by an attorney as follows:
In [District A] attorneys get paid $200 a month, meaning that if
nothing is taken in advance, the attorney [is] paid [over] . . . 15
months.32 There is no judicial opinion on where these funds [should
be] taken from, so frequently Debtors have “step” plans that
provide $200 more a month for the first 15 months, then drop
down.
In [District B], however, the Court [determined] that while [section]
1325 requires secured creditors to receive “equal monthly
payments” it does not require that [those] . . . payments start at
confirmation. Accordingly, these plans pay only “adequate
protection payments” to secured creditors (usually cars) basically
swiping some of their money to pay attorneys fees. Additionally,
since the Code only requires pre-confirmation adequate protection
payments for personal property collateral, the 2-4 months of preconfirmation mortgage payments get diverted to pay attorneys
fees, with that amount being added to the mortgage
arrearage. With these . . . maneuvers, debtors’ attorney fees
usually get paid within 6-12 months of filing a case.
Lastly, in [District C] the attorney fees are spread over the length
of the Chapter 13 plan. This means that if nothing is taken in

31

Notes on file with Principal Investigator.

32

If the plan payment is lower than $200/month, it takes longer for attorneys to receive their fee.
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advance, the full amount is paid in 60 installments. Because of
this, fees paid through the plan are incredibly devalued, both
[because of the time value of money] and because of the [higher]
risk of case dismissal. Accordingly, most attorneys [in District C]
require $1500 or more “up-front.”
These three different schemes for paying attorney fees have real
effects on chapter selection. [District C] has far fewer Chapter 13
cases . . . . [In many instances] potential clients either don’t file or
the attorney works with him or her to get them into a Chapter 7.
Similarly, [District B] might have higher dismissal rates, since an
attorney only needs a debtor to last 6-10 months to cover his or
her costs, making it less risky [for the attorney] to take a more
tenuous case.
In [District A] with step-down plans, the first year, which is already
often the hardest for a debtor, is even harder due to the
heightened payment.33
On their face, these appear to be mere procedural decisions about
the timing of fee distributions, but in practice, these decisions have a
critical substantive effect on the debtor, the attorney as well as on the
bankruptcy system as a whole.
The above discussion concerns fees charged in cases in which the
debtor receives a discharge. The story with respect to attorney fees
received in cases that end in a dismissal is very different. As the
objective data reveals, attorney fees received in dismissed cases were
42% lower than those fees received in cases that end in discharge.34
This, in part, accounts for the difference between the fee an attorney
charges, and the fee the attorney receives.35 When Chapter 13 Trustees
were asked how much attorneys charged and how they are paid in

Interview with Consumer Bankruptcy Attorney (Apr. 2, 2010) (notes on file with Principal
Investigator).

33

34

See infra Appendix II, Table A – 5.

35

Id.
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dismissed cases, the answers varied greatly. 36 With respect to cases
dismissed prior to confirmation, the range of answers included:
•
“$800 paid pre-petition plus 25% of unpaid balance up to a
max amount of $300; Any fees awarded in a dismissed or
converted case must be by application (unless under $1,000).”
•
“In addition to the amount of the fee paid pre-petition,
sometimes attorneys receive a portion of payments made prior to
dismissal or conversion.”
•
“To the extent that pre-confirmation plan payments were
made, the debtor’s attorney will receive some pro rata portion
distribution after, i) all required adequate protection payments are
paid in full, and ii) the Trustee’s ‘new case set up fee.’ Usually they
receive nothing.”
•
“Generally, the dismissal orders provide for attorney fees to
be paid up to $400.”
•
“Funds are refunded to the debtor in care of the attorney.
The attorney may resolve with the debtor what if any are paid
from the refund.”
•
“Pursuant to court order they get up to one-half of the no
look fee if the case is dismissed.”
•
“We have a local rule that allows them up to $500 of the
funds on hand toward their unpaid fee claim in a case that is
dismissed or converted pre-confirmation. They also get to keep
whatever they were paid pre-petition.”
•
“Debtors’ attorneys will now receive up to $1,000, depending
on balance on hand, in converted or dismissed cases.”
•
“My rule . . . is not to object to all but $100 or so of the
requested fee (usually $2,500) if the dismissal/conversion is not
the attorney's fault and the case was otherwise ready for
confirmation. Often there is not enough money in our account to
pay all that.”

36

The Chapter 13 Trustee responses included cases that were converted as well as dismissed.
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•
“The attorney generally gets paid his retainer and some
amount as an administrative fee based upon the Court's granting
of a fee application.”
•
“If their client has made plan payments and there are funds
in the case, the attorney will file a fee application for the ‘no look’
fee balance remaining less trustee's fees from the available funds.”
•
“It depends on the amount on hand after payment of the
filing fee. Usually $300 to $900.”
•
“Cases crater in the first 9 months. The plan dictates how
such fees are paid and in many cases, the fees have not been
satisfied at the time of dismissal.”
•
“Attorneys who want to be paid need to file a motion for an
administrative expense. These motions are typically allowed for the
full amount of the no-look fee, though there is rarely enough
money on hand to pay it.”
•
“We are a jurisdiction that pays pre-confirmation, so often
times counsel is paid in full.”
•
“Depends on the amount of the plan payment—but 60-70%
are likely getting the entire fee because such a small portion is
going to adequate protection payments in most cases.”
•

“$300 per court order.”

•

“Presumptive fee of $900 if funds are on hand.”

•
“If attorney timely completed all tasks and dismissal was
debtors fault, they can get the full presumptive fee (however, I
usually only have one or two payments to disburse on attorney
fees). Other times, the court only allows the retainer, and in
extreme cases, the [court] will require disgorgement.”37
These answers show that the debtor's ability to complete a multiyear plan dictate whether an attorney will received their full fee, or
nothing.38 One attorney observed that a consequence of these varied
37

Chapter 13 Trustee Survey, question 37 (data on file with Principal Investigator).

With respect to cases that were dismissed following confirmation, attorneys fared somewhat
better. A majority of Chapter 13 Trustees reported that attorneys received what they had already
been paid. In many jurisdictions, by that point, attorneys were paid all or most of their fee.
Chapter 13 Trustee Survey, question 37 (data on file with Principal Investigator).

38
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policies is that lawyers take Chapter 13 cases essentially on a
contingency basis. 39 This, in turn, has a profound effect upon the quality
of legal services delivered.

39

Notes on file with Principal Investigator.
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Best Practices for Limited Services Representation in
Consumer Bankruptcy Cases1
Introduction2
The ABI Bankruptcy Ethics Task Force has considered the issue of Limited Scope
Representation (“LSR”), also known as “unbundling legal services” and “discrete task
representation.” We have also briefly examined the issue of “ghostwriting,” a form of LSR.3 These
practices have developed as a means to serve the ever-increasing number of self-represented debtors
(also known as pro se debtors).
LSR on behalf of a consumer debtor typically consists of the provision by an attorney of a
subset of legal services in connection with the filing of a consumer bankruptcy case. LSR is in
contrast to the plenary representation of a debtor, where the lawyer is paid a full fee to represent a
debtor with respect to all aspects of his bankruptcy case—from pre-filing counseling to postdischarge proceedings. LSR is undertaken to achieve a lower overall cost, and typically in lieu of
filing pro se or filing with the assistance of a petition preparer. This arrangement allows for legal
representation by an attorney for cost containment purposes.4
The problem of the high cost of consumer bankruptcy representation is well documented.5
The recent Consumer Bankruptcy Fee Study revealed a 24% increase in attorney fees post-BAPCPA
for Chapter 13 cases, with mean fees in some jurisdictions approaching $5,000.6 For no-asset cases
filed under Chapter 7, mean attorney fees have increased 48%—as high as $1,500 at the mean in
some jurisdictions.7
Although in most jurisdictions there is a mechanism for attorney fees in Chapter 13 cases to
be paid through the plan (thus limiting the amount of cash a financially distressed debtor must have
1 This proposed rule is restricted to consumer practice. LSR in the business context has a very different
justification and implicates very different issues.
2 The Reporters’ Notes liberally draw on the excellent WHITE PAPER ON LIMITED SCOPE
REPRESENTATION IN BANKRUPTCY, prepared by LSR Subcommittee member Theresa V. Brown-Edwards
(ABI Ethics Task Force Multijurisdictional Practice/Limited Service Representation Subcommittee) 2012.
3 Due to the time and resource constraints, the Task Force decided to defer a thorough discussion
ghostwriting. It is expected that a future ABI working group will address this important issue.
4 The Task Force discussed at length the issue of consumers’ access to the bankruptcy system, and the
tension between the time and skill it takes to responsibly and ethically represent a consumer debtor, and the
legal fee the consumer can afford and the market will support. Ultimately the Task Force decided to limit the
scope of its report addressing access to the consumer bankruptcy system to a discussion of the issue of
Limited Services Representation.
5 Lois R. Lupica, The Consumer Bankruptcy Fee Study: Final Report, 20 AM. BANKR. INST. L. REV. 17 (2012)
[hereinafter Lupica].
6 Id. at 30.
7 Id.
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in hand to pay an attorney prior to filing),8 high attorney fees remain a concern. In many instances,
at least a portion of the fee must be paid to the attorney up front, and providing for the fee balance
to be paid through the plan may adversely affect the plan’s feasibility. Thus, high fees in Chapter 13
cases may be pricing some debtors out of filing for bankruptcy under Chapter 13.9 Although it is
difficult to measure how many consumers in financial distress do not file for bankruptcy protection,
the Consumer Bankruptcy Fee Study did reveal that zero cases filed pro se under Chapter 13 ended
with the debtor receiving a discharge.10 This is a result of the myriad new obligations imposed on
debtors by BAPCPA, and the difficulty many debtors have had (and continue to have) in meeting
these obligations.11
The problem of pro se representation is even more compelling in Chapter 7, where it is far
more common. The Consumer Bankruptcy Fee Study found that 5.8% of all Chapter 7 cases are
filed pro se.12 This descriptive statistic is reflective of a national random sample of cases filed postBAPCPA. We recognize, however, that the incidence of pro se filings is considerably higher in many
jurisdictions. In the ten courts with the greatest number of pro se cases, 9.5% to 27.1% of all cases
are filed without attorney representation.13
The burden that pro se debtors place on the court system has been widely recognized.14 Judges,
trustees, and court staff have detailed the extra time and system resources eaten up by aiding pro se
Id. at 116.
Id. at 104.
10 Id. at 33-34.
11 As observed:
BAPCPA’s enactment changed the consumer bankruptcy system in a myriad of small
and not-so-small ways. For example, there is now an income and expense standard
consumer debtors must meet in order to qualify for Chapter 7. The most critiqued of all new
requirements, the means test, mandates that all debtors calculate their income and expenses
using a system of complex calculations. It requires the application of various local and IRS
expense standards to the debtor's financial information, adjusted by geographic location and
household size.
The list of necessary documents and records required by a consumer debtor filing under
Chapter 7 or Chapter 13 has also notably increased. In addition to a schedule of assets and
liabilities, a schedule of current income and expenditures, and a statement of financial affairs,
a debtor must now produce: (i) evidence of payment from employers, if any, received within
60 days of filing; (ii) a statement of monthly net income and any anticipated increase in
income or expenses after filing; (iii) a record of any interest the debtor has in a federal or
state qualified education or tuition account; and (iv) a copy of his or her tax return for the
most recent tax year.
Two educational courses are now also required of debtors—a debtor must complete a
credit counseling course prior to filing, and a debtor education course must be completed
prior to discharge.
Id. at 33-34 (footnotes omitted).
12 Id. at 31.
13 See Administrative Office of the United States Courts, By the Numbers—Pro Se Filers in the
Bankruptcy Courts (2011) (available at http://www.uscourts.gov/News/TheThirdBranch/11-1001/By_the_Numbers--Pro_Se_Filers_in_the_Bankruptcy_Courts.aspx).
14 Lupica, supra note 5, at 102.
8
9

Page 211

BEST PRACTICES FOR LIMITED SERVICES REPRESENTATION
IN CONSUMER BANKRUPTCY CASES

3

debtors who are attempting to navigate the complexities of the bankruptcy process. 15 Moreover,
these efforts and resource expenditures are often for naught. The chance a pro se debtor’s case will be
dismissed because of a failure to comply with the dictates of the Bankruptcy Code and Rules is
considerably higher than if the debtor were represented.16
In considering the issue of Limited Services Representation, the Task Force recognizes the
necessity of reconciling the need to protect debtors from receiving inadequate and ineffective
representation, even for a limited fee, and the interest of providing debtors with the option of
limited legal representation in lieu of self-help resources or non-legal assistance. With the goal of
addressing each of these concerns, the Task Force has examined the elements of debtor
representation in consumer bankruptcy cases and has developed a framework for engagement of
counsel for limited services. After due discussion and consideration, the Task Force is
recommending a framework for LSR representation in Chapter 7 consumer cases only because of
Chapter 13’s complexity and the difficulty of distinguishing between the “basic” and the “full service”
elements of representation of a Chapter 13 debtor.17 In addition, the ability to pay legal fees paid
through a plan and the historically low incidence of pro se Chapter 13 cases has led the Task Force to
conclude that the concerns motivating the LSR Proposal are best met by the development of a
proposal for best practices for limited services representation only in Chapter 7 consumer cases.
LSR and Model Rules, Local Rules, Bar Association Opinions and Judicial Pronouncements
Limited Scope Representation has been gaining attention among the federal and state
judiciary. Typically, states and bar associations have been more receptive to “unbundled” legal
services than federal courts. The Model Rules of Professional Conduct, largely adopted in some
form in most states, permit Limited Scope Representation under certain, defined circumstances.
Rule 1.2(c) reads, “[a] lawyer may limit the scope of representation if the limitation is reasonable
under the circumstances and the client gives informed consent.”18 The Official Comments to Rule
1.2(c) provide:
The scope of services to be provided by a lawyer may be limited by
agreement with the client or by the terms under which the lawyer’s services
are made available to the client . . . . A limited representation may be
appropriate because the client has limited objectives for the representation.
In addition, the terms upon which representation is undertaken may exclude
specific means that might otherwise be used to accomplish the client’s
objectives. Such limitations may exclude actions that the client thinks are too
costly or that the lawyer regards as repugnant or imprudent.19

Id.
Id. at 103.
17 Note, however, that nothing in this Best Practices Statement obviates the need for attorneys for
consumer debtors to comply with, e.g., the Bankruptcy Code provisions involving debt relief agencies. See 11
U.S.C. §§ 101(8), 101(12A), 526-258.
18 MODEL RULES OF PROF’L CONDUCT R. 1.2(c) (2011).
19 Id. at R. 1.2 cmt. 5.
15
16
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The comments to Rule 1.2 further state that lawyers and clients may enjoy “substantial
latitude to limit the representation,” so long as the proposed limitations are “reasonable under the
circumstances.” The Official Comment [7] offers the following illustration.
If, for example, a client’s objective is limited to securing general
information about the law the client needs in order to handle a common and
typically uncomplicated legal problem, the lawyer and client may agree that
the lawyer’s services will be limited to a brief telephone consultation. Such a
limitation, however, would not be reasonable if the time allotted was not
sufficient to yield advice upon which the client could rely.20
Model Rule 1.0(h) defines “reasonable” as being consistent with the “conduct of a
reasonably prudent and competent lawyer. 21 In determining the reasonableness of a proposed
representation, the legal knowledge, skill, thoroughness and preparation required is informed by the
nature of the unbundled representation.22
Currently, dozens of federal judicial districts have adopted a local rule of bankruptcy
procedure or written an opinion addressing LSR. The degree of enthusiasm for LSR by courts, who
have examined this issue, ranges from high to very low. Some courts have embraced LSR as a tool
to address the growing problem of pro se debtors.23 As reported above, legal fees have increased in
almost every jurisdiction, pricing some debtors out of legal representation. Moreover, diminished
funding for legal services organizations has decreased the availability of low- or no-cost legal
representation for low-income debtors. Although the incidence of pro se debtors varies from
jurisdiction to jurisdiction, at all levels pro se cases are reported to add to the already considerably
administrative burdens on the courts and the trustees.24
Other courts, however, have viewed the practice of unbundling more skeptically.25 Those
Id. at R. 1.2 cmt. 7; see also In re Minardi, 399 B.R. 841, 851-52 (Bankr. N.D. Okla. 2009) (examining the
reasonableness requirement based on the nature of the case and the financial circumstances facing a chapter 7
debtor).
21 MODEL RULES OF PROF’L CONDUCT R. 1.0(h) (2011).
22 Id. at R. 1.2 cmt. 7.
23 See Hale v. United States Trustee, 509 F.3d 1139, 1148 (9th Cir. 2007) (agreeing with the bankruptcy
court’s determination that bankruptcy counsel may not exclude from representation of the debtor “critical
and necessary services”); In re Johnson, 291 B.R. 462, 469 (Bankr. D. Minn. 2003) (attorneys representing
individual debtors in chapter 7 cases may not “unbundle the core package of ordinary legal representation
reasonably anticipated in every case”); In re DeSantis, 395 B.R. 162, 169 (Bankr. M.D. Fla. 2008) (counsel for
an individual chapter 7 debtor in a consumer case may not exclude from the scope of representation certain
essential services; debtor’s counsel “must advise and assist their client in complying with their responsibilities
assigned by Section 520 of the Bankruptcy Code, including helping their clients decide whether to surrender
collateral or instead reaffirm or to redeem secured debts.”); In re Burton, 442 B.R. 421, 452-53 (Bankr. W.D.
N.C. 2009) (disapproving of an attempt to limit representation to file lien avoidances or defend against stay
relief motions on the basis that these constitute “key services” to the bankruptcy case).
24 Lupica, supra note 5, at 102.
25 See In re Egwim, 291 B.R. 559, 578 (Bankr. N.D. Ga. 2003); In re Carvajal, 365 B.R. 631, 631 (Bankr.
E.D. Va. 2007); In re Hodges, 342 B.R. 616, 61920 (Bankr. E.D. Wa. 2006). Despite differing views as to the
degree to which unbundling is permissible, no court appears to have allowed the exclusion of all post-petition
20
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courts that have viewed limited scope representation less favorably have expressed concern that LSR
leaves debtors without guidance in the thick of the bankruptcy case, when they are most
vulnerable. 26 Moreover, some judges see full service representation as necessary to meet the
minimum standards of a lawyer’s professional responsibility. Yet others have noted that what falls
under the umbrella of “basic services” is fact-intensive and varies from case to case.
Although both sides of the argument have merit, the Task Force is viewing the LSR
Proposal as a needed alternative to a debtor’s pro se representation. The Proposed Rule should be
used as a guide for measuring the reasonableness of a particular Chapter 7 bankruptcy representation
arrangement.
In recognizing that the concept of reasonableness is both fact-intensive and situationspecific, the Restatement (Third) of Law Governing Lawyers offers the following guidelines: (i) a
client must be informed of and consent to any “problems that might arise related to the limitation,”
(ii) a contract limiting the representation is construed “from the standpoint of a reasonable client,”
(iii) if any fee is charged, it must be reasonable in light of the scope of the representation, (iv)
changes to representation made after an unreasonably long time after beginning representation must
“meet the more stringent tests…for post inception contracts or modifications,” and (v) the
limitation’s terms must be reasonable in light of the client’s sophistication level and circumstances.27
Informed Client Consent
The reasonableness of a representation cannot be evaluated without the client’s informed
consent. Informed consent requires that the client knows of and understands the risks and benefits
of the limited representation. The Model Rules define informed consent as “the agreement by a
person to a proposed course of conduct after the lawyer has communicated adequate information
and explanation about the material risks and reasonably available alternatives to the proposed course
of conduct.”28
In the context of consumer bankruptcy, any attempt to limit the scope of representation
must be fully disclosed and clearly understood by the debtor before proceeding with the

services altogether. See In re Wagers, 340 B.R. 391, 398 (Bankr. D. Kan. 2006).
26 In re Bulen, 375 B.R. 858, 866 (Bankr. D. Minn. 2007) (observing that unbundled legal representation is
akin to putting a “Band-aid on a gun shot” and leads to an “unraveled legal process, no increased access to
justice.”); see also In re Cuddy, 322 B.R. 12, 17 018 (Bankr. D. Mass. 2005).
27 Restatement (Third) of Law Governing Lawyers § 19 cmt. c. (2000).
28 MODEL RULES OF PROF’L CONDUCT R. 1.0(e) (2011). The Official Comments to Rule 1.0(e) further
explain: “The communication necessary to obtain such consent will vary according to the Rule involved and
circumstances giving rise to the need to obtain informed consent. The lawyer must make reasonable efforts to
ensure that the client or other person possesses information reasonably adequate to make an informed
decision. Ordinarily, this will require communication that includes a disclosure of the facts and circumstances
giving rise to the situation, any explanation reasonably necessary to inform the client or other person of the
material advantages and disadvantages of the proposed course of conduct and a discussion of the client’s or
other person’s options and alternatives.” Id. at cmt. 6.
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engagement.29 This means that for a debtor to provide valid, fully informed consent to limited
services representation, the lawyer must fully explain the services that are omitted from the
representation, including the materiality of these services and the potential ramifications of their
omission. As a matter of “best practices,” the Task Force recommends that any informed consent
be in writing. A “Model Agreement and Consent to Limited Representation in Consumer
Bankruptcy” is found below.
In addition to executing the “Agreement and Consent to Limited Representation in
Consumer Bankruptcy,” the Task Force further recommends that an affidavit be signed by the
attorney and filed with the Bankruptcy Court attesting that the “Agreement and Consent to Limited
Representation in Consumer Bankruptcy” was signed by the debtor and the attorney and that the
debtor understood its substance.
Despite well-founded concerns for protecting the interests of consumer debtors, the trend in
bankruptcy cases (and non-bankruptcy cases) generally favors allowing limited representation in
some form. The target of this proposed rule is the debtor who falls in the liminal space between not
qualifying for legal aid but with limited funds to pay for full-service representation.
Best Practices for Limited Scope Representation
Given the fact-specific nature of limited scope representation in the context of consumer
bankruptcy, it is difficult to design the contours of a limited scope representation that fully addresses
the client’s needs for affordable counsel and that also meets the standard of competent
representation.30 Best practices, at a minimum, require the following:

See Hale v. U.S. Trustee, 509 F.3d 1139, 1147 (9th Cir. 2007); In re Castorena, 270 B.R. 504, 529
(Bankr. D. Idaho 2001) (“Unless debtors truly understand what they are bargaining away, the bargain is a
sham.”(citing In re Basham, 208 B.R. 926, 932-33 (B.A.P. 9th Cir. 1997), aff’d, 152 F.3d 924 (1998)).
30 In re Castorena, 270 B.R. at 530 (noting the difficulty of predicting which services would be deemed to
“part and parcel” of any debtor-engagement, but that “the closer to heart of the matter—the debtors’ desire
to obtain bankruptcy relief and the process necessary to do so—the less likely exclusion is appropriate.” The
court identified the following services as core: (i) proper filing of required schedules, statements, and
disclosures, including any required amendments thereto; (ii) attendance at the section 341 meeting; (iii)
turnover of assets and cooperation with the trustee; (iv) compliance with tax turnover and other orders of the
bankruptcy court; (v) performance of the duties imposed by section 521(1), (3) and (4); (v) counseling in
regard to and the reaffirmation, redemption, surrender or retention of consumer goods securing obligations
to creditors, and assisting the debtor in accomplishing these aims; (vi) responding to issues that arise in the
basic milieu of the bankruptcy case, such as violations of stay and stay relief requests, objections to
exemptions and avoidance of liens impairing exemptions.). See also In re Kieffer, 306 B.R. 197, 207 (Bankr.
N.D. Ohio 2004) (characterizing the following matters as “routine”: (i) motion for turnover of tax refund, (ii)
Rule 2004 examination, (iii) objection to exemption, (iv) objection to motion for relief from stay, and (v)
simple notice of sale); In re Wagers, 340 B.R. at 398–99 (observing that objections to exemptions, objections
to discharge based on the schedules and statements and motion to dismiss for substantial abuse under section
707(b) likely “are so closely related to the advice the attorney gave the pre-petition preparation for filing that
the attorney would at least be morally bound, and might be legally bound, to defend the debtor’s position
against such attacks.”).
29
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1. The initial client interview and counseling should make clear the expected scope of
representation and the expected limited fee.
2. Attorneys counseling unsophisticated consumer debtors must be mindful, when gathering
initial information to assess a case, to avoid the formation of the debtor’s perception that a
full-scale attorney-client relationship is being formed.
3. An engagement letter and informed consent should be prepared in plain language and
carefully reviewed with the debtor. This letter must clearly and conspicuously set forth the
services being provided, the services not being provided, and the potential consequences of
the limited services arrangement.
4. The engagement letter must also clearly describe the fee arrangement, including a statement
of how fees for additional services will be charged.31
5. All documents and disclosures filed with the bankruptcy court should be done with full
candor consistent with the attorney’s duty of confidentiality, disclosing the exact nature of
the representation and the calculation of fees for services being provided.
6. In the event that withdrawal from the unbundled representation becomes warranted,
attorneys must be mindful of protecting their client’s interests to the fullest extent practical
when exiting the case.
7. As is the case with all legal representation, if the attorney becomes aware of a legal remedy,
problem, or alternative outside of the scope of his or her representation, the client must be
promptly informed. The attorney has the further obligation to provide his or her client with
a thorough explanation of the potential benefits and harms implicated, in order for the client
to make an informed decision as to how to proceed.
In considering the range of tasks and services an attorney typically provides to consumer
debtors, the Task Force recognized a distinction between the representation of Chapter 7 individual
debtors with secured consumer debts, and those Chapter 7 debtors with only unsecured consumer
debt.

31 There are always risks with asking the client to pay, post-petition, for fees incurred pre-petition as part
of the engagement. If the Proposed Rule suggested in this Best Practices Statement is not enacted, then
perhaps a better approach would be that taken by a case in the Middle District of Florida. In that case, the
court approved a payment system in which “the client execute[d] separate fee agreements for prepetition and
postpetition services.” See Walton v. Clark & Washington, 469 B.R. 383, 384 (Bankr. M.D. Fla. 2012).
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Even in the context of providing limited services representation, a lawyer representing a
Chapter 7 debtor must comply with all of the relevant governing Rules of Professional Conduct.
These rules include the requirements of (i) competency (Rule 1.1.),32 (ii) diligence (Rule 1.3),33 (iii)
communication (Rule 1.4),34 (iv) confidentiality (Rule 1.6)35 , and (v) conflicts of interest (Rules 1.7,36
1.8,37 1.9,38 1.10,39 and 1.1140 ).41

“A lawyer shall provide competent representation to a client. Competent representation requires the
legal knowledge, skill, thoroughness and preparation reasonably necessary for the representation.” Model
Rules of Prof’l Conduct R. 1.1 (2011). The issue of attorney competency in the bankruptcy context will be
further addressed elsewhere in the Task Force’s Reports.
33 “A lawyer shall act with reasonable diligence and promptness in representing a client.” Id. at R. 1.3.
34
(a) A lawyer shall:
(1) promptly inform the client of any decision or circumstance with respect to which the
client's informed consent, as defined in Rule 1.0(e), is required by these Rules;
(2) reasonably consult with the client about the means by which the client's objectives
are to be accomplished;
(3) keep the client reasonably informed about the status of the matter;
(4) promptly comply with reasonable requests for information; and
(5) consult with the client about any relevant limitation on the lawyer's conduct when
the lawyer knows that the client expects assistance not permitted by the Rules of
Professional Conduct or other law.
(b) A lawyer shall explain a matter to the extent reasonably necessary to permit the
client to make informed decisions regarding the representation.
Id. at R. 1.4.
35 “(a) A lawyer shall not reveal information relating to the representation of a client unless the client
gives informed consent, the disclosure is impliedly authorized in order to carry out the representation or the
disclosure is permitted by paragraph (b).” Id. at R. 1.6.
36 Id. at 1.7 (prohibiting representation of current clients whose interests conflict with other current
clients).
37 Id. at 1.8 (prohibiting the representation of clients whose interests conflict with the lawyer’s personal
or business interests).
38 Id. at 1.9 (prohibiting the representation of current clients’ whose interests conflict with former
clients).
39 Id. at 1.10 (imputing certain conflicts of interest to other members of a lawyer’s law firm).
40 Id. at 1.11 (addressing conflicts of interest when an attorney leaves government service and enters
private sector practice).
41 For example, it is a breach of the obligations of competence and diligence to have non-lawyer staff to
counsel a debtor. See generally In re Sledge, 353 B.R. 742, 749 (Bankr. E.D.N.C. 2006); In re Pinkins, 213 B.R.
818, 820-21 (Bankr. E.D. Mich. 1997).
32
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Proposed Rule Providing for Limited Scope Representation in Consumer
Bankruptcy Cases
(1)

If permitted by the governing Rules of Professional Conduct, a lawyer may limit the scope of
the representation of an individual debtor (or debtors in a joint case),42 whose debts are
primarily consumer debts, if the limitation is reasonable under the circumstances and the
client gives informed consent in writing.

(2)

Limited Services Representation for Individual Chapter 7 Debtors with No Secured Debts.
A.

With respect to a Chapter 7 case filed by an individual debtor, whose debts are
primarily consumer debts, where such debtor has no secured debt listed on the
bankruptcy schedules or statements, reasonable limited representation includes all
of the following:
1.
2.
3.
4.
5.
6.
7.
8.

B.

An initial meeting with the debtor to explain the bankruptcy process and
discuss pre-bankruptcy planning (including exemptions) as well as nonbankruptcy alternatives.
Advice to the debtor concerning the debtor’s obligations and duties under
the Bankruptcy Code and Rules and applicable court orders.
Preparation and filing of the documents and disclosures required by the
Bankruptcy Code, including performance of the duties imposed by Section
521 of the Code.
Provision of assistance with the debtor’s compliance with Section 707(b)(4)
of the Bankruptcy Code.
Preparation and filing of the petition, the Statement of Financial Affairs, and
the necessary schedules.
Attendance at the Section 341(a) meeting.
Communication with the debtor after the Section 341(a) meeting.
Monitoring the docket for issues related to discharge.

In addition to the limited service representation in a Chapter 7 case, as it is defined
above, the representation may also include the following services, to be indicated
with a check on the Model Agreement:
•
•

Representation of the debtor in connection with a motion by the Chapter 7
Trustee to reopen the case for the inclusion of newly discovered assets.
Representation of the debtor in connection with a challenge to the debtor’s
discharge and/or the dischargeability of certain debts.

As used herein, the term “debtor” shall include an individual debtor, as well as debtors in a joint case.
Counsel should be particularly careful in joint debtor cases to ensure that both debtors are fully cognizant of
the limitations of LSR. Counsel should also be mindful of the danger of joint debtors implicating conflict of
interest concerns.
42
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(3)
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Preparation and filing of all motions required to protect the debtor’s
interests.
Representation of the debtor with respect to defending objections to
exemptions.
Preparation and filing of responses to all motions filed against the debtor.
Representation of the debtor in connection with a motion for relief from
stay.
Representation of the debtor in connection with a motion for relief from stay
that is resolved by agreement.
Representation of the debtor in connection with a motion seeking dismissal
of the case.
Other ___________________________________________________

Limited Services Representation for Chapter 7 Debtors with Listed Secured Debts.
A.

With respect to a Chapter 7 case filed by an individual debtor, whose debts are
primarily consumer debts, where such debtor has listed secured debt on the
bankruptcy schedules or statements, reasonable limited representation includes all of
the following:
1.
2.
3.
4.
5.
6.
7.
8.
9.

B.

An initial meeting with the debtor to explain the bankruptcy process and
discuss pre-bankruptcy planning (including exemptions) as well as nonbankruptcy alternatives.
Advice to the debtor concerning debtor’s obligations and duties under the
Bankruptcy Code and Rules and applicable court orders.
Preparation and filing of the documents and disclosures required by and
performance of the duties imposed by Section 521 of the Bankruptcy Code.
Provision of assistance with the debtor’s compliance with Section 707(b)(4)
of the Bankruptcy Code.
Preparation and filing of the petition, the Statement of Financial Affairs, and
the necessary schedules.
Representation of the debtor (including counseling) with respect to the
reaffirmation, redemption, surrender, or retention of consumer goods
securing obligations to creditors.
Attendance at the Section 341(a) meeting.
Communication with the debtor after the Section 341(a) meeting.
Monitoring the docket for issues related to discharge.

In addition to the limited service representation in a Chapter 7 case, as it is defined
above, the representation may also include the following services, to be indicated
with a check on the Model Agreement:
•

Representation of the debtor in connection with a motion by the Chapter 7
Trustee to reopen the case for the inclusion of newly discovered assets.
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Representation of the debtor in connection with a challenge to debtor’s
discharge and/or the dischargeability of certain debts.
Preparation and filing of all motions required to protect the debtor’s
interests.
Representation of the debtor with respect to defending objections to
exemptions.
Preparation and filing of responses to all motions filed against the debtor.
Representation of the debtor in connection with a motion for relief from
stay.
Representation of the debtor in connection with a motion for relief from stay
that is resolved by agreement.
Representation of the debtor in connection with a motion seeking dismissal
of the case.
Other __________________________________________________
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Model Agreement and Consent to Limited Representation in Consumer
Bankruptcy Cases
In order to provide you with reasonable and affordable representation in connection
with your consumer bankruptcy case, I, ________________________, attorney-at-law, licensed in
the State of ___________, Bar No. __________, agree to provide you, for a limited fee (as
described in Section III below, hereinafter referred to as the “Fee”), with some, but not all, of the
services and advice you may need in connection with your bankruptcy case.
You agree that I am being hired to provide you limited bankruptcy-related
representation and recognize that at any time between now and when your case is concluded (either
because you receive a discharge, your case is converted to a case under another chapter, or because
your case is dismissed), circumstances may arise that require additional legal advice and/or legal
services. In such event, you have the option of engaging my services for an additional fee, hiring
another attorney, or representing yourself.
You understand that you are seeking legal representation under Section ___ (I OR
II) below.
Within the scope of my representation, I agree to act in your best interest at all times,
and agree to provide you with competent legal services.
I. For Chapter 7 Debtors Who Have No Secured Debts.
If you have no secured debts and are filing for bankruptcy under Chapter 7, the Fee
includes all of the following services:
1.
2.
3.
4.
5.
6.
7.
8.

An initial meeting with you to explain the bankruptcy process and discuss prebankruptcy planning (including exemptions) as well as non-bankruptcy alternatives.
Advice to you concerning your obligations and duties under the Bankruptcy Code
and Rules and applicable court orders.
Preparation and filing of the documents and disclosures required by and
performance of the duties imposed by Section 521 of the Bankruptcy Code.
Provision of assistance with respect to your compliance with Section 707(b)(4) of the
Bankruptcy Code.
Preparation and filing of the petition, Statement of Financial Affairs, and the
necessary schedules.
Attendance at the Section 341(a) meeting.
Communication with you after the Section 341(a) meeting.
Monitoring the docket for issues related to discharge.

Page 221

BEST PRACTICES FOR LIMITED SERVICES REPRESENTATION
IN CONSUMER BANKRUPTCY CASES

13

If you have no secured debts and are filing for bankruptcy under Chapter 7, the Fee does not
include any of the following services unless the box next to the service is checked. If a
box next to a service is checked, that service will be included in the Fee.
q
q
q
q
q
q
q
q
q
II.

Representation of your interests in connection with a motion by the Chapter
7 Trustee to reopen the case for the inclusion of newly discovered assets.
Representation of your interests in connection with a challenge to your
discharge and/or the dischargeability of certain debts.
Preparation and filing of all motions required to protect your interests.
Representation of your interests with respect to defending objections to
exemptions.
Preparation and filing of responses to all motions filed against you.
Representation of your interests in connection with a motion for relief from
stay.
Representation of your interests in connection with a motion for relief from
stay that is resolved by agreement.
Representation of you in connection with a motion seeking dismissal of the
case.
Other

For Chapter 7 Debtors Who Have Secured Debts.

If you have secured debts and are filing for bankruptcy under Chapter 7, the Fee
includes all of the following services:
1.
2.
3.
4.
5.
6.
7.
8.
9.

An initial meeting with you to explain the bankruptcy process and discuss prebankruptcy planning (including exemptions) as well as non-bankruptcy alternatives.
Advice to you concerning your obligations and duties under the Bankruptcy Code
and Rules and applicable court orders.
Preparation and filing of the documents and disclosures required by and
performance of the duties imposed by Section 521 of the Bankruptcy Code.
Provision of assistance with respect to your compliance with Section 707(b)(4) of the
Bankruptcy Code.
Preparation and filing of the petition, Statement of Financial Affairs, and the
necessary schedules.
Representation of your interests (including counseling) with respect to the
reaffirmation, redemption, surrender or retention of consumer goods securing
obligations to creditors.
Attendance at the Section 341(a) meeting.
Communication with you after the Section 341(a) meeting.
Monitoring the docket for issues related to discharge.
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If you have secured debts and are filing for bankruptcy under Chapter 7, the Fee does
not include any of the following services unless the box next to the service is checked.
If a box next to a service is checked, that service will be included in the Fee.
q
q
q
q
q
q
q
q
q

Representation of your interests in connection with a motion by the Chapter
7 Trustee to reopen the case for the inclusion of newly discovered assets.
Representation of your interests in connection with a challenge to your
discharge and/or the dischargeability of certain debts.
Preparation and filing of all motions required to protect your interests.
Representation of your interests with respect to defending objections to
exemptions.
Preparation and filing of responses to all motions filed against you.
Representation of your interests in connection with a motion for relief from
stay.
Representation of your interests in connection with a motion for relief from
stay that is resolved by agreement.
Representation of your interests in connection with a motion seeking
dismissal of the case.
Other

III. The Fee
Because you have agreed to a limited services representation arrangement, I have agreed to a
limited fee (the “Fee”). You shall pay for the services described and indicated in Section ___ (I or
II ) above as follows:
r A flat fee of $ _______, plus $___ for out of pocket expenses,43 OR
r An hourly fee. The current hourly fee that I charge is $______. The current
hourly fee that my legal assistant charges is $_____. I expect your case will take about ____
hours. The total Fee you will be charged will be capped at $ ____, plus $____ for expenses.
In the event that you ask me to provide additional services (in addition to those services set
forth in Section ____ (I or II) above) after I have begun representing you, there shall be an
additional fee paid to me to be calculated as follows: _______________________
You acknowledge that the fee for additional services (on top of those services set forth in
Section ____ (I or II) above) requested after your bankruptcy petition is filed must be paid from
These expenses may include long-distance telephone and fax costs, photocopy expenses, and postage.
Costs such as filing fees, if any, and debtor counseling and debtor education fees shall be paid directly by you.
43
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funds that are not part of your bankruptcy estate (such as your post-petition earnings).
You understand that I will exercise my best judgment while performing the limited
legal services described in Section _____ (I or II) above, and you also understand:
a.

that I am not promising any particular outcome;

b.

that you entered into this agreement for limited services because I am charging you a
Fee that is less than a fee would be for full-service legal representation in connection
with your bankruptcy case;

c.

that issues may arise in your case that are not covered by the list of core tasks. If that
happens, you have the option of (i) representing yourself with respect to the new
issues, (ii) entering into another agreement with me, whereby I will continue to
represent you for an additional fee, or (iii) hiring another lawyer to represent you;
and

d.

that I have no further obligation to you after completing the above-described limited
legal services unless and until we enter into another written representation
agreement.

Except as required by law, I have not made any independent investigation of the facts and I
am relying entirely on your limited disclosure of the facts necessary to provide you with the services
described in Section ___ (I or II) above. .
If any dispute arises under this agreement concerning the payment of the Fee, we shall
submit the dispute for fee arbitration in accordance with [______________]. This arbitration shall
be binding upon both parties to this agreement.
YOU ACKNOWLEDGE THAT YOU HAVE READ THE ABOVE AGREEMENT
BEFORE SIGNING IT. YOU FURTHER ACKNOWLEDGE THAT I HAVE
ANSWERED ANY QUESTIONS YOU HAVE ABOUT THE LIMITED SERVICE
REPRESENTATION ARRANGEMENT INTO WHICH WE ARE ABOUT TO ENTER.

Signature of client/s

1.____________________________________________
2.____________________________________________

Signature of attorney ____________________________________________
Date:

___________________
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Attorney’s Fees in Chapter 13 Cases:
Review of Court Opinions and Local Rules
By John Rao
National Consumer Law Center
7 Winthrop Square, 4th Floor
Boston, Massachusetts 02110-1245

1. What is Included in the “No-Look” Fee?
a. Total “no-look” fee is generally deemed to cover ancillary and routine tasks and
advice to the debtor throughout the course of the case.
i. Required services included in no-look fee may be listed in an applicable
local rule or general order. E.g., District of Arizona, General Order 106
(listing “Minimum Required Services”; District of Colorado General
Procedure Order Number 2013-2, Exhibit A, Basic Services Anticipated
In Chapter 13 Cases).
ii. In re Cahill, 428 F.3d 536 (5th Cir. 2005) (approving use of “precalculated
lodestar,” which “aids bankruptcy courts in disposing of run-of-the-mill
Chapter 13 fee applications expeditiously and uniformly, obviating the
need for bankruptcy courts to make the same findings of fact regarding
reasonable attorney time expenditures and rates in typical cases for each
fee application that they review.”);
iii. In re Snyder, 445 B.R. 431 (Bankr. E.D. Pa. 2010) (chapter 13 fee
agreement construed against debtor’s attorney where ambiguous as to
ancillary matters excluded from flat fee; fees reduced from requested
$11,700 to $3,500);
iv. In re Wesseldine, 434 B.R. 3, 40 (Bankr. N.D.N.Y. 2010) (lien avoidance
motion included in “no-look” chapter 13 flat fee under local rule,
precluding separate fee claim; “Attorneys who consistently use the flat fee
of $3,700.00 must expect to occasionally encounter a case with unforeseen
complications, thus resulting in a lower return than cases that proceed in a
routine manner. []. This is, however, the exception rather than the rule.
Cases of increased complexity more often than not will be identified prior
to the filing of the petition, such that attorneys can opt to utilize the hourly
fee arrangement. The Court trusts that attorneys will exercise their best
business judgment and chose the hourly fee option from the outset in a
particular case if and when appropriate.”);
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v. In re Shamburger, 189 B.R. 965, 969–70 (Bankr. N.D. Ala. 1995) (“The
problem that a lodestar analysis would create in trying to apply it to a
chapter 13 system is having to determine what is compensable where the
vast majority of work in a chapter 13 case is normal and customary.”).
b. Some courts have different no-look fees amounts that may be charged depending
upon the anticipated complexity of the case or expertise of counsel.
i. Income of Debtor. E.g., Middle District of Alabama ($3,000 for below
median debtor; $3,250 for above median debtor);
ii. Business Case. E.g., District of Alaska ($3,500 in consumer, non-business
cases; $5,000 in business, non-consumer cases); Eastern District of
Washington ($3,000 in a consumer case or $4,000 in a business case as
defined in § 1304(a) of the Code);
iii. Mortgage Payments. E.g., District of Vermont (up to $2,500 for a
“simple” chapter 13 case where the plan pays only unsecured claims and
attorney’s fees; up to $3,500 for a chapter 13 case where ongoing monthly
mortgage payments are paid directly, consisting of up to $2,700 for preconfirmation services, plus up to $800 for post-confirmation services; up
to $4,300 for a chapter 13 case where ongoing monthly mortgage
payments are paid through the plan, consisting of up to $3,700 for preconfirmation services, plus up to $600 for post-confirmation services).
iv. Attorney Expertise. E.g., Western District of Michigan (general no-look
fee is $2,600 ($175 per hour presumptive fee); $3,200 ($220 per hour) if
attorney attends at least 7 hours of bankruptcy CLE programs; $3,650
($250 per hour) if attorney is ABC certified).
c. Some courts structure the no-look fee so that additional amounts may be paid to
counsel for the post-confirmation period in which a chapter 13 case remains
pending and in good status.
i. E.g. Eastern District of Louisiana, General Order No. 2011-1 provides
that the “no-look fee is $2,500. The Order also provides: “IT IS
FURTHER ORDERED counsel requesting compensation under the nolook fee will also receive $300.00 in additional compensation payable in
months 24, 36, 48, and 60 of confirmed plans. The Trustee shall withhold
from distribution, $25.00 per month beginning in month 13 of the plan and
for each month thereafter for this purpose. Debtor's counsel will receive an
annual $300.00 payment if the case is in good standing and still pending
under chapter 13 at the end of the applicable plan year.”
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2. Is the Attorney Locked Into the “No-Look” Fee for the Entire Case?
a. Subject to contrary local rule, counsel may request more than the presumptive
“no-look” fee. An election as to whether the attorney will accept the “no-look”
fee or will submit a fee application generally must be made at the time of the
attorney’s initial Rule 2016(b) disclosure.
i. E.g., Local Rule 2016-3 for the Eastern District of Missouri requires
attorneys to make this election by using the “Attorney Fee Election Form”
event when filing the Rule 2016(b) disclosure.
b. Some courts do not permit counsel to switch to a lodestar approach after the initial
fee disclosures are filed:
i. In re Hyland, 2014 Bankr. LEXIS 368 (Bankr. E.D. Tenn. Jan. 23,
2014)(where counsel had agreed to no-look fee and certified they would
not seek further fees for pre-confirmation services, they could not switch
to lodestar approach in seeking fees for such services);
ii. In re Eliapo, 298 B.R. 392 (B.A.P. 9th Cir. 2003) (attorney who had opted
for standardized “no-look” standard fee could not later seek lodestar
computation of higher fee for services covered by “no-look” fee), aff’d in
part, rev’d in part, 468 F.3d 592 (9th Cir. 2006).
c. Some courts permit counsel to obtain additional compensation for specified postconfirmation services, in addition to the “no-look” fee, without the need to submit
a fee application and contemporaneous time and expense records.
i. E.g., Western District Of Virginia, Standing Order No. 15-1 ($350 for
defense of post-confirmation Motion for Relief from the Automatic Stay
resolved without evidentiary hearing; $250 for defense of postconfirmation Trustee’s Motion to Dismiss for payment default; $400 for
post-confirmation modified Plan or Motion to Suspend; $400 for Motion
to Approve Sale/Motion to Approve Refinance/Motion to Incur
Debt/Motion to Approve Loan Modification; $450 for Adversary
Proceeding (uncontested) including motion for default judgment; $300 for
Motion to Avoid Lien (uncontested)).

3. What Must the Attorney Establish in Seeking Fees in Excess of or In Lieu of the
“No-Look” Fee?
a. Subject to contrary local rule, fees sought in excess of or in lieu of the “no-look”
fee are subject to a lodestar computation, which provides for compensation at a
reasonable hourly rate for time reasonably expended.
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i. In re Pilgrim’s Pride Corp, 690 F.3d 650 (5th Cir. 2012) (finding in
chapter 11 case that lodestar analysis for bankruptcy fees unchanged by
Supreme Court decisions in fee-shifting cases);
ii. In re Williams, 357 B.R. 434 (B.A.P. 6th Cir. 2007) (holding in chapter 7
case that court should have conducted lodestar analysis when counsel
sought amount in excess of basic fee);
iii. In re Johnson, 331 B.R. 534 (Bankr. W.D. N.Y. 2005) (attorney seeking
compensation for additional tasks above usual chapter 13 fee must submit
time records for entire case);
iv. In re Barger, 180 B.R. 326 (Bankr. S.D. Ga. 1995) (lodestar method
should be used in chapter 13 case).
b. Based on the lodestar approach, attorneys who reject the “no-look” fee will need
to keep and submit contemporaneous time records for all of the services
performed in connection with the case.
i. However, some courts provide that services up to a certain dollar amount
may be compensated without an application to the court even if the
attorney is not accepting the customary flat fee. E.g., Eastern District of
Missouri, Local Rule 2016-3 –A.2 (“Attorneys for debtors in Chapter 13
cases who elect the “Fee Application Option” shall be permitted to be
paid, without application to the Court, an initial fee in an amount not to
exceed $2,300 (or $2,581 if the filing fee is advanced). All other fees will
be allowed to the debtor’s attorneys who elect the “Fee Application
Option” only on application filed in accordance with L.R. 2016-1(B).”).
c. Counsel may charge more than the flat fee when the work reasonably required in
a case warrants a larger fee, which the client agrees to pay.
i. In re Tuttle, 2009 WL 1789286 (Bankr. E.D. Va. June 15, 2009) (fees
higher than guideline were reasonable in case likely to be complex;
approving total flat fee amount of $4,500, rather than $3,000 presumptive
fee, where case involved lien strip-off proceeding);
ii. In re Shamburger, 189 B.R. 965 (Bankr. N.D. Ala. 1995) (attorney entitled
to additional compensation for work performed on novel issues);
iii. District of Arizona, General Order 106 (“Counsel may request additional
compensation only in instances where substantial and unanticipated postconfirmation work is necessary. In the event that counsel files for
additional fees, time records in support of such an application must be
provided and date from the inception of the case.”).
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d. However, counsel seeking to deviate from the no-look fee may have a substantial
burden in convincing the court that the case is not “routine” and that additional
services are reasonable and necessary, particularly if other attorneys in the district
routinely perform the same services at a lower cost or without seeking
compensation in excess of the no-look fee.
i. Berliner v. Pappalardo (In re Sullivan), 674 F.3d 65 (1st Cir. 2012)
(bankruptcy court need not go line by line through time records to point
out duplicative or unnecessary work; court’s general finding that case was
not so unusually complex as to warrant high fee was sufficient; in
response to counsel’s argument that higher fees were justified because
debtors were demanding, court stated that “lawyers have an obligation to
keep hand-holding within reasonable limits”);
ii. In re Eliapo, 468 F.3d 592 (9th Cir. 2006) (attorney who had applied for
no-look fee did not show extraordinary circumstances justifying additional
fees for normal case preparation tasks, but was awarded fees for other
additional work; attorney should have been granted opportunity for a
hearing on disputed fees);
iii. In re Cahill, 428 F.3d 536 (5th Cir. 2005) (case did not involve sufficient
amount of work to deviate from standard fee);
iv. In re Peterson, 251 B.R. 359 (B.A.P. 8th Cir. 2000) (reducing hourly rate
and number of hours in fee request based on court’s perceptions of
amounts charged by other local attorneys);
v. In re Ulrich, 517 B.R. 77 (Bankr. E.D. Mich. 2014) (approving reasonable
fee for debtor's attorney in the amount of $5,375 rather than requested fee
of $7,784.50);
vi. In re Szymczak, 246 B.R. 774 (Bankr. D. N.J. 2000) (approving $1,500
based on presumptive fee and $1,850 for services that exceeded the
normal and customary standard, rather than the amount of $9,691.25
requested by counsel);
vii. In re Heise, 436 B.R. 143 (Bankr. D.N.M. 2010) (attorney’s reputation as
proficient in handling chapter 13 cases did not support fee based on higher
hourly rate than other local bankruptcy attorneys);
viii. In re Finlasen, 250 B.R. 446 (Bankr. S.D. Fla. 2000) (reducing fees
because time sheets did not indicate date of each entry and there was
evidence that they were a form list of time entries);
ix. In re Thorn, 192 B.R. 52 (Bankr. N.D.N.Y. 1995) (fees reduced to
amounts customarily charged when no time records or other evidence
5
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introduced to support unusually high fees requested in routine cases).

4. Are “Fee-Only” Chapter 13 Cases Permissible?
a. Most courts have held that so-called “fee-only” chapter 13 cases, in which most or
all of the debtor’s chapter 13 payments will be paid on administrative claims, are
not per se impermissible.
i. In re Brown, 742 F.3d 1309, 1319 (11th Cir. 2014) (“We offer no opinion
as to other attorney-fee-centric Chapter 13 plans. There is no hard and fast
rule to be applied. Each case has its own special circumstances, and
Chapter 13 requires a case-by-case analysis by the fact-finder.”);
ii. In re Puffer, 674 F.3d 78, 83 (1st Cir. Mass. 2012) (no per se rule that feeonly chapter 13 case was in bad faith simply because no unsecured
creditors would be paid; bankruptcy court should consider the totality of
circumstances in determining whether chapter 13 case was filed in good
faith);
iii. In re Crager, 691 F.3d 671 (5th Cir. 2012) (debtor had legitimate reason
for filing chapter 13 case that paid nothing to unsecured creditors);
iv. In re Antonio, 2010 WL 1490589 (Bankr. E.D. N.C. Apr. 13, 2010)
(rejecting trustee’s request for blanket order denying “no-look” chapter 13
fees in all attorney fee-only chapter 13 cases);
v. In re Elkins, 2010 WL 1490585, at *3 (Bankr. E.D. N.C. Apr. 13, 2010)
(stating “[t]here are many permissible reasons to file [fee-only] chapter 13
cases”).
b. However, the debtor and debtor’s counsel will need to show that the chapter 13
filing was justified based on special circumstances.
i. In re Puffer, 674 F.3d 78, 83 (1st Cir. Mass. 2012) (“While fee-only plans
should not be used as a matter of course, there may be special
circumstances, albeit relatively rare, in which this type of odd arrangement
is justified.”);
ii. In re Puffer, 494 B.R. 1 (D. Mass. 2013) (no special circumstances or
emergency justified fee-only plan when debtor could obtain same benefit
from chapter 7 case);
iii. In re Brown, 742 F.3d 1309 (11th Cir. 2014) (bankruptcy court’s finding
of lack of good faith because only reason debtor filed a chapter 13 case
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was to pay attorney’s fees in installments was not clearly erroneous);
iv. Ingram v. Burchard, 482 B.R. 313 (N.D. Cal. 2012) (bankruptcy court’s
finding of lack of good faith based on chapter 13 plan that proposed to
strip off second mortgage and pay only attorney’s fees was not clearly
erroneous);
v. In re Molina, 420 B.R. 825 (Bankr. D. N.M. 2009)(upholding good faith
of a fee-only plan in “chapter 20” case filed to stop a wage garnishment);

5. How are Fees for Additional Post-Confirmation Work Approved and Paid?
a. Once the plan has been confirmed, some courts may require a motion to modify
the plan if additional attorney’s fees are requested to be paid through the plan.
i. In re Williams, 378 B.R. 811 (Bankr. E.D. Mich. 2007) (court reduced
fees sought for post-confirmation legal work that consisted primarily of
attempts to modify significantly underfunded chapter 13 plan, finding that
the costs of protracted litigation exceeded reasonable benefit to debtor);
ii. In re Hallmark, 225 B.R. 192 (Bankr. C.D. Cal. 1998) (modification must
be sought when plan provided specific amount for administrative expense
attorney’s fees);
iii. In re Black, 116 B.R. 818 (Bankr. W.D. Okla. 1990) (when attorney
sought fees six times higher than those provided for in confirmed plan,
which would utilize all funds available to unsecured creditors, and no
motion to modify plan had been filed, attorney held bound by confirmed
plan and application for additional fees denied).
b. Some courts have developed alternative methods for approving and funding fees
for post-confirmation representation.
i. Some courts provide in the local model chapter 13 plan that additional
administrative fees allowed by the court may be disbursed under the plan
without modification of the plan (generally resulting in a lower dividend
to unsecured creditors). E.g., Eastern District of Missouri, Chapter 13
Plan (“Pay Debtor's attorney $__________ in equal monthly payments
over _________ months. Any additional fees allowed by the Court shall
be paid pursuant to paragraph 6 below.”).
ii. Another solution is for the debtor’s plan to provide for a contingent
administrative reserve. See, e.g., District of Maine, Chapter 13 Plan
(Form 2), available at: http://www.meb.uscourts.gov/forms.
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1. The reserve amount approved at confirmation remains contingent
and is not funded until additional fees are approved by the court
upon application by the debtor’s counsel.
2. Plan provides that any remaining sums not approved for fees at the
end of plan are disbursed to general unsecured creditors. The
Maine model chapter 13 plan provides: “Any unused portion of the
administrative reserve shall be paid pro rata to general unsecured
claims that have not otherwise been paid in full.”

6. Is Attorney Entitled to Hearing on Fee Application?
a. In re Driscoll, 2014 Bankr. LEXIS 513 (B.A.P. 9th Cir. Feb. 6, 2014)(bankruptcy
court must make known its specific concerns about the fee so an attorney may
attempt to address them);
b. In re Eliapo, 468 F.3d 592 (9th Cir. 2006) (attorney should have been granted
opportunity for a hearing on disputed fees);
c. Thomas v. Bankr. Estate of Jones, 360 B.R. 624 (E.D. Mich. 2007) (bankruptcy
court denied attorney due process by refusing to hold hearing before cutting fees);
d. In re Pfleghaar, 215 B.R. 394 (B.A.P. 8th Cir. 1997) (attorney entitled to
evidentiary hearing before bankruptcy court denied his fee application).

7. What About Appeals?
a. In cases likely to be appealed, all parties must be careful to ensure that there is
evidence in the record to support their positions. If the bankruptcy court does not
make such findings, it should be specifically requested to do so, in order to create
an adequate record for appellate review.
i. In re Clark, 223 F.3d 859 (8th Cir. 2000) (appellant attorney did not
provide reviewing court transcript or other record that supported his
contentions);
ii. In re Boddy, 950 F.2d 334 (6th Cir. 1991) (case remanded when court had
not discussed how award was calculated under lodestar method);
iii. In re Reuber, 2011 WL 1102821 (E.D. Mich. Mar. 23, 2011) (remanding
because bankruptcy court limited chapter 13 fees to “no-look” amount
without explaining lodestar analysis);
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iv. Potter v. Bailey, 454 B.R. 715 (S.D. Tex. 2011) (remanding because
bankruptcy court failed to state factors and considerations that led to
drastic reduction from amount requested for representation in chapter 13
case).
b. When the record establishes the hours reasonably spent and the bankruptcy court
gives no specific reason for reducing fees below the amount requested, an
appellate court may reverse the reduction of fees as an abuse of discretion.
i. B.O.C. Law Group., P.C. v. Carroll (In re McKnight), 2013 U.S. Dist.
LEXIS 130301 (E.D. Mich. Sept. 11, 2013)(remand required because
bankruptcy court did not examine reasonableness of law firm’s specific
time entries and fees in lodestar analysis, and only generally found
services to be worth less than amount requested);
ii. Potter v. Bailey, 454 B.R. 715, 725 (S.D. Tex. 2011) (remand required
because bankruptcy court did not explain its reasoning in reducing fees);
iii. In re Grunau, 376 B.R. 322 (M.D. Fla. 2007) (reversing disgorgement
order because bankruptcy court failed to explain legal standard used to
evaluate fee award);
iv. In re Paster, 119 B.R. 468 (E.D. Pa. 1990) (under “lodestar” method
applicable in circuit to bankruptcy fees, when court did not specifically
take issue with number of hours reasonably spent and rate was not
excessive, reduction of fees was abuse of discretion).
c. Presumptive fees and procedures for overcoming the presumptions are subject to
judicial review and may be set aside when they are arbitrary or outdated.
i. In re Kindhart, 160 F.3d 1176 (7th Cir. 1998) (bankruptcy court required
to update presumptive fees, which had not been adjusted in ten years);
ii. In re Ingersoll, 238 B.R. 202 (D. Colo. 1999) (bankruptcy court ordered to
change fee procedures which unduly restricted rights to obtain fees above
presumptive amounts).
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2015 National Conference of Bankruptcy Judges
Show Me the Money: Debtor’s Attorney’s Fees in Consumer Cases
Payment of Attorney’s Fees for Representation in Chapter 7 Cases
By D. Sims Crawford
Chapter 13 Standing Trustee
Birmingham, Alabama
How does an attorney get paid for representing a Chapter 7 debtor? That is the question
for discussion in this presentation. For the consumer debtor contemplating bankruptcy relief, it
is a much simpler question to answer if he or she has sufficient funds to pay a legal fee upon
arrival at counsel’s office.

However, as indicated by the cases below, it becomes more

complicated if the debtor does not or cannot pay the attorney’s fees prior to the filing of a
Chapter 7 petition.
This presentation will discuss a number of opinions from the Supreme Court, circuit
courts, and bankruptcy courts concerning this topic, and it will attempt to cover the primary
issues associated with how and when an attorney may be compensated for representing his or her
client in a consumer Chapter 7 case.
I.

Prepetition Representation

Where counsel represents the debtor and earns a fee prepetition, a number of reported
decisions suggest that the appropriate time to collect an attorney fee is before the Chapter 7
petition is filed.
“It appears to be routine for debtors to pay reasonable fees for legal services before filing
for [Chapter 7] bankruptcy to ensure compliance with statutory requirements.” Lamie v. U.S.
Trustee, 540 U.S. 526, 537 (2004).
This premise also applies prior to conversion of a bankruptcy case to Chapter 7. “Section
330(a)(1) does not prevent a debtor from engaging counsel before a Chapter 7 conversion and
1
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paying reasonable compensation in advance to ensure that the filing is in order. Indeed, the Code
anticipates these arrangements.” Id. at 538.
In Lamie, counsel was employed to represent the debtor in a Chapter 11 case which the
court subsequently converted to Chapter 7 pursuant to the U.S. Trustee’s motion. Although
counsel continued to provide postpetition legal services to the debtor, he did not have the
trustee’s authorization to do so. The court acknowledged the circuit split of authority regarding
the application of the 1994 amendment to 11 U.S.C. § 330(a)(1), and the deletion of the phrase
“or to the debtor’s attorney” from the list of entities eligible for compensation under that section.
The court concluded that “…the plain language of § 330(a)(1) controlled and that attorneys who
provide [postpetition] services to debtors in Chapter 7 proceedings must be hired by the trustee
under § 327 to be eligible for compensation.” Id. at 532-533. “[W]e hold that § 330(a)(1) does
not authorize compensation awards to debtors’ attorneys from estate funds, unless they are
employed as authorized by § 327.” Id. at 538.
In In re Wagers, Judge Thurman provided an excellent summary of the Lamie decision in
determining that the debtor’s attorneys were not allowed to use prepetition funds to pay their
postpetition legal fees under the circumstances of the case. In re Wagers, 355 B.R. 268 (B.A.P.
10th Cir. 2006). Judge Thurman also provided a meaningful discussion of attorney fee retainers,
and noted that “…a retainer paid as an advancement for future services is not earned by the
attorney until services have been performed, and ‘remains the client’s money’ until then.” Id. at
275. “[W]e find…that it is the Firm that holds only a contingent, reversionary interest in the
funds. In any event, even a contingent, reversionary interest is included in a debtor’s estate
under § 541.” Id. at 276.
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These opinions demonstrate why it is prudent for attorneys to review the state laws and
rules of professional conduct that are applicable in a particular jurisdiction to determine how
retainers must be handled.
II.

Postpetition Payment for Prepetition Services Not Allowed

While consulting with a new consumer client, debtor’s counsel may provide the
necessary disclosures required by § 527 of the Bankruptcy Code and may execute a well-drafted
fee agreement pursuant to § 528. However, as some decisions suggest, the task does not end
here. The following are examples of opinions that have held a debtor’s attorney cannot accept or
collect postpetition payment for prepetition attorney’s fees.
Bethea v. Robert J. Adams & Assoc., 352 F.3d 1125 (7th Cir. 2003).
Facts: Three debtors hired attorneys to file Chapter 7 petitions. The fee agreements
provided for the payment of legal fees over time; some installments were due and paid
prepetition and some installments were due and paid postpetition. After the discharges were
entered, the debtors (with the assistance of new counsel) filed adversary proceedings against
their former attorneys for violating the discharge injunctions by continuing to collect the unpaid
legal fees after discharge.
Holding: Counsel were required to repay the debtors any sums that were collected for
legal fees during the bankruptcy cases or after the discharges were entered.
What It Means: Prepetition debts for legal fees are subject to discharge under § 727.
Such debts are not among the debts excepted from discharge by § 523. For legal fees not paid
prepetition, debtor’s counsel may receive administrative priority for the unpaid claim in the
Chapter 7 case, if assets are available for distribution. The Seventh Circuit declined to adopt the
Ninth Circuit’s holding in In re Hines. See infra p. 5.
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Rittenhouse v. Eisen, 404 F.3d 395 (6th Cir. 2005).
Facts: The debtor hired an attorney to file a Chapter 7 case, but failed to pay the agreed
legal fee before the Chapter 7 petition was filed. On motion of the U.S. Trustee, the bankruptcy
court barred debtor’s counsel from collecting postpetition any unpaid fees for prepetition
bankruptcy counseling services. The district court affirmed and debtor’s counsel appealed.
Holding: The circuit court concluded that prepetition attorney’s fees were dischargeable
and it affirmed the district court’s ruling.
What It Means:

The Sixth Circuit joined three other circuits in concluding that

prepetition attorney’s fees were dischargeable in a Chapter 7 case. The court rejected the
argument by debtor’s counsel that § 329 was meaningless if his legal fee was dischargeable.
In re Michel, 509 B.R. 99 (Bankr. E.D. Mich. 2014).
Facts: The debtor hired an attorney to file a Chapter 7 case and executed a detailed fee
agreement. The Rule 2016(b) disclosure statement filed with the debtor’s Chapter 7 petition
indicated that half of the attorney fee was paid prepetition and half would be paid postpetition.
The debtor paid the remaining balance of the attorney fee the day after the meeting of creditors.
The U.S. Trustee objected and moved for disgorgement of the entire fee alleging that postpetition
collection attempts would violate the automatic stay or the discharge injunction. The U.S.
Trustee further alleged that the postpetition payment exceeded the value of services rendered
pursuant to 11 U.S.C. § 329(b).
Holding:

The court canceled the fee agreement to the extent that it required any

postpetition payment by the debtor.
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What It Means: The court agreed with those cases which held that a prepetition flat fee
agreement in a Chapter 7 case created a prepetition debt that was subject to the automatic stay
and was dischargeable in the Chapter 7 case. The flat fee arrangement could not be divided into
prepetition and postpetition parts.
III.

Postpetition Payment for Prepetition Services Allowed

The following reported decision supports the postpetition payment of prepetition legal
fees in a Chapter 7 case.
In re Hines, 147 F.3d 1185 (9th Cir. 1998).
Facts: The debtor hired her first attorney (Shilberg) to file a Chapter 13 case.
Approximately one year later, the debtor hired a second attorney (Gordon) to convert her
Chapter 13 case to Chapter 7. After the conversion to Chapter 7, Gordon cashed two postdated
checks for partial payment of his pre-conversion attorney fee.

Later, the debtor became

dissatisfied with Gordon and reverted to her former attorney, Shilberg, who advised the debtor to
stop payment on the remaining postdated checks because Gordon’s pre-conversion attorney fee
was dischargeable. When Gordon continued his collection efforts, the debtor filed a motion for
contempt for willful violation of the automatic stay. The bankruptcy court denied the debtor’s
motion and reduced Gordon’s attorney fee to the amount paid pre-conversion. The debtor
appealed to the bankruptcy appellate panel, which reversed the bankruptcy court and remanded
for a determination of damages. Gordon then appealed to the circuit court.
Holding: The circuit court applied a quantum meruit theory of recovery and concluded
that Gordon had an “undischarged” claim for any fees earned in excess of the amounts already
paid. The court recognized a right, essentially a “doctrine of necessity,” by holding that all
claims for lawyers’ compensation stemming from postpetition services did not fall within the
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automatic stay provisions or the discharge provisions. The circuit court reversed the bankruptcy
appellate panel’s decision in its entirety and remanded the case to the bankruptcy court.
What It Means:

Gordon had a right to payment of an enforceable obligation for

rendering postpetition legal services based on the debtor’s prepetition (which in this case meant
pre-conversion) promise to pay. Gordon had to consider reasonable compensation for work that
he actually performed, both prepetition and postpetition.
IV. Postpetition Payment for Postpetition Services Allowed
Other decisions embrace the idea of debtor’s counsel clearly dividing the legal services in
a Chapter 7 case into prepetition services and postpetition services, along with the attendant
payment of attorney’s fees.
Walton v. Clark & Washington, P.C., 469 B.R. 383 (Bankr. M.D. Fla. 2012).
Facts: For representation in a Chapter 7 case, debtor’s counsel instituted a new twocontract procedure under which the debtor executed separate fee agreements for prepetition and
postpetition legal services. The U.S. Trustee objected to this fee arrangement and sought a
declaration that it violated the automatic stay, violated the discharge injunction, and created a
conflict of interest between counsel and the debtor.
Holding: The modified two-contract procedure instituted by debtor’s counsel did not
violate the bankruptcy court’s prior opinion, and it did not conflict with any applicable
Bankruptcy Code provision or rule of professional conduct.
What It Means: Debtor’s counsel was not precluded from using one fee arrangement
simply because other arrangements may exist. The law firm implemented a two-week cooling
off period before offering a postpetition retainer agreement for execution by the debtor. There
was no prohibition against a debtor making postpetition installment payments for postpetition
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legal services. This was the second decision by Judge Williamson to address the fee agreement
and fee collection practices of a particular law firm pursuant to pleadings filed by the U.S.
Trustee. See infra p. 8.
In re Slabbinck, 482 B.R. 576 (Bankr. E.D. Mich. 2012).
Facts: The debtors hired an attorney to file a Chapter 7 case and signed two separate fee
agreements: one for prepetition representation and one for postpetition representation, with
payment of the respective attorney’s fees at the appropriate times, prepetition and postpetition.
The U.S. Trustee filed a motion for disgorgement of any attorney’s fees paid prepetition and
postpetition, alleging that the two fee agreements amounted to a dischargeable prepetition debt.
Holding: In an individual Chapter 7 bankruptcy case, a fee agreement that unbundles
prepetition legal services from postpetition legal services is not per se prohibited by the rules of
professional conduct and does not necessarily warrant relief under § 329 of the Bankruptcy
Code. Not all agreements to unbundle legal services may be permissible, but they are not always
barred either.
What It Means: Only the debtors’ obligation to make postpetition payments under the
postpetition agreement was at issue in this case. The court recognized that some individual
debtors could not afford to pay up front for all of the legal services required to complete a
Chapter 7 case. The court allowed the payment of postpetition legal services from the debtor’s
postpetition future earnings. This obligation was not governed by the Sixth Circuit’s decision in
Rittenhouse and it was not a dischargeable prepetition debt under § 727(b) of the Bankruptcy
Code. The court was also concerned about shutting out debtors from access to postpetition
representation if unbundling were prohibited, with the alternatives of either proceeding pro se or
proceeding with the assistance of a bankruptcy petition preparer. The court declined under the
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applicable rules of professional conduct to adopt a definition of attorney competency that
automatically prohibited postpetition legal representation.
V. Postdated Checks Not Allowed for Payment of Attorney’s fees
The following cases address circumstances where debtors’ counsel received postdated
checks from their clients to pay prepetition legal fees. The results were not favorable for counsel
and they suggest that attorneys should utilize alternate methods for the collection of attorney’s
fees.
Walton v. Clark & Washington, P.C., 454 B.R. 537 (Bankr. M.D. Fla. 2011).
Facts: The U.S. Trustee filed a complaint to enjoin a law firm from accepting postdated
checks as postpetition payment for its attorney’s fees in representing Chapter 7 debtors. The
complaint alleged that this practice violated the automatic stay and the discharge injunction, and
created a conflict of interest between the law firm and its Chapter 7 clients. The law firm moved
for summary judgment on all three counts of the complaint.
Holding: A postdated check was a prepetition claim, the functional equivalent of a
promissory note, and could not be considered an executory contract. The fee arrangement
violated the automatic stay and the discharge injunction, and it created a conflict of interest
between the law firm and its Chapter 7 clients. The court entered judgment in favor of the U.S.
Trustee.
What It Means: The court found that the allocation of postdated checks to the payment of
postpetition legal services did not alter the true nature of the postdated checks; they were still
prepetition claims dischargeable in bankruptcy.

This is the initial decision to Judge

Williamson’s sister decision approximately one year later in Walton v. Clark & Washington,
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P.C., supra p. 6, wherein the court determined that the law firm’s modified two-contract
procedure which divided prepetition and postpetition legal services was allowed.
In re Shell, 312 B.R. 431 (Bankr. M.D. Ala. 2004).
Facts: The debtor hired an attorney to prepare and file a Chapter 7 petition. Counsel’s
Rule 2016(b) disclosure of compensation provided that none of the attorney fee was paid
prepetition and the entire amount of the fee was still due. Pursuant to the attorney’s fee
agreement, the debtor tendered 5 postdated checks to the attorney on the same date that the
petition was filed. The U.S. Bankruptcy Administrator filed a motion to examine the debtor’s
transactions with the attorney, which prompted the attorney to amend his disclosure statement to
indicate that no fee would be charged.
Holding: The court concluded that attorney’s fees were not excepted from discharge.
Negotiating a postdated check violated the automatic stay and the discharge injunction. The
failure to disclose acceptance of a postdated check violated Rule 2016(b).

Lawyers who

represent Chapter 7 debtors must be paid prepetition or their fee is discharged. The court
declined to adopt the holding of the Ninth Circuit’s decision in Hines.
In re Davis, 2014 WL 3497587 (Bankr. N.D. Ala. July 11, 2014).
Facts: The debtor hired an attorney to file a Chapter 7 case and he executed a fee
agreement. The attorney fee was to be paid after the Chapter 7 petition was filed with 15
postdated checks. The postdated checks were prepared by the debtor with the attorney’s
assistance, and the debtor was to mail the postdated checks back to the attorney when instructed
to do so by the attorney. However, this fee arrangement was not reflected in the fee agreement
or in the Rule 2016(b) disclosure statement, and the attorney did not list his law firm as a creditor
on the debtor’s Chapter 7 schedules.
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After discharge of the Chapter 7 case, the debtor filed a Chapter 13 case using a different
attorney. Although the Chapter 7 attorney was listed as a creditor in the Chapter 13 case, the
Chapter 7 attorney continued to negotiate the debtor’s postdated checks during the Chapter 13
case.

Thereafter, the U.S. Bankruptcy Administrator filed a motion to examine debtor’s

transactions with the Chapter 7 attorney and a motion for disgorgement of the attorney’s fees
received by the Chapter 7 attorney.
Holding: The court found that the practice of accepting postdated checks for collection
of attorney’s fees postpetition violated the automatic stay and the discharge injunction. The
court distinguished this case from Hines based upon the lack of disclosure of the true fee
arrangement involving the postdated checks, and counsel’s failure to list his law firm as a
creditor on the debtor’s Chapter 7 schedules. These failures to disclose violated §§ 329(a), 526,
and 707, as well as Bankruptcy Rules 2016(b) and 9011. The court expanded its review to
include all Chapter 7 cases filed by the Chapter 7 attorney over a 31 month period of time and
required him to furnish detailed information about his fees and expenses before deciding whether
disgorgement and sanctions were appropriate.
What It Means: This undisclosed method for collecting Chapter 7 attorney’s fees
postpetition using postdated checks failed to meet the professional disclosure requirements
imposed on lawyers by the Bankruptcy Code and Rules. It also resulted in the payment of filing
fees by many debtors who could have qualified for in forma pauperis waivers.
V. Summary
When a consumer debtor seeks legal representation to file a Chapter 7 case but does not
have sufficient funds to pay the legal fees prepetition, counsel should incorporate the relevant
case law into the execution of fee agreements and the collection of attorney’s fees.
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The majority position appears to be that postpetition collection of prepetition attorney’s
fees is not allowed in most jurisdictions. The minority position appears to be that postpetition
collection of prepetition attorney’s fees is allowed in some jurisdictions.
While fee retainers can be useful tools for the collection of attorney’s fees in bankruptcy
cases, counsel should review the state laws and the rules of professional conduct for the
applicable jurisdiction to ensure that such retainers are processed and handled in the appropriate
manner.
As the aforementioned cases suggest, a bankruptcy court may or may not allow debtor’s
counsel to divide legal services into prepetition and postpetition work. This is otherwise known
as the “unbundling” of legal services.
And finally, the practice of accepting postdated checks is not recommended as a method
for collecting legal fees in a Chapter 7 case, especially when the method is not disclosed in the
fee agreement, the Rule 2016(b) disclosure statement, or the debtor’s schedules.
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Student Loan Debt in Bankruptcy: An Overview
By Prof. Susan E. Hauser1
I. Section 523(a)(8): Treatment of Educational Debt Under the Bankruptcy Code
Section 523(a)(8) of the Bankruptcy Code excludes public and private student loans
from discharge in bankruptcy unless “excepting such debt from discharge . . . would impose
an undue hardship on the debtor or the debtor’s dependents.”2 The present statute is the
product of a series of amendments to the Bankruptcy Code that roughly parallels the
development of the modern student loan industry.3
A. The Development of the Current Statute
Before 1976, educational loans were completely dischargeable in bankruptcy. The
first statute restricting the discharge of educational loan debt appeared in 1976, when the
former Bankruptcy Act was amended to make most government-backed student loans
nondischargeable for a period of five years after the date the loan first became due.4 During
this five-year period, student loans continued to be dischargeable if disallowing the
discharge would impose an undue hardship on the debtor or his dependents.
When the Bankruptcy Code was adopted in 1978, these provisions were carried
forward, and the five-year provision was expanded in 1979 to apply to any educational loan
funded, made, insured or guaranteed by a governmental unit or funded by a “nonprofit

Prof. Hauser teaches at North Carolina Central University School of Law in Durham, North Carolina. This
manuscript is based on material included in Graduating With Debt: Student Loans Under the Bankruptcy Code
(American Bankruptcy Institute 2013), a book co-authored by Prof. Hauser and Prof. Daniel A. Austin of
Northeastern University School of Law. This manuscript also benefited from the research assistance of Diane
D. Carter, NCCU School of Law Class of 2013, Joshuah Turner, NCCU School of Law Class of 2015, and
Carolina Gallo Stephenson, NCCU School of Law Class of 2015.
2
11 U.S.C. § 523(a)(8).
3
See, e.g., Cox v. Hemar Ins. Corp. of Am. (In re Cox), 338 F.3d 1238, 1242-43 (11th Cir. 2003) (detailing the
evolution of § 523(a)(8)).
4
Education Act Amendments of 1976, Pub. L. 94-482, 90 Stat. 2081, cited in Alan M. Ahart, Discharging
Student Loans in Bankruptcy, 52 AM. BANKR. L.J. 201, fn. 1 (1978).
1
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institution of higher education.”5 In 1984, the statute was amended to include private
student loans funded or guaranteed by a governmental or non-profit entity.6 Congress
increased the five-year limit to seven years in 1990.7 The seven-year rule was eliminated
completely in 1998, leaving undue hardship as the only avenue for the discharge of most
educational debt.8 The most recent amendment to the statute came in 2005 when BAPCPA
extended the application of § 523(a)(8) to “any qualified educational loan,” making student
loans originated by private lenders nondischargeable even when these loans are not backed
by a governmental entity.9
B. The Current Statute
In its present form, § 523(a)(8) excludes both public and private student loans from
discharge in bankruptcy, subject only to an “undue hardship” exception. In its entirety, the
statute now reads:
(a) A discharge under section 727, 1141, 1228(a), 1228(b), or 1328(b) of this
title does not discharge an individual debtor from any debt—
. . .
(8) unless excepting such debt from discharge under this paragraph
would impose an undue hardship on the debtor and the debtor’s
dependents, for—
(A)
(i) an educational benefit overpayment or loan made, insured, or
guaranteed by a governmental unit, or made under any program
funded in whole or in part by a governmental unit or nonprofit
institution; or
(ii) an obligation to repay funds received as an educational benefit,
scholarship, or stipend; or
(B) any other educational loan that is a qualified education loan, as
defined in section 221(d)(1) of the Internal Revenue Code of 1986,
incurred by a debtor who is an individual . . . .

Act of Aug. 14, 1979, Pub. L. No. 96-56, 93 Stat. 387.
Bankruptcy Amendments and Federal Judgeship Act of 1984, Pub. L. No. 98-353, 98 Stat. 333.
7
Crime Control Act of 1990, Pub. L. No. 101-647, 104 Stat. 4789.
8
Higher Education Amendments of 1998, Pub. L. No. 105-244, 112 Stat. 1581.
9
Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, Pub. L. No. 109-8, 119 Stat. 23.
5
6
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Section 523(a)(8) applies to all cases filed under chapters 7, 11, 12, or 13 of the Bankruptcy
Code and prevents an individual debtor from discharging most types of education debt
absent a showing of undue hardship.
The broad scope of the present statute places a heavy emphasis on the debtor’s
ability to prove undue hardship. However, several preliminary considerations may allow the
debtor to exclude some obligations from the operation of the statute and discharge these
debts without reference to undue hardship. First, not every obligation is considered a loan or
an “educational benefit” for purposes of § 523(a)(8). Second, although § 523(a)(8) applies
to educational loans from most sources, it does not apply to loans from every possible
source. These initial questions of scope may excuse some debts from the operation of §
523(a)(8).
1. Obligations Within the Operation of § 523(a)(8)
Four broad categories of debts are made nondischargeable by the three subsections
of § 523(a)(8).”10 First, § 523(a)(8)(A)(i) applies to an “educational benefit overpayment or
loan made, insured, or guaranteed by a governmental unit.” The same subsection also
makes an overpayment or loan nondischargeable if “made under any program funded in
whole or in part by a governmental unit or nonprofit institution.” Third, § 523(a)(8)(A)(ii)
excepts from discharge any “obligation to repay funds received as an educational benefit,
scholarship, or stipend.” Finally, § 523(a)(8)(B) excepts from discharge “any other
educational loan that is a qualified educational loan” as defined in § 221(d)(1) of the Internal
Revenue Code.
10
These were outlined by the court in In re Rumer as: “(1) loans made, insured, or guaranteed by a
governmental unit; (2) loans made under any program partially or fully funded by a government unit or
nonprofit institution; (3) loans received as an educational benefit, scholarship, or stipend; and (4) any ‘qualified
educational loan’ as that term is defined in the Internal Revenue Code.” Rumer v. American Educ. Servs. (In
re Rumer), 469 B.R. 553 561 (M.D. Pa. 2012).
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a. Section 523(a)(8)(A)
Section 523(a)(8)(A)(i) makes all federal loans nondischargeable, including Stafford
Loans, PLUS Loans (Parents Plus), and Consolidation Loans. The phrase “governmental
unit” extends nondischargeability to any loan made, insured, guaranteed, or funded by a
state agency or other non-federal governmental entity.11 Section 523(a)(8)(A)(i) also applies
to any loan funded by a nonprofit organization, a term that includes most educational
institutions.12 This subsection specifically applies to overpayments, in addition to loans.
Section 523(a)(8)(A)(ii) further extends nondischargeability to any obligation to
repay funds received, from any source, as an educational benefit, scholarship, or stipend.
Because § 523(a)(8)(A)(ii) applies to credit from any source and uses the expansive term
“educational benefit,” it has been used to extend nondischargeability in unexpected
directions.13 For example, a loan obtained by a law student to pay for a bar review course
was held nondischargeable under § 523(a)(8)(A)(ii).14 In addition, neither subsection of §
523(a)(8)(A) is limited to loans connected to post-secondary or higher education. This,
combined with the expansive language of subsection (A)(ii), has supported the
nondischargeability of the debtor’s obligation to pay for tutoring services provided to her

11 U.S.C. § 101(27) defines “governmental unit” to include the United States, States, municipalities, and any
department, agency, or instrumentality thereof.
12
See, e.g., Busson-Sokolik v. Milwaukee School of Engineering (In re Busson-Sokolik), 635 F.3d 261 (7th
Cir. 2011) (school was a § 501(c)(3) non-profit institution); Andrews Univ. v. Merchant, 958 F.2d 738 (6 th Cir.
1992) (private university was nonprofit institution for purposes of this section).
13
Because of the breadth of this language, § 523(a)(8)(A)(ii) has been used as a fallback provision when the
facts of a particular case fail to satisfy the more precise language of the other parts of § 523(a)(8). For
example, in Carow v. Chase Student Loan Serv. (In re Carow), 2011 WL 802847 (Bankr. D.N.D. 2011), loans
were found nondischargeable under § 523(a)(8)(A)(ii) even though the court could not conclusively find they
were “qualified educational loans” as required by § 523(a)(8)(B).
14
Skipworth v. Citibank Student Loan Corp. (In re Skipworth), 2010 WL 1417964 (Bankr. N.D. Ala. 2010).
11
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child,15 as well as an unsecured line of credit used to pay for tuition and books for the
debtor’s children.16
Because of the broad language used in § 523(a)(8)(A), a long list of obligations is
clearly included in its coverage. However, debtors have still found ample room to argue that
particular obligations are outside the scope of this section. The cases in this area divide into
two broad categories. First, debtors have questioned whether the debt at issue is properly
categorized as a loan. Second, debtors have contended that particular debts are not properly
categorized as “educational.” If the obligation fails to meet either of these requirements, it
falls outside the scope of § 523(a)(8)(A) and will be discharged without any need for the
debtor to prove undue hardship.
b. Section 523(a)(8)(B)
Section 523(a)(8)(B) was added in 2005 when the statute was amended by BAPCPA,
and it dramatically expanded the scope of the statute. Subsection (B) acts as a dragnet,
extending nondischargeability to any educational loan not covered in subsection (A), so long
as that loan is a “qualified education loan, as defined in section 221(d)(1) of the Internal
Revenue Code,” and is incurred by an individual. Section 523(a)(8)(B) makes most private
student loans nondischargeable, even if not funded or backed by the government or a
nonprofit institution, subject only to the debtor’s ability to prove undue hardship. Unlike §
523(a)(8)(A), however, the operation of subsection (B) is limited to loans connected to the
debtor’s post-secondary education.
The key to § 523(a)(8)(B) is its expansion of nondischargeability to the specific
subset of educational loans from any source that are also qualified education loans under the
15
16

Roy v. Sallie Mae (In re Roy), 2010 WL 1523996 (Bankr. D.N.J. 2010).
Liberty Bay Credit Union v. Belforte (In re Belforte), 2012 WL 4620987 (Bankr. D. Mass. 2012).
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Internal Revenue Code. Practically speaking, for purposes of tax law, a qualified education
loan is any student loan on which a taxpayer is allowed to claim a deduction for interest paid
on the loan.17 Thus, § 523(a)(8)(B) extends nondischargebility to any student loan, even a
purely private loan, if the interest paid on the loan would be deductible by a taxpayer.
Section 523(a)(8)(B) references § 226(d)(1) of the Internal Revenue Code, which
defines a qualified education loan as:
Any indebtedness incurred by the taxpayer solely to pay qualified higher
education expenses –
(A) which are incurred on behalf of the taxpayer, the taxpayer’s
spouse, or any dependent of the taxpayer as of the time the
indebtedness was incurred,
(B) which are paid or incurred within a reasonable period of time
before or after the indebtedness is incurred, and
(C) which are attributable to education furnished during a period
during which the recipient was an eligible student.18
The term “qualified education loan” specifically includes any debt incurred to refinance
another debt that is a qualified education loan.19
Section 226(d)(1) includes the dependent term qualified higher education expenses,
which is defined separately to encompass the cost of attendance at an institution that is an
“eligible educational institution” for purposes of Title IV of the Higher Education Act of
1965. 20 Thus, a nondischargeable qualified education loan is a loan obtained by a taxpayer
or taxpayer’s spouse or dependent solely to pay qualified higher education expenses, a
category of expenses limited to (1) the cost of attendance, (2) at an eligible educational
institution.

26 U.S.C. § 221(a) (2013).
Id. at § 221(d)(1).
19
Id.
20
Id. at § 221(d)(2).
17
18
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2. Creditors Within the Protection of § 523(a)(8)
With very few exceptions, nearly all student loan creditors will be protected by one
or more subsections of § 523(a)(8). Subsection 523(a)(8)(A)(i) shields governmental units
and nonprofit institutions that engage in the specified transactions. Subsection 523(a)(8)(B)
protects any creditor that makes a qualified education loan. And, subsection
523(a)(8)(A)(ii) is catchall provision that applies to the obligation to repay funds received as
a scholarship, stipend, or “educational benefit” from any source.
Because of the breadth of the statute, a creditor will typically be excluded from the
statute only if the debt it holds is not an educational loan or qualified education loan. These
debts may be bills for tuition with no accompanying promissory note, post-education
“buyout” loans, or loans that fail the statutory definitions in some other way.21
One final line of cases involves family members or friends who offer financial
assistance to the student loan debtor, and then seek to have the assistance declared a
nondischargeable debt.22 The creditor in In re Posner was a family friend who co-signed
several student loans for the debtor. After the debtor defaulted on the loans, the creditor paid
the lenders and obtained a judgment of $112,322 against the debtor. This balance had
increased to $170,799 by the time the debtor filed chapter 7 in 2009. The judgment creditor

21

For example, in S.B.R. Investments, Ltd. v. Luxa-LeBlanc (In re LeBlanc,) 404 B.R. 793 (Bankr. M.D. Pa.
2009), the loan was not a “qualified education loan” for purposes § 523(a)(8)(B) because it was not made to a
“taxpayer.”
22
Gorosh v. Posner (In re Posner), 434 B.R. 800 (Bankr. E.D. Mich. 2010); In re Reis, 274 B.R. 46 (Bankr. D.
Mass 2002) (educational loan made by debtor’s grandparents was dischargeable); but cf. Wills v. Sallie Mae
Serv. (In re Wills), 2010 WL 1688221 (S.D. Ind. 2010). The bankruptcy debtor in Wills was a 68 year old
grandfather who mistakenly became the sole obligor on private student loans taken to enable his grandson to
attend Nashville Auto-Diesel College. The grandson was unable to complete the program, had not worked for
the past 5 years, and suffered from mental illness. Despite these highly sympathetic facts, the court traced the
requirements of the statute and concluded this was a nondischargeable qualified education loan under §
523(a)(8)(B). The debtor claimed his grandson as a dependent for tax purposes, and the College was an
eligible educational institute.
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later filed an adversary proceeding seeking to have the state court judgment declared
nondischargeable under § 523(a)(8).
The court in Posner began with an examination of the policy considerations
underlying the statute and found that these “necessarily limit the parties who may take
advantage of the statute’s protections.”23 The court concluded that the plaintiff co-signer did
not qualify as a person whose claim was protected by § 523(a)(8). This conclusion was
based on a “recognition of the Congressional purpose of § 523(a)(8), namely to insure the
availability of educational financing.” Here, the plaintiff was not a lender because she never
loaned money to the defendant; instead, she co-signed a loan. Although she subsequently
paid off the debtor’s student loans, she remained a general unsecured creditor, not a lender
protected by § 523(a)(8). Finally, the court found no support for the debtor’s argument that
she was equitably subordinated to the rights of the original lender.24
C. Policy Arguments Supporting the Nondischargeability of Student Loan Debt
The fundamental purpose of bankruptcy law is to provide a procedure that provides
the debtor “a new opportunity in life with a clear field for future effort, unhampered by the
pressure and discouragement of preexisting debt.”25 Section 523(a)(8) is an exception to
this general policy and is based on independent policy considerations that, in the view of
Congress, are sufficiently strong to outweigh the benefits obtained by providing the debtor
with a fresh start.
Section 523(a)(8) was added to the Bankruptcy Code in response to Congressional
concern that students were abusing bankruptcy by attempting to discharge student loans
Id. at 803.
See also Resurrection Medical Center v. Lakemaker (In re Lakemaker), 241 B.R. 577 (Bankr. N.D. Ill. 1999)
(rejecting a similar equitable subordination argument brought by a former employer that obtained a judgment
after advancing funds to pay off debtor’s student loans).
25
Grogan v. Garner, 111 S. Ct. 654, 659 (1991).
23
24
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immediately after graduation.26 The perception of abuse was fueled by the fact that student
loans are generally unsecured and frequently written with little regard to the debtor’s current
financial circumstances, instead looking to the debtor’s future income for repayment.27
Quelling this perceived abuse by debtors was certainly one of the original policies
supporting the nondischargeability of student loans.28
A second original purpose of § 523(a)(8) was “rescuing the student loan program
from fiscal doom”29 by protecting the solvency of educational loan programs and ensuring
these programs would be available for future students. At the most fundamental level, the
nondischargeability of student loans is justified by the strong public interest in ensuring
educational loans will be available to future students. Protecting the financial viability of
the student loan system is, in turn, linked to a related policy interest in ensuring that
education is equally available to students from all socio-economic backgrounds.
Finally, § 523(a)(8) has been justified by the policy that it is more appropriate to
place the risk of default on the student/borrower, rather than on taxpayers.
The government is not twisting the arms of potential students. The decision
of whether or not to borrow for a college education lies with the individual; . .
. the government does not guarantee the student’s future financial success. If
the leveraged investment of an education does not generate the return the
borrower anticipated, the student, not the taxpayers, must accept the
consequences of the decision to borrow.30
This policy works well in the context of student loans that are made or backed by a
governmental unit or non-profit. However, it loses its force when applied to private student
Andrews Univ. v. Merchant (In re Merchant), 958 F.2d 738, 740 (6th Cir. 1992), citing H.R. Rep. No. 95595, 95th Cong., 1st Sess. 466-75 reprinted in 1978 U.S. Code Cong. & Admin. New 5787.
27
In re Roberson, 999 F.2d 1132, 1135-36 (7th Cir. 1993) (“the loan is viewed as a mortgage on the debtor’s
future”).
28
In re Pelkowski, 990 F.2d 738, 744 (3d Cir. 1993) (noting that “legislative history reveals a clear
congressional intent to prevent debtor abuse of the program and depletion of the Program’s resources”).
29
Id. at 743.
30
Roberson, supra note 27, at 1137.
26
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loan debt that, for purposes of this policy argument, is indistinguishable from any other
general unsecured debt.
II. Undue Hardship
Nine circuits follow the three-pronged test for undue hardship given by the Second
Circuit Court of Appeals in Brunner v. New York State Higher Education Services Corp.31
To establish undue hardship under the Brunner test, the debtor must prove:
(1) She cannot maintain, based on current income and expenses, a
“minimal” standard of living for herself and her dependents if forced to
repay the loans;
(2) additional circumstances exist indicating that this state of affairs is
likely to persist for a significant portion of the repayment period of the
student loans; and
(3) she has made good faith efforts to repay the loan.32
The Brunner test, which poses difficult proof issues for the debtor, remains the majority rule
despite recent criticism suggesting that it should be revised to reflect changes in the statute
and in educational lending practices since 1987.33
Only the First and Eighth Circuits have declined to adopt Brunner. The Eighth
Circuit uses a “totality of the circumstances” test that considers (1) the debtor’s past,
present, and reasonably reliable future financial resources; (2) a calculation of the reasonable
living expenses of the debtor and her dependents; and (3) “any other relevant facts and

831 F.2d 395 (2d Cir. 1987). Brunner has been adopted in eight other circuits: the Third, Fourth, Fifth,
Sixth, Seventh, Ninth, Tenth, and Eleventh Circuits. See Pa. Higher Educ. Assistance Agency v. Faish (In re
Faish), 72 F.3d 298 (3d Cir. 1995); Ekenasi v. United Student Educ. Res. Inst. (In re Ekenasi), 325 F.3d 541
(4th Cir. 2003); U.S. Dept. of Educ. v. Gerhardt (In re Gerhardt), 348 F.3d 89 (5th Cir. 2003); Oyler v. Educ.
Credit Mgmt. Corp. (In re Oyler), 297 F.3d 382 (6th Cir. 2005); In re Roberson, 999 F.2d 1132 (7th Cir. 1993);
United Student Aid Funds, Inc. v. Pena (In re Pena), 155 F.3d 1103 (9th Cir. 1998); Educ. Credit Mgmt. Corp.
v. Polleys, 356 F.3d 1302 (10th Cir. 2004); Hemar Ins. Corp. v. Cox (In re Cox), 338 F.3d 1238 (11th Cir.
2003).
32
Brunner, at 396.
33
See, e.g., Roth v. Educational Credit Management Corp. (In re Roth), 490 B.R. 908 (9th Cir. BAP 2013),
Pappas, J., concurring.
31
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circumstances surrounding each particular bankruptcy case.”34 The First Circuit has not
adopted either test, 35 although bankruptcy courts within the First Circuit have adopted the
totality of the circumstances test.36
Although they continue to follow Brunner, the Sixth, Ninth, Tenth, and Eleventh
Circuits have softened its effect by adopting a doctrine of partial discharge.37 Partial
discharge allows the debtor to discharge part of his student loan debt while remaining
obligated to repay the remainder. Analytically, partial discharge is justified by using the
bankruptcy court’s equitable powers under § 105(a) to apply the Brunner or totality of the
circumstances test to only part of the student loan debt. Partial discharge, which is not
within the literal language of § 523(a)(8), has been disallowed in the Third Circuit and many
bankruptcy courts.
III. Issues in Student Loan Litigation
A. Burdens of Proof
In a § 523(a)(8) adversary proceeding, the debtor/plaintiff has the burden of proving
that repayment of his student loans would impose an undue hardship on the debtor and his
dependents.38 It follows that the debtor/plaintiff has the burden of proving every element of
the undue hardship test by a preponderance of the evidence.39

34
Long v. Educ. Credit Mgmt. Corp. (In re Long), 322 F.3d 549 (8th Cir. 2003); Walker v. Sallie Mae
Servicing Corp. (In re Walker), 650 F.3d 1227 (8th Cir. 2011).
35
Nash v. Conn. Student Loan Found. (In re Nash), 446 F.3d 188 (1st Cir 2006).
36
See, e.g., Bronsdon v. Educ. Credit Mgmt. Corp. (In re Bronsdon), 435 B.R. 791 (1st Cir. BAP 2010).
37
Tenn. Student Assistance Corp. v. Hornsby (In re Hornsby), 144 F3d 433 (6th Cir. 1998); Miller v. Pa.
Higher Educ. Assistance Agency (In re Miller), 377 F.3d 616 (6th Cir. 2004); Saxman v. Educ. Mgmt. Corp.
(In re Saxman), 325 F.3d 1168 (9th Cir. 2003); Alderete v. Educ. Credit Mgmt. Corp. (In re Alderete), 412 F.3d
1200 )10th Cir. 2005); Hemar Ins. Corp. v. Cox (In re Cox), 338 F.3d 1238 (11th Cir. 2003).
38
In re Pena, 155 F.3d 1108 (9th Cir. 1998); Penn. Higher Educ. Assis. Agency v. Faish (In re Faish), 72 F.3d
298, 301 (3d Cir. 1995).
39
Brightful v. Penn. Higher Educ. Assistance Agency (In re Brightful), 267 F.3d 324 (3d Cir. 2001); Educ.
Credit Mgmt. Corp. v. Frushour (In re Frushour), 433 F.3d 393 (4th Cir. 2005); O’Hearn v. Educ. Credit Mgmt.
Corp. (In re O’Hearn), 339 F.3d 559 (7th Cir. 2003); Walker v. Sallie Mae Serv. Corp. (In re Walker), 650 F.3d
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Conversely, the creditor has the initial burden of proving the validity of its claim
against the debtor.40 For purposes of § 523(a)(8) litigation, this means that the creditor has
the burden of establishing the existence of the debt by a preponderance of the evidence. The
creditor also has the burden of proving that its debt is based on an educational loan or
qualified educational loan, so that the debt falls within one of the various categories of debt
made nondischargeable by § 523(a)(8).41
B. When to File – Chapter 7 and Chapter 13
Bankruptcy Rule 4007 provides that a complaint under § 523(a)(8) may be filed “at
any time” and also allows a case to be “reopened without payment of an additional filing fee
for the purpose of filing a complaint to obtain a determination under this rule.” Despite the
clear language of this rule, issues may arise if a chapter 13 debtor files an adversary
proceeding early in a chapter 13 case. Because § 1328 delays the debtor’s discharge until
she completes all payments under a three to five year plan, an early adversary proceeding
gives the creditor an argument that the case should be dismissed on grounds of ripeness.
This issue has been addressed by several circuit courts.42
C. Discovery
Because of the fact-intensive nature of the undue hardship question, the parties’
ability to use discovery to marshal supporting evidence may ultimately prove one of the
1227, 1230 (8th Cir. 2011) (“The debtor has the burden of establishing undue hardship by a preponderance of
the evidence.”).
40
See, e.g., In re Mehta, 310 F.3d 308 (3d Cir. 2002); In re Renshaw, 222 F.3d 82 (2d Cir. 2000); In re Nies,
334 B.R. 495 (Bankr. D. Mass. 2005).
41
Rumer v. American Educ. Servs. (In re Rumer), 469 B.R. 553, 561 (Bankr. M.D. Pa. 2012); Raymond v.
Northwest Educ. Loan Ass’n (In re Raymond), 169 B.R. 67 (Bankr. W.D. Wash. 1994); In re Stone, 199 B.R.
753 (Bankr. N.D. Ala. 1996).
42
Ekenasi v. Educ. Res. Inst. (In re Ekenasi), 325 F.3d 41 (4th Cir. 2003) (declining to adopt a “hard and fast
rule” forbidding an early adversary proceeding); Rubarts v. First Gibralter Bank (In re Rubarts), 896 F.2d 107
(5th Cir. 1990) (finding it preferable to delay the adversary proceeding until close to the discharge); Bender v.
Educ. Credit Mgmt. Corp. (In re Bender), 368 F.3d 846 (8 th Cir. 2004) (same); Educ. Credit Mgmt. Corp. v.
Coleman (In re Coleman), 560 F.3d 1000 (9th Cir. 2009) (finding the doctrine of ripeness did not prevent the
undue hardship determination in advance of the discharge).
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keys to success in a § 523(a)(8) action. At trial, the judicially developed tests for undue
hardship may require the debtor to prove specific facts about his current income and
expenses, employment history, family circumstances, and student loan payment history. The
parties will also need predictive evidence relevant to the debtor’s future financial condition,
a category of information that potentially includes evidence of the debtor’s employment
prospects, mental health status, or physical condition. Much of this information will be in
the debtor’s possession, and the student loan creditor can use discovery to obtain documents,
depose the debtor and the debtor’s witnesses, and explore other potential evidence relative to
these questions.43 The creditor, on the other hand, may have superior or differing
information about the debtor’s payment history and outstanding loan balance. The debtor
can use interrogatories and requests for production to uncover this information through
discovery.44
D. Motions for Summary Judgment
The debtor/plaintiff has the burden of proof in actions seeking to discharge student
loan debt under § 523(a)(8). Therefore, if the creditor files a motion for summary judgment,
it is incumbent on the debtor to respond with specific evidentiary submissions creating a
genuine issue of material fact as to each element of the undue hardship test. Undue hardship
determinations are fact-dependent, and summary judgment offers the defendant a way to test
the plaintiff’s case and terminate insubstantial claims short of trial. The fact-intensive

In re Williams, 492 B.R. 79 (Bankr. M.D. Ga. 2013) (debtor’s expenses reported on Schedule J were
supplemented by her responses to the defendant’s discovery requests); Educ. Credit Mgmt. Corp. v. McLeroy
(In re McLeroy), 250 B.R. 872 (N.D. Tex. 2000) (discovery requests sought documentation of debtor’s church
contributions and history of tithing); cf. Joyce v. Mountain Peaks Fin. Servs. (In re Joyce), 342 B.R. 385
(Table), 2005 WL 3946869 (1st Cir. B.A.P. 2005) (discovery issue not addressed because raised on appeal for
first time).
44
United Student Aid Funds, Inc. v. Roberts (In re Roberts), 376 Fed. Appx. 398 (5th Cir. 2010) (discovery
request sought to substantiate the amount of the debt).
43
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nature of undue hardship indicates that cases are likely to survive to trial, however, if the
plaintiff can proffer credible submissions in support of his claim.45
Summary judgment is always a two-pronged inquiry, gauging (1) whether there is a
genuine dispute as to any material fact, and (2) whether the moving party is entitled to
judgment as a matter of law. In adversary proceedings filed under § 523(a)(8), both of these
questions require the court to refer to the substantive law of undue hardship. Depending on
the district, this means that the court must determine whether it appears that the plaintiff will
be able to satisfy either the totality of the circumstances test used in the First and Eighth
Circuits,46 or the three elements of the Brunner test adopted in nine other circuits.47
In courts that apply the widely-used Brunner test, the debtor/plaintiff has the burden
of substantiating the following at summary judgment:
(1) she cannot maintain a minimal standard of living and repay the loans;
(2) additional circumstances exist that illustrate she will not be able to repay
the loans for a substantial part of the repayment period;
(3) she attempted to repay the loans in good faith.48
The first Brunner factor looks to the debtor’s current income and expenses, a
straightforward set of facts that may be difficult to dispute. In In re Wills, for
example, the court considered the debtor’s bankruptcy schedules and discovery
responses and found “no doubt” that the plaintiff had the current financial ability to
repay his student loans and maintain his current standard of living.49 The second and

Traversa v. Educ. Credit Mgmt. Corp., 386 B.R. 386 (D. Conn. 2008) (appellate court recounted that
bankruptcy judge had denied summary judgment for plaintiff “because determinations of undue hardship under
11 U.S.C. § 523(a)(8) ‘are highly fact sensitive’”).
46
See Lovell v. Iowa Student Loan Liquidity Corp. (In re Lovell), 2012 WL 1252594 (Bankr. N.D. Iowa 2012)
(denying creditor’s motion for summary judgment because genuine issues of material fact existed under the
totality of the circumstances test).
47
See note 31 and accompanying text, supra.
48
Educ. Credit Mgmt. Corp. v. Frushour (In re Frushour), 433 F.3d 393, 398 (4th Cir. 2005).
49
Wills v. Sallie Mae Servicing (In re Wills), 2010 WL 1688221, at *4 (S.D. Ind. 2010) (granting defendant’s
motion for summary judgment).
45
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third Brunner factors require a more detailed and uncertain factual inquiry and are,
accordingly, more likely to preclude the entry of summary judgment.
The second Brunner factor requires the debtor to prove additional
circumstances indicating that his straitened circumstances are likely to persist into
the future. These additional circumstances “may include illness, disability, a lack of
useable job skills, or the existence of a large number of dependents,” or other
circumstances beyond the debtor’s control.50 At summary judgment, evidence of
the debtor’s age, health, education, and employment history will likely be relevant to
this factor.51 And, because this factor is forward-looking, the debtor will be required
to show that these conditions will not improve over the life of the loan. Not only
will this be difficult for the debtor to show, courts have been willing to grant
summary judgment for the creditor when the debtor’s showing is weak.52
The third Brunner factor requires a debtor to show that she has made good
faith efforts to repay her student loans. Good faith is typically determined by
looking at the debtor’s past payment history on the loans. At summary judgment,
this may require the debtor to show that she has made payments during periods of

Oyler v. Educ. Credit Mgmt. Corp. (In re Oyler), 397 F.3d 382, 386 (6th Cir. 2005).
For example, in Geyer v. U.S. Dept. of Educ. (In re Geyer), 334 B.R. 129 (S.D. Cal. 2006), the court cited
the second Brunner prong and granted the defendant’s motion for summary judgment. The parties’
submissions showed that the debtors were well-educated, in good health, and had no dependents. The female
debtor spoke three languages and had published two books. Both debtors had an academic bent and “less than
complete dedication to retaining employment,” having voluntarily given up jobs to volunteer on an
archeological dig in Israel. In addition, they had entered an Income Contingent Repayment Plan that required
no payments at all.
52
Marlow v. U.S. Dept. of Educ. (In re Marlow), 2013 WL 3515726 (E.D. Tenn. 2013). (Debtor was a
healthy, 31-year old, law school graduate who had been barred from practice on character and fitness grounds.
The court found him capable of future gainful employment and noted that the denial of his law license was the
result of his own action). Duval v. IRS (In re Duval), 2012 WL 1123041 (Bankr. S.D.N.Y. 2012). (Dentist
claimed that his income was lower than expected because his practice primarily accepted Medicaid patients.
The court found it possible he could move to a high-paying practice in the future).
50
51
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employment.53 In a number of recent cases, courts have also examined whether the
debtor has applied for an income contingent or other alternative repayment plan.54
Although most courts do not require a debtor to participate in an alternative payment
plan, they have found the debtor’s repayment choices relevant to good faith on
summary judgment.55
E. Evidence Issues at Trial
If the case survives summary judgment and goes to trial, the plaintiff debtor will
have the burden of proving every element of undue hardship by a preponderance of the
evidence. The Federal Rules of Evidence apply in bankruptcy adversary proceedings, and
many of the distinctive issues that arise in the trial of a § 523(a)(8) claim will involve
evidentiary questions that arise as the debtor attempts to prove undue hardship. Typically,
the debtor will offer his own testimony as evidence, but the outcome of the trial is likely to
depend on the debtor’s ability to support and corroborate his own testimony with other
forms of evidence.
Fact issues about the debtor’s current income and expenses, as well as the debtor’s
student loan payment history, can be addressed by the debtor’s testimony and bolstered with
documentary evidence. For example, in Barrett, the bankruptcy court heard testimony from
the debtor and also admitted the following documents: the debtor’s tax returns from three
preceding years, Schedules I and J filed with his petition, a print-out of a search result from

Wills, supra note 48 (debtor’s minimal payments on her student loans did not show good faith effort to
repay).
54
See, e.g., Barrett v. Educ. Credit Mgmt. Corp. (In re Barrett), 487 F.3d 353 (6th Cir. 2007) (declining to
adopt a per se rule); Educ. Credit Mgmt. Corp. v. Mosley (In re Mosley), 494 F.3d 1320 (11th Cir. 2007)
(accord).
55
Straub v. Sallie Mae (In re Straub), 435 B.R. 312, 317 (Bankr. D.S.C. 2010). “Evidence of good faith may
be found where a debtor has sought consolidation offered a compromise payment, or otherwise offered to pay
or settle the obligation in a meaningful manner.” See also Marlow, supra note 51 (because debtor had declined
to apply for an income contingent repayment plan, he had not used all available recourses to repay the loans).
53
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the Department of Education’s Interactive Repayment Calculator, and a copy of the Poverty
Guidelines published in the Federal Register.56 This type of evidence is particularly wellsuited to meet the debtor’s burden under the first and third prongs of the Brunner test, as
well as under the first and second components of the totality of the circumstances test.
More difficult evidentiary issues have arisen in conjunction with the second prong of
the Brunner test, which requires the debtor to prove additional circumstances indicating that
the inability to repay will persist for a significant portion of the repayment period. Although
Brunner is not followed in the First and Eighth Circuits, debtors there have a similar burden
of showing that the “current inability to maintain a minimal standard of living, if forced to
repay the debt, will continue into the future.”57 Debtors typically try to satisfy the burden of
proving the persistence of conditions into the future with evidence of physical illness or
another medical condition, psychiatric disorder, or some other special situation that will
continue to interfere with the debtor’s ability to earn a living.58
When the debtor’s future mental or physical condition is an issue, her case becomes
much stronger when she is able to corroborate her own testimony with testimony from an
expert witness. Although the debtor may be competent to testify to her present condition,
expert testimony is helpful in establishing the debtor’s future prognosis, a key to showing
that her condition is likely continue during the repayment period.59

Barrett v. Educ. Credit Mgmt. Corp. (In re Barrett), 487 F.3d 353, 358 (6th Cir. 2007).
Nash v. Conn. Student Loan Found. (In re Nash), 446 F.3d 188, 192 (1st Cir. 2006).
58
Educ. Credit Mgmt. Corp. v. Mason (In re Mason), 464 F.3d 878 (9th Cir. 2006) (debtor cited learning
disability as “additional circumstances”).
59
Nash, supra note 56, at 194. The court noted that the debtor had submitted no expert evidence to support her
own prognosis that her bipolar illness was unlikely to abate. The First Circuit affirmed the bankruptcy judge’s
finding that the debtor’s evidentiary showing was insufficient. See also Kelsey v. Great Lakes Higher Educ.
Corp. (In re Kelsey), 287 B.R. 132 (Bankr. D. Vt. 2001).
56
57
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In re Reynolds, from the Eighth Circuit, illustrates the value of expert testimony.60
In Reynolds, the debtor’s psychiatric expert testified about her illness, and then gave
additional testimony that her student loans “caused her stress,” left her “overwhelmed by
indebtedness,” and “made it harder for her to sustain improvement in her depressive
illness.”61 Based on this testimony, the bankruptcy court found that “the mere existence of
this debt burden clearly is a significant block to the debtor’s recovery from mental illness.”62
This judgment was affirmed on appeal.
Despite the desirability of expert testimony as a way to bolster the debtor’s case, the
cost of retaining an expert places this type of evidence beyond the means of many debtors.
For this reason, most courts do not impose a per se requirement that debtors substantiate
medical conditions with expert testimony in § 523(a)(8) actions. In Barrett, for example, the
Sixth Circuit agreed with the Bankruptcy Appellate Panel that “a requirement of
corroborating evidence ‘when Plaintiff is unable to afford expert testimony or
documentation imposes an unnecessary and undue burden on Plaintiff in establishing his
burden of proof,’ if corroborating evidence is understood to be limited to expert medical
testimony.”63 Many courts have echoed this view.64
Although expert testimony may not be a requirement, most courts look for
corroborating evidence beyond the debtor’s own testimony. In Barrett, the bankruptcy court
described Barrett as “credible” and found that he “testified informatively and cogently about
his medical history,” explaining in “great detail . . . how his condition affects his health and
Reynolds v. Penn. Higher Educ. Assistance Agency (In re Reynolds), 425 F.3d. 526, 528-29 (8th Cir. 2005).
Id. at 528.
62
Reynolds v. Penn. Higher Educ. Assistance Agency (In re Reynolds), 303 B.R. 823, 837 (Bankr. D. Minn.
2004).
63
Barrett v. Educ. Credit Mgmt. Corp. (In re Barrett), 487 F.3d 353, 360 (6th Cir. 2007) (emphasis added).
64
Educ. Credit Mgmt. Corp. v. Mosley (In re Mosley), 494 F.3d 1320 (11th Cir. 2007); Burton v. Educ. Credit
Mgmt. Corp. (In re Burton), 339 B.R. 856 (Bankr. E.D. Va. 2006); Swinney v. Academic Fin. Servs. (In re
Swinney), 266 B.R. 800 (Bankr. N.D. Ohio 2001).
60
61
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prevents him from working.”65 His testimony, however, had certain limits. Although he
was competent to testify about his diagnosis and how his condition impacted his life and
work, he was not competent to testify about medical issues like his prognosis and the cause
of his illness.
To prevail, it was necessary for Barrett and his counsel to provide the court with
additional evidence to corroborate his testimony. In the absence of an expert witness, the
court accepted a properly authenticated letter from his treating physician. The debtor also
proffered tax returns that substantiated his persistent inability to earn income because of his
health problems, as well as evidence of economic hardship deferments on his student loans
for four consecutive years. This evidence was not contradicted by the creditor, prompting
the Sixth Circuit to hold: “[w]here, as here, the debtor testifies credibly and without rebuttal
about his medical history, his current health, his employment history, and his ability to
perform work functions – and that testimony is corroborated in part by a letter from the
debtor’s treating physician and tax records – the debtor has offered proof sufficient to
support a finding of undue hardship.”66
The Eleventh Circuit adopted and arguably expanded Barrett’s holding in In re
Mosley.67 Mosley had incurred $45,000 in student loans while in college. As a student, he
had joined the Reserve Officers’ Training Corps and was injured when he fell from a tank.
He was forced to resign his commission and failed to complete college. He testified that the
physical limitations from his injury led to depression and heavy drinking. He had been
hospitalized for depression and Veteran’s Affairs had placed him on medication that left him

Barrett, supra note 62, at 361.
Id. at 363.
67
Mosley, supra note 63.
65
66
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“unable to function.” His monthly income was $210 in VA disability, he had been homeless
for years, and he had no car.
Mosley, who was not represented by counsel, was the only witness at his § 523(a)(8)
trial. In addition to his own testimony, he offered a letter from an Emory University
professor stating Mosley’s medical diagnosis. The bankruptcy judge excluded several other
doctors’ letters that Mosley attempted to introduce because they had not been properly
authenticated. The court found little probative value in the one letter admitted and, instead,
primarily relied on the debtor’s testimony to conclude that his illnesses were likely to impair
his future ability to repay the loans.
On appeal, the creditor argued that corroborating medical evidence beyond the
debtor’s testimony is required when medical conditions are used as “additional
circumstances” under the second prong of Brunner. The Eleventh Circuit held that
additional evidence was not necessary, and declined “to adopt a rule requiring Mosley to
submit independent medical evidence to corroborate his testimony that his depression and
back problems were additional circumstances likely to render him unable to repay his
student loans.”68 The court noted that the debtor did not testify about his medical prognosis,
but instead testified from personal knowledge about how his condition and medications have
made it difficult for him to work.
The evidentiary record in Mosley is slender, consisting only of the debtor’s
testimony, one supporting letter, and Social Security earnings statements that corroborated
that he had not held a job. Despite this, the Eleventh Circuit found
“the bankruptcy court had before it sufficient evidence to support a finding that there is no
reason to believe that Mosley’s condition will improve in the future. Mosley’s evidence of
68

Id. at 1325.
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medical problems, lack of skills and dire living conditions support the bankruptcy court’s
finding that it is highly unlikely he will become unable to repay his loans.”69
The opinions in Mosley and Barrett are attributable in part to the “clear error”
standard of review that appellate courts must apply to the bankruptcy judge’s findings of
fact in these cases. Under this standard, the appellate court is likely to defer to the lower
court’s findings of fact unless the appellate court is willing to announce a new, and stricter,
evidentiary rule that will apply to all future cases. In declining the invitation to adopt a per
se evidentiary requirement in § 523(a)(8) cases, the appellate courts may be reflecting the
fact that bankruptcy courts are, in fact, already quite demanding in their assessment of the
debtor’s evidentiary submissions.70
F. Standard of Appellate Review
A bankruptcy judge’s findings of law in a § 523(a)(8) adversary proceeding are
subject to de novo review on appeal.71 However, the judge’s findings of fact are subject to
more lenient clear error review and “must stand if reasonably supported.”72 A majority of
the circuit courts of appeal have held that the undue hardship determination under §
523(a)(8) is a question of law subject to de novo review.73 Two other circuits, the Fourth and
Eleventh, have found that this determination is a mixed question of law and fact.74
Id. at 1327.
In a majority of reported cases, the debtor’s evidentiary submissions are found insufficient. See, e.g.,
Traversa v. Educ. Credit Mgmt. Corp. (In re Traversa), 2010 WL 4683920 (D. Conn. 2010); Joyce v. Mountain
Peaks Fin. Servs. (In re Joyce), 2005 WL 3946869 (1st Cir. B.A.P. 2005); Pobiner v. Educ. Credit Mgmt. Corp.
(In re Pobiner), 309 B.R. 405 (Bankr. E.D.N.Y. 2004); Burkhead v. U.S. (In re Burkhead), 304 B.R. 560
(Bankr. D. Mass. 2004); Pace v. Educ. Credit Mgmt. Corp. (In re Pace), 288 B.R. 788 (Bankr. S.D. Ohio
2003); Daugherty v. First Tenn. Bank (In re Daugherty), 175 B.R. 953 (Bankr. E.D. Tenn. 1994).
71
Nash v. Conn. Student Loan Found. (In re Nash), 446 F.3d 188 (1st Cir. 2006); Reynolds v. Pa. Higher Educ.
Assistance Agency (In re Reynolds), 425 F.3d 526 (8th Cir. 2005).
72
Id.
73
Brunner v. N.Y. State Higher Educ. Servs. Corp., 831 F.2d 395 (2d. Cir. 1987); Brightful v. PHEAA (In re
Brightful), 267 F.3d 324 (3d Cir. 2001); U.S. Dep’t of Educ. v. Gerhardt (In re Gerhardt), 348 F.3d 89 (5th Cir.
2003); Barrett v. Educ. Credit Mgmt. Corp. (In re Barrett), 487 F.3d 353 (6th Cir. 2007); In re Roberson, 999
F.2d 1132 (7th Cir. 1993); Long v. Educ. Credit Mgmt. Corp. (In re Long), 322 F.3d 553 (8th Cir. 2003); Rifino
69
70
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IV. Adjusting Student Loan Debt Outside of Section 523(a)(8)
As discussed above, student loans - both public and private - are presently
nondischargeable under § 523(a)(8) unless the debtor can prove undue hardship. The current
law is the product of a series of amendments to the Bankruptcy Code that roughly parallels
the development of the modern student loan industry.75

These amendments have made §

523(a)(8) increasingly creditor-friendly, culminating with a 2005 amendment added by
BAPCPA extending nondischargeability to student loans made by private lenders. The
enormous expansion in the amount of student loan debt has, at the same time, presented
bankruptcy lawyers and judges with individual debtors who are genuinely unable to repay
the full amount of their educational debt.76 The tension between the restrictive language of
the Code and the reality of their caseload has created pressure on both judges and lawyers to
push the law in new directions to allow relief to overburdened debtors. This section
examines the resulting cases, dividing them into the following categories: (1) partial
discharge of educational debt, (2) separate classification of student loan debt in chapter 13
v. U.S. (In re Rifino), 245 F.3d 1083 (9th Cir. 2001); Woodcock v. Chemical Bank (In re Woodcock), 45 F.3d
363 (10th Cir. 1995).
74
Educ. Credit Mgmt. Corp. v. Frushour (In re Frushour), 433 F.3d 393 (4th Cir. 2005); Educ. Credit Mgmt.
Corp. v. Mosley (In re Mosley), 494 F.3d 1320 (11th Cir. 2007).
75
The first provision limiting the discharge of student loan debt did not appear until 1976, when certain
government-backed student loans were made nondischargeable under the former Bankruptcy Act for a period
of 5 years after the date the loan first became due. During this 5-year period, student loans continued to be
dischargeable if disallowing the discharge would impose an undue hardship on the debtor or his dependents.
These provisions were carried forward into the Bankruptcy Code of 1978, and the 5-year provision was
expanded to include a wider array of educational loans (any educational loan funded, made, insured, or
guaranteed by a governmental unit or funded by a nonprofit educational institution). The 5-year limit was
increased to 7 years in 1990. The 7-year rule was eliminated in 1998, leaving undue hardship as the only
avenue for the discharge of most educational debt. See, e.g., Cox v. Hemar Ins. Corp. of Am. (In re Cox), 338
F.3d 1238, 1242-43 (11th Cir. 2003) (detailing the evolution of § 523(a)(8)). Student loans made by private
lenders, as opposed to governmental units or nonprofit institutions, were made nondischargeable by BAPCPA
in 2005.
76
See, e.g., Carnduff v. United States Dept. of Educ. (In re Carnduff), 367 B.R. 120 (9th Cir. B.A.P. 2007).
After discharging $215,000 in private student loan debt, the debtors, a married couple, brought a second action
to discharge an additional $350,000 in student loans owed to the government, for a stunning total of $565,000
in educational debt. The court allowed a partial discharge, finding it impossible for them to repay their loans
in full “unless one or both of the debtors wins the lottery, receives a substantial inheritance, [or] finds a gold
mine or a treasure trove in the backyard.” 367 B.R. at 130.
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plans, and (3) the possibility of using plan confirmation to obtain a discharge “by
declaration.”
A. Partial Discharge
A number of courts have been willing to discharge part of a debtor’s student loan
obligations when the facts do not support a finding that the entire obligation poses an undue
hardship on the debtor. These cases are fact-driven. As the Sixth Circuit explained in
Hornsby v. Tennessee Student Assistance Corp. (In re Hornsby), a partial discharge of
student loan debt may be appropriate “where facts and circumstances require intervention in
the financial burden on the debtor, [and] an all-or-nothing treatment thwarts the purpose of
the Bankruptcy Act.”77
Hornsby was the first circuit court decision upholding the bankruptcy courts’
equitable power to grant a partial discharge of student loan debt under § 105(a)’s authority
to “issue any order, process, or judgment that is necessary or appropriate to carry out the
provisions of this title.”78 Hornsby, however, did not squarely address the relationship
between § 105(a) and § 523(a)(8). The Sixth Circuit revisited this issue in Miller v.
Pennsylvania Higher Education Assistance Agency (In re Miller), clarifying that § 105(a)
provides no “independent rubric” and must be read in conjunction with § 523(a)(8) to
evaluate when a partial discharge is appropriate.79

77

144 F.3d 433, 439 (6th Cir. 1998).
11 U.S.C. § 105(a). A number of bankruptcy courts had previously used § 105(a) to grant a partial discharge
of student loan debt – sometimes with no reference to § 523(a)(8). See, e.g., Griffin v. Eduserv (In re Griffin),
197 B.R. 144 (Bankr. E.D. Okla. 1996) (relying on § 523(a)(8)); In re Brown, 18 B.R. 219 (Bankr. D. Kan.
1982) (no reference to § 523(a)(8)); In re Albert, 25 B.R. 98 (Bankr. D. Ohio 1982) (no reference to §
523(a)(8)).
79
377 F.3d 616, 622 (6th Cir. 2004).
78
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A similar approach has been adopted in the Ninth, Tenth, and Eleventh Circuit
Courts of Appeal.80 While recognizing that the bankruptcy court’s equitable powers do not
allow it to ignore the specific statutory language found in § 523(a)(8), these four circuits
hold that “§ 105(a) authorizes a bankruptcy court to grant a partial discharge where the
undue hardship requirement of § 523(a)(8) is met as to part but not all of a student loan.”81
Under these decisions, the bankruptcy court may not use its equitable powers to
grant a partial discharge unless § 523(a)(8) has been satisfied as to some portion of the
obligation. “To allow the bankruptcy court, through principles of equity, to grant any more
or less than what the clear language of § 523(a)(8) mandates would be tantamount to judicial
legislation and is something that should be left to Congress, not the courts.”82
Lower courts outside these four circuits have been less uniform in their approach,
with a number finding that the Code does not permit a partial discharge of student loan
debt.83 These decisions apply a strict approach and find that § 105(a) does not authorize the
bankruptcy court “to use its equitable powers to achieve a result not contemplated by the
Code, particularly where a specific section of the Code squarely addresses the issue before
the court.”84 Courts that have allowed partial discharge without circuit authority have
generally followed the approach of the circuits, looking to § 105(a) as a source of equitable
80

Saxman v. Educational Credit Management Corp. (In re Saxman), 325 F.3d 1168 (9th Cir. 2003); Alderete v.
Educational Credit Management Corp. (In re Alderete), 412 F.3d 1200 (10th Cir. 2005); Hemar Ins. Corp. of
Am. v. Cox (In re Cox), 338 F.3d 1238 (11th Cir. 2003). The Third Circuit reversed the bankruptcy court’s
grant of a partial discharge in Faish v. Penn. Higher Educ. Assistance Agency (In re Faish), 72 F.3d 298 (3d
Cir. 1995), however, it did so on factual grounds without discussion of the related law in an opinion devoted to
the adoption of the Brunner test.
81
Miller, 377 F.3d at 621, quoting Nary v. Complete Source (In re Nary), 253 B.R. 752, 767 (N.D. Tex. 2000).
82
Cox, 338 F.3d at 1207.
83
Pincus v. Graduate Loan Center (In re Pincus), 280 B.R. 303 (Bankr. S.D.N.Y. 2002); Young v. PHEAA (In
re Young), 225 B.R. 312 (Bankr. E.D. Penn. 1998) (partial discharge sought by creditor to avoid discharge in
toto); Skaggs v. Great Lakes Higher Educ. Corp. (In re Skaggs), 196 B.R. 865 (Bankr. W.D. Okla. 1996);
Hawkins v. Buena Vista College (In re Hawkins), 187 B.R. 294 (Bankr. N.D. Iowa 1995). And see Andreson
v. Nebraska Student Loan Program, Inc. (In re Andreson), 232 B.R. 127 (8th Cir. B.A.P. 1999) (finding no
authority in the Code for partial discharge, but declining to decide the issue).
84
Pincus, supra note 9, at 312.
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authority to soften the application of § 523(a)(8).85 A small minority of courts, however, has
been willing to draw the power for partial discharge solely from the language of §
523(a)(8).86
In courts that allow partial discharge, a final issue is the form that the partial
discharge will take. When, as is typical, debtors owe more than one student loan, some
decisions frame the partial discharge as a complete release from liability on some loans,
while leaving the debtor entirely liable on the remaining loans.87 Some courts have followed
this “loan by loan” pattern without regarding this as a partial discharge, holding instead that
each loan can be treated as a singular entity.88 Still others reject this approach entirely,
holding that student loans must be treated in the aggregate.89
Another set of courts has been willing to grant a partial discharge that is effectively a
loan modification. These decisions either reduce the principal balance on the loans to a
more manageable amount,90 relieve the debtor from liability on interest and fees while

85

Stevenson v. Educational Credit Management Corp. (In re Stevenson), 463 B.R. 586 (Bankr. D. Mass. 2011)
(looking to § 105(a)); Fraley v. U.S. Dept. of Ed., 247 B.R. 417 (Bankr. N.D. Ohio 2000); Fox v. Student Loan
Mktg. Ass’n (In re Fox), 189 B.R. 115 (Bankr. N.D. Ohio 1995).
86
See, e.g., Rivers v. United Student Aid Funds, Inc. (In re Rivers), 213 B.R. 616 (Bankr. S.D. Ga. 1997).
87
Hinkle v. Wheaton College (In re Hinkle), 200 B.R. 690 (Bankr. W.D. Wash. 1996); Coutts v. Mass. Higher
Educ. Corp. (In re Coutts), 263 B.R. 394 (Bankr. D. Mass. 2001); Gharavi v. U.S. Dept. of Educ. (In re
Gharavi), 335 B.R. 492 (Bankr. D. Mass. 2006); Ledbetter v. U.S. Dept. of Ed. (In re Ledbetter), 254 B.R. 714
(Bankr. S.D. Ohio 2000) (following Andreson, supra note 9). Cf. Young, supra note 9, at 318 (“If a holder of
student loans is prepared to stipulate that certain student loans are unconditionally dischargeable, leaving only
a limited number of loans remaining as particularly nondischargeable, there would seem to be no way of
stopping it from doing so.”
88
See Andreson, supra note 9 (although 2 of 3 student loans were discharged, the B.A.P held that this was not
a partial discharge because each loan could be treated separately); Hollister v. University of N.D., 247 B.R.
485 (Bankr. W.D. Okla. 2000) (adopting the reasoning of Andreson); Grigas v. Sallie Mae Servicing Corp. (In
re Grigas), 252 B.R. 866 (Bankr. D.N.H. 2000).
89
Pincus, supra note 9 (rejecting the “loan by loan” approach); Young, supra note 9; Raimondo v. New York
State Higher Educ. Serv. Corp. (In re Raimondo), 183 B.R. 677 (Bankr. W.D.N.Y. 1995) (holding that equity
requires equal treatment among student lenders).
90
Hedlund v. Educational Resources Inst., Inc. (In re Hedlund), 468 B.R. 901 (D. Or. 2012). The bankruptcy
court discharged all amounts owed in excess of $32,080. The district court reversed on the ground that debtor
had failed to establish good faith as required by Brunner and In re Pena, 155 F.3d 1108 (9th Cir. 1998).
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leaving the debtor liable on the principal,91 impose a deferral,92 or fashion another
appropriate equitable remedy.93 The variability of the remedy in partial discharge cases
illustrates the difficulty that arises when courts fashion equitable amendments to the Code.
B. Separate Classification in Chapter 13
As in chapter 7, student loan debt is generally nondischargeable in chapter 13 cases
and does not have priority status.94 Despite this, debtors have sometimes used chapter 13 to
treat student loan debts more advantageously than other unsecured debts. This is typically
accomplished by classifying the student loan claims separately from other unsecured claims,
then making the full contract payment directly to the student loan creditor while making a
reduced pro rata payment to other unsecured creditors through the plan. 95
The relevant provisions of the Code for this purpose are §§ 1322(b)(1) and (5).96
Section 1322(b)(1) allows a chapter 13 plan to “designate a class or classes of unsecured
claims, as provided in section 1122 of this title,” with the proviso that classification “may
not discriminate unfairly” against any class. Section 1322(b)(5) permits a chapter 13 plan to
“provide for the curing of any default . . . and maintenance of payments while the case is
pending on any unsecured claim or secured claim on which the last payment is due after the
date on which the final payment under the plan is due.”

91

Alderete, supra note 6; Griffin v. Eduserv, 197 B.R. 144 (Bankr. E.D. Okla. 1996).
Cheesman v. Tennessee Student Assistance Corp. (In re Cheesman), 25 F.3d 356 (6 th Cir. 1994) (student
loans nondischargeable, but order stayed for 18 months); In re Roberson, 999 F.2d 1132 (7 th Cir. 1993)
(bankruptcy court’s order deferring student loan payments for 2 years affirmed without discussion); Dennehy
v. Sallie Mae (In re Dennehy), 201 B.R. 1008 (Bankr. N.D. Fla. 1996).
93
In Stevenson, supra note 11, the court granted the debtor a prospective discharge of whatever debt remained
at the conclusion of her participation in the Ford Program’s Income Based Repayment Plan.
94
11 U.S.C. §§ 507 and 1328(a)(2).
95
For example, the debtors in In re Webb, 370 B.R. 418 (Bankr. N.D. Ga. 2007), proposed to maintain their
regular monthly payments to student loan creditors, while making only a 1% payout to other unsecured
creditors.
96
11 U.S.C. § 1322(b)(10), a provision added by BAPCPA that limits the payment of interest on
nondischargeable unsecured claims in chapter 13, is also a factor in some cases.
92
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Because most student loans are long-term debts with payments extending beyond the
life of the plan, they fall within the subset of obligations governed by § 1322(b)(5). Read in
isolation, this subsection permits the debtor to maintain contract payments on her student
loans, while relegating other unsecured debts to a lower pro rata payment as a separate class.
Because this provides preferential treatment to student loan creditors, however, the issue
then becomes whether § 1322(b)(5) controls over the conflicting “unfair discrimination”
provision found in § 1322(b)(1).
This problem has been addressed by a number of courts, with a minority of reported
decisions finding that subsection (b)(5) trumps (b)(1), thereby completely excepting longterm debt payments from the unfair discrimination analysis of subsection (b)(1).97 Courts
that accept this position allow the plan to cure defaults and maintain payments on student
loans without regard for the position of other unsecured creditors. Under the majority view,
however, subsection (b)(5) must be read in conjunction with (b)(1), with the result that a
plan that provides for full payment of student loan obligations under (b)(5) must then be
analyzed for unfair discrimination as required by (b)(1).98
The Code does not define “unfair discrimination,” and courts have developed several
multi-factor tests to enable this analysis. The most widely used test, stated by the Eighth
Circuit in In re Leser,99 has four components: “(1) whether the discrimination has a
reasonable basis, (2) whether the debtor can carry out a plan without the discrimination, (3)
whether the discrimination is proposed in good faith, and (4) whether the degree of
97

See, e.g., In re Johnson, 446 B.R. 921 (Bankr. E.D. Wisc. 2011); In re Truss, 404 B.R. 329, 333 (Bankr. E.D.
Wisc. 2009). (“If the plan provides for the cure of a default and maintenance of payments on a debt, the terms
of which extend beyond the term of the plan, it is not for the court to determine whether this is fair to the other
creditors or not.”)
98
See, e.g., In re Zeigafuse, 2012 WL 1155680 (Bankr. W.D. Wyo. 2012); In re Pracht, 464 B.R. 486 (Bankr.
M.D. Ga. 2012); In re Harding, 423 B.R. 568 (Bankr. S.D. Fla. 2010); In re Simmons, 288 B.R. 737 (Bankr.
N.D. Tex. 2003).
99
Mickelson v. Leser (In re Leser), 939 F.2d 669 (8th Cir. 1991).
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discrimination is directly related to the basis or rationale for the discrimination.”100 A
variation of the Leser test was adopted in In re Husted, which added a fifth factor: an
examination of “the difference between what the creditors discriminated against will receive
as the plan is proposed, and the amount they would receive if there were no separate
classification.”101
The Leser test has been criticized as offering “no real direction for determining the
fairness of discrimination in any given instance,”102 and other courts have attempted to
develop more concrete alternatives.103 The most prominent of these alternatives is the
“baseline” test enunciated by the First Circuit BAP in In re Bentley.104 Bentley looks to the
“principles and structure of Chapter 13” as the “baseline against which to evaluate
discriminatory provisions for unfairness.”105 The decision then enunciates four core
principles: (1) absent an express grant of priority, unsecured creditors should share equally,
(2) student loan obligations are not priority debts, (3) unless unsecured creditors are paid in
full, the chapter 13 debtor must devote all disposable income to the plan, and (4) do the facts
indicate that the debtor’s interest in a “fresh start” trump the creditors’ claim to a pro rata
share.

100

In re Webb, 370 B.R. 418, 423 (Bankr. N.D. Ga. 2007).
142 B.R. 72, 74 (Bankr. W.D.N.Y. 1992).
102
Bentley v. Boyajian (In re Bentley), 266 B.R. 229 (1st Cir. B.A.P. 2001).
103
See, e.g., In re Brown, 152 B.R. 232 (Bankr. N.D. Ill.), rev’d, 162 B.R. 506 (N.D. Ill. 1993); In re Colfer,
159 B.R. 602 (Bankr. D. Me. 1993). The issue was approached by the Seventh Circuit in In re Crawford, 324
F.3d 539, 542 (7th Cir. 2003), which opined: “We haven’t been able to think of a good test ourselves. We
conclude, at least provisionally, that this is one of those areas of the law in which it is not possible to do better
than to instruct the first-line decision maker, the bankruptcy judge, to seek a result that is reasonable in light of
the purposes of the relevant law, which in this case is Chapter 13 of the Bankruptcy Code.”
104
Supra note 28.
105
Id. at 240.
101
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Regardless of the test that is applied, most courts have concluded that discrimination
based on nothing more than nondischargeability is unfair.106 However, “if the
discrimination in question benefits the very creditors who are being discriminated against,”
for example, by enabling the debtor to work, it may be considered fair.107 Some courts have
also found discrimination justifiable when, absent direct payments, the debtor would emerge
from chapter 13 owing more on their student loans than they did before the case was filed.108
BAPCPA added a new wrinkle to this analysis by requiring that the projected
disposable income of above-median income chapter 13 debtors be calculated with reference
to the “means test” of § 707(b)(2), as opposed to the real numbers reflected on the debtor’s
schedules I and J. Section 707(b)(2) requires the debtor to use hypothetical amounts
specified in National and Local Standards issued by the IRS, creating the possibility that a
debtor’s projected disposable income under § 707(b)(2) might be less than his actual
discretionary income. When this occurs, it is possible for the above-median debtor to devote
100% of his projected disposable income to unsecured creditors in the plan and still retain
sufficient excess “discretionary” income to make contract payments on his student loans.
This strategy has withstood challenge, even when student loans are paid in full and the
dividend to other unsecured creditors is as low as 0.86%.109
C. United Student Aid Funds, Inc. v. Espinosa: Discharge by Declaration

106

Groves v. LaBarge (In re Groves), 39 F.3d 212 (8th Cir. 1994); In re Gonzalez, 206 B.R. 239 (Bankr. S.D.
Fla. 1997).
107
In re Kalfayan, 415 B.R. 907, 910 (Bankr. S.D. Fla. 2009) (debtor’s license to practice optometry was
contingent on remaining current on her student loans).
108
Webb, supra note 26.
109
In re Abaunza, 452 B.R. 866 (Bankr. S.D. Fla. 2011) (plan did not unfairly discriminate when projected
disposable income resulted in dividend of only 0.86%); In re King, 460 B.R. 708 (Bankr. N.D. Tex. 2011); In
re Sharp, 415 B.R. 803 (Bankr. D. Colo. 2009); In re Orawsky, 387 B.R. 128 (Bankr. E.D. Penn. 2008).
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Espinosa presents one final (albeit improper) strategy for dealing with student loan
debt.110 The debtor in Espinosa discharged the interest on his student loan debt in a chapter
13 plan without filing an adversary proceeding. Although the creditor had notice of the plan
treatment, it did not file an objection to confirmation. The creditor then attempted to collect
the interest three years after the debtor’s discharge, and the debtor filed a motion asking the
bankruptcy court to enforce its discharge order. The creditor responded with a cross-motion
under Rule 60(b)(4) asking that the court to set aside the confirmation order as void.
In a unanimous opinion, the Supreme Court held that the confirmation order was a
final judgment that was not rendered void by the bankruptcy court’s “legal error” in
discharging a student loan obligation without a finding of undue hardship. The bankruptcy
court’s error was not jurisdictional and did not violate the creditor’s due process rights.111 In
reaching this holding, the Court stated that the bankruptcy court had an obligation to avoid
this type of error by independently determining undue hardship, even without objection or
appearance by the creditor. The Court also stressed that the specter of sanctions should
deter “bad faith” practices by debtors and their counsel.

110

130 S. Ct. 1367 (2010).
Section 523(a)(8)’s undue hardship requirement is a statutory precondition to discharge that does not limit
the court’s jurisdiction. And, despite the absence of a summons and complaint, due process was satisfied by
the creditor’s actual notice of the contents of the plan.

111
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Un-Till Death Do Us Part?
For many decades, the absolute priority rule has been the central
organizing principle of the Bankruptcy Code: A fully secured senior creditor
is entitled to be paid in full. Exactly how this right is to be vindicated,
however, remains remarkably unsettled. Several important cases over the
past several years underscore the extent to which the rights of secured
creditors are in flux.
1. Sources of secured creditor rights under the Bankruptcy Code: U.S.
Constitution, statute, case law. The conventional wisdom is that efforts to
tinker with the secured creditor’s rights were constitutionally suspect. This
has been the case ever since the Supreme Court’s decision in Louisville Joint
Stock Land Bank v. Radford, 295 U.S. 555, 601–02 (1935) (striking down the
Frazier-Lemke Act). In contrast to ordinary general creditors, secured
creditors have property rights that the Fifth Amendment’s Takings Clause
protects. This aura of constitutional protection affects the way judges
approach many provisions of the Bankruptcy Code, from grants of adequate
protection to the reluctance to approve priming dip loans. It bears asking
whether secured creditors’ rights are as inviolable as this conventional
wisdom suggests. For one scholar’s view that they are not, see Charles J.
Tabb, The Bankruptcy Clause, the Fifth Amendment, and the Limited Rights
of Secured Creditors in Bankruptcy, 2015 U. Ill. L. Rev. 765 (2015).
2. Adequate protection. Senior Lender is owed $100 and has a security
interest in all Debtor’s assets. Debtor files for bankruptcy. If Senior Lender
were able to exercise its rights under nonbankruptcy law at the time the
petition was filed, it would receive only $50. Debtor’s assets include a
Treasury bill for $50. Few of its other assets will be worth much if the firm is
liquidated outside of bankruptcy. By contrast, in Chapter 11, going-concern
value can be preserved. By the time Chapter 11 is over, Debtor will end up
being worth $60 or $140 with equal probability. For this reason, Debtor has
an expected value of $100. At the start of the case, Senior Lender demands
adequate protection. Does putting the Treasury bill in an escrow account
provide the Senior Lender with adequate protection?
It might seem that this is not enough. The expected value of Senior
Lender’s collateral at the end of the reorganization is $100. This is the
amount that needs to be adequately protected. Associates Commercial Corp.
v. Rash, 520 U.S. 953, 954 (1997), suggests that this amount provides the
proper baseline. Rash was a Chapter 13 case, but the decision turned on the
Court’s interpretation of §506. It held that “the ‘proposed disposition or use’
of the collateral is of paramount importance to the valuation question.” If

Page 278

Debtor plans on remaining intact as a going concern, its value in a
liquidation outside of bankruptcy is not relevant.
The court in ResCap relied on Rash when it held that a going-concern
valuation was the appropriate benchmark for adequate protection, at least
when the debtor planned a going-concern sale from the start. See Official
Committee of Unsecured Creditors v. UMB Bank (In re Residential Capital,
LLC), 501 Bankr. 549, 594 (Bankr. S.D.N.Y. 2013).
But it is possible to take a different view. The standard justifications for
adequate protection center around the idea that the bankruptcy process itself
should not jeopardize a secured creditor’s nonbankruptcy entitlement. It
would seem to follow that if a secured creditor could not realize more than
foreclosure value outside of bankruptcy, it should not be able to demand
protection for a greater amount while the reorganization is underway. This
should still be the case even if the senior lender’s priority over general
creditors is fully recognized at the time of the reorganization. The American
Bankruptcy Institute (ABI) Commission to Study the Reform of Chapter 11
has endorsed this idea that the senior lender should be limited to foreclosure
value.
In practice, basing adequate protection on foreclosure value could utterly
change the dynamics of large Chapter 11s, as it will make it much easier for
courts to approve priming dip loans.
3. Reorganization value. Senior Lender has a security interest in all of
Debtor’s assets, apart from one piece of intellectual property (IP). In the
grand scheme of things, this IP is useful, but not critical. Debtor uses the IP
in its own business and derives some modest additional revenue from
licensing it to others. Debtor files for bankruptcy amidst a wave of unfair
publicity and threats of overzealous government regulation. At the time of
the petition, there was a substantial chance that Debtor would be liquidated.
During the course of the reorganization, Debtor’s management team spends
aggressively on clever advertising and adroit lobbying.
The strategy proves successful, and Debtor is able to reorganize. To what
extent is the Senior Lender entitled to the increase in value attributable to
the advertising and lobbying campaign? Some of the money came from
proceeds of Senior Lender’s collateral, and some came from licensing
revenues from the IP.
Senior Lender has rights to most, but not all, of Debtor’s prepetition
assets. How much of the increase in value during the case belongs to it and
how much to the general creditors? ResCap raised, but did not squarely
confront this question, as the affected secured creditors could not show that
any of the proceeds of their collateral were used to make the investments in
goodwill that led to an increase in value during the course of the case. See
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Official Committee of Unsecured Creditors v. UMB Bank (In re Residential
Capital, LLC), 501 Bankr. 549, 610–12 (Bankr. S.D.N.Y. 2013).
The Bankruptcy Code provides that the secured creditor is entitled to the
proceeds of its collateral unless the court orders otherwise “based on the
equities of the case.” §552(b)(2). How exactly this language should be
understood remains largely unexplored.
4. Measuring the cramdown interest rate. Debtor proposes a plan of
reorganization in which it proposes to pay Senior Lender the amount of its
secured claim over five years. There is a well-functioning market for exit
financing. If Debtor chose to use it, Debtor could borrow and pay Senior
Lender in full. This exit financing would have the same duration and same
terms as what Secured Lender would receive under the plan. To what extent
should the interest rate Debtor would pay for the exit financing affect the
way in which the bankruptcy judge assesses the interest rate Debtor proposes
to pay under the plan?
There are two strikingly different approaches to this question. The first
adopts the following reasoning. Under §1129(b)(2)(A), the secured creditor is
entitled to the value of its secured claim. It must be given a note that has a
rate of interest sufficient to make the note equal in value to the amount that
the Senior Lender’s collateral would fetch if Senior Lender were to foreclose
on it immediately. The interest rate of the exit financing is the best
approximation of the rate the note should have. It is the most sensible way to
account for the risks associated with delay. This central lesson of BFP v.
Resolution Trust Corp., 511 U.S. 531 (1994), and Bank of America Nat. Trust
& Savings Ass’n v. 203 North LaSalle Street Partnership, 526 U.S. 434
(1999), is that the market provides the best measure of value. The mysterious
footnote in Till v. SCS Credit Corp., 541 U.S. 465, 476 n.14 (2004), to the
extent it stands for anything, is consistent with this approach, even if it
confuses dip with exit financing:
Because every cramdown loan [in Chapter 13] is imposed by a
court over the objection of the secured creditor, there is no free
market of willing cramdown lenders. Interestingly, the same is
not true in the Chapter 11 context, as numerous lenders
advertise financing for Chapter 11 debtors in possession.
For a court that adopts this reasoning, see In re Am. HomePatient, Inc., 420
F.3d 559, 567–68 (6th Cir. 2005).
But, there is an entirely different way to think about this question. We
should resist that idea that market benchmarks are ever going to be readily
available. Discovering the “market” will dissolve into an expensive battle
between experts.
More importantly, even if market rates for loans to the debtor were
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available, they would provide the wrong benchmark. Indeed, the market
interest rate for a new loan is necessarily too high. Interest rates reflect not
just the riskiness associated with a particular loan, but also costs associated
with originating the loan and profits the lender expects to enjoy. Neither
should be included in an interest rate that is supposed to ensure only that the
secured creditor receives a stream of payments equal to the value of its
collateral.
One can attempt to disaggregate the various components of the interest
rate on a case-by-case basis, but this is likely to be time-consuming,
expensive, and indeterminate. As a matter of sound bankruptcy policy, it
makes more sense to rely on a clear rule, using a sensible benchmark and an
adjustment for risk. In addition to the risk-free return, the secured creditor is
entitled only to whatever risks it is being forced to bear. As the Till Court
observed in a footnote, “if the court could somehow be certain a debtor would
complete his plan, the prime rate would be adequate to compensate any
secured creditors forced to accept cramdown loans.” Till v. SCS Credit Corp.,
541 U.S. 465, 479 n.18 (2004). This logic can also be found in the Second
Circuit’s opinion in In re Valenti, 105 F.3d 55, 64 (2d Cir. 1997). It applies as
well to Chapter 11 as to Chapter 13. The Southern District adopted this
approach in In re MPM Silicones, LLC, 2015 WL 2330761, at *8–9 (S.D.N.Y.
2015).
5. Secured creditors and intercorporate guarantees. Parent Debtor owns
Subsidiary. Bank lends $100 to Subsidiary and takes a security interest in all
its assets. It also gets an unsecured guarantee from Parent Debtor.
Subsidiary defaults and Bank forecloses on its assets and realizes $50.
Parent Debtor then files for bankruptcy. Apart from the guarantee to Bank,
Parent Debtor owes other general creditors $200. Parent Debtor has assets of
$100. How should these assets be divided?
The case law suggests that Bank still has a claim against Parent Debtor
for $100, even though it has already been paid $50. Bank is entitled to
participate in the bankruptcy on this basis, provided its total recovery does
not exceed $100. See Ivanhoe Building & Loan Ass’n v. Orr, 295 U.S. 243,
244–47 (1935); National Energy & Gas Transmission, Inc. v. Liberty Power,
LLC, 492 F.3d 297, 301 (4th Cir. 2007). A review of the doctrine can be found
in Daniel Bussel, Multiple Claims, Ivanhoe and Substantive Consolidation,
17 Am. Bankr. Institute L. Rev. 217 (2009).
In this example, $300 in claims is chasing $100 in assets. With its $100
claim, Bank receives $33 from Parent Debtor, bringing its total recovery to
$88. The other creditors receive 33 cents on the dollar as well.
By contrast, if Bank could file a claim only for the amount it was still
owed after collecting from Subsidiary, it would have a claim of only $50.
There would be $250 in claims chasing $100 of assets. Each general creditor
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would now be entitled to 40 cents on the dollar. With its $50 claim, Bank’s
share would be $20, bringing its total recovery to $70.
Some believe giving Bank more than this amount is hard to justify. After
all, if the assets were not parked in Subsidiary, but were in the same
corporate solution as Parent Debtor, Bank would again receive only $70.
Bank should not be given an incentive to partition assets in this fashion, and
the text of the Bankruptcy Code does not require it.
6. Intercorporate guaranties and postpetition interest. Assume that Debtor
has three subsidiaries, A, B, and C. Bank makes a $30 loan to the corporate
group and each of the subsidiaries guarantees the loan and grants Bank a
security interest in all its assets. The entire corporate group files for
bankruptcy. Sub A has assets of $20, Sub B has assets of $10, and Sub C has
assets of $5. Does Bank earn interest during the course of the case on its
secured loan?
If all the assets were together in a single legal entity, Bank would be
oversecured. Does it make a difference that the assets are in different
entities? One court has found that it did not. See Official Committee of
Unsecured Creditors v. UMB Bank (In re Residential Capital, LLC), 501
Bankr. 549, 600 (Bankr. S.D.N.Y. 2013).
Even if we do not treat the three entities as if they were one, do we end
up in the same place if Bank’s security interest includes each subsidiary’s
right to contribution and equitable subrogation? Bear in mind that, under
Ivanhoe, each of the entities is liable for the full $30, regardless of how much
the others pay.
7. Calculating postpetition interest. Debtor owes Bank $100. Bank’s loan
is secured. At the time of the petition, Bank moves to lift the automatic stay.
The court finds that Debtor is worth only $90, but denies the motion because
it finds an effective reorganization is in prospect.
Debtor continues its efforts to reorganize. As the market rebounds,
Debtor also pursues the possibility of a sale. Six months into the case, it finds
a stalking horse bidder. A month later, the stalking horse bidder formally
commits to buying the business for $105. Five month later, there is an
auction at which the firm is sold for $110. In determining how much, if any,
interest is owed to Bank, how do we value the firm?
Some courts have found that the valuation should be done at the time of
the petition. See, e.g., NCNB Texas National Bank v. Hulen Park Place Ltd.,
130 Bankr. 39, 43 (N.D. Tex. 1991). Others have found the proper point of
focus is the plan confirmation. See, e.g., In re Landing Associates, Ltd., 122
Bankr. 288, 293 (Bankr. W.D. Tex. 1990). Most courts adopt a flexible
approach and find that, if the value of the collateral increases, the secured
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creditor is entitled to interest at the moment it becomes oversecured. See,
e.g., Financial Security Assurance Inc. v. T-H New Orleans Ltd. Partnership,
116 F.3d 790, 798–99 (5th Cir. 1997) (“[A] secured creditor’s entitlement to
accrue interest under §506(b) matures at that point in time where the
creditor's claim becomes oversecured.”). Figuring out the moment in time
when the value is a moving target is hard. (Does the value of the collateral
rise to $105 only when the stalking horse bidder commits itself or at some
time before?)
In Prudential Insurance Co. v. SW Boston Hotel Venture, LLC, 748 F.3d
393, 406 (1st Cir. 2014), the First Circuit adopts this last approach. It
confronted a case in which the value of the collateral rose during the course of
the case. The value of the collateral rose continuously as the debtor found
additional financing from the local government, brought a hotel project to
completion, found a buyer, and then successfully closed. But, knowing how
much it was worth at any moment in time was not easy.
The First Circuit squarely put the burden of showing the collateral
exceeded the loan on the shoulders of the secured creditor and deferred to the
bankruptcy court’s discretion. It also found that the debtor failed to rebut the
presumption in favor of using the default rate of interest specified in the loan
agreement, after the secured creditor showed it was consistent with default
rates of similar loans in the market. 748 F.3d at 414–15.
8. Make-whole payments. Consider the following hypothetical. Senior
Lender is fully secured, and the loan contains a “make-whole” provision. To
what extent is such a clause enforceable in bankruptcy? There are a number
of cases in which the court has declined to enforce make-whole clauses on the
ground that the language is not sufficiently clear. (Often, the make-whole
clause is triggered only if there is a “prepayment.” To be liable for the makewhole, the debtor must pay the loan early. Bankruptcy, however, accelerates
the payment date. Once the petition is filed, payment is due and owing.
Payment on such a debt is no longer early.) See, e.g., In re MPM Silicones,
LLC, 2015 WL 2330761, at *14 (S.D.N.Y. 2015); In re Energy Future
Holdings Corp., 527 Bankr. 178, 193–94 (Bankr. D. Del. 2015).
But what will happen when the court faces a make-whole clause that is
clear? Assume the make-whole clause by its terms operates whenever the
debt is paid before its original maturity date. Once again, there are two
opposing arguments. The first starts with the observation that part of the
interest charged to a debtor reflects the costs of finding a loan. When a loan is
paid early, the lender has to spend resources to find a new borrower. These
damages are similar to those a lessor faces when its lease is rejected. A
contract provision that is a good-faith estimate of such damages or any other
damages the lender suffers as a result of the breach is enforceable outside of
bankruptcy. For this reason, they should give rise to an allowed claim in
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bankruptcy. See In re School Specialty, Inc., 2013 WL 1838513, at *5 (Bankr.
D. Del. 2013).
But often the make-whole is not compensating the lender for out-ofpocket expenses. Instead, it is compensating the lender for the loss of a loan
at an above-market rate of interest. Ordinarily, claims based upon interest
that has not yet been incurred are not allowed. See In re Doctors Hospital of
Hyde Park, Inc., 508 Bankr. 697, 705 (Bankr. N.D. Ill. 2014).
There is a tension between enforcing nonbankruptcy liquidated damages
and denying claims for unmatured interest. Courts are likely to confront this
issue once make-whole clauses are drafted more carefully.
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I.

INTRODUCTION

It is an article of faith, part of the received wisdom in bankruptcy jurisprudence, that the Fifth Amendment Takings Clause independently
limits the exercise of the bankruptcy power under the Bankruptcy
Clause. In particular, it is taken as gospel truth that secured creditors in
bankruptcy have a constitutional right to receive the full value of their
collateral in the bankruptcy case.1
My thesis is that the received wisdom is wrong. I argue that the
Takings Clause of the Fifth Amendment does not, and should not, constrain the powers of Congress to modify the substantive rights of secured
creditors under the Bankruptcy Clause. Instead, the only meaningful limits on the modification of substantive rights of stakeholders pursuant to
the bankruptcy power are those that inhere in the Bankruptcy Clause itself. While the Due Process Clause does limit procedurally the means by
which substantive rights of a lienholder may be affected, that is rarely a
problem, and is not the concern of this Article. Frankly, it is not difficult
to provide secured creditors with constitutionally required notice and
opportunity to be heard. As far as substantive due process may apply, the
bar is so low as to be hardly a concern, unless the Supreme Court were to
decide bizarrely to resurrect the spirit of Lochner.2 Surely almost any
congressional legislation in the bankruptcy arena would pass the extremely deferential rational basis test.3
That conclusion leaves only the Bankruptcy Clause as a meaningful
limitation on what Congress can do to the security rights of lienholders. I
argue that the scope of congressional power here is exceedingly broad.
1. See, e.g., Patrick A. Murphy, Use of Collateral in Business Rehabilitations: A Suggested Redrafting of Section 7-203 of the Bankruptcy Reform Act, 63 CALIF. L. REV. 1483, 1491 (1975).
2. Lochner v. New York, 198 U.S. 45 (1905). This is an infamous Supreme Court decision striking down a state law regulating the hours of bakeries on substantive due process grounds, and is generally considered the poster child of an era of stringent Supreme Court review of economic regulations
under substantive due process. The tide turned in West Coast Hotel Co. v. Parrish, 300 U.S. 379 (1937),
and since then substantive due process has become essentially a dead letter where the standard of review is rational basis.
3. See, e.g., Usery v. Turner Elkhorn Mining Co., 428 U.S. 1, 15 (1976) (“It is by now well established that legislative Acts adjusting the burdens and benefits of economic life come to the Court with
a presumption of constitutionality, and that the burden is on one complaining of a due process violation to establish that the legislature has acted in an arbitrary and irrational way.”); United States v.
Carolene Prods. Co., 304 U.S. 144, 152 (1938) (“[R]egulatory legislation affecting ordinary commercial
transactions is not to be pronounced unconstitutional unless in the light of the facts made known or
generally assumed it is of such a character as to preclude the assumption that it rests upon some rational basis within the knowledge and experience of the legislators.”).
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Two limits appear in the Clause: that the law be “uniform,” and that it be
“on the subject of Bankruptcies.”4 The first should never be a problem,
especially given the very generous interpretation the Court has given to
uniformity.5 Congress could not pass a law that said “only secured creditors in Detroit lose out,” but that is about all it is limited from doing. On
the “subject of Bankruptcies,” the Court has uniformly upheld every law
challenged on that basis, with the only requirement being that the law
deal with the relations between a debtor and its creditors, when the
debtor is having difficulty paying its debts.6 It is hard to imagine a supposed “bankruptcy” law that Congress might pass that modified the
rights of secured creditors that was not predicated on precisely such a
scenario.
My thesis has critical implications for prospective reforms of corporate reorganizations. It opens up the possibility of new ways to realign
the balance of power between competing stakeholders. Because of the
Supreme Court’s incoherent waffling,7 Congress has labored under an
unfortunate mistaken belief that its hands are largely tied in being able to
pursue significant reform. If we can cut the Gordian knot and (to embrace yet a second metaphor) cast away the shackles of the received wisdom, and return to the correct and original understanding that, for all intents and purposes the Bankruptcy Clause alone dictates the
constitutionally permissible bounds of the treatment of the substantive
rights of secured creditors in bankruptcy, we can thoughtfully consider
meaningful and necessary revisions of our bankruptcy reorganization
law. Otherwise, we remain largely enslaved to secured creditor domination of reorganization proceedings.
In Part II, I explain why it matters whether we continue to subscribe
to the received wisdom that the Takings Clause limits what can be done
to secured creditors in bankruptcy. In Part III, as a means of introduction, I briefly note five curiosities about bankruptcy law as it has developed. Then, in Part IV, I examine in considerable detail the historical
evolution of bankruptcy jurisprudence in this area. First, I consider the
development of and interpretation of the constitutional grant to Congress to legislate on “the subject of Bankruptcies” in the Bankruptcy
Clause, and then move to an examination of the somewhat baffling and
bizarre history of the Court’s view on the application of the Takings
Clause to secured creditors in bankruptcy. In Part V, I assess how we
might best strike a prudential and meaningful constitutional balance. A
brief conclusion follows.

4. U.S. CONST. art. I, § 8, cl. 4.
5. See, e.g., Dan J. Schulman, The Constitution, Interest Groups, and the Requirements of Uniformity: The United States Trustee and the Bankruptcy Administrator Programs, 74 NEB. L. REV. 91,
105–06 (1995).
6. See Thomas E. Plank, The Constitutional Limits of Bankruptcy, 63 TENN. L. REV. 487, 538‒44
(1996).
7. See infra Part IV.
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II. WHY IT MATTERS
One of the most notable developments in Chapter 11 reorganization
practice in this millennium is the dramatic expansion in the power exercised by secured creditors.8 Financing has experienced a sea change, and
today many firms enter Chapter 11 with their assets fully (or almost fully) encumbered.9 The reality then is that the entire reorganization is dependent on the good graces of the prebankruptcy controlling secured
lender. That means that important stakeholders—bondholders, trade
creditors, tort victims, employees, and shareholders, to name but a few—
are excluded from any recovery but for the whims of the controlling secured creditor.10
Indeed, it is even worse than that. Controlling secured lenders often
use Chapter 11 as a vehicle to foreclose on their assets. Traditional corporate reorganizations quickly are becoming a rara avis; the strongly
emerging norm is for debtors to be liquidated in speedy “§ 363 sales,” the
reference being to the Bankruptcy Code section authorizing sales.11 This
practice has become so prevalent that a coauthor and I have spoken of
the “new ‘Chapter 3’ reorganization.”12
We should care, first, because this new norm means that all of the
value in a firm often goes solely to the secured lender. One might counter that such an outcome is not objectionable if that creditor had a blanket lien on all assets anyway. But it is not so simple. A longstanding
premise of reorganizations is that a successful reorganization might produce a going concern value over and above liquidation value.13 Indeed,
the Chapter 11 process is designed in large part to facilitate the ability to
capture that going concern surplus. In short, Chapter 11 historically has
been predicated on the concept of capturing a going concern (or reorganization) surplus.14 That surplus then can be allocated among various
stakeholders. But with the new norm, all value in the enterprise,
including any reorganization surplus, is captured by the controlling secured lender. The Third Circuit has asserted that such an entitlement
necessarily—indeed, definitionally—follows from the lender’s blanket security position: “Because the Lenders had a valid security interest in essentially all the assets sold, by definition they were entitled to the satis8. Kenneth M. Ayotte & Edward R. Morrison, Creditor Control and Conflict in Chapter 11, 1 J.
LEGAL ANALYSIS 511, 511–12 (2009).
9. See, e.g., Charles J. Tabb, Credit Bidding, Security, and the Obsolescence of Chapter 11, 2013
U. ILL. L. REV. 103, 104–05 & n.6.
10. See, e.g., Lucian Arye Bebchuk & Jesse M. Fried, The Uneasy Case for the Priority of Secured
Claims in Bankruptcy, 105 YALE L.J. 857, 868‒70 (1996).
11. 11 U.S.C. § 363 (2012).
12. CHARLES J. TABB & RALPH BRUBAKER, BANKRUPTCY LAW: PRINCIPLES, POLICIES, AND
PRACTICE 719 (3d ed. 2010).
13. See CHARLES JORDAN TABB, THE LAW OF BANKRUPTCY § 11.1, at 1023–24 (3d ed. 2013); see
also Omer Tene, Revisiting the Creditors’ Bargain: The Entitlement to the Going-Concern Surplus in
Corporate Bankruptcy Reorganizations, 19 BANKR. DEV. J. 287, 295 (2003).
14. See Douglas G. Baird & Robert K. Rasmussen, Chapter 11 at Twilight, 56 STAN. L. REV. 673,
685 (2003).
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faction of their claims from available proceeds of any sale of those underlying assets.”15 But why? It is far from evident why this should be the
case. Outside of bankruptcy, the secured lender may have considerable
difficulty capturing anything above liquidation value. If the bankruptcy
process itself allows the recovery of more value, why should all of that
bankruptcy-enabled excess go to the secured lender?16
Consider a hypothetical example. Debtor owes $25 million to Old
Bank, which has a lien on all assets of Debtor, and owes $3 million to a
variety of unsecured creditors; including unpaid workers, pension claims,
trade debt, warranty claims, and tort claims. Debtor’s assets have a liquidation value of $20 million and a going concern value of $22 million. Old
Bank forces Debtor into Chapter 11 and moves for a speedy § 363 sale.
All the value in Debtor—including the going concern surplus—will be
captured by Old Bank, unless it consents to share with other claimants.
Absent the consent of Old Bank, no other creditors will recover a dime:
not the workers, the retirees, the tort victims, the warranty claimants, or
the trade creditors. Why? No one else would bid over $22 million for the
Debtor’s assets, the highest estimated going concern value. Old Bank,
though, can “credit bid” (that is, bid its own debt) up to $25 million,17 and

15. Cohen v. KB Mezzanine Fund II, LP (In re Submicron Sys. Corp.), 432 F.3d 448, 461 (3d Cir.
2006). As Professor Brubaker points out, though, another Third Circuit decision, In re Phila.
Newspapers, LLC, 599 F.3d 298 (3d Cir. 2010), could stand for limiting the secured creditor’s take to a
judicially established valuation, under the “cause” limitation on credit bidding in § 363(k). See Ralph
Brubaker, Credit Bidding and the Secured Creditor’s Baseline Distributional Entitlement in Chapter 11,
BANKR. L. LETTER, July 2012, at 12.
16. For an insightful article analyzing the tension between the secured creditor’s rights in floating liens and the policy favoring the debtor’s ability to reorganize, see Steven L. Schwarcz & Janet
Malloy Link, Protecting Rights, Preventing Windfalls: A Model for Harmonizing State and Federal
Laws on Floating Liens, 75 N.C. L. REV. 403 (1997). Schwarcz and Link proposed that the secured
creditor receive only the liquidation value—even if the debtor were to reorganize:
Creditors that are secured by after-acquired property should receive in bankruptcy, on account of
their floating lien, what they would receive if their lien continued but the debtor were liquidated.
This result would obtain irrespective of whether the debtor actually liquidates or reorganizes. It
effectively limits the security interest in after-acquired collateral to assets that would become part
of the debtor's estate in a liquidation.
Id. at 411.
17. The Third Circuit made it clear in Submicron Systems that a secured creditor may credit bid
the full face value of its entire claim, irrespective of the value of the underlying collateral. 432 F.3d at
459–60. One might argue that the Delaware court’s 2014 decision in the Fisker Automotive case raises
the specter of capping a credit bid, since the bankruptcy court there capped a credit bid at $25 million
(the amount the claims purchaser paid for the claim), rather than allowing a credit bid of the entire
purchased claim of $168 million. In re Fisker Auto. Holdings, Inc., 510 B.R. 55, 61 (Bankr. D. Del.
2014). The court did so by invoking the “cause” exception in § 363(k), due to a number of factors, including fostering a more competitive bidding environment, an unfair process, and uncertainty as to the
secured status of the claim to be credit bid. In denying the disappointed bidder’s leave to appeal, the
district court concluded that nothing in Submicron was inconsistent with the Third Circuit’s prior
precedent in In re Philadelphia Newspapers, LLC, 599 F.3d at 315, which had concluded that the statute plainly allowed a credit bid to be denied or limited for “cause.” See In re Fisker Auto. Holdings,
Inc., 510 B.R. at 58. The big question, of course, then will be whether the “cause” exception in § 363(k)
permits allocating some of the going-concern surplus to other stakeholders, by means of a judicial valuation of the secured claim. One could read some aspects of the Philadelphia Newspapers decision that
way. See Brubaker, supra note 15, at 12. Regardless, even if some creative courts can find a way in unusual cases to divert some value away from controlling lenders, the overriding norm is to the contrary.
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thus at its option is certain to be the successful buyer.18 The likelihood is
that no one else will bid (knowing that to do so would be futile), and thus
Old Bank can bid less than the going concern value of $22 million. Either
way, Old Bank gets all of Debtor’s assets, and for no new money paid
(i.e., it just submits a credit bid). If it wishes, Old Bank might then be
able to turn around and sell Debtor as a going concern to a third party
for up to the going concern value of $22 million. Effectively, Old Bank
has taken the entire $2 million going concern surplus for itself. There is
no mechanism under the Bankruptcy Code by which the other stakeholders can recover any of that extra $2 million, unless, perhaps, they can
persuade the court that part of the sale price was attributable to assets
not subject to Old Bank’s blanket lien.19
Or, if Debtor can somehow avoid the death trap of a § 363 sale, and
is able to effect an ongoing reorganization in place, retaining possession
and control of its business, Old Bank still would get the entire $22 million
going concern value. Why? Old Bank could threaten to vote against the
plan and insist thereby on being paid what it would be entitled to in a
“cram down” plan, which here would be the allowed amount of its secured claim.20 The amount of the secured claim depends on the collateral
value;21 and the Supreme Court has told us that when a debtor retains
and uses collateral, that collateral should be valued at the higher going
concern value, not at liquidation value.22
While the same result would occur outside of bankruptcy, when Old
Bank forecloses on its collateral, that observation does not satisfactorily
explain why we cannot or should not have a different result in bankruptcy. Furthermore, as noted above, outside of bankruptcy Old Bank may
well get only liquidation value. Indeed, the bankruptcy process itself may
well facilitate Old Bank’s ability to capture the extra $2 million, and yet
Old Bank gets to keep it all. Bankruptcy proceedings are inherently
premised on solving a collective action problem, and are predicated on
maximizing the benefits obtainable for the entire body of creditors, inter
se.
The scope of congressional power under the Bankruptcy Clause23
(to be discussed below) surely would support a regime wherein (at the
very least), full going concern value of $22 million for Debtor would be

18. The Supreme Court recently confirmed the essential inviolability of the secured creditor’s
right to credit bid, except on a showing of “cause.” RadLAX Gateway Hotel, LLC v. Amalgamated
Bank, 132 S.Ct. 2065, 2073 (2012); see also Tabb, supra note 9. Professor Edward J. Janger has taken
issue with credit bidding, arguing that the correct approach is to evaluate the realizable value of the
secured creditors’ collateral rather than the claim. Edward J. Janger, The Logic and Limits of Liens,
2015 U. ILL. L. REV. 589.
19. See, e.g., Official Comm. of Unsecured Creditors v. UMB Bank, N.A. In re Residential Capital, LLC, 501 B.R. 549, 610–12 (Bankr. S.D.N.Y. 2013); Michelle Morgan Harner, The Value of Soft
Assets in Corporate Reorganizations, 2015 U. ILL. L. REV. 509.
20. 11 U.S.C. § 1129(b)(2)(A)(i) (2012).
21. Id. § 506(a).
22. Assocs. Commercial Corp. v. Rash, 520 U.S. 953, 955–56 (1997).
23. U.S. CONST. art. I, § 8, cl. 4.
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realized, Old Bank would be paid $20 million, and the remaining $2 million could be distributed to other claimants.24
One problem with doing so, though, is the Fifth Amendment concern that Old Bank has a constitutional right to receive the full value of
its collateral, unconstrained by the Bankruptcy Clause, and that its collateral value, by definition, must be whatever the Debtor’s assets are valued at on a going-concern basis or are sold for, up to Old Bank’s total
debt. I argue that this view is a dangerous and unwarranted—but unfortunately generally assumed to be true—canard.
Furthermore, with secured creditors driving potentially viable debtors into liquidation, motivated by the understandable and yet solely selfinterested impetus to recover on their own claims, the going concern surplus may be lost entirely. An agency problem exists. In the foregoing example, whether the going concern surplus is realized at all, by anyone, is
dependent entirely on the whim of Old Bank. If Old Bank is content for
Debtor to be liquidated and to go out of business, then, as a practical
matter, no one can stop it. As explained, Old Bank can use its debt in a
credit bid to out-bid anyone.
But, if Old Bank exercises its de facto veto power and kills off a
firm at liquidation value, thereby destroying a going concern surplus, the
economy as a whole suffers. Most obviously, there is a dead-weight loss
of $2 million in value. Furthermore, firms are not isolated stand-alone
economic islands. If a firm closes its doors; jobs are lost, suppliers lose a
customer, and competition in the market is weakened. I am not saying
that every firm should be salvaged, no matter what. I am saying that the
decision whether to do so should not be controlled by an entity that systematically will never take larger implications and externalities into account but will focus solely on its own interests, which might well be at
odds with the greater good.
There is a cure for this agency problem. An impartial, neutral arbiter is available—we call her a “bankruptcy judge”; the forum in which
she can make decisions as to the fate of a firm with an assessment of the
greater good and the interests of all stakeholders is called the “bankruptcy court”; and the law pursuant to which she can make those decisions is
the “Bankruptcy Code.” That federal bankruptcy law was passed by
Congress pursuant to the power granted in Article I, § 8, clause 4 of the
Constitution to “make uniform laws on the subject of Bankruptcies,” viz,
the “Bankruptcy Clause.”25 So all is well, right? No. The operation of that
bankruptcy law has been hijacked by controlling secured creditors for
their own interests.26

24. Indeed, I would argue that the Bankruptcy Clause power would support a result that paid
even less than $20 million to Old Bank, but such is not a necessary part of my argument.
25. U.S. CONST. art. I, § 8, cl. 4.
26. See Jay Lawrence Westbrook, The Control of Wealth in Bankruptcy, 82 TEX. L. REV. 795,
844‒52 (2004).
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There is a major problem with any attempts to reform the bankruptcy system to counter this über-control by secured lenders. Indeed, it
is (at least perceived to be) an almost impassable roadblock. As noted
above, that imposing hurdle is the Fifth Amendment. Ever since the Supreme Court broke with precedent and settled understandings of our
constitutional system in its 1935 decision in Louisville Joint Stock Land
Bank v. Radford,27 and for the first time raised the specter of an independent Fifth Amendment takings constraint on the Bankruptcy Clause
to limit what could be done to modify secured creditor claims in bankruptcy, we have been hamstrung. Looming large over the bankruptcy
landscape is the perceived constitutional imperative that the collateral
position of a secured creditor is inviolate, no matter what the costs and
no matter what benefits might otherwise be possible through a prudential
invocation of the Bankruptcy Clause.
My position is that the supposed roadblock is, in fact, ephemeral
and nothing more than a chimera. Properly understood, the only limitation on the scope of congressional power under the Bankruptcy Clause
inheres in the Bankruptcy Clause itself. In other words, the Fifth
Amendment Takings Clause does not and should not constrain the exercise of congressional powers under the Bankruptcy Clause. Thus, if a
proper application of the Bankruptcy Clause would permit the modification of a secured creditor’s collateral position (and I believe it does),
nothing in the Fifth Amendment Takings Clause should stand in the way.
III. PREVIEW: FIVE CURIOSITIES
Five curiosities (at least) present themselves. The first curiosity is
that for a very long time in our nation’s history, it was well understood
that the only restraint on the bankruptcy power was that found in the
Bankruptcy Clause itself.28 In short, my thesis reflects this original and
long-standing understanding. And yet, this history eventually was largely
forgotten. I suspect that if you could go back in time and ask Joseph
Story—author of the leading early nineteenth century commentary on
the Constitution29 and also architect of the historic Bankruptcy Act of
184130—whether the Fifth Amendment Takings Clause limited the Bankruptcy Clause, he likely would have wrinkled his brow and given you a
puzzled stare and asked you why on earth you came up with such an odd
idea. Too bad he could not have had a brief chat with Justice Brandeis a
century later (explanation to follow). The unbroken line of case authority throughout the nineteenth century and up to and even into the Great
27. 295 U.S. 555, 601–02 (1935).
28. See James Steven Rogers, The Impairment of Secured Creditors’ Rights in Reorganization: A
Study of the Relationship Between the Fifth Amendment and the Bankruptcy Clause, 96 HARV. L. REV.
973, 975, 1031 (1983). But see Julia Patterson Forrester, Bankruptcy Takings, 51 FLA. L. REV. 851, 854
(1999).
29. JOSEPH STORY, COMMENTARIES ON THE CONSTITUTION OF THE UNITED STATES (1833).
30. The Bankruptcy Act of 1841, ch. 9, § 1, 5 Stat. 440 (repealed 1843).
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Depression on the scope of the Bankruptcy Clause all proceeded on the
universally shared assumption that the scope of the bankruptcy power
was to be divined only by reference to the parameters of the Bankruptcy
Clause itself.
We lost our way—briefly, it seemed—in a cryptic case that came out
of the Supreme Court’s epic depression-era battles with FDR over much
of the New Deal legislation. In 1935, the Supreme Court, in an opinion
authored by Justice Brandeis, struck down a farm bankruptcy relief act
that had been passed the year before. In Louisville Joint Stock Land
Bank v. Radford,31 the Court held that the Frazier-Lemke Act took away
too many of the collective rights of a farm mortgagee and therefore was
invalid under the Fifth Amendment.32 Radford was an unprecedented
decision; never before had such a possibility even been considered by the
Court.
The second curiosity is that the very same Supreme Court, in the
very same year, decided a foundationally important case on the scope of
the Bankruptcy Clause, and that case never seriously entertained the
idea that the Fifth Amendment might pose some hurdle, even though the
contention was raised. Instead, in Continental Illinois National Bank &
Trust Co. v. Chicago, Rock Island & Pacific Railway Co.,33 the Supreme
Court upheld the new railroad reorganization act as being a permissible
exercise of congressional power within the scope of the Bankruptcy
Clause.34 Even though that new law directly impacted and restrained secured creditors, and indeed posed a risk (which, in fact, was realized in
the case) that the creditor’s collateral might be impaired, the Court gave
short shrift to the proffered Fifth Amendment complaint (which focused
on due process rather than takings), finding it subservient to the overarching power of the Bankruptcy Clause.35
Consistent with the approach it took in the Rock Island case, the
Court soon effectively recanted its unprecedented decision in Radford.
After Radford was decided, Congress almost immediately passed a very
slightly amended version of the Frazier-Lemke Act,36 modestly tweaking
some of the supposedly unconstitutional infringements that had haunted
the original Frazier-Lemke Act. The Supreme Court then upheld the
“new and improved” act against a variety of constitutional challenges in
a pair of cases: Wright v. Vinton Branch of Mountain Trust Bank37 and
Wright v. Union Central Life Insurance Co.38 After the Wright duo,

31. 295 U.S. at 555.
32. Id. at 601–02. Just as curiously, it was not entirely clear whether the invalidity was under the
Due Process or the Takings Clause—although the latter seems a more plausible reading.
33. 294 U.S. 648 (1935).
34. Id. at 685.
35. Id. at 680.
36. Act of Aug. 28, 1935, ch. 792, 49 Stat. 942 (amending 11 U.S.C. § 203(s) (1935)).
37. 300 U.S. 440 (1937).
38. 311 U.S. 273 (1940).
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Radford, by common consensus, was dead and gone, apparently one of
those momentary lapses that even the Supreme Court can make.39
The third curiosity comes from the second Wright case.40 The enduring—indeed, almost canonical—embodiment today of the thesis that
the Fifth Amendment constrains the exercise of the bankruptcy power as
applied to secured creditors is found in that second Wright decision, the
Union Central case.41 The Wright cases, as just noted, and as will be explained in more detail below, for all intents and purposes said, “We
goofed in Radford. Forget what we said there. Our bad.” The Union
Central Court held that it was perfectly fine for James Wright to be allowed to purchase his farm at its appraised value without allowing the secured creditor a chance to bid against him.42 In a nutshell, the case stands
squarely for sticking it to the secured creditor in order to make things
better for the debtor. Making light of the secured creditor’s constitutional protestations, and ignoring what Justice Brandeis had written in Radford, Justice Douglas (who likely knew more about bankruptcy than any
justice in United States history, except possibly Justice Story) in Union
Central observed wryly that the secured creditor could hardly complain
because it had been paid “the value of the property”—and here is the
canonical statement—and “there is no constitutional claim of the creditor
to more than that.”43 This third curiosity, then, is that the Court’s action
in dramatically restricting the rights of secured creditors has come to be
embraced, almost on the level of holy writ, as the credo for upholding the
constitutional rights of secured creditors.44
The fourth curiosity is that almost half a century after Radford’s apparent demise, the Supreme Court inexplicably resurrected it à la
Lazarus in United States v. Security Industrial Bank.45 Security Industrial
Bank was a 1982 decision in which the Court construed a lien avoidance
provision in the 1978 Bankruptcy Reform Act46 in such a way as to avoid
the constitutional problem that otherwise would have arisen due to the
destruction of the secured creditor’s lien.47 Chief Justice Rehnquist, writing for the Court, plainly signaled that such a retroactive lien destruction
was constitutionally verböten under the mandate of Radford,48 which until then had been discredited and largely forgotten.

39. See Helvering v. Griffiths, 318 U.S. 371, 401 & n.52 (1943).
40. 311 U.S. at 273.
41. Id.
42. Id. at 281‒82.
43. Id. at 278.
44. Thus, for example, Patrick Murphy reads this passage to establish that “the secured creditor
has a distinct property interest entitled to constitutional protection throughout the proceeding, but
that property interest is limited to the value of the collateral and should be distinguished from the secured creditor’s procedural remedies, which can be impaired or even abrogated.” Murphy, supra note
1, at 1491.
45. 459 U.S. 70, 75 (1982).
46. Bankruptcy Reform Act of 1978, 11 U.S.C. § 522(f) (2012).
47. Sec. Indus. Bank, 459 U.S. at 82.
48. Id. at 75.
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Curiosity number five is that all of the cases, from Radford on, that
have weighed in on the constitutional issue, have done so in the specific
context of retroactive legislation that would upset previously existing
rights. Yet, and here is the curiosity, those cases have unthinkingly been
taken to be equally applicable to impose strict Fifth Amendment limits
on what can be done to secured creditors under the bankruptcy power,
even with respect to prospective legislation. But, indisputably, the constitutional case is radically different depending on whether prospective or
retroactive application is on the table. As to the former, it is hard to
come up with an even plausibly defensible basis for finding a Fifth
Amendment takings constraint.
IV. A MAGICAL HISTORY TOUR
A.

The Original Understanding: The Scope and Preeminence of the
Bankruptcy Clause

When the Framers included the Bankruptcy Clause in the Article I
powers of Congress in the Constitution, granting Congress the power to
pass “uniform laws on the subject of Bankruptcies,”49 it was well understood what that grant meant. And what it meant was—a law just like
what bonnie old England had for a quarter of a millennium, the current
iteration being the Statute of George of 1732.50 So, a “bankruptcy” law
was a form of collective proceeding that could be brought only against
merchant debtors, only involuntarily against the debtor by aggrieved
creditors, upon the commission of an act of bankruptcy, which would result in the designation of a bankruptcy commissioner to administer the
estate; if the debtor cooperated in the case, perhaps he might be granted
a discharge of debts.51 “Insolvency” laws, by contrast, offered a form of
relief (from debts or, more commonly, from imprisonment) on the petition of a distressed individual debtor, whether merchant or not.52 The only real opposition at the Constitutional Convention to including a bankruptcy power was the worry posed by Roger Sherman of Connecticut
that the death penalty for fraudulent bankruptcy might apply, as it then
still did in England.53 But with little fanfare the bankruptcy power was
included.
James Madison commented on the wisdom of including such a power in No. 42 of the Federalist Papers:
The power of establishing uniform laws of bankruptcy, is so intimately connected with the regulation of commerce, and will prevent
so many frauds where the parties or their property may lie or be
49.
50.
51.
52.
53.

U.S. CONST. art. I, § 8, cl. 4.
5 Geo. 2, c. 30 (1732) (Eng.).
See TABB, supra note 13, § 1.6.a., at 37–38.
Id. § 1.1, at 2.
BRUCE H. MANN, REPUBLIC OF DEBTORS: BANKRUPTCY
INDEPENDENCE 169 (2009).
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removed into different States, that the expediency of it seems not
likely to be drawn into question.54
In a similar vein, Joseph Story, in his 1833 Commentaries on the
Constitution of the United States, emphasized the necessity for a federal
law of bankruptcy, because if the power to enact bankruptcy laws were
left to the individual states, relief would be greatly restricted and compromised.55 States could neither impair the obligation of contracts56 nor
provide efficacious relief beyond their borders.57 Indeed, experience in
the colonial period and under the Articles of Confederation underscored
the severe limitations on the effectiveness of state bankruptcy laws.
Throughout the next century, the battle over the scope of the bankruptcy power focused on whether that power was limited to the sort of
proceeding in force in England in 1789, and if not, what innovations were
permitted. Sturges v. Crowninshield,58 decided in 1819, dealt with a New
York state law that discharged debts, passed at a time when there was no
extant federal bankruptcy legislation. Chief Justice Marshall noted in dictum that the extent of the constitutional grant was not necessarily restricted to the technical English understanding of “bankruptcy.”59 What
might have been understood to be an “insolvency” law, rather than a
bankruptcy law, nevertheless might fall within the constitutional grant.60
Justice Story agreed in his 1833 Commentaries.61 Over the next century,
this view that the scope of the Bankruptcy Clause was not confined to
English bankruptcy law as of 1789 was embraced on multiple occasions
by the Supreme Court.62
Story discussed the bankruptcy power extensively. He first broadly
defined a bankruptcy law by reference to its core functions of distributing property and discharging debts:
[T]he general object of all bankrupt and insolvent laws is, on the
one hand, to secure to creditors an appropriation of the property of
their debtors pro tanto to the discharge of their debts, whenever the
latter are unable to discharge the whole amount; and on the other
hand, to relieve unfortunate and honest debtors from perpetual
bondage to their creditors, either in the shape of unlimited impris-

54. THE FEDERALIST NO. 42, at 217 (James Madison) (Max Beloff ed. 1948).
55. JOSEPH STORY, COMMENTARIES ON THE CONSTITUTION OF THE UNITED STATES §§ 1107–09
(Little Brown 3d ed. 1858).
56. Sturges v. Crowninshield, 17 U.S. (4 Wheat.) 122, 206 (1819).
57. Ogden v. Saunders, 25 U.S. (12 Wheat.) 213, 313 (1827).
58. 17 U.S. at 122.
59. See id. at 144‒45.
60. The Court went on, though, to say that New York law was not preempted simply because of
the existence of the possibly conflicting constitutional grant. It was only the exercise of the power by
Congress that would preempt state power. Id. at 127‒28.
61. STORY, supra note 55, at § 1111. Story’s position was quoted at length with approval by the
Supreme Court in Hanover Nat’l Bank v. Moyses, 186 U.S. 181, 185 (1902).
62. See, e.g., Cont’l Ill. Nat’l Bank & Trust Co. v. Chi., R.I. & P. Ry. Co., 294 U.S. 648, 668
(1935); Moyses, 186 U.S. at 185.
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onment to coerce payment of their debts, or of an absolute right to
appropriate and monopolize all their future earnings.63
He then concluded that:
Perhaps as satisfactory a description of a bankrupt law, as can be
framed, is, that it is a law for the benefit and relief of creditors and
their debtors, in cases, in which the latter are unable, or unwilling to
pay their debts. And a law on the subject of bankruptcies, in the
sense of the constitution, is a law making provisions for cases of
persons failing to pay their debts.64
For our present purposes, under Story’s view, it would appear that a
law modifying the rights of secured creditors of a financially distressed
debtor would plainly fall within the constitutional power. Both core functions of a bankruptcy law, viz., of dealing with and making distribution of
the debtor’s property to creditors, and discharging debts thereafter, are
at the very core of such a law.
Of more interest and relevance to my central thesis is this: in all of
Story’s quite extended and detailed discussion of the bankruptcy power,
wherein he examines its nature, history, function, and application, he
never even intimates that lurking as a brake on what Congress can do is
the Fifth Amendment Takings Clause. While I recognize that nothing
conclusive can be inferred from such silence, at the same time one of the
central, core issues constantly under discussion by Story is what can be
done with the debtor’s property in bankruptcy, and how and in what
manner it should be distributed to creditors. If there were any Fifth
Amendment Takings restraint on how a bankruptcy law could deal with
a debtor’s property that also happens to be subject to a lien, it is most
surprising and a seemingly glaring omission for Story to have forgotten
to mention it. But his approach typified that of nineteenth century lawyers, judges, and scholars in their assessment of the extent of the bankruptcy power, which was to focus solely on the Bankruptcy Clause itself.65
I have found no discussions in that era suggesting anything else.
In the first four decades of the nineteenth century, following the
1803 repeal of the Bankruptcy Act of 1801,66 the big debate was whether
a law that allowed a nonmerchant debtor to voluntarily commence a
bankruptcy case and discharge his debts fell within the scope of the “subject of Bankruptcies.”67 While some (especially John Calhoun and
Thomas Benton) argued that it did not,68 the prevailing view, championed especially by Joseph Story (architect of the Bankruptcy Act of
1841) and Daniel Webster, was that such a law was a bankruptcy law
within the constitutional grant, even though it went beyond the English
63. STORY, supra note 55, at § 1106.
64. See id. at § 1108 n.25.
65. See generally Stephen J. Lubben, A New Understanding of the Bankruptcy Clause, 64 CASE
W. RES. L. REV. 319 (2013).
66. Bankruptcy Act of 1803, ch. 6, 2 Stat. 248.
67. See Plank, supra note 6, at 508 n.107.
68. See CONG. GLOBE, 26th Cong., 1st Sess. 345, 433 (1840).
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practice at the time of the Constitution.69 Indeed, Story had argued that
voluntary bankruptcy by nonmerchants fell within the constitutional
grant in his 1833 Commentaries.70 Just such a law was then passed in the
Bankruptcy Act of 1841.71
The constitutionality of the 1841 Act was never passed on directly
by the Supreme Court. Justice Catron, sitting on circuit, however, upheld
the constitutionality of the 1841 Act in the case of In re Klein in 1843.72
Justice Catron’s extraordinarily broad definition of the scope of congressional power under the Bankruptcy Clause has been quoted in numerous
cases with approval by the Supreme Court:
I hold, it [the bankruptcy power] extends to all cases where the law
causes to be distributed the property of the debtor among his creditors; this is its least limit. Its greatest, is a discharge of the debtor
from his contracts. And all intermediate legislation, affecting substance and form, but tending to further the great end of the subject—distribution and discharge—are in the competency and discretion of Congress.73
Under this expansive definition, there is little doubt that a law modifying the rights of secured creditors in their collateral would be covered.
Clearly, “distribution and discharge” are comprehended by such a law.
The collateral would be “distributed” and the secured creditor’s further
rights to collect from the debtor as a personal obligation would be “discharged.” Now to be sure, nothing in the 1841 Act purported to so affect
a secured creditor’s rights, so we cannot take anything from Justice
Catron’s observation that speaks to the relationship between the Takings
Clause of the Fifth Amendment and the Bankruptcy Clause. But the
constitutional power of the Bankruptcy Clause seemingly would be
covered.
The next major development with regard to the scope of the Bankruptcy Clause concerned the addition of a provision for composition
agreements in the 1874 amendment74 to the Bankruptcy Act of 1867. The
1874 composition law was the first important step on the road to a reorganization law. That law did not provide for the modification of secured
debts, but only of unsecured debts.75 The composition agreement, if accepted by the specified percentage of creditors, allowed the debtor to retain his property and discharge his debts—importantly, even as to creditors who voted against the composition—if he paid the amounts provided
for in the composition agreement.76 Again, the Supreme Court never directly passed on the constitutionality of the composition provision. The
69. See, e.g., STORY, supra note 55, at § 1106.
70. Id. at § 1111.
71. See Uniform System of Bankruptcy Act of 1841, ch. 9, 5 Stat. 441 (1841) (repealed 1843); see
John C. McCoid, II, The Origins of Voluntary Bankruptcy, 5 BANKR. DEV. J. 361, 361 (1988).
72. See In re Klein, 42 U.S. (1 How.) 277.
73. Id. at 281.
74. Composition with Creditors Act, ch. 390, § 17, 18 Stat. 182–84 (1875) (repealed 1878).
75. Id.
76. Id.
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lower courts, however, found that it was constitutional.77 In an 1881 case,
the Supreme Court did recognize that the composition provision was a
proceeding “in bankruptcy,” and thus had to be applied consistently with
the other provisions of the bankruptcy law.78
An oft-quoted and influential lower court opinion upholding the
1874 composition law was In re Reiman, in which Judge Blatchford explored in depth the history and nature of bankruptcy legislation.79 He
first agreed with the prevailing view that the “subject of Bankruptcies”
was not limited to the scope of English practice in 1789:
[T]he power to establish laws on ‘the subject of Bankruptcies’ gives
an authority over the subject, that is not restricted by the limitation
found in the English statutes in force when the constitution was
adopted. The power given must, indeed, be held to be general, unlimited and unrestricted over the subject.80
That left the question, though: “what is the subject?”81 Judge
Blatchford answered, in a passage often cited or quoted approvingly by
the Supreme Court82 and lower courts: “The subject is ‘the subject of
Bankruptcies.’ What is ‘the subject of Bankruptcies?’ It is not, properly,
anything less than the subject of the relations between an insolvent or
non-paying or fraudulent debtor, and his creditors, extending to his and
their relief.”83
Elaborating, he explained that the essence of a bankruptcy law was
to deal with the property of a distressed debtor, and to appropriate and
distribute that property amongst the debtor’s creditors, with, perhaps, a
discharge of debts following that distribution.84 That analysis again suggests strongly that a law that purported to deal with a debtor’s property,
even though subject to a lien, would surely fall within the constitutional
grant. Again, since the 1874 law did not purport to modify secured
claims, there was no need to opine on the question, and thus nothing dispositive can be inferred. The reasoning followed there, however, foreshadowed that used by the Supreme Court in the Great Depression in
upholding a reorganization law that did affect the claims of secured creditors.85 Indeed, the Court in 1935 in the landmark Rock Island case concluded that the reasoning of Reiman in upholding the 1874 composition
law directly supported a holding in favor of the constitutionality of the
1933 railroad reorganization act which, as noted, seriously restricted the
rights of secured creditors.86
77. See, e.g., In re Reiman, 20 F. Cas. 490 (S.D.N.Y. 1874) (No. 11,673).
78. See Wilmot v. Mudge, 103 U.S. (13 Otto) 217 (1880). The Court held that a debt based on
fraud could not be discharged in a composition when the defrauded creditor did not assent.
79. See Reiman, 20 F. Cas. at 492.
80. Id. at 496.
81. Id.
82. See, e.g., Hanover Nat’l Bank v. Moyses, 186 U.S. 181, 187 (1902).
83. Reiman, 20 F. Cas. at 496.
84. Id. at 493.
85. See Cont’l Ill. Nat’l Bank & Trust Co. v. Chi., R.I. & P. Ry. Co., 294 U.S. 648, 663 (1935).
86. See id. at 672–73.
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A case decided by the Supreme Court in 1886 sheds some light on
the rights of secured creditors in bankruptcy cases.87 Francis Long and his
wife Betsy had borrowed money from Daniel Bullard and granted him a
mortgage on their homestead to secure repayment.88 Francis Long subsequently was adjudicated a bankrupt, but Bullard declined to prove his
claim or otherwise participate in the bankruptcy case; Long received a
discharge.89 A few years later, Bullard sought to foreclose his mortgage,
and Long objected that the discharge in bankruptcy had cut off Bullard’s
rights.90 In Long v. Bullard, the Supreme Court held for Bullard, the secured creditor.91 According to the Court, the bankruptcy discharge only
eliminated the bankrupt’s personal liability for discharged debts; the
creditor’s right to its collateral survived.92 Notably, though, the Court’s
decision was not based upon any view of a constitutional right to the collateral, but apparently only on an interpretation of the intended scope of
the discharge provisions of the Bankruptcy Act of 1867. The Court in
Radford a half century later, however, cited Long for the proposition
that a mortgagee’s mortgage is “not disturbed by bankruptcy proceedings” unless the mortgagee chooses to participate and prove his claim,93
the point being relevant to the Radford Court’s view that a mortgage is
constitutionally inviolable unless the debt is paid in full or the mortgaged
property relinquished.94 Drawing a constitutional imperative from Long,
though was unwarranted.
The onset of the cataclysmic Great Depression raised the stakes and
focused the issue of the relative rights of debtors and creditors, especially
creditors holding security, such as a mortgage. With debtors ubiquitously
in default, and with property values plummeting, the specter of rampant
foreclosures appeared.95 Both state and federal legislatures feared that
debtors would lose their property for a song. In response, Congress
passed a series of relief acts in 1933 and 1934, including a wide variety of
laws providing for compositions and reorganizations.96 States, too, passed
moratorium laws delaying foreclosures.97
In a landmark nonbankruptcy decision in early 1934, the Supreme
Court upheld Minnesota’s mortgage moratorium law against a challenge
87. Long v. Bullard, 117 U.S. 617 (1886).
88. Id. at 618.
89. Id.
90. Id.
91. Id. at 621.
92. Id.
93. Louisville Joint Stock Land Bank v. Radford, 295 U.S. 555, 582–83 (1935).
94. Id. at 579 n.7.
95. See Aleatra P. Williams, Foreclosing Foreclosure: Escaping the Yawning Abyss of the Deep
Mortgage and Housing Crisis, 7 NW J. L. & SOC. POL’Y 454, 497 (2012) (“During the Great
Depression, a record number of homeowners faced foreclosure. It was reported that foreclosures
swelled from 134,900 to 252,400 from 1929 through 1933.”).
96. See, e.g., Michael St. Patrick Baxter, The Application of § 502(b)(6) to Nontermination Lease
Damages: To Cap or Not to Cap?, 83 AM. BANKR. L.J. 111, 130‒37 (2009).
97. Geoff Walsh, The Finger in the Dike: State and Local Laws Combat the Foreclosure Tide, 44
SUFFOLK U. L. REV. 139, 139‒44 (2011).
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that it violated the constitutional prohibition against states passing laws
impairing the obligation of contracts.98 In Home Building & Loan
Association v. Blaisdell, the Court concluded that in response to a dire
economic emergency, states constitutionally may invoke their police
powers to grant a moratorium against foreclosures.99 Delay alone is not
enough to contravene the Contracts Clause, if it still appears that the law
“preserve[s] substantially the right of the mortgagee to obtain, through
application of the security, payment of the indebtedness.”100 That holding
would seem to suggest that Congress, which in the Bankruptcy Clause
has the express power to legislate upon the subject of bankruptcies—a
power which almost inevitably does impair the obligation of contracts, at
least as much as if not more so than had been true of the legislation at issue in Blaisdell—accordingly may exercise its bankruptcy power to pass
laws that would delay the realization by a mortgagee upon its collateral.
Nor would doing so appear to trigger any takings problems. After
Blaisdell, though, the Court went the other way on other state moratorium laws, when the legislation at issue more substantially abridged the
lienholder’s substantive right to realize on its collateral.101
Most pertinent was the Supreme Court’s decision on April 1, 1935—
just eight weeks before the Court decided Radford—in Continental
Illinois National Bank & Trust Co. v. Chicago, Rock Island & Pacific
Railway Co.,102 upholding the provisions of § 77,103 permitting railroad reorganizations. The Court concluded that the new reorganization law,
passed in 1933, was within the scope of the Bankruptcy Clause,104 and did
not violate any other constitutional provision, most specifically the Due
Process Clause of the Fifth Amendment.105 Importantly, this law did affect the rights of secured creditors; indeed, a substantial amount of the
debt held against the Rock Island railroad was secured.106 The specific
question that went up to the Court was whether the injunction restraining the sale of the collateral was valid.107 The new law only required that
a railroad debtor’s plan for reorganization provide “adequate protection” for the lienholder’s collateral position.108
98. Home Bldg. & Loan Ass’n v. Blaisdell, 290 U.S. 398, 447–48 (1934).
99. Id. at 436.
100. Louisville Joint Stock Land Bank v. Radford, 295 U.S. 555, 581 (1935).
101. See, e.g., W. B. Worthen Co. v. Kavanaugh, 295 U.S. 56, 63 (1935); W. B. Worthen Co. v.
Thomas, 292 U.S. 426, 434 (1934).
102. 294 U.S. 648 (1935).
103. Id. at 672; see also Act of Mar. 3, 1933, ch. 204, 47 Stat. 1467, 1474 (repealed 1978).
104. Cont’l Ill. Nat’l Bank, 294 U.S. at 675.
105. Id. at 680.
106. Id. at 657.
107. Id.
108. Unless a class voted in favor of the plan, 77(g)(6) required:
adequate protection for the realization by them of the value of their securities, liens, and claims,
either (a) by the sale of such property subject to their liens, if any, or (b) by the sale free of such
liens at not less than a fair upset price, and the transfer of such liens to the proceeds of such sale,
or (c) by appraisal and payment in cash of either the value of such liens and claims or, at the objecting creditors' election, the value of the securities allotted to such liens and claims under the
plan.
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The Court first had to decide if the new law fell within the “subject
of Bankruptcies.”109 It began with the recognition that, as noted above,
the scope of the bankruptcy power had never been understood to be limited only to English practice as of 1789.110 Instead, it noted that “[f]rom
the beginning, the tendency of legislation and of judicial interpretation
has been uniformly in the direction of progressive liberalization in
respect of the operation of the bankruptcy power.”111 Yet, Justice
Sutherland for the unanimous Court further observed: “But, while it is
true that the power of Congress under the bankruptcy clause is not to be
limited by the English or Colonial law in force when the Constitution was
adopted, it does not follow that the power has no limitations. Those limitations have never been explicitly defined . . . .”112 Taking a close look at
the historical evolution of the bankruptcy acts in the United Sates, the
Court concluded:
The fundamental and radically progressive nature of these extensions becomes apparent upon their mere statement; but all have
been judicially approved or accepted as falling within the power
conferred by the bankruptcy clause of the Constitution. Taken altogether, they demonstrate in a very striking way the capacity of the
bankruptcy clause to meet new conditions as they have been disclosed as a result of the tremendous growth of business and development of human activities from 1800 to the present day. And these
acts, far-reaching though they be, have not gone beyond the limit of
congressional power; but rather have constituted extensions into a
field whose boundaries may not yet be fully revealed.113
With respect, then, to the new railroad reorganization law, the
Court then observed: “Section 77 advances another step in the direction
of liberalizing the law on the subject of bankruptcies. . . . Obviously, Section 77 does no more than follow the line of historical and progressive
development projected by previous acts.”114 The Court found precedent
for approval of the fundamental nature of the relief offered by Section 77
as being within the bankruptcy power in prior decisions upholding composition laws. First was the Court’s Gebhard decision,115 which had upheld on comity grounds the legislation of the Canadian Parliament allowing for restructuring of the debts, secured and unsecured, of a Canadian
railway. Such a law deserved comity, the Court opined, as it was within
“the spirit of bankrupt laws.”116 So too did the Rock Island Court cite ap-

Id. at 663 n.4.
109. Id. at 668.
110. Id. at 669.
111. Id. at 668.
112. Id. at 669.
113. Id. at 671.
114. Id. at 671–72.
115. Canada S. Ry. Co. v. Gebhard, 109 U.S. 527 (1883).
116. Id. at 539.
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provingly the lower court cases, such as Reiman, which had approved the
1874 composition law,117 emphasizing that:
The constitutionality of the old provision for a composition is not
open to doubt. . . . The same view sustains the validity of section 77.
Both contemplate an adjustment of a failing debtor’s obligations;
and although actual bankruptcy may not supervene in either, they
are none the less laws on the subject of bankruptcies.118
The Court thus concluded: “It follows, from what has now been
said, that section 77, in its general scope and aim, is within the power
conferred by the bankruptcy clause of the Constitution; and we so
hold.”119
But that holding only disposed of the contention that Section 77 fell
outside of the scope of congressional powers. Even if that enactment
came within congressional powers under the Bankruptcy Clause, were
the specific provisions of the railroad reorganization law affecting secured creditors, and the manner in which they were implemented via injunction restraining the sale of the collateral, nevertheless in contravention of the Fifth Amendment? The Court thought not, and indeed did
not even appear to think it a close question.120
Notably, the Court acknowledged the possibility that the value of
the collateral might decline during the period the injunction against sale
was in force.121 Indeed, the petitioner’s brief pointed out that the value of
the collateral already had declined by over forty percent from the time
the petition for an injunction was filed, and that the petitioner had gone
from being over-secured to being substantially underwater.122 Nevertheless, the Rock Island court did not believe that to be problematic or to
pose any constitutional difficulty; the same possibility existed in regular
proceedings in bankruptcy, and that had never been thought to pose a
constitutional problem.123 Indeed, the Court did not even intimate, nor
did the aggrieved lienholders argue, that such a collateral decline might
raise an issue under the Takings Clause.

117. Cont’l Ill. Nat’l Bank, 294 U.S. at 672.
118. Id. at 672–73.
119. Id. at 675.
120. Id. at 680‒81.
121. Id. at 677.
122. In their Brief before the Supreme Court, the Petitioners argued that:
When the Debtor's petition for an injunction was filed (September 26, 1933) the collateral held by
petitioners had a market value (based on past prior sales on the New York Stock Exchange) of
$4,153,355, an amount substantially in excess of the $3,866,923.34 principal amount of indebtedness then owing to petitioners. On October 15, 1934, when the petition for certiorari was prepared, the market value of the collateral (on the same basis) was $2,614,755. On January 12, 1935,
as this brief is being prepared, the market value of the collateral (on the same basis) is $2,389,980.
It is apparent, therefore, that any postponement of the sale of collateral of the character in question may cause substantial damage to the pledgees—as indeed the injunction in these cases has already damaged petitioners.
Brief for Petitioners at 69, Cont’l Ill. Nat’l Bank & Trust Co. v. Chi. R.I. & P. Ry. Co., 294 U.S. 648
(1935) (Nos. 479–88).
123. Cont’l Ill. Nat’l Bank, 294 U.S. at 677.
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Rather, the specific constitutional objection the Rock Island Court
entertained was a due process challenge.124 The objecting lienholders argued that since they were empowered by the terms of their security to
sell their collateral at a time of their own choosing, the injunction entered in the present case under Section 77 “deprives them of their property—that is to say, impairs or destroys their contractual rights—without
due process of law.”125 The Supreme Court previously had held that due
process limits the operation of the bankruptcy power, stating in Hanover
National Bank v. Moyses that “Congress may prescribe any regulations
concerning discharge in bankruptcy that are not so grossly unreasonable
as to be incompatible with fundamental law.”126 The secured creditors in
Rock Island argued that the delay preventing them from foreclosing indefinitely, while their collateral was declining in value, was arbitrary and
unreasonable.127
The Court, however, had little trouble in rejecting that claim: “We
find no substance in the contention of the petitioning banks that section
77, as applied by the court below to permit an injunction restraining the
sale of the collateral, violates the Fifth Amendment.”128 The Court’s reasoning rested first on the structure of the Constitution and the necessary
and evident purpose and function of the clauses read in harmony:
[U]nder the express power to pass uniform laws on the subject of
bankruptcies, the legislation is valid though drawn with the direct
aim and effect of relieving insolvent persons in whole or in part
from the payment of their debts. So much necessarily results from
the nature of the power, and this must have been within the contemplation of the framers of the Constitution when the power was
granted.129
That argument, though, simply said that under the Bankruptcy
Clause, Congress can pass an act the effect of which is to impair the obligation of contracts, without necessarily violating due process. The objecting banks did not entirely dispute that point; rather, their primary argument was that in the instant case the means of doing so—an indefinite
injunction against foreclosure while the value of the collateral dropped
by almost half—was in fact arbitrary and unreasonable.130 The Court’s response was conclusory: “The injunction here goes no further than to delay the enforcement of the contract. It affects only the remedy.”131 The
Court also pointed out that it had already held, in Straton v. New, that a
court sitting as a court of bankruptcy had the constitutional power to de-

124.
125.
126.
127.
128.
129.
130.
131.

Id. at 667.
Id. at 680.
Hanover Nat’l Bank v. Moyses, 186 U.S. 181, 192 (1902).
See Cont’l Ill. Nat’l Bank, 294 U.S. at 684–85.
Id. at 680.
Id. at 680‒81 (internal citation omitted).
Id.
Id. at 681.
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lay the enforcement of a real estate mortgage.132 The situation in Rock
Island, the Court thought, was “strictly analogous in character.”133
Taken together, the substance of what the Court did in Rock Island
as well as what it said would grant considerable deference to Congress to
pass a bankruptcy law that affected the rights of secured creditors to
their collateral, with no meaningful hindrance posed by the Fifth
Amendment. For all intents and purposes, as long as the law enacted fell
within the extremely expansive and ever-expanding scope of the Bankruptcy Clause, which basically any law that dealt with debtors and creditors would, it would pass muster. Due process would be violated only if
the provisions of the act were “so grossly unreasonable as to be incompatible with fundamental law,”134 and no mention of an issue under the
Takings Clause was even discussed. And yet, if the facts posited by the
petitioning banks in that case were as alleged, the secured creditors already had seen over forty percent of the value of their collateral evaporate, and had gone from being oversecured to undersecured. In such a
world, secured creditors apparently were almost entirely at the mercy
and whim of Congress.
B.

Radford: Birth, Death, and Resurrection

The case that at first blush changed everything was Louisville Joint
Stock Land Bank v. Radford135—decided, as noted earlier, a mere eight
weeks after Rock Island. Inexplicably, even though the substance of what
was being done to the mortgagees in the two cases was hardly distinguishable (in both, the gravamen was that foreclosure was delayed) the
Court made an about turn and, in direct contrast to Rock Island’s permissive and deferential approach, struck down the law at issue in
Radford as a violation of the Fifth Amendment (apparently as a taking,
rather than as a denial of due process).136 Ironically, on the facts, a compelling argument could be made that the mortgagees in Rock Island were
more negatively affected than the mortgagee in Radford, having already
lost over forty percent of their collateral value (and going from oversecured to underwater) and were still hamstrung by an injunction of indefinite term.137 In Radford, it was hard to believe that the farm could fall
much more in value than it already had. The primary difference in the
two acts, though, was the purchase option given to the debtor by the act
at issue there. As Justice Brandeis observed in Radford, “This right of
the mortgagee to insist upon full payment before giving up his security
has been deemed of the essence of a mortgage.”138
132.
133.
134.
135.
136.
137.
138.

Id. at 677 (citing Straton v. New, 283 U.S. 318, 321 (1931)).
Id. at 682.
Hanover Nat’l Bank v. Moyses, 186 U.S. 181, 192 (1902).
295 U.S. 555 (1935).
Id. at 601‒02.
Cont’l Ill. Nat’l Bank, 294 U.S. at 684–85; Brief for Petitioners, supra note 122.
Radford, 295 U.S. at 580.
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Part of the New Deal legislation was a farm relief act, the FrazierLemke Act (“FLA”).139 The original relief act for farmers was passed in
March of 1933 as part of President Franklin Roosevelt’s “100 days” legislative packet, and added a new § 75 to the Bankruptcy Act.140 But even
that law proved ineffectual in affording relief, so Congress amended § 75
with the FLA in the dreary summer of 1934.141 The amendment provided
a mechanism by which a farmer could keep his farm, even if he was underwater on the mortgage.142 The core of the Act allowed the farmer to
retain possession of the farm and then exercise an exclusive option to
purchase that farm at its appraised value over a period of up to five
years.143 Consent of the mortgagee was not required.144 By its terms the
Act applied only to mortgages entered into before the Act was passed.145
William W. Radford, Sr., owned a 170-acre farm in Christian County, Kentucky, and had executed mortgages in 1922 and 1924 to the
Louisville Joint Stock Land Bank to secure loans of $8000 and $1000.146
When the Great Depression hit, Radford defaulted on his mortgages and
the Bank eventually sued in June of 1933 to foreclose the mortgages.147
Radford filed a farmer bankruptcy petition under § 75 of the Bankruptcy
Act148 in February 1934 and sought a composition, but his creditors did
not approve.149 But when Congress added subsection (s) to § 75 in the
Frazier-Lemke Act on June 28, 1934, Radford had new hope. The state
court had ordered foreclosure on June 30, 1934, but on August 6,
Radford amended his petition in bankruptcy to include a prayer for relief
under the new Frazier-Lemke Act, which would let him retain possession
for up to five years upon payment of an annual rent (fixed at $325 for
Radford) and then to purchase the farm at its appraised value (initially
$4445, although the mortgagee could request reappraisal at the time of
debtor’s proposed purchase), even if the mortgagee did not consent.150
The bank did not consent, and offered to pay $9209 for the property,
which the referee in bankruptcy refused.151 Instead, Radford retained

139. Frazier-Lemke Farm Bankruptcy (Agricultural Debt Relief) Act, ch. 869, Pub. L. No. 73-486,
48 Stat. 1289 (1934) (codified at 11 U.S.C. § 203(s) (1934)).
140. Agricultural Adjustment Act of 1933, ch. 25, Pub. L. No. 73-10, 48 Stat. 31; see generally
Harold F. Briemyer, Agricultural Philosophies and Policies in the New Deal, 68 MINN. L. REV. 333
(1983) (analyzing the events leading to the New Deal’s agricultural legislation).
141. Frazier-Lemke Farm Bankruptcy Act, 48 Stat. at 1289.
142. Id.
143. Id. at 1291.
144. Id.; see Louisville Joint Stock Land Bank v. Radford, 295 U.S. 555, 575–76 (1935).
145. Frazier-Lemke Farm Bankruptcy Act, 48 Stat. at 1291.
146. Louisville Joint Stock Land Bank v. Radford, 295 U.S. 555, 573 n.3 (1935).
147. Id. at 574.
148. Id. at 574–75. The farmer bankruptcy provisions were added to the Bankruptcy Act in § 75
by the Act of Mar. 3, 1933, ch. 204, 47 Stat. 1470 (repealed 1978).
149. Radford, 295 U.S. at 574.
150. Id. at 576–77.
151. Id. at 577.
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possession upon payment of the first year’s rental of $325.152 The district
court approved the referee’s orders, and the bank appealed.153
The Sixth Circuit upheld the constitutionality of the Frazier-Lemke
Act,154 as did the Fourth Circuit in a similar case soon thereafter.155 Both
the Sixth and Fourth Circuits found the Frazier-Lemke Act to fall
squarely within the scope of the “subject of Bankruptcies” under the
Bankruptcy Clause.156 They also rejected constitutional attacks under the
Fifth Amendment, finding no due process violation, but instead concluded that the FLA was eminently fair and reasonable, and easily satisfied
the test announced by the Supreme Court in Moyses, that the act need
only be “not so grossly unreasonable as to be incompatible with fundamental law.”157 Indeed, to the contrary, under the FLA, the mortgagee
would get the value of what it bargained for, viz., the value of the mortgaged farm. On the heels of the Blaisdell case decided just the year before, which upheld state mortgage foreclosure moratorium laws against a
challenge under the Contracts Clause,158 the circuit courts found the even
greater power to affect debtor-creditor relations inherent in the Bankruptcy Clause to be easily more than sufficient to withstand a constitutional Fifth Amendment challenge. Neither circuit court gave serious
consideration to the Act as posing a Fifth Amendment takings problem,
given that the mortgagee did receive the appraised value of its collateral,
with even a right of reappraisal before purchase. Finally, both the Sixth
and Fourth Circuits found little difference in the farm act than in the
corporate reorganization law (§ 77), which had been widely upheld by
the lower courts and would soon be upheld by the Supreme Court in the
Rock Island case, as discussed above.
Shockingly, the Supreme Court not only granted certiorari, notwithstanding any circuit split, but then reversed and held the Frazier-Lemke
Act unconstitutional under the Fifth Amendment.159 At different places
in the opinion Justice Brandeis seems to suggest a due process problem
and in others a takings issue,160 but it appears that the fairest reading of
the Court’s actual holding was that the FLA violated the Takings Clause,
as the Court concluded that the FLA took “from the [mortgagee] without compensation, and [gave] to Radford, rights in specific property
which are of substantial value . . . without just compensation,” in violation of the Fifth Amendment.161 Notwithstanding this apparently clear
152. Louisville Joint Stock Land Bank v. Radford, 74 F.2d 576, 578 (6th Cir. 1935), rev’d, 295 U.S.
555 (1935).
153. Id.
154. Id. at 583.
155. Bradford v. Fahey, 76 F.2d 628, 638 (4th Cir. 1935).
156. Id. at 635; Radford, 74 F.2d at 580.
157. Hanover Nat’l Bank v. Moyses, 186 U.S. 181, 192 (1902).
158. Home Bldg. & Loan Ass’n v. Blaisdell, 290 U.S. 398, 447 (1934).
159. Radford, 295 U.S. at 601‒02.
160. Indeed, the Court itself has read Radford as both a Due Process case, Wright v. Vinton
Branch of Mountain Trust Bank, 300 U.S. 440, 457 (1937)), and as a takings case, United States v. Sec.
Indus. Bank, 459 U.S. 70, 75–76 (1982).
161. Radford, 295 U.S. at 601‒02.
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takings holding, however, the Supreme Court itself later interpreted
Radford as having been based on due process.162
Note that the Court expressed no opinion as to the constitutionality
under the Bankruptcy Clause and the Fifth Amendment of applying the
FLA against subsequent mortgages (i.e., mortgages granted after the legislative enactment).163 The FLA by its terms only applied to prior mortgages.164 The constitutional case would be much different for postenactment mortgages, as the Radford Court acknowledged.165
Nor did the Court decide whether the FLA exceeded congressional
authority under the Bankruptcy Clause, notwithstanding the bank’s
strenuous argument that the FLA was not a law on the “subject of Bankruptcies” at all.166 The Court noted and reiterated what it had said previously, that the outer limits of the bankruptcy power had not yet been fully elucidated, had been expanded beyond the English practice as of 1789,
were not necessarily limited to what had been exercised to date, and potentially could continue to be expanded.167 But such a decision on the
scope of the Bankruptcy Clause ultimately was unnecessary in the case
before it, Justice Brandeis stated, since the FLA contravened another
constitutional provision.168
Instead, the Court held the FLA unconstitutional under the Fifth
Amendment, as applied against preexisting mortgages.169 Regarding the
important threshold question of the constitutional interrelationship between the Fifth Amendment and the Bankruptcy Clause, Brandeis appeared to embrace the following premises. First, to the extent that the
bankruptcy law did nothing more than impair the obligation of prior contracts, and discharge the debtor’s personal obligation, the Bankruptcy
Clause would control,170 because it is necessarily inherent in any bankruptcy law that contract debts be compromised and scaled back pari passu to the extent of the debtor’s insolvency, and accordingly the Framers
must have so intended.171 Stated otherwise, if a bankruptcy law could not
compromise contract debts when the debtor’s assets were insufficient to
pay all debts in full, it would be a pretty worthless bankruptcy law. By
contrast, though, and this is the critical move, if the bankruptcy law involved the “taking of substantive rights in specific property acquired by
the bank prior to the act,”172 then the conclusive effect accorded to the
Bankruptcy Clause no longer obtained. Instead, the taking of property
162. Wright, 300 U.S. at 457.
163. Radford, 295 U.S. at 589.
164. Frazier-Lemke Farm Bankruptcy (Agricultural Debt Relief) Act, ch. 869, Pub. L. No. 73-486,
48 Stat. 1289 (1934) (codified at 11 U.S.C. § 203(s) (1934)).
165. Radford, 295 U.S. at 589.
166. Id. at 586.
167. Id. at 586‒89.
168. Id. at 589.
169. Id. at 601‒02.
170. Id. at 589.
171. Id. at 594.
172. Id. at 590.
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triggered Fifth Amendment scrutiny. While I argue below that the
Court’s contract/property distinction has serious flaws, it formed the
heart of the Radford analysis.
Having stated that a taking of “property” pursuant to the bankruptcy law in question triggered Fifth Amendment scrutiny, and precluded
giving total deference to legislative discretion exercised under the Bankruptcy Clause, the Radford Court then proceeded to (1) identify all of
the rights in property that a mortgagee had as to the mortgaged property
under state law and then (2) see which of those rights were taken away,
and to what extent, by the FLA.173 After making that comparison, the
Court then would weigh the deprivation in the balance and see whether
that cumulative deprivation amounted to a Fifth Amendment violation.174
It did so in view of the act’s “avowed object . . . to take from the mortgagee rights in the specific property held as security; and to that end ‘to
scale down the indebtedness’ to the present value of the property.”175
The Radford Court then found that the FLA took from the mortgagee the following five rights in property:
(1) The right to retain the lien until the indebtedness thereby secured is paid[;]
(2) The right to realize upon the security by a judicial public sale[;]
(3) The right to determine when such sale shall be held, subject only
to the discretion of the court[;]
(4) The right to protect its interest in the property by bidding at
such sale whenever held, and thus to assure having the mortgaged
property devoted primarily to the satisfaction of the debt, either
through receipt of the proceeds of a fair competitive sale or by taking the property itself[; and]
(5) The right to control meanwhile the property during the period
of default, subject only to the discretion of the court, and to have
the rents and profits collected by a receiver for the satisfaction of
the debt.176
The Debtor argued, nevertheless, “that the changes in the mortgagee’s rights in the property, even if substantial, are not arbitrary and unreasonable, because they were made for a permissible public purpose.”177
That argument, of course, purported to address the issue of whether the
FLA violated the Due Process Clause. The Court, though, declined to
weigh that balance, finding such to be a legislative assessment.178 But it
did not matter whether the Act was reasonably justified or not. Brandeis
said that “[t]he province of the Court is limited to deciding whether the
Frazier-Lemke Act . . . has taken from the bank without compensation,

173.
174.
175.
176.
177.
178.

Id. at 590‒94.
Id. at 578‒90.
Id. at 594.
Id. at 594‒95.
Id. at 598.
Id. at 601.

Page 309

TABB.DOCX (DO NOT DELETE)

790

4/2/2015 9:43 AM

UNIVERSITY OF ILLINOIS LAW REVIEW

[Vol. 2015

and given to Radford, rights in specific property which are of substantial
value,”179 and held:
As we conclude that the act as applied has done so, we must hold it
void; for the Fifth Amendment commands that, however great the
nation’s need, private property shall not be thus taken even for a
wholly public use without just compensation. If the public interest
requires, and permits, the taking of property of individual mortgagees in order to relieve the necessities of individual mortgagors, resort must be had to proceedings by eminent domain; so that,
through taxation, the burden of the relief afforded in the public interest may be borne by the public.180
Thus, for the first time in our nation’s history, the Supreme Court
limited the operation of congressional power under the Bankruptcy
Clause by finding a Fifth Amendment violation of the Takings Clause.181
In taking that tack, I believe that the Court made an error. Rather, the
only constitutionally relevant questions should have been: first, was the
FLA an act “upon the subject of Bankruptcies” (i.e., within congressional power under the Bankruptcy Clause?—and the answer clearly was
“yes”); and second, even if so, were “the changes in the mortgagee’s
rights in the property, even if substantial . . . arbitrary and unreasonable”
(i.e., did the FLA violate due process?—and here the answer, I believe, is
indisputably “no”). Putting “takings” on the table, and requiring the
parsing of what rights in “property” were taken, which the Court distinguished from its recognition that Congress has the paramount authority
under the Bankruptcy Clause to compromise claims on “contracts,” was
untenable, illogical, and unworkable.
Events that soon followed the Radford decision appeared to indicate that both Congress and the Supreme Court agreed with the conclusion in the preceding paragraph that Radford had been ill-advised, both
in its analysis and its conclusion. The Radford holding perhaps can be
understood in its historical context as part of the Supreme Court’s little
war with President Roosevelt over the legitimacy of his New Deal legislative agenda, and the subsequent cases apparently recanting Radford as
part of the Court’s apologetic response to FDR’s Court-packing plan.182
If so, that suggests even more strongly that Radford should be ignored
today.
Undeterred by the Court’s rejection of the original FLA in Radford,
Congress went back to the drawing board and less than one hundred
days later passed a very slightly modified version in a new Frazier-Lemke
Act.183 A prominent commentator has described the new law as little

179.
180.
181.
182.
183.

Id.
Id. at 601‒02.
Id.
See generally Barry Cushman, Rethinking the New Deal Court, 80 VA. L. REV. 201 (1994).
Act of Aug. 28, 1935, ch. 792, 49 Stat. 942 (amending 11 U.S.C. § 203(s) (1935)).
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more than making “a few superficial changes.”184 While much lip service
was paid in the legislative process to responding to the objections made
by the Radford Court—much, frankly, via obfuscation—the reality is that
the only truly significant difference in the two Acts was a reduction in the
stay period from five years to three.185 It is hard to imagine how that
could be constitutionally significant. In both Acts, the debtor had the
ability to impose a stay, retain possession in exchange for payment of only a reasonable rental, and to purchase the property at an appraised
price.186 On the latter point, the new law did provide for the mortgagee to
have the right to request and then to bid at a public sale, but it was unclear whether that right was absolute or not, if the debtor also sought to
purchase at the appraised price.187
Robert Wright, a Virginia farmer, was one of many farmers who
sought to take advantage of the new FLA and keep his farm.188 Much like
the unfortunate William Radford, Wright had unsuccessfully attempted
to obtain the approval of his creditors to a composition under § 75.189 A
month later, though, the “new” FLA was enacted, and Wright amended
his petition soon thereafter seeking relief under the newly revised law.190
Unsurprisingly, the mortgagee, the Vinton Branch of the Mountain Trust
Bank of Roanoke, Virginia, objected, claiming that the new law was unconstitutional for exactly the same reasons as the first one.191 Radford
seemed obviously to dictate such a result, and the lower courts had little
trouble agreeing with the bank’s constitutional challenge squarely on the
basis of the Radford decision.192 What, really, was different, at least from
a constitutional perspective? In both laws, the mortgagee was stayed
from realizing on its security for many years, while the defaulting mortgagor retained possession on payment of a modest rental fee, with the
debtor potentially being able to purchase the property notwithstanding
the mortgage at an appraised price.
The debtor appealed to the Supreme Court. Shockingly (except as
perhaps explained by the Court’s own reaction to FDR’s Court-packing
plan), in Wright v. Vinton Branch, decided in 1937, the Court unanimously upheld the constitutionality of this revised FLA, with Justice Brandeis,
the author of Radford, again writing for the Court.193 In Vinton Branch,
the Court read Radford as a due process decision, not a takings case,
notwithstanding the clear takings language in the Radford holding, and
184. Abner J. Mikva & Jeff Bleich, When Congress Overrules the Court, 79 CALIF. L. REV. 729,
737 (1991).
185. Act of Aug. 28, 1935, 49 Stat. at 944.
186. See id.
187. Id.
188. Wright v. Vinton Branch of Mountain Trust Bank, 300 U.S. 440, 454‒55 (1937).
189. Id. at 455.
190. Id.
191. Id.
192. See In re Sherman, 12 F. Supp. 297, 301 (W.D. Va. 1935), aff’d sub. nom. Wright v. Vinton
Branch of Mountain Trust Bank, 85 F.2d 973, 976 (4th Cir. 1936).
193. Vinton Branch, 300 U.S. at 470 (1937).
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in its analysis addressed the constitutional question only as whether the
mortgagee’s due process rights had been violated.194 The Court noted
that the key issue was “whether the legislation modifies the secured creditor’s rights, remedial or substantive, to such an extent as to deny the due
process of law guaranteed by the Fifth Amendment.”195 Takings never
even came up; whether the Court was simply being disingenuous, or
whether it recognized (correctly) that the only relevant constitutional issues should be whether the law fell within the “subject of Bankruptcies”
(which was no longer even seriously contested) and whether it violated
due process, the end result is that takings was now apparently off the
table.
The due process issue, as I argued earlier, is a fairly easy one to resolve. The Court agreed, holding that “the provisions of subsection(s) make no unreasonable modification of the mortgagee’s rights;
and hence are valid.”196 The second version of the FLA, the Court believed, preserved the substance of three of the mortgagees’ five rights
that had troubled the Radford Court,197 and only modified to some extent
two other rights.198 According to the Vinton Branch Court, no single right
of the mortgagee is necessarily constitutionally inviolate; the question is
whether the totality of the modification of all rights satisfies the test of
reasonableness.199 The takeaway from Vinton Branch, then, is that a “reasonable modification” of the mortgagee’s security is constitutionally
permissible. Furthermore, that modification might encompass the debtor’s purchase of the collateral at an appraised price, and at a time chosen
by the debtor. There was some language in the Court’s opinion, however,
that might suggest that the mortgagee retained a constitutional right to
ask for and then to bid at a public sale,200 although the Court soon would
abandon that view in another decision again upholding the second version of the FLA.201
Another debtor named Wright (this one James) would find his way
into Supreme Court annals (indeed, on multiple occasions).202 The facts
were fairly convoluted, but the essence of the dispute in the case (on its
194. The Court noted that in Radford:
the original Frazier-Lemke Act was there held invalid solely on the ground that the bankruptcy
power of Congress, like its other great powers, is subject to the Fifth Amendment; and that, as
applied to mortgages given before its enactment, the statute violated that Amendment, since it effected a substantial impairment of the mortgagee's security.
Id. at 456–57. Further, the Court observed that “[i]t was not held that the deprivation of any one of
these rights would have rendered the Act invalid, but that the effect of the statute in its entirety was to
deprive the mortgagee of his property without due process of law.” Id. at 457.
195. Id. at 470.
196. Id.
197. Id. at 458–59. Those were the rights to retain the lien, to realize upon the collateral at a public sale, and to bid at that public sale.
198. Id. at 460–61, 465‒68. The impaired rights were to determine the time of sale and to control
the property during the period of default.
199. Id. at 457.
200. Id. at 458‒59.
201. See Wright v. Union Cent. Life Ins. Co., 311 U.S. 273, 281 (1940).
202. See id. at 275; see also Wright v. Union Cent. Life Ins. Co., 304 U.S. 502, 504–05 (1938).
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second trip to the high Court) was that James had a 200-acre farm, which
he wanted to purchase at its appraised price of $6000 (even though the
debt was close to $16,000), but which the mortgagee wanted to bid on at
a public sale.203 The district court had ordered a public sale, at which the
mortgagee could bid, and the debtor appealed.204 Thus, the ambiguity
elided in Vinton Branch was now squarely presented. Under the new
FLA, which provision controlled: the mortgagee’s request to bid at a
public sale, or the debtor’s petition to redeem at the appraised value?
And if the latter, was that constitutional, or did denial of the mortgagee’s
right to bid at a public sale violate the Fifth Amendment? As noted
above, a plausible reading of Vinton Branch was that the Court there had
upheld the new FLA in part because that law preserved to the mortgagee
the rights to realize upon its collateral at a public sale and to bid at that
sale; indeed, those were two of the three “preserved” rights that the
Court cited as a basis for distinguishing Radford.205 If the debtor could
trump those two rights by insisting on purchasing the farm at the appraised price, virtually nothing would be left of Radford. Realizing this,
the lower courts denied the debtor’s attempt and held for the bank.206
The Supreme Court reversed and held for the debtor James Wright.
Construing the apparently conflicting statutory terms in the debtor’s favor, Justice Douglas for the Court first held that “the denial of an opportunity for the debtor to redeem at the value fixed by the court before ordering a public sale was error.”207 To interpret the Act otherwise would
defeat its purpose of aiding distressed farmers, the Court thought, as the
mortgagee could always trump the debtor by insisting on a public sale, at
which it undoubtedly would prevail and take the debtor’s farm if it
wished, by submitting a credit bid in excess of the property’s current
market value.208 But was such a reading of the statute constitutional?
Vinton Branch could be read to have suggested that the mortgagee’s apparent right to insist on and to bid at a public sale was central to distinguishing Radford and upholding the new FLA against a Fifth Amendment due process challenge; takings, apparently, had been discarded as a
basis for challenging what was done to secured creditors.
The Union Central Court, though, found no constitutional problem.209 Notably, as was true also in Vinton Branch, nothing in Union
Central indicates that the Takings Clause is even to be considered as a
possible basis for invalidation. Even if the debtor were allowed to redeem at an appraised price, with the mortgagee accordingly denied the
right to insist upon a public sale at which it could bid, the Court found no
203. Union Cent. Life Ins. Co., 311 U.S. at 275–76.
204. Id. at 276–77.
205. Vinton Branch, 300 U.S. at 458–59.
206. Wright v. Union Cent. Life Ins. Co. (In re Wright), 108 F.2d 361, 363 (7th Cir. 1939), rev’d,
311 U.S. 273, 281 (1940).
207. Union Cent. Life Ins. Co., 311 U.S. at 277.
208. Id. at 278.
209. Id. at 277.
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constitutionally viable complaint, since it would still be the case that “the
creditor will not be deprived of the assurance that the value of the property will be devoted to the payment of its claim . . . [for] if the debtor did
redeem pursuant to that procedure, he would not get the property at less
than its actual value.”210 That is, the right to bid at a public sale would be
“denied the creditor only in case he is paid the full amount of what he
can constitutionally claim.”211
In so concluding, Justice Douglas announced the now-iconic and
oft-repeated justification: “Safeguards were provided to protect the
rights of secured creditors, throughout the proceedings, to the extent of
the value of the property. There is no constitutional claim of the creditor
to more than that.”212
Parsing that language carefully, in the context in which it was made,
reveals two possible ways of reading it: (1) as an affirmative imposition
of a definite constitutional requirement for the protection of secured
creditors, or (2) as a refutation of any possible constitutional argument
based on the modification of the secured creditor’s rights, by saying that
at most this would be what secured creditors could insist on, without necessarily deciding that they do in fact enjoy such an absolute protection.
The latter reading seems much more plausible. As James Rogers argued:
Although Justice Douglas’ comments are consistent with the proposition that a secured creditor is constitutionally entitled to have the
liquidation value of the collateral preserved, there is little reason to
suppose that Justice Douglas had such a proposition in mind. His
comments concerning the safeguards provided to protect the mortgage were made in the course of ruling, as a matter of statutory interpretation, that even a debtor who failed to pay rent required by
order of the court was entitled to the opportunity to buy the property at its appraised value. Thus, the most plausible interpretation of
his comments in Union Central is that Justice Douglas was not addressing the notion that preservation of the value of collateral is a
constitutional requirement, but instead was rejecting the suggestion in Radford and Vinton Branch that the mortgagee is constitutionally entitled to the opportunity of obtaining title to the property
itself by bidding in the amount of his debt at a foreclosure sale.213
Reading these cases together, in a prior article dealing with the
rights of secured creditors in bankruptcy, I concluded:
Under Union Central and Vinton Branch, then, a secured creditor
does not have a constitutional right to decide if or when the collateral will be sold, to control the collateral pending the sale, or to
counter the redemption of the collateral at a judicially appraised
price by insisting on submitting a competing bid at a public sale. . . .
Stated otherwise, then, the debtor constitutionally may pick the
210.
211.
212.
213.

Id. at 279.
Id.
Id. at 278 (internal citations omitted).
Rogers, supra note 28, at 983–84.
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time when it wants to either redeem or sell the collateral, and may
redeem or sell without competition from the secured creditor, at a
price set by the court or at auction.214
In short, almost everything the Radford Court had found to constitute an unconstitutional taking had been refuted by subsequent decisions
of the Court in the next five years; although the Court did not expressly
overrule Radford, after the two Wright cases, nothing was left but an
empty edifice. Indeed, the Court itself soon recognized this. In Helvering
v. Griffiths,215 a 1943 tax case, the Court cited Vinton Branch and Radford
as a pairing of cases illustrative of the following point:
There is no reason to doubt that this Court may fall into error as
may other branches of the Government. Nothing in the history or
attitude of this Court should give rise to legislative embarrassment
if in the performance of its duty a legislative body feels impelled to
enact laws which may require the Court to re-examine its previous
judgments or doctrine.216
Numerous cases and commentators in ensuing years assumed that
Radford was dead.217
Dead, that is, until a 1982 Supreme Court decision in United States
v. Security Industrial Bank218 mysteriously resurrected it.219 The Security
Industrial Bank case arose because the Bankruptcy Reform Act of 1978220
created a new provision (11 U.S.C. §522(f)(2)) that permitted the avoidance of certain liens that impaired a debtor’s exemptions; no such rule
had existed under the prior Bankruptcy Act. It was not clear whether the
new provision applied to preexisting liens. The court of appeals had held
that the 1978 Act was intended to apply retrospectively and that doing so
violated the Fifth Amendment.221 Defenders of the provision’s constitutionality, including the United States, argued “that the enactment is a ‘rational’ exercise of Congress’ bankruptcy power, that for ‘bankruptcy
purposes’ property interests are all but indistinguishable from contractual interests, that these particular interests were ‘insubstantial’ and therefore their destruction does not amount to a ‘taking’ of property requiring
compensation.”222 In short, they argued for the position advocated in this
Article.
The Supreme Court rejected that permissive view. Although the
Court did not hold the statute to be unconstitutional, it explored the constitutional issue in sufficient detail to find a significant constitutional
214. Tabb, supra note 9, at 116–17.
215. 318 U.S. 371 (1943).
216. Id. at 400–01 & n.52.
217. See, e.g., John D. Ayer, Rethinking Absolute Priority After Ahlers, 87 MICH. L. REV. 963,
979–84 (1989).
218. 459 U.S. 70 (1982).
219. Ayer, supra note 217, at 986–88.
220. Bankruptcy Reform Act of 1978, Pub. L. No. 95-598, 92 Stat. 2549 (1978).
221. Rodrock v. Sec. Indus. Bank, 642 F.2d 1193, 1198 (10th Cir. 1981), aff’d sub nom. United
States v. Sec. Indus. Bank, 459 U.S. 70 (1982).
222. Sec. Indus. Bank, 459 U.S. at 74.
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problem, and then invoked the interpretive canon of constitutional
avoidance to conclude that the new law applied only prospectively.223 The
majority stated that it would “consider the statutory question because of
the cardinal principle that this Court will first ascertain whether a construction of the statute is fairly possible by which the constitutional question may be avoided.”224 The majority concluded that:
[I]n the absence of a clear expression of Congress’ intent to apply
§522(f)(2) to property rights established before the enactment date,
we decline to construe the Act in a manner that would in turn call
upon the Court to resolve difficult and sensitive questions arising
out of the guarantees of the Takings Clause.225
The approach and analysis of the Security Industrial Bank Court is
summarized in the following passage:
It may be readily agreed that § 522(f)(2) is a rational exercise of
Congress’ authority under Article I, Section 8, Clause 4, and that
this authority has been regularly construed to authorize the retrospective impairment of contractual obligations. Such agreement
does not, however, obviate the additional difficulty that arises when
that power is sought to be used to defeat traditional property interests. The bankruptcy power is subject to the Fifth Amendment’s
prohibition against taking private property without compensation.
Thus, however “rational” the exercise of the bankruptcy power may
be, that inquiry is quite separate from the question whether the enactment takes property within the prohibition of the Fifth Amendment.226
The Court found that a secured creditor has a property interest in its
collateral that is constitutionally distinguishable from its purely contractual rights, and that the property interest is protected by the Takings
Clause.227 It then noted that the lien avoidance statute in question would
result in a “complete destruction” of the secured creditor’s property interest.228 Accordingly, the Court believed that there was “substantial
doubt” about whether retroactive application of the lien avoidance statute to preexisting liens would comport with the takings limitation.229
If the Court had been writing the quoted passages in 1936, prior to
the post-Radford decisions in Vinton Branch and Union Central (or the
1943 Helvering case that assumed that the two Wright cases effectively
had overruled Radford), it might have been understandable and defensible. Curiously, though, the Court made no mention whatsoever of any of
those subsequent Radford decisions. How could the Court ignore those
223. Id. at 81–82.
224. Id. at 78 (internal quotation marks omitted).
225. Id. at 82 (internal quotation marks omitted).
226. Id. at 74–75 (internal citations omitted).
227. Id. at 75 (observing that “the contractual right of a secured creditor to obtain repayment of
his debt may be quite different in legal contemplation from the property right of the same creditor in
the collateral”).
228. Id. at 75.
229. Id. at 78.
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cases, which had taken a due process approach, and not a takings approach, to assessing the constitutionality of bankruptcy legislation modifying secured creditors’ rights?
The only Supreme Court cases in the almost-half-century following
the Wright cases that even intimated a possible takings limitation on the
exercise of the bankruptcy power were a couple of railroad cases decided
in the early 1970s, and in those cases any such limitation was very narrow
and circumscribed.230 Even if a takings limit can be found in those 1970s
railroad cases, it is so easily satisfied as to be hardly meaningful—no violation was found even though the bondholders had suffered substantial
erosion in their collateral value during the pendency of the bankruptcy
proceedings.231 Even those cases were ignored by the Security Industrial
Bank Court (perhaps wisely so, since in the New Haven case the Court
had stated that “[t]he rights of the bondholders are not absolute.”232). In
short, the Court’s reembrace of Radford and its takings analysis seemingly came out of left field, with no explanation or justification.
V. IN SEARCH OF A PROPER CONSTITUTIONAL BALANCE
One of the fundamental functions of a bankruptcy law is to act on
the claims of a multiplicity of competing creditors. In the typical bankruptcy case, the debtor has a limited pool of assets, and a horde of creditors clamoring for their share of the insufficient pie. No one questions
the constitutionality of a congressional act under the Bankruptcy Clause
discharging the claims of creditors—unsecured or secured—to the extent
230. The first case was the New Haven Inclusion Cases, 399 U.S. 392 (1970). Penn Central was
taking over the New Haven road. The Supreme Court had to resolve the question of how much Penn
Central had to pay for New Haven’s assets. Id. at 399. Justice Stewart concluded that under New
Haven’s reorganization plan, by which Penn Central would acquire New Haven’s assets at liquidation
value, secured creditors did not suffer a taking of their property without just compensation. Id. at 493.
The Court held that the Commission’s valuation (liquidation value) should not be second-guessed. Id.
at 499‒501. Importantly, the Court so held even though the time that had passed in these proceedings
had imposed a substantial loss. Id. at 491. In a crucial passage, the Court noted that “[t]he rights of the
bondholders are not absolute.” Id. Furthermore, it held that “[t]he public interest is not merely a pawn
to be sacrificed for the strategic purposes or protection of a class of security holders.” Id. at 492. Next
was the Penn Central case. In the early 1970s, many major railroads were in financial crisis, with eight
entering reorganization proceedings. Blanchette v. Conn. Gen. Ins. Corps., 419 U.S. 102, 108 (1974).
The largest of the railroads, Penn Central, entered reorganization proceedings under § 77 of the Bankruptcy Act. Id. at 117; see also 11 U.S.C. § 205. Even this was not enough to save the railroad, so Congress passed the Regional Rail Reorganization Act (45 U.S.C. § 701 (2012)). Plaintiffs contested the
RRRA, claiming that it “effect[ed] a taking of rail properties of Penn Central without payment of just
compensation. . . .” Blanchette, 419 U.S. at 118.
The primary takings problem arose from the fact that the compelled continuation of rail operations of the Penn Central, notwithstanding mounting losses and the creation of claims with priority,
coupled with the unlikelihood that successful reorganization would be possible, would constitute an
“erosion taking.” Id. at 118, 122–25. The critical point of the opinion, for our purposes, is that the
Court did acknowledge the possibility that an unconstitutional taking could occur. Id. at 123–25. If so,
there then had to be an adequate remedy provided. The Supreme Court accepted the government’s
argument that the Tucker Act provided adequate remedies so that plaintiffs would receive just compensation if indeed there were an erosion taking. Id. This case, then, indicates that there can be a line
beyond which the erosion of the creditor’s property interest will constitute an unconstitutional taking.
231. For further discussion, see supra note 230.
232. New Haven Inclusion Cases, 399 U.S. at 491.
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the debtor’s extant pool of assets at the time of the commencement of
the bankruptcy case is insufficient to satisfy all claimants in full. This
holds true even with respect to preexisting claims. The Contracts Clause
must give way to the Bankruptcy Clause. Nor is there any debate regarding whether Congress has the power under the Bankruptcy Clause to
provide for the allocation and distribution of the debtor’s assets as between competing creditor claimants. In short, discharge and distribution
are the heart and soul of any bankruptcy law. No one seriously disputes
that the reach of the congressional bankruptcy power is paramount with
regard to those twin functions. While due process does constrain very
modestly the manner in which those functions can be implemented, that
is a minimal constraint at best, requiring only a sufficient notice and opportunity to be heard on the procedural side, and a rational basis on the
substantive side. But what about takings?
An assertion that the Takings Clause independently limits the power of Congress under the Bankruptcy Clause to modify the rights of secured creditors must rest on at least two core assumptions. The first assumption is that secured creditors have a protectable property right that
constitutionally trumps the bankruptcy power in a way that simple “contract” claims do not. This first assumption really is the crux of the whole
debate. The second assumption is that, as a distributional matter, the
nonbankruptcy priority of secured creditors over unsecured creditors to
repayment out of their collateral is constitutionally mandated. Both assumptions are questionable at best. If they do hold, the positive law as
currently implemented in fact departs substantially from a consistent and
faithful adherence to them. It is well to be mindful of Frank Michelman’s
observation about takings jurisprudence that “[t]he results . . . are nonetheless liberally salted with paradox.”233
First, consider the claim that secured creditors enjoy a “property”
right in their collateral that deserves constitutional protection under the
Takings Clause notwithstanding a bankruptcy law in a way that unsecured creditors, who have only a general claim to the debtor’s entire pool
of assets, do not, based on their constitutionally subordinate mere “contract” claims. This premise was the central move made by the Security
Industrial Bank Court, which stated in conclusory fashion, relying almost
entirely on the dubious authority of Radford, that “the contractual right
of a secured creditor to obtain repayment of his debt may be quite different in legal contemplation from the property right of the same creditor
in the collateral.”234 With only the slightest of pushes, that seemingly
powerful and meaningful distinction collapses.
The first problem is that the distinction suggests a property/notproperty dichotomy for property/“mere contract” claims for Takings
Clause purposes. That supposed strict dichotomy, however, is not only
233. Frank I. Michelman, Property, Utility, and Fairness: Comments on the Ethical Foundations of
“Just Compensation” Law, 80 HARV. L. REV. 1165, 1170 (1967).
234. Sec. Indus. Bank, 459 U.S. at 75.
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misleading, it also assumes the answer. The Supreme Court squarely
concluded many years ago in Lynch that “contract” claims are considered “property” for Fifth Amendment Takings Clause purposes.235 Nor
has the Court ever directly recanted that position. Many economic interests are—and should be—legally protected interests, requiring just compensation when private property is taken for public use,236 including valid
contracts.237
Even aside from the positive law, normatively this conclusion makes
sense. A “contract” can be, and indeed is intended and hoped to be by
the parties thereto, a valuable right owned by those parties. As
Michelman explains in discussing takings jurisprudence, “[t]he one incontestable case for compensation (short of formal expropriation) seems
to occur when the government deliberately brings it about that its agents,
or the public at large, ‘regularly’ use, or ‘permanently’ occupy, space or a
thing which theretofore was understood to be under private ownership.”238 He then points out that:
[T]he word “thing” signifies any discrete, identifiable (even if incorporeal) vehicle of economic value which one can conceive of as
being owned. Patents, easements, and contract rights are all examples of “things” as I am here using the term. Such things can be affirmatively expropriated by public authority in a manner analogous
to its “taking” of a corporeal thing. Government, for example,
might expropriate and continue to operate a going business, exploiting all its appurtenant incorporeal things.239
If the government were to so expropriate a business, which after all is really nothing but a nexus of contracts,240 surely there has been a “taking”
of private property for Fifth Amendment purposes.
Some modern authority (especially in the Seventh Circuit) argues
that the Lynch doctrine has effectively been overruled, and that “contract” claims simply are not “property” for takings purposes.241 The better view, though, is just that the expectations deserving takings protection are simply weaker in a contract setting than when there is a lien. But
“weaker” is not the same as “nonexistent.” Notably, much of the genesis
of the Seventh Circuit’s “not property” view came from the Supreme
Court’s misguided and unprecedented 1982 decision in Security Industrial
Bank,242 discussed above, which in turn simply restated Radford as gos235. Lynch v. United States, 292 U.S. 571, 579 (1934).
236. United States v. Willow River Power Co., 324 U.S. 499 (1945).
237. Lynch, 292 U.S. at 579.
238. Michelman, supra note 233, at 1184.
239. Id. at 1184 n.37 (emphasis added).
240. Michael C. Jensen & William H. Meckling, Theory of the Firm: Managerial Behavior, Agency
Costs and Ownership Structure, 3 J. Fin. Econ. 305, 311–12 (1976).
241. See, e.g., Pro-Eco, Inc. v. Bd. of Comm’rs, 57 F.3d 505, 510 (7th Cir. 1995), cert. denied, 516
U.S. 1028 (1995); Peick v. Pension Benefit Guar. Corp., 724 F.2d 1247, 1275–76 (7th Cir. 1983), cert.
denied, 467 U.S. 1259 (1984).
242. United States v. Sec. Indus. Bank, 459 U.S. 70, 75–76 (1982); see Peick, 724 F.2d at 1276
(“[T]he Court continues to view this constitutional provision as offering no protection for ‘contractual
rights’ as opposed to ‘property rights.’”).
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pel. In short, if Radford falls (as I argued above), the whole construct collapses. Other courts of appeal, by contrast, continue to treat Lynch as
good law.243 The most that can be said, I submit, is that in contracts takings cases the protection is less absolute and more easily provided under
the Court’s three-part takings analysis.244 But that does not take it out of
takings protection altogether.
Yet, no one doubts that there is no Fifth Amendment takings problem when a contract-as-property claim is discharged pursuant to a bankruptcy law. Assuming that such is a correct conclusion, and I submit that
it is, that then means that a supporter of the position that the Takings
Clause limits what can be done to secured creditors in bankruptcy must
identify a constitutionally distinguishable basis for treating the two types
of “property” differently. I do not believe that case can be made.245 Just
saying so, as the Court did in Radford and then in Security Industrial
Bank, is not satisfactory but question-begging.
To identify a constitutional distinction, we first need to know why it
is that contract-as-property claims are conceded to be undeserving of
takings protection in the face of a bankruptcy law. That answer then
might tell us how (if at all) we can distinguish secured-claims-as-property
claims.
The possibilities for why there is no takings protection for “mere”
contract claims in bankruptcy are: (1) the contract claim is not a protectable property interest at all; (2) the property interest is not “taken”; (3)
even if taken, it is not taken for a public use within the meaning of the
Fifth Amendment; (4) the property interest is taken for a public use, but
receives just compensation; or (5) the legitimate exercise of congressional power under the Bankruptcy Clause trumps any takings problem.
The Supreme Court has never carefully analyzed the bankruptcy
discharge of contract claims under a takings paradigm, but appears to
proceed on a view either that contract claims are not “property” in the
way that rights in collateral are, or under the unstated assumption that
there simply is not a takings problem when contract claims are dis243. See, e.g., Cienega Gardens v. United States, 331 F.3d 1319, 1329 (Fed. Cir. 2003); Yankee
Atomic Elec. Co. v. United States, 112 F.3d 1569, 1582 (Fed. Cir. 1997) (Mayer, J. dissenting), cert.
denied, 524 U.S. 951 (1998).
244. For example, the Court in Connolly v. Pension Benefit Guar. Corp. observed:
[T]he fact that legislation disregards or destroys existing contractual rights does not always transform the regulation into an illegal taking. This is not to say that contractual rights are never property rights or that the Government may always take them for its own benefit without compensation. . . . This conclusion is not inconsistent with our prior Taking Clause cases. In all of these
cases, we have eschewed the development of any set formula for identifying a “taking” forbidden
by the Fifth Amendment, and have relied instead on ad hoc, factual inquiries into the circumstances of each particular case. To aid in this determination, however, we have identified three
factors which have “particular significance”: (1) “the economic impact of the regulation on the
claimant”; (2) “the extent to which the regulation has interfered with distinct investment-backed
expectations”; and (3) “the character of the governmental action.”
475 U.S. 211, 224–25 (1986) (internal citations omitted).
245. But see John D. Echeverria, Public Takings of Private Contracts, 38 ECOLOGY L.Q. 639, 642‒
43 (2011) (arguing that contracts are distinct due to their in personam character, while other property
have an in rem character, and that this should result in different treatment by courts).
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charged in bankruptcy, because that is the essence of what it means to
have a bankruptcy law in the first place. That is, if the outcome were otherwise, then the possibility of having an efficacious bankruptcy law
would be stillborn, and the Bankruptcy Clause would be, pardon the pun,
a bankrupt grant of power. In short, the Court’s premise plainly has been
to embrace the fifth possibility listed above, viz., that the Bankruptcy
Clause simply controls, along with (at times)246 the first option (contract
claim is not “property” for takings purposes in this context).
A clear explication of the view favoring the fifth option (Bankrupt247
cy Clause trumps) is found in the Rock Island case, albeit in the announced context of considering the tension between the Bankruptcy
Clause and the Contract Clause, not the Takings Clause. In addition, the
Court considered and rejected a Fifth Amendment challenge—lack of
due process. No one, not even the affected secured lienholders, apparently even considered that takings might be implicated.248 The Court said:
Speaking generally, it may be said that Congress, while without
power to impair the obligation of contracts by laws acting directly
and independently to that end, undeniably, has authority to pass
legislation pertinent to any of the powers conferred by the Constitution however it may operate collaterally or incidentally to impair or
destroy the obligation of private contracts. And under the express
power to pass uniform laws on the subject of bankruptcies, the legislation is valid though drawn with the direct aim and effect of relieving insolvent persons in whole or in part from the payment of
their debts. So much necessarily results from the nature of the power, and this must have been within the contemplation of the framers
of the Constitution when the power was granted.249
What about the first possibility, viz., that contract rights are not
“property” for Takings Clause purposes? The first problem, of course, is
the Court’s clear statement that contract rights are indeed “property”
within the meaning of the Takings Clause,250 as discussed earlier. Note,
though, that the Court on two occasions has used some language that
may suggest otherwise in the bankruptcy context. So, for example, in
Radford, the Court stated:
Under the bankruptcy power Congress may discharge the debtor’s
personal obligation, because, unlike the states, it is not prohibited
from impairing the obligations of contracts. But the effect of the act
here complained of is not the discharge of Radford’s personal obligation. It is the taking of substantive rights in specific property acquired by the bank prior to the act.251

246. See, e.g., Sec. Indus. Bank, 459 U.S. at 75–76.
247. Cont’l Ill. Nat’l Bank & Trust Co. v. Chi., R.I. & P. Ry. Co., 294 U.S. 648 (1935).
248. See supra notes 120–34 and accompanying text.
249. Cont’l Ill. Nat’l Bank, 294 U.S. at 680‒81 (internal citations omitted).
250. Lynch v. United States, 292 U.S. 571, 579 (1934).
251. Louisville Joint Stock Land Bank v. Radford, 295 U.S. 555, 589‒90 (1935) (internal citations
omitted).
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That passage implies that lien rights are “specific property” subject
to takings scrutiny, whereas “contract” rights are not. It was this premise
from Radford that the Security Industrial Bank Court resurrected,252 even
though, as discussed in detail in Part IV, immediate post-Radford bankruptcy cases soon recanted that position.253 And, as noted, the Court has
held directly that contract rights are “property” within the meaning of
the Takings Clause,254 a position from which it has never withdrawn, even
if some subsequent cases suggest that the extent of contract-as-property
protection under the Fifth Amendment is less robust.255 The abovequoted passage in Radford, if taken literally, would directly contradict
that other authority, which held that contract rights are protectable
property for purposes of the Takings Clause. The only honest way to
harmonize the two is to reason that contract rights are a sort of “property-light” in the specific context of bankruptcy for takings purposes, as
compared to lien rights as property. As will be discussed below, though,
that approach is fraught with peril. The other option, which is even less
satisfying, is simply to ignore Lynch and similar authority, as Radford
and Security Industrial Bank did.256
On the second question (viz., is there a taking at all?), the sort of
“taking” that a bankruptcy law would implicate would be a regulatory
taking. Determining whether a regulatory taking has occurred is a heavily fact-based endeavor.257 In 1922, the Supreme Court held that just compensation is due when government regulation “goes too far” in diminishing private property’s value.258 Yet, this standard is vague and the Court
has struggled to come up with a test to determine what sort of govern259
ment regulations go “too far.” There is no “set formula” to determine
whether a regulation is a taking.260
The Court has identified three factors which aid in determining
whether a regulatory taking has occurred: “(1) ‘the economic impact of
the regulation on the claimant’; (2) ‘the extent to which the regulation
has interfered with distinct investment-backed expectations’; and (3) ‘the
character of the governmental action.’”261

252. Sec. Indus. Bank, 459 U.S. at 75.
253. See supra Part IV.
254. Lynch, 292 U.S. at 579 (“Valid contracts are property, whether the obligor be a private individual, a municipality, a state, or the United States.”).
255. See, e.g., Connolly v. Pension Benefit Guar. Corp., 475 U.S. 211, 224–25 (1986).
256. See Sec. Indus. Bank, 459 U.S. at 75; Louisville Joint Stock Land Bank v. Radford, 295 U.S.
555, 589–90 (135).
257. United States v. Cent. Eureka Mining Co., 357 U.S. 155, 168 (1958) (“Traditionally, we have
treated the issue as to whether a particular governmental restriction amounted to a constitutional taking as being a question properly turning upon the particular circumstances of each case.”).
258. Pa. Coal Co. v. Mahon, 260 U.S. 393, 415–16 (1922).
259. Id.
260. Lucas v. S.C. Coastal Council, 505 U.S. 1003, 1071 (1992) (Stevens, J., dissenting) (“We have
frequently and consistently recognized that the definition of a taking cannot be reduced to a set formula and that determining whether a regulation is a taking is essentially an ad hoc, factual inquiry.”
(internal quotation marks omitted)).
261. Connolly v. Pension Benefit Guar. Corp., 475 U.S. 211, 225 (1986).
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In a bankruptcy discharge, the economic impact is to eliminate forever any right of the creditor to seek to collect from the debtor, in exchange for the creditor receiving either: (1) in a liquidation case, an aliquot share of any unencumbered, nonexempt property of the debtor,
after deduction of expenses of administration and other statutory priority
claims, or (2) in a reorganization case, a stream of future payments at
least equal in present value to the creditor’s expected liquidation entitlement.
While at the exact instant in time of the implementation of the
bankruptcy case, the creditor might not have received anything more,
what it does have taken away is any chance to pursue recovery against
the debtor in the future. For an individual debtor, who has human capital
and the ongoing ability to generate leviable assets, that is a meaningful
loss, whether in a liquidation or a reorganization case. For a corporate
debtor, however, who can simply go out of business and wind up its affairs, the creditor arguably would have no more rights in a liquidation
bankruptcy but is losing a meaningful chance to collect in the future from
the debtor in a reorganization.
Similarly, the discharged creditor is being forced to relinquish “distinct investment-backed expectations.”262 A creditor who enters into a
contract with a debtor expects to be able to pursue collection from the
debtor’s assets in perpetuity, again excepting only as against a corporate
debtor who poses the expectable threat of dissolution. Of course, if the
bankruptcy law were to operate only prospectively, then the “expectations” of contract creditors would account for the possibility of a lessthan-compensatory bankruptcy discharge.
Finally, the character of the government action is to bar absolutely
and permanently, via a statutory injunction, any right of the discharged
creditor to pursue future collection.263 Thus, except for the possible case
of a liquidating corporate debtor, a bankruptcy discharge appears to
“take” a creditor’s contract rights within the meaning of the Takings
Clause.
So, too, it is quite clear that the taking of that contract claim is for a
public use (the third issue identified above in the takings analysis). The
Supreme Court in the iconic Local Loan case, in which the Court explained most clearly the justification for the bankruptcy discharge, specifically stated that:
One of the primary purposes of the Bankruptcy Act is to “relieve
the honest debtor from the weight of oppressive indebtedness, and
permit him to start afresh free from the obligations and responsibilities consequent upon business misfortunes.” This purpose of the act
has been again and again emphasized by the courts as being of public
as well as private interest, in that it gives to the honest but unfortu262. Id. at 212.
263. See TABB, supra note 13, at 282 (“Once the discharge is granted, a permanent statutory injunction against the collection of discharged debts goes into effect.”); see also 11 U.S.C. § 524 (2012).
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nate debtor who surrenders for distribution the property which he
owns at the time of bankruptcy, a new opportunity in life and a
clear field for future effort, unhampered by the pressure and discouragement of preexisting debt.264
A good argument thus can be made that a contract claim that is discharged in bankruptcy is protectable property and is taken for a public
use. But does the discharged creditor receive “just compensation”? The
answer is plainly “no”—the government provides no compensation at all!
All that the creditor receives in exchange for its discharged debt is whatever distribution is called for in the bankruptcy distribution of the debtor’s assets. If that suffices as a taking in the first instance, as discussed
above, then the Fifth Amendment takings violation appears evident.
And yet, as already explained, the Court has never even taken seriously the argument that there is a Fifth Amendment takings problem
with discharging a contract claim in bankruptcy. The likely reason is, as
noted in the Rock Island case, that the Bankruptcy Clause simply prevails,265 assuming the legislation in question is a legitimate bankruptcy
law and within the scope of congressional constitutional bankruptcy
power. As discussed at length earlier, the scope of the constitutional
grant on the “subject of Bankruptcies” has an expansive and elastic
reach, and easily would encompass legislation affecting secured and unsecured claims alike. The key point, though, is that for contract claims,
the only question is whether the legislation is within the scope of the
Bankruptcy Clause, assuming no due process violations exist. The due
process bar, as noted, is quite modest as a substantive matter: as an economic regulation, due process can easily be satisfied if the legislation is
not arbitrary, unreasonable, and at odds with fundamental law. The bottom line, then, is that for unsecured creditors, there is no takings problem
at all.266
Why, then, should secured creditors be treated any differently for
takings purposes? The only realistic possibilities are: (1) that their lien
rights are a constitutionally more deserving form of “property” than are
simple contract claims; (2) that the “taking” of property that occurs with
regard to a lien triggers Fifth Amendment takings scrutiny in a way that
discharge of contract rights does not; and (3) that the Bankruptcy Clause
does not trump the Takings Clause for the specific category of lien
“property” only. None of these explanations are persuasive.
264. Local Loan Co. v. Hunt, 292 U.S. 234, 244 (1934) (emphasis added) (internal citations omitted).
265. Cont’l Ill. Nat’l Bank & Trust Co. v. Chi., R.I. & P. Ry. Co, 294 U.S. 648, 675 (1935).
266. One could argue that the Takings Clause does (or at least should) apply to contract claims as
well in the bankruptcy context. Danielle Spinelli of WilmerHale suggested this point to me at the
April 2014 symposium (cosponsored by the University of Illinois and the American Bankruptcy Institute) at which I presented an earlier draft of this Article. Her argument, as I understand it, is that even
unsecured creditors have a constitutional right to an aliquot share of the net liquidation value of the
debtor’s estate. Thus, on this view, it would violate the Fifth Amendment Takings Clause if the bankruptcy law diverted all or part of the net bankruptcy estate away from residual unsecured creditors.
The Court has never had to address that question, because the statutory bankruptcy law in effect has
always protected at least that basic entitlement.
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The only intimations on the point that can be found in the Court’s
opinions appear to rest on the first possibility, that lien rights are a form
of “property” that is entitled to takings protection whereas contract-asproperty claims are not. The passage in Radford, quoted above (and embraced anew by the Court in Security Industrial Bank), suggests as
much.267 The basis for this view is probably an unarticulated but assumed
premise that a secured creditor has a right to have its claim paid by resort
to a specific piece of property (the “collateral”) and, claiming thereby a
tangible “stick” in the bundle of property rights, indisputably has a protectable property interest that unsecured creditors lack, who instead only
have a general claim against the debtor, with no particular, specific items
of property answerable for payment of their “mere contract” claim.268 If
my suspicion is correct, that is a simplistic and unsupportable basis for
drawing a constitutional line.
Among other problems, it ignores the fact that unsecured creditors,
too, may have a “property” interest in the debtor’s assets, as, for example, in situations where the “trust fund” doctrine (viz., that the assets of
an insolvent corporation are held in “trust” for the corporation’s creditors) would be triggered.269 Even if that doctrine is not directly applicable, the practical reality of analogous situations involving unsecured as
opposed to secured creditors may undermine the plausibility and wisdom
of drawing a constitutional line between them. Furthermore, the “property” mantra obscures the fact that for insolvent debtors, the significance
of security lies not in a property right but in the priority ranking it confers; and yet, it is not thought that protection of priority alone is constitutionally mandated. To ascribe constitutional significance to a semantic
difference between “property” and “priority” is, well, absurd.
Furthermore, if the “property” interest of a secured creditor in collateral is to be afforded constitutional takings protection, we are left with
the conundrum of identifying which sticks in the “property” bundle deserve that constitutional protection. The reality (as the Radford Court
aptly noted270) is that under state law secured creditors enjoy multiple
“property” rights arising out of their “deal” with the debtor. Which of
those rights must be protected from takings under the Fifth Amendment? If fewer than all of the rights deserve protection (as the Supreme
Court clearly has held),271 why and on what conceivable basis can distinc267. United States v. Sec. Indus. Bank, 459 U.S. 70, 75 (1982).
268. See, e.g., Lawrence Ponoroff & F. Stephen Knippenberg, Having One’s Property and Eating
It Too: When the Article 9 Security Interest Becomes a Nuisance, 82 NOTRE DAME L. REV. 373, 394–95
(2006).
269. This doctrine is traced to the opinion of Justice Story in Wood v. Drummer, 30 F. Cas. 435
(C.C.D. Me. 1824).
270. Louisville Joint Stock Land Bank v. Radford, 295 U.S. 555, 594–95 (1935).
271. See, e.g., United Sav. Ass’n. v. Timbers of Inwood Forest Assocs., Ltd., 484 U.S. 365, 372–73
(1988) (denying undersecured creditor compensation for delay in foreclosure imposed by bankruptcy
stay even though state law would allow creditor to proceed with foreclosure); Wright v. Union Cent.
Life Ins. Co., 311 U.S. 273, 278 (1940) (finding no constitutionally protected right to control timing of
sale or to insist on or bid at public sale).
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tions be made between those rights? On this matter, Justice Brandeis
surely had it right in Radford, that is, they all should matter equally
and—if takings protection applies at all—then none can be taken. Yet
the Court retreated almost immediately from that absolutist view of the
property protection required, principally for the pragmatic reason that to
do so would almost completely defang many necessary and justifiable
forms of bankruptcy relief.
And that recognition, of course, supports the critical point: as an independent and coequal constitutional rule, the Bankruptcy Clause simply is not, and should not be, constrained by the Takings Clause. Freeing
the Bankruptcy Clause from the tethers of takings is necessary for a
bankruptcy law to be efficacious in realizing its core functions.
Let us consider three pairs of hypotheticals. Hypos one and two illustrate how it can be problematic to differentiate between secured and
unsecured creditors on a “property/not-property” basis for determining
whether takings protection does/does-not apply.
A.

Hypo # 1

DebtorCo has $15,000 in assets. It has three creditors (A, B, and C),
each of whom it owes $10,000 (thus $30,000 total), all on an unsecured
basis. There is little question that Congress could pass a bankruptcy law
that would discharge the claims of these creditors, without requiring as a
constitutional takings matter an aliquot distribution of all of the assets
between them.272 Congress could afford one creditor priority over the
others without offending the Takings Clause. It likewise could provide
for distribution of less than the entire fifty percent in value. The only limitations would be that the law must be on the “subject of Bankruptcies”
(which it indisputably is) and cannot offend due process, which would be
satisfied as long as there was a rational basis for the legislation and reasonable notice is given, both of which likely would be quite easy to show.
Even though under state law the assets of DebtorCo might well be considered to be held in “trust” for the claims of the three creditors, nevertheless that trust claim is not considered to be the sort of “property” deserving of takings protection in the face of bankruptcy legislation enacted
pursuant to the Bankruptcy Clause. And that makes sense as a structural
matter; otherwise, the efficacy of possible bankruptcy legislation would
be hamstrung by the constraints of takings jurisprudence.
B.

Hypo # 2

Same facts as number one, except now assume that creditors A, B,
and C each have taken a security interest in all of DebtorCo’s assets. Assume for simplicity that the security interests are of equal rank. Thus, the
272. Unless the argument detailed in supra note 266 is upheld by the Court. The Court has never
suggested such a limit in the bankruptcy context, but then again, the occasion has never arisen, since
no such bankruptcy law has been enacted.
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“secured claim” of each equals $5000.273 Assuming that Radford and
Security Industrial Bank are good law and that Union Central does in fact
constitutionally require preservation of the secured creditor’s collateral
value as of the beginning of the case, Congress is precluded by the Takings Clause from passing a bankruptcy law that would vary or diminish
such a recovery, such as would be allowed under Hypo one.
Yet, the two hypos, as a functional matter, are essentially indistinguishable; in both, no value remains for any stakeholder other than creditors A, B, and C, and as between those three creditors, they are of equal
priority rank under nonbankruptcy law. Drawing a constitutional line between them makes no sense.
Hypos three and four, presented next, show how a takings analysis
can be changed based on unimportant semantic differences in underlying
state law. The important question when a debtor is insolvent is determining relative priorities as between competing claimants; a “property” label
is but one means of expressing that priority. But if a takings analysis is
used, the label becomes outcome-determinative.
C.

Hypo # 3

Same facts as number one, except that creditor A enjoys a state
statutory priority over other unsecured creditors. A’s priority claim is not
entitled to constitutional takings protection. State law priorities are
preempted by federal priorities under the bankruptcy law. Under the
current bankruptcy law, creditors A, B, and C would take equal shares of
DebtorCo’s bankruptcy estate. Yet, outside of bankruptcy, A would get
paid before creditors B and C. Since A lacks a “property” right, though,
Congress has the power to enact legislation on the “subject of Bankruptcies” that would modify A’s rights, subject only to very modest due process protection.
D.

Hypo # 4

Same facts as number three, except now the state statute characterizes A’s preferred standing as a “lien” and not as just a “priority.” Now
A is a “secured” creditor, for its full $10,000 claim, and is constitutionally
entitled to protection against a taking of that $10,000 “property” right.
Justifying the extreme difference in constitutional rights that occur as between hypos three and four is difficult, to say the least. Outside of bankruptcy, under the creating state law, there are few if any meaningful differences in the rights accruing to the holder of the entitlement, whether it
is called a “priority” or a “lien”; for both, the only important point is that
the party with the entitlement gets paid first.

273. 11 U.S.C. § 506(a)(1) (2012) (“[A] secured claim to the extent of the value of such creditor’s
interest in the estate’s interest in such property . . . .”). Each creditor has an equal one-third share in
the estate’s property of $15,000.
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Hypos five and six demonstrate how the current constitutional analysis distinguishes between different “property” rights held by secured
creditors. Some are protected, while others are not. Such a picking and
choosing likewise is difficult to justify constitutionally.
E.

Hypo # 5

Same facts as in number one, except now A has a security interest in
one of DebtorCo’s assets, which collateral has a value of $9000 to secure
A’s claim of $10,000. That collateral is not depreciating in value. Under
state law, A would be entitled to foreclose immediately and realize
$9000, and would be able to put that $9000 to work as an investment at a
rate of ten percent per annum. DebtorCo files bankruptcy, however, and
A is stayed from foreclosing. DebtorCo is in bankruptcy for two years. A
thus loses $1800 (ten percent of $9000, for two years) due solely to the
interference of the bankruptcy case with its state law foreclosure rights.
Yet, the Supreme Court has squarely held that A has no constitutional
(or statutory) claim to reimbursement of the lost $1800.274
F.

Hypo # 6

Same facts as number 5, except now A could only make a five percent return on a reinvestment of the $9000 that it is barred from realizing
immediately via foreclosure. Thus over two years A would lose only $900
on lost opportunity costs. Over those two years, however, the collateral
would depreciate by $900 rather than remaining constant in value. Now
A is entitled to constitutional taking protection (as well as statutory protection275) against the decline in collateral value. In both Hypos five and
six, A suffers a loss of $1800 due to the bankruptcy deprivation of indisputable state law rights. How much, if any, of that loss is protected by the
Takings Clause depends, though, on which of the sticks in the property
bundle is being taken away by the bankruptcy law. Why that should be
so, as a matter of either policy or constitutional law, is difficult to grasp. I
submit that the better result is simply to abandon the notion of an independent takings restraint on the exercise of the bankruptcy power as it
affects secured creditor’s rights in collateral.
IV. CONCLUSION
In the final analysis, perhaps the clearest way to state the matter is
to say that a Fifth Amendment takings analysis simply is not helpful or
indeed even applicable when considering the nature and scope of the
protection constitutionally due to secured creditors in bankruptcy.
Somehow we have arrived at a curious and unprincipled compromise in
which a “secured” creditor—but not an unsecured creditor—is accorded
274.
275.

See United Sav. Ass’n. 484 U.S. at 372–73.
11 U.S.C. § 361.
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constitutional takings protection to the preservation of its “property” interest as measured and defined by the market value in collateral of a
bankruptcy debtor at the outset of a bankruptcy case, but not to the protection of any other of its state law property rights, and not to any protection if its nonbankruptcy priority rights stem from any source other than
what is labeled as “security” and thus “property.” It only obfuscates the
very real tradeoffs and competing constitutional and policy imperatives
to hew to such an odd regime. And it hobbles greatly congressional flexibility to enact meaningful bankruptcy reforms.
If, however, we could move away from an obsessive preoccupation
with takings and a secured creditor’s “property” interest, and look instead at whether a law fell within the Bankruptcy Clause as a “uniform”
law on the “subject of Bankruptcies,” and if so, whether that law complied with the fundamental dictates of due process, considerable clarity
and freedom of action would be gained. The ability of Congress to realize fully the promise of the Bankruptcy Clause would be enhanced, without unfairly sacrificing the legitimate expectations of stakeholders. The
Takings Clause, in short, simply should not be treated as an independent
limitation on the operation of congressional power under the Bankruptcy
Clause.
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THE RIGHTS OF SECURED
CREDITORS AFTER RESCAP
Douglas G. Baird*
This Article explores the extent of secured creditor’s rights in
bankruptcy through an examination of In re Residential Capital. In
particular, ResCap is used to ask whether secured creditors should
have a right to value that comes into being solely by virtue of the
bankruptcy process. Ultimately, this question is intertwined with the
inquiry of whether bankruptcy reorganization needs to be treated as a
day of reckoning at all.
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II.
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I.

INTRODUCTION

By the standard academic account, a secured creditor in bankruptcy
is entitled to the value of its nonbankruptcy rights at the time the bankruptcy petition is filed, no more and no less.1 The secured creditor should
be protected from the risks and hazards of bankruptcy, but, by the same
token, it should not enjoy its benefits. Whether this academic account of
the rights of the secured creditor in bankruptcy is consistent with the law
as we find it, however, is remarkably unsettled.

* Harry A. Bigelow Distinguished Service Professor of Law, University of Chicago. I thank
James Drain and Harvey Miller for their help. Much of this Article reflects ideas developed out of
ongoing work with Don Bernstein and Tony Casey. The John M. Olin Fund provided research
support.
1. In recent times, academics critical of the control secured creditors exercise in modern Chapter 1l make this argument, but, as they acknowledge, it is one long put forward by academics across the
ideological spectrum. See, e.g., Douglas G. Baird & Thomas H. Jackson, Corporate Reorganizations
and the Treatment of Diverse Ownership Interests: A Comment on Adequate Protection of Secured
Creditors in Bankruptcy, 5l U. CHI. L. REV. 97 (1984); Edward Janger, The Logic and Limits of Liens,
2015 U. ILL. L. REV. 589.

849
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The dynamics of large corporate reorganizations keep many questions beneath the surface. A senior creditor often holds a blanket security interest in all of the business’ assets, including the business’ cash. To
reorganize effectively, at the outset of the case the debtor ordinarily must
reach some kind of deal to obtain postpetition financing or use cash collateral. The deal she reaches, once approved by the court, sets a baseline.
There are disputes about things such as the amount of the carve-out the
secured creditor must give to pay for the bankruptcy, but rarely is the
court forced to put a precise value on the secured creditor’s rights. By the
end of the case, there is usually a consensual plan. Even when there is
not, the secured creditor’s claim is folded together with whatever it received in the way of adequate protection. How much it would have received the moment the petition filed in its absence is not an issue.
In re Residential Capital (“ResCap”) is the unusual case that brings
the rights of the secured creditor in bankruptcy into focus.2 In that case, a
group of junior secured noteholders held an odd collateral package.
Oversimplifying somewhat, this group held two types of collateral. First,
was a junior secured position on ResCap’s principal assets.3 These included ResCap’s right to recover from mortgagors the payments it advanced to those whose mortgages it serviced, as well as revenues from
servicing mortgages going forward.4 Second, the group had a blanket senior security interest in other assets of ResCap, including the business’s
goodwill.5
Two issues in particular in ResCap forced the court to address the
nature of the secured creditor’s rights in bankruptcy. First, the group argued that it was overcollateralized, and, for this reason, it needed to be
given postpetition interest in order to be adequately protected.6 To succeed, however, the group needed to show that the value of its collateral
in the debtor’s hands, not its value in a foreclosure sale, provided the relevant baseline.7
Second, the group of junior secured noteholders argued that a substantial portion of ResCap’s value was attributable to its goodwill, as opposed to its other assets.8 The group held a senior security interest in the
goodwill, but either only a junior interest or none at all in other assets.9
The group argued that on this account it was again entitled to receive
more than the plan offered it.10 The goodwill, however, had increased
substantially in value during the course of the case.11 Even if the goodwill
2. Official Comm. of Unsecured Creditors ex rel. the Estates of the Debtors v. UMB Bank,
N.A. (In re Residential Capital, LLC), 501 B.R. 549 (Bankr. S.D.N.Y. 2013).
3. Id. at 555.
4. Id. at 558.
5. Id. at 574.
6. Id. at 556–57.
7. Id. at 594.
8. Id. at 608–10.
9. Id. at 578.
10. Id. at 578–79.
11. Id. at 578.
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were worth as much as the group claimed at the time of confirmation, the
group still had to show why it was entitled to the increase in value that
came during the course of the reorganization.12
These two questions—how to assess the value of a secured creditor’s collateral for purposes of adequate protection and whether a secured creditor is entitled to value that is created during the reorganization—require identifying the nature of the secured creditor’s rights in the
first instance. In this Article, I set out the basic contours of the existing
debate, both to assess the outcome of ResCap and to identify the issues
that should be at the center of serious discussions of bankruptcy reform.
Part II uses ResCap to explore the conventional wisdom about the
rights of the secured creditor in bankruptcy. By this account, the filing of
the bankruptcy petition is a day of reckoning that collapses future possibilities. The secured creditor’s nonbankruptcy right at this moment sets
the value that must be adequately protected. ResCap suggests that this
account is inconsistent with current law, or, at least, that current law is
more complicated than academics commonly think.
Part III uses ResCap to explore rights to postpetition goodwill, and
the larger question of whether secured creditors should have a right to
value that comes into being solely by virtue of the bankruptcy process.
This examination of ResCap suggests that current practice is more consistent with the idea that the day of reckoning comes not at the time of
the filing of the petition, but rather at the time of plan confirmation. Part
IV asks whether the existing debate with respect to both questions neglects an antecedent question, which is whether the reorganization needs
to be treated as a day of reckoning at all.
II. NONBANKRUPTCY BASELINES AND ADEQUATE PROTECTION
Bank has a $150 loan secured by all the assets of Firm. Lender is a
general creditor owed $200. If Firm’s assets are sold outside of bankruptcy, they will bring $200. In bankruptcy, Firm will be worth $100, $200, or
$300, all with equal probability in a year’s time. If Bank insists upon adequate protection, how much must the debtor give it?
By the conventional account, the moment the petition is filed is the
critical event. We take a snapshot at this moment and ask how much the
secured creditor’s rights were worth. This is the approach Justice Holmes
took in Sexton v. Dreyfus:
[T]he rule was laid down not because of the words of the statute,
but as a fundamental principle. . . . It simply fixes the moment when
the affairs of the bankrupt are supposed to be wound up. If . . . the
whole matter could be settled in a day by a pie-powder court, the
secured creditor would be called upon to sell or have his security

12.

Id. at 611.
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valued on the spot, would receive a dividend upon that footing,
would suffer no injustice, and could not complain.13
Bankruptcy brings about a day of reckoning that collapses all future possibilities to present value. During the era of the law merchant, court proceedings lasted but a single day. Even if modern court proceedings cannot take place so quickly, the substantive rights of the parties should be
valued as if they could.
By this metric, Bank should receive as adequate protection a bundle
of rights worth $150. Bank has the right to $150 and could realize this
amount in the absence of the automatic stay. It could seize Firm’s assets
and sell them for $200, keep $150, and turn the balance over to the debtor. Bankruptcy needs to provide Bank with a package of rights to ensure
Bank receives, in expectation, this amount, but no more. The bankruptcy
is being run for the benefit of the general creditors.14 They are entitled to
the upside as long as they can protect Bank from the downside.
The general creditors cannot force Bank to accept a claim against
the estate as adequate protection,15 but Bank can consent to a portion of
the upside as adequate protection to compensate it for the risk that,
when the bankruptcy is over, it receives only $100. The court can grant
Bank a portion of the upside, even if some object, as long as it is not
overcompensatory. In this case, promising Bank an extra $33 when Firm
turns out to be worth $200 or $300, compensates it for the one-third
chance that it will end up losing $50 when Firm is worth only $100.
This example posited that Firm could be sold for as much outside of
bankruptcy as in. This may not be the case and, under Butner v. United
States,16 nonbankruptcy law provides the relevant benchmark. Assume
that if there had been no bankruptcy and no automatic stay to keep Bank
from exercising its rights, it would have repossessed its collateral and sold
it for only $100. In such a case, it would seem that the debtor need do no
more than keep Bank’s lien in place to give it adequate protection. Even
when the reorganization goes badly and Firm proves to be worth only
$100, Bank will receive as much as it would have if it exercised its nonbankruptcy rights.
Indeed, one can take the argument further. To the extent that
Bank’s priority is benchmarked by the value of its nonbankruptcy rights,
its secured claim at the end of the bankruptcy should be capped at $100
even if Firm proves to be worth $200 or $300. The value of Bank’s nonbankruptcy right at the time of the petition should fix the amount of
Bank’s secured claim for all purposes. The balance of what it is owed
($50 in this case) is unsecured. Bank and Lender should split whatever is
realized in bankruptcy between them pro rata, with Lender taking the

13.
14.
15.
16.

Sexton v. Dreyfus, 219 U.S. 339, 344–45 (1911).
See id. at 345–46.
11 U.S.C. § 361(3) (2012).
440 U.S. 48, 55 (1979).
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lion’s share and with Bank not being paid in full even if the firm proves
to be worth $300.
However correct as a matter of first principle, this approach is hard
to implement in practice. It requires, at the time of confirmation, a retrospective measure of the value on Firm. In addition to setting the current
value of the firm, the court would have to put a value on Firm at a hypothetical disposition in a different forum at some time in the past. Moreover, if the secured creditor is given some of the upside as part of its adequate protection package, the court would have to calculate how much
extra the secured creditor should receive on that account. One doubts
that litigation over what might have happened in such counterfactual
worlds makes much sense.
In any event, the distinction between values realized in bankruptcy
and out is overdrawn. Even if the proper benchmark is the value of the
senior lender’s nonbankruptcy right, it is a mistake to think that the value of this right is the modest amount realized in a foreclosure. Nonbankruptcy remedies also include the ability to have a receiver appointed or
to initiate an assignment for the benefit of creditors.17 Going-concern liquidation sales outside of bankruptcy are possible.18 Assignments for the
benefit of creditors are commonplace.19 Especially when only institutional debt is to be restructured, creditors outside of bankruptcy can effect
going-concern sales of entire firms quite easily.20
If, for example, the debtor has an operating subsidiary and the debt
is at the holding company level, the senior creditor’s nonbankruptcy
remedy is the sale of the equity of the operating subsidiary. Such an Article 9 sale need not look much different from a ordinary going-concern
sale. If the Chapter 11 itself takes the form of a going-concern sale, it
may not in fact yield an amount that is appreciably different from what
could be captured under nonbankruptcy law.
There is likely to be some difference between dispositions under
bankruptcy and nonbankruptcy law. Buyers in bankruptcy may pay more
because they are more confident they are acquiring the assets free and
clear.21 If the senior creditor controls the decision to file for Chapter 11, it
presumably believes that Chapter 11 provides it with a net benefit. But, it
is a mistake, especially given bankruptcy’s higher costs, to think that
these benefits are necessarily high. Moreover, if a rule were put in place
to provide the senior creditor only with the value of what it could have
reached outside of bankruptcy, it could either avoid bankruptcy or take
steps (such as changing the capital structure or lending less in the first in-

17. Id. at 52–53.
18. See Edward R. Morrison, Bargaining Around Bankruptcy: Small Business Workouts and
State Law, 38 J. LEGAL STUD. 255, 256 (2009).
19. See id.
20. See id.
21. Anthony J. Casey, The Creditors’ Bargain and Option-Preservation Priority in Chapter 11, 78
U. CHI. L. REV. 759, 774 (2011).
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stance) to ensure that its nonbankruptcy alternative was more promising
or was sufficient to pay it in full.
All this, however, is likely beside the point. As the court in ResCap
shows, focusing mechanically on liquidation valuations at the time of the
petition (or, indeed, at any time) as the benchmark for the secured creditor’s rights is likely not the law.22 It is hard to reconcile with the Supreme
Court’s opinion in Associates Commercial Corp. v. Rash.23
Rash was a Chapter 13 case, but the decision turned on the Court’s
interpretation of section 506.24 It held that “the ‘proposed disposition or
use’ of the collateral is of paramount importance to the valuation question.”25 If Firm plans on remaining intact as a going concern, its value in a
liquidation outside of bankruptcy is not relevant, at least for purposes of
confirming a plan of reorganization. The court in ResCap held that a going-concern valuation was necessary for adequate protection purposes as
well, at least when the debtor planned a going-concern sale from the
start.26 If the debtor proposes to keep the assets intact, it cannot use a different and lower value for purposes of adequate protection.27
Even if the value of the senior lender’s right at the time of the petition provided the appropriate benchmark, one might still focus on the
amount actually realized in Chapter 11 if a going-concern sale takes
place there. Outside of bankruptcy, there might have also been a goingconcern sale that takes place on the same time scale and in much the
same fashion. The amount actually brought in bankruptcy is a decent
proxy for the amount that would have been generated from a nonbankruptcy sale. Given the difficulties of using other benchmarks, the party
who argues in favor of valuing the secured creditor’s right by some hypothetical disposition that never happened should bear the burden of explaining to the court why taking everyone down such a rabbit hole makes
sense.
III. VALUE CREATED IN BANKRUPTCY
Sexton v. Dreyfus affirms a principle found in traditional bankruptcy
law, but not in the equity receivership. This should come as no surprise.
Sexton is a useful doctrine when the typical security interest extends only
to a specific asset of the debtor, such as its equipment, accounts, or inventory, and the bankruptcy itself is run for the benefit of the general
22. See Official Comm. of Unsecured Creditors ex rel. the Estates of the Debtors v. UMB Bank,
N.A. (In re Residential Capital, LLC), 501 B.R. 549, 593 (Bankr. S.D.N.Y. 2013).
23. 520 U.S. 953 (1997).
24. Id. at 955–56.
25. Id. at 962.
26. In re Residential Capital, 501 B.R. at 551.
27. As the court noted, some cases point in the other direction. See, e.g., id. at 594 n.33 (citing In
re Scotia Dev., LLC, No. 07–20027, slip op. at 23–24 (Bankr. S.D. Tex. July 7, 2008) (“With noncash
property, the interest that secured creditor has a right to is the right to foreclose. Therefore, the case
law suggests that the appropriate value to protect is the foreclosure value of the property and not the
fair market value of the property.”), aff’d in part, In re SCOPAC, 624 F.3d 274, 285–86 (5th Cir. 2010).
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creditors.28 It makes little sense when, as in the case of equity receiverships, the capital structure consists almost exclusively of secured debt,
some of which extends to all the assets of the firm. The pervasiveness of
secured debt in large-firm Chapter 11s makes them more like equity receiverships. It may be for this reason that Sexton plays such a small role
in modern reorganization law.
To return to the hypothetical, the creditor in the position of Lender
is often a second lienholder. The only general creditors are a handful of
trade creditors, and everyone may agree it makes sense to pay them in
full. The reorganization is about the capital structure. The Chapter 11
process will be largely invisible to the rest of the world. Firm once again
can be sold outside of bankruptcy for only $100 but is worth $100, $200,
or $300 inside. It would seem odd to hold that, even though Bank is owed
$150, it should receive only a package of rights worth $100 and that it
should have to share whatever is realized in excess of that amount with
Lender.29 At the moment the petition is filed, Bank and Lender both understand that the best way to maximize Firm’s value is to reorganize it in
Chapter 11. That Firm is worth only $100 outside of bankruptcy is neither here nor there. No one thinks that course is sensible.
From this perspective, assuming still that one is committed to taking
stock of things at the moment of the petition, Bank’s secured claim is
worth $150. At the time the petition is filed, Firm is worth, in expectation, $200, and Bank is first in line. To provide Bank with adequate protection, it must be given a package of rights worth $150. Indeed, if Bank
were owed $200 and the law mandated benchmarking rights at the time
of the petition, the debtor must give Bank the entire upside in order for
Bank to have a bundle of rights equal to the value of its secured claim.
As long as one is committed to treating the filing of the petition as a
recognition event, this result follows.
This approach to assessing the rights of the secured creditor suffers
from conspicuous weaknesses. Under these facts, neither Lender nor
anyone other than Bank would trigger the bankruptcy in the first place.
Moreover, it requires a valuation of Firm at the outset of the case. It may
make more sense that Bank should have no right to assert its priority
over Lender until the reorganization runs its course. Doing this would
require rejecting Sexton and put off the day of reckoning until the time of
the reorganization.
This idea can be illustrated with one more variation. Firm is again
worth $100, $200, or $300 with equal probability, but Bank is owed $250
and a going-concern sale is not possible. In expectation, Firm is not
worth enough to pay Bank in full. The most sensible reorganization regime, or at least the one most similar to today’s regime, is one in which
28. See Sexton v. Dreyfus, 219 U.S. 339, 345–46 (1911).
29. Bank and Lender might have an intercreditor agreement that subordinates Lender to Bank.
This would reproduce the original division, but it begs the question: why should there be a bankruptcy
rule that parties would negate if they could?

Page 336

BAIRD.DOCX (DO NOT DELETE)

856

4/3/2015 1:41 PM

UNIVERSITY OF ILLINOIS LAW REVIEW

[Vol. 2015

Lender has a continuing stake in Firm, even though in expectation Firm
will not be able to pay Bank in full. The option value of Lender’s claim is
not extinguished until the plan is confirmed.
As long as the collateral is not declining in value and a reasonable
reorganization is in prospect, the relative positions of Bank and Lender
remain in place throughout the reorganization. If Firm turns out to be
worth $300, Bank will be paid in full, and Lender will receive $50. Bank
stands to lose if Firm proves to be worth only $100 or $200, but this is also true outside of bankruptcy as long as there is no foreclosure or other
event that forces a reckoning. We take stock only at the time the plan is
confirmed.
This way of looking at Chapter 11 is largely consistent with modern
practice. It does, however, ignore a fundamental characteristic of security
interests under nonbankruptcy law.30 We conventionally talk about the
rights of a senior creditor in terms of its position within the capital structure of the firm as a whole. There are different tranches, and those in the
higher tranches are entitled to be paid before those in the lower ones.
The law, however, allows priority to be established only with respect to
each of its assets, not with respect to the firm as a whole.31
A secured creditor’s right is asset-based.32 A creditor is truly senior
to another creditor in a firm only to the extent that it has perfected a security interest in each and every asset of the firm. Moreover, even if assets are not valued until the plan is confirmed, the secured creditor’s priority is limited to assets in which it had a perfected security interest at the
time the petition was filed or assets acquired with the proceeds of that
security interest.33
These legal priniciples are long settled, and, for this reason,
ResCap’s treatment of postpetition goodwill is unremarkable. The secured creditor group in ResCap did not have a security interest (or, at
least, not an in-the-money security interest) in the principal assets of the
business that was sold.34 It enjoyed a senior security interest only in the
goodwill of the business.35 Money spent to generate postpetition goodwill
did not come from (or at least was not shown to come from) its collateral.36
A simple hypothetical captures these dynamics. Bank has a security
interest in Firm’s goodwill. For its part, Lender has a security interest in
some cash and in a highly specialized machine that is worthless unless
Firm is kept intact. Lender desperately wants Firm to remain in business
with its reputation intact. If Firm loses its customers, Lender’s own col30. See Janger, supra note 1, at 592.
31. Id.
32. Id.
33. U.C.C. § 9-203 (2002).
34. Official Comm. of Unsecured Creditors ex rel. the Estates of the Debtors v. UMB Bank,
N.A. (In re Residential Capital, LLC), 501 B.R. 549, 582 (Bankr. S.D.N.Y. 2013).
35. See Janger, supra note 1, at 612.
36. In re Residential Capital, 501 B.R. at 612.
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lateral is worthless. Lender is quick to agree that the debtor can use its
cash collateral to preserve the good reputation of Firm. Doing so is money well spent. It enhances the value of Lender’s collateral. As a result,
the value of Firm’s goodwill rises. Bank should not be able to assert any
rights in this goodwill created postpetition with Lender’s cash.
The increase in goodwill does not flow from Bank’s prepetition security collateral, but rather from Lender’s. The facts of ResCap are considerably more complicated, but the same dynamic was at work. There is
some language in the opinion that seems to limit the right of secured
creditors only to postpetition accretions of value due entirely to their
prepetition collateral,37 but this is neither necessary to the result of the
case nor is it the major thrust of the opinion. Other stakeholders held
senior security interests in assets (such as ResCap’s servicing rights)
whose value turned in large measure on ResCap continuing as a going
concern.38 They had every reason to have their collateral invested in enhancing ResCap’s goodwill, and the junior noteholders could not show
that any of their own prepetition collateral was responsible for increase
in the value of the goodwill. Given this failure, the extent to which a secured creditor can enjoy accretions in the value of postpetition goodwill
when it is only partially responsible for them was not in play.
ResCap underscores the principle that priority attaches to discrete
assets, not to a firm’s assets as a whole.39 To the extent that a secured
creditor cannot show that an asset that was acquired postpetition arises
from its collateral, it cannot claim a security interest in it. Because
ResCap involved a case of a junior secured creditor who did not have a
security interest in all of Firm’s assets, this feature of the law was manifest. In many cases, however, it is not.
Revised Article 9 went a long way to making it possible to take a
security interest in all of a firm’s personal property. Creditors can also be
confident of priming others through structural priority.40 An operating
company can be dropped into a subsidiary.41 A creditor can take a security interest in the equity of the subsidiary and insist that other institutional debt be incurred at the parent level.42 Once a creditor perfects its security interest in the parent’s equity in the operating company, it can be
confident it is senior to other institutional creditors.43 With respect to
some types of collateral, such as FCC licenses or patents or copyrights or
real property, perfecting security interests is difficult or uncertain. In
such cases, a subsidiary can be created to hold just these assets and the

37. Id.
38. Id. at 594.
39. See Richard M. Hynes, Reorganization as Redemption, 6 VA. L. & BUS. REV. 183, 230 n.214
(2011); see also In re Residential Capital, 501 B.R. 549.
40. George H. Singer, The Lender’s Guide to Second-Lien Financing, 125 BANKING L.J. 199, 202
(2008).
41. See Douglas G. Baird, Security Interests Reconsidered, 80 VA. L. REV. 2249, 2257 (1994).
42. Id.
43. See id.
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secured creditor can take a security interest in the equity and ensure that
no one extends credit to the subsidiary.
If a secured creditor has a fully perfected security interest in everything of value to Firm, including all of its cash, any assets acquired postpetition necessarily are proceeds of its collateral. To be sure, the proceeds might have been derived in part from the work of Firm’s
employees, but this work was paid for with the cash in which the senior
creditor had a security interest. The secured creditor may not be able to
show exactly how Firm generated value prepetition, but as only assets in
which it had a security interest were responsible for the value generated
postpetition, it does not need to.
It is as if Firm consisted of robotic machines on a desert island. No
person and no thing ever comes or leaves, apart from fungible raw materials bought at market price and final products shipped to customers. As
long as a creditor has a senior security interest in everything at the moment the petition was filed, any increase in value during the bankruptcy
belongs to this creditor. There is no other source from which the value
might have come.
Because priority is tied to discrete assets, complications can arise. It
is rarely possible to lock up all the assets. Some liens may be contested or
doubtful. There is a long-standing undercurrent in both the case law and
the scholarship that blanket security interests compromise the rights of
general creditors.44 In the view of some, gaps in the coverage of a secured
creditor are to be celebrated.45 Firms are greater than the sum of their
parts. There is synergy among the assets that the bankruptcy preserves.
One can argue that this synergy is not “property” at the time the petition
is filed. The secured creditor lacks any means to levy upon it, and it
makes sense for others to be able to lay claim to it. The secured creditor
is entitled only to its collateral and perhaps the discrete assets that are
associated with it. The secured creditor should not be able to lay first
claim to anything more.46 There is no reason for it be able to advance its
position absolutely to the exclusion of other stakeholders.
As noted, this argument may overstate how much value bankruptcy
adds and how much is left for other stakeholders in the typical case.
Nonbankruptcy rights are too often equated with piecemeal liquidation
in a foreclosure sale. Nevertheless, this view is firmly rooted in traditional accounts of bankruptcy. The opposite view starts with the notion that
the asset-based view of bankruptcy is a bug rather than a feature. From
an investor’s perspective, a firm is itself a black box that produces a
stream of cash over time.

44. See, e.g., Zartman v. First Nat’l Bank of Waterloo, 82 N.E. 127, 128 (N.Y. 1907) (finding that
a security interest in future earnings would “deprive the unsecured creditor of the fund, upon the faith
of which he may have given credit”).
45. See Michelle M. Harner, The Value of Soft Variables in Corporate Reorganizations, 2015 U.
ILL. L. REV. 509.
46. For a forceful defense of this idea, see id.
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Different investment instruments are simply different divisions of
this income stream. That the firm consists of many different components
makes it no different from a machine. Those who invest their capital
should be able to divide the income stream that comes from other components without having to trouble themselves with what is inside the
black box. That unsecured institutional investors are left with nothing in
bad states of the world should not be troubling. They should enjoy a
market rate of return and can protect themselves by holding a diversified
portfolio.
A firm in economic distress affects many stakeholders, but, according to this view, carving something out of a secured creditor’s collateral
in bankruptcy for redistribution to others makes little sense. In large corporate reorganizations, the beneficiaries of a carve-out will be other institutional investors.47 Rates of return will be adjusted, and all will continue to enjoy a market return. Such a carve-out does little for small
stakeholders, given that the vast, vast majority of firms that fail never file
for Chapter 11.48 One likely effect of a carve-out is to reduce the number
of bankruptcies. Small stakeholders are left no better off. Indeed, they
may be worse off if the firm’s chances of surviving outside of bankruptcy
go down.
The question whether the secured creditor’s right attaches to the
whole or has to be broken into its discrete components can arise in many
ways. Indeed, it arose explicitly in ResCap in an altogether different context. ResCap operated as a single economic unit, but its legal structure
was intricate. It was a complicated network composed of many legal entities.49 The junior secured creditors’ collateral package was spread
throughout these firms.50 The sort of adequate protection it received
turned on whether each legal entity was looked at separately or whether
each was treated along with the others as part of a common pool.
A variation on the facts illustrates one of the possible issues that can
arise.51 Imagine that there is a holding company with three subsidiaries.
Bank loans $30 to the corporate group. Each of the subsidiaries is liable
for the entire debt and grants Bank a senior security interest in all its assets. At the time of the petition, Sub A is worth $20, Sub B is worth $10,
and Sub C is worth $5. Each of the subsidiaries is hopelessly insolvent. If
one looks at Firm as a whole, Bank has collateral worth $35 and is owed
$30. It is entitled to interest on its $30 loan until its cushion is exhausted.

47. See, e.g., id. at 529–30 n 94.
48. More than 500,000 firms fail each year; fewer than 10,000 enter Chapter 11. See Morrison,
supra note 18, at 255.
49. See Official Comm. of Unsecured Creditors ex rel. the Estates of the Debtors v. UMB Bank,
N.A. (In re Residential Capital, LLC), 501 B.R. 549, 561 (Bankr. S.D.N.Y. 2013).
50. Id. at 558.
51. Here I am drawing explicitly on Tony Casey’s work. See Anthony J. Casey, The New Corporate Web: Tailored Entity Partitions and Creditors’ Selective Enforcement, YALE L.J. (forthcoming
2015) (manuscript at 37), available at http://ssrn.com/abstract=2510204 (examining variations on the
common theme in Part II.B).
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This was the reasoning of the court in ResCap.52 It is consistent with a
number of recent opinions that focus on the corporate enterprise, rather
than the discrete legal entities that constitute it.53 But one could take
quite a different view. None of the entities has enough assets to pay off
the entire debt of $30. One can argue that each subsidiary owes Bank $30
and none has assets equal to that amount. Hence, Bank is undersecured
with respect to each of its debtors and is entitled to no interest.54
Whether one looks at a secured creditor as holding the discrete
parts worth less than the going concern or whether it enjoys a right to the
first cashflows of the firm is a debate that will undoubtedly continue. Resolving these competing views is virtually impossible. Both sides cling to
their views as if they were articles of religious faith. On the one hand are
those who believe that when stock is taken in bankruptcy, no one should
be able to enjoy the assets to the absolute exclusion of other stakeholders. On the other hand are those who believe that stakeholders have a
place in line, and the bankruptcy reckoning should respect it. The gap between these two views is likely unbridgeable.55 Ironically, the common
ground between these two views—that bankruptcy itself is a day of reckoning—is itself suspect.
IV. OPTION VALUE AND BANKRUPTCY
Instead of having a day of reckoning at the time of the petition or at
the time of the reorganization, consider a world in which bankruptcy is
not considered a recognition event at all.56 Without a day of reckoning,
there is never a time at which Bank’s rights need to be valued for purposes of adequate protection. Bank remains a participant in the venture.
As long as Firm continues, Bank enjoys the right to take advantage of
Firm’s value as a going concern (even if it could not realize this value
outside of bankruptcy). But, the benefit comes with a catch; unless Bank
can persuade the court that a reorganization is not in prospect, Bank
must continue to accept Lender as a co-venturer. Lender is not wiped out
even if, at the time the plan is confirmed, the discounted present value of
Firm leaves nothing for Lender.
To return to our example, Firm is worth $100, $200, or $300 with
equal probability, and Bank is owed $200. At the time the plan is con52. In re Residential Capital, 501 B.R. at 561.
53. In re Gen. Growth Props., Inc., 409 B.R. 43, 63 (Bankr. S.D.N.Y. 2009); see JPMorgan Chase
Bank, N.A. v. Charter Commc’ns Operating, LLC (In re Charter Commc’ns), 419 B.R. 221, 251
(Bankr. S.D.N.Y. 2009). Treating the corporate group as the relevant entity for bankruptcy purposes
benefits any creditor whose claim is against the corporate group and to the disadvantage of those creditors, especially secured creditors, whose rights are against only one entity.
54. Making this argument, however, is not as easy as it might seem. The $30 debt can be collected only once, and the assets of each of the subsidiaries include rights of equitable subrogation and contribution. As long as Bank can assert a security interest in these, it may end up in the same place even
if the entities are viewed as distinct.
55. These conflicting views of bankruptcy are analyzed in Douglas G. Baird, Bankruptcy’s Uncontested Axioms, 108 YALE L.J. 573 (1998).
56. See Casey, supra note 21, at 772.
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firmed, however, Firm’s fate is still unknown. Firm’s expected value is
only $200, but if bankruptcy is not a day of reckoning, then Lender is entitled to the value associated with the possibility that Firm might be
worth $300 some day. There still exists the possibility that there will be
enough to pay Bank in full and still leave something for Lender. A plan
could recognize the option value of Lender’s out-of-the-money interest
by giving Lender cash or a share of Firm equal to the value of the option.
The plan could also do it by giving Lender a warrant. In the former case,
Bank would have to pay Lender $33 or give it a one-sixth stake in Firm.
In the second case, Lender would be given a call option to buy the equity
of Firm with a strike price of $200. The option would not expire until
Firm’s fate was clear and everyone knew whether it was worth $100,
$200, or $300.
This treatment of Lender cannot be done under existing law over
Bank’s objection. The absolute priority rule requires extinguishing junior
claims at the time of plan confirmation unless the assets are worth more
than what Bank is owed.57 Nevertheless, consensual plans regularly recognize the option value of junior interests through the issuance of warrants and other junior securities.58 There is a growing tendency, at least
among law-and-economics scholars, to think it sensible to recognize option value in bankruptcy.59 Moreover, the American Bankruptcy Institute’s Commission to Study the Reform of Chapter 11 included the protection of option value of junior creditors as one of its principal
recommendations.60
A day of reckoning produces a tension between junior and senior
stakeholders that is often counterproductive.61 Giving options to junior
stakeholders is a way of minimizing this tension. Once the option value
of their interests is respected, junior stakeholders have no incentive to
delay the time of the reorganization. Moreover, if the entity that emerges
will be publicly traded, there is no need to have any judicial valuation in
the bankruptcy at the time the firm is reorganized.62
It is possible, at least conceptually, not to treat the reorganization as
a moment of reckoning at all. The benefits and costs of bankruptcy can
be distributed among investors in the same way as the costs and benefits
of any other decision. Bank and Lender have a stake in a common ven-

57. See 11 U.S.C. § 1129(b) (2012).
58. Douglas G. Baird & Donald S. Bernstein, Absolute Priority, Valuation Uncertainty, and the
Reorganization Bargain, 115 YALE L.J. 1930, 1966 (2006); Casey, supra note 21, at 803.
59. Casey, supra note 21, at 777.
60. See AMERICAN BANKRUPTCY INSTITUTE, COMMISSION TO STUDY THE REFORM OF
CHAPTER 11 2012–2014: FINAL REPORT AND RECOMMENDATIONS 207–11 (2014), available at https://
abiworld.app.box.com/s/vvircv5xv83aavl4dp4h.
61. Baird & Bernstein, supra note 58, at 1939.
62. Donald Bernstein has pointed out that giving warrants to junior creditors can eliminate the
need for valuations even when the warrants must be exercised as soon as Firm is publicly traded and
the market has had a chance to assess Firm’s value.
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ture. We see the same principle at work in admiralty. In admiralty law,
there is the rule of the general average.63
During the middle of a storm at sea, it is in everyone’s joint interest
that the heaviest and least valuable cargo is dumped overboard, but the
owner of this cargo will want to keep it from happening. The rule of the
general average shares the losses incurred when the captain throws cargo
overboard, and these losses are ratably shared by all those whose cargo is
being transported.64 The rule of the general average naturally flows from
the ex ante bargain that those entrusting their cargo would have with the
captain. It is in everyone’s joint interest that the captain acts in a way that
maximizes the value of the entire ship.65
There is no particular reason to change the priority rights of two investors in a venture vis à vis each other in the venture merely because the
debtor needs a new capital structure. To anyone familiar with modern
corporate finance, it should not seem at all strange to have a reorganization regime in which the claims of a senior creditor are converted into
equity subject to a call option. An investor who holds equity and has sold
a call option at a particular price is in the same economic position as a
lender who has lent a fixed amount of money. A reorganization regime
that transforms the capital structure in this fashion allows a firm to gain a
capital structure that better suits its circumstances and keeps the financial position of the senior creditor the same. This point—that those with
senior positions have effectively sold junior investors call options—has
long been a commonplace of modern finance theory.66 Less appreciated,
however, is the way in which the ability to transform investment instruments in this fashion undercuts much of the case for the absolute priority
rule.
Recognizing the option value of junior interests would be a radical
change from existing law. Nevertheless, it is important to understand that
existing Chapter 11 practice already moves in this direction. It recognizes
option value up until the moment of plan confirmation. This is itself a
significant departure from the principle of Sexton v. Dreyfus. In many instances, postpetition assets are part of the adequate protection package.
Questions about whether other assets were used to enhance the value of
the collateral do not arise because of the section 506(c) waiver67 given
when the carve-out is negotiated.
63. See CIA. Atlantica Pacifica, S.A. v. Humble Oil & Ref. Co., 274 F. Supp. 884, 887–88 (D.
Md. 1967).
64. See, e.g., id. at 898 (stating general average is “prima facie proof of (1) the losses, damages
and expenses which . . . are the direct consequence of a general average act, (2) the values attaching to
such losses, damages and expenses, and (3) the computations proportioning these losses, damages and
expenses between the parties to the venture”).
65. Thomas Jackson and Robert Scott were the first to show the parallel between the rule of the
general average and priority rules in bankruptcy. See Thomas H. Jackson & Robert E. Scott, On the
Nature of Bankruptcy: An Essay on Bankruptcy Sharing and the Creditors’ Bargain, 75 VA. L. REV.
155, 164–78 (1989).
66. Casey, supra note 21, at 759–60.
67. 11 U.S.C. § 506(c) (2012).
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The reorganization creates a new capital structure among those who
sit down at the table to negotiate. One does not assess the value of anyone’s rights using that person’s rights under state law as a benchmark.
Filing of the petition is not a day of reckoning. We allow the bankruptcy
process to be run for the benefit of the senior creditor and allow it to enjoy upside, but at the same time the junior creditor also enjoys upside until the plan of reorganization is confirmed. Many of the critiques of
Chapter 11 over the years have failed to recognize that the day of reckoning is already postponed.
The court in ResCap, of course, did not explore this foundational
question about reorganization law directly. It is worth noting, however,
that the argument justifying departing from Sexton—that making a restructuring a recognition event can be counterproductive—is at the heart
of the court’s analysis of another issue in ResCap.68
The secured creditors held notes that had previously been restructured.69 The principal amount of their notes was reduced from $1000 to
$800, but these notes traded at $613.75 on the day they were issued.70 If
the notes had been issued in exchange for a new loan, the difference between the $800 and $613.75 would be treated as unmatured interest. The
junior secured bondholders argued, however, that treating notes in a restructuring in this fashion discouraged nonbankruptcy workouts.71
The court agreed. The Second Circuit had already held that a note
could have been restructured in any number of ways that would alter the
rights of the parties without triggering the rules governing original issue
discount, even if the new notes traded at a substantial discount. This was
a case in which the face amount of the principal did not change.72 Changing the face amount of the note, in addition, should not make a difference. When notes are restructured, it is important that the face amount
of principal, even if reduced, should still be the amount of the claim in
bankruptcy. By refusing to apply the Original Issue Discount (OID)
rules, the court preserved the option value of the noteholders’ principal
claim to the extent of $800.73 Doing this made sense because it facilitated
the nonbankruptcy restructuring. Preserving option value might also facilitate bankruptcy restructurings for the same reason. Junior creditors
need not resist a reorganization on the ground that it will trigger a reckoning that lowers the value of their stake.

68. Official Comm. of Unsecured Creditors ex rel. the Estates of the Debtors v. UMB Bank,
N.A. (In re Residential Capital, LLC), 501 B.R. 549, 577 (Bankr. S.D.N.Y. 2013).
69. Id. at 576.
70. Id. at 576–77.
71. Id. at 579.
72. The Second Circuit established this principle in LTV Corp. v. Valley Fid. Bank & Trust Co.
(In re Chateaugay Corp.), 961 F.2d 378 (2d Cir. 1992).
73. See In re Residential Capital, 501 B.R. at 585–87.
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Chapter 11

Corrected and Modified Bench Ruling on
Confirmation of Debtors' Joint Chapter Plan
of Reorganization for Momentive Performance
Materials Inc. and its Affiliated Debtors.
BEFORE: HON. ROBERT D. DRAIN U.S. BANKRUPTCY
JUDGE
*1 Good afternoon. We are back on the record in In re
MPM Silicones, LLC. I had adjourned my bench ruling on
confirmation of the debtors' chapter 11 plan and the related
rulings in the three adversary proceedings to give the parties
another day to see if they could negotiate, as between the
first and the 1.5 lien holders and the debtors and the second
lien holders' representatives, any settlement of their issues. I
gather, since you're all here and looking fairly stony faced,
that hasn't happened?
Okay. All right. So, I will give you my ruling on confirmation.
I am going to give what will sound like a series of bench
rulings on five issues that remain open regarding confirmation
of the chapter 11 plan and, with respect to the subordination of
the senior subordinated unsecured notes, or the extent of that
subordination, and the extent of the so-called make-whole
provisions in the first and 1.5 lien indentures, in the three
related adversary proceedings covered by my prior order on
confirmation hearing procedures. The context of each of these
rulings, however, is my ruling on confirmation of the debtors'
chapter 11 plan, as it has been modified on the record a couple
of times during the confirmation hearing.
I have reviewed all of the evidence submitted in connection
with the debtors' request for confirmation of the plan, which
includes not only the live trial record of the four-day
confirmation hearing held last week, but also the declarations,
exhibits, including expert reports, and deposition testimony
that was admitted into evidence during that time. It's clear to
me that, except for the issues that I am about to rule on and the
one other issue that I ruled on last week, namely, the absolute
priority rule objection to confirmation of the plan raised by
the subordinated noteholders, which I decided in favor of the
debtors, there are no disputes as to the confirmation of the
plan. And, having reviewed the record, I am prepared to make
the findings under section 1129(a) of the Bankruptcy Code
required for confirmation, leaving aside, again, the five issues
that I am going to address this afternoon.
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I clearly have jurisdiction with regard to those issues, which
arise under sections 510(a), 502(b)(2), 506(b), 1129(a) and
(b) of the Bankruptcy Code, pursuant to 28 U.S.C. sections
157(a)-(b) and 1334(b), as these issues arise under the
Bankruptcy Code and in the chapter 11 case, let alone that
they're clearly related to the chapter 11 case.
As I noted, two of the issues also arise in three adversary
proceedings, and at least one of the parties in those
proceedings has stated, as required under the Local Rules,
its view that the Court lacks the power to issue a final
order or final determination of the issues in that proceeding.
Absent the Supreme Court's ruling in Stern v. Marshall,
131 S.Ct. 2594 (2011), there would be no question that I
have such power, as these are all core matters under 28
U.S.C. section 157(b)(2), each pertaining to confirmation of
the debtors' plan and/or the treatment of the claims of the
first lien holders, 1.5 lien holders, second lien holders and
subordinated noteholders.
*2 I continue to have the power to issue a final order on these
issues on a Constitutional basis under Stern v. Marshall. The
issues all involve fundamental aspects of the adjustment of
the debtor/creditor relationship. Colloquially, they pertain to
how the pie of the bankruptcy estate will be divided among
the groups of claimants that I just listed, not whether the estate
will be augmented by a claim against a third party. Moreover,
the issues clearly pertain to rights unique to bankruptcy law
under section 1129(b) of the Bankruptcy Code and sections
1129(a)(1) and 510(a) of the Code, as well as the treatment
of claims under sections 502(b)(2) and 506(b) of the Code.
Accordingly, under Stern v. Marshall, 131 S.Ct. 2618, I have
the power to issue a final order or determination on these
issues notwithstanding that this is an Article I, not an Article
III, court.
These rulings, as will ultimately be memorialized in an
order on confirmation as well as orders in respect of the
three adversary proceedings, in each case will be a final
determination by the Court.
Before I get to the rulings, I also want to note that I am
providing a bench ruling here in recognition of the need for a
prompt determination in this case of these issues, after having
established a complete record and thought about them, I hope,
thoroughly. These are ongoing businesses with thousands of
employees as well as hundreds if not thousands of creditors
and customers, and they deserve a prompt response. As I
noted yesterday, when I give a bench ruling, at times the

ruling can be lengthy with significant citation; and in those
instances I normally go over the transcript and reserve the
right to correct it not only as to inaccuracies by the court
reporter, but also as to content, whether I said something
ungrammatically, for example, or whether I wanted to say
something slightly differently. If I do edit the ruling on the
latter two grounds, I will separately file it as a modified bench
ruling. It won't be the transcript at that point; it will instead
be a modified bench ruling, although the holdings on these
issues won't change.
Let me turn to the first issue, which involves, as
noted, the extent of the subordination of the senior
subordinated unsecured notes. This issue comes up in
Adversary Proceeding No. 14–08238 under section 510(a)
of the Bankruptcy Code, which provides, “A subordination
agreement is enforceable in a case under this title to
the same extent that such agreement is enforceable under
applicable nonbankruptcy law.” It is also integral to the
Court's consideration of the debtors' request for confirmation
of the chapter 11 plan, because the plan has a specific
interpretation of the extent of the subordination of the senior
subordinated notes that the subordinated noteholders disagree
with and provides, based on that interpretation, that there will
be no distribution to the senior subordinated noteholders in
recognition of the debtors' view, supported by the second lien
holders, that their subordination agreement requires that any
distribution that would otherwise go to them would have to
be distributed instead to the second lien holders in full.
It thus serves as a gate-keeping issue for confirmation of
the plan, because section 1129(a)(1) of the Bankruptcy Code
provides that, to be confirmed, the plan must comply with
the applicable provisions of the Code, which include section
510(a).
The outcome hinges primarily if not entirely on interpretation
of the relevant agreement, the senior subordinated unsecured
note indenture, which, as all of the parties recognize, is
governed by New York law. They also recognize that, when
interpreting the indenture, the Court should apply basic New
York contract law. See In re AMR Corp., 730 F.3d, 88, 98
(2d Cir.2013), citing, among other cases, Sharon Steel Corp.
v. Chase Manhattan Bank N.A., 691 F.2d 1039, 1049 (2d
Cir.1982).
*3 Those basic contract interpretation principles are well
established. Under New York law, the best evidence, and,
if clear, the conclusive evidence, of the parties' intent, is
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the plain meaning of the contract. Thus, in construing a
contract under New York law, the Court should look to its
language for a written agreement that is complete, clear, and
unambiguous on its face; and, if that is the case, it must
be enforced according to its plain terms. J. D'Addario &
Company Inc. v. Embassy Industries, Inc., 20 N.Y.3d 113,
118 (2012); Greenfield v. Philles Records Inc., 98 N.Y.2d
562, 569 (2002).
A contract is ambiguous if its terms are “susceptible to
more than one reasonable interpretation.” Evans v. Famous
Music Corp., 1 N.Y.3d 452, 458 (2004); see also British
International Insurance Co. v. Seguros La Republica, S.A.,
342 F.3d 78, 82 (2d Cir.2003), stating, “an ambiguity exists
where the terms of the contract could suggest more than one
meaning when viewed objectively by a reasonably intelligent
person who has examined the context of the entire integrated
agreement and who is cognizant of customs, practices, usages
and terminology as generally understood in the particular
trade or business.”
Thus, while in instances of ambiguity the Court may look to
parole evidence, if the agreement on its face is reasonably
susceptible to only one meaning, that meaning governs; a
court is not free to alter the contract to reflect its personal
notions of fairness and equity. Greenfield v. Philles Records
Inc., 98 N.Y.2d at 569; see also In re AMR Corp., 730 F.3d
at 98.
Some additional points are worth emphasizing before
proceeding to the language of the indenture itself. As noted in
several of the foregoing authorities, the context of the entire
agreement is important. The courts have cautioned (including
when construing subordination language) that one should not
take an isolated provision that might be susceptible to one or
more readings out of context, but should apply it instead in
the context of the entire agreement, or construe it in a way that
is plausible in the context of the entire agreement. See, for
example, Barclays Capital, Inc. v. Giddens, 2014 U.S.App.
LEXIS 15009, at *21 (2d Cir. Aug. 5, 2014); In re Tribune
Company, 472 B.R. 223, 255 (Bankr.D. Del. 2012), aff'd in
part, vacated in part on other grounds, 2014 U.S. Dist. LEXIS
82782 (D. Del. June 18, 2014).
It is also fundamental that every word of the agreement
should, to the extent possible, be given a meaning, or, in other
words, one of the most basic interpretive canons is that a
contract should be construed so that effect is given to all of
its provisions and no part will be inoperative or superfluous

or of no significance. See, for example, LaSalle Bank N.A. v.
Nomura Asset Capital Corp. 424 F.3d 195, 206(2d Cir.2005);
Lawyers' Fund for Client Protection v. Bank Leumi Trust Co.
of New York, 94 N.Y.2d 398, 404 (2000).
It is also relevant, at least to confirm what appears to be an
unambiguous provision or set of provisions in a contract, to
consider the parties' interpretation of the contract in practice
before litigation with respect to the underlying issue. See,
for example, In re Actrade Financial Technologies, Ltd., 424
B.R. 59, 74 (Bankr.S.D.N.Y.2009), and In re Oneida, Ltd.,
400 B.R. 384, 389 (Bankr.S.D.N.Y., 2009), aff'd 2010 U.S.
Dist. LEXIS 6500 (S.D.N.Y. January 22, 2010).
Finally, the Court may be assisted in its understanding of
the context of the contract by third party commentaries,
particularly by seemingly nonpartisan industry groups like the
ABA. See, for example, In re Metromedia Fiber Network,
Inc., 416 F.3d 136, 139–40 (2d Cir.2005), as well as, at
least when a contract's meaning is being clarified in context,
Quadrant Structured Products Co., Ltd. v. Vertin, 2014 N.Y.
LEXIS 1361, at *31–2 (N.Y. June 10, 2014).
*4 Having laid out these basic contract interpretation
principles, let me turn to the language of the senior
subordinated unsecured note indenture itself, noting first
that both sides in this dispute have taken the position that
these terms, although their import is disputed, are, in fact,
unambiguous and susceptible to a plain meaning reading.
The operative paragraph providing for the subordination of
the senior subordinated unsecured notes is Section 10.01 of
the indenture, which provides in relevant part, “The Company
[meaning the issuer/debtor] agrees, and each Holder, by
accepting a Security agrees, that the Indebtedness evidenced
by the Securities, is subordinated in right of payment, to
the extent and in the manner provided in this Article 10, to
the prior payment in full of all existing and future Senior
Indebtedness of the Company and that the subordination is for
the benefit of and enforceable by the holders of such Senior
Indebtedness. The Securities shall in all respects rank pari
passu in right of payment with all the existing and future Pari
Passu Indebtedness of the Company and shall rank senior
in right of payment to all existing and future Subordinated
Indebtedness of the Company; and only Indebtedness of the
Company that is Senior Indebtedness of the Company shall
rank senior to the Securities in accordance with the provisions
set forth herein.”
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“Indebtedness” is defined in the indenture at page 19 as “(1)
the principal and premium (if any) of any indebtedness”—
lower case i—“of such Person whether or not contingent,
(a) in respect of borrowed money, (b) evidenced by bonds,
notes debentures or similar instruments or letters of credit or
banker's acceptances (or, without duplication, reimbursement
agreements in respect thereof), (c) representing the deferred
or unpaid purchase price of any property,” and other types of
debt not relevant hereto;

with respect to any asset, any mortgage, lien, pledge, charge,
security interest or encumbrance of any kind in respect of such
asset, whether or not filed, recorded or otherwise perfected
under applicable law (including any conditional sale or other
title retention agreement, any lease in the nature thereof, any
option or other agreement to sell or give a security interest in
and any filing of or agreement to give any financing statement
under the Uniform Commercial Code (or equivalent statutes)
of any jurisdiction).”

and then, in paragraph (2), “to the extent not otherwise
included, any obligation”—lower case o—“of such Person to
be liable for, or to pay, as obligor, guarantor or otherwise,
on the Indebtedness of another Person (other than by
endorsement of negotiable instruments for collection in the
ordinary course of business);

*5 Clearly, liens differ from indebtedness in common
parlance and as defined in the indenture. Liens have a life of
their own; they are not a characteristic of indebtedness but,
rather, secure it.

“(3) to the extent not otherwise included, Indebtedness
of another Person secured by a Lien”—uppercase L—“on
any asset owned by such Person (whether or not such
Indebtedness is assumed by such person); provided, however,
that the amount of such Indebtedness will be the lesser of:
(a) the Fair Market Value of such asset at such date of
determination, and (b) the amount of such Indebtedness of
such other Person;”
and then (4), another type of indebtedness that is not relevant
here; and there is a proviso that's also not relevant here,
with respect to contingent obligations as deferred or prepaid
revenues of purchase price holdbacks.
It is clear, therefore, from a plain reading of Section
10.01 of the indenture and the definition of “Indebtedness”
that the indenture and, in particular, its subordination
provision, provides for debt or claim subordination, not lien
subordination.
There is a good example in the record of lien subordination,
which I will get to, in the form of the Intercreditor
Agreement among the second lien holders and the senior
lien holders, as well as the debtors. However, it is clear
from the subordination provision of Section 10.01 and the
definition of “Indebtedness” that I previously quoted that the
subordination of the senior subordinated unsecured notes is
a subordination in respect of the payment of debt, and that
the parties distinguished liens, which secure indebtedness,
from indebtedness itself in several instances in the indenture,
including in the definition of “Indebtedness” and “Lien,”
which is found on page 21 of the indenture: “ ‘Lien’ means

Under Section 10.01 of the indenture, the senior subordinated
noteholders have subordinated their right to payment of
the debt owed to them to the extent provided for in
the indenture to the prior payment in full of all existing
and future “Senior Indebtedness.” The issue comes down
to, then, in large measure, the definition of “Senior
Indebtedness” found at page 32 of the indenture, which
provides, “ ‘Senior Indebtedness' means all Indebtedness and
any Receivables Purchase Option of the Company or any
Restricted Subsidiary, including interest thereon (including
interest accruing on or after the filing of any petition in
bankruptcy or for reorganization relating to the Company
or any Restricted Subsidiary at the rate specified in the
documentation with respect thereto, whether or not a claim
for post-filing interest is allowed in such a proceeding)
and other amounts (including fees, expenses, reimbursement
obligations under letters of credit and indemnities) owing
in respect thereof, whether outstanding on the Issue Date
or thereafter incurred, unless the instrument creating or
evidencing the same or pursuant to which the same is
outstanding expressly provides that such obligations are
subordinated in right of payment to any other Indebtedness of
the Company or such Restricted Subsidiary, as applicable.”
That last clause is the first proviso to “Senior Indebtedness.”
That is, Senior Indebtedness means all Indebtedness “unless
the instrument creating or evidencing the same or pursuant
to which the same is outstanding expressly provides that
such obligations are subordinated in right of payment to
any other Indebtedness of the Company.” In other words,
this first proviso states that indebtedness under the senior
subordinated unsecured notes will not be subordinated to
indebtedness under instruments that expressly provide that
such indebtedness is itself subordinated debt.
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Next, the indenture's definition of “Senior Indebtedness”
sets forth a series of other exceptions or provisos, stating,
“provided, however, that Senior Indebtedness shall not
include, as applicable: (1) any obligation of the Company to
any Subsidiary of the Company other than any Receivables
Repurchase Obligation or any Subsidiary of the Company to
the Company or any other Subsidiary of the Company [that
is, intercompany debt is not Senior Indebtedness];
“(2) any liability for Federal, state, local, or other taxes owed
or owing by the Company or such Restricted Subsidiary [that
is, tax obligations are not Senior Indebtedness];
“(3) any accounts payable or other liability to trade
creditors arising in the ordinary course of business
(including guarantees thereof or instruments evidencing such
liabilities)” [that is, trade debt is not Senior Indebtedness];
“(4) any Indebtedness or obligation of the Company or any
Restricted Subsidiary that by its terms is subordinate or junior
in any respect to any other Indebtedness or obligation of
the Company or such Restricted Subsidiary, as applicable,
including any Pari Passu Indebtedness;
*6 “(5) Any obligations with respect to any Capital Stock; or
“(6) any Indebtedness Incurred in violation of this Indenture,
but as to any such Indebtedness Incurred under the Credit
Agreement, no such violation shall be deemed to exist
for purposeless of this clause (6) if the holders of such
Indebtedness or their Representative shall have received an
Officer's Certificate to the effect that the Incurrence of such
Indebtedness does not (or, in the case of a Revolving Credit
Facility thereunder, the Incurrence of the entire committed
amount thereof at the date on which the initial borrowing
thereunder is made, would not) violate this Indenture.”
The subordinated noteholders contend that clause (4) of the
definition of “Senior Indebtedness” which I have just quoted
provides that (notwithstanding clause 4's failure to refer
to liens) any indebtedness that would otherwise be Senior
Indebtedness would not have the benefit of the indenture's
subordination provision because of the fact that it is secured
by a junior lien
Again, clause (4) to this series of additional provisos
to the definition of “Senior Indebtedness” excludes any
“Indebtedness or obligation of the Company or any Restricted

Subsidiary that by its terms is subordinate or junior in
any respect to any other Indebtedness or obligation of the
Company or such Restricted Subsidiary, as applicable.”
The subordinated noteholders contend (and it is basically their
only argument) that the foregoing “junior in any respect”
language would pick up, given the broad meaning of “in any
respect,” liens that are junior to other liens, and accordingly,
indebtedness secured by such liens.
The debtors disagree, arguing that, when viewed pursuant
to the contract interpretation principles that I have stated,
clause (4) of this second group of provisos to the definition
of “Senior Indebtedness” pertains only to debt subordination
and not to lien subordination, consistent with the distinction
throughout the indenture between liens and debt, on the one
hand, and liens that secure such obligations, on the other,
starting with Section 10.01.
After reviewing the indenture and the commentaries and other
documents that were admitted into evidence in connection
with this dispute, I agree with the debtors' interpretation
of clause (4). I do so for a number of reasons, but
primarily because of the wording of the clause itself and the
fundamental contract interpretation principle that no material
term of an agreement should be superfluous under one party's
construction where it has a meaning under the other's, or, in
other words, that the contract should be read to give effect
to all of its provisions. See, again, LaSalle National Bank
Association v. Nomura Asset Capital Corp., 424 F.3d at 206;
Lawyers' Fund for Client Protection v. Bank Leumi Trust Co.,
94 N.Y.3d at 404.
Under the definition of Senior Indebtedness that I've
quoted, the parties first excluded Indebtedness where “the
instrument creating or evidencing the same or pursuant to
which the same is outstanding expressly provides that such
obligations are subordinated in right of payment to any other
Indebtedness of the Company.” Then, in clause (4) of the
definition, the parties further excluded “any Indebtedness
or obligation of the Company or a Restricted Subsidiary
that by its terms is subordinated or junior in any respect
to any other Indebtedness or obligation of the Company.”
The subordinated noteholders' reading of clause (4) would
swallow up the first exclusion that I have quoted. That is,
under their interpretation, as long as any rights of a creditor
are junior to any other creditor's rights, such as in respect
of a junior-in-time or junior-by-agreement lien, the creditor's
indebtedness is not Senior Indebtedness entitled to the benefit
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of section 10.01. This broad reading of the exclusion in clause
(4) would render the definition's first exclusion of expressly
contractually subordinated debt superfluous.
*7 On the other hand, the debtors' interpretation of clause
(4), which is that it applies to obligations that are by their
terms subordinate even if not expressly so stated in the
instrument creating the obligation, permits both exceptions
to “Senior Indebtedness” to have a separate purpose. For
example, obligations made subordinate to other obligations
in a separate agreement, like an intercreditor agreement,
or obligations that do not expressly state that they are
subordinate to other obligations but are so by their terms,
such as a “last out” facility in which one tranche of debt is
to be paid after the rest of the debt under the same note,
would fall within clause (4)'s exception but not into the
first, introductory exception under the debtors' reading of the
definition of Senior Indebtedness.
The debtors' interpretation also tracks the plain terms of
clause (4), noting the difference between a debt and a lien that
secures a debt. Thus clause (4) excepts from the definition
of “Senior Indebtedness” “any Indebtedness or obligation of
the Company or a Restricted Subsidiary that by its terms is
subordinate or junior in any respect to any other Indebtedness
or obligation.” (Emphasis added.) The highlighted word “its”
refers to the terms of the Indebtedness or the obligation—
which are separate from the terms of a lien, mortgage, security
interest, encumbrance, etc.—as being junior to any other
Indebtedness or obligation, not to the terms of a lien being
junior to any other lien.
The debtors also correctly point out that the commentary
to the ABA model subordinated unsecured note indenture,
appearing in Committee on Trust Indentures and Indenture
Trustees ABA Section of Business Law, “Model Negotiated
Covenants and Related Definitions,” 61 Bus. Law. 1439
(Aug.2006), states that the form of clause (4) should
be omitted if the obligor is “issuing junior subordinated
securities.” Id. at 62. Again, that is, the emphasis is on debt
subordination, not lien subordination, junior subordinated
securities being debt that is subordinated in any way by its
terms to other debt. The commentary does not state that the
clause should alternatively be omitted if the subordinated debt
is intended to be pari passu with debt secured by a lien junior
to another lien granted by the issuer.
The debtors' reading is also consistent with the rest of the
indenture and the context of its subordination provision.

The rationale, according to the subordinated noteholders,
of an additional carve-out from Senior Indebtedness for
indebtedness secured by a junior lien is the concern that junior
lien financings could effectively overcome or get around or
fit into a loophole in contracts pursuant to which one group
of debt holders subordinate their debt to another. The second
lien indebtedness would be senior debt, that is, layered ahead
of the senior subordinated notes although secured by only a
junior lien that, based on the value of the collateral, might
be largely or entirely undersecured, something that senior
subordinated unsecured noteholders would not necessarily
want.
It does not appear, however, that there is any anti-layering
provision in this indenture responsive to that underlying
concern. To the contrary, there are covenants in the indenture
that deal with the incurrence of additional debt, in section
4.03, the incurrence of additional liens, in section 4.12,
and a limitation, in section 4.13, on senior or pari passu
subordinated indebtedness that permit both the issuance
of the second lien notes and, more importantly, permit
them to be senior to the subordinated notes regardless of
whether they were secured by a lien. Notwithstanding those
specific provisions, however, the subordinated noteholders
have proposed an interpretation of clause (4) in the definition
of “Senior Indebtedness” that would essentially override
those provisions and exclude the second lien notes from the
benefit of Section 10.01 merely because they were secured.
*8 Moreover, the commentary upon which the senior
subordinated noteholders base their argument that clause (4)
was intended to close a loophole presented by junior lien
financings points to the need, if one wants to exclude debt
secured by a junior lien from the benefit of a subordination
provision, to do so in an anti-layering covenant.
That is the case in the Fitch commentary, at page 275, which
is attached as Exhibit L to Mr. Kirpilani's declaration, as
well as the presentation to an American Bankruptcy Institute
panel from 2006 attached as Exhibit J to his declaration, at
pages 13–14. Indeed, the Thomson Reuters Legal Solutions
Practical Law excerpt attached as Exhibit H to Mr. Kirpilani's
declaration states at pages 4–5 that the better solution to deal
with the concern about not being subordinated to second lien
debt would be to place the exclusion in the anti-layering
covenant itself or to add a new anti-layering provision.
The senior subordinated noteholders point to Section 1.04
of the indenture, which is entitled “Rules of Construction”
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and includes as one of the parties' rules of construction, in
clause (f), the following: “[U]nsecured Indebtedness shall
not be deemed to be subordinate or junior to Secured
Indebtedness [and thus excluded from the definition of Senior
Indebtedness] merely by virtue of its nature as unsecured
Indebtedness.” They suggest that the absence of another,
similar provision in the indenture, which does appear in
the 2006 ABA's “Model Negotiated Covenants and Related
Definitions” discussion, 61 Bus. Law. at 71, providing
that “[S]ecured Indebtedness shall not be deemed to be
subordinate or junior to any other secured Indebtedness
merely because it has a junior priority with respect to the same
collateral,” establishes, under the principle of expressio unius
est exlusio alterius, that the parties meant to exclude debt
secured by a junior lien from the reach of the subordination
provision.
However, I disagree with that interpretation. It seems to
me that, instead, given the clear resolution of the parties'
anti-layering rights, the plain meaning of the definition of
“Senior Indebtedness” and the principle evident throughout
the indenture that liens secure debt and are not themselves
debt, there would be no need in the “Rules of Construction”
section to have such a provision specifically include debt
secured by a junior lien as Senior Indebtedness, in contrast to
the need to add Section 1.04(f), which pertains to debt, not
liens. In any event, it is clear from the ABA commentary,
which dates from August 2006—just a few months before
the issuance of the senior subordinated unsecured notes—
and other presentations attached to Mr. Kirpilani's declaration
that issues pertaining to the subordination of unsecured debt
to debt secured by junior liens were still evolving when
the senior subordinated unsecured notes were issued; there
was no well established standard form that might add a
meaningful context to the indenture's plain terms and internal
consistency. Cf. Quadrant Structured Products Co., Ltd.
V. Vertin, 2014 N.Y. LEXIS 1361, at *31–2 (relying, in
addition to considerable precedent, on model no-action clause
produced by the Ad Hoc Committee for Revisions of the 1983
Modified Simplified Indenture that predated the indenture at
issue by 10 years).
*9 The subordinated noteholders' interpretation of “Senior
Indebtedness” also would lead, to the anomalous result that
their notes would be subordinated to senior unsecured debt
(in this case, as suggested above, including the second lien
debt, which, when issued, was unsecured because it had
only a springing lien), but would cease to be subordinated
when that lien sprung or when such debt was issued on a

secured basis. There is no logical reason for such a distinction,
notwithstanding the subordinated noteholders' attempt to find
one.
The subordinated noteholders next contend that, even under
the debtors' interpretation of “Senior Indebtedness,” the
Intercreditor Agreement entered into among the debtors,
the second lien holders and the first lien and 1.5 lien
holders, among others, and attached as Exhibit C to
Mr. Kirpilani's declaration, goes beyond lien subordination
(which I have found does not fit within the exception
to “Senior Indebtedness”), providing, in essence, for the
subordination of the second lien holders' debt to the debt
secured by the liens of the first and 1.5 lien holders and any
other debt that might be secured by senior liens.
The Intercreditor Agreement clearly does restrict the rights of
the second lien holders, two of those restrictions having been
highlighted by the subordinated noteholders. First, it provides
that the second lien holders' right to the shared collateral is
subordinate to the senior lien holders' right to such collateral,
even if it turns out that the liens securing the senior lien
debt are not perfected or enforceable. Second, it provides in
paragraph 4.04 that the second lien holders shall turn over to
the senior lien holders any recoveries that they obtain not only
on account of their contractual liens on the shared collateral,
but also on account of judicial liens that they may obtain.
However, contrary to the interpretation offered by the
subordinated noteholders that these provisions of the
Intercreditor Agreement are debt subordination provisions,
they pertain to lien subordination, governing rights in respect
of the shared collateral. Intercreditor agreements of this nature
that pertain to secured creditors' lien rights are commonly
geared to those rights whether or not the liens are perfected.
The parties are certainly free to, and do, agree that their
contractual liens, which they have mutually verified, are
effective as among each other, even if such liens later prove to
be generally ineffective because of a debtor's lien avoidance
powers. The focus still is on the collateral that was agreed to
be secured by the liens. See In re Ion Media Newworks, Inc.,
419 B.R. 585, 594–95 (Bankr.S.D.N.Y.2009) (“By virtue
of the Intercreditor Agreement, the parties have allocated
among themselves the economic value of the FCC licenses as
‘Collateral’ (regardless of the actual validity of liens in these
licenses.)”).
Similarly, it is typical of intercreditor agreements among
secured parties that rights to enforce interests in the collateral
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are, as they are here, thoroughly addressed. Accordingly, a
provision stating that collections on a judicial lien (as well as
from enforcement of the second lien holders' contractual lien)
shall be turned over to the senior lien holders are common
in shared collateral agreements, given that control over the
collateral is a fundamental aspect of such agreements. See,
for example the American Bankruptcy Institute presentation
attached as Exhibit I to Mr. Kirpilani's declaration, at page 25,
listing intercreditor agreement provisions that promote “first
lienholders' desire to ‘drive the bus' in respect to remedies
against the shared collateral.”
*10 In contrast, Section 5.04 of the Intercreditor Agreement
provides that nothing in that agreement alters the second lien
holders' rights in their capacity as unsecured creditors, again
highlighting the distinction between lien subordination and
debt subordination.
While there is no interpretive language contemporaneous
with the parties' entry into the senior subordinated unsecured
note indenture, the parties' subsequent actions further support
the debtors' reading of the subordination provision's reach.
For example, a substantial portion of the subordinated notes,
roughly $118 million in face amount, was exchanged in 2009
at a discount of at least 60 percent for second lien notes, which
is inconsistent with the subordinated noteholders' present
argument that those notes are pari passu.
In addition, the trustees for the senior subordinated notes took
no action with respect to the issuance of the second lien debt
or the springing of the lien securing it, although arguably
under the subordinated noteholders' current interpretation the
debtors' disclosures with respect to the second lien notes—
that they were senior in right of payment to the subordinated
notes—was inaccurate. It is clear from the exhibits to the
responses by the ad hoc committee of second lien holders
and Apollo, as well as the debtors' submissions, that such
disclosure was clear in the company's 8–K, 10–Ks, and
prospectuses.
It is also the case that, under the subordinated noteholders'
broad interpretation of clause 4's exception to “Senior
Indebtedness,” the debt under the debtors' current first
and 1.5 lien notes also would not benefit from Section
10.01's subordination provision, notwithstanding that the
indenture's definition of “Designated Senior Indebtedness”
would include the first and 1.5 lien notes. In other words,
the definition of “Designated Senior Indebtedness” is not
integrated into the definition of “Senior Indebtedness” as

proposed by the subordinated noteholders, again rendering
their broad interpretation of clause 4's exception to such
definition highly unlikely in the context of the entire
indenture.
The debtors, the ad hoc committee of second lien holders, and
Apollo in its capacity as a second lien holder have also argued,
in their briefs at least, that the subordinated noteholders are
estopped by laches or other equitable principles from making
the arguments that they are making now, given their silence
in the face of the issuance of over a billion dollars of second
lien debt that was widely disclosed to be senior in right of
payment to the senior subordinated unsecured notes. At oral
argument, the debtors and the second lien holders seem to
have walked back on that argument, however, and I believe
that it would not apply here under the case law, in any
event, in light of the need to establish conduct upon which
reliance is based and the absence of a factual record to show
such reliance. See, for example, River Seafoods, Inc. v. J.P.
Morgan Chase Bank, 796 N.Y.S.2d 71, 74 (1st Dept.2005)
(stating elements of equitable estoppel under New York law),
and Eppendorf–Netheler–Hinz GMBH v. National Scientific
Supply Company Inc., 14 Fed. Appx. 102, 105 (2d Cir. July
13, 2001) (stating elements of laches under New York law).
*11 But, based on the plain meaning of Section 10.01 and
the definition of “Senior Indebtedness,” and, secondarily,
the distinction throughout the indenture, as well as when
the relevant provisions are read context, between lien rights
and the subordination of debt, I conclude that the second
lien holders' notes are “Senior Indebtedness” and, therefore,
entitled to the benefit of the subordination provision of
Section 10.01 of the indenture.
The next two issues pertain to a different set of agreements
that are subject to the same rules of contract interpretation
that I've previously summarized and won't repeat, as both
operative sets of agreements—indentures and notes—are
governed by New York law. The two issues involve the rights
of the indenture trustees, and therefore the holders, of the
first and 1.5 lien holders to a so-called contractual “makewhole” claim, or, barring such a claim, a common law claim
for damages, based on the debtors' payment of their notes
before the original stated maturity of the notes. The first and
1.5 lien holders' rights to such a claim are in the first instance
governed by the respective indentures and notes, which, as
relevant, contain the same provisions.
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If, in fact, the trustees are entitled to such a claim that is
enforceable in bankruptcy, it will increase the amount of the
replacement notes to be issued to the first and 1.5 lien holders
as their distribution under the debtors' chapter 11 plan. That is,
the plan leaves open, now that the classes of first and 1.5 lien
holders have rejected the plan, for the Court to decide whether
the first and 1.5 lien holders' allowed claim includes a makewhole amount, whereas, if those classes had accepted the plan
they would have received a cash distribution in the amount
of their allowed claims specifically without any make-whole
amount.
The indentures for both sets of notes provide in Section 3.01,
captioned “Redemption,” that “the Notes may be redeemed,
in whole, or from time to time in part, subject to the conditions
and at the redemption prices set forth in paragraph 5 of the
form of Notes set forth in Exhibit A and Exhibit B hereto,
which are hereby incorporated by reference and made a part
of this Indenture, together with accrued and unpaid interest to
the redemption date.”
Section 3.02 of each indenture states, “Applicability of
Article. Redemption of Notes at the election of the Issuer or
otherwise, as permitted or required by any provision of this
Indenture, shall be made in accordance with such provision
and this Article.”
Section 3.03 sets forth the procedure pursuant to which
the issuer, that is the debtors, “shall elect to redeem Notes
pursuant to the optional redemption provisions of paragraph
5 of the applicable Note.”
Section 3.06 of the indentures, entitled “Effect of Notice of
Redemption,” states, “Once notice of redemption is delivered
in accordance with Section 3.05, Notes called for redemption
become due and payable on the redemption date and at the
redemption price stated in the notice, except as provided in
the final sentence of paragraph 5 of the Notes.”
Section 3.09 of each indenture, in contrast to the optional
or elective redemption under sections 3.01 and 3.03 of the
indentures and paragraph 5 of the notes, provides for a special
mandatory redemption on the terms set forth in Section 3.09.
Paragraph 5 of the form of first and 1.5 lien notes states,
“Optional Redemption. Except as set forth in the following
two paragraphs, the Notes shall not be redeemable at the
option of MPM prior to October 15, 2005. Thereafter, the
Notes shall be redeemable at the option of MPM, in whole

at any time or in part from time to time” as provided therein.
And then it states, “In addition, prior to October 15, 2015,
the Issuer may redeem the Notes at its option, in whole at
any time or in part from time to time, upon not less than 30
nor more than 60 days' prior notice delivered electronically or
mailed by first-class mail to each holder's registered address,
at a redemption price equal to 100% of the principal amount
of the Notes redeemed plus the Applicable Premium as of,
and accrued and unpaid interest and Additional Interest, if
any, to, the applicable redemption date (subject to the right of
the Holders of record on the relevant record date to receive
interest due on the relevant interest payment date).”
*12 “Applicable Premium” is separately defined in the
indentures as follows: “With respect to any Note on any
applicable redemption date, the greater of: (1) 1% of the
then outstanding principal amount of such Note and (2) the
excess of: (a) the present value at such redemption date of
(i) the redemption price of such Note, at October 15, 2015
(such redemption price being set forth in paragraph 5 of the
applicable Note) plus (ii) all required interest payments due
on such Note through October 15, 2015 (excluding accrued
but unpaid interest), computed using a discount rate equal to
the Treasury Rate as of such redemption date plus 50 basis
points; over (b) the then outstanding principal amount of such
Note.”
The indenture trustees for the first and 1.5 lien notes argue
that the chapter 11 plan's payment of the holders with
replacement notes entitles them to the Applicable Premium,
as they will receive such notes before October 15, 2015. They
contend that such payment would be an optional or elective
redemption under the provisions of the indentures and notes
that I have just read.
As I've noted and will discuss later, the trustees for the first
and 1.5 lien notes also argue that, even if they are not entitled
by contract to an Applicable Premium constituting a makewhole under these circumstances, they nevertheless have a
claim under otherwise applicable law or the first sentence of
paragraph 5 of the notes, which they contend is a “non-call”
covenant, that is triggered by the debtors' early payment of
their notes in the form of replacement notes under the plan,
although the amount of such claim, or formula therefor, is not
set forth in the indentures or the notes.
Let me address the Applicable Premium argument first. It
is well established that when considering the allowance of a
claim in a bankruptcy case the court first considers whether
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the claim would be valid under applicable nonbankruptcy
law, and then, second, if the claim is valid under applicable
nonbankruptcy law, whether there is any limitation on or
provision for disallowance of the claim under the Bankruptcy
Code. See Ogle v. Fidelity & Deposit Company of Maryland,
586 F.3d 143, 147–48 (2d Cir.2009); HSBC Bank U.S.A.
v. Calpine Corp., 2010 U.S. Dist. LEXIS 96792, at *18
(S.D.N.Y. Sept. 15, 2010).
It is well settled under New York law, which is, again, the
law governing these agreements, that the parties to a loan
agreement, indenture or note can amend the general rule
under New York law of “perfect tender” to provide for a
specific right on behalf of the borrower or issuer to prepay
the debt in return for agreed consideration that compensates
the lender for the cessation of the stream of interest payments
running to the original maturity date of the loan. Without that
contractual option, under the New York rule of perfect tender
the borrower/issuer would be precluded from paying the debt
early. See U.S. Bank National Association v. South Side
House LLC, 2012 Dist. LEXIS 10824, at *12–13 (E.D.N.Y.
January 30, 2012), as well as Northwestern Mutual Life
Insurance Company v. Uniondale Realty Associates, 816
N.Y.S.2d 831, 835, 11 Misc.3d 988, 984 (N.Y.Sup.Ct.2006).
See generally Charles & Kleinhaus, “Prepayment Clauses in
Bankruptcy,” 15 Am. Bankr.Inst. L.Rev. 537, 541 (Winter
2007) (“Charles & Kleinhaus”), and the cases cited therein at
541 n.13, applying New York's perfect tender rule.
It is also well-settled law in New York that a lender forfeits
the right to such consideration for early payment if the
lender accelerates the balance of the loan. The rationale for
this rule is logical and clear: by accelerating the debt, the
lender advances the maturity of the loan and any subsequent
payment by definition cannot be a prepayment. In other
words, rather than being compensated under the contract for
the frustration of its desire to be paid interest over the life
of the loan, the lender has, by accelerating, instead chosen to
be paid early. See U.S. Bank National Association v. South
Side House, 2012 U.S. Dist. LEXIS 10824, at *13–14, and
the cases cited therein, including In re LHD Realty Corp., 726
F.2d 327, 331 (7th Cir.1984); In re Solutia, Inc., 379 B.R. 473,
487–88 (Bankr.S.D.N.Y.2007); In re Granite Broadcasting
Corp., 369 B.R. 120, 144 (Bankr.S.D.N.Y.2007); and
Northwestern Mutual Life Insurance Company v. Uniondale
Realty Associates, 816 N.Y.S.2d at 836.
*13 There are two well-recognized exceptions to that
proposition. The first is agreed not to apply here, namely

when the debtor intentionally defaults in order to trigger
acceleration and evade the prepayment premium or makewhole, the debtor will remain liable for the make-whole
notwithstanding acceleration of the debt. See Sharon Steel
Corp. v. The Chase Manhattan Bank. N.A., 691 F.2d 1039,
1053 (2d Cir.1982). Here, even if the trustees had not
conceded this point, it is clear that the debtors' bankruptcy is
not simply a tactical device to deprive the first and 1.5 lien
holders of a make-whole claim.
The second exception, which is at issue here, is when a
clear and unambiguous clause calls for the payment of a
prepayment premium or make-whole even in the event of
acceleration of, or the establishment of a new maturity date
for, the debt. See, again, U.S. Bank National Association v.
South Side House, 2012 U.S. Dist. LEXIS 10824, at *14–16
and *23; Northwestern Mutual Life Insurance Company v.
Uniondale Realty Associates, 816 N.Y.S.2d at 836, and the
cases cited therein. Thus, the first and 1.5 lien holders' right to
an Applicable Premium, or make-whole, hinges on whether
the relevant sections of their indentures and notes provide
with sufficient clarity for the payment of such premium after
the maturity of the notes has been accelerated.
Critically important, therefore, is another provision of the
indentures, Section 6.02, which provides generally that the
trustee or the holders of at least 25 percent of principal
amount of the outstanding notes, upon an event of default,
can elect to accelerate the notes, but also states, “If an Event
of Default specified in Section 6.01(f) or (g) with respect to
MPM [which includes the debtors' bankruptcy] occurs, the
principal of, premium, if any, and interest on all the Notes
shall ipso facto become and be immediately due and payable
without any declaration or other act on the part of the Trustee
or any Holders.”
The form of note attached to the indentures also provides,
in paragraph 15, “If an Event of Default relating to certain
events of bankruptcy, insolvency or reorganization of the
Issuer occurs, the principal of, premium, if any, and interest
on all the Notes shall become immediately due and payable
without any declaration or other act on the part of the Trustee
or any Holders.”
(Section 6.02 in the indentures also provides, in its final
sentence, “The Holders of a majority in principal amount
of outstanding Notes by notice to the Trustee may rescind
any such acceleration with respect to the Notes and its
consequences,” and the last sentence of paragraph 15 of the
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notes states, “Under certain circumstances, the Holders of a
majority in principal amount of the outstanding Notes may
rescind any such acceleration with respect to the Notes and
its consequences.” The first and 1.5 lien trustees' arguments
to rescind acceleration of the notes are discussed in the third
section of this ruling)
In light of the automatic acceleration of the notes under
Section 6.02 of the Indentures, as also obliquely referenced
in paragraph 15 of the notes, upon the debtors' bankruptcy
filing, the debtors and the second lien holders contend
that the maturity date of the notes has been contractually
advanced and, thus, under New York law the first and 1.5 lien
holders, having provided for acceleration in the applicable
agreements, bargained for prepayment of the notes upon the
event of the debtors' bankruptcy and therefore forfeited their
right to the Applicable Premium.
*14 (In addition, the debtors and the second lien holders
contend that the debtors' payment of the first and 1.5 lien
holders as required by the Bankruptcy Code before the
original maturity of the notes (or at least before October 15,
2015) is not elective or voluntary, and, therefore, again, does
not subject the debtors to the Applicable Premium owed upon
an elective redemption under the express terms of Sections
3.02–3.03 of the indentures and paragraph 5 of the notes. The
debtors have the option under section 1124 of the Bankruptcy
Code, however, to reinstate the first and 1.5 lien notes rather
than pay them with substitute consideration, under a chapter
11 plan. In addition, the notice requirements of Bankruptcy
Rule 2002 arguably functionally track the election/notice
process provided in sections 3.03 and 3.05 of the indentures.
Thus, I have not further considered this argument of the
debtors and second lien holders in light of the efficacy of their
first argument.)
As noted previously, it is “well-settled law,” South Side
House, 2012 U.S. Dist. LEXIS 10824, at *12, that, unless
the parties have clearly and specifically provided for payment
of a make-whole (in this case the Applicable Premium),
notwithstanding the acceleration or advancement of the
original maturity date of the notes, a make-whole will
not be owed. Such language is lacking in the relevant
sections of the first and 1.5 lien indentures and notes;
therefore, they do not create a claim for Applicable Premium
following the automatic acceleration of the debt pursuant
to Section 6.02 of the indentures. In addition to the cases
that I have already cited for this proposition, see In re
Madison 92nd Street Associates, LLC, 472 B.R. 189, 195–

96 (Bankr.S.D.N.Y.2012); In re LaGuardia Associates LLP,
2012 Bankr.LEXIS 5612, at *11–13 (Bankr.E.D.Pa. Dec.
5, 2012); In re Premiere Entertainment Biloxi, LLC, 445
B.R. 582, 627–28 (Bankr.S.D.Miss.2010), and the cases cited
therein, all of which interpret New York law, and some of
which involve automatic acceleration clauses, which, as noted
by the district court in South Side House, have the same
negating effect as the voluntary exercise of an acceleration
right, given that such clauses were negotiated by the parties.
2012 U.S. Dist. LEXIS 10824, at *20–23. See also In re AMR
Corporation, 730 F.3d at 101, in which the Second Circuit
made clear that such an automatic acceleration provision
operates by the choice of the indenture trustee as much as the
issuer/debtor; that is, such contractual automatic acceleration
is not voluntary on the issuer's part because it is an enforceable
covenant, including not being subject to invalidation under
any section of the Bankruptcy Code, such as section 365(e),
which would negate so-called ipso facto provisions triggered
by a debtor's bankruptcy filing.
The trustees for the first and 1.5 lien holders try to get
around the problem that their documents do not contain
sufficient language triggering an Applicable Premium after
acceleration in a couple of ways, one of which is to refer to a
discussion in In re Chemtura Corporation, 439 B.R. 561, 596–
02 (Bankr.S.D.N.Y.2010), in which Judge Gerber evaluated
the settlement of a make-whole dispute that was opposed by
those who contended that the beneficiaries of the settlement,
who were receiving a range of 39 and 43 percent of their
make-whole claim under it, should really recover nothing or
at least far less than that amount on account of such claims.
The trustees contend that Judge Gerber concluded that a
covenant triggering a make-whole amount upon a prepayment
by a date certain would be a specific enough of a
reference to the make-whole's being owed, notwithstanding
the acceleration of the debt, to satisfy the explicitness
requirement in the cases that I have previously cited.
I should note, however, that, in addition to the settlement
context in which Judge Gerber gave his analysis, where he
considered only whether the settlement lay within the lowest
bounds of reasonableness, he was focusing in Chemtura not
on a specific date like the pre-October 15, 2015 date set forth
in paragraph 5 of the notes here, but, rather, on a provision
that was triggered off a differently defined maturity date
than the original maturity date, thus keying liability for the
make-whole back to the need, as stated in the cases that I
have cited, to state clearly that the premium would be owed
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notwithstanding the acceleration of the original maturity date.
Id. at 601
*15 That is not the case under the notes and the indentures
here. Indeed, in each of the reported cases that quote language
that would be explicit enough to overcome the waiver of
the make-whole upon acceleration under New York law,
more was required than is contained in the relevant sections
of the indentures and notes that I have quoted—either an
explicit recognition that the make-whole would be payable
notwithstanding the acceleration of the loan or, as stated by
Charles & Kleinhaus, a provision that requires the borrower to
pay a make-whole whenever debt is repaid prior to its original
maturity, which is in essence what Judge Gerber was referring
to in the Chemtura case. See Charles & Kleinhaus, 15 Am.
Bankr.Inst. L.Rev. at 556. See also, for examples of the type
of specificity required to satisfy applicable New York law, the
discussion in U.S. Bank National Association v. South Side
House, LLC, 2012 U.S. Dist. LEXIS, 10824, at *21–24, and
In re LaGuardia Associates, L.P., 2012 Bankr.LEXIS 5612,
at *14–16.
That type of specificity works notwithstanding the purpose
of a make-whole, which is to ensure that the lender is
compensated for being paid earlier than the original maturity
of the loan for the interest it will not receive, because makewholes are properly viewed as an option pursuant to which
the parties have allocated the cost of prepayment between
themselves. South Side House, 2012 U.S. Dist. LEXIS 10824,
at *22–23; Northwestern Mutual Life Insurance Company v.
Uniondale Realty Associates, 816 N.Y.S.2d at 984; Charles
& Kleinhaus, 15 Am. Bankr.Inst. L.Rev. at 566–67. However,
the option, as noted, must be specific if the parties want it to
apply even after acceleration of the debt.
The trustees for the first and 1.5 lien notes also contend that,
even if they are not entitled to an Applicable Premium, other
provisions of the indentures refer to a lower case “prepayment
premium.” For example, as I noted, Section 3.02 of the
indentures refers to the “Redemption of Notes at the election
of the Issuer or otherwise as permitted or required by any
provision of this Indenture shall be made in accordance with
such provision in this Article.” (Emphasis added.) (Although
it should be noted that Section 3.09 of the indentures provides
for a mandatory redemption, which is what the “or otherwise”
reference in Section 3.02 apparently addresses.) In addition,
they point out that Section 6.02 of the indentures provides
for the automatic acceleration upon the debtors' bankruptcy
of “the principal of, premium, if any, and interest on all

the Notes” (emphasis added), and Section 6.03 states that
“If an Event of Default occurs and is continuing, subject to
the terms of the New Intercreditor Agreement or the Junior
Priority Intercreditor Agreements, the Trustee may pursue
any available remedy at law or equity to collect the payment
of principal of or interest on the Notes or to enforce the
performance of any provision of the Notes, this Indenture or
the Security Documents” (that is, acknowledging the trustees'
common law enforcement rights, which, the trustees, contend,
would include the payment of a prepayment premium).
Each of these references to other rights or “premiums, if any,”
to be paid upon prepayment are not specific enough, however,
to overcome the requirement of New York law that I have
previously outlined in order for a make-whole or prepayment
claim to be payable post-acceleration.
Moreover, the “if any” language that I've quoted refers back to
the actual provisions of the indentures and notes, the only one
of which that specifically provides for an optional redemption
and payment of a specific premium (the Applicable Premium)
does not sufficiently provide for payment after acceleration
under New York law, as previously discussed. A similar
provision appeared in the instrument at issue in In re
LaGuardia Associates, L.P., 2012 Bankr.LEXIS 5612, and
Judge Raslavich construed it much as I have here, stating,
“On the contrary, [such provision] references ‘any payment
required to be paid under the note.’ That returns the inquiry
back to Section 1.02(b) of the note and its description of
the specific two events which have not occurred.” Id. at
*19–20. Similarly, Section 3.02 of the indentures, which
states, “Redemption of Notes at the election of the Issuer or
otherwise, as permitted or required by any provision of this
Indenture, shall be made in accordance with such provision
and this Article,” does not create a separate make-whole right
enforceable upon acceleration of the debt but only refers to
rights that may be triggered in accordance with the specific
provisions of Article 3.
*16 It is also the case that Section 3.06 of the indentures,
which states that “Once notice of redemption is delivered in
accordance with Section 3.05, Notes called for redemption
become due and payable on the redemption date and at the
redemption price stated in the notice, except as provided
in the final sentence of paragraph 5 of the Notes,” is
superseded by the automatic acceleration upon the issuer's
bankruptcy, provided for in Section 6.02. That is, the
foregoing language from the Section 3.06 is not a substitute
for acceleration, which made the notes due and payable on
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the bankruptcy petition date, or a clear enough statement
that, notwithstanding acceleration, the redemption date, that
is, the date upon which the issuer would call the notes
for redemption, would artificially jump ahead of the prior
acceleration or ignore the acceleration and entitle the holders
to a make-whole under New York law.
Therefore, the indentures and notes do not overcome or
satisfy the requirement under New York law that a makewhole be payable specifically notwithstanding acceleration
or payment prior to the original maturity date under the
terms of the parties' agreements. There is, therefore, no claim
for Applicable Premium or any other amount under the
indentures and notes for the first and 1.5 lien holders that
would be triggered by the lien holders' treatment under the
debtors' chapter 11 plan, or any other payment of their notes
following their automatic acceleration under Section 6.02 of
the indenture.
This leaves to be decided the first and 1.5 lien holders'
remaining claim based on payment, under the chapter 11 plan
by new replacement notes, of the first and 1.5 notes prior
to their maturity that would arise, they contend, under New
York's common law rule of perfect tender or, as argued by the
trustees, under the first sentence of paragraph 5 of the notes.
That sentence, they contend, sets forth a “non-call” covenant
when it states, “Except as set forth in the following two
paragraphs [which reference payments of contractual makewhole that I have just ruled are not here owing], the Note shall
not be redeemable at the option of MPM prior to October 15,
2015.”
The debtors and the second lien holders argue that this
sentence is no more than an introduction or framing device
for the notes' elective redemption provisions in return for
payment of the Applicable Premium, which immediately
follow the “non-call” sentence, and is not a specific
contractual non-call provision. In support of this contention,
they point out that the make-whole right actually arises under
Sections 3.01–3.03 of the indentures, which then reference
paragraph 5 of the notes, which states the right to a makewhole amount under certain circumstances. They are right:
the indentures and notes do not contain a covenant stating
the amount owing upon the voluntary call of the notes with
the exception of sections 3.01–3.03 and the definition of
Applicable Premium.
This leaves the trustees with the argument that New York's
common law of perfect tender would apply even if their

agreements were silent regarding the consequences of such
prepayment. That is, the trustees for the first and 1.5 lien
notes contend that the holders are entitled to a claim under
New York law for a prepayment premium based merely on
the fact of prepayment, which, they point out, would be
preserved under the general reservation of common law rights
and remedies set forth in Section 6.03 of the indentures.
As noted previously, New York law would, in fact, provide
for such a claim for breach of the rule of perfect tender, at least
one for specific performance. However, applying the twostep claim analysis required by Ogle v. Fidelity & Deposit
Company of Maryland, 586 F.3d at 147–48, the trustees
would not have an allowable claim for such damages under
the Bankruptcy Code, because this is one of the few instances
when specific provisions of the Bankruptcy Code disallow
such a claim—section 506(b), as well as section 502(b)(2),
which disallows claims for unmatured interest.
*17 First, it is well recognized that, notwithstanding New
York's perfect tender rule, such right is not enforceable
by specific performance in a bankruptcy case, given the
Bankruptcy Code's non-contractual acceleration of debt for
claim determination purposes. See, for example, HSBC Bank
USA v. Calpine Corp., 2010 U.S. Dist. LEXIS 96792, at *11–
14, and Charles & Kleinhaus, 15 Am. Bankr.Inst. L.Rev. at
563–64.
In addition, as noted, no provision of the indentures and
notes (except as already found to be inapplicable in light
of the acceleration of the debt) provides for an additional
premium to be paid upon the prepayment of the notes. Thus,
the claim would not fall under the allowed claim provided to
oversecured creditors for fees and charges under the parties'
agreement under section 506(b) of the Bankruptcy Code up
to the value of their collateral. See HSBC Bank USA v.
Calpine Corp., 2010 U.S. Dist. LEXIS 96792, at *14–21; In
re Solutia Inc., 379 B.R. at 485; In re Calpine Corp., 365 B.R.
392(Bankr. S.D.N.Y. 2007), rev'd on other grounds, 2011
U.S. Dist. LEXIS 62100 (S.D.N.Y. June 7, 2011); and In re
Vest Assocs., 217 B.R. 696, 699 (Bankr.S.D.N.Y.1998).
It is not clear whether a claim for breach of a contractual
make-whole provision should be viewed as a claim for
unmatured interest (compare In re Trico Marine Services,
Inc., 450 B.R. 474, 480–81 (Bankr.D.Del.2013) (recognizing
split of authority but holding that claim for breach of
contractual make-whole is liquidated damages for breach of
an option to prepay, not for unmatured interest), and In re
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Doctors Hospital of Hyde Park, Inc., 508 B.R. 596, 605–06
(Bankr.N.D.Ill.2014) (claim for breach of contractual yield
maintenance premium is for unmatured interest not paid as
a result of prepayment)). However, the measure of a claim
based on New York's rule of perfect tender or a non-call right
that does not provide for liquidated damages would be the
difference between the present value of the interest to be paid
under the first and 1.5 lien notes through their stated maturity
and the present value of such interest under the replacement
notes to be provided to the fist and 1.5 lien holders under the
chapter 11 plan, which should equate to unmatured interest.
See Charles & Kleinhaus, 15 Am. Bankr.Inst. L.Rev. at
541–42, 580–81. Accordingly such a claim also would be
disallowed as unmatured interest under section 502(b)(2) of
the Bankruptcy Code. It is not interest that has accrued during
the bankruptcy case, but would, rather, accrue in the future, at
least to 2015 if not to 2020, the original maturity date of the
notes, and, therefore, would not be an allowed claim under
section 502(b)(2). HSBC Bank USA v. Calpine Corp., 2010
U.S. Dist. LEXIS, at *14–21.
The two cases relied upon by the first and the 1.5 lien trustees
for the contrary proposition actually are consistent with the
foregoing analysis. The debtors in both cases (unlike here)
were solvent and, therefore, the courts found them to be
subject to an exception to section 502(b)(2) of the Code's
disallowance of claims for unmatured interest under either
equitable principles, as set forth in the legislative history to
section 1124 of the Bankruptcy Code (see 140 Cong. Rec. H
10,768 (October 4, 1994)), or because of the application of
the best interests test in section 1129(a)(7) of the Code when
the debtor is solvent. See In re Premier Entertainment Biloxi,
LLC, 445 B.R. at 636–37; In re Chemtura Corp., 439 B.R. at
636–37.
*18 This analysis applies also to any claim premised on the
debtors' breach of the provision in the last sentence Section
6.02 of the indentures, obliquely referenced in paragraph 15
of the notes, that the issuer would under certain circumstances
permit the rescission of automatic acceleration under Section
6.02 upon the issuer's bankruptcy. The damages for breach
of such a rescission right, which are unspecified in both
the indentures and the notes, would equate to the same lost
unmatured interest that would apply to a breach of the right
of perfect tender or non-liquidated damages non-call right.
Accordingly, I conclude both for purposes of confirmation
of the debtors' chapter 11 plan, as well as for Adversary
Proceeding Nos. 14–08227 and 14–08228, that the plain

language of the first and 1.5 lien indentures and notes as
applied to the present facts requires the allowed claim of the
indenture trustees for the first and 1.5 lien holders to exclude
any amount for Applicable Premium or any other damages
based on the early payment of the notes.
There is no relevant commentary or conduct by the parties
that would or should change that view, given that there is
no ability to consider parol evidence in light of the plain
meaning of the agreements under the contract interpretation
cases that I have already cited. I will note, however, that
the trustees for the first and 1.5 lien holders have contended
that the disclosure in the prospectuses for their notes, while
lengthy, fails to highlight the risk that, upon bankruptcy and
the automatic acceleration of the notes, no make-whole claim
or other damages would be owed upon the early payment of
the notes.
It is true that there is no such disclosure. I note, however,
that the vast majority of risk disclosures in the prospectuses,
54 risk factors, pertains to fact-based risks—either market
or business or product risks. Of the risk factors disclosed,
only six are bankruptcy-related, and they do not specifically
disclose material risks affecting the notes in the issuer's
bankruptcy in addition to the risk to the make-whole
claim. Two disclosed bankruptcy-related risks pertain to the
potential avoidance of the notes or the liens under chapter 5 of
the Bankruptcy Code. Others state that the ability of holders
to realize upon their collateral and claims is subject to certain
bankruptcy law limitations (which may, in fact, include, in
broad scope, the risk that the first and 1.5 lien holders may
not have an allowed claim based on prepayment of the notes
in a bankruptcy case, although perhaps such disclosure could
simply be taken as a reference to the imposition of the
automatic stay under section 362(a) of the Bankruptcy Code).
But, as noted, there are other specific bankruptcy risks in
addition to risks to the allowance of a make-whole claim that
are not disclosed, including the risk of being crammed down
with notes payable over time, as opposed to being paid in
cash or reinstated, under section 1129(b)(2) of the Bankruptcy
Code.
Moreover, as observed by the Court in South Side House,
2012 U.S. Dist. LEXIS 10824, at *12, the law that I have
applied to the first and 1.5 lien holders' make-whole claim is
“well-settled” and long established. It has been stated readily
and cogently by courts that do not specialize in New York
law; i.e., courts from the Seventh, Third, and Fifth Circuits,
the latter two from Pennsylvania and Mississippi, as well
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as Delaware. Thus it does not appear, to the extent that
one would even give any weight to the disclosure, or lack
thereof, in the prospectuses, that the noteholders needed to
be specially alerted to the risk that their make-whole claims
might be disallowed in bankruptcy based on the automatic
contractual acceleration of their notes, beyond the disclosure
that the issuer's bankruptcy might alter the noteholders' rights.
*19 Relatedly, as I've noted, the first and 1.5 lien trustees
have sought freedom from the automatic stay under section
362(a) of the Bankruptcy Code to implement the rescission
of the automatic acceleration of the notes that occurred under
Section 6.02 of the indentures upon the debtors' bankruptcy
filing. The mechanism for such rescission is also set forth
in Section 6.02 of the indentures and is loosely referenced
in paragraph 15 of the notes, which states, “Under certain
circumstances, the Holders of a majority in principal amount
of the outstanding Notes may rescind any such acceleration
with respect to the Notes and its consequences.”
The first and 1.5 lien holders want to rescind the contractual
acceleration under Section 6.02 to avoid the fatal effect of
such acceleration upon their make-while rights in light of
their agreements' lack of the specificity required to trigger the
Applicable Premium upon acceleration under New York law.
The trustees make three arguments to support their request.
First, they state that the automatic stay does not actually apply
to sending a rescission notice. Second, they contend that,
even if the automatic stay under section 362(a) of the Code
applies to such a notice, rescission is excepted from the stay
by section 555 of the Bankruptcy Code. Finally, they contend
that, even if the automatic stay applies, they should be granted
relief from the stay pursuant to section 362(d) of the Code.
I conclude that the automatic stay does, in fact, apply to the
sending of a rescission notice and contractual deceleration of
the debt. Two provisions of the Bankruptcy Code's automatic
stay apply here. First, section 362(a)(3) of the Code states that
the automatic stay upon the filing of the case includes a stay
of “any act to obtain possession of property of the estate or
property from the estate or to exercise control over property
of the estate.” Section 362(a)(6) then states that the following
also are stayed: “any act to collect, assess or recover a claim
against the debtor that arose before the commencement of the
case under this title.”
In essence, as I've said, the first and 1.5 lien trustees seek
through a rescission notice to exercise a right under the

indentures, which, as contracts to which the debtors are
a party, are property of the debtors' estates. The purpose
of sending a rescission notice would be to enable the
holders to recover a sizeable claim against the debtors—
that is, to resurrect their make-whole claim, which has been
loosely quantified as approximating $200 million—through
deceleration of the debt. They thus seek to control property
of the estate by exercising a contract right to the estate's
detriment and recover, by decelerating, a claim against the
debtors.
The Second Circuit has recently held in a very similar context
that sending such a notice would, in fact, be subject to the
automatic stay of section 362(a). In re AMR Corp., 730 F.3d
at 102–03 and 111–12, citing In re 48th Street Steakhouse,
Inc., 835 F.3d, 427 (2d Cir.1987), and In re Enron Corp.,
300 B.R. 201 (Bankr.S.D.N.Y.2013), in which contract rights
were found to be property of the debtor and actions that had
the effect of terminating, or would, in fact, terminate or alter,
those rights, even if taken against a third party, as in 48th
Street Steakhouse, would therefore constitute the exercise of
control over property of the estate stayed by section 362(a)
(3). See also In re Solutia Inc., 379 B.R. at 484–85.
Additionally, here, as in AMR and Solutia, the purpose of
sending such a notice would be to recover a claim against
the debtors, because the first and most important step in
recovering a make-whole claim would be to resurrect the
right to the Applicable Premium by decelerating the debt.
Therefore, it is clear that the automatic stay under section
362(a)(6) of the Code also applies.
*20 The trustees have argued that a rescission notice would
not alter what the debtors would retain under the plan, and,
therefore, that section 362(a)(3) should not apply, because
this is fundamentally, or economically, an intercreditor
dispute; i.e., the value—the $200 million— that the first
and 1.5 lien holders seek to include as part of their claim
if rescission and deceleration is permitted, would otherwise
effectively be distributed to the second lien holders and the
trade creditors under the plan.
However, that is not a proper reading of section 362(a) of the
Bankruptcy Code. As noted by the court in In re Strata Title,
LLC, 2013 Bankr.LEXIS 1704 at *17–18 (Bankr.D Az. Apr.
25, 2013), such a reading of section 362(a)(3) would add a
phrase to the statute that is not present, namely “unless such
act would provide economic value to the estate.” Moreover,
it ignores the applicability of section 362(a)(6).
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This is also clearly not a case, as the trustees contended at oral
argument, where the automatic stay wouldn't apply because
the transaction is only between third parties, in the nature of a
letter of credit draw which is not subject to the automatic stay
because the issuer has a separate and independent obligation
to the beneficiary the payment of which does not control the
debtor's property; rather, the effect on the debtors' estates
of the requested rescission and deceleration would be direct
—controlling and increasing the first and 1.5 lien holders'
recovery of property of the estate.
Similarly, Second Circuit cases cited by the trustees for the
proposition that, “[t]he general policy behind section 362(a)
is to grant complete immediate, albeit temporary, relief to
the debtor from creditors and also to prevent dissipation of
the debtor's assets before any distribution to creditors can be
effective,” SEC v. Brennan, 230 F.3d 65, 70 (2d Cir.2000),
are taken entirely out of context, whereas the trustees ignore
numerous cases, discussed below, in which the courts have
prohibited, as did the Second Circuit in AMR, actions that
would permanently alter, postpetition, the rights of creditors
that existed on the petition date, such as by sending notices
like the rescission notice at issue here.
It is clear that there is a difference between automatic
acceleration pursuant to a contract, as is the case here, and
acceleration generally as a matter of bankruptcy law upon
the commencement of a bankruptcy case for the purpose of
determining claims against the estate, as I'll discuss in more
detail when I consider whether relief should be granted from
the stay pursuant to section 362(d) of the Code. For present
purposes, however, it is sufficient to note that here a contract
to which the debtors are a party would specifically be affected
for the purpose of recovering on a claim against the debtors,
and, therefore, the automatic stay under section 362(a) of the
Bankruptcy Code applies.

contract as defined in section 741 of this title, because
of a condition of the kind specified in section 365(e) of
this title [i.e., so called “ipso facto” conditions such as the
commencement of the bankruptcy case], shall not be stayed,
avoided or otherwise limited by operation of any provision of
this title.”
*21 The first and 1.5 lien trustees contend that the effect
of the rescission notice would be to fix and, therefore,
liquidate, the amount of their claims in the bankruptcy case
and, therefore, that it would, pursuant to section 555 of the
Code, not be subject to the automatic stay. There are several
problems with this argument, however.
First, I have serious doubts that the indenture itself is
a securities contract as defined in section 741(7)(A) of
the Bankruptcy Code, at least with respect to this issue.
Generally speaking, section 741(7) of the Code's definition
of “securities contract,” which is lengthy, states that it is a
contract for the purchase, sale or loan of a security. Clearly,
the indentures themselves are not contracts for the purchase,
sale or loan of a security; they instead set forth the terms under
which the underlying notes will be governed and the role
of the trustees in connection therewith. See In re Qimonda
Richmond, LLC, 467 B.R. 318, 323 (Bankr.D.Del.2012),
holding, albeit without much discussion, that an indenture
does not fall within the definition of section 741(7)(A).

In addition, the indenture trustees make an argument that was
not raised in AMR or Solutia: that the sending of a rescission
notice to decelerate the first and 1.5 lien notes would merely
be liquidating a securities contract, which is permissible
under section 555 of the Bankruptcy Code notwithstanding
the automatic stay under section 362(a).

The trustees rely on subsection (A)(x) of section 741(7) of
the Code to fit the indentures within the “securities contract”
definition notwithstanding that the indentures themselves are
not contracts for the purchase, sale or loan of a security.
Section 741(7)(A)(x) states, in relevant part, “A ‘securities
contract’ means ... (x) a master agreement that provides for
an agreement or transaction referred to in [among other subclauses] clause (i)[that is, a contract for the purchase, sale, or
loan of a security, among other transactions], without regard
to whether the master agreement provides for an agreement
or transaction that is not a securities contract under this
subparagraph, except that such master agreement shall be
considered to be a securities contract under this subparagraph
only with respect to each agreement or transaction under
such master agreement that is referred to in clause (i) [i.e., a
contract for the purchase, sale or loan of a security].”

Section 555 of the Bankruptcy Code provides, “The exercise
of a contractual right of a stockbroker, financial institution,
financial participant or securities clearing agency to cause
the liquidation, termination or acceleration of a securities

It is far from clear that the indentures would be viewed
as such a master agreement, however, given the proviso
in the last clause of subsection 741(A)(x), with respect
to the indentures' rescission section, which does not itself
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pertain to the purchase, sale or loan of the notes and,
further, because paragraph 15 of the notes does not specify
any rescission right but instead refers to a right that
is exercisable under unidentified provisions upon certain
unspecified circumstances.
Relatedly, and even more significantly, I do not believe that
sending the rescission notice, the consequences of which,
as I have stated, would enable the deceleration of the notes
to permit the increase of a claim against the debtors in the
amount of the make-wholes, is in fact covered by section 555
of the Bankruptcy Code, because it is not a “liquidation” as
contemplated by that section.
The customary interpretation of section 555 is that it
“provides a tool for the non-defaulting ... participant to
exercise its contractual right to close-out, terminate or
accelerate a ‘securities contract.’ Such a close-out or
liquidation typically entails termination or cancellation of the
contract, fixing of the damages suffered by the nondefaulting
party based on market conditions at the time of liquidation,
and accelerating the required payment date of the net amount
of the remaining obligations and damages.” In re American
Home Mortgage, Inc., 379 B.R. 503, 513(Bankr.D. Del
2008), quoting 5 Collier on Bankruptcy, paragraph 555.04
(16th ed.2014).
*22 Here, to the contrary, the first and 1.5 lien trustees look
to de celerate and create a different claim than existed on
the bankruptcy petition date. As discussed by Judge Peck in
decisions in the Lehman Brothers case pertaining to a closely
analogues provision of the Bankruptcy Code, section 560,
that type of action does not fall within section 555 of the
Bankruptcy Code, which, with its companion sections, is a
narrow provision that should not be used to improve a contract
party's standing or claim in the bankruptcy case. See Lehman
Brothers Special Fin. Inc. v. Ballyrock AGS CDO 2007–1
Ltd., 452 B.R. 31, 40 (Bankr.S.D.N.Y.2011), in which Judge
Peck held that, rather than exercising a right subject to the
safe harbor of section 560 of the Code, the parties were
impermissibly seeking to improve their positions. See also
In re Lehman Brothers Holdings, Inc., 502 B.R. 383, 386
(Bankr.S.D.N.Y.2013), discussing Ballyrock and Lehman
Brothers Special Fin. Inc. v. BNY Corporate Trading Services
Ltd., 422 B.R. 407, 421 (Bankr.S.D.N.Y.2010).
Moreover, the rescission right sought to be exercised here is
not a right automatically arising upon the commencement of
the debtors' bankruptcy case and, thus, covered by section

365(e) of the Bankruptcy Code as referenced in section
555. As noted, the trustees instead seek to decelerate debt
that was automatically accelerated under Section 6.02 of the
indentures upon the bankruptcy filing. Thus, the exercise of
the rescission right does not fall within the plain language of
section 555 of the Code.
I have also concluded, in large measure based upon the AMR
case, that relief from the automatic stay should not be granted
here under section 362(d) of the Bankruptcy Code. The
Second Circuit in AMR affirmed Judge Lane's determination
in the exercise of his discretion not to lift the automatic stay
to permit a similar notice to be sent. 730 F.3d at 111–12.
The trustees argue for stay relief under both sections 362(d)
(1) and (d)(2) of the Code. I conclude that subsection (d)(2)
is not applicable here. It provides for “relief from the stay
provided under subsection (a) of this section with respect
to a stay of an act against property under subsection (a)
of this section if (A) the debtor does not have an equity
in such property; and (B) such property is not necessary to
an effective reorganization.” Here, the debtors convincingly
argued that subsection 362(d)(2) was intended to address, and
does, by its terms, address, acts against property in which a
creditor has an interest, such as a lien interest, as opposed to a
right against a contract or to exercise a right under a contract,
such as under Section 6.02 of the indentures. See In re Motors
Liquidation Company, 2010 U.S. Dist. LEXIS 125182, at *8–
9 (S.D.N.Y. Nov. 17, 2010).
Moreover, under section 362(g) of the Code, the movant has
the burden to show that the debtor does not have an equity in
such property under section 362(d)(2)(A), and I believe that
it was conceded during oral argument, and, in any event, I so
find, that the first and 1.5 lien trustees have not sustained that
burden. It is not clear to me how they possibly could have
shown that the debtors have no equity in the indentures, given
that, before a rescission the trustees' claims pursuant to the
indentures are worth far less, perhaps $200 million less, than
if the trustees obtain relief from the stay for rescission. That
$200 million would establish, I believe, the debtors' equity in
light of the fact that the trustees do not have a lien on or other
prior interest in the indentures.
That leaves the trustee's request for relief under section 362(d)
(1) of the Bankruptcy Code, which provides for relief from
the automatic stay “for cause, including a lack of adequate
protection of an interest in property of such party-in-interest.”
As noted, we are not dealing with a lien or other prior interest
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in property held by the indenture trustees; we are dealing with
their desire to exercise a contract right, rescission. Therefore,
the Second Circuit's Sonnax case, which applies generally
where relief from the stay is sought for purposes other than
to enforce an interest in property, controls. In re Sonnax
Industries, 907 F.2d 1280, 1285–86 (2d Cir.1990) (setting
forth factors that may be relevant to a determination on a
request to lift the automatic stay in such circumstances); see
also In re Bogdanovich, 292 F.3d 104, 110 (2d Cir.2002).
AMR applied the Sonnax factors in this context. 730 F.3d at
111–12.
*23 As I noted earlier, the sending of a rescission, or
deceleration notice significantly impacts the debtors' estate
and creditors—in this case by enhancing claims potentially
by hundreds of millions of dollars. It is, therefore, the type
of action that courts have routinely refused to permit under
section 362(d)(1) of the Bankruptcy Code. As noted by
Judge Beatty in In re Solutia, 379 B.R. at 488, a contractual
acceleration provision goes well beyond the acceleration
that occurs as a matter of bankruptcy law with respect to
the determination of claims against the estate. One can, as
discussed in In re Solutia; In re Manville Forests Products
Corp., 43 B.R. 293, 297–98 (Bankr.S.D.N.Y.) and HSBC
Bank USA v. Calpine Corp., 2010 U.S. Dist. LEXIS 96792,
at *10–11, observe that as a matter of law the filing of
the bankruptcy case itself accelerates debt. However, a
contractual acceleration provision advances the maturity date
of the debt in ways that have consequences in the bankruptcy
case beyond the operation of this general bankruptcy law
principle. For example, such acceleration may give rise to a
right to damages under section 1124(2)(C) of the Bankruptcy
Code if the debtor later attempts to decelerate and reinstate
the debt. It also may give the creditor a right to a different
type or amount of interest; and the presence or absence of
such a provision may also affect rights against other parties
including co-debtors. See, e.g., In re Texaco, Inc., 73 B.R.
960 (Bankr.S.D.N.Y. 1987). In that case, because there was
no automatic contractual acceleration provision, noteholders
sought to send an acceleration notice that would give them
the right to an increased interest rate under their agreement.
The court declined to lift the automatic stay. Id. at 968, stating
that the noteholders sought more than simply to preserve the
prepetition status quo. See also In re Metro Square, 1988
Bankr.LEXIS 2864, at *7–9 (Bankr.D.Minn., August 10,
1988). And, as noted, by Judge Lifland in In re Manville
Forest Products, 43 B.R. at 298 n.5, “While the Court today
holds that sending a notice of acceleration is unnecessary to
file a claim against a debtor for the entire amount of the debt,

despite the actual maturity date or the terms of the contract,
this does not apply where notice is required as a condition
precedent to establish other substantive contractual rights
such as the right to receive a post-default interest rate. In that
case, the sending of such notice would be ineffective under
the automatic stay provisions of the Code if done without the
provision of the bankruptcy court.” Of course, Judge Lane
performed a similar analysis in denying the trustee's request
for stay relief in In re AMR Corp., 485 B.R. 279, 295–96
(Bankr.S.D.N.Y.2013), aff'd 730 F.2d at 111–12.
Thus, the first and 1.5 lien trustees' request for stay relief
should not be granted to permit such a material change to
be effectuated. Key “Sonnax factors” regarding the impact
of rescission and deceleration on the parties and on the case
strongly argue against granting such relief. Therefore, in the
exercise of my discretion under section 362(d)(1) of the Code,
I conclude that the automatic stay should not be lifted to
enable the resurrection of a make-whole claim by means of
the rescission of the automatic acceleration provided for in
Section 6.02 of the indentures.
As previously noted, the holders of the first and 1.5 lien notes
have voted as classes to reject confirmation of the debtors'
chapter 11 plan. The plan otherwise meets, as I've stated,
the confirmation requirements of section 1129(a) of the
Bankruptcy Code. But, to be confirmed over the objection of
the objecting classes comprising the first and 1.5 lien holders,
the plan must also satisfy the “cram down” requirements of
section 1129(b) of the Bankruptcy Code. At issue is whether
section 1129(b)(2) of the Code has been satisfied, there being
no objection to the cramdown requirements pertaining to
secured creditors set forth in section 1129(b)(1) with the
exception of its requirement that the a plan be “fair and
equitable,” which term is defined in section 1129(b)(2).
Section 1129(b)(2) of the Bankruptcy Code states, “For the
purpose of this subsection, the condition that a plan be fair
and equitable with respect to a class includes the following
requirements: (A) With respect to a class of secured claims,
the plan provides—(i)(I) that the holders of such claims retain
the liens securing such claims, whether the property subject
to such liens is retained by the debtor or transferred to another
entity, to the extent of the allowed amount of such claims;
and (II) that each holder of a claim of such class receive
on account of such claim deferred cash payments totaling
at least the allowed amount of such claim, of a value, as
of the effective date of the plan, of at least the value of
such holder's interest in the estate's interest in such property.”

363
© 2015 Thomson Reuters. No claim toPage
original
U.S. Government Works.

18

In re MPM Silicones, LLC, Slip Copy (2014)

Section 1129(b)(2)(A)(ii) and (iii) set forth two other ways
under which a plan can be “fair and equitable” to a dissenting
secured class, but neither is applicable here, the debtors
relying, instead, on section 1129(b)(2)(A)(i).
The only issue as to whether the debtors' chapter 11 plan
satisfies section 1129(b)(2)(A)(i) of the Code is whether the
plan provides, as set forth in sub-clause (A)(i)(II), that the
holders of the first and 1.5 lien notes will “receive on account
of such claim deferred cash payments totaling the allowed
amount of such claim, of a value, as of the effective date
of the plan, of at least the value of such holder's interest in
the estate's interest in such property.” (Sub-clause (A)(i)(I) is
satisfied because under the plan the first and 1.5 lien holders
shall retain the liens securing their claims to the extent of their
allowed secured claims. Their liens are not being diminished
under the plan, and, as I have previously found, those liens
will secure the allowed amount of their claims.)
*24 Whether the plan satisfies section 1129(b)(2)(A)(i)(II)
of the Code depends on the proper present value interest
rate under the replacement notes to be issued to the first and
1.5 lien holders under the plan on account of their allowed
claims, given that those notes will satisfy their claims over
seven and seven-and-a-half years, respectively. The debtors
contend that the interest rates under the 13 replacement notes
are sufficient on a present value basis to 14 meet the test of
section 1129(b)(2)(A)(i)(II).
The interest rate on the new replacement first lien notes that
are proposed to be issued under the plan is the seven-year
Treasury note rate plus 1.5 percent. As of August 26, 2014, the
date of my bench ruling, that would equal an approximately
3.60 percent interest rate, based on public data issued for such
Treasury notes. The proposed replacement notes for the 1.5
lien holders would have an interest rate equal to an imputed
seven-and-a-half-year Treasury note (based on the weighted
averaging of the rates for seven-year and ten-year Treasury
notes) plus 2 percent, which as of August 26, 2014 I calculated
as approximately 4.09 percent based on public data for such
Treasury notes.
The indenture trustees for the first and the 1.5 lien holders
contend that those rates do not satisfy the present value test in
section 1129(b)(2)(A)(i)(II) of the Code and argue for higher
interest rates under the replacement notes based on their view
of what market-based lenders would expect for new notes if
the same tenor issued by comparable borrowers.

The Court clearly is not writing on a blank slate on this issue.
It is largely governed by the principles enunciated by the
plurality opinion in Till v. SCS Credit Corp., 541 U.S. 465
(2004), and, to the extent that the Court has any concerns
based on Till being a plurality opinion, In re Valenti, 105 F.3d
55 (2d Cir.1997).
Both of those cases analyzed and applied a closely analogous
provision in chapter 13 of the Bankruptcy Code, section
1325(a)(5)(B)(i)(II), which states that, among other things
required to confirm a plan with respect to an allowed secured
claim, the plan must provide that, “the value, as of the
effective date of the plan, of property to be distributed under
the plan on account of such claim is not less than the allowed
amount of such claim.” As noted by the Court in Till, this
provision is not only closely analogous to other provisions of
the Bankruptcy Code (including section 1129 (b)(2)(A)(i)(II)
that I have just quoted), but also “Congress likely intended
bankruptcy judges and trustees to follow essentially the same
approach when choosing an appropriate interest rate under
any of the many Code provisions requiring a court to discount
a stream of deferred payments back to their present dollar
value.” 541 U.S. at 474. Valenti, which was cited favorably
in Till and which applies generally the same approach as Till
to the proper present value interest rate for chapter 13 plan
purposes, has also been construed as applying in a chapter 11
context to the cramdown of a secured creditor under section
1129(b)(2)(A)(i)(II). In re Marfin Ready Mix Corp., 220 B.R.
148, 158 (Bankr.E.D.N.Y. 1998). As discussed later, there
is no sufficiently contrary basis to distinguish the chapter
13 and chapter 11 plan contexts in light of the similarity
of the language of the two provisions and the underlying
present value concept that Till recognized should be applied
uniformly throughout the Code.
*25 Till and Valenti establish key first principles that I
should follow, therefore, when considering the proper interest
rate to present value a secured creditor's deferred distributions
under a plan for cramdown purposes. Both cases quite clearly
rejected alternatives that were proposed, and have been
proposed now by the first and 1.5 lien trustees, that require a
market-based analysis or inquiry into interest rates for similar
loans in the marketplace. That is, both cases rejected the
so-called “forced loan” or “coerced loan” approach, which
Valenti defined as adopting the “interest rate on the rate that
the creditor charges for loans of similar character, amount,
and duration to debtors in the same geographic region.”
105 F.3d at 63. See Till, 541 U.S. at 477, where the Court
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rejected market-based methodologies in favor of the so-called
“formula approach”:
[We] reject the coerced loan,
presumptive contract rate, and cost
of funds approaches. Each of these
approaches is complicated, imposes
significant evidentiary costs, and aims
to make each individual creditor whole
rather than to ensure the debtor's
payments have the required present
value. For example, the coerced
loan approach requires bankruptcy
courts to consider evidence about
the market for comparable loans to
similar (though nonbankrupt) debtors
—an inquiry far removed from
such courts' usual task of evaluating
debtors' financial circumstances and
the feasibility of their debt adjustment
plans. In addition, the approach
overcompensates creditors because the
market lending rate must be high
enough to cover factors, like lenders'
transaction costs and overall profits,
that are no longer relevant in the
context of court-administered and
court-supervised cramdown loans.
541 U.S. at 477. See also In re Valenti, 105 f.3d at 63–
4, (rejecting forced loan approach in favor of a formula
approach). Of course the so-called “presumptive contract
rate,” that Till rejected was also a market-based test based
on the parties' prepetition interest rate as adjusted for current
market factors, as, in lesser degree, was the “cost of funds”
approach that Till also rejected, which was based on the
creditor's cost of capital, again tracking a market, although, in
that case, with the emphasis on the creditor's characteristics
rather than the debtor's.
Both courts stated similar reasons for rejecting marketbased approaches in setting a cramdown rate. As stated
in Valenti, “the ‘forced loan’ approach misapprehends the
‘present value’ function of the interest rate. The objective of
Section 1325(a)(5)(B)(ii) is to put the creditor in the same
economic position it would have been in had it received the
value of its allowed claim immediately. The purpose is not to
put the creditor in the same position that it would have been
in had it arranged a ‘new’ loan.” (Emphasis in the original).
105 F.3d at 63–4. “Moreover, as our analysis in the preceding

section illustrates, the value of a creditor's allowed claim does
not include any degree of profit. There is no reason, therefore,
that the interest rate should account for profit.” Id. at 64.
Similarly, Till distinguished the cramdown rate from market
loans; the former does not require the lender to be indifferent
compared to the result in a foreclosure, where the creditor
could then re-lend the proceeds in the marketplace, 541 U.S.
at 476, and should not “overcompensate[ ] creditors because
the market lending rate must be high enough to cover factors,
like lenders' transaction costs and overall profits, that are no
longer relevant in the context of court-administered and courtsupervised cramdown loans.” Id. 541 U.S. at 477–78.
The cramdown rate analysis, therefore, should focus on a rate
that does not take market factors into account but, rather,
starts with the riskless rate applicable to all obligations to be
paid over time, adjusted for the risks unique to the debtor in
actually completing such payment. Id. 541 U.S. at 474–80.
It should thus be a relatively simple, uniform approach
consistent with bankruptcy “courts' usual task of evaluating
the feasibility of their debt adjustment plans” not on costly
and expensive evidentiary hearings to discern marketplace
data. Id. 541 U.S. at 477; see also In re Valenti, 105 F.3d at 64.
*26 As noted, in light of the foregoing considerations the
Supreme Court adopted, as did the Second Circuit in Valenti
before it, a formula approach, which is also the approach
adopted by the debtors (in contrast to the trustees for the
first and 1.5 lien holders, who have utilized a market-based
approach) with respect to the replacement notes to be issued
under the plan. Under the formula approach, the proper rate
for secured lenders' cramdown notes begins with a risk-free
base rate, such as the prime rate used in Till, or the Treasury
rate used in Valenti, which is then adjusted by a percentage
reflecting a risk factor based on the circumstances of the
debtor's estate, the nature of the collateral security and the
terms of the cramdown note itself, and the duration and
feasibility of the plan. Till, 541 U.S. at 479; Valenti, 104 F.3d
at 64. Both Till and Valenti held that, generally speaking, the
foregoing risk adjustment should be between 1 and 3 percent
above the risk-free base rate. Id.
It is clear from those opinions that the formula approach's
risk adjustment is not a back door to applying a market rate.
Indeed, the Supreme Court stated, “We note that if the Court
could somehow be certain a debtor would complete his plan,
the prime rate would be adequate to compensate any secured
creditors forced to accept cramdown loans.” 541 U.S. at 479
n.18. That is, no adjustment whatsoever to the risk-free rate
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would be required if the Court found that the debtors were
certain to perform their obligations under the replacement
notes. The focus, therefore, should be generally on the risk
posed by the debtor within a specified band, as opposed
to market rates charged to comparable companies. Nothing
could be clearer than the two Courts' statements on that point.
Therefore, as a first principle, the cramdown interest rate,
under section 1129(b)(2)(A)(i)(II) of the Code, should not
contain any profit or cost element, which were rejected by
Till and the Second Circuit in Valenti as inconsistent with the
present-value approach for cramdown purposes. In addition,
market-based evidence should not be considered, except,
arguably and, if so secondarily, when setting a proper risk
premium in the formula approach taken by Till and Valenti.
Notwithstanding this very clear guidance, some courts, and
the first and 1.5 lien trustees here, have argued that a market
rate test should nevertheless be followed in chapter 11 cases.
They have relied, as they must since there is no other basis
in Till or Valenti for the argument, entirely on footnote 14 in
Till, which appears at 541 U.S. 476.
That footnote states, “This fact helps to explain why there
is no readily apparent Chapter 13 cramdown market rate of
interest. Because every cramdown loan is imposed by a court
over the objection of a secured creditor, there is no free market
of willing cramdown lenders. Interestingly, the same is not
true in the Chapter 11 context, as numerous lenders advertise
financing for Chapter 11 debtors-in-possession.” (Emphasis
in the original.)
Till's footnote 14 then cites certain web site addresses that
advertise such financing, and continues, “Thus, when picking
a cramdown rate in a Chapter 11 case, it might make sense
to ask what rate an efficient market would produce. In the
Chapter 13 context, by contrast, the absence of any such
market obligates courts to look to first principles and ask only
what rate will fairly compensate a creditor for its exposure.”
I have the following reactions to that discussion. First, as
is clear from its introductory clause, Till's footnote 14 is
referring to a specific fact alluded to in the sentence to which it
is footnoted, which is that the cramdown rate of interest does
not “require that the creditors be made subjectively indifferent
between present foreclosure and future payment,” that is,
between future payment under the plan and how the creditor
would put its money to use lending to similar borrowers
after a foreclosure in the marketplace. Id. And then the Court
says, “Indeed the very idea of a cramdown loan precludes the

latter result: By definition, a creditor forced to accept such
a loan would prefer instead to foreclose.” (Emphasis in the
original.) Therefore, footnote 14's statement that “this fact
helps to explain why there is no readily apparent Chapter
13 cramdown market rate of interest,” is referring to a
willingness to lend to a debtor in bankruptcy but does so
in a context that very clearly rejects the lender's right or to
be rendered indifferent to cramdown or to be compensated
for cramdown purposes on a market basis. More specifically,
footnote 14 refers to debtor-in-possession financing, where
third parties seek to lend money to a debtor and the debtor
seeks to borrow it, in contrast to opposing the debtor's forced
cramdown “loan.”
*27 (As an aside, I should note that Till has been criticized
for its understanding of debtor-in-possession, or “DIP” loans,
and I believe no case has suggested that a DIP loan rate
should be used as the rate for a cramdown present-value
calculation. The criticism is found in 7 Collier on Bankruptcy,
paragraph 1129.05[c][i] (16th ed.2014), where the editors
state, “The problem with this suggestion”—i.e., footnote
14's reference to DIP loans—“is that the relevant market
for involuntary loans in Chapter 11 may be just as illusory
as in Chapter 13. The reason for this illusion is the inapt
and unstated inference the Court makes with respect to the
similarity between the interest rates applicable to debtorin-possession financing and the interest rates applicable to
loans imposed upon dissenting creditors at cramdown. While
both types of financing can occur in a Chapter 11 case, that
may be the extent of their similarity. Debtor-in-possession
financing occurs at the very beginning of the case, while the
determination of a cramdown rate, under Section 1129(b)
(2), occurs at confirmation. Thus, instead of the interim and
inherently more uncertain risk present in debtor-in-possession
financing, the court, at confirmation, is presented with a
less risky, more stable and restructured debtor. The fact
that the debtor is more stable is bound up in the court's
necessary feasibility determination under Section 1129(a)
(11). In addition, common risk factors, such as the loan's term
and the level of court supervision, differ greatly between the
two types of financing. There are many more differences,
but they can be summed up as follows: loans imposed at
confirmation resemble more traditional exit or long-term
financing than interim debtor-in-possession financing.”)
Thus it was not general financing in the marketplace that
Till was focusing on in footnote 14, because, again, it was
describing loans that lenders want to make to the debtor
itself, not loans that they could make with the proceeds
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of a foreclosure or in the marketplace to similarly situated
borrowers. This is made clear by footnote 15 in Till, as
well as footnote 18 that I previously quoted. Footnote 15
states that the Court disagrees with the district court's coerced
loan approach, which “aims to set the cramdown interest
rate at the level the creditor could obtain from new loans
of comparable duration and risk.” 541 U.S. at 477 n.15.
Moreover, as noted before, the Court actually contemplated,
in footnote 18, literally no premium on top of the risk-free rate
if it could be determined with certainty that the debtor would
complete the plan. Id. 541 U.S. at 479 n.18.
In addition, there clearly was some form of market for
automobile loans to debtors like the debtors in the Till case.
That market, in fact, had a lot of data behind it. Id. 541 U.S. at
481–82; 495 n.3 (dissenting opinion). Nevertheless, the Court
felt constrained to refer to it as not a “perfectly competitive
market,” Id. 541 U.S. at 481, for which Justice Scalia's dissent
somewhat berated the plurality. Id. 541 U.S. at 494–95.
Indeed, based on my experience reviewing hundreds, if not
thousands, of reaffirmation agreements and other matters
involving auto loans, there are and always have been active
markets for such loans, just as the value of cars and trucks is
tracked in readily accessible market guides. Put differently,
there are far more lenders and borrowers for auto loans,
with access to more public data, than lenders and borrowers
with respect to DIP or exit financing in chapter 11 cases.
In this case, for example, the evidence shows that there
were only three available exit lenders to the debtors, who
eventually combined on proposed backup takeout facilities
while seeking to keep confidential their fees and rate flex
provisions.
This reality, as well as the fact that the plurality in Till
felt the need discount less than a “perfectly competitive
market,” underscores, along with the rest of the opinion,
that footnote 14 is a very slim reed indeed on which to
require a market-based approach in contrast to every other
aspect of Till. Certainly there is no meaningful difference
between the chapter 11, corporate context and the chapter 13,
consumer context to counter Till's guidance that courts should
apply the same approach wherever a present value stream of
payments is required to be discounted under the Code. Id.
541 U.S. at 474. The rights of secured lenders to consumers
and secured lenders to corporations are not distinguished in
Till, nor should they be. Nor does the relative size of the
loan or the value of the collateral matter under Till's footnote
14, as it should not. Till does state that a chapter 13 trustee
supervises the debtor's performance of his or her plan, id.

541 U.S. at 477; however, with replacement notes overseen
by an indenture trustee for sophisticated holders, there will
at least be comparable supervision under the debtors' plan,
particularly in a district like this where secured claims often
are paid “outside” of chapter 13 plans and, therefore, the
chapter 13 trustee will not know whether the debtor has
defaulted on the secured debt post-confirmation.
*28 In sum, then, footnote 14 should not be read in a
way contrary to Till and Valenti's first principles, which
are, instead of applying a market-based approach, a present
value cramdown approach using an interest rate that takes the
profit out, takes the fees out, and compensates the creditor
under a formula starting with a base rate that is essentially
riskless, plus up to a 1 to 3 percent additional risk premium,
if any, at least as against the prime rate, for the debtor's own
unique risks in completing its plan payments coming out of
bankruptcy.
As I've stated, certain courts, nevertheless, have required a
two-step approach, that is, first inquiring whether there is an
efficient market, not for DIP loans, but for financing generally
for borrowers like the debtor, and only if there is no such
market, applying the formula approach as set forth in Till and
Valenti.
The leading case taking this approach is In re American
HomePatient, Inc., 420 F.3d 559 (6th Cir.2005), cert. denied,
549 U.S. 942 (2006). It is clear from that case, however, that
prior to Till the Sixth Circuit, in contrast to the Second Circuit,
had applied the coerced-loan method, id. at 565–66, and then
concluded that, given that Till was not on all fours, it should
continue to apply the coerced-loan approach unless there was
no efficient market. Id. at 568. This is, of course, in contrast
to this Court's duty to follow the guidance offered by Valenti,
as well as Till.
Other courts applying American HomePatient's twostep approach include Mercury Capital Corp. v.
Milford Connecticut Associates, L.P., 354 B.R. 1, 11–2
(D.Conn.2006) (remanding to the bankruptcy court to make
an efficient market rate analysis); In re 20 Bayard Views
LLC, 445 B.R. 83 (Bankr. E.D.N.Y.2011) (undertaking, after
an eleven-day trial, a market analysis before concluding that
there was no efficient market for Till purposes, and then
applying the Till formula approach); and In re Cantwell, 336
B.R. 688, 692–93 (Bankr.D. N.J.2006) (applying Till formula
approach in the absence of “an efficient market”).
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I conclude that such a two-step method, generally speaking,
misinterprets Till and Valenti and the purpose of section
1129(b)(2)(A)(i)(II) of the Code based on the clear guidance
of those precedents.
Further, as noted by the Fifth Circuit in In re Texas Grand
Prairie Hotel Realty, L.L.C., 710 F.3d 324 (5th Cir. 2013), the
first step of the two-step approach is almost, if not always,
a dead end. As that decision observed, the vast majority of
cases have ultimately applied a Till prime-plus approach or
base rate-plus approach to the chapter 11 cramdown rate,
either having spent considerable time determining that there
is no efficient market or simply by moving to the baserate-plus formula in the first instance. Id. at 333–34 (citing
cases). This should not be surprising because it is highly
unlikely that there will ever be an efficient market that
does not include a profit element, fees and costs, thereby
violating Till and Valenti's first principles, since capturing
profit, fees and costs is the marketplace lender's reason for
being. That is, as acknowledged by counsel for the trustees
in oral argument, market lenders need to be rewarded, or
to receive a profit. (Moreover, the two-step approach has
a perverse underpinning: if the debtor is healthy enough to
correspond to borrowers who could receive comparable loans
in the marketplace, it would in all likelihood have to pay a
higher cramdown rate than under the Till and Valenti formula
approach for debtors who could not obtain a comparable loan
in the market.)
*29 The indenture trustees nevertheless argue that the
debtors' case is unique, or at least highly unusual, in
that the debtors have substantially contemporaneously with
confirmation obtained backup loan commitments to fund the
cash-out alternative if the first lien and 1.5 lien holder classes
had voted to accept the plan. Specifically the debtors obtained
commitments for a $1 billion first lien backup takeout facility
and a bridge facility of $250 million. Those commitments
provide for higher rates than the replacement notes under the
plan for the first and the 1.5 lien holders.
For the committed first lien backup takeout facility, the rate
is LIBOR plus 4 percent, with a floor for LIBOR of 1 percent.
Because LIBOR is, at this time, approximately .15 percent,
effectively this would be a five percent rate. (There is also an
alternative base rate for this facility that, given today's prime
rate of approximately 3.25 percent, would be 6.25 percent,
which is, however, exercisable at the debtors' option.) The
committed bridge facility provides for a rate of LIBOR plus
6 percent, increasing in .5 percent increments every three

months, to a capped amount. It appears relatively clear that
the debtors intend, if rates remain low, to take out that facility
before it increases precipitously.
The trustees have argued that these backup takeout loans
should be viewed as proxies for the Till formula rate, even
though—or, according to the trustees, because—they are
based on a market process, albeit one, as discussed above that
was relatively opaque and involved only three lenders who
ultimately combined to provide the commitments on a semiconfidential basis.
Again, however, I believe that the trustees are misreading Till
and Valenti in their emphasis on the market. In addition, it
is clear to me that no private lender, including the lenders
who the debtors have obtained backup takeout commitments
from, would lend without a built-in profit element, let alone
recovery for costs and fees, which also, as discussed above, is
contrary to Till and Valenti's first principles and the purpose
of section 1129(b)(2)(A)(i)(II).
The indenture trustees state that I should assume that all of
the back-up lenders' profit is subsumed in the upfront fees
that are to be charged under the agreements, as well as an
availability fee, but they have not offered any evidence or
rationale for that proposition I decline to assume that there is
no profit element in the backup facilities' rates. The trustee
also have offered no evidence of any profit element that could
be backed out of the back-up loans. Therefore, I'm left with
the conclusion that there is, in fact, a profit element which
is unspecified and unquantified in the backup loans, which,
therefore, makes these two loans, even if I were to accept
a market-based approach, at odds with Till and Valenti, as
well as the courts that have followed Till in the absence of
any clear market for coercive loans and those courts that have
that followed Till or Valenti in a chapter 11 context without
considering markets at all, including In re Village at Camp
Bowie I LP, 454 B.R. 702, 712–13 (Bankr.N.D.Tex.2011); In
re SW Boston Hotel Venture, LLC, 460 B.R. 38, 56 (Bankr.D.
Mass.2011); In re Lilo Props., LLC, 2011 Bankr.LEXIS 4407,
at *3–6 (Bankr.D.Vt. Nov. 4, 2011); and In re Marfin Ready
Mix Corp., 220 B.R. at 158.
I conclude, therefore, that Till and Valenti's formula approach
is appropriate here, that is, that the debtors are correct in
setting the interest rates on the first and 1.5 lien replacement
notes premised on a base rate that is riskless, or as close to
riskless as possible, plus a risk premium in the range of 1 to 3
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percent, if at all, depending on the Court's assessment of the
debtors' ability to fully perform the replacement notes.
*30 The first and 1.5 lien trustees have next challenged
the debtors' analysis of the risk premium. As noted, that risk
premium for the first lien replacement notes is 1.5 percent on
top of the seven-year Treasury note rate, and with respect to
the replacement notes for the 1.5 lien holders, it is 2 percent
on top of an imputed seven-and-one-half-year Treasury note
rate. I believe that, in light of the factors to be considered
when deciding the proper risk premium under the Till and
Valenti formula approach, namely, the circumstances of the
debtors' estate, the nature of the security (both the underlying
collateral and the terms of the new notes), and the duration
and feasibility of the reorganization plan, the debtors have
also performed a proper analysis of the risk premium.
The record on this issue consists primarily of the declaration
and testimony of Mr. Carter (the debtor's CFO), the he
expert reports and testimony of Mr. Derrough (the debtors'
investment banker), and the expert reports and testimony
of Mr. Augustine (the first lien trustee's investment banker)
and the expert reports of Mr. Kearns (the 1.5 lien trustee's
investment banker).
The only meaningful analysis of the debtors' underlying
economic condition and the only projections were those
undertaken by the debtors in the process testified to by Mr.
Carter and Mr. Derrough. I conclude that such analysis and
projections resulted from a rigorous process based upon the
debtors' bottoms-up, as well as top-down, budgeting activity
for 2014, as well as the debtors' actual results for 2013. The
process benefitted, I believe substantially, from the input
not only of Mr. Derrough and his team at Moelis, but also
from testing by the debtors' future shareholders, including
the members of the ad hoc committee of second lien holders
and Apollo, who have committed, with others, to invest $600
million of equity in the reorganized debtors under the plan,
in addition to agreeing to receive only equity on account of
their notes.
Although there was considerable kibbitzing by Messrs.
Augustine and Kearns regarding the debtors' projections, they
engaged in no independent testing of them. Nor did they
engage in a rigorous testing of those projections other than
to point out that in the past eight of nine years the debtors
have missed their projections, sometimes materially. Those
eight or nine years of projections did not have the benefit of
vetting by Moelis and the second lien holders, however, that

I have discussed. Nor have Messrs. Augustine and Kearns
conducted a valuation of the collateral or of the debtors as a
going concern, accepting, essentially, the debtors' valuations.
In addition, it was pointed out that the debtors have missed
their projections for the first quarter of this case, where
there was input from, I can assume, independent third parties
interested in making sure the projections were accurate.
However, I found credible Mr. Carter's testimony on this
point (as I found Mr. Carter generally credible), which was
that those downward results for the post-bankruptcy period
were largely attributable to the effects of the bankruptcy
case, which would be ameliorated if not ended by the
debtors' emergence from bankruptcy and re-regularization of
customer and supplier relationships.
As far as the analysis is concerned, the post-bankruptcy
collateral coverage for the first and 1.5 lien replacement
notes is substantially better than the coverage in the Till
case. Even with a twenty percent variance for each of the
five years of the debtors' projections, it appears clear that
the replacement notes would be repaid in full, particularly
given the fact that I have found that there will be no makewhole amount included in the principal amount of the loans.
Here, the first and 1.5 lien holders' new collateral coverage,
unlike in Till (where it was one-to-one, the debt equaling
the current value of the collateral, 541 U.S. at 470), and
unlike in In re 20 Bayard Views (where it also was one-toone with considerable execution risk, 445 B.R. at 112), has
a large cushion. Here, the debt under the replacement notes
is approximately 50 to 75 percent less than the value of the
collateral therefor, and closer to 50 percent than 75 percent.
Gross debt leverage also will substantially decrease under the
plan, from 17.8 percent to 5.6 percent, or from $4.4 billion in
debt down to $1.3 billion.
*31 In light of those considerations, as well as the telling
fact that there is a committed $600 million equity investment
under the plan, one can assume that, in the nature of risk
for debtors emerging from bankruptcy, the 1.5 and 2 percent
factors chosen by the debtors are appropriate.
In response, the first and 1.5 lien trustees have not carried
their burden to show why those risk premiums are too low.
First, in proposing their alternative risk premiums their under
the twenty percent per year down-side projection scenario
that Mr. Derrough ran, instead taking, in effect, a one-time
leverage snapshot at its peak.
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Mr. Kearns, although not taking as many liberties as Mr.
Augustine, only focused on collateral leverage while ignoring
the $600 million equity investment and total debt leverage.
Both experts for the first and 1.5 lien trustees also referred
to rates of default for notes on a market basis that are rated,
as they believe the replacement notes would be rated, at B2B
or B and referred to defaults of, in Mr. Kearns' case, 34
percent in respect of such securities. They did not analyze,
however, the difference between default and recovery rates.
Clearly, the risk of default is an important risk to consider
in this type of analysis, but the more important risk is the
ultimate risk of non-payment (for example, notwithstanding
the debtors' bankruptcy, there is sufficient committed backup
takeout financing to pay the first and 1.5 lien holders' allowed
claims in full in cash), which is where collateral coverage and
total debt leverage come into play and 21 support the debtors'
analysis.
The experts for the first and 1.5 lien trustees have also
complained about the duration of the notes, although the
first lien replacement note's seven-year term is, in essence,
the remaining term of the present first lien notes, and the
risk differential attributable to the 1.5 lien replacement notes'
seven-and-a-half year maturity in Mr. Kearns' chart is de
minimis.
I also believe that once one takes out fees such as pre-payment
fees and other costs and similar covenants, the covenants in
the replacement notes for the first and the 1.5 lien holders
are not materially different on an economic basis from the
covenants in the proposed backup takeout facilities.
Consequently, applying a formula of prime plus 1 to 3
percent, as I believe is appropriate under Till and Valenti
unless there are extreme risks that I believe do not exist here,
a risk premium of 1.5 and 2 percent, respectively, for the two
series of replacement notes is appropriate.
There is one point, however, on which I disagree with the
debtors' analysis. The debtors, consistent with Valenti, 105
F.3d at 64, and the well-reasoned Village at Camp Bowie
case, 454 B.R. at 712–15, chose as their base rate the
applicable or imputed Treasury note rate. It was appropriate
for them to do this, rather than blindly following the prime
rate used in Till. The Treasury note rate actually is, as both
Mr. Kearns and Mr. Derrough testified, often used as a base
rate for longer-term corporate debt such as the replacement
notes. The prime rate may, on the other hand, be a more

appropriate base rate for consumers, although Valenti chose
the Treasury rate, instead, perhaps because such loans are
considered to be essentially riskless. Both rates of course are
easily determinable. But the Treasury rate, as confirmed by all
three experts, does not include any risk, given that the United
States government is the obligor, whereas an element of risk
is inherent in the prime rate, which strongly correlates to the
interest rate banks charge each other on overnight interbank
loans and thus may reflect risks seen in banks' financial
strength, of stronger concern during the last few years.
*32 Given that fact, I question whether the 1 to 3 percent
risk premium spread over prime used in Till would be the
same if instead, as here, a base rate equal to the Treasury were
used. I say this in particular under the present circumstances
where the prime rate for short-term loans is materially higher
than the Treasury rate for long-term loans, a somewhat
anomalous result. It seems to me, then, that although the
general risk factor analysis conducted by Mr. Derrough was
appropriate, there should be an additional amount added to
the risk premium in light of the fact that the debtors used
Treasury rates as the base rate. The additional increment,
I believe, should be another .5 percent for the first lien
replacement notes, and an additional .75 percent for the
1.5 lien replacement notes. I believe that these adjustments
adequately take into account risks inherent in the debtors'
performance of the replacement notes above the essentially
risk-free Treasury note base rates. Therefore, rather than
being the seven-year Treasury plus 1.5 percent, equaling 3.6
as of August 26, 2014, the rate for the first lien replacement
notes should be the Treasury rate plus 2 percent, for an
overall rate of 4.1 percent as of such date; and the rate for
the 1.5 lien replacement notes should be the imputed sevenand-a-half-year Treasury note rate plus 2.75 percent, or a
4.85 rate as of August 26, 2014. This would require an
amendment to the plan, obviously, and I don't know whether
the necessary parties would agree to it, but I believe that they
should, because it is necessary to cram down the plan over the
objection of the first and 1.5 lien holder classes.
That leaves one remaining issue, which is the confirmability
of the plan in light of the plan's third-party release and
injunction provisions. Those provisions have not been
objected to except for the first and 1.5 lien trustees' objection
to the inclusion of third-party releases for parties named or
identified in state court lawsuits brought by the first and
1.5 lien trustees to enforce the terms of the Intercreditor
Agreement on the second lien holders. (Those lawsuits have
been removed to this Court, although remand motions are
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pending.) The second lien holder third parties covered by the
plan's release and injunction provisions are referred to here as
the “Released Second Lienholders”).
While it is true that third-party releases and related injunctions
in Chapter 11 plans and confirmation orders are, under the
law of the Second Circuit, proper only in rare cases, see
Deutsche Bank AG v. Metromedia Fiber Network, Inc., 416
F.3d 136, 141 (2d Cir.2005), if they are consensual or are
not objected to after proper notice, courts generally approve
them unless they are truly overreaching on their face. I do
not find anything truly offensive in these releases and, thus,
to the extent that they have not been objected to or a party
voted in favor of the plan or did not opt out notwithstanding
the clear notice in the ballot that stated, in upper-case letters,
“If you voted to reject the plan and you did not opt out of
the release provisions by checking the box below, or if you
voted to accept the plan regardless of whether you checked
the box below, you will be deemed to have conclusively,
absolutely, unconditionally, irrevocably and forever released
and discharged the Released Parties from any and all claims
and causes of action to the extent provided in Section 12.5
of the plan,” the plan may be confirmed consistent with both
Metromedia and the case law interpreting it, as summarized
by Judge Lane in In re Genco Shipping & Trading, Ltd., 513
B.R. 233 (Bankr.S.D.N.Y.2014).
It is another story, however, where there is a substantial
objection to a third-party release and related injunction, which
is the case here, albeit that it is by a group that at least under
the ruling that I just gave, would be satisfied as a matter of
law by a plan that would be consistent with my cramdown
ruling (which is one of the factors arguing for a release's
effectiveness under the caselaw that I have cited).
Here, what was originally sought to be released included
claims made by the first and 1.5 lien trustees against the
Released Second Lienholders in the litigation that has been
removed to this Court. In that litigation, the first and 1.5
lien trustees assert a breach claim under the Intercreditor
Agreement based on the Released Second Lienholders'
support of the plan and receipt of consideration under the
plan before the payment to the holders of the first and 1.5
liens required by the Intercreditor Agreement, which, they
contend, under the agreement's definition of “discharge of
indebtedness,” is payment in full, in cash.

it applied to the Released Second Lienholders, the debtors
and those released parties have agreed, however, to amend
the plan to carve out of the release of rights with respect to,
and the discharge of, the pending litigation, provided that the
Court maintains jurisdiction over that litigation.
I conclude, having evaluated the factors under Metromedia
and the case law supporting third-party plan releases—and,
though not fully, having reviewed the litigation claims against
the Released Second Lienholders—that this modified release
is appropriate and would be sustained if the plan were
otherwise confirmable.
It is clearly the case that the Released Second Lienholders
are providing substantial consideration under the plan. They
are agreeing not to seek pari passu treatment on their
deficiency claims with the trade creditors (that is, all creditors
with unsecured claims with the exception of the senior
subordinated unsecured noteholders), who are being paid in
full under the plan.
They are also committing to underwrite the $600 million
equity investment under the plan. They have also supported
confirmation of the plan starting with executing a prepetition
plan support agreement (although I agree with Judge
Lane's conclusion in Genco Shipping & Trading that one
cannot bootstrap a plan support agreement containing an
indemnification right into consideration for a third-party
release under a plan).
I also believe that the third-party release is an important
feature of this plan. Counsel for the indenture trustees, in
essence, asked me to play a game of chicken with the Released
Second Lienholders (beyond my comments that led to the onthe-record amendment of the release) to see if they actually
would withdraw their support of the plan if the plan and
confirmation order were not reasonably satisfactory to them,
by requiring the full deletion of the release, but I'm not
prepared to do that. I believe that, instead, I can assess the
likelihood that the Released Second Lienholders would walk
as well as Mr. Carter on behalf of the debtors did, and
assume, like Mr. Carter, that there is a reasonable risk that
if this release, as modified on the record, did not remain in
the plan, the Released Second Lienholders would withdraw
their support of the plan. This reasonable risk is especially
significant, moreover, given all that the Released Second
Lienholders have committed to do under the plan.

*33 In light of comments made during the confirmation
hearing regarding my concerns about the proposed release as
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Nevertheless, I think that the released parties' substantial
consideration should be weighed against, in some measure,
the claims that are being asked to be released and, where
they're being actively pursued, as is the case with the carvedout litigation, ensure that such claims are not frivolous
or back-door attempts to collect from the reorganized
debtors notwithstanding the discharge. Thus, I believe
that it is appropriate to maintain jurisdiction over such
litigation, as provided in the modified release, for the
same reasons that Judge Gerber has discussed in a number
of opinions, including In re BearingPoint, Inc., 453 B.R.
486 (Bankr.S.D.N.Y.2011), and In re Motors Liquidation
Company, 447 B.R. 198 (Bankr. S.D.N.Y.2011): that, in
order to be able to sort out whether a suit is, in large measure,
a strike suit or looking to get a recovery from the reorganized
debtor through the artifice of proceeding against a third
party or, on the other hand, sets forth a genuine claim that
would not be covered by the bankruptcy plan or for which
there's not sufficient value being provided by the released
parties, the court should, at a minimum, keep jurisdiction
over the matter. This also avoids the potential for conflicting
orders in different courts and the assertion in other courts of
positions notwithstanding the doctrines of collateral estoppel
and res judicata, which, based on oral argument, I have serious
concerns over here. And I do not believe that the Released
Second Lienholders or other courts should be subjected to a
potentially multi-court process with respect to the pending
Intercreditor Agreement litigation and enforcement of this
Court's confirmation order.
End of Document

*34 I also should note, because this was raised in the
objection, that I firmly believe that I have jurisdiction over
this issue for the reasons that I stated at the beginning of
this ruling, and that I can issue a final order on it within the
confines of Stern v. Marshall, given that this is in the context
of the confirmation of the plan, and pertains ultimately to
the debtors' rights under the Bankruptcy Code. That would
hold true, even post-confirmation or with regard to a postconfirmation effect on the estate. See, for example, In re
Quigley Company, 676 F.3d 45, 53 (2d Cir.2012), cert.
denied, 133 C. Ct. 2849 (2013); In re Chateaugay Corp., 213
B.R. 633, 637–38 (S.D.N.Y.1997), and In re Lombard–Wall,
Inc., 44 B.R. 928, 935 (Bankr.S.D.N.Y.1984).
So, were the plan to be amended as I have said I would find
to be appropriate with regard to the cramdown interest rates,
I would confirm the plan as it otherwise stands, including the
amended release provision.
I believe that covers all of the outstanding confirmation
issues. As I said before, to the extent that these issues
also overlap with issues that have been raised in the
three adversary proceedings covered by the confirmation
procedures order, those issues have been decided at this time
as well; therefore, I need an order in those proceedings,
regardless of what you do with amending the plan.
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against the debtor and property of the
debtor, under any agreement or applicable
law for a reason other than because the
claim is contingent or unmatured.’’ 11
U.S.C. § 502(b)(1). Both TILA and the
North Carolina UDTPA allow for an
award of attorneys’ fees. UDTPA authorizes a judge to impose attorneys’ fees if
the defendant ‘‘willfully engaged in the
unfair or deceptive practice, [ ] there as an
unwarranted refusal to settle, and [ ] the
amount of the attorney’s fees was reasonable.’’ NC. Gen.Stat. § 75–16.1.
[30] Ms. Parker–Lowe argues that she
may recover attorneys’ fees for the state
court case even though GMACM was not a
party to that matter. She does not cite
any law in favor of her argument that
attorneys’ fees may be awarded against a
non-party to a litigation. That aspect of
her claim must be rejected, but since it is
possible she could be awarded attorneys’
fees in the federal litigation, and the Code
does not prohibit contingent claims for attorneys’ fees so long as they are allowed
by statute (see Bendall v. Lancer Mgmt.
Group, LLC, 523 Fed.Appx. 554 (11th Cir.
2013)), this claim cannot be expunged at
this stage of the proceeding. Therefore,
the Debtors’ objection to the Parker–Lowe
claim for attorneys’ fees is OVERRULED
without prejudice.
CONCLUSION
For the reasons explained above, the
Debtor’s objection to the Gilberts and Parker–Lowe claims are SUSTAINED IN
PART AND OVERRULED IN PART as
provided above.

IN RE: RESIDENTIAL CAPITAL,
LLC, et al., Debtors.
Official Committee of Unsecured Creditors, on behalf of the estates of the
Debtors, Plaintiff,
v.
UMB Bank, N.A., as successor indenture
trustee under that certain Indenture,
dated as of June 6, 2008; and Wells
Fargo Bank, N.A., third priority collateral agent and collateral control
agent under that certain Amended
and Restated Third Priority Pledge
and Security Agreement and Irrevocable Proxy, dated as of December 30,
2009, Defendants.
Residential Capital, LLC,
et al, Plaintiffs,
v.
UMB BANK, N.A., as successor indenture trustee under that certain Indenture, dated as of June 6, 2008; and
Wells Fargo Bank, N.A., third priority
collateral agent and collateral control
agent under that certain Amended
and Restated Third Priority Pledge
and Security Agreement and Irrevocable Proxy, dated as of December 30,
2009, Defendants.
Case No. 12–12020 (MG) Jointly
Administered
Adversary
Proceeding
No.
13–
01277(MG), Adversary Proceeding No.
13–01343 (MG)
United States Bankruptcy Court,
S.D. New York.

IT IS SO ORDERED.

,

Filed 11/15/2013
Background: Consolidated proceedings
were brought for determination as to
whether junior secured noteholders’ collat-
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eral had value exceeding amount of their
claims, such that noteholders were entitled
to postpetition interest and fees, as well as
for determination of noteholders’ alleged
right to unmatured original issue discount
(OID) as addition to their secured claims
and to payment on priority basis under
debtors’ proposed Chapter 11 plan based
on alleged failure of adequate protection
provided in cash collateral order. Debtors
and creditors’ committee also asserted
claim for avoidance of transfers made to
junior noteholders on preference theory.
Holdings: The Bankruptcy Court, Martin
Glenn, J., held that:
(1) debtors’ issuance of new notes to debenture holders as part of prepetition
consensual workout, in connection with
fair value debt-for-debt exchange, did
not give rise to claim disallowable as
one for unmatured interest;
(2) junior noteholders failed to satisfy
their burden of showing that aggregate
value of their collateral had diminished
from date that debtors filed for Chapter 11 relief, and were not entitled to
adequate protection claim payable on
priority basis under plan;
(3) mortgage loans included in property of
jointly administered Chapter 11 estates were properly valued, for purpose of determining the undersecured,
secured, or oversecured nature of
claims collateralized by these loans, using fair market valuation;
(4) paragraph in cash collateral order
could not be interpreted as reviving
junior secured noteholders’ liens in collateral that had been released;
(5) refinancing opportunities associated
with mortgage servicing rights that
were expressly identified as ‘‘excluded’’
assets could not be separated from servicing rights themselves;
(6) no value could be assigned to goodwill
of debtors’ residential mortgage loan

origination/servicing business as of
date their Chapter 11 petitions were
filed;
(7) junior secured noteholders did not
have perfected liens that were protected from strong-arm avoidance in any
deposit accounts
(8) plaintiffs asserting preference claims
failed to satisfy burden of showing that
challenged transfers enabled junior secured noteholders to receive more than
they would have received in hypothetical Chapter 7 liquidation; and
(9) ‘‘carve out’’ provision in cash collateral
order had to be interpreted as requiring junior secured noteholders to subordinate their secured claims to payment of carve out only if there were
insufficient other unencumbered assets
from which carve out could be paid.
So ordered.
1. Bankruptcy O2052, 2123
Bankruptcy court, even as non-Article-III court, had constitutional authority
to enter final orders and judgment in
proceeding brought for determination of
junior secured noteholders’ right to postpetition interest and fees as allegedly oversecured creditors, for determination of
whether their claims based on original issue discount (OID) should be disallowed
as claims for unmatured interest, and for
whether they had adequate protection
claims, as raising issues that would necessarily be resolved as part of claims-allowance process.
2. Bankruptcy O2925.1
Consolidated Financial Data Repository (CFDR) that Chapter 11 debtors
maintained in ordinary course of their
business as primary means for complying
with their collateral tracking and reporting requirements under revolving loan
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agreement, as a Sarbanes–Oxley (SOX)
compliant financial tool that was auditable,
verifiable, and subject to heightened level
of scrutiny, constituted a reliable and accurate business record which contained
contemporaneous record of debtors’ business transactions, and evidence of which
was admissible under ‘‘business records’’
exception to hearsay rule as proof of what
collateral had been released and what collateral was subject to junior secured noteholders’ security interest in proceeding for
determination of junior secured noteholders’ allegedly oversecured status and purported entitlement to postpetition interest
and fees. 11 U.S.C.A. § 506(b).
3. Bankruptcy O2836
While Chapter 11 debtors’ issuance of
new notes to debenture holders as part of
prepetition consensual workout, in connection with fair value debt-for-debt exchange, might result in an original issue
discount (OID) for tax purposes, it did not
give rise to claim for OID that was disallowable under the Bankruptcy Code as
claim for unmatured interest; treating this
transaction as giving rise to claim for OID
that would be disallowable in bankruptcy
would discourage parties from entering
into consensual workouts to alleviate financial distress and would result in increased
resort to bankruptcy process. 11 U.S.C.A.
§ 502(b)(2).
4. Bankruptcy O2926
In establishing its claim, secured creditor generally bears burden of proving
amount and extent of its lien. 11 U.S.C.A.
§ 506(a).
5. Bankruptcy O3062, 3070, 3085
Once amount and extent of creditor’s
secured claim has been established, burden
shifts to debtor seeking to use, sell, lease,
or otherwise encumber creditor’s collateral
to prove that secured creditor’s interest
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will be adequately protected. 11 U.S.C.A.
§§ 363, 364, 506(a).
6. Bankruptcy O2972
Junior secured noteholders complaining of sufficiency of adequate protection
granted to them in cash collateral order,
and asserting priority claim based on this
alleged insufficiency, bore burden of proof
on issue. 11 U.S.C.A. § 507(b).
7. Bankruptcy O2972
To establish their entitlement to claim
payable on priority basis under debtors’
proposed Chapter 11 plan, based on alleged insufficiency of adequate protection
granted to them in cash collateral order,
junior secured noteholders had to show
that aggregate value of their collateral diminished from the petition date to effective
date of plan. 11 U.S.C.A. § 507(b).
8. Bankruptcy O2966, 3538
In assessing value of junior secured
noteholders’ collateral on petition date, for
purposes of deciding whether aggregate
value of collateral had diminished from
petition date to effective date of debtors’
proposed Chapter 11 plan such that noteholders were entitled to priority claim
based on insufficiency of adequate protection granted to them in cash collateral
order, bankruptcy court would utilize fair
market valuation, rather than valuing collateral based on its liquidation value,
where junior secured noteholders had entered into cash collateral stipulation to allow sale of debtors’ assets as going concern, and where going concern valuation
was consistent with debtors’ stated purpose in filing for Chapter 11 relief, which
included ‘‘preserv[ation of] the debtors’
[mortgage loan] servicing business on a
going concern basis for sale.’’ 11 U.S.C.A.
§ 507(b).
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9. Bankruptcy O2966
Junior secured noteholders failed to
satisfy their burden of showing that aggregate value of their collateral had diminished from date that debtors filed for Chapter
11 relief to effective date of debtors’ proposed plan, and were not entitled to claim
payable on priority basis under plan based
on alleged insufficiency of adequate protection granted to them in cash collateral
order; while debtors had admittedly spent
money that belonged to noteholders, they
did so in manner that benefited noteholders, the value of whose collateral on petition date was very substantially impaired
by reason of existing defaults that prevented debtors from disposing of collateral at
that time, but which debtors, through settlements and consents achieved over many
months at great effort and expense, were
ultimately able to sell on very favorable
terms. 11 U.S.C.A. § 507(b).
10. Bankruptcy O2853.10
Determination as to whether junior
secured noteholders were oversecured, as
required for them to be entitled to postpetition interest and fees in debtors’ jointly
administered Chapter 11 cases, did not
have to be made on debtor-by-debtor basis, but could be made by aggregating
their claims against debtor entities, given
that no debtor would be required to pay
junior secured noteholders more than the
value of their collateral; allowing aggregation of claims and collateral more accurately reflected realities of case and of
business world at large, given that junior
secured noteholders’ indenture, like most
indentures, allowed debtors to move assets
among their subsidiaries, and to create
new subsidiaries, as long as noteholders
continued to maintain their liens in these
assets. 11 U.S.C.A. § 506(b).
11. Bankruptcy O2084.1
Absent substantive consolidation,
bankruptcy court will not pool assets of
multiple debtors to satisfy their liabilities.

12. Bankruptcy O2084.1
Substantive consolidation is to be used
sparingly, in recognition of dangers of
forcing creditors of one debtor to share on
parity with creditors of less solvent debtor.
13. Bankruptcy O3072(2)
When Chapter 11 debtor’s assets are
sold in arm’s-length transaction, fair market value of assets is conclusively determined by the price paid.
14. Bankruptcy O2852, 2853.10
Mortgage loans included in property
of jointly administered Chapter 11 estates
of debtors that were leading originators
and servicers of residential mortgage loans
were properly valued, for purpose of determining the undersecured, secured, or oversecured nature of claims collateralized
by these loans, using fair market valuation,
rather than a recovery analysis that discounted the figures on debtors’ balance
sheet based on assumed costs of collection,
where debtors, in prior cash collateral order, had expressly waived right to surcharge collateral for costs of collection. 11
U.S.C.A. § 506(a-c).
15. Bankruptcy O2927
While value of junior secured noteholders’ security interests in equity that
Chapter 11 debtors enjoyed in their nondebtor subsidiaries might perhaps be reduced based on contingent liabilities that
subsidiaries faced in pending litigation,
debtors, as parties seeking this reduction
for purposes of establishing that junior
noteholders were undersecured and not
entitled to postpetition interest, had to
present evidence of risk-adjusted equity
value to account for litigation risk, and
could not simply rely upon litigation risk to
value equity interests at $0.00.
11
U.S.C.A. § 506(b).
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16. Bankruptcy O3084
Paragraph in cash collateral order
could not be interpreted as reviving junior
secured noteholders’ liens in collateral that
had been released to allow Chapter 11
debtors to use it to obtain postpetition
financing from another lender, where no
party had ever disclosed this purported
effect of paragraph in question when cash
collateral order was proposed or at any
contemporaneous hearing, and where junior noteholders’ interpretation of paragraph, as reviving their liens and according them priority even above lien interest
of lender from which debtors obtained this
postpetition financing, would not have been
agreed to by lender, which relied on priority of its lien in making postpetition advances under cash collateral order.
17. Bankruptcy O2853.10
Refinancing opportunities associated
with mortgage servicing rights that were
expressly identified as ‘‘excluded’’ assets
not subject to junior secured noteholders’
liens, while not themselves excluded from
general intangibles to which junior noteholders’ liens attached, could not be separated from servicing rights themselves,
and did not provide any additional security
to junior secured noteholders, which bankruptcy court had to consider in assessing
whether noteholders were oversecured and
entitled to postpetition interest and fees.
11 U.S.C.A. § 506(b).
18. Bankruptcy O2853.10
No value could be assigned to goodwill
of debtors’ residential mortgage loan origination/servicing business as of date their
Chapter 11 petitions were filed, and bankruptcy court did not have to consider this
value in assessing whether noteholders
were oversecured and entitled to postpetition interest and fees, where value subsequently allocated to goodwill in connection
with postpetition sale of debtors’ assets
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was result of settlements and consents
that debtors ultimately achieved over
many months, at great effort and expense,
in order to make assets ready for sale; any
goodwill reflected in postpetition sale of
debtors’ assets was not shown to exist on
petition date, when value of debtors’ assets
was seriously impaired and subject to
steep reductions in value to account for
litigation risks, potential seizure of certain
mortgage servicing rights, and termination
of rights and setoff by trustees of residential mortgage-backed securities.
11
U.S.C.A. § 506(b).
19. Bankruptcy O2576.5(2), 2853.10
Any goodwill generated postpetition
for Chapter 11 debtors’ residential mortgage loan origination/servicing business
was not product solely of debtors’ use of
cash collateral of junior secured noteholders but of settlements that debtors negotiated with government entities and trustees
of residential mortgage-backed securities,
such that junior secured noteholders’ liens
did not attach to this postpetition goodwill
as product or offspring of their cash collateral, and bankruptcy court did not have to
consider postpetition goodwill in assessing
whether junior noteholders were oversecured and entitled to postpetition interest
and fees. 11 U.S.C.A. §§ 506(b), 552(b).
20. Bankruptcy O2853.10, 2925.1
Bankruptcy court could rely on extrinsic evidence, including testimony of employees of debtors and of other parties to
ambiguous prepetition security agreement,
to find that excluded assets became part of
junior secured noteholders’ collateral, pursuant to all–asset granting clause in security agreement, once assets ceased to be
excluded assets; accordingly, bankruptcy
court had to consider such previously excluded assets in assessing whether junior
noteholders were oversecured and entitled
to postpetition interest and fees. 11
U.S.C.A. § 506(b).
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21. Secured Transactions O13
Under New York law, security interest arising by virtue of after-acquired
property clause is no less valid than security interest in collateral in which debtor has
rights at the time value is given. N.Y.
Uniform Commercial Code § 9-204.
22. Bankruptcy O2576.5(2), 2703
Secured Transactions O98, 206
Under New York law, financing statements previously filed by junior secured
noteholders continued in effect even after
new financing statements were filed following release of portion of collateral securing junior noteholders’ claims, and
placed third parties on notice of need to
investigate noteholders’ interest in the released collateral after it was reacquired by
Chapter 11 debtors, so as to prevent avoidance of security interest that noteholders
possessed in this reacquired collateral pursuant to strong-arm statute. 11 U.S.C.A.
§ 544; N.Y. Uniform Commercial Code
§ 9-502.
23. Bankruptcy
2853.10

O2576.5(2),

2703,

Junior secured noteholders did not
have perfected liens that were protected
from strong-arm avoidance in any deposit
accounts of Chapter 11 debtors for which
an executed control agreement could not
be produced, and bankruptcy court did not
have to consider any such accounts in assessing whether junior noteholders were
oversecured and entitled to postpetition
interest and fees. 11 U.S.C.A. §§ 506(b),
544; N.Y. Uniform Commercial Code § 9312(b)(1).
24. Secured Transactions O89
Under New York law, security interest in deposit account may be perfected
only by control of account. N.Y. Uniform
Commercial Code § 9-312(b)(1).

25. Mortgages O173
Under New York law, in order to
perfect lien on real property, secured party must duly record against the title of
such property a properly executed mortgage or deed of trust.
26. Bankruptcy O2578, 2703, 2853.10
In absence of properly executed and
duly recorded mortgage or deed of trust,
any lien rights that junior secured noteholders possessed in real property of
Chapter 11 debtors was avoidable by debtors in exercise of strong-arm powers as
debtors-in-possession, and did not have to
be considered by bankruptcy court in assessing whether junior noteholders were
oversecured and entitled to postpetition
interest and fees. 11 U.S.C.A. §§ 506(b),
544.
27. Bankruptcy O2606.1, 2726.1(2)
In preference-avoidance proceeding,
trustee bears burden of proving each of
statutory elements of preference claim,
and unless trustee proves each and every
one of these elements, transfer is not
avoidable as preference. 11 U.S.C.A.
§ 547(b)(1-5).
28. Bankruptcy O2726.1(2)
When creditor asserts that it was oversecured at time of its receipt of alleged
preferential transfer, such that transfer
did not enable it to receive more than it
would have received in hypothetical Chapter 7 liquidation, it is plaintiff’s burden to
refute that assertion.
11 U.S.C.A.
§ 547(b)(5).
29. Bankruptcy O2727(2)
Absent evidence regarding value of
junior secured noteholders’ collateral either at start of preference period or when
they received allegedly preferential transfers, such as might permit bankruptcy
court to determine that they were not
oversecured, parties asserting preference
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claims failed to satisfy burden of showing
that challenged transfers enabled junior
secured noteholders to receive more than
they would have received in hypothetical
Chapter 7 liquidation.
11 U.S.C.A.
§ 547(b)(5).
30. Bankruptcy O3084
eral
ture
fees
gets

‘‘Carve out’’ is provision in cash collatorder that allows for some expendiof administrative and/or professional
to be paid before secured creditor
paid on its collateral.

See publication Words and Phrases
for other judicial constructions and
definitions.

31. Bankruptcy O3084
Unless it conflicts with provisions of
the Bankruptcy Code, ‘‘carve out’’ provision in cash collateral order is construed
by applying normal contract interpretation
principles.
32. Bankruptcy O3084
Usual purpose of ‘‘carve out’’ in cash
collateral order is to ensure the payment
of specified administrative expenses from
secured creditor’s collateral in event that
bankruptcy case goes badly, use of cash
collateral is terminated, and sufficient unencumbered funds are no longer available
to administer case.
33. Bankruptcy O3084
Absent anything in cash collateral order to suggest contrary intent, ‘‘carve out’’
provision in order had to be interpreted in
manner consistent with general purpose of
‘‘carve out’’ provisions, as requiring junior
secured noteholders to subordinate their
secured claims to payment of carve out
only if there were insufficient other unencumbered assets from which carve out
could be paid.
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Esq., Jamie A. Levitt, Esq., Stefan W.
Engelhardt, Esq.
Kramer Levin Naftalis & Frankel LLP,
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White & Case LLP, Attorneys for Ad
Hoc Group of Junior Secured Noteholders,
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NY 10036, By: J. Christopher Shore, Esq.,
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Bryant Park, New York, NY 10036, By:
David M. Zensky, Esq., Deborah Newman,
Esq., Brian T. Carney, Esq.
Reed Smith LLP, Attorneys for Wells
Fargo as Collateral Agent, 599 Lexington
Avenue, 22nd Floor, New York, NY 10022,
By: David M. Schlecker, Esq.
MEMORANDUM
OPINION,
AND
FINDINGS OF FACT AND CONCLUSIONS OF LAW, AFTER
PHASE I TRIAL
MARTIN GLENN, UNITED STATES
BANKRUPTCY JUDGE
ResCap and the Creditors’ Committee
(the ‘‘Plaintiffs’’) are co-proponents of a
reorganization plan that treats the junior
secured noteholders (‘‘JSNs’’) as undersecured, but would pay them the face
amount of all principal and prepetition interest ($2.222 billion, less $1.1 billion re-
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paid postpetition).
The JSNs voted
against and oppose confirmation of the
plan.
The JSNs contend they are oversecured
and entitled to postpetition interest (at the
default rate) and fees; they also contend
they are entitled to recover an adequate
protection claim of $515 million based on
alleged diminution in value of their prepetition collateral used during the case under
a series of consensual cash collateral orders.1 They also contend that their collateral should be increased as the result of an
‘‘all assets’’ pledge, which purportedly attaches to the Debtors’ assets that (1) were
once excluded from the ‘‘all assets’’ pledge
but no longer are, (2) were released from
the JSNs’ liens but were subsequently reacquired by the Debtors, or (3) were never
properly released from the JSNs’ liens at
all.
The Plaintiffs contend that (1) the JSNs
are undersecured and, therefore, not entitled to postpetition interest and fees; (2)
the JSNs’ collateral has not declined in
value since the petition date and thus the
JSNs cannot assert an adequate protection
claim; (3) the JSNs’ collateral should be
reduced from lien challenges to deposit
accounts and real estate owned (‘‘REO’’)
assets; (4) the Debtors’ transfers of approximately $270 million of collateral to
the undersecured JSNs in the 90 days
before bankruptcy are avoidable preferences; and (5) and the principal amount of
the JSNs’ claim must be reduced by approximately $386 million for unmatured
interest arising from original issue discount (‘‘OID’’) created as part of the Debtors’ ‘‘fair value’’ debt-exchange offer in
2008.
1.

The value of the JSNs’ purported adequate
protection claim will increase or decrease
based on the value of the JSNs’ Collateral on
the Petition Date and on the Effective Date.
This Opinion will resolve some issues relating
to both values.

The swing between the JSNs’ projected
recoveries under the proposed plan and
their ‘‘ask’’ is at least $350 million, or
perhaps more. In other words, the parties
are fighting about a lot of money.
The legal issues are framed in two adversary proceedings, one filed by the
Debtors and the other by the Creditors’
Committee (the ‘‘Committee’’) after it was
given standing in an order granting an
STN motion. The two adversary proceedings, asserting both claims and counterclaims, were consolidated. In two earlier
written decisions, the Court granted in
part (sometimes with prejudice and sometimes without prejudice) and denied in
part motions to dismiss some of the claims
and counterclaims. (See In re Residential
Capital, LLC, 495 B.R. 250 (Bankr.
S.D.N.Y.2013), ECF Doc. # 74, and In re
Residential Capital, LLC, 497 B.R. 403
(Bankr.S.D.N.Y.2013), ECF Doc. # 100.2)
Familiarity with those decisions is assumed.
The Court established an expedited
schedule for discovery and trial. The trial
was bifurcated into two phases because
some issues involve only the Plaintiffs and
Defendants (as defined below) while other
issues potentially involve other creditor
constituencies in the case. The Phase I
trial, conducted between October 15–23
and on November 6, 2013, was limited to
disputed issues between the Plaintiffs and
Defendants, to simplify the trial and limit
the number of parties that felt it necessary
to actively participate; the Phase II trial,
involving issues potentially affecting the
Plaintiffs, Defendants and a broader group
2. All docket numbers listed refer to the Adversary Proceeding Docket 13–01277, unless otherwise noted.
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of parties in interest in the bankruptcy
case, will be part of the contested plan
confirmation hearing now scheduled to begin on November 19, 2013.
On August 23, 2013, the parties submitted an agreed list of issues for trial. (ECF
Doc. # 84.) A Joint Pretrial Conference
Order, approved by the Court on October
18, 2013, provides stipulations of fact, the
parties’ factual and legal contentions, and
exhibit and witness lists. (ECF Doc.
# 161.) All direct fact and expert sworn
witness testimony was filed in advance,
with the witnesses in court during the trial
for cross and re-direct examination. Motions in limine to preclude some of the
proposed expert testimony were granted
in part and denied in part. (Oct. 16 Tr.
Deposition designations and
8:2–15.3)
counter-designations were introduced into
evidence at trial mostly without objections.4 Voluminous exhibits were admitted
in evidence at trial, mostly without objections. The parties’ filed post-trial submissions on November 1, 2013, and conducted
closing arguments on November 6, 2013.
This Opinion resolves the legal and factual issues in the Phase I trial. The Court
completed the Opinion quickly because the
outcome of the Phase I trial impacts Phase
II and the confirmation hearing. This
Opinion contains the Court’s findings of
fact and conclusions of law pursuant to
FED. R. CIV. P. 52, made applicable to these
adversary proceedings by FED. R. BANKR.
P. 7052. In making its findings of fact, the
3. [Date] Tr. [Citation] refers to transcripts of
the Phase I trial. References to [Name] Direct [Citation] refer to direct testimony submitted in writing before the trial began and
available on the public docket. Plaintiffs’ exhibits are referenced by number (e.g., PX 1),
and Defendants’ exhibits are referenced by
letter (e.g., DX A). All references to page
numbers in the Plaintiffs’ exhibits refer to the
PX page numbers at the bottom of each page
(e.g., PX 1 at 51 refers to PX 1 at page 51 of
120.) All references to page numbers in the
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Court has resolved credibility issues and
the weight appropriately given to conflicting evidence. Where contested or disputed facts or opinions were offered during
trial, this Opinion reflects the Court’s resolution of those disputes, whether or not the
opinion specifically refers to the contrary
evidence introduced by the opposing parties.
[1] All of the issues in the Phase I trial
are ‘‘core,’’ as provided in 28 U.S.C.
§ 157(b)(2). Because the JSNs (through
UMB, the indenture trustee) submitted a
proof of claim in this case, seeking to
recover all principal, prepetition and postpetition interest and fees, and have asserted an adequate protection claim, all of the
issues raised and resolved in these adversary proceedings necessarily must be resolved as part of the claims-allowance process. Therefore, the Court concludes that
it has the constitutional authority to enter
final orders and judgment in these adversary proceedings. Because issues in these
adversary proceedings remain to be resolved following the Phase II trial and
confirmation hearing, no final judgment
can be entered now. This Opinion does
include the Court’s final resolution of the
issues upon which it now rules.
The results of the Phase I trial can be
viewed as a split decision—some issues
have been resolved in favor of the Plaintiffs and some in favor of the Defendants.
Subject to the outcome of the Phase II
Defendants’ exhibits refer to the DX page
numbers at the bottom of the each page.
References to [Name] Dep. [Citation] refer to
the deposition testimony designated for the
Phase I trial. Citations to ‘‘PTO ¶ ’’ are to
the stipulated facts contained in the Revised
Joint Pretrial Order entered in the consolidated adversary proceedings. (ECF Doc. # 161.)
4. Any remaining objections to deposition designations are overruled.
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trial, the Court concludes that the JSNs’
claim should not be reduced for unmatured
OID; the JSNs have failed to establish
that they are entitled to recover an adequate protection claim; the JSNs have
liens on certain contested collateral, including certain intangible assets, but the JSNs
do not have liens on the full extent of the
collateral claimed; the Plaintiffs have
failed to establish that the JSNs received
avoidable preferences during the preference period (as defined below); and the
JSNs are undersecured and not entitled to
postpetition interest and fees. As explained below, the Court concludes that
(subject to the results of the Phase II trial)
the JSNs are undersecured by approximately $318 million.
I.

BACKGROUND

On May 14, 2012 (the ‘‘Petition Date’’),
the Debtors filed voluntary petitions for
relief under chapter 11 of the Bankruptcy
Code. Since the Petition Date, the Debtors
have continued to operate their businesses
and manage their properties as debtors in
possession. Before filing for bankruptcy,
the Debtors were a leading originator of
residential mortgage loans and, together
with their non-Debtor affiliates, the fifth
largest servicer of residential mortgage
loans in the United States, servicing approximately $374 billion of domestic residential mortgage loans and working with
more than 2.4 million mortgage loans
across the United States. (Marano Direct
¶ 23.)
Defendant UMB Bank, N.A. (‘‘UMB’’) is
the successor indenture trustee (in such
capacity, the ‘‘Notes Trustee’’) for the
9.625% Junior Secured Guaranteed Notes
due 2015 issued by ResCap (the ‘‘Junior
Secured Notes’’ or the ‘‘Notes’’). (PTO
¶ 3.) Wells Fargo Bank, N.A. (‘‘Wells Far5.

Although Wells Fargo is also a defendant,
this opinion refers to UMB and the Ad Hoc

go’’)—also a defendant—is the third priority collateral agent and collateral control
agent for the Junior Secured Notes. (Id.
¶ 4.) Defendant Ad Hoc Group of holders
of Junior Secured Notes (the ‘‘Ad Hoc
Group’’ or the ‘‘JSNs’’ and, together with
the Notes Trustee, the ‘‘Defendants’’ 5)
comprises entities that hold, or manage
entities that hold, Junior Secured Notes.
Membership in the Ad Hoc Group changes
from time to time, as set forth in the Ad
Hoc Group’s statements periodically filed
with the Court pursuant to Rule 2019 of
the Federal Rules of Bankruptcy Procedure. (Id. ¶ 6.)
The Defendants’ claims against the
Debtors’ estates arise from Junior Secured
Notes that ResCap issued pursuant to an
Indenture dated June 6, 2008. (PX 1.)
Those notes and the collateral securing
those notes are discussed in greater detail
below. As of the Petition Date, the JSNs
held secured claims against ResCap, and
certain of its affiliates as guarantors and
grantors, in the face amount of $2.222
billion, consisting of $2.120 billion in unpaid principal as of the Petition Date, and
$101 million in unpaid prepetition interest.
(DX ABF at 3.) The issue whether the face
amount of the claim should be reduced by
unamortized OID is discussed in section
III.A below.
A.
1.

The Adversary Proceedings
Complaints and Counterclaims

In or about July 2012, the Committee
began investigating what it believed to be
security interests improperly asserted by
the Defendants. The Committee filed its
complaint on February 28, 2013 (ECF Doc.
# 1), seeking among other things (1) a
declaratory judgment on claims that (a)
certain of the Debtors’ property is not
Group as the ‘‘Defendants’’ to simplify referring to those parties.
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subject to liens or security interests in
favor of the JSNs, and that (b) certain
liens or security interests on property of
the Debtors are unperfected; (2) an order
avoiding the JSNs’ allegedly unperfected
liens on or security interests in certain
property; (3) an order avoiding as preferential certain liens or security interests
allegedly granted for the Defendants’ benefit within 90 days of the Petition Date;
(4) an order characterizing postpetition
payments to the Defendants’ professionals
as payments of principal; 6 (5) an order
clarifying the priority of the JSNs’ liens;
and (6) an order disallowing the JSNs’
claims pending final resolution of the Committee’s complaint; and (7) an order disallowing a portion of the JSNs’ claims as a
result of unmatured interest allegedly arising from the 2008 debt-for-debt exchange.
(Id.)
On May 3, 2013, the Debtors filed a
Complaint (ECF 13–01343, Doc. # No. 1),
and filed an Amended Complaint on June
19, 2013. (ECF 13–01343 Doc. # 8.) In
their amended complaint, the Debtors seek
declaratory judgments, including among
other things that: (1) the JSNs’ lien on
general intangibles does not include any
lien on the proceeds of, or value attributed
to, the sale of assets pursuant to the
Ocwen Asset Purchase Agreement dated
November 2, 2012 (‘‘Ocwen APA’’); (2) the
JSNs are not entitled to an adequate protection replacement lien; (3) the JSNs are
not entitled to a lien on the assets that
secure the Amended and Restated Loan
Agreement, dated December 30, 2009
(‘‘AFI LOC’’), or any other collateral under the Notes Indenture (defined below)
that was released by Wells Fargo; (4) the
6.

Paragraph 16(c)(v) of the Final Cash Collateral Order provides that the JSNs are entitled
to, as part of adequate protection, prompt
payment of reasonable fees and expenses,
whether accrued prepetition or postpetition,
for certain identified professionals. (PX 76 at
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JSNs are not entitled to a lien on any
recoveries of any future avoidance actions
brought by or on behalf of the Debtors’
estates; (5) the JSNs are undersecured
and not entitled to postpetition interest;
(6) if the JSNs are found to be entitled to
postpetition interest, the interest should be
awarded at the contractual nondefault rate
of interest; and (7) the JSNs are undersecured because they are not oversecured at
any individual Debtor entity.
On June 21, 2013, the Court entered an
order consolidating the Committee’s action
with the Debtors’ action. (ECF Doc.
# 41.) On June 28, the Defendants filed
an Answer, Affirmative Defenses and
Counterclaims to the Debtors’ Amended
Complaint. (ECF 13–01343 Doc. # 14.)
On July 29, 2013, the Defendants amended
their answer and counterclaims. (ECF
13–01343 Doc. # 29.) Those amended
counterclaims seek declaratory relief: (1)
establishing the ownership and value of
the stipulated and disputed collateral and
the assets pledged in support of the JSNs;
(2) establishing that the JSNs have a lien
on claims against Ally Financial, Inc.
(‘‘AFI’’); (3) determining the distributable
value to be generated from all intercompany claims and causes of action; (4) allocating the purchase prices of Debtor assets
sold in Court-approved sales; (5) establishing that the JSNs have a lien on the
purportedly released assets; (6) determining that the use of cash collateral results in
diminution in the collateral’s value; (7) enforcing the Debtors’ section 506(c) waiver;
(8) defining the exact quantum of the direct costs of liquidating collateral; (9) determining the amount of the JSNs’ ade30.) The provision also provides that ‘‘nothing shall prejudice the rights of any party to
seek to recharacterize any such payments TTT
as payments of principal under the Junior
Secured Notes.’’ (Id.) The issue was not addressed by the parties during the Phase I trial.

Page 383

560

501 BANKRUPTCY REPORTER

quate protection liens; (10) reallocating
administrative expenses; (11) establishing
that the JSNs are entitled to postpetition
interest, default interest, fees, and expenses; (12) determining that the claims
asserted by any residential mortgage
backed security trust (‘‘RMBS Trust’’),
monoline insurers, and RMBS certificateholders must be subordinated; and (13)
establishing that the claims against AFI
identified by the Examiner 7 appointed in
the chapter 11 proceedings and/or the
property that is the subject of those
claims, constitute the JSNs’ collateral.
2. Motions to Dismiss
On April 30, 2013, UMB filed a motion
to dismiss with prejudice Counts I, IV, V,
VII, XI, XII, XIII and XIV of the Committee’s complaint in their entirety, and
Counts III and X in part. (ECF Doc.
# 20.) UMB later withdrew its motion to
dismiss certain of those counts, and on
July 26, 2013, the Court heard oral argument on UMB’s motion. (ECF. Doc.
# 61.) The Court entered an opinion and
order granting in part and denying in part
UMB’s motion. (ECF Doc. # 74.) In that
opinion, the Court dismissed Count V and
denied without prejudice UMB’s motion to
dismiss Counts I, IV, and XIII. (Id.) See
Residential Capital, 495 B.R. at 250.
On July 16, 2013, the Defendants filed a
Motion to Dismiss Counts 3 and 5 of the
Debtors’ Amended Complaint. (ECF Doc.
# 52.) That same day, the Plaintiffs filed
a motion to dismiss fourteen of the Defendants’ counterclaims. (ECF Doc. # 53.)
The Court heard oral argument on both of
those motions to dismiss on August 28,
2013, and subsequently issued a memoran7. On June 20, 2012, the Court directed that
an examiner be appointed (ECF 12–12020
Doc. # 454). On July 30, 2012, the Court
approved Arthur J. Gonzalez as the examiner
(‘‘Examiner’’) (ECF 12–12020, Doc. # 674),
and on June 26, 2013, the Report of Arthur J.

dum opinion and order (1) denying the
Defendants’ motion without prejudice, and
(2) granting in part and denying in part
the Plaintiffs’ motion. (ECF. Doc. # 100.)
See Residential Capital, 497 B.R. at 403.
B.

The Trial

On August 23, 2013, the parties entered
into a Joint Statement of Issues, which the
Court so-ordered. (ECF Doc. # 84.)
That statement of issues contemplated a
bifurcated adjudication whereby certain issues would be decided in a Phase I trial,
and others would be decided in a Phase II
trial (if necessary). The Phase I trial issues include (1) ‘‘[w]hether and to what
extent any unamortized portion of the alleged original issue discount on the Junior
Secured Note[holders]’ claim should be
disallowed as unmatured interest,’’ (2)
‘‘valuation of each Debtor’s collateral TTT
securing the JSN claims, on a debtor-bydebtor basis, and the appropriate methodologies for conducting such valuation,’’ 8 (3)
‘‘[w]hether and to what extent the JSNs
have liens on various items of disputed
collateral TTT including issues related to
avoidance of preferential transfers, disputed lien releases, asserted equitable liens
resulting therefrom, and potential avoidance of any such equitable liens,’’ (4) adequate
protection
issues,
including
‘‘[w]hether and to what extent the JSNs’
collateral has diminished in value as a
result of the Debtors’ use of cash collateral; whether the JSNs are entitled to an
adequate protection claim for some or all
of that value diminution; and, if the Court
deems it appropriate to decide during
Gonzalez, as Examiner was made publicly
available (ECF Doc. # 3698).
8.

The parties did not present evidence at trial
of the value of the JSNs’ collateral on a debtor-by-debtor basis, but instead focused on the
aggregate value of the JSNs’ collateral.
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Phase I, whether as a matter of law the
JSNs might be entitled to adequate protection for any diminution in value associated with the Debtors’ entry into the
Global Settlement,’’ (5) ‘‘the appropriate
allocation of proceeds to JSN collateral
from the Debtors’ asset sales to Ocwen
and Walter’’ (described below), (6)
‘‘[w]hether the JSNs have a lien on all or
any portion of the AFI Contribution,9
and/or all or any of causes of action of the
Debtors or avoidance claims that the
Debtors may bring that are being settled
in the Global Settlement,’’ 10 and (7)
‘‘[w]hether under section 506 of the Bankruptcy Code, the [Noteholders] may recover postpetition interest and other fees,
costs, or charges under the Indenture (a)
only to the extent they are oversecured by
assets at a single Debtor entity without
reference to collateral at other Debtor entities; (b) to the extent they are oversecured with reference to all collateral held
by any Debtor, collectively; and/or (c) to
the extent that the Debtors collectively
have sufficient assets to pay the [Noteholders’] claims in full and/or any particular Debtor is solvent.’’ (Id.) 11
The Court conducted a six-day hearing
on Phase I from October 15–17 and October 21– 23, 2013. The parties submitted
the written direct testimony of 13 witnesses: Teresa Rae Farley (‘‘Ms. Farley’’),
John D. Finnerty (‘‘Dr. Finnerty’’), James
Gadsden (‘‘Gadsden’’), Marc E. Landy
(‘‘Mr. Landy’’), Thomas Marano (‘‘Mr.
Marano’’), Marc D. Puntus (‘‘Mr. Puntus’’),
9.

The ‘‘AFI Contribution’’ is a $2.1 billion
cash contribution AFI agreed to make to the
Debtors’ estates pursuant to the terms of the
settlement among the Debtors, the Committee, AFI, and the Consenting Claimants set
forth in Article IV of the Debtors’ Joint Chapter 11 Plan.

10. During the trial, the Court determined that
issues relating to liens on the AFI Contribution would be tried in Phase II.
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and Mark Renzi (‘‘Mr. Renzi’’), for the
Plaintiffs; and Michael Fazio (‘‘Mr. Fazio’’), Jeffrey M. Levine (‘‘Mr. Levine’’),
Ronald J. Mann (‘‘Mr. Mann’’), P. Eric
Siegert (‘‘Mr. Siegert’’), John A. Taylor
(‘‘Mr. Taylor’’), and Scott Winn (‘‘Mr.
Winn’’), for the Defendants. Each of these
witnesses was subjected to cross-examination and redirect at trial. Neither party
called any rebuttal witnesses. The Plaintiffs and the Defendants sent their final
exhibit lists to the Court post trial. More
than 700 exhibits were admitted in evidence, some for limited purposes. The
Parties filed amended consolidated deposition designations on October 29, 2013
(ECF Doc. # 179).
II.

FINDINGS OF FACT

A. The Notes, the Collateral, and the
Loan Facilities
1.

The AFI Revolver and the
Junior Secured Notes

On or about June 4, 2008, Residential
Funding Company, LLC (‘‘RFC’’) and
GMAC Mortgage LLC (‘‘GMAC’’), as borrowers, ResCap and certain other entities
as guarantors, and certain entities as obligors, entered into a revolving loan facility
(the ‘‘Revolver’’) as amended from time to
time. The Revolver was provided under a
Loan Agreement (the ‘‘Original Revolver
Loan Agreement’’), dated June 4, 2008
(and amended from time to time before
December 30, 2009), with AFI as initial
lender and lender agent. (PTO ¶ 10; PX
11. The issues reserved for Phase II include (1)
the value of intercompany balances, (2) the
treatment of various claimant classes, (3) allocation of the AFI Contribution, (4) the value
of collateral, oversecurity, and interest and
fees if not determined in Phase I, and (5) a
final calculation of the Defendants’ adequate
protection claim, if applicable. (Id. )
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5.) To secure the obligations under the
Revolver, ResCap and certain of its subsidiaries, as grantors, granted a security
interest in favor of Wells Fargo, as First
Priority Collateral Agent and Collateral
Control Agent, pursuant to a First Priority
Pledge and Security Agreement and Irrevocable Proxy (the ‘‘Original Revolver Security Agreement’’), dated June 4, 2008
(and amended from time to time before
December 30, 2009). (PTO ¶ 11; PX 7.)
ResCap also issued $4.01 billion in face
principal amount of Junior Secured Notes
(the ‘‘Junior Secured Notes’’) pursuant to
an indenture dated as of June 6, 2008 (the
‘‘Notes Indenture’’). (PX 1 § 1.01.) Interest accrues on the Junior Secured
Notes at an annual 9.625% rate.12 (Id. at
8.) ResCap issued those Junior Secured
Notes with certain other entities serving
as guarantors and obligors,13 and with U.S.
Bank National Association, as the original
indenture trustee. (Id.) To secure the obligations under the notes, ResCap and the
guarantors under the Notes Indenture
granted a security interest in favor of
Wells Fargo—the Third Priority Collateral
Agent—pursuant to the Third Priority
Pledge and Security Agreement and Irrevocable Proxy (the ‘‘Original JSN Security
Agreement’’), dated June 6, 2008 (and
amended from time to time before December 30, 2009). (PTO ¶ 13; PX 3.)

Agreement, the collateral securing the Revolver was identical to the collateral securing the Junior Secured Notes. (See PX 7,
PX 3.) 14 On December 30, 2009, the Original Revolver Security Agreement, the
Original Revolver Loan Agreement, and
Original JSN Security Agreement were
amended and restated, giving rise to the
‘‘Revolver Loan Agreement,’’ the ‘‘Revolver Security Agreement,’’ and the ‘‘JSN
Security Agreement.’’ Following those
amendments, the collateral securing the
agreements remained identical. (See PX
8, PX 4.) The Plaintiffs contend that certain collateral was later pledged to the
Revolver but not to the JSNs, which the
Court will address below.

Pursuant to Original Revolver Security
Agreement and the Original JSN Security

The Revolver and Junior Secured Notes
were secured by two categories of collater-

12. The Notes Indenture also provided that
‘‘[t]he [Borrower] will pay interest (including
postpetition interest in any proceeding under
any Bankruptcy Law) on overdue principal at
the rate equal to 1% per annum in excess of
the then applicable interest rate on the Notes
to the extent lawful; it will pay interest (including postpetition interest in any proceeding under any Bankruptcy Law) on overdue
installments of interest and Additional Interest (without regard to any applicable grace
period) at the same rate to the extent lawful.’’
(PX 1 § 4.01.)

13. The guarantor entities that are Debtors in
these chapter 11 proceedings (the ‘‘Guarantor
Debtors’’) guaranteed ResCap’s obligations
under the Notes Indenture, including the obligation to pay in full all principal, interest,
fees, and premiums, if any, with respect to the
Junior Secured Notes. (PX 1 § 10.01.)

Since the collateral securing the Revolver and the Junior Secured Notes was identical, the creditors entered into an Intercreditor Agreement on June 6, 2008. (PX
2.) That agreement governs the Revolver
Collateral Agent’s ability to enforce rights
associated with collateral. The governing
documents expressly authorize the Collateral Agent, at the request of the Debtors,
to release liens on the collateral previously
securing the Revolver and the JSNs. Any
lien releases executed by the Revolver Collateral Agent were binding on the Junior
Secured Notes.
2. Primary Collateral and Blanket
Lien Collateral

14. ResCap also issued senior secured notes
that were secured by the same collateral, but
those notes were satisfied in full before the
petition date and are not central to the present dispute.
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al: Primary Collateral and Blanket Lien
Collateral. (PTO ¶ 12.) Primary Collateral was specifically delineated on the schedules to the AFI Revolver and served as the
borrowing base under the AFI Revolver.
Primary Collateral was subject to various
operational and reporting requirements.
(Farley Direct ¶ 24; Farley Dep. 48:14–
21.)
Blanket Lien Collateral encompassed
the balance of the collateral pledged as
security under the AFI Revolver and not
falling within the definition of ‘‘Excluded
Assets.’’ 15 (Farley Direct ¶ 25.) The
Blanket Lien Collateral included assets
that were not Primary Collateral, ‘‘whether [such assets were] now or hereafter
existing, owned or acquired and wherever
located and howsoever created, arising or
evidenced.’’ (PX 3 at 11–12; see also PX 4
at 15.) All of the assets that came in to
ResCap (except Excluded Assets) after the
parties executed the Original JSN Security
Agreement were subject to the JSNs’
third priority lien due to the blanket lien.
(See PX 3 at 11–13; PX 4 at 15–17.)
Between the Primary and Blanket Lien
Collateral, the JSNs’ collateral included (1)
assets and property of ResCap, the Notes
Guarantors, and the Additional Notes
Grantors (other than Excluded Assets); 16
(2) certain equity interests, certain promissory notes and other debt instruments,
certain deposit and security accounts, and
certain related assets of the Notes Equity
Pledgors; (3) all ‘‘Financial Assets’’ (as
defined in Article 8 of the U.C.C.) and
certain related assets of the FABS Grant15. See infra II.H.5 for discussion of Excluded
Assets.
16. Pursuant to the JSN Security Agreement,
the assets included ‘‘accounts, chattel paper,
commercial tort claims, deposit accounts, financial assets, investment property, intellectual property, and general intangibles’’ of
ResCap and the Notes Guarantors and Additional Grantors. (PX 4.) Although the JSN
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ors (as defined in the JSN Security Agreement); and (4) certain deposit accounts
and certain related assets of the Additional
Account Parties (collectively, the ‘‘JSN
Collateral’’). (PX 4.)
Primary Collateral could only be released if proceeds of that collateral were
used to pay down the AFI Revolver or to
buy replacement collateral. (See PX 1 at
56.) Blanket Lien Collateral, on the other
hand, could be released without the same
restrictive requirements. (Farley Direct
¶ 25; Oct. 16 Tr. 180:4–8.)
The Notes Indenture and the JSN Security Agreement combined to permit the
Debtors to incur future indebtedness secured by liens, to conduct certain asset
sales, and to release JSN Collateral so
long that release was part of a transaction
not prohibited by the Notes Indenture.
(PX 1 §§ 1.01, 4.01, 8.04(a)(i); PX 4 § 7.)
Additionally, the Intercreditor Agreement
allowed the First Priority Collateral Agent
to release liens on any collateral in connection with a sale or disposition of the collateral allowed under the Revolver Agreements and the Junior Secured Notes
Agreement. (PX 2 § 3.1.) That collateral
release would be binding on the JSNs.
(Id.) The Debtors could only release JSN
Collateral pursuant to the JSN Security
Agreement, the Notes Indenture, and the
Intercreditor Agreement.
Additionally,
the JSN Indenture allowed the Debtors to
move assets among their subsidiaries, and
to create new subsidiaries, as long as the
JSNs continued to maintain liens on such
Security Agreement listed ‘‘Commercial Tort
Claim described on Schedule V’’ as collateral,
no commercial tort claims were identified or
listed on Schedule V. Schedule V was never
amended or modified. As a result, the Court
previously found that the Defendants do not
have a properly perfected lien on any Commercial Tort Claims. (See ECF Doc. # 100.)
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assets. (PX 1 § 4.7 (requiring all ‘‘Significant Subsidiaries’’ to become ‘‘Guarantors’’
and thus also ‘‘Grantors’’ under the JSN
Pledge Agreement).)
3.

The AFI LOC and Released
Blanket Collateral

In 2009, the Debtors determined that
they needed additional financing to continue operating their businesses. To that
end, on or about December 30, 2009, RFC
and GMAC, as borrowers, entered into the
AFI LOC, provided under an Amended
and Restated Loan Agreement (‘‘LOC
Loan Agreement’’ with AFI as initial lender and lender agent). (PTO ¶ 18; PX 9.)
To secure the obligations under the AFI
LOC, ResCap and certain other Debtors
granted a security interest to AFI pursuant to the Amended and Restated Pledge
and Security Agreement and Irrevocable
Proxy, dated December 30, 2009 (as
amended from time to time, the ‘‘LOC
Security Agreement’’) with GMAC Investment Management LLC, as secured party,
and AFI, as omnibus agent, lender agent,
lender and secured party. (PTO ¶ 19.)
Granting that security interest to secure
the AFI LOC required the First Priority
Collateral Agent and Third Priority Collateral Agent to release their respective liens
on certain collateral. (PX 134; Farley
Direct ¶¶ 52–61.)
In 2010 and 2011, the Third Priority
Collateral Agent released its lien on a
variety of assets included in the JSN Collateral so the collateral could be pledged to
secure the AFI LOC, including (1) certain
mortgage loans, servicing rights and other
assets (the ‘‘Released Loan Collateral’’),
and (2) certain Freddie Mac servicing advances (the ‘‘Released Advances,’’ and collectively with the Released Loan Collateral, the ‘‘Released Blanket Collateral’’).
17. A ‘‘Relevant Party’’ is an obligor under the
Revolver Security Agreement or the JSN Security Agreement.

(PX 134.) To effectuate the releases, the
Third Priority Collateral Agent executed
(1) a Partial Release of Collateral, dated
May 14, 2010, releasing the security interest in the Released Loan Collateral that
previously secured the Junior Secured
Notes, and (2) a Partial Release of Collateral, dated May 27, 2011, that released the
security interest in the Released Advances
that previously secured the Junior Secured
Notes (together with the May 14, 2010
release, the ‘‘Blanket Releases’’). (PX 130
at 1176–1305, PX 134.) The Third Priority
Collateral Agent also filed U.C.C.–3
amendments that removed the Released
Blanket Collateral from the collateral set
forth in the original U.C.C.–1s (as amended) filed by the Third Priority Collateral
Agent. (PX 131; PX 133.) Exhibits annexed to these U.C.C.–3s contained descriptions of the Released Blanket Collateral that were identical to those in the
Blanket Releases themselves. (Id.)
The May 14, 2010 release described various categories of Released Loan Collateral, including any existing or future rights
in ‘‘Subject Mortgage Loan[s].’’ The release defined those loans as:
Any Mortgage Loan (a) which is identified in a Mortgage Schedule delivered
under the LOC Loan Agreement, (b) the
carrying value of which is included in
the calculation of the borrowing base
included in a borrowing base report or a
monthly collateral report under the LOC
Loan Agreement, or (c) which is indicated in a Relevant Party’s 17 books and
records as having been pledged to the
Lender Agent.18
(PX 134 at 8.) Thus, a mortgage loan listed as AFI LOC collateral on the Debtors’
books and records would qualify as a Sub18.
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ject Mortgage Loan that was released.
The LOC Loan Agreement defines mortgage loans to mean residential mortgage
loans and any right to receive payment
from the Federal Housing Administration
and Department of Veterans Affairs
(‘‘FHA/VA’’) for insurance or guarantees
of residential mortgage loans.19 (PX 9 at
87; PX 10 at 100.)
Other categories of collateral released
under the Blanket Loan Release included
(1) ‘‘Servicing Rights Collateral,’’ defined
as all of RFC’s and GMAC’s rights under
existing or future agreements pursuant to
which they were obligated to perform collection, enforcement or similar services to
maintain and remit funds collected from
mortgagees; and (2) all intangible assets
and other general intangibles relating to
Subject Mortgage Loans and Servicing
Rights Collateral. (PX 134 at 6–8.)
The May 27, 2011 release described various categories of Released Advances that
were being released from the JSNs’ liens.
These assets included any existing and
future advances relating to mortgage loans
and real estate owned property made pursuant to certain contracts with Freddie
Mac. (See PX 130 at 1181–83.)
B.

The Debtors’ Books and Records

[2] To comply with the numerous collateral tracking and reporting requirements of the Revolver Loan Agreement,
the Debtors developed and implemented
technological systems and operational procedures. (Farley Direct ¶ 29.) Starting in
2008, the Consolidated Financial Data Repository, or ‘‘CFDR,’’ became the Debtors’
primary record for tracking their assets
19. FHA/VA loans are repurchased whole
loans from Ginnie Mae trusts. (DX ABI at
58.) Since these assets are partially insured,
the amounts paid by the Debtors to repurchase these loans are substantially reimbursable. (Id.) The Debtors also have the choice of
modifying or selling these Ginnie Mae repur-
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and was maintained in the ordinary course
of the Debtors’ business. (Farley Direct
¶¶ 29–30; see also PX 139.) The CFDR
tracks various categories of assets, including without limitation, held for sale
(‘‘HFS’’) and held for investment (‘‘HFI’’)
mortgage loans, FHA/VA receivables, servicing advances, lending receivables, service fees and late charges, REO property,
trading securities, and mortgage servicing
rights. (Farley Direct ¶ 30 n.4.) Each asset is marked in the CFDR to reflect the
facility to which it has been pledged. (Oct.
16 Tr. 194:3–10.) Because the collateral
pools for the Revolver and the Junior Secured Notes were the same, the CFDR
tracked the JSN Collateral by tracking the
Revolver collateral. (Farley Direct ¶ 30.)
Assets comprising Primary Collateral
under the Revolver Security Agreement
are tracked and marked in the CFDR as
pledged to the Revolver. (Oct. 16 Tr.
194:3–6.) Assets comprising Blanket Lien
Collateral under the Revolver are also
tracked, but before the Petition Date,
those assets were marked as ‘‘Unpledged’’
in the CFDR because (1) the Debtors were
not required, and the CFDR was not used,
to report on Blanket Lien Collateral; and
(2) Blanket Lien Collateral was not subject
to the same constraints relating to use of
proceeds as Primary Collateral. (Farley
Direct ¶ 35.) Not all unpledged assets
constituted Blanket Lien Collateral,
though, because Excluded Assets under
the Revolver Security Agreement and JSN
Security Agreement would also be listed as
unpledged. (Farley Direct ¶ 35; Oct. 16
Tr. 194:7–10.)
chased loans to a Ginnie Mae trust or third
party. (Id.) The Debtors always intended to
sell the FHA/VA loans but ultimately pulled
the FHA loans from the auction because they
felt the bids received were not high enough.
(Puntus Direct ¶ 117.)
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Shortly before the Petition Date, the
Debtors updated the CFDR to comply
with stricter reporting and cash tracking
requirements attendant to the bankruptcy
process and recoded assets constituting
Blanket Lien Collateral from ‘‘Unpledged’’
to ‘‘Blanket Lien Collateral.’’ (Ruhlin
Dep. 119:4–9, 155:16–156:2, 156:15–21;
Farley Direct ¶ 36; Farley Dep. 115:4–14.)
When the Debtors repurposed the CFDR
in 2012 and began specifically tracking
blanket lien collateral, ‘‘what [ResCap]
viewed as blanket lien collateral was no
longer included as unpledged. It was
marked otherwise to be more specific that
it related to pledged collateral in some
way.’’ (Ruhlin Dep. 119:4–9; see also Farley Dep. 138:4–11 (‘‘Shortly before the filing date TTT since [ResCap was] going to
have to start reporting on all assets which
had been subject to the blanket lien at the
time of the filing date, there was an effort
undertaken to label all of the assets which
were in [ResCap’s] view TTT subject to the
blanket lien.’’).)
During the trial, Ms. Farley testified
that the CFDR is a Sarbanes–Oxley
(‘‘SOX’’) compliant financial tool that is
auditable, verifiable, and subject to a
heightened level of scrutiny and attention
by the Debtors’/AFI’s SOX teams and the
Debtors’ external auditors, Deloitte &
Touche. (Farley Direct ¶ 43; Oct. 16 Tr.
233:1–6, 234:23–235:25.) Ms. Farley also
testified that these controls were rigorous
because the CFDR was a critical financial
technology for the Debtors. (Oct. 16 Tr.
235:24–25.) Ms. Farley further detailed
the strict controls on the collateral tracking process under the CFDR, including the
processes for (1) designating an asset as
20. The $910 million questioned by the Ad
Hoc Group is composed of four categories of
assets (domestic mortgage loans, FHA/VA receivables, REO properties, and servicing advances) and three of these categories (com-

being pledged to a particular facility; (2)
changing an asset’s designation; (3) reconciling any inconsistencies between the
CFDR data, the general ledger, and
source data submitted by various business
units; and (4) submitting collateral reports
under the Revolver and LOC Facility.
(Farley Direct ¶¶ 30 n.4, 33–34, 38–42;
Oct. 16 Tr. 194:1–10; see also PX 162.)
Following Ms. Farley’s testimony, over
the Defendants’ objection, the Court admitted the CFDR in evidence as a business record maintained by the Debtors in
the ordinary course of business. (Oct. 17
Tr. 32:17–33:17, 40:7–41:18.) The Court
expressly finds that the CFDR is a reliable
and accurate business record containing a
contemporaneous record of the Debtors’
business transactions concerning the assets tracked in the system. The Court
also expressly finds that the Defendants’
challenge to the CFDR is unpersuasive.
1.

The CFDR and the Released
Blanket Collateral

The CFDR constituted the Debtors’
books and records by which the they
tracked collateral pledged to various facilities. Thus, collateral listed as pledged to
the AFI LOC in the CFDR would meet
the definition of a Subject Mortgage Loan
released by the Third Party Collateral
Agent (discussed above) as part of the
Blanket Releases.
The JSNs claim that they have a lien on
$910 million of collateral that was identified in the CFDR as pledged to the AFI
LOC on the Petition Date. That collateral
is composed of categories of assets that
were released under either of the Blanket
Releases.20 (Farley Direct ¶ 62.) The
prising approximately 97% of the assets at
issue) are covered by the Blanket Loan Release. Mortgage loans ($550.4 million) and
FHA/VA receivables ($324.7 million) fall within the express definition of ‘‘Subject Mortgage
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JSNs argue that other evidence of the
release of this $910 million of JSN Collateral should exist, including schedules of
mortgage loans, notices of collateral additions to the LOC Loan Agreement, and
electronic templates used to update the
CFDR. The Debtors, though, either did
not maintain all these documents or did
not locate them in their searches during
discovery.
(See ECF 13–01343 Doc.
# 117; see also Oct. 16 Tr. 237:6–239:14.)
Regardless, there is no dispute that $910
million of collateral is listed in the CFDR
as pledged to the AFI LOC; nor is there
any dispute that the $910 million comprises categories of assets that were released
under the Blanket Releases. In ruling on
the motions to dismiss, the Court held that
the description of the collateral covered by
the releases satisfied the requirements of
the Uniform Commercial Code (‘‘U.C.C.’’)
section 9–108(b). Residential Capital, 497
B.R. at 418. Therefore, the Court finds
that the $910 million was effectively released, and no further evidence is necessary to support those releases. The absence of the additional records sought by
the Defendants is not sufficient to overcome the evidence that was introduced at
trial. The Court expressly finds that a
preponderance of the evidence supports
the finding that the $910 million of collateral was released from the JSNs’ lien and
pledged to the AFI LOC.
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portunities, a potential chapter 11 filing,
financing alternatives and asset sales. To
that end, in October 2011, ResCap retained
Centerview Partners LLC (‘‘Centerview’’)
to assist in this process. (Puntus Direct
¶¶ 1, 16, 40, 41, 43; Marano Direct ¶ 28.)
In December 2011 and January 2012, faced
with significant debt maturities coming
due in spring 2012, the Debtors and Centerview began evaluating, and launched a
process to obtain, a stalking horse bid(s)
for a chapter 11 sale of all or a substantial portion of the Debtors’ assets. (Puntus Direct ¶¶ 3, 16, 44; Marano Direct
¶ 29.) Contemplating a potential bankruptcy filing, the Debtors wanted to obtain
debtor-in-possession (‘‘DIP’’) financing, secure a stalking horse bid, and continue to
work with government-sponsored entities
(‘‘GSEs’’) and regulators to maintain the
Debtors’ GSE mortgage servicing rights
(‘‘MSRs’’). (Marano Direct ¶ 3 1.) The
Debtors also wanted to resolve potential
claims against AFI to obtain AFI’s support for the business and resolve litigation
threats asserted by RMBS trustees. (Id.)
1.

Stalking Horse Bids

In August 2011, the Debtors began to
contemplate out-of-court restructuring op-

On or about January 23, 2012, Centerview launched a marketing process for the
Debtors’ assets. (Puntus Direct ¶ 48.)
After developing a list of potential bidders,
Centerview contacted five potential bidders and negotiated nondisclosure agreements with each one. (Id.) Centerview
made clear that the Debtors would consider bids for any and all asset combinations,
including bids on individual assets. (Id.)

Loans.’’ REO properties ($5.9 million) are
merely proceeds obtained upon foreclosure of
mortgage loans and are therefore covered as
well. (See DX AHD at 24 (setting forth the
values of the various asset classes purportedly
lacking evidence of release).) The last category of assets questioned by the Ad Hoc
Group—servicing advances ($29.4 million)—
is covered by the Servicing Advance Release.

The Servicing Advance Release covers Freddie Mac servicing advances (PX 130 at 1181–
83), which were the only types of servicing
advances pledged as collateral to the AFI
LOC on the Petition Date. Farley Direct ¶ 62
& n.7. Therefore, the Servicing Advance Release covered all servicing advances that were
pledged as collateral to secure the LOC Facility.

C.

Events Leading Up to the Debtors’ Bankruptcy
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Centerview also opened a data room to
facilitate bidder due diligence, and the
Debtors held multi-day management presentations with three of the five potential
bidders. (Id.)
In February 2012, Centerview received
three preliminary indications of interest
from (a) Nationstar Mortgage LLC (‘‘Nationstar’’) (PX 27), (b) Ocwen Loan Servicing LLC (‘‘Ocwen’’) (PX 25), and (c) a
certain undisclosed financial bidder (PX
17). The financial bidder’s letter of intent
(‘‘LOI’’) included a bid of $1.5 billion for
the Debtors’ mortgage loan origination and
servicing assets (the ‘‘Servicing and Origination Assets’’) and portions of the Debtors’ whole loan portfolio (the ‘‘Whole Loan
Portfolio’’). Nationstar also submitted an
LOI, which included a bid of $2.6 billion
for a substantial portion of the Debtors’
assets. (Puntus Direct ¶ 49.) Ocwen’s initial LOI was a bid of $1.426 billion to
acquire solely the Debtors’ private label
securitization (‘‘PLS’’) MSRs and associated advances. (Id.) The Debtors and their
advisors determined that proceeding with
two of the three bidders—Nationstar and
the financial bidder—was most prudent.
(Id. ¶ 50.) Centerview then approached
each of the two with a detailed request for
supplemental information. (Id.) To that
end, on February 22, 2012, Centerview
sent a letter to Fortress Investment Group
LLC (‘‘Fortress’’)—Nationstar’s primary
shareholder—requesting additional clarification related to Nationstar’s bid. (PX
366.) Centerview asked Nationstar to
clarify how it would allocate its bid among
the purchased assets, ‘‘including but not
limited to a separate allocation for each of
the financial assets (MSR, advances, whole
loan portfolio) as well as the servicing and
21. The servicing platform related to the MSRs
includes, inter alia, software servicing contracts, employee contracts and certain other
operating expenses relating to the MSRs (Oct.

origination platforms, respectively.’’ 21
(Id.) In its response to Centerview’s questions about bid allocation, Fortress specified that it would allocate no value to
either the consumer lending or servicing
platforms. (PX 28 at 2.)
Nationstar submitted a revised LOI on
February 28, 2012, increasing the purchase
price on assets included in its initial bid by
$100 million, and expanding the assets purchased to include GSE and PLS advances.
(Puntus Direct ¶ 5 1.) It also increased its
total bid for the Debtors’ mortgage loan
origination and servicing assets and Whole
Loan Portfolio to $4.2 billion for the Debtors’ mortgage loan origination and servicing assets and Whole Loan Portfolio. (Id.)
Nationstar’s bid on the Whole Loan Portfolio was contingent on AFI providing better-than-market debt financing for such
portfolio. (Id.) After this bid, the Debtors
decided to proceed with Nationstar as the
exclusive bidder on the assets. (Id. ¶ 52.)
In early March 2012, the Debtors and
their advisers negotiated the terms of the
asset purchase agreement with Nationstar
(the ‘‘Nationstar APA’’), and Nationstar
completed its analysis of the Debtors’ business. (Id. ¶ 55.)
During April and May of 2012, AFI
decided not to provide Nationstar debt
financing related to the Debtors’ Whole
Loan Portfolio, and offered its own bid of
$1.4 to $1.6 billion to acquire those assets,
depending on whether the sale was effectuated through a section 363 sale or chapter
11 plan. (Id. ¶ 56.) AFI’s decision not to
provide financing caused the value of Nationstar’s overall bid to decrease. (See PX
52 at 6.) The Debtors’ professionals determined that AFI’s bid to acquire the Whole
Loan Portfolio was superior to Nations15 Tr. 171: 8–17), and the origination platform related to the MSRs includes the call
center. (Oct. 15 Tr. 172: 1–6.)
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tar’s bid for those assets, particularly because AFI was not seeking any stalking
horse protections in connection with the
sale and had submitted a draft asset purchase agreement with very favorable
terms for the Debtors. (Puntus Direct
¶ 56.) Thus, the Debtors and their advisors negotiated the terms of an asset purchase agreement with AFI (the ‘‘AFI
APA’’).
The Debtors’ Board of Directors approved both APAs. (Id. ¶ 57.) On May 13,
2012, both APAs were executed and delivered by the parties. (Id.) On the Petition
Date, the Debtors filed two stalking horse
bids with the Bankruptcy Court: Nationstar’s $2.3 billion stalking horse bid for the
Debtors’ mortgage loan origination and
servicing assets (encompassed in the Nationstar APA), and AFI’s $1.4 to 1.6 billion
bid for the Debtors’ Whole Loan Portfolio
(encompassed in the AFI APA). (Puntus
Direct ¶ 57; Marano Direct ¶ 58.)
2.

Communications and Settlements
with Various Parties

During the prepetition auction process,
the Debtors regularly communicated with
the GSEs concerning the proposed agreement and plans for maintaining the Debtors’ origination and servicing operations as
a going concern until closing of the final
sale to preserve the value of the MSRs and
associated advances. (Marano Direct ¶ 50;
Puntus Direct ¶ 45.) Through these regular contacts, the Debtors convinced the
GSEs that the Debtors could sell the assets without damaging the MSRs and associated advances. (Puntus Direct ¶ 46.)
The stakes were high: if the GSEs had
concluded that ResCap could not operate
or credibly pursue an orderly sale of the
mortgage servicing assets, and that the
GSE-related assets might therefore have
been subject to liquidation, the GSEs
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would raise the cost of doing business and
seize their assets. (Marano Direct ¶ 51.)
By obtaining financing, use of cash, continuity of management through the end of
sale, and a stalking horse bidder, the Debtors reassured the GSEs that during the
chapter 11 sale process, the Debtors’ business would continue to function as usual
pending the sale. (Id.)
Before the Petition Date, the Debtors
negotiated a settlement with the Department of Justice, the Department of Housing and Urban Development, and the attorneys general of 49 states (the ‘‘DOJ/AG
Settlement’’) to resolve potential claims
arising out of origination and servicing activities and foreclosure matters. (Id. ¶ 7.)
The DOJ/AG Settlement required that the
Debtors pay approximately $110 million in
cash and provide various specified forms of
borrower relief with a value of at least
$200 million and that the Debtors—and
any purchaser of the Debtors’ assets—
implement a remedial program of loan
modification and enhanced servicing measures, both subject to ongoing regulatory
monitoring and oversight, and imposed increased operational costs. (Id. ¶ 53.) Also
before the bankruptcy filing, the Debtors
entered into a consent order settling an
investigation by the Federal Reserve
Board (the ‘‘FRB Consent Order’’) arising
out of the same general facts as the
DOJ/AG Settlement. (Id. ¶ 54.) The
terms of the FRB Consent Order required
ResCap to pay a penalty of $207 million, as
well as to enhance various aspects of their
origination and servicing business, including their compliance and internal audit
programs, internal audit, communications
with borrowers, vendor management, employee training, and oversight by the
Board of Directors. (Id.) The Consent
Order required the Debtors—and any purchaser of the Debtors’ assets—to maintain
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compliance with the terms of the order.22
(Id.)
3. Prepetition Settlements and
Plan Support Agreements
Before the Petition Date, the Debtors
entered into plan support agreements with
AFI and certain other parties in interest—
including certain of the current Ad Hoc
Group members—whereby the parties
committed to support, subject to certain
terms and conditions, the Debtors’ effort
to pursue a chapter 11 plan pursuant to
the terms provided in the Plan Term
Sheet, dated May 14, 2012 (the ‘‘Prepetition Plan Term Sheet’’). (PX 432.) The
Prepetition Plan Term Sheet contemplated, among other things, that AFI would
make a cash contribution in exchange for
estate and third party releases. (PTO
¶ 24.) The Debtors and AFI reached a
prepetition settlement approved by the
ResCap board on May 13, 2012 (the ‘‘Original AFI Settlement’’). (Marano Direct
¶ 40.) That settlement was memorialized
in a Plan Sponsor Agreement. (Id.) Under the terms of the Original AFI Settlement, AFI agreed to pay the Debtors $750
million, continue to support the Debtors’
origination business in chapter 11, provide
a stalking horse bid for the Whole Loan
Portfolio, provide DIP financing, and continue to provide the Debtors the shared
services it needed to run its business. (Id.
¶ 41.) The Original AFI Settlement and
Plan Sponsor Agreement also provided for
the automatic termination of the agreements if the Court did not approve a chapter 11 plan on or before October 31, 2012.
AFI and the Debtors agreed to monthly
waivers of this automatic termination
through February 28, 2013. (Id. ¶ 41;
Puntus Direct ¶ 35.)

the JSNs would have waived all rights to
postpetition interest through December 31,
2012, so long as no unsecured creditor
received postpetition interest, the JSN
PSA did not terminate, and the effective
date of the plan occurred by December 31,
2012, or (1) the closing of contemplated
asset sales occurred by December 31,
2012, and (2) the effective date of the plan
occurred by March 31, 2013. (Puntus Direct ¶ 33.) The JSN PSA also would have
provided that AFI would subordinate a
portion of its liens and claims to the JSNs.
(Id.)
At the same time that the Debtors were
negotiating with AFI, they were also negotiating with the trustees of certain RMBS
trusts (the ‘‘RMBS Trusts’’) for which the
Debtors acted as sponsor, depositor, or in
a similar capacity. (Id. ¶ 37.) These negotiations related to resolution of approximately $44 billion of potential liability for
representation and warranty and servicing
claims arising out of the Debtors’ privatelabel residential mortgage backed securities. (Marano Direct ¶ 43.) The Debtors
believed that resolving these private-label
securities claims was crucial to enhancing
the value of the Debtors’ assets for a
potential sale. (Id.) The overhang of this
litigation exposure had impeded the Debtors’ sale efforts in the years before the
chapter 11 filing and would have diminished the value the Debtors’ creditors could
have obtained in a chapter 11 sale. (Id.)
Further, the RMBS Trustees (the ‘‘RMBS
Trustees’’) threatened to assert the right
to withhold servicing advances owed to the
Debtors as an offset against origination
and servicing liabilities allegedly owed to
them. (Id.)

Under the plan support agreement entered into with the JSNs (the ‘‘JSN PSA’’),

In May 2012, the Debtors reached a
proposed settlement with the institutional

22. A significant modification of the FRB Consent Order—effectively reducing the Debtors’

costs of compliance—was negotiated during
this case and approved by the Court.
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investors holding a substantial stake in the
RMBS Trusts (the ‘‘RMBS Settlement’’).
(Id. ¶ 44.) ResCap’s board of directors
approved that agreement on May 13, 2012.
(Id.)
With the stalking horse bids, proposed
settlements, and plan support agreements
in place, the Debtors filed their chapter 11
cases on May 14, 2012. Any notion that
the Court was being presented with a prepackaged bankruptcy was short-lived, however, and these cases rapidly descended
into warfare threatening the Debtors’ ability to continue operating as a going concern.
4.

Termination of the Initial Plan
Support Agreements

By late September 2012, two events occurred that altered the calculus of the
JSNs who supported the prepetition PSA.
(Siegert Direct ¶ 12.) First, with the auction still a month away, there was no
longer any possibility of an expedited distribution upon a rapid sale closing. (Id.)
Second, the Committee challenged certain
of the JSNs’ liens within the challenge period prescribed by the Cash Collateral
Order. (Id.) The Ad Hoc Group then terminated the prepetition term sheet and
inserted an express reservation of rights
regarding adequate protection and allocation of expenses in each extension of the
Cash Collateral Order. (Id.)
D. The Cash Collateral Order
To keep their business operating as
debtors-in-possession, the Debtors sought
to obtain postpetition financing and authorization to use the cash collateral encumbered by existing debt facilities.
(Marano Direct ¶ 33; Puntus Direct ¶ 17.)
The continued funding would allow the
Debtors to (1) continue to issue loans and
offer loan modifications to thousands of
borrowers; (2) continue to service mortgages and make advances associated with
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such servicing obligations; (3) comply with
the Federal Reserve and FDIC consent
order; (4) comply with the DOJ/AG Settlement; (5) comply with the agreements that
had been entered into with the GSEs mandating the care with which their loans
should be serviced and refinanced, and
repurchase loans from the GSEs; and (6)
maintain hundreds of employees through
retention payments so that delinquencies
would not increase and thus diminish the
value of, and jeopardize the sale of, the
Debtors’ MSRs and other assets. (Marano Direct ¶ 34.) For example, the Debtors
needed to continue funding their servicing
advance obligations for the RMBS and
other PLS, as well as GSE loans. (Id.
¶ 35.) With respect to the GSE loans, the
GSEs actually owned the Debtors’ servicing rights, so if the Debtors failed to make
the requisite advances, the GSEs could
have revoked the Debtors’ servicing rights,
and re-assigned those rights to another
company. (Marano Direct ¶ 35; Puntus
Direct ¶ 19.)
The Debtors ultimately obtained DIP
financing facilities from Barclays Bank
PLC and AFI, as well as consensual use of
cash collateral from their prepetition lenders, including the JSNs. (Marano Direct
¶ 37.) On May 14, 2012, the Debtors filed
motions seeking authorization to (1) enter
the Barclays postpetition financing facility
(the ‘‘Barclays DIP Facility’’); (2) make
postpetition draws under the AFI LOC up
to $200 million; and (3) use cash collateral
securing each of the Revolver, the AFI
LOC, and the Junior Secured Notes to
fund the cash needs related to operations
and assets of each of the respective collateral pools. (Id.; Puntus Direct ¶ 28.) The
motions were approved on an interim basis
on May 15, 2012, and were approved on a
final basis, with the consent of the JSNs
and AFI, pursuant to orders entered on
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June 25, 2012 (the ‘‘Cash Collateral Order’’). (PX 76; Marano Direct ¶ 37.)
Under the Cash Collateral Order, the
Debtors were authorized to use cash collateral in accordance with the Forecasts (as
defined in the Cash Collateral Order), and
the JSNs were protected to the extent of
the aggregate diminution in value of the
JSN Collateral. (PTO ¶ 29.) Among other things, the JSNs were granted adequate protection liens on all of the collateral securing the AFI Revolver, the AFI
LOC, and all of the equity interests of the
Barclays DIP Borrowers. (PX 76.)
The parties dispute whether, in determining an adequate protection claim based
on diminution in value of collateral, the
value of the collateral at the Petition Date
should be determined by the foreclosure
value of the collateral in the hands of the
secured creditor (as argued by the Plaintiffs), or by the going concern value of the
collateral in the hands of the Debtors (as
argued by the Defendants). The legal issue is discussed below in section III.B.3.
The Defendants’ expert Mr. Siegert testified that when negotiating the Cash Collateral Order, the parties never discussed
that adequate protection and diminution in
value of JSN Collateral would be determined using foreclosure value. (Oct. 23
Tr. 195:9–13.) According to Mr. Siegert,
that would have been contrary to the spirit
of the negotiations, which were aimed at
easing the Debtors’ bankruptcy filing.
(DX AIJ at 7.)
The Forecasts provided for the pro rata
allocation of the cash disbursements during the relevant period to various silos of
assets securing the Debtors’ various secured credit facilities, as well as to unencumbered assets. (Puntus Direct ¶ 26.)
The Debtors delivered updated Forecasts
to the JSNs and AFI every four weeks as
required by the Cash Collateral Order,
and, although the JSNs did not have con-

sent rights, at no point during the case did
they object to any Forecast. (Id.) The
Cash Collateral Order also obligated the
Debtors to deliver to the JSNs a 20–week
forecast of anticipated cash receipts and
disbursements for the 20–week period.
(PX 76 at 22.) The Debtors were only
permitted to use cash collateral for the
‘‘purposes detailed within the Initial 20–
Week Forecast and each subsequent Forecast.’’ (Id. at 23–24.)
The Cash Collateral Order contained a
waiver of the Debtors’ right to surcharge
against prepetition collateral pursuant to
Bankruptcy Code section 506(c). (PX 76
at 42–43.) Specifically, the Cash Collateral Order states that: ‘‘[N]o expenses of
administration of the Chapter 11 Cases or
any future proceeding that may result
therefrom, including liquidation in bankruptcy or other proceedings under the
Bankruptcy Code, shall be charged against
or recovered from the Prepetition Collateral and [Cash] Collateral pursuant to sections 105 or 506(c) of the Bankruptcy
CodeTTTT’’ (Id.) The Cash Collateral Order also expressly waived the ‘‘equities of
the case’’ exception contained in section
552(b) of the Code. (Id. at 35.)
The Debtors negotiated several extensions regarding the use of the cash collateral of AFI and the JSNs, including a
stipulation entered on June 28, 2013.
(ECF 12–12020 Doc. # 4115.) On July 10,
2013, the Court entered the Stipulation
and Order in Respect of the Debtors’ Motion for Entry of an Order to Permit the
Debtors to Continue Using Cash Collateral
(ECF 12–12020 Doc. # 3374) (the ‘‘Cash
Collateral Stipulation’’) among the Debtors, AFI, and the JSNs, which terminated
the use of cash collateral effective as of
July 11, 2013, with certain limited exceptions. (PX 85 ¶ 2.)
The Debtors also negotiated a ‘‘Carve
Out’’ in the Cash Collateral Order (PX 76
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at 31– 32.) The Cash Collateral Stipulation served as the Carve Out Notice. No
party disputes that a section 506(c) waiver
was provided for the benefit of the JSNs.
The parties dispute whether the JSNs are
entitled to an adequate protection claim
for amounts of cash collateral expended by
the Debtors consistent with the agreed
budget under the Cash Collateral Order.
The issue also remains whether the Debtors may use an additional $143 million of
the JSNs’ cash collateral covered by the
Carve Out in the Cash Collateral Order
after the termination of the use of cash
collateral where sufficient unencumbered
cash is available to make the payments.
The issue is addressed below in section
III.D.8.
E.

Stipulation of Liens under the
Cash Collateral Order

In the Cash Collateral Order, the Debtors stipulated that the JSNs’ collateral
included, but was not limited to, all categories of assets identified in the ‘‘Ally Revolver’’ and ‘‘Blanket’’ columns on Exhibit
A to the Cash Collateral Order. (PTO
¶ 28.) The Debtors further stipulated,
pursuant to paragraph 5(g) of the Cash
Collateral Order, that security interests
granted to the JSNs ‘‘are valid, binding,
perfected and enforceable priority liens on
and security interests in the personal and
real property constituting ‘Collateral’ under and as defined in the Junior Secured
Note Documents.’’ (PX 76 at 11–12.) Under the Cash Collateral Order, the ‘‘Junior
Note Documents’’ included the JSN Security Agreement, the Notes Indenture, ‘‘and
all other documents executed in connection
therewith.’’ (Id. at 4) The Defendants contend that, under paragraph 5(g), the Debtors stipulated that the JSNs’ liens extend
to all collateral to which a security interest
was initially granted, including the AFI
LOC Collateral that was previously released by the Third Priority Collateral
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Agent under the Blanket Release. (PTO
JSN Contentions ¶ 18.) The JSNs’ witness, Mr. Siegert—the lead engagement
partner for Houlihan Lokey Capital, Inc.
(‘‘Houlihan’’)—testified that as of the Petition Date, he had no belief that the Debtors’ stipulations in paragraph 5(g) would
revive the JSNs’ previously released liens.
(Oct. 23 Tr. 102:4–6, 102:19–24, 105:3–25,
115:4–8, 125:12–126:15, 126:23–127:21.)
Mr. Siegert explained that if counsel for
the JSNs had concluded that paragraph
5(g) would revive more than $1 billion of
AFI LOC Collateral, that would have been
material information for Houlihan and the
Ad Hoc Group to know, as well as a material factor in estimating the value of the
JSNs’ liens. (Oct. 23 Tr. 127:25–128:16.)
But Houlihan’s May 14, 2012 public presentation (the ‘‘May 14 Presentation’’) that
presented an estimation of the JSNs’ recovery on their prepetition collateral did
not incorporate or disclose the existence of
the billion dollars of AFI LOC Collateral.
(PX 169; Oct. 23 Tr. 128:17–21; 132:18–
133:4.) Mr. Siegert testified that if Houlihan had known that paragraph 5(g) revived $1 billion worth of JSNs’ liens, it
would have incorporated that fact in the
May 14 Presentation. (Oct. 23 Tr. 128:23–
133:4.)
Further, in paragraph 5(g), the Debtors
stipulated that the JSNs’ liens are ‘‘subject
and subordinate only’’ to those prepetition
liens that were granted under the Revolver. (PX 76 at 11–12.) But this provision
does not subordinate the JSNs’ purported
lien on the AFI LOC Collateral to AFI
(i.e., the lender). So under the Defendants’ proposed interpretation of paragraph 5(g), the JSNs’ purported liens on
the AFI LOC Collateral would be elevated
ahead of the AFI’s liens in that same
collateral. Additionally, while granting the
JSNs a postpetition adequate protection
lien on the Revolver Collateral and the
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AFI LOC Collateral, the Cash Collateral
Order subordinated those liens to any existing liens on the same collateral. To that
end, with respect to the JSNs’ adequate
protection lien on the Revolver Collateral
the Order acknowledges that the lien is
junior to the ‘‘existing liens granted to the
Junior Secured Parties.’’ (Id. at 28.)
With respect to AFI LOC Collateral,
though, the Cash Collateral Order does not
mention the JSNs’ purported existing lien
on that collateral. (Id. at 28–29.)
Other documents also indicate that paragraph 5(g) was not intended to revive any
previously released JSN liens. For example, in the JSN PSA, the JSNs expressly
reserved the right to make a claim for an
equitable lien on the AFI LOC Collateral.
(PX 252 § 5.6.) That would have been
superfluous if the JSNs believed that paragraph 5(g) already granted them a lien on
that collateral. Moreover, when the Debtors sought approval of the Barclays DIP
Facility, they argued that any asserted
equitable JSN lien on the AFI LOC Collateral was invalid and not perfected. (PX
88 at 55.) That position would have been
inconsistent with a stipulation granting the
JSNs a lien on that collateral in paragraph
5(g). Neither the motion for approval of
the use of cash collateral, nor any disclosures to the Court in connection with the
interim or final cash collateral orders, disclose that the JSNs believed they were
getting a perfected security interest in any
previously released collateral.
F.

The Asset Sales

On the Petition Date, the Debtors filed
motions to approve stalking horse bids
from AFI and Nationstar with respect to
the Debtors’ Whole Loan Portfolio and
Servicing and Origination Assets, respec23. The Mini Auction resulted in increases in
the sales prices by a total of $150 million, as
well as a reduction in the proposed break-up

tively. (See PX 61.) The Debtors entered
into the initial stalking-horse bid with Nationstar to sell the servicing, origination,
and capital markets platforms (which included people, software, and IT) of the
Debtors. (PX 33.) The Debtors also
agreed to sell Nationstar contracts, servicing agreements, MSRs owned by the
Debtors, certain Ginnie Mae-guaranteed
whole loans, and intellectual property,
goodwill, and general intangibles ‘‘Related
to the Business’’ for $2.3 billion. (Id. at
38–41.)
After the Petition Date, on June 15,
2012, Berkshire Hathaway, Inc. (‘‘Berkshire’’) submitted competing bids to become the stalking horse bidder for both
sets of assets. (Puntus Direct ¶ 59.) The
bids, which were submitted without Berkshire having performed any due diligence,
were in the form of executed asset purchase agreements virtually identical to the
agreements executed by Nationstar (for
the Servicing and Origination Assets) and
AFI (for the Whole Loan Portfolio). (Id.)
Due, at least in part, to Berkshire’s bids, a
‘‘pre-auction’’ auction (the ‘‘Mini Auction’’)
ensued in advance of and during the sale
procedures hearing, with the Court ultimately directing that final proposed stalking horse bids be submitted to the Debtors
on June 18, 2012. (Id.) In accordance with
the Court’s direction, both Nationstar and
Berkshire submitted revised stalking horse
bids. (Id.) With the support of the Committee, the Debtors sought and obtained
Court approval of the Nationstar and
Berkshire stalking horse bids and the bid
and sales procedures at a hearing on June
19, 2012.23 (Id. ¶ 60.)
In the lead-up to the Asset Sales, the
Debtors maintained the servicing and origfees for the origination and servicing platform.
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ination platforms as going concerns.
(Marano Direct ¶¶ 50–51.) The Debtors
considered, but rejected, the possibility of
liquidation, because, according to Mr. Marano, the Debtors did not believe that a
liquidation was in the best interests of the
creditors, and the Debtors did ‘‘everything
[they] could’’ to prevent a foreclosure.
(Oct. 15 Tr. 164:10–25.)
1.

The Servicing and Origination
Assets Sale

The Court approved the sale and bid
procedures with respect to the Servicing
and Origination Assets (PX 44), and Centerview approached those institutions that
it believed would have an interest in purchasing, and the financial resources and
expertise necessary to purchase, the Servicing and Origination Assets, to gauge
their respective interest. (Puntus Direct
¶ 61.) Following these initial contacts and
an introductory due diligence period for
interested parties, the Debtors’ management team and Centerview made formal
presentations to five prospective purchasers, during which they described in detail
the Servicing and Origination Assets being
sold and afforded them an opportunity to
visit the Debtors’ locations and perform
detailed on-site due diligence with the
Debtors’ business units. (Id.) The Debtors
received responses from three potential
purchasers: (1) Berkshire, (2) a consortium of two bidders, and (3) a consortium
composed of Ocwen and Walter Investment Management Corporation (‘‘Walter’’).
(Id. ¶ 63.) The Debtors focused their marketing efforts on these three potential purchasers. (Id.)
On October 19, 2012, the Debtors received two qualifying bids for the Servicing
and Origination Assets: (1) the stalking
horse bid previously submitted by Nationstar at a value of $2.357 billion; and (2) a
bid from Ocwen and Walter at a value of
$2.397 billion. (PX 48; PX 47.) The
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Debtors determined that the Ocwen bid
was the highest and best bid for the Servicing and Origination Assets and decided
that they would open the auction with the
Ocwen bid. (Puntus Direct ¶ 64; PTO
¶ 34.) On October 23, 2012, the Debtors
began the auction for the Servicing and
Origination Assets with Ocwen’s bid as the
opening bid. Two bidders, Nationstar and
Ocwen, submitted offers for these assets.
Although Ocwen was a bidder of record for
these assets, the Ocwen APA provided for
the assignment of the Debtors’ Fannie
Mae assets to Walter. (PX 47; Puntus
Direct ¶ 69.)
During the auction, the Debtors negotiated with Nationstar and Ocwen to obtain
certain adjustments to their bids and asset
purchase agreements. As required by
Ginnie Mae, both bidders agreed to remove the Ginnie Mae liability bifurcation
condition in the asset purchase agreements. (Puntus Direct ¶ 71.) Consequently, Ginnie Mae would be able to seek satisfaction of all liabilities relating to Ginnie
Mae loans, either pre- or post-closing, related to servicing or origination, from the
purchaser of the Servicing and Origination
Assets. (Id.) Also, although both Ocwen’s
and Nationstar’s bid did not contractually
obligate them to acquire the servicing and
origination platforms, both bidders agreed
to include a commitment to acquire the
platforms and associated liabilities as part
of the bid. (Puntus Direct ¶ 72; Marano
Direct ¶ 62.) To induce Ocwen and Nationstar to make this commitment, the
Debtors offered the bidders a bid credit in
the amount of $108.4 million, which represented the estimated liabilities associated
with the platforms. (PX 56 at 37–41; Puntus Direct ¶ 72.) After 28 rounds of bidding, Ocwen made the highest and best
offer to purchase the Debtors’ Servicing
and Origination Assets for itself and Walter, with a winning purchase price of ap-
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proximately $3 billion. (PX 57 at 9–10.)
The Court approved the Ocwen Sale on
November 19, 2012, and entered an Order
approving the asset sales on November 21,
2012. (PX 45; Puntus Direct ¶ 79; PTO
¶ 36.)
The parties effectuated the Ocwen Sale
through the Ocwen APA, dated as of November 2, 2012 (and as later amended),
among Ocwen, ResCap, and certain other
Debtor signatories. (PX 19; PX 20; PX 21;
PX 22; PX 23; PX 24; PTO ¶ 37.) The
Ocwen APA provided that Ocwen was buying ‘‘goodwill and other intangible assets
Related to the Business or related to the
Purchased Assets.’’ (DXPT at 41.) In
total, over 2,000 ResCap employees, including those associated with call centers
and management, were ‘‘migrat[ed]’’ to
Ocwen as part of the purchase of ResCap’s
servicing and origination platform with no
significant reduction in personnel. (Ziegenfuse Dep. 63:16–19:6, 65:7–21, 67:17–23.)
In the APA, Ocwen attributed zero value
to goodwill and intangibles, but in a subsequent 10–Q filing, the company attributed
approximately $210 million to those assets.
(DX ZH at 30.) The APA contains a
provision that any purchase price allocation in the APA would only bind the parties for tax purposes, and not for any other
purpose. (PX 19 at 50.) The parties dispute whether a portion of the purchase
price must be allocated to general intangibles and goodwill, as to which the JSNs
claim to have a perfected lien.
2.

The Whole Loan Portfolio Sale

Contemporaneously with the marketing
process for the Servicing and Origination
Assets, Centerview considered those institutions that it believed would be interested
in and financially capable of purchasing
the Whole Loan Portfolio. (Puntus Direct
¶ 65.) Centerview approached those potential purchasers to gauge their respective interest. (Id.) On October 19, 2012,

the bid deadline approved by the Court,
the Debtors received two qualifying bids
for the Whole Loan Portfolio: (1) the
stalking horse bid previously submitted by
Berkshire at a value of $1.324 billion; and
(2) a bid from a consortium of four financial bidders led by DLJ Mortgage Capital
(the ‘‘DLJ Consortium’’) at a value of
$1.339 billion. (Id. ¶ 66) The Debtors determined that the DLJ Consortium bid
was the highest and best bid for the Whole
Loan Portfolio and decided that they
would open the auction with the DLJ Consortium bid. (Id.; PTO ¶ 35.)
On October 25, 2012, ResCap held an
auction for its Whole Loan Portfolio.
(Puntus Direct ¶ 79.) After 11 rounds of
bidding, Berkshire won the auction with
the highest and best offer of $1.5 billion,
an amount $175 million higher than the
original stalking horse bid. (Id.; PX 58 at
22–23.) Before the auction, Berkshire had
agreed to continue compliance with certain
aspects of the FRB Consent Order and the
DOJ/AG Settlement. (Puntus Direct ¶ 79.)
The Court approved the Berkshire sale on
November 19, 2012, and entered an order
approving the asset sales on November 21,
2012. (ECF 12–12020 Doc. # 2247; PX
46.)
G. Facts related to Original Issue
Discount
The Junior Secured Notes were issued
in connection with a 2008 debt-for-debt
exchange offering (the ‘‘Exchange’’). On
May 5, 2008, ResCap issued an Offering
Memorandum in which it offered to exchange $9.537 billion face value amount of
its then-outstanding unsecured notes maturing from 2010 through 2015 (the ‘‘Old
Notes’’) for the Junior Secured Notes.
(PTO ¶ 7; PX 175.) Under the Exchange,
ResCap offered to exchange $1,000 face
principal amount of outstanding unsecured
notes for $800 face value of Junior Secured
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Notes. (PTO ¶ 8.) Pursuant to a modified
Dutch Auction, the clearing price was $650
per $1,000 principal amount of Junior Secured Notes, which was the lowest level at
which tenders were accepted.
(Id.)
Through the Exchange, ResCap exchanged approximately $6 billion of Old
Notes for approximately $4 billion in Junior Secured Notes and $500 million in cash.
Approximately 63% of the Old Notes were
exchanged in the Exchange. (Id. ¶ 9.) The
issue price of the Junior Secured Notes
was established as $613.75 based on trading activity from the first day of trading.
Using this price, AFI calculated the
amount of OID for tax purposes as of the
Petition Date to be $377,262,728. (Id.
¶ 52; PX 189; Finnerty Direct ¶ 55.) As
an economic matter the Exchange created
OID. (Finnerty Direct ¶ 10.) AFI amortized the OID by compounding it on a
semi-annual basis. Amortizing OID on a
daily compounding basis results in a slightly larger amount of OID: $386 million.
(Id. ¶ 60.)
The Plaintiffs argue that the OID should
be disallowed in bankruptcy as unmatured
interest. The Defendants, on the other
hand, argue that the OID should be allowed as part of their claim based on
Second Circuit precedent. The Plaintiffs
and Defendants each offered expert testimony on issues relating to the bankruptcy
treatment of the OID generated in the
Exchange. John D. Finnerty, Ph.D., a
Managing Director in the Financial Advisory Services Group at AlixPartners, LLP
24. The Second Circuit explained the distinction between the two types of exchanges, writing:
An exchange offer made by a financially
troubled company can be either a ‘‘fair
market value exchange’’ or a ‘‘face value
exchange.’’ In a fair market value exchange, an existing debt instrument is exchanged for a new one with a reduced
principal amount, determined by the market value at which the existing instrument is
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and Professor of Finance at Fordham University’s Graduate School of Business Administration, testified on behalf of the
Plaintiffs, and Mr. Siegert testified on behalf of the Defendants.
The parties do not dispute that the Exchange was a ‘‘fair value’’ exchange—i.e.,
that old securities were exchanged for new
securities with a reduced principal amount
that in theory approximated the market
value of the old securities. The Second
Circuit’s decision in LTV Corp. v. Valley
Fidelity Bank & Trust Co. (In re Chateaugay Corp.), 961 F.2d 378 (2d Cir.1992),
addressed the bankruptcy treatment of
OID generated in connection with a ‘‘face
value’’ exchange—i.e., one in which the
principal amount of the debt is not reduced.24 (Finnerty Direct ¶ 102; Oct. 21
Tr. 151:11–14.) The experts also agreed
that investors in the Notes were sophisticated investors who understood how to
analyze risks associated with investing in
OID bonds. (Finnerty Direct ¶ 92; Oct.
21 Tr. 184:8–11.)
In addition, Dr. Finnerty calculated that
using semi-annual compounding, $377 million in OID remained unamortized as of
the Petition Date. (Finnerty Direct, App’x
6A.) Dr. Finnerty, though, believed that
daily compounding was the more appropriate method, which he calculated to yield
$386 million of unamortized OID as of the
Petition Date. (Id. at App’x 6B.) Mr. Siegert, on the other hand, testified that he
believed that semi-annual compounding
trading. By offering a fair market value
exchange, an issuer seeks to reduce its
overall debt obligationsTTTT A face value
exchange, by contrast, involves the substitution of new indebtedness for an existing
debenture, modifying terms or conditions
but not reducing the principal amount of
the debt.
Chateaugay, 961 F.2d at 381–82 (citations
omitted).
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(See Oct. 21 Tr.

Dr. Finnerty stressed the economic incentives built into the Exchange: yield,
security, and seniority. (Finnerty Direct
¶ 62.) In addition, the Exchange allowed
ResCap to reduce its overall debt obligations and extend its debt maturities,
thereby enhancing the credit strength of
the JSNs’ obligor, allowing ResCap to
avoid bankruptcy for four more years.
(Id.) In fact, the JSNs will achieve a greater recovery than the noteholders who did
not exchange and whose notes remained
outstanding on the Petition Date. The
Debtors Disclosure Statement (ECF 12–
12020 Doc. # 4811) indicates that while the
hold-outs have retained a $1,000 par
amount unsecured claim, they are projected to recover only 36.3%, or $363.00. (Finnerty Direct ¶ 88.) In contrast, the holders of the JSNs, who received $800 of new
secured notes in June 2008, are projected
to recover $840. (Id.) The Exchange was
attractive—and future exchanges could
likewise be attractive regardless of the
bankruptcy treatment of OID—because of
the competitive effective yield of the Junior Secured Notes at issuance, the fact
that the Junior Secured Notes, unlike the
Old Notes, were secured, and the fact that
the Junior Secured Notes were structurally senior to the Old Notes. (Id. ¶¶ 62–67,
93.)
Mr. Siegert, in contrast, testified, among
other things, that: (1) the disclosures
made by ResCap in the Exchange, along
with general market evidence, are inconsistent with the conclusion that the Exchange generated disallowable OID for
bankruptcy purposes; and (2) disallowing
OID in fair value exchanges such as the
Exchange would likely cause debt-holders
to either reject such exchanges or demand
more from distressed companies, thereby
discouraging out-of-court workouts and

leading to a greater number of bankruptcies. (Siegert Direct ¶ 30.) Mr. Siegert
noted that the disclosures did not warn
that the Exchange could create OID that
would be disallowed in bankruptcy. (Id.
¶ 31.) Mr. Siegert also testified that the
market did not place much value on the
structural enhancements to the Notes that
the Exchange created since 63% of noteholders participated in the Exchange,
which was a lower participation rate than
typical debt-for-debt exchanges.
(Id.
¶ 32.) ResCap was expecting a significantly higher level of participation in the Exchange; the company and its advisors
originally projected a base case participation level of 76%. (See Hall Dep. 53:10–
21.)
If ResCap had not executed the Exchange, the Company would not have had
an ability to meet its debt service obligations as they came due without some
third party intervention.
(Hall Dep.
43:10–16.) The successful completion of
the Exchange enhanced shareholder value
by reducing the amount of the Company’s
outstanding debt. (Hall Dep. 55:14–23;
Oct. 21 Tr. 64:5–8; 64:25–65:2.) The successful completion of the Exchange also
provided ResCap, its creditors, and other
stakeholders with several other valuable
benefits, including reducing ResCap’s debt
service and extending the maturities on
ResCap’s outstanding debt. (DX BB at
13; Oct. 21 Tr. 18:10–14; 63:6–15; 64:5–8.)
Both experts testified that there is little
difference between a face value exchange
and a fair value exchange, making disparate treatment for the two exchanges in
bankruptcy economically illogical. (Siegert Direct ¶ 37; Oct. 21 Tr. 67:10–69:9.)
Mr. Siegert explained that both fair and
face value exchanges offer companies the
opportunity to restructure out-of-court,
avoiding the time and costs—both direct
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and indirect—of a bankruptcy proceeding.
(DX AIJ at 7.)
The Second Circuit treats OID created
by face value exchanges as allowable in
bankruptcy, despite the Code’s provision
that unmatured interest is disallowed. See
Chateaugay, 961 F.2d at 384. The Chateaugay decision left open the possibility
that fair value exchanges could be treated
differently, but it did not resolve the issue.
Both Dr. Finnerty and Mr. Siegert acknowledged that under Chateaugay, there
would be no disallowable OID here if the
Junior Secured Notes were issued at 100%
face value, and all other inducements for
participation remained the same. (Oct. 21
Tr. 136:9–20; 214:2–4.) Dr. Finnerty and
Mr. Siegert also both acknowledged that if
creditors knew that OID created in fair
value exchanges would be disallowed, distressed issuers would need to offer greater
incentives to participate. (Siegert Direct
¶ 3 8; DX ABC; Oct. 21 Tr. 101:15–17.)
According to Mr. Siegert, this would make
distressed debt exchanges more difficult
and would likely lead to more bankruptcy
filings as opposed to out-of-court workouts.
Additionally, bondholders could simply reject fair value exchanges altogether. (Siegert Direct ¶ 3 8.) The experts also both
testified that they are unaware of any other creditors whose claim would be determined in bankruptcy based on the trading
prices of bonds used to determine the issue price. (DX AIJ 10; Oct. 21 Tr. 23:20–
24:2.) Thus, a holder of the Old Notes
would not know the amount of OID that
would be disallowed in bankruptcy before
tendering. (Oct. 21 Tr. 50:24–51:21.) The
legal analysis of OID is found in section
III.A below.
H.

The Paydowns

On or about June 13, 2013, the Debtors
made a payment in the amount of $800
million on account of the outstanding prin-
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cipal of the Junior Secured Notes. (See
ECF Doc. # 3967.) On or about July 30,
2013, the Debtors made an additional $300
million payment on account of the outstanding principal of the Junior Secured
Notes. (See ECF Doc. # 4404.) Together
these repayments reduced the outstanding
principal balance by $1.1 billion.
I. Expert Valuations of JSN Collateral on Petition Date
The JSNs offered valuation testimony
from four proposed experts affiliated with
Houlihan: Messers. Fazio, Levine, Taylor,
and Siegert. Mr. Fazio offered opinions
on the Petition Date value of the Debtors’
sold and unsold HFS assets and certain
other unsold assets. (Fazio Direct ¶¶ 2–3;
Oct. 22 Tr. 122:10–13.) He also offered an
opinion on the Petition Date value of a
hypothetical entity consisting solely of the
Debtors’ MSRs, servicing operations, and
originations platform. (Fazio Direct ¶¶ 2,
7; Oct. 22 Tr. 122:14–16.) Mr. Levine
offered opinions on the Petition Date value
of the Debtors’ MSRs, refinancing opportunities associated with the MSRs, and
Servicing Advances. (Levine Direct ¶ 2.)
Mr. Taylor offered an opinion on the allocation of value to certain assets associated
with the Ocwen asset sale, including intangible assets, goodwill, and liabilities acquired by Ocwen and Walter. (Taylor Direct ¶¶ 2–3, 7.)
Mr. Siegert offered a single ‘‘Global
Summary’’ of these Houlihan opinions suggesting the net fair market value of the
JSN Collateral on the Petition Date totaled $2.79 billion. (Siegert Direct ¶¶ 4,
25; Oct. 23 Tr. 134:1–14, 141:14–142:6; DX
ABF at 10.) He arrived at this value by
first summing (1) the valuations of the
Debtors’ cash, HFS assets, unsold servicing advances, FHA/VA loans, equity interests, hedge contracts, and certain other
contracts; (2) the valuation of the Debtors’
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sold servicing advances; and (3) his own
valuation of the Debtors’ intangible assets,
derived from his own analysis of Messrs.
Fazio, Taylor, and Levine’s valuations.
(DX ABF at 9–10.) This totaled $4.450
billion. (Id. at 10.) Mr. Siegert then subtracted $747 million owed to Ally on the
Ally Revolver, and $912 million owed on
two facilities,25 to reach $2.791 billion.
(Siegert Direct ¶ 25 & n. 6; DX ABF at
10.)
The Houlihan experts’ valuation assumes that the assets could have been sold
on the Petition Date by the Debtors. (Oct.
22 Tr. 139:18–142:4; Oct. 23 Tr. 147:23–
149:3, 149:18–22.) But when valuing the
assets, the Defendants’ experts did not
look to sales conducted by other distressed
entities on the brink of insolvency; rather,
the experts treated ResCap as a solvent
seller able to capture fair value for its
assets.
The Plaintiffs, on the other hand, offered the opinion of Mr. Puntus, Partner
and Co–Head of the Restructuring Group
at Centerview. Mr. Puntus has been the
lead investment banker for the Debtors for
over two years. (Puntus Direct ¶ 1, 16;
Oct. 16 Tr. 98:9–16.) He was heavily involved in the Debtors’ decision to market
their assets, the prepetition marketing
process and the postpetition sale process,
serving as the lead business negotiator for
the Debtors on the stalking horse agreements as well as the auction process.
(Oct. 16 Tr. 97:23–98:16, 103:6–9.)
Mr. Puntus used the initial Nationstar
and AFI stalking horse agreements to determine the benchmark value in his analysis ($1.736 billion), even though these
agreements were never consummated. He
also endeavored to estimate what the
JSNs’ Collateral would have been worth
25. The GMAC Mortgage Services Advance
Funding Company Ltd. (‘‘GSAP’’) Facility and

upon foreclosure, where the disposition of
the assets would have been controlled, in
the first instance, by the First Priority
Collateral Agent (directed by AFI) or the
lenders (i.e., Barclays and AFI for GSAP
and BMMZ, respectively).
Mr. Puntus’s benchmark did not represent his opinion of the value of the JSNs’
Collateral for purposes of adequate protection because the purchase prices reflected
in the stalking horse deals were contingent
upon the continued operation of the Debtors’ business in chapter 11 (Oct. 16 Tr.
103:10–22.) To estimate the value of the
JSNs’ Collateral as of the Petition Date in
the hands of the creditors’ agents upon
foreclosure, Mr. Puntus therefore made
certain downward adjustments from his
benchmark valuation. Mr. Puntus based
these adjustments on two alternative scenarios, differing in how long he assumed
the creditors would take to dispose of the
collateral: ‘‘Alternative A’’ assumed the
collateral would be monetized by the collateral agents over a three to four month
time period ($1.474 billion), while ‘‘Alternative B’’ assumed a five to six-month period
($1.594 billion). (Puntus Direct, ¶¶ 86–88.)
Mr. Puntus further made reductions to
account for RMBS and government set off
risks, which reduced the ‘‘Alternative A’’
valuation to $1.046 billion, and the ‘‘Alternative B’’ valuation to $1.13 5 billion.
(Puntus Direct Ex. 1 at 9.)
Mr. Puntus’s methodology was dependent upon his subjective valuations of risks
associated with the collateral. At trial,
Mr. Puntus conceded that he had never
seen a valuation analysis relying on similar
methodology before. (Oct. 16 Tr. 36:6–8.)
Nor is it likely that Mr. Puntus’s valuation
methodology could be used in other conthe BMMZ Holding LLC Facility.
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texts. While Mr. Puntus’s methodology is
unsupportable, the numbers he reached
may well be closer to the actual value of
the JSN Collateral on the Petition Date.
J.

Effective Date Value of JSN Collateral

The parties agree to a value of $1.88
billion as the baseline valuation for the
JSNs’ collateral as of December 15, 2013
(the assumed ‘‘Effective Date’’), but the
Debtors contend that only $1.75 billion of
that collateral is properly distributable to
the JSNs. The Plaintiffs seek to reduce the
JSNs’ potential recovery by assessing $143
million of expenses under the Carve Out
against the JSN Collateral. The Plaintiffs
argue that the Cash Collateral Order expressly made the JSNs’ liens subordinate
to the Carve Out. The Defendants countered that the Plaintiffs should use unencumbered cash to pay the Carve Out rather than JSN cash collateral.
1.

Deposit Accounts

Except for the Controlled Accounts (defined below), the Deposit Accounts listed
on Schedule 5 to the Committee Action are
not subject to an executed control agreement among the relevant Debtor, the
Third Priority Collateral Agent, and the
bank where such Deposit Accounts are
maintained.
(PX 126; Landy Direct
¶¶ 3(d), 24(a), 40.) The uncontroverted evidence at trial established that, as of the
Petition Date, the Deposit Accounts held
funds in the amount of $48,502,829. (Landy Direct ¶ 41.)
Executed control agreements were admitted into evidence for the following Deposit Accounts (collectively, the ‘‘Controlled
Accounts’’):
Account
Nos.
xxxx7570, xxx6190, xxx8567, xxxx7618,
xxxx2763, and xxxx0593. (See DX AIU;
DX AIV; DX AIW; DX AIX; DX AIY;
DX AIZ.) As of the Petition Date, the
Controlled Accounts held an aggregate
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amount of $16,885. (PX 126.) Deposit
Account Nos. xxxx2607, xxxx7877, and
xxxx1176 (collectively, the ‘‘WF Accounts’’)
are maintained at Wells Fargo, which is
the Third Priority Collateral Agent. The
WF Accounts contained $38,321 as of the
Petition Date. (PX 126.)
Deposit Account Nos. xxxx3803 and
xxxx6323 (together, the ‘‘Ally Accounts’’)
are maintained at Ally Bank, which is an
indirect, wholly-owned subsidiary of the
AFI, the Revolver Lender. (PTO JSN
Contentions ¶ 103.) Ally Bank is not a
party to the Junior Notes Documents, the
Revolver Documents or the Intercreditor
Agreement and is therefore not a ‘‘secured
party’’ within the meaning of the U.C.C.
for purposes of control and perfection.
Further, the Third Priority Secured Parties are not perfected by virtue of the
Revolver Lender and Ally Bank being affiliates. First, given that they are not the
same entity, the Revolver Lender’s lien is
not perfected under the U.C.C. through
automatic control. Second, even if AFI’s
lien were perfected through automatic control, that would be the case only with
respect to its own security interest (under
the Revolver).
Deposit Account No. xxxx2599, which is
maintained at J.P. Morgan Chase Bank,
N.A. and contained $8,091 as of the Petition Date, contains proceeds of the JSN
Collateral (the ‘‘Proceeds Account’’). (Oct.
17 Tr. 173:4–174:11; PX 6 at 18–19.) The
Court finds that the Third Priority Secured Parties have a perfected interest in
that account under the U.C.C. because it
contains proceeds of JSN Collateral. The
Defendants failed to proffer evidence at
trial that any of the Deposit Accounts other than the Proceeds Account contain proceeds of the JSN Collateral.
2.

Real Property

Various Debtors owned the real property and leasehold interests listed on Sched-
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ule 2 to the Committee Action, and that
portion of Schedule 6 to the Committee
Action that identifies REO properties (i.e.,
mortgaged properties acquired through
foreclosure or other exercise of remedies
under mortgages or deeds of trust that
secured the associated mortgage loan instruments) as of the Petition Date. The
property and leasehold interests are not
subject to either a mortgage or a deed of
trust in favor of the Third Priority Collateral Agent (the ‘‘Unencumbered Real
Property’’). (PX 124; PX 127 at 44–47;
Landy Direct ¶¶ 3(b), 24(b), 36; Oct. 17 Tr.
175:1–23.) The uncontroverted evidence
at trial established that, as of the Petition
Date, the fair market value of the Unencumbered Real Property was $21 million.
(Landy Direct ¶ 38.)
The Third Priority Collateral Agent did
not know whether it had received any
mortgage or deed of trust with respect to
the Unencumbered Real Property, nor did
it know whether any property owner ever
granted or signed a mortgage or deed of
trust with respect to the Unencumbered
Real Property. (Pinzon Dep. 24:7–11,
29:2–11.) No mortgage or deed of trust
for the Unencumbered Real Property was
proffered by any party or admitted into
evidence during the trial. (Landy Direct
¶ 37.)
The JSNs, therefore, do not have a perfected security interest in or lien on any of
the Unencumbered Real Property because
that property was not subject to an executed and filed mortgage or deed of trust.
3.

Executive Trustee Services, LLC and
Equity Investment I, LLC Assets

The Plaintiffs argue that the JSNs do
not have liens on assets of Executive Trustee Services, LLC (‘‘ETS’’) and Equity
Investment I, LLC (‘‘Equity I’’). According to the Plaintiffs, ETS pledged all of its
assets to the Revolver in February 2011,
but did not pledge any assets to the JSNs.

The Plaintiffs also claim that any security
interest in Equity I was released on December 29, 2009.
On February 16, 2011, ETS executed a
joinder to the Revolver Documents and
pledged all of its assets to AFI under the
Revolver as a guarantor. Neither the
Debtors nor the JSNs have identified a
similar joinder agreement whereby ETS
became an obligor under any of the Notes
Agreements or granted any security interest to the Noteholders. The JSNs have
argued that Section 4.17 of the Notes Indenture and Section 2.3(c) of the Intercreditor Agreement dictate that ETS is a
guarantor of the Junior Secured Notes.
Section 4.17 of the Notes Indenture provides the process by which future guarantors execute supplemental indentures
guaranteeing the Junior Secured Notes,
and Section 2.3(c) of the Intercreditor
Agreement provides that any party pledging assets to the Revolver must also
pledge such assets to the JSNs. (PX 1 at
59–60; PX 2 at 17.) But these provisions
are not self-effectuating, and ETS was not
a party to the Intercreditor Agreement.
Absent an indication that ETS actually did
pledge assets to the JSNs, the JSNs cannot establish a lien on any ETS assets.
As for Equity I, that entity was an
obligor under the Original Revolver Loan
Agreement and the Original JSN Security
Agreement, but it was removed as an obligor in the amended versions of those
agreements. (PX 3; PX 4; PX 5; PX 6;
PX 7; PX 8.) Further, On December 29,
2009, the Third Priority Collateral Agent
executed a U.C.C.–3 termination statement
terminating the security interest in all assets pledged by Equity I. (PX 131 at 841–
45.) The next day, the parties executed
the amended JSN Security Agreement
that removed Equity I as an obligor. (PX
4.) Also on December 30, 2009, Equity I
became a guarantor under the AFI LOC.
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(PX 9.) The JSNs therefore do not have a
lien on any Equity I assets.
4.

Reacquired Mortgage Loans

Count IV of the Committee’ complaint
alleges that the JSNs do not have perfected security interests in certain mortgage
loans that were (1) released from the
JSNs’ liens and security interests in May
2010 to be sold to certain Citi and Goldman Repurchase Agreement Facilities
(‘‘Repo Facilities’’), and (2) subsequently
repurchased by the Debtors between September 2010 and the Petition Date (the
‘‘Reacquired Mortgage Loans’’). As of the
Petition Date, the Debtors owned the Reacquired Mortgage Loans, which were coded as ‘‘Blanket Lien Collateral’’ in the
CFDR. The Debtors repurchased the majority of the Reacquired Mortgage Loans
in January 2012. (See DX ABM, Schedule
1.) The Committee’s complaint alleges that
the Reacquired Mortgage Loans total approximately $14 million at book value and
$10 million at fair value. (PX 125; PX 241
at 9.)
Wells Fargo, acting in its capacity as the
Third Priority Collateral Agent, filed
U.C.C.–3 financing statement amendments
in May 2010 terminating the JSNs’ security interests in, among other things, loans
that later became the Reacquired Mortgage Loans. (See, e.g., PX 133; PX 136.)
Those U.C.C.–3 amendments made clear
that the assets that were subject to the
release were being sold to Repo Facilities
by expressly referencing the Repo Facilities and identifying the assets subject to
the U.C.C.–3 amendments as the Mortgage Loans listed on certain Schedules to
the Repo Facilities. (See, e.g., PX 133;
PX 136.) The loans listed on the U.C.C.–3
amendment were within the scope of and
were covered by preexisting U.C.C.–1 financing statements.
The U.C.C.–3
amendments provided notice of a collateral
change, not a termination of the effective-
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ness of the identified financing statement.
(See, e.g., PX 133; PX 136.)
The U.C.C.–1 financing statements,
which remained in effect notwithstanding
the filing of the U.C.C.–3 financing statements, continued in force and operated to
perfect the JSNs’ security interests in the
Reacquired Mortgage Loans after the
Debtors repurchased those loans. (See,
e.g., PX 132; PX 4 § 2.) The U.C.C.–1
financing statements and U.C.C.–3 amendments filed by Wells Fargo provided notice
to any potential lender seeking to obtain a
security interest in the Reacquired Mortgage Loans of the possibility that the
JSNs held a perfected security interest
therein. Any potential lender inquiring
about the collateral (1) could learn that the
Reacquired Mortgage Loans had been reacquired by the Debtors subsequent to the
filing of the U.C.C.–3 amendments (by virtue of the fact that they were owned by
the Debtors); and (2) would have access to
the U.C.C.–1 financing statements providing that the JSNs held a perfected security interest in all assets that the Debtors
subsequently acquired. (Oct. 23 Tr. 36:5–
37:19.)
Had any actual or potential unsecured
creditor inquired of ResCap into the status
of the Reacquired Mortgage Loans prepetition, that creditor would have learned that
the loans were once again subject to AFI’s
and the JSNs’ Blanket Lien, which was
reflected in the CFDR. (See Farley Dep.
95:3–14, 110:5–111:14, 115:4–14, 137:21–24,
138:4–11, 176:21–177:3, Oct. 16 Tr. 190:21–
192:18; Hall Dep. 117:6–12; Ruhlin Dep.
65:19–22, 66:6–21, 106:8–12, 119:4–9,
155:16–156:2, 156:15–21.)
Therefore, the Court finds that the Reacquired Mortgage Loans are properly
treated as collateral for the JSNs at the
Petition Date.
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5.

Excluded Assets

Count I of the Committee’s complaint
alleges that, pursuant to the JSN Security
Agreement, the JSNs do not have perfected security interests in assets that were (1)
pledged to a Bilateral Facility (as defined
by the JSN Security Agreement) on the
date that the Junior Secured Notes were
issued by ResCap, (2) subsequently released from the applicable Bilateral Facility prior to May 14, 2012 (the ‘‘Petition
Date’’), and (3) owned by the Debtors on
the Petition Date and coded as ‘‘Blanket
Lien Collateral’’ (the ‘‘Former Bilateral
Facilities Collateral’’).26 The Plaintiffs’ expert Mr. Landy valued the Former Bilateral Facilities Collateral at $24 million as
of the Petition Date using fair market
valuation. (See PX 241 at 9.)
On June 6, 2008, Wells Fargo, acting in
its capacity as the Third Priority Collateral
Agent, filed U.C.C.–1 financing statements
indicating that the JSNs held a security
interest in ‘‘[a]ll assets [of each grantor]
now owned or hereafter acquired and
wherever located.’’ (PX 132.) Section 2 of
the JSN Security Agreement (the ‘‘All–
Assets Granting Clause’’) reaches all of the
Debtors’ assets that are legally and practicably available both at the time, and after,
the JSN Security Agreement was executed. (PX 4 at 4–17, 18–19 (providing that
the pledge includes assets ‘‘whether now
or hereafter existing, owned or acquired
and wherever located and howsoever created, arising or evidenced’’).)
The JSN Security Agreement carves out
from the JSNs’ Collateral certain assets
(the ‘‘Excluded Assets’’) that could not be
pledged to the JSNs for legal or business
reasons. (PX 4 at 15–17 (‘‘provided that,
notwithstanding the foregoing, the ‘Collateral’ described in this Section 2 shall not
include Excluded Assets.’’).) ‘‘Excluded
26. The ‘‘Former Bilateral Facilities Collateral’’ is referred to as ‘‘Released Bilateral Facil-

Assets’’ are defined under the JSN Security Agreement as ‘‘(c) any asset TTT to the
extent that the grant of a security interest
therein would TTT provide any party thereto with a right of termination or default
with respect TTT to any Bilateral Facility
to which such asset is subject as of the
Issue Date [ (June 6, 2008) ].’’ (PX 4 at 4–
15.) The Excluded Assets category included assets pledged to Bilateral Facilities as
of the Issue Date, because the terms of the
Bilateral Facilities precluded those assets
from being pledged to the AFI Revolver or
the JSNs. (Oct. 16 Tr. 184:24–185:3.)
The Court previously ruled that the JSN
Security Agreement is ambiguous with respect to ‘‘whether an Excluded Asset becomes part of the Secured Parties’ collateral pursuant to the All–Asset Granting
Clause once it ceases to constitute an Excluded Asset.’’ Residential Capital, 495
B.R. at 262. The Court therefore allowed
the parties to present extrinsic evidence to
determine the parties’ intended meaning.
Ms. Farley, the Senior Director of Asset
Disposition for ResCap, was involved in
negotiating and implementing the Revolver. She testified that she understood that
if the Bilateral Facilities had not precluded
the Debtors’ assets pledged thereunder
from being pledged to AFI and the JSNs,
and if those assets otherwise fell within the
broad scope of the Blanket Lien, then the
Debtors would have included those assets
as Revolver and JSN Collateral. (Oct. 16
Tr. 184:24–185:12; Farley Dep. 26:7–18,
58:12–20, 65:13–66:2, 71:5–18.) She also
testified that AFI and ResCap understood
that the Excluded Assets would change
over time. (Oct. 16 Tr. 182:13–21.)
Lara Hall of AFI testified at her deposition that:
ities Collateral’’ in the Committee’s complaint
and briefings by the Plaintiffs.
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1 ‘‘AFI’s intent was as soon as the assets
rolled off the bilateral facility, they
would become subject to the blanket
lien.’’ (Hall Dep. 123:19–23; see also
id. 119:7–15);
1 at the time the original AFI Revolver
and Revolver Security Agreement
were negotiated, in exchange for funding the AFI Revolver, AFI was ‘‘trying to secure whatever remained unencumbered that we could, that was
legally available to be pledged, not an
excluded asset and was operationally
feasible for the company, being ResCap.’’ (Hall Dep. 106:2–20; 113:2–13);
and
1 ‘‘[t]he blanket lien basically suggested
that anytime an asset became uncovered, it would be subject to the blanket lien.’’ (Hall Dep. 116:6–14.)
Joseph Ruhlin, the Debtors’ former
Treasurer, testified that the Debtors understood that the Former Bilateral Facilities Collateral ‘‘would be covered by the
blanket lien as long as they TTT were
owned [by the Debtors] and not pledged
elsewhere to another bilateral facility,’’ and
that the Debtors’ ‘‘understanding’’ was
that ‘‘once an asset was released from a
funding facility, depending on the asset, it
would become part of the blanket lien.’’
(Ruhlin Dep. 89:14–2, 93:8–14, 165:5–9.)
Ms. Farley, in her capacity as the Debtors’ corporate representative, admitted at
her deposition that if a loan was initially
excluded from the collateral pool because
it was pledged to a Bilateral Facility as of
the Issue Date, the loan would be transferred into the pool of Blanket Lien Collateral if and when that Bilateral Facility
subsequently terminated. (Farley Dep.
105:17–106:21.) At trial, Ms. Farley testified that, with respect to assets that were
Excluded Assets as of June 2008 (because
they were pledged under a Bilateral Facility), those assets would become part of the
revolver and JSN Collateral pools if they
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fell within the scope of the security grant
when the Bilateral Facility terminated.
(Oct. 16 Tr. 186:23–187:9.) Ms. Farley
further testified that, in negotiating the
terms of the AFI revolver, Ally sought to
secure the revolver with as much collateral
as possible. (Farley Dep. 45:21–46:4; Farley Direct ¶ 13.)
Additionally, in December 2008, the
Debtors’ outside counsel sent an email explaining that ‘‘if at any point while owned
by GMAC [ ] the assets are removed from
a Bilateral Facility, the [AFI] Revolver
and [JSN] Indenture liens may cover these
assets and they will constitute Collateral
(if and to the extent Sections 9–406/8 of
the U.C.C. are applicable).’’ (DX ES at 1.)
Given the extrinsic evidence presented
at trial about the parties’ intent ‘‘whether
an Excluded Asset becomes part of the
Secured Parties’ collateral pursuant to the
All–Asset Granting Clause once it ceases
to constitute an Excluded Asset,’’ the
Court is satisfied that the Former Bilateral Facilities Collateral is properly treated
as JSN Collateral at the Petition Date.
III. CONCLUSIONS OF LAW
A. The JSNs Are Entitled to Recover
All Original Issue Discount.
[3] The Plaintiffs ask the Court to disallow a portion of the JSNs’ claim to the
extent the claim seeks recovery of unamortized OID. OID is a form of ‘‘deferred
interest’’ created when a bond is issued for
less than the face value the borrower contracts to pay at maturity. (Finnerty Direct ¶ 10.) Unlike the more common periodic cash interest ‘‘coupon’’ payments
made to noteholders, OID interest accretes
over the life of the note but is payable only
at maturity. (Id.) OID is amortized for
tax and accounting purposes over the life
of the bond. The Exchange Offer, which
was a fair value exchange (see supra at
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II.F), created $1.549 billion of OID, which
amortized over the life of the Junior Secured Notes. (Id. at ¶ 11.) As of the
Petition Date, unamortized OID on the
remaining outstanding Junior Secured
Notes was $386 million.27 (Id.)
The JSNs contend that their claim
should be allowed in full and should not be
reduced by any OID. For the following
reasons, the Court agrees that the JSNs’
claim should not be reduced by the amount
of unamortized OID.
1.

In re Chateaugay Controls and
Supports Allowing the JSNs’
Claim in Full.

Bankruptcy Code Section 502(b)(2) provides that a creditor’s claim should be
allowed in full, ‘‘except to the extent that
TTT such claim is for unmatured interest.’’
11 U.S.C. § 502(b)(2). The Second Circuit
ruled in Chateaugay that unamortized
OID is ‘‘unmatured interest’’ within the
meaning of section 502(b)(2). 961 F.2d at
380. Nevertheless, the Second Circuit
found that debt-for-debt ‘‘face value’’ exchanges offered as part of a consensual
workout do not generate OID that is disallowable as unmatured interest for purposes of section 502(b)(2). Id. at 383.
The Second Circuit explained that ‘‘application TTT of OID to exchange offers TTT
does not make sense if one takes into
account the strong bankruptcy policy in
favor of the speedy, inexpensive, negotiated resolution of disputes, that is an out-ofcourt or common law composition.’’ Id. at
382. The Second Circuit explained further:
If unamortized OID is unallowable in
bankruptcy, and if exchanging debt increases the amount of OID, then creditors will be disinclined to cooperate in a
27. The parties dispute whether the amount of
OID at the Petition Date is $386 million (according to the Plaintiffs) or $377 million (according to the Defendants). Since the Court

consensual workout that might otherwise have rescued a borrower from the
precipice of bankruptcy. We must consider the ramifications of a rule that
places a creditor in the position of choosing whether to cooperate with a struggling debtor, when such cooperation
might make the creditor’s claims in the
event of bankruptcy smaller than they
would have been had the creditor refused to cooperate. The bankruptcy
court’s ruling [excluding OID recovery]
places creditors in just such a position,
and unreversed would likely result in
fewer out-of-court debt exchanges and
more Chapter 11 filings.
Id.
Applying that reasoning, the Second
Circuit held ‘‘that a face value exchange of
debt obligations in a consensual workout
does not, for purposes of section 502(b)(2),
generate new OID.’’ Id. Rather than
‘‘chang[ing] the character of the underlying debt,’’ a face value exchange ‘‘reaffirms
and modifies’’ the debt. Id. But the court
specifically left open whether the same
rules should apply to a fair value exchange
such as the one in this case. The court
stated:
[Disallowing OID recovery] might make
sense in the context of a fair market
value exchange, where the corporation’s
overall debt obligations are reduced. In
a face value exchange such as LTV’s,
however, it is unsupportable.
Id.
Here, in ruling on the motions to dismiss, the Court concluded that it would
benefit from a fuller evidentiary record
before resolving whether as a matter of
law the Exchange generated disallowable
concludes that the amount of the JSNs’ claim
should not be reduced by OID, the Court need
not resolve this dispute.
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OID. Residential Capital, 495 B.R. at 266.
Now having the benefit of a full record and
argument, the Court concludes that despite the differences between face value
and fair value debt-exchanges, the same
rule on disallowance of OID should apply
in both circumstances. Since Chateaugay is
the law of the Circuit, and holds that unamortized OID should not be disallowed in
the case of a face value exchange, the
Court concludes that the unamortized OID
generated by the fair value exchange here
should not be disallowed from the JSNs’
claim.
2.

The Legislative History
of Section 502(b)(2)

Section 502(b)(2) was enacted in 1978.
The legislative history states that disallowed interest shall include ‘‘any portion of
prepaid interest that represents an original discounting of the claim [but] would
not have been earned on the date of bankruptcy,’’ and gives as an example: ‘‘postpetition interest that is not yet due and
payable, and any portion of prepaid interest that represents an original discounting
of the claim, yet that would not have been
earned on the date of the bankruptcy.’’
H.R.Rep. No. 95–595, 95th Cong., 1st Sess.
352–54
(1977),
reprinted
in
1978
U.S.C.C.A.N. 5963, 6308.
At the time that Congress passed section 502(b)(2), debt-for-debt exchanges did
not create OID for tax purposes. (See
Bankruptcy Reform Act of 1978, Pub.L.
No. 95–598, § 101, 92 Stat. 2549 (1978),
‘‘The Internal Revenue Code Tax Code’’)
was first amended in 1990 to provide that
both distressed face value exchanges and
distressed fair value exchanges create taxable OID. See Omnibus Budget Reconciliation Act of 1990, Pub.L. No. 101–508,
§ 11325, 104 Stat. 1388–466 (1990). Since
that time, both the Second and Fifth Circuits have found that face value exchanges
do not create disallowable unmatured in-
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terest, notwithstanding that they may create OID under the Tax Code. See Chateaugay, 961 F.2d at 383 (‘‘The tax treatment
of a transaction TTT need not determine
the bankruptcy treatmentTTTT The tax
treatment of debt-for-debt exchanges derives from the tax laws’ focus on realization events, and suggests that an exchange
offer may represent a sensible time to tax
the parties. The same reasoning simply
does not apply in the bankruptcy context.’’); Texas Commerce Bank, N.A. v.
Licht (In re Pengo Indus., Inc.), 962 F.2d
543, 550 (5th Cir.1992) (‘‘As bluntly stated
by the Second Circuit, the reasoning underlying the tax treatment of debt-for-debt
exchanges simply does not apply in the
bankruptcy context.’’) (internal quotation
marks omitted).
The parties do not dispute that disallowable OID is created for bankruptcy purposes when a company issues new debt in
an original cash issuance for less than its
face value. (Finnerty Direct ¶ 76; Oct. 21
Tr. 155:7–15.) Dr. Finnerty testified that
‘‘as an economic matter the bond exchange
generated OID,’’ but Dr. Finnerty never
defines ‘‘economic matter’’ beyond references to taxable OID. (Id. at ¶ 10.) Under
Chateaugay, however, creation of OID for
tax purposes is irrelevant in the context of
face value exchanges. Because the Court
finds no basis for distinguishing OID generated by fair value exchanges from OID
generated by face value exchanges, Chateaugay controls. Even though the Exchange may have generated OID under
the Tax Code, that does not dicatate that it
created disallowable unmatured interest.
3. There is No Reason to Distinguish
OID Generated by Fair Value Exchanges from OID Generated by Face
Value Exchanges under the Second
Circuit’s Reasoning in Chateaugay.
As the Second Circuit observed in Chateaugay, an exchange offer made by a
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financially impaired company ‘‘can be either a ‘fair market value exchange’ or a
‘face value exchange.’ ’’ 961 F.2d at 381
(citations omitted).28 Because the Second
Circuit in Chateaugay was presented with
a face value exchange, the court did not
address whether its decision would extend
to a fair value exchange. Instead, the
Court explicitly limited its holding to face
value exchanges, noting that it ‘‘might
make sense’’ to disallow OID in a fair
market value exchange. Id. The Court
concludes, having the benefit of a full record and argument, that there is no meaningful basis upon which to distinguish between the two types of exchanges.
The Plaintiffs’ expert Dr. Finnerty admitted at trial that distinguishing between
face value and fair value exchanges is
‘‘somewhat arbitrary.’’ (Oct. 21 Tr. 67:10–
13.) In fact, Dr. Finnerty acknowledged
that nearly all of the features that companies consider in connection with a debt-fordebt exchange can be used in both face
value and fair value exchanges: (1) granting of security in the issuer’s collateral; (2)
interest rate; (3) maturity date; (4) payment priorities; (5) affiliate guarantees;
(6) other lending covenants; (7) redemption features; (8) adding or removing a
sinking fund or conversion feature; and (9)
offering stock with the new debt. (Id. at
67:17–69:9.) Other than changing the face
value of the bond (which is not possible in
face value exchanges), an issuer ‘‘could
adjust every other factor’’ available to it.
(Id. at 69:4–9.) For example, an issuer
could provide the exchanging noteholders
with security. Both experts testified that
there would be no disallowable OID if the
Junior Secured Notes were issued at
$1,000 face value, even though the new
notes were secured while the Old Notes
28. See supra note 24 for the differences between fair market value and face value ex-

were unsecured, because that exchange
would be expressly governed by Chateaugay. (Id. at 136:9–20; 214:2–4.) Thus,
despite the Plaintiffs’ contention that the
consideration involved in the Exchange—
trading the unsecured notes for secured
and structurally senior obligations—justifies breaking from the Second Circuit’s
decision in Chateaugay, the evidence presented at trial indicated that the two types
of exchanges are virtually identical, and it
would be arbitrary for the Court to distinguish between them.
The Court thus concludes that there is
no commercial or business reason, or valid
theory of corporate finance, to justify
treating claims generated by face value
and fair value exchanges differently in
bankruptcy. First, the market value of
the old debt is likely depressed in both a
fair value and face value exchange. Second, OID is created for tax purposes in
both fair value and face value exchanges.
Third, there are concessions and incentives
in both fair value and face value exchanges. In addition, both fair and face
value exchanges offer companies the opportunity to restructure out-of-court,
avoiding the time and costs—both direct
and indirect—of a bankruptcy proceeding.
The Plaintiffs argue that the ‘‘plain language’’ of the statute must be enforced
unless it leads to an absurd result. They
contend that applying the language of section 502(b) to disallow OID will not lead to
absurd results because even if OID is disallowed, the JSNs’ recovery exceeds the
recovery of the still-outstanding Original
Noteholders. But the term ‘‘unmatured
interest’’ in section 502(b)(2) is not defined,
making application of the plain language
rule debatable. And whatever rules are
adopted by courts should provide predictchanges.
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ability to parties in planning transactions.
The outcome—whether a transaction results in disallowed OID for bankruptcy
purposes—should not hinge on whether,
with the benefit of hindsight, noteholders
that exchanged their notes did better than
those that did not exchange. Determining
whether the transaction created disallowable OID should not depend on if the noteholders or the debtors got a ‘‘good deal’’ in
bankruptcy. That rule would create confusion in the market and would likely complicate a financially distressed company’s
attempts to avoid bankruptcy with the cooperation of its creditors. The reasoning
of Chateaugay supports this conclusion.
961 F.2d at 383.
For the foregoing reasons, the Court
concludes that the JSNs’ claim should not
be reduced by the amount of unamortized
OID.
B.

The JSNs Are Not Entitled to an
Adequate Protection Claim.
1.

Generally

The Bankruptcy Code requires a debtor
to provide a secured lender with adequate
protection against a diminution in value of
the secured lender’s collateral resulting
from: (1) the imposition of the automatic
stay under section 362; (2) the use, sale, or
lease of the property under section 363;
and (3) the granting of a lien under section
364. 11 U.S.C. § 361(1). The Bankruptcy
Code does not articulate what constitutes
‘‘adequate protection’’ for purposes of the
statute, but section 361 articulates three
separate examples of what may constitute
adequate protection: (1) periodic cash payments; (2) offering a replacement lien ‘‘to
the extent that such stay, use, sale, lease,
or grant results in a decrease in the value
of such entity’s interest in such property’’;
and (3) other relief that will assure the
creditor that its position will not be adversely affected by the stay. Id.; see also
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3 COLLIER ON BANKRUPTCY ¶¶ 3 62.07[3][b]–
[d] (16th ed. 2011).
A secured creditor is entitled to adequate protection of its interest in the value of its collateral and can obtain adequate protection either after a contested
cash collateral hearing, or, as is more often the case, by a consensual cash collateral order. At the commencement of this
case, the parties negotiated, and the Court
signed, a Cash Collateral Order that,
among other things, established the JSNs’
right to adequate protection for the use of
their collateral and the means by which
such adequate protection would be provided. Pursuant to paragraph 16 of the
Cash Collateral Order, the JSNs are entitled to
[A]dequate protection of their interests
in Prepetition Collateral, including Cash
Collateral, in an amount equal to the
aggregate diminution in value of the
Prepetition Collateral to the extent of
their interests therein, including any
such diminution resulting from the sale,
lease or use by the Debtors (or other
decline in value) of any Prepetition Collateral, including Cash Collateral, the
priming of the AFI Lenders’ liens on the
AFI LOC Collateral by the Carve Out
and AFI DIP Loan, and the automatic
stay pursuant to section 362 of the
Bankruptcy Code[.]
(PX 76 at 24.) As adequate protection, the
JSNs were granted adequate protection
liens on all of the collateral securing the
AFI Revolver, the AFI LOC, and all of the
equity interests of the Barclays DIP Borrowers, and, to the extent that such liens
were insufficient to provide adequate protection, the right to assert a claim under
section 507(b) of the Bankruptcy Code. (Id.
at 29.) The JSNs now contend they are
entitled to recover an adequate protection
claim of $515 million based on alleged diminution in value of their prepetition collat-
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eral used during the case under a series of
consensual cash collateral orders. The
Plaintiffs disagree, asserting that the JSN
Collateral has not declined in value since
the Petition Date and that the JSNs therefore cannot assert an adequate protection
claim.
The parties agree that the amount of
any adequate protection claim is to be
measured by the difference in value of the
collateral on the Petition Date and the
Effective Date.29 The parties also largely
agree about the Effective Date value of the
JSN Collateral, subject to adjustments discussed elsewhere in this Opinion. Thus,
much of the testimony offered at trial was
aimed at establishing the Petition Date
value of the JSNs’ collateral.
2.

The JSNs Bear the Burden
of Showing Diminution in
Value.

[4, 5] The burden of proving valuation
falls on different parties at different times.
In establishing its claim, a secured creditor
generally bears the burden under section
506(a) of proving the amount and extent of
its lien. In re Sneijder, 407 B.R. 46, 55
(Bankr.S.D.N.Y. 2009); see also In re Heritage Highgate, Inc., 679 F.3d 132, 140 (3d
Cir.2012) (holding that ‘‘the ultimate burden of persuasion is upon the creditor to
demonstrate by a preponderance of the
evidence both the extent of its lien and the
value of the collateral securing its claim’’)
(quoting In re Robertson, 135 B.R. 350,
352 (Bankr.E.D.Ark.1992)).
Once the
amount and extent of the secured claim
has been set, the burden shifts to a debtor
seeking to use, sell, lease, or otherwise
encumber the lender’s collateral under sec29. Here, the cash collateral motion was filed
as a first day motion, so there is no issue of
whether a later date should apply for purposes of an adequate protection claim. See 4
COLLIER ON BANKRUPTCY ¶ 506.03[7][a][iv] (‘‘In
general, courts typically hold that, for pur-

tions 363 or 364 of the Code to prove that
the secured creditor’s interest will be adequately protected. See Wilmington Trust
Co. v. AMR Corp. (In re AMR Corp.), 490
B.R. 470, 477–78 (S.D.N.Y.2013) (holding
that the creditor seeking adequate protection ‘‘need only establish the validity, [priority, or extent] of its interest in the collateral, while the Debtor bears the initial
burden of proof as to the issue of adequate
protection’’) (internal quotation marks and
citation omitted); see also Resolution
Trust Corp. v. Swedeland Dev. Grp., Inc.
(In re Swedeland Dev. Grp., Inc.), 16 F.3d
552, 564 (3d Cir.1994) (holding, in the context of granting a priming lien under section 364(d)(1), that the ‘‘debtor has the
burden to establish that the holder of the
lien to be subordinated has adequate protection’’) (citation omitted). In contrast, a
secured creditor seeking to lift the automatic stay under section 362(d)(1) ‘‘for
cause, including lack of adequate protection,’’ bears the burden of showing that the
debtor lacks equity in the property. 11
U.S.C. §§ 362(d)(1), 362(g)(1); see also In
re Elmira Litho, Inc., 174 B.R. 892, 900–03
(Bankr.S.D.N.Y.1994). But in all cases,
the creditor bears the burden in the first
instance of establishing the amount and
extent of its lien under section 506(a).
The JSNs recognize that they must establish their section 507(b) adequate protection claim within the rubric of section
506(a). Further, they concede that the
burden of proving the extent of a claim is
typically born by the creditor seeking to
establish the claim. Nonetheless, the
JSNs argue that because their claim seeks
adequate protection, the Debtors should
have the burden of proving that the JSNs’
poses of adequate protection, the value of the
collateral is to be determined either as of the
petition date or as of the date on which the
request for adequate protection was first
made.’’).
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interests were adequately protected. The
Court disagrees.
[6] The parties established at the outset of this case that the JSNs’ interest in
their collateral was adequately protected,
when they negotiated, and the Court
signed, the Cash Collateral Order.30 As
the Court explained in its ruling on the
motions to dismiss:
If the value of the JSNs’ collateral actually diminishes, then the JSNs may assert an adequate protection claimTTTT
The Defendants caution against establishing new rules on adequate protection
and valuation, but the Court’s decision is
premised on the terms of the Cash Collateral Order, which the JSNs helped
negotiate. That Order provided the
JSNs with bargained-for adequate protection.
Residential Capital, 497 B.R. at 420. The
bargained-for adequate protection included
several liens and the right to assert a claim
under section 507(b) for any diminution in
value not otherwise protected. (PX 76 at
29.) That the JSNs now seek to assert
30. There is no question here that the JSNs
received adequate protection by a very substantial postpetition lien on collateral (far beyond the property covered by the JSNs’ liens
on the petition date). Had there been a contested cash collateral hearing the Debtors
would have had the burden of establishing
adequate protection; that was unnecessary
because of the agreement of the parties. The
issue now is different: Are the JSNs entitled
to recover a claim based on a diminution in
the aggregate value of their collateral at the
petition date? As explained in the text, on
that issue the JSNs have the burden of proof.
31. None of the cases cited by the Defendants
support the proposition that in a post-hoc
analysis of the sufficiency of adequate protection, the debtor continues to bear the burden
of proving adequate protection. Rather, they
all involve the well-established rule that, before a debtor may use, sell, lease, or otherwise
encumber the lender’s collateral, the debtor
must show that the creditor’s interest will be
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this adequate protection claim based on
diminution in value does not shift the initial burden of proving the extent and validity of the claim under section 506(a) to the
Debtors. Rather, this burden remains
squarely with the secured creditor—the
JSNs.31 See, e.g., Qmect, Inc. v. Burlingame Capital Partners II, L.P., 373 B.R.
682, 690 (N.D.Cal.2007) (affirming bankruptcy court’s requirement that secured
lenders prove diminution in value of collateral prior to foreclosing on replacement
liens, because ‘‘the purpose of adequate
protection is to protect lenders from diminution in the value of their collateral’’).
3.

Fair Market Value in the Hands of
the Debtors is the Proper Petition
Date Valuation Methodology.

The Plaintiffs argue that for adequate
protection purposes, the collateral should
be valued at the Petition Date based on
the foreclosure value of the collateral in
the hands of the secured creditor. The
Defendants argue that the collateral
should be valued based on the fair market
adequately protected. See Swedeland, 16 F.3d
at 564 (discussing whether adequate protection existed sufficient to grant a priming lien);
Wilmington Trust Co. v. AMR Corp. (In re
AMR Corp.), 490 B.R. 470, 477–78 (S.D.N.Y.
2013) (discussing whether a secured lender
was entitled to adequate protection during the
pendency of the case); In re Erewhon, Inc., 21
B.R. 79, 84 (Bankr.D.Mass.1982) (stating that
a secured creditor worried about diminution
in value need only object to use of collateral
‘‘since the burden of proving adequate protection is substantially that of the Debtor’’);
Hamilton Bank v. Diaconx Corp. (In re Diaconx Corp.), 69 B.R. 333, 338 (Bankr.E.D.Pa.
1987) (denying use of cash collateral because
debtor failed to carry burden of showing that
secured lender’s interest ‘‘would be adequately protected’’). As the Court already explained, the parties already agreed that the
JSNs’ interest in their collateral would be
adequately protected when they signed the
Cash Collateral Order.
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value of the collateral in the hands of the
Debtors. The Court agrees with the Defendants that fair market value rather
than foreclosure value applies, but as explained below, this holding provides little
benefit to the Defendants because the Defendants’ fair market valuation evidence
introduced by their expert witnesses is
unreliable, vastly overstates the value of
the collateral on the Petition Date, and is
rejected by the Court as a basis to establish an adequate protection claim.
[7, 8] To establish their entitlement to
an adequate protection claim, the JSNs
must show that the aggregate value of
their collateral diminished from the Petition Date to the Effective Date. The JSNs
will only be entitled to adequate protection, if at all, to the extent of the value of
their interest in the collateral as of the
Petition Date. 11 U.S.C. § 361. The Supreme Court has explained that the phrase
‘‘value of such entity’s interest’’ in section
361 means the same as the phrase ‘‘value
of such creditor’s interest’’ in section
506(a): the value of the collateral. United
Sav. Ass’n of Texas v. Timbers of Inwood
Forest Assocs., Ltd., 484 U.S. 365, 372, 108
S.Ct. 626, 98 L.Ed.2d 740 (1988). Thus,
the question becomes how to value the
JSN Collateral as of the Petition Date. To
answer this question, the Court looks to
valuation principles under section 506(a).
See In re Winthrop Old Farm Nurseries,
Inc., 50 F.3d 72, 74 (1st Cir.1995) (stating
that ‘‘a valuation for § 361 [i.e. adequate
protection] purposes necessarily looks to
§ 506(a) for a determination of the amount
of a secured claim’’).
Section 506(a) provides:
An allowed claim of a creditor secured
by a lien on property in which the estate
has an interest TTT is a secured claim to
the extent of the value of such creditor’s
interest in the estate’s interest in such
property TTT and is an unsecured claim

to the extent that the value of such
creditor’s interest TTT is less than the
amount of such allowed claim. Such
value shall be determined in light of the
purpose of the valuation and of the proposed disposition or use of such property TTT.’’
11 U.S.C. § 506(a)(1) (emphasis added).
In Associates Commercial Corp. v.
Rash, the Supreme Court interpreted section 506(a) in the context of a chapter 13
plan, where the chapter 13 debtor sought
to cram down a plan over the objection of
a secured creditor, keeping the secured
lender’s collateral. 520 U.S. 953, 955, 117
S.Ct. 1879, 138 L.Ed.2d 148 (1997). In
calculating the value of the lender’s secured claim, the Court looked at the first
sentence of section 506(a) and observed
that the phrase ‘‘value of such creditor’s
interest’’ did not explain how to value the
interest. Id. at 960–61, 117 S.Ct. 1879.
Therefore, the Court looked to the second
sentence of 506(a) and held that ‘‘the ‘proposed disposition or use’ of the collateral is
of paramount importance to the valuation
question.’’ Id. at 962, 117 S.Ct. 1879.
Based on the proposed disposition of the
property in that case, the Court held that
foreclosure value could not be the proper
methodology for valuing the secured creditor’s claim. Id. at 963, 117 S.Ct. 1879.
Rather, the Court applied replacement value; the amount a willing buyer would have
paid a willing seller for the collateral. Id.
Although this case involves the consensual use of collateral in the context of a
sale under chapter 11, the reasoning of
Rash is equally applicable here. See In re
Motors Liquidation Co., 482 B.R. 485, 492
(Bankr.S.D.N.Y.2012)
(holding
that
‘‘Rash ’s underlying thought process is still
instructive’’ in calculating value in a 363
sale and further noting that ‘‘[p]ost–Rash
case law suggests that Rash can be applied
to the provisions of all three reorganization
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chapters—11, 12, and 13—because these
chapters all treat secured claims similarly’’); see also Heritage Highgate, 679 F.3d
at 141 (applying Rash in chapter 11 to
value secured claim under 506(a)).
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proved the settlement. Id. The appellants
objected, asserting that the proper valuation could only be liquidation value, setting
the value of the secured creditors’ adequate protection claim at ‘‘0.’’ Id. at 260.
The district court rejected that argument,
holding that ‘‘the Bankruptcy Court properly relied upon the ‘liquidation’ value for
those assets which were to be liquidated,
and as required by Rash, properly relied
upon the ‘going-concern’ value for those
assets which were to be sold as part of the
business as a going concern.’’ Id. at 263.

The Defendants cite only one case that
deals with the exact scenario of this case—
diminution of collateral in the context of a
consensual use of cash collateral that funded a going concern sale—in which the district court affirmed application of the Rash
reasoning in the adequate protection context. See Salyer v. SK Foods, L.P. (In re
SK Foods, L.P.), 487 B.R. 257, 262 n. 11
(E.D.Cal.2013). In SK Foods, secured
creditors and the chapter 11 trustee had
negotiated a settlement on the amount of
the creditors’ adequate protection claim,
conducting their valuation based on the
proposed disposition of the collateral on
the petition date—a going concern sale.
Id. at 259–60. The bankruptcy court ap-

None of the other cases that the Defendants cite involve the calculation of an
adequate protection claim based on diminution in value due to consensual use of
collateral. Instead, the cases cited by the
Defendants involve valuations performed
for forward-looking determinations of
whether secured creditors’ interests would
be adequately protected.32 Nonetheless,

32. See In re Walck, No. 11–37706(MER), 2012
WL 2918492, at *2 (Bankr.D.Colo. Jul. 17,
2012) (in the context of a motion for relief
from stay, construing section 506(a) in light of
Rash, finding that secured creditor was adequately protected based on the fair market
value of collateral projected to be earned by
sale); Bank R.I. v. Pawtuxet Valley Prescription & Surgical Ctr., 386 B.R. 1, 4 (D.R.I.
2008) (holding that going concern/fair market
value could be used where secured lender
objected to finding that it was adequately
protected); In re Eskim LLC, No. 08–509,
2008 WL 4093574, at *2–4 (Bankr.N.D.W.Va.
Aug. 28, 2008) (in the context of motion for
relief from stay, temporarily permitting debtor to use collateral to bridge to a going concern sale, and finding secured creditor might
be adequately protected given that ‘‘the
court’s accepted valuation of the property depends on its being sold at a going concern
value—not one of foreclosure’’); In re Pelham
Enters., Inc., 376 B.R. 684, 690–93 (Bankr.
N.D.Ill.2007) (in the context of a motion for
relief from stay, construing section 506(a) in
light of Rash and rejecting estimated liquidation value of collateral in the hands of
creditor given undisputed evidence that the
collateral was actually being used as part of
debtor’s going concern); In re Deep River

Warehouse, Inc., No. 04–52749, 2005 WL
1287987, at *7–8 (Bankr.M.D.N.C. Mar. 14,
2005) (construing section 506(a) in the context of a motion for relief from stay, and
finding secured creditor to be adequately protected based on real property’s going concern
value in light of debtor’s proposal to retain
property as a going concern); In re Davis,
215 B.R. 824, 825–26 (Bankr.N.D.Tex.1997)
(construing section 506(a) in the adequate
protection context in light of Rash, and holding that secured creditor in chapter 13 case
was adequately protected based on the car’s
fair market value as of the petition date when
debtor intended to retain and use the collateral); In re Savannah Gardens–Oaktree, 146
B.R. 306, 308–10 (Bankr.S.D.Ga.1992)
(adopting going concern valuation where collateral was to be retained and used under
chapter 11 plan, in order to determine
amount of secured claim under 506(a) and
evaluate whether claim would be adequately
protected by value of collateral); In re Kids
Stop of Am., Inc., 64 B.R. 397, 401–02 (Bankr.
M.D.Fla.1986) (construing section 506(a) in
the adequate protection context, and concluding that secured creditor was entitled to continue receiving adequate protection payments
because the collateral as of petition date was
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the Court views the current valuation exercise as similar in nature. That is, the
Court is being asked to apply a Petition
Date valuation of the JSN Collateral to
determine whether the JSNs’ interests as
of that date were adequately protected.
In doing so, the Court agrees with the
holdings of SK Foods and the other cases
cited by the Defendants that the proper
valuation methodology must account for
the proposed disposition of the collateral.
The Debtors would like this Court to
apply a foreclosure standard based on the
JSNs’ interest in the collateral as of the
Petition Date, which, the Debtors contend,
was simply to be able to foreclose on the
property. Thus, because ‘‘the purpose of
providing adequate protection is to insure
that the secured creditor receives the value for which the creditor bargained for
prior to the debtor’s bankruptcy,’’ In re
WorldCom, Inc., 304 B.R. 611, 618–19
(Bankr.S.D.N.Y.2004), the JSNs should be
entitled to foreclosure value of the collateral as of the Petition Date—and no more.
worth the amount actually realized from asset
sales during the case); Bank Hapoalim B.M.
v. E.L.I., Ltd., 42 B.R. 376, 379 (N.D.Ill.1984)
(in context of motion for relief from stay,
affirming bankruptcy court’s utilization of an
executed sale contract for valuation of sold
collateral under section 506(a) to determine
whether the secured creditor was adequately
protected); First Trust Union Bank v. Automatic Voting Mach. Corp. (In re Automatic
Voting Machine Corp.), 26 B.R. 970, 972
(Bankr.W.D.N.Y.1983) (for purposes of determining whether secured creditor was adequately protected on motion for relief from
stay, rejecting evidence of liquidation value
and holding that going concern methodology
is appropriate when collateral is to be retained and used).
33. See In re Scotia Dev., LLC, No. 07–20027,
slip op. at 23–24 (Bankr.S.D.Tex. July 7,
2008) (‘‘With non-cash property, the interest
that secured creditor has a right to is the right
to foreclose. Therefore, the case law suggests
that the appropriate value to protect is the
foreclosure value of the property and not the

In support, the Debtors cite to a line of
cases holding that under a section 506(a)
analysis, a secured lender’s interest is limited to the right to foreclose upon the
property.33
The Court disagrees, and in light of the
Supreme Court’s rulings in Rash and Timbers, the Court finds the cases cited by the
Plaintiffs unpersuasive. See Winthrop, 50
F.3d at 75–76 (disapproving of cases that
‘‘render[ ] the second sentence of § 506(a)
virtually meaningless’’ and holding that ‘‘a
court remains faithful to the dictates of
§ 506(a) by valuing the creditor’s interest
in the collateral in light of the proposed
post-bankruptcy reality: no foreclosure
sale and economic benefit for the debtor
derived from the collateral equal to or
greater than its fair market value’’). In
this case, the parties were not contemplating on the Petition Date that the creditors
might conduct a foreclosure sale. The
Debtors never had any intention of turning
over the JSN Collateral to the collateral
fair market value of the property.’’), aff’d in
part, In re SCOPAC, 624 F.3d 274, 285–86
(5th Cir.2010); In re Ralar Distribs., Inc., 166
B.R. 3, 7 (Bankr.D.Mass.1994) (‘‘The value
relevant for adequate protection purposes,
however, is not book value. It is liquidation
value realizable by the creditor.’’), aff’d, 182
B.R. 81 (D.Mass.1995), aff’d, 69 F.3d 1200
(1st Cir.1995); Sharon Steel Corp. v. Citibank,
N.A. (In re Sharon Steel Corp.), 159 B.R. 165,
169 (Bankr.W.D.Pa.1993) (using liquidation
value for adequate protection purposes);
United States v. Case (In re Case), 115 B.R.
666, 670 (9th Cir. BAP 1990) (‘‘If we were
attempting to value FmHA’s interest in the
property for adequate protection purposes,
the possibility of forced liquidation would be
assumed and a deduction for selling costs
would be logical.’’); La Jolla Mortg. Fund v.
Rancho El Cajon Assocs., 18 B.R. 283, 289
(Bankr.S.D.Cal.1982) (‘‘In this regard, we
must evaluate the collateral, being the adequate protection, in the hands of the claim
holder. It is the creditors’ expected costs to
liquidate the property that is relevant, not
those of the debtor.’’).
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agent. (Oct. 15 Tr. 164:21–165:2, 249:6–
16.) Nor did the JSNs foreclose or attempt to foreclose on the assets. Rather,
the JSNs entered into a cash collateral
stipulation to allow the sale of assets as a
going concern. (DX AIJ at 5.) A going
concern valuation is consistent with the
Debtors’ stated purpose in this case as of
the Petition Date, which, among other
things was ‘‘preserv[ing] the Debtors’ servicing business on a going concern basis
for sale.’’ (PX 137 at 7.) The testimony at
trial confirmed that the parties always intended to market and sell the properties as
a going concern. This is also evident by
looking at the stalking horse APAs that
were in place on the Petition Date.34 Thus,
in determining the value of the JSN Collateral on the Petition Date, the Court
must apply that value based on the proposed disposition of the collateral—fair
market value in the hands of the Debtors.
4. The JSNs Did Not Calculate the Fair
Market Value of the Impaired Collateral in the Hands of an Insolvent
Company and Have Therefore Failed
to Carry Their Burden of Proving a
Diminution in Value.
[9] While the Court agrees with the
Defendants that the correct methodology
for Petition Date valuation is fair market
value in the hands of the Debtors, the
Court finds that the Defendants have not
provided a credible valuation of their col34. The Nationstar APA states clearly that the
purchased assets are ‘‘Related to the Business.’’ (PX 33 at 38.) Related to the Business
is defined in the Nationstar APA as ‘‘required
for, held for, or used in the conduct of the
Business.’’ (Id. at 30.) The Business described in the Nationstar APA is, broadly, the
Debtors’ servicing and origination business.
(Id. at 13, definition of ‘‘Business.’’) In addition, the Nationstar APA specifically enumerates goodwill as a purchased asset. (Id. at
40.) Finally, in a provision requiring the
Debtors to effect ‘‘Separation Services,’’ the
Nationstar APA states that a stand-alone busi-
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lateral as of that date. Therefore, the
Defendants have failed to carry their burden of proving a diminution in the value of
their collateral, and their adequate protection claim fails.35
As detailed above, the JSNs offered valuation testimony from four experts affiliated with Houlihan. The Houlihan opinions
of the fair market value of each asset
comprising the JSN Collateral was informed, where applicable, by the prices
obtained in the auction process, adjusted
for cash flows and loan balances back to
the Petition Date. (Siegert Direct ¶ 18.)
In addition, Houlihan performed a ‘‘bottoms-up’’ fair market valuation as of the
Petition Date. Mr. Siegert offered a single
‘‘Global Summary’’ of the Houlihan opinions suggesting the net fair market value
of the JSN Collateral on the Petition Date
totaled $2.79 billion—nearly $1 billion
more than the stipulated Effective Date
value of the same collateral. (Siegert Direct ¶¶ 4, 25; Oct. 23 Tr. 134:1–14, 141:14–
142:6; DX ABF at 10.) While the Court
recognizes that the Houlihan experts used
accepted valuation methodologies, the assumptions and inputs they used were seriously flawed. As a result, Houlihan’s conclusions regarding value are not credible.
First, the Houlihan experts’ valuation
assumes that the JSN Collateral could
have been sold on the Petition Date by the
Debtors. (Oct. 22 Tr. 139:18–142:4; Oct.
ness was part of the bargain, and that ‘‘Sellers acknowledge and agree that Separation
Services are intended to permit Sellers to
deliver at Closing to the Purchaser the Business and Purchased Assets as a stand-alone
businessTTTT’’ (Id. at 84.)
35. The Court notes that it was equally unimpressed with the testimony presented by Mr.
Puntus on behalf of the Plaintiffs. But since
the burden of proof lies with the Defendants,
the shortcomings of Mr. Puntus’s methodology do not alter the result.
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23 Tr. 147:23–149:3, 149:18–22.) This assumption ignores reality. For example,
Mr. Levine’s opinion assumes a sale with
appropriate representations, warranties,
and market indemnifications from the seller; he valued the assets assuming that
they could be sold free and clear of certain
obstacles to sale. (Oct. 22 Tr. 62:17–21.)
But at trial, Mr. Levine conceded that a
sale of MSRs would have required the
consent of the RMBS Trustees and of the
GSEs. (Id. at 64:8–65:9.) Mr. Levine did
not take into account the costs associated
with obtaining the requisite consents, and
simply assumed that the transaction would
have closed upon the receipt of all required
consents. (Id. at 63:15–25.) Those costs
were considerable, including hundreds of
millions of dollars in payments to GSEs to
cure alleged liabilities to those entities and
obtain their consent to the sale. (Id. at
67:1–22; PX 388 ¶ 1.) There was no assurance that the consents could be obtained.
In addition, the Debtors agreed to settle
billions of dollars of potential RMBS liability to obtain consent of the RMBS Trustees and be able sell the assets free and
clear. (Marano Direct ¶ 43.) Mr. Levine’s
valuation did not account for the potential
reduction in funds available to the lender
or seller in a sale of those assets nor did
his valuation take into account the time
and difficulty in obtaining those consents.
(Id. at 72:7–73:10, 69:10–69:20.)
Second, even assuming that the Debtors
could have sold their assets on the Petition
Date—an assumption the Court views with
considerable skepticism—the Houlihan valuation suffers from another, fatal flaw.
When valuing the assets, the Defendants’
experts did not look to sales conducted by
36.

As Collier explains:
However, often a secured party will consent
to limited use of cash collateral to preserve
the value of his interest in other collateral.
Payment of expenses of preserving noncash collateral, payroll expenses to keep the

other distressed entities on the brink of
insolvency. The experts instead only considered a solvent company, able to capture
fair value for its assets. Thus, even if the
Court accepts that the assets were saleable on the Petition Date—before all of the
of work conducted during the bankruptcy
necessary to make them saleable—the
Houlihan experts’ valuation cannot be relied upon because it provides a fair market
value of the assets in the hands of a solvent company. Most of the assets could
not simply be turned over to a buyer who
could instantly reap full value as if the
assets were commodity products. MSRs
require that accurate mortgage security
records are provided. The Houlihan valuation ignores the reality of the period leading up to this bankruptcy: ResCap was an
insolvent company, over-burdened with
debt, owning assets that had to be ‘‘fixed’’
before they could be sold, and facing a real
possibility of being shut down. As Mr.
Levine testified, the GSEs had the right to
terminate ResCap’s servicing rights and
transfer the rights to another party upon
any breach of their servicing agreement.
(Id. at 96:22–97:7.) Therefore, the Court
finds the Houlihan analysis flawed in its
premise, and unreliable.
The Court is mindful that the Debtors
have spent money that belonged to the
JSNs. But while the JSNs’ cash collateral
has been consumed during the case consistent with the Cash Collateral Forecasts,
this does not mean that the JSNs have
suffered a diminution in the aggregate value of their collateral.36 As already held by
the Court, the JSNs are not entitled to an
adequate protection claim on a dollar-forbusiness operating and other immediate
cash needs may be as important to a secured party early in the case as it is to the
debtor in possession.
3 COLLIER ON BANKRUPTCY ¶ 363.03[4], at 363–
34.
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dollar basis for cash collateral used during
the case. Residential Capital, 497 B.R. at
420. Where cash collateral use is permitted according to an approved budget, and
the cash collateral order includes a section
506(c) waiver, the two provisions work in
tandem. Unless the remaining value of
the cash and non-cash collateral at the
effective date falls below the value of the
collateral on the petition date, the creditor
is not entitled to compensation for the
amount of cash collateral spent under the
approved budget. But the debtor does not
get to charge the secured creditor again
for any costs of preserving or enhancing
the collateral.
Rather, the Defendants have the burden
of showing that there has been a diminution in the aggregate value of JSN Collateral. Case law and the Cash Collateral
Order both impose this requirement. The
Defendants failed to make this required
showing. Simply put, the Court cannot
accept that the value of the JSN Collateral
on the Effective Date does not exceed the
value of their collateral on the Petition
Date, even after the expenditure of the
JSNs’ cash collateral. This result was
achieved because the value of the collateral
at the Petition Date (even valued in the
hands of the Debtors on a going concern
basis) was very substantially impaired by
reason of existing defaults that prevented
Debtors from disposing of most of their
collateral at that time. Through the settlements and consents achieved over many
months, with great effort and expense, the
Debtors successfully closed the sales of
most of their assets on very favorable
terms. The JSNs and all estate creditors
will benefit from this accomplishment.
C.

The JSNs Can Establish Whether
They Are Oversecured by Aggregating Their Claims against Debtor Entities.

[10] Under section 506(b) of the Bankruptcy Code, a secured creditor is entitled
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to postpetition interest, fees, costs and
charges to the extent the value of the
property securing the creditor’s claim is
greater than the amount of the creditor’s
claim. 11 U.S.C. § 506(b). The Debtors
contend that under applicable law, the
JSNs must be oversecured at a single
Debtor entity—without reference to JSN
Collateral held by other Debtor entities—
to be entitled to postpetition interest. In
contrast, the JSNs argue that a determination of their oversecured status must be
made based on the aggregate value of
their collateral, across Debtor entities.
There is a surprising dearth of case law
explicitly addressing the issue of valuing
the extent of a creditor’s security in multidebtor cases. The statute likewise does
not provide much guidance. The Court
agrees with the JSNs that they are entitled to aggregate their collateral across
debtor entities. Any other reading of the
statute would lead to inequitable and illogical results.
Section 506(b) permits a secured creditor to collect postpetition interest to the
extent that its ‘‘allowed secured claim is
secured by property the value of which TTT
is greater than the amount of such claim.’’
11 U.S.C. § 506(b). Section 506(a), in
turn, establishes the rule governing the
calculation of secured claims. That section
provides that a creditor’s claim is secured
‘‘to the extent of the value of such creditor’s interest in the estate’s interest in [the
securing]
property.’’
11
U.S.C.
§ 506(a)(1).
[11, 12] Based on the language of the
statute, the Plaintiffs argue that even
where a creditor’s claim is secured by collateral pledged by other debtors, it is necessary to examine the value of a specific
‘‘estate’s interest’’ under section 506(a) to
determine whether the secured creditor is
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In support of their interpretation of section 506(a), the Plaintiffs cite to DeNofa v.
Nat’l Loan Investors L.P. (In re DeNofa),
124 Fed.Appx. 729 (3d Cir.2005). In DeNofa, the Third Circuit addressed whether

a secured creditor, secured by both debtor
and non-debtor assets, was entitled to aggregate its collateral to become oversecured. Id. at 730–31. The court held that
it was not, stating that ‘‘the allowed secured claim of [a secured lender to] examine for purposes of postpetition interest
under § 506(b) is limited to the extent of
the value of the property of the [debtor’s]
bankruptcy estate which secures it [under
§ 506(a) ].’’ Id. at 731. But DeNofa dealt
with debtor and non-debtor entities; it did
not address the situation presented here—
multiple debtor obligors may own collateral sufficient, in the aggregate, to render a
secured creditor oversecured. While the
Plaintiffs contend this is a distinction without a difference, the Court disagrees.
There is no scenario where a debtor will
ever have to pay on a secured claim more
than the value of the collateral securing
the debt. However, when all of the secured lender’s obligors are in bankruptcy,
to the extent that the aggregate value of
the collateral exceeds the lender’s claim,
the estates’ unencumbered assets are unaffected by the payment of postpetition interest, and there is nothing inequitable
about permitting the secured lender to
apply its collateral towards postpetition interest once its prepetition claim has been
paid in full. Therefore, DeNofa ’s analysis
is not dispositive of the questions present-

37. As a matter of statutory construction, the
Defendants argue that while section 506 of
the Bankruptcy Code—and indeed, the entire
Bankruptcy Code—is written for a single
debtor, section 102(7) of the Bankruptcy Code
(the ‘‘Rules of Construction’’ section) explicitly provides that ‘‘the singular includes the
plural.’’ 11 U.S.C. § 102(7). Thus, in multidebtor cases, courts will treat Bankruptcy
Code provisions that refer to a single debtor
as referring to all debtors. See, e.g., In re
Vagi, 351 B.R. 881, 885 (Bankr.N.D.Ohio
2006) (holding that, in a case involving codebtors, under subsection 102(7), the phrase
‘‘acquired for the personal use of the debtor’’

in subsection 1325(a) ‘‘may also be read, ‘acquired for the personal use of the debtors’ ’’).
The Defendants contend therefore that section
506(a)(1) is properly read as follows: ‘‘an
allowed claim of a creditor secured by lien[s]
on property in which the estate[s] have an
interest TTT is a secured claim to the extent of
the value of such creditor’s interest in the
estate[s’] interest in such propertyTTTT’’ (Defendants’ Motion to Dismiss, ECF No. 13–
01343 Doc. # 21–1 at 9.) The Court is unconvinced by either party’s statutory interpretation argument. Indeed, the statute seems silent on the issue at hand.

entitled to postpetition interest with respect to its claim against that particular
debtor under section 506(b).37 This view
seems to follow from the general principle
that, absent substantive consolidation, a
court will not pool the assets of multiple
debtors to satisfy their liabilities. See
Union Sav. Bank v. Augie/Restivo Baking Co. (In re Augie/Restivo Baking Co.),
860 F.2d 515, 518 (2d Cir.1988). ‘‘Because
of the dangers in forcing creditors of one
debtor to share on a parity with creditors
of a less solvent debtor, TTT substantive
consolidation TTT [is] to ‘be used sparingly.’ ’’ Id. (quoting Chemical Bank New
York Trust Co. v. Kheel, 369 F.2d 845,
847 (2d Cir.1966)) (citation omitted). But
aggregating collateral for purposes of determining whether a secured creditor is
oversecured and entitled to postpetition
interest and fees does not run afoul of
this rule. No debtor in a multi-debtor
case will be required to pay a secured
creditor more than the value of the secured creditor’s collateral. The secured
creditor by definition has a superior right
to the value of the collateral; junior creditors have no right to share on a parity
with the secured creditor.
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ed here.38
In another ill-fated attempt to shed light
on the issue, the Plaintiffs cite to a Second
Circuit case holding that the filing of a
joint petition by spouses under section 302
of the Bankruptcy Code ‘‘does not automatically consolidate their estates,’’ nor
does it ‘‘allow the property of one spouse
to be used to satisfy the debts of the other
spouse.’’ Wornick v. Gaffney, 544 F.3d
486, 491 (2d Cir.2008). In Wornick, the
Second Circuit held that ‘‘the trustee may
not reach assets in a joint filing that he
could not have reached had the spouses
filed separately.’’ Id. The Plaintiffs assert
that the same principle should prevail in
the context of section 506(a).
But comparison to Wornick ignores the
important fact that only collateral securing
the debt is at stake here; Wornick is
easily distinguishable and of little utility to
the Court. The interests at question in
Wornick were the cash surrender values of
several life insurance policies. Id. at 488.
The Second Circuit found that under the
applicable state insurance law, had the
spouses filed separately, neither spouse’s
creditors could have claimed an interest in
the policies’ surrender values. Id. at 489–
91 (finding that ‘‘the beneficiary has no
legal or equitable interest in the policy
38. Another case cited by the Plaintiffs is
equally unhelpful because it also deals with
non-debtor entities. See Official Comm. of
Unsecured Creditors of Toy King Distribs., Inc.
v. Liberty Sav. Bank (In re Toy King Distribs.,
Inc.), 256 B.R. 1, 187 (Bankr.M.D.Fla.2000)
(‘‘Although the collateral subject to [creditor’s] loan includes the property of the individual guarantors and property of the debtor,
only the debtor’s property is relevant to the
court’s determination of the secured status of
[creditor’s] claim against the debtor under
Section 506.’’). The Defendants also argue
out that even if DeNofa’s interpretation of
subsection 506(b) is correct, it would not
change the outcome here, because pursuant
to section 102(7), ‘‘the singular includes the
plural,’’ and the term ‘‘estate’’ must be interpreted as including all debtor ‘‘estates’’ hold-
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that could be made part of the property of
the beneficiary’s bankruptcy estate’’ and
that ‘‘the trustee would have been powerless to administer the cash surrender value
as part of the estate of the owner/insured
because [insurance law] provides an express exemption in favor of the beneficiary’’). Under those facts, the court held
that ‘‘[a] joint filing does not vest the
trustee with the power to reach a spouse’s
assets that would have otherwise been insulatedTTTT’’ Id. at 491. The facts in
front of this Court are completely different. The JSNs do have a right to assert
claims against property held at each of the
individual Debtors. Thus, the question
presented here does not involve property
that does not form part of the secured
creditor’s collateral;
only collateral
pledged to the secured creditor will be
used to pay postpetition interest. Rather,
the question is whether property subject
to the JSNs’ liens, held across multiple
debtors, can be aggregated for the purposes of making the JSNs oversecured.
The Defendants cite two cases explicitly
rejecting arguments that a secured creditor had to be oversecured at a single debtor in order to be entitled to postpetition
interest.39 See In re SW Hotel Venture,
ing collateral. Therefore, DeNofa could still
be read to include all debtor estates in the
section 506(b) calculation.
39. Other cases cited by the Defendants either
involved substantively consolidated debtors or
merely assumed, without discussing, that collateral could be aggregated across debtors.
See, e.g., In re Gen. Growth Props., Inc., No.
09–11977(ALG), 2011 WL 2974305, *1 n. 3
(Bankr.S.D.N.Y. July 20, 2011); In re Capmark Fin. Grp., Inc., 438 B.R. 471, 490, 501
(Bankr.D.Del.2010); In re Dana Corp., 367
B.R. 409, 412 (Bankr.S.D.N.Y.2007); In re
Urban Communicators PCS Ltd. P’ship, 379
B.R. 232, 244 (Bankr.S.D.N.Y.2007), aff’d in
part and rev’d in part on other grounds, 394
B.R. 325 (S.D.N.Y.2008); In re Fiberglass In-
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LLC, 460 B.R. 4, 26 (Bankr.D.Mass.2011),
aff’d in part and rev’d on other grounds
sub nom. Prudential Ins. Co. of Am. v.
City of Boston (In re SW Boston Hotel
Venture, LLC), 479 B.R. 210 (1st Cir. BAP
2012); In re Revolution Dairy, LLC, Case
No. 13–20770 (Bankr.D.Utah Apr. 29,
2013) Hr’g Tr. [Docket No. 206] (the ‘‘Rev.
Dairy Tr.’’). In SW Hotel Venture, the
debtors, like the Plaintiffs here, argued
that a secured creditor ‘‘cannot aggregate
the value of all of the Debtors’ assets to
establish an entitlement to postpetition interest.’’ 460 B.R. at 22. The court ‘‘unequivocally reject[ed]’’ this argument, ruling instead that ‘‘the determination of [a
secured creditor’s] status as an oversecured (or undersecured) creditor must be
made aggregating the collateral of all the
DebtorsTTTT’’ Id. at 33.40 In Revolution
Dairy, the court reached the same conclusion. There, affiliated debtors argued that
the collateral held by each debtor should
be considered separately for purposes of
determining the secured creditors’ entitlement to postpetition interest and fees under section 506(b). In rejecting the debtors’ position, the court noted that the
debtors’ failure to ‘‘cite TTT case authority
in support of their argument’’ was ‘‘not
surprising,’’ as ‘‘[t]he argument is clearly
inconsistent with the code and cannot
stand modest scrutiny.’’
Revolution
Dairy, No. 13–20770, Rev. Dairy Tr. at
12:19–13:3.
In this case, given the facts that lead to
the creation of the JSNs’ liens, the Court
believes that the Defendants’ interpretation of section 506 best reflects reality and
comports with the purpose underlying the
Bankruptcy Code. The Plaintiffs argue
dus., Inc., 74 B.R. 738, 740 (Bankr.N.D.N.Y.
1987).
40. While the court reached this conclusion in
the context of a plan that provided for limited
substantive consolidation under section

that adopting the Defendants’ suggestion
that courts can ‘‘cavalierly pool collateral
from multiple debtors’’ runs contrary to
the plain text of the statute and the principle of law ‘‘deeply ingrained’’ in American
corporate and bankruptcy jurisprudence
that corporate separateness must be respected absent extraordinary circumstances. See, e.g., United States v. Bestfoods, 524 U.S. 51, 61, 118 S.Ct. 1876, 141
L.Ed.2d 43 (1998) (refusing to disturb corporate separateness to penalize shareholders of polluting company). According to
the Plaintiffs, ‘‘arbitrarily merging the assets and liabilities of multiple distinct entities would upset creditors’ expectation that
the assets of their debtor will be available
to satisfy their claim.’’ (Plaintiffs’ Post
Trial Brief, ECF Doc. # 186 at 66.) See,
e.g., Augie/Restivo, 860 F.2d at 518–19
(‘‘[C]reditors who make loans on the basis
of the financial status of a separate entity
expect to be able to look to the assets of
their particular borrower for satisfaction of
that loan.’’); In re Tribune Co., 464 B.R.
126, 182 (Bankr.D.Del.2011) (‘‘In the absence of substantive consolidation, entity
separateness is fundamental.’’).
The Plaintiffs woefully mischaracterize
the present situation. Only the value of
the JSN Collateral would be used to satisfy their claims. They would have this
Court ignore the reality of their business
arrangement with the JSNs, in favor of a
formulaic adherence to fictional corporate
separateness. Far from ‘‘arbitrarily merging’’ assets of distinct entities, the Court is
giving the JSNs the benefit of their bargain. The JSN Indenture explicitly provides that the JSNs are entitled to collect
1123(a)(5)(C), the court seemingly reached its
conclusion independently, rejecting the debtor’s argument ‘‘particularly in view of the
provisions of [the] Plan.’’ SW Hotel Venture,
460 B.R. at 33.
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interest until the principal was paid in full.
(DX CN at 7; PX 1 at 51.) In the Offering Memorandum, the Debtors represented that the JSNs would be secured by
ResCap and its subsidiaries, together,
jointly and severally. (PX 175 at 1 (‘‘The
new notes will be issued by ResCap and
will be secured by substantially all of our
existing and after-acquired unencumbered
assets remaining available to be pledged as
collateral as described below. The notes
will also be unconditionally guaranteed by
subsidiaries of ResCap.’’); PX 1. at 79–80.)
‘‘Guarantor’’ is defined in the JSN Indenture as ‘‘(i) each of the Subsidiaries of the
Company that is a party to this Indenture,
and (ii) any other Subsidiary that executes
a supplemental indenture in accordance
with the provisions of this Indenture.’’
(PX 1 at 14.) The Guarantors provided
unconditional guarantees to the JSNs
jointly and severally. (Id. at 79–80.) Additionally, the JSN Indenture required
that if the Debtors moved assets to a
Significant Subsidiary or created a Significant Subsidiary,41 such Significant Subsidiary would become a Guarantor, subject to
certain exceptions. (See, e.g., id. at 59–60
(Section 4.17 requiring all ‘‘Significant
Subsidiaries’’ to become ‘‘Guarantors’’ and
thus also ‘‘Grantors’’ under the JSN
Pledge Agreement).)
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collect interest until principal was paid in
full. (Id. at 79–80.) The JSN Indenture
explicitly states that the JSNs are entitled
to collect postpetition interest in the event
of a bankruptcy proceeding, to the extent
allowed by law. (Id. at 51.) The JSN
Indenture contains no provision conditioning those interest payments on the JSNs
being oversecured at any single Debtor
entity.
Additionally, the Debtors routinely reported their financial status in consolidated financial statements. (See, e.g., DX
GU; DX HQ; DX IT; DX JT.) The Debtors continued to report collateral value in
the aggregate after the Petition Date. (See,
e.g., Monthly Operating Report for the
Period from September 1, 2012 through
September 30, 2012, ECF 12–12020 Doc.
# 1914; Monthly Operating Report for the
Period from August 1, 2013 through August 31, 2013, ECF 12–12020 Doc. # 5209.)

Outside of bankruptcy court the JSNs
would have been entitled to levy against
the assets of any and all of the Obligors
and Guarantors to secure their rights to

The Defendants’ view more accurately
reflects the reality of this case. It also
reflects the workings of the business world
at large. For example, like the JSN Indenture at issue here, most indentures allow debtors to move assets among their
subsidiaries, and to create new subsidiaries, as long as the creditors continue to
maintain liens in such assets. (See PX 1
§ 4.7 (requiring all ‘‘Significant Subsidiaries’’ to become ‘‘Guarantors’’ and thus also
‘‘Grantors’’ under the JSN Pledge Agreement).) This flexibility is beneficial to borrowers, as it enables them to employ vary-

41. ‘‘Subsidiary’’ is defined in the JSN Indenture as ‘‘any corporation, partnership, limited
liability company, association or other entity
of which at least majority of the outstanding
stock or other interest having by its terms
ordinary voting power to elect majority of the
board of directors, managers or trustees of
such corporation, partnership, limited liability company, association or other entity (irrespective of whether or not at the time stock or
other interest of any other class or classes of
such Person shall have or might have voting

power by reason of the happening of any
contingency) is at the time owned by the
Company, or owned by one or more Subsidiaries, or owned by the Company and one or
more Subsidiaries (it being understood that
GMAC Bank is not Subsidiary).’’ (PX 1 at
24.) ‘‘Significant Subsidiary’’ is defined in
the JSN Indenture as any Subsidiary that met
certain threshold conditions respecting the income or proportionate share of the total assets of the Company and Subsidiaries on a
consolidated basis. (Id.)
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ing corporate structures in order to avail
themselves of tax benefits, limit their liability, and comply with a multiplicity of
regulatory requirements (for example,
state laws requiring that construction or
other permits be obtained by a domestic
entity). See, e.g., In re Owens Corning,
419 F.3d 195, 200 (3d Cir.2005) (‘‘[Parent]
and its subsidiaries (which include corporations and limited liability companies) comprise a multinational corporate group.
Different entities within the group have
different purposes. Some, for example,
exist to limit liability concerns (such as
those related to asbestos), others to gain
tax benefits, and others have regulatory
reasons for their formation.’’). For these
Debtors, the use of special purpose subsidiaries was particularly necessary in order
to allow the Debtors to obtain financing
secured by mortgage loans. (See ECF 12–
12020 Doc. # 1546 ¶ 49 (‘‘Presumably to
avoid the burden and expense of preparing
and recording separate mortgages on each
parcel of property, the Debtors are permitted to transfer real property to SPVs
whose equity were pledged under the Security Agreements.’’).)
If, to be oversecured, and thus entitled
to payment in full of all amounts owing,
including postpetition interest, fees, costs,
and charges in a bankruptcy case, secured
lenders were required to be oversecured at
a single entity, credit agreements and indentures might begin to prohibit corporate
families from employing the type of complex subsidiary and affiliate structures that
are currently commonplace and borrowers
will be required to hold all collateral at a
single entity. Lenders might also require
their approval before collateral could be
moved among entities. Absent these precautions, lenders would be less willing to
extend credit (especially to borrowers in
precarious economic situations, who may
be most in need of financing), or would
charge higher interest rates to compensate

for the possibility that their contractual
rights to postpetition interest, fees, costs,
and charges will not be honored in bankruptcy.
Moreover, if the Plaintiffs’ view is accepted, section 506(b) will effectively be
nullified in multi-debtor cases where a secured creditor is not oversecured at any
single debtor, even in instances where the
creditor is vastly oversecured by the property held by the debtors in the aggregate.
An interpretation of section 506(b) that
allows for this scenario defies common
sense. For all of these reasons, the Court
holds that the JSNs must be allowed to
aggregate collateral held at each of the
Debtors in order to calculate the extent of
their security.
D. Since the Debtors Can Aggregate
Collateral, the Court Must Determine What Constitutes JSN Collateral.
The parties agree to a $1.88 billion baseline valuation of the JSN Collateral on the
Effective Date, but the Defendants want to
add to that figure, and the Plaintiffs want
to subtract from it. The analysis below
addresses both the Defendants’ attempts
to add to their collateral along with the
Plaintiffs’ challenges to certain JSN liens
on collateral.
1.

The JSNs Are Not Entitled to
Additional Sale Proceeds for
the HFS Collateral.

The Defendants claim that the JSNs’
liens attach to an additional $66 million of
cash proceeds from the Berkshire sale,
based on their expert’s allocation of the
sale price to the HFS loans. Mr. Fazio
conducted an analysis of the value of the
HFS loans sold to Berkshire, reaching a
value that was $66 million higher than that
provided by the Plaintiffs. Mr. Fazio testified that he did not rely on the pricing
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formula in the Berkshire APA, which
broke the HFS loan portfolio into categories based on only one criterion, but instead looked at all the credit quality and
credit statistics associated with each of the
portfolios to determine value. (Oct. 22 Tr.
167:16–24.) In general, those statistics—
including borrower credit rating, interest
rate, and delinquency—were better for the
JSN loan collateral than for the non-JSN
Collateral. (See DX ABI at 5–7.)
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classifications based on metrics such as
borrower credit scores and interest rates,
to derive his bottoms-up valuation. (Oct.
22 Tr. 154:24–158:11, 159:3–9, 164:1–7,
169:2–10; DX ABI at 5, 19–22.)
[13] Where, as here, an asset is sold in
an arm’s-length transaction, the fair market value of such asset is conclusively determined by the price paid. See Romley v.
Sun Nat’l Bank (In re Two ‘‘S’’ Corp.), 875
F.2d 240, 244 (9th Cir.1989); see also Covey v. Davlin (In re Hobbick), No. 97–
83543, 2001 WL 34076375, at *14 (Bankr.
C.D.Ill. Sept. 10, 2001). The Berkshire
APA was the result of a highly competitive
auction process approved by the Court,
and the price paid for the whole loans was
the result of arm’s-length negotiations that
established the fair market value of each
category of loans. The Court will not rely
on Mr. Fazio’s reallocation of Berkshire’s
price calculation. The Court finds that the
JSNs are not entitled to a lien on additional sale proceeds for the HFS loans.

The Court does not find Mr. Fazio’s
calculation the best indicator of the value
of the HFS loans. In applying his own
methodology to allocate the value of the
HFS Portfolio between JSN and non-JSN
Collateral, Mr. Fazio disregarded the actual purchase prices that Berkshire Hathaway agreed to pay for the collateral pursuant to § 3.1(a) of the Berkshire APA,
which was an arm’s-length agreement.42
(PX 31 at 27.) The Berkshire APA classified the loans within the HFS Portfolio
into six buckets based on certain characteristics: (1) Performing First Lien; (2)
Non–Performing First Lien; (3) Performing Second Lien; (4) Non–Performing Second Lien; (5) Other; and (6) Securitized
Advances. (Oct. 22 Tr. 161:20–162:11,
163:7–17; PX 31 at 19.) The Berkshire
APA established different purchase prices
calculated as percentages to be multiplied
by the unpaid principal balance of the
loans, for each category (plus any adjustments for the document deficiency multiplier). (Oct. 22 Tr. 162:12–19; 164:8–
166:13; 167:25–168:18; PX 31 at 20.) Rejecting these contractual purchase prices,
Mr. Fazio reclassified the loans based on
characteristics such as origination vintage,
product type, or adjustable or fixed rate
mortgage, and valued the loans within his

[14] The Defendants seek to add an
additional $17 million to the baseline collateral, to reflect a net increase to the value
of the FHA/VA loans. The difference between the Plaintiffs’ and Defendants’ valuations of the FHA/VA loans is attributable
to their methodologies. The Plaintiffs’ expert Mr. Renzi employed a recovery analysis, discounting the figures in the Debtors’
April 30, 2013 balance sheet for assumed
costs of collection. (Oct. 16 Tr. 139:5–11.)
Mr. Renzi assumed a recovery rate of
91.1% of book value, deducting the costs,

42. Here, the Court distinguishes between allocation and calculation. As the Court already
held in connection with the Ocwen APA, any
purchase price allocation in the Berkshire
APA was for tax purposes only. (PX 31 at

30.) This is distinct from the calculations
relied upon here, which set out actual formulas for determining the amount Berkshire
would eventually pay for different categories
of loans.

2.

Page 427

The JSNs Are Entitled to a $17
Million Increase in FHA/VA
Loan Value.

604

501 BANKRUPTCY REPORTER

expenses and risks associated with disposing of the assets. (Renzi Direct ¶ 13; Oct.
16 Tr. 144:20–145:2.) The Defendants’ expert Mr. Fazio employed a fair market
value analysis. Mr. Fazio assumed that
the loans would monetize over a 30–36
month period. (DX ABI at 59.) Mr. Fazio discounted the estimated cash flow at
5% over the three year period, taking into
consideration the risk of loss and government insurance. (Id.) Ultimately, Mr. Fazio valued the FHA/VA loans at 95% of
book value. (Id.) The Plaintiffs challenge
Mr. Fazio’s assumption that the loans
would be runoff in three years, claiming
that the Debtor documents on which he
relied actually project a seven-year timetable. (Oct. 22 Tr. 169:15–175:8; DX ABI at
58; see also Puntus Direct ¶ 162.) Mr.
Fazio stated at trial that while his calculations were based on a 100% monetization
by the end of the third year, it is possible
that some small ‘‘insignificant amount’’ of
the loans would not be monetized until
years later. (Oct. 22 Tr. 174:22–175:8.)
The Court believes that fair market value, and not recovery value, was the correct
methodology for valuing the FHA/VA
loans. Even if there are costs in monetizing the loans, the JSNs should not be
charged with these costs when valuing the
amount of their secured claim pursuant to
section 506(b). Under section 506(b), postpetition interest, fees, costs and charges
may only be offset by the amounts chargeable to collateral under section 506(c). 11
U.S.C. §§ 506(b)–(c). Here, there are no
such costs under section 506(c) because the
Debtors waived their section 506(c) rights
in the Cash Collateral Order. (PX 76.)
Thus, the premise of the Plaintiffs’ recovery analysis—that the assets will continue
to generate expenses and cost money to
monetize—runs counter to section 506(b).
The Court finds that the JSNs are entitled
to a lien on an additional $17 million for
the FHA/VA loans.

3.

The JSNs Are Entitled to Another
$40 Million in Liens on Non–
Debtor Equity.

[15] The JSNs claim they have a lien
on an additional $40 million of equity interests in non-Debtor subsidiaries. Their argument is based on a report filed by the
Debtors, titled Periodic Report Regarding
Value, Operations and Profitability of Entities in Which the Debtors’ Estates Hold a
Substantial or Controlling Interest (the
‘‘Periodic Report’’), which included a summary balance sheet for each of the nonDebtor subsidiaries. (See DX ABI at 68–
69.) Using the Periodic Report as a guide,
Mr. Fazio concluded that the value of the
equity pledges in non-Debtor Subsidiaries
was approximately $40 million. (Id.) Specifically, Mr. Fazio calculated that the value of the equity pledges in the Non–Debtor subsidiaries were $26 million in CAP
RE of Vermont, LLC; $3 million in CMH
Holdings LLC; $1 million in GMAC–RFC
Europe Limited; and $10 million in
GMAC–RFC Holdings Limited. (Id.)
The Plaintiffs have not offered any evidence regarding these equity interests.
At trial, Mr. Renzi testified that Plaintiffs’
counsel told him that the non-Debtor subsidiaries had very limited equity value due
to contingent liabilities, namely litigation
liability.
(Oct. 16 Tr. 153:16–154:3.)
Plaintiffs’ counsel further informed Mr.
Renzi that the probability was high that
the Debtors would not prevail in the litigation. (Id. at 154:4–9.) Instead of presenting a risk-adjusted equity value to account
for the litigation risk at the Non–Debtor
subsidiaries, based upon his conversations
with counsel, Mr. Renzi presented the equity value in those entities as zero. (Id. at
153:12–154:15.)
Moreover, the Plaintiffs have not refuted
that the JSNs have a lien on equity
pledges. The Defendants have carried
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their initial burden of putting forth evidence to show they have an interest in the
equity of these non-Debtor subsidiaries, in
an amount totaling $40 million. The Plaintiffs’ expert did not produce a value for the
equity; Mr. Renzi simply valued the equity at ‘‘0.’’ The Plaintiffs have therefore
failed to put forth sufficient evidence to
rebut the Defendants’ claim. See Heritage
Highgate, 679 F.3d at 140 (‘‘It is only fair
TTT that the party seeking to negate the
presumptively valid amount of a secured
claim—and thereby affect the rights of a
creditor—bear the initial burdenTTTT If
the movant establishes with sufficient evidence that the proof of claim overvalues a
creditor’s secured claim because the collateral is of insufficient value, the burden
shifts.’’). The Court finds that the JSNs
have a lien on $40 million of equity at nonDebtor entities.
4.

The JSNs Do Not Have a Lien
on Any Collateral Pledged to
the AFI LOC.

The Defendants offer two arguments for
why the JSNs have liens on approximately
$910 million in collateral pledged to the
AFI LOC. First, the Defendants claim
that the collateral was previously pledged
to the JSNs and was never properly released from the JSNs’ liens, so their liens
still attach to the collateral. Second, the
Defendants assert that even if their liens
on the collateral were released, paragraph
5(g) of the Cash Collateral Order revived
those liens. Both arguments fail.
a.

All JSN Collateral Subsequently
Pledged to the AFI LOC Was Properly Released Before Being Pledged to
the AFI LOC.

In 2010 and 2011, Wells Fargo, acting as
Third Priority Collateral Agent (i.e., the
collateral agent for the Junior Secured
Notes) consented in writing to the release
of a variety of assets from the Notes Collateral that were then pledged to AFI
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under the LOC Facility. Wells Fargo did
this by executing the Blanket Loan Release, which released the JSNs’ security
interest in the Released Loan Collateral,
and the Servicing Advance Release, which
released the JSNs’ security interest in the
Released Advances. Wells Fargo then
filed U.C.C.–3 amendments that deleted
the Blanket Released Collateral from the
collateral provided in the original U.C.C.–1
financing statements (as amended) filed by
the Third Priority Collateral Agent.
The Defendants previously contested the
effectiveness of those releases. The Court
rejected the Defendants’ arguments, holding that the releases were effective and
entitled to enforcement. See Residential
Capital, 497 B.R. at 416–17. Specifically
reviewing the Blanket Loan Release—
which accounts for approximately 97% of
the $910 million in dispute—the Court
found that the descriptions of the collateral
covered by that release satisfied U.C.C. 9–
108(b)’s requirement for reasonably identifying the released collateral, and the
U.C.C.–3s ‘‘are therefore valid.’’ Id. at
418.
At trial, the Defendants tried to attack
the releases of the collateral pledged to the
AFI LOC by arguing that there was an
insufficient paper trail documenting the
releases. This is not so. The Blanket
Loan Release released, among other
things, ‘‘Servicing Rights Collateral’’ and
‘‘Subject Mortgage Loans.’’ The releases
provided three means for determining
whether an asset was a Subject Mortgage
Loan that had been released from the
Revolver and Junior Secured Notes:
1 a ‘‘Mortgage Schedule delivered under
the LOC Loan Agreement’’;
1 in the backup to the monthly borrowing base reports or monthly collateral
reports under the LOC Loan Agreement, which reflected the carrying val-
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ue of the assets pledged to the LOC
Facility; or
1 most broadly, any of the Debtors’
‘‘books and records’’ reflecting that a
loan had been pledged to the LOC
Facility. This category would include,
among other things, the CFDR, which
tracked various details concerning the
Debtors’ loans, including the facility (if
any) to which such loans were pledged.
(PX 134.)
Under these terms, if a loan was listed
on the CFDR as pledged to the AFI LOC,
it was covered by the Blanket Loan Release. There is no dispute that the collateral in question was listed in the CFDR as
pledged to the AFI LOC. The Court has
already admitted the CFDR as a reliable
record that was subject to rigorous audits
and controls. Therefore, the releases
were effective since the loans appeared in
the CFDR as pledged to the AFI LOC.
Moreover, a written description of the released collateral was attached as an exhibit
to the U.C.C.–3 amendments, which the
Third Priority Collateral Agent also filed
to delete the Blanket Released Collateral
from the collateral set forth in the original
U.C.C.–1 financing statements. These
written descriptions put all potential creditors on notice that the collateral they covered includes certain servicing rights and
mortgage loans (among other assets), and
that further diligence may be required to
determine to whom they are pledged. As
the Court has explained, the U.C.C.–3s are
sufficient to satisfy the lenient description
standards outlined in U.C.C. § 9–108(b)(6)
because the descriptions of the collateral
released ‘‘reasonably identif[ied]’’ the collateral released, satisfying the U.C.C. permissive standard. See Residential Capital, 497 B.R. at 418.
The Court’s conclusion applies with
equal force to the Servicing Advance Release. Like the Blanket Loan Release, the

Servicing Advance Release contained a description of various categories of Released
Advances that were being released from
the JSNs’ liens, which included, among
others, any existing and future advances
relating to mortgage loans and REO property, made pursuant to certain contracts
with Freddie Mac. Moreover, the Servicing
Advance Release described all servicing
advances pledged to the AFI LOC.
The Defendants contend that other
back-up documentation should exist regarding the release of this $910 million of
assets, including schedules of mortgage
loans, collateral addition notices to the
LOC Facility, and electronic templates
used to update the CFDR. But there is no
need for this type of additional back-up.
The CFDR suffices for the Blanket Loan
Release, and the Servicing Advance Release effectively released all advances
pledged to the AFI LOC.
b.

Paragraph 5(g) Did Not Revive Any
Liens on Collateral Pledged to the
AFI LOC or to Any Other Previously
Released Collateral.

[16] The Defendants ask the Court to
interpret paragraph 5(g) of the Cash Collateral Order to mean that the Debtors
agreed that assets released from the JSNs’
liens years earlier were revived by the
Order. If so, the Defendants would have a
lien on the collateral pledged to the AFI
LOC, totaling an additional $1.1 billion in
value. In ruling on the motions to dismiss,
the Court determined that it would benefit
from a greater factual record on this issue,
and extrinsic evidence could be submitted
to establish the meaning of paragraph 5(g).
Residential Capital, 497 B.R. at 403.
Based on the evidence submitted by both
sides, the Court concludes that the Defendants’ interpretation of paragraph 5(g)
fails on multiple grounds.
First, the Court notes that no party ever
disclosed this purported effect of para-
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graph 5(g) to the Court when the Cash
Collateral Order was proposed or at any
contemporaneous hearing, despite Local
Rule 4001–2(a)(6). That rule requires disclosure of provisions in a cash collateral
motion that would secure prepetition debt
with liens on assets that the creditor would
not otherwise have by virtue of the prepetition security agreement or applicable law.
The Court will not countenance the Defendants’ attempt to slide a $1.2 billion windfall past the Court and past the Plaintiffs.
Second, other portions of the Cash Collateral Order reveal the parties’ intent at
the time the order was submitted. For
instance, the very next stipulation in the
Cash Collateral Order provides an overview of the collateral securing the Junior
Secured Notes:
[T]he collateral securing the Junior Secured Notes Obligations includes, among
others TTT the categories of assets under
the columns labeled ‘‘Ally Revolver’’ and
‘‘Blanket’’ set forth on Exhibit A to this
Final OrderTTTT
(PX 76 at 12.) If, at the time the Cash
Collateral Order was negotiated, the JSNs
actually believed that they were being
granted new liens on the AFI LOC collateral, paragraph 5(h) should have included
‘‘AFI LOC’’ in the categories of assets
securing the Junior Secured Notes on Exhibit A to the Cash Collateral Order.
Moreover, the Defendants reading of
Paragraph 5(g) is also not supported by
the language of the Cash Collateral Order.
For example, in Paragraph 5(g), the Debtors acknowledge that the JSNs’ liens are
‘‘subject and subordinate only ’’ to the
liens granted under the Revolver. (Id. at
11–12 (emphasis added).) This provision
does not also subordinate JSNs’ purported
lien to the LOC Lenders’ lien under the
LOC Facility. Under the Defendants’
proposed interpretation of Paragraph 5(g),
the JSNs’ purportedly revived lien on the
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AFI LOC collateral is elevated ahead of
the LOC Lenders’ (uncontrovertibly senior) lien in that collateral. AFI would not
have agreed to such a provision, especially
since it relied on the AFI LOC collateral
to make the postpetition advances under
the Cash Collateral Order.
In addition, in granting the JSNs a postpetition adequate protection lien on the
Revolver Collateral and the AFI LOC collateral, the Cash Collateral Order subordinated adequate protection liens to any existing liens on the same collateral. To
that end, with respect to the JSNs’ adequate protection lien on the Revolver Collateral, the order acknowledges that the
adequate protection lien is junior to
(among other things) the ‘‘existing liens
granted to the Junior Secured Parties.’’
(Id. at 28 (emphasis added).) But the
order does not contain similar language
with respect to the adequate protection
lien in the AFI LOC collateral, indicating
that the JSNs did not have an existing lien
on that collateral. (Id. at 28–29.)
Aside from the terms of the Cash Collateral Order, other documents filed simultaneously in the bankruptcy court reflect
that the stipulations in paragraph 5(g)
were not intended to revive previously released liens. For example, the Debtors
indicated in their motion seeking approval
of the Barclays DIP Facility that any purported equitable lien asserted by the JSNs
on the assets securing the AFI LOC was
not a valid, perfected, and nonavoidable
lien or security interest as of the Petition
Date. (PX 88 at 55.) Offering that argument is squarely at odds with a purported
stipulation to the validity of a lien on that
collateral.
Third, the testimony of Mr. Siegert indicates that when the parties were negotiating the Cash Collateral Order, the JSNs
did not believe that the Order would revive
liens on more than $1 billion in released
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collateral. The JSNs did not include the
value of the assets securing the AFI LOC
in their own contemporaneous analysis of
the collateral securing the Junior Secured
Notes. On cross-examination, Mr. Siegert
was shown a Houlihan presentation dated
May 14, 2012, which was prepared immediately before the Petition Date. (PX 169;
Oct. 23 Tr. 110:8–23.) That presentation
valued the JSNs’ collateral. Mr. Siegert
acknowledged that if the counsel for the
JSNs had concluded that the Debtors had
stipulated to JSN liens on the AFI LOC
collateral, that would have been a material
fact for Houlihan to consider when presenting estimates of the value of the JSN
Collateral. (Oct. 23 Tr. 127:25–128:21.)
And further, that would have been a material fact for Houlihan to convey to the
JSNs. (Id.) But the May 14 Houlihan presentation did not reflect any liens on the
AFI LOC collateral. (Id.)
It defies the parties’ conduct and the
terms of the Cash Collateral Order to argue that paragraph 5(g) revived previously
leased liens. The JSNs do not have a lien
on any AFI LOC collateral by virtue of
paragraph 5(g).
5.

General Intangibles

The Defendants argue that the value of
the JSN Collateral on the Effective Date
should increase beyond the $1.88 baseline
valuation because the baseline valuation
does not account for certain JSN liens on
intangible assets. Specifically, the Defendants argue that the Debtors sold intangible assets subject to JSN liens during the
Ocwen asset sale, but the Debtors did not
allocate any portion of the proceeds to
intangibles subject to JSN liens. These
intangibles include software, certain refinancing opportunities, trademarks, and
goodwill. According to the Plaintiffs,
Ocwen and Walter did not place any value
on these intangibles, so it is not proper to
allocate any proceeds to intangible value.

Further, the Plaintiffs argue that to the
extent the JSNs had any lien on goodwill,
that goodwill was created postpetition and
is not subject to any JSN lien. The Defendants respond that they had a lien on
assets sold to Ocwen, but have received no
benefit of the sale simply because the
Ocwen APA assigned no value to the intangibles, even though the Ocwen APA
provided that Ocwen and Walter were
buying ‘‘goodwill and other intangible assets.’’ (PX 19.) According to the Defendants, the Court may still assign value to
the intangible assets based on the work of
the Defendants’ expert Mr. Taylor, who
used general accounting principles to value
the intangible assets.
a.

The JSNs Had Liens on Software
Sold to Ocwen.

In the JSN Security Agreement, the
JSNs were specifically granted a lien on
computer software as well as general intangibles. (See PX 4.) The Debtors used
software in connection with the PLS MSRs
and the GSE MSRs. (Oct. 15 Tr. 171:10–
12.) The Plaintiffs argue the JSNs’ lien on
software associated with the PLS MSRs
was released under the May 14, 2010 Blanket Release. That release specifically
stated that all general intangibles were
released ‘‘if and to the extent related to
the Servicing Rights Collateral’’ (i.e., the
PLS MSRs). (PX 134 at 6.) The Defendants counter, though, that ‘‘Servicing
Rights Collateral’’ was defined to specifically exclude computer programs. (Id. at
8.) The Court therefore finds that the
JSNs’ lien on software associated with the
PLS MSRs was not released by virtue of
the Blanket Release. Any value associated with software sold to Ocwen and Walter
would be allocable to the JSNs as JSN
Collateral.
The next question is how to value the
collateral. The Defendants’ expert Mr.
Taylor endeavored to value the Debtors’
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software and associated know-how by using an accounting method that considers
what a typical market participant would
have paid for the asset, regardless of any
particular incentives (e.g., synergies) or disincentives that may have existed in the
market at the time. The Plaintiffs challenged Mr. Taylor’s analysis on several
grounds, including that (1) Mr. Taylor’s
analysis ignores the allocations of assets in
the Ocwen APA; (2) the Debtors gave
Ocwen and Walter a substantial bid credit
(exceeding $100 million) so Ocwen and
Walter would buy the Debtors’ servicing
platform, including the software; (3)
Ocwen and Walter later attributed lower
values to software, ostensibly using the
same accounting principles that Mr. Taylor
applied; (4) Mr. Taylor’s ‘‘avoided cost’’
analysis assumed that Ocwen and Walter
planned to use the Debtors’ software for
three years, contrary to Ocwen’s and Walter’s actual plans; and (5) Mr. Taylor put
inordinate weight on certain precedent
transactions when applying his ‘‘relief from
royalty method.’’
First, the Court finds that the allocations in the Ocwen APA do not control
here. Section 3.3(b) of that APA provided
that the Debtors and Ocwen were bound
by the allocations for tax purposes, ‘‘but
not for any other purpose.’’ (PX 19 at 50
(emphasis in original).) Second, the Debtors’ bid credit awarded to Ocwen did not
render the Debtors’ software valueless.
Rather, Ocwen and Walter intended to use
and did use the Debtors’ software associated with the platforms they were buying.
Their public filings attributed value to software, whether as a standalone asset or
built into the premises and equipment asset category.43 (See DX ZH at 9; DX ST
43. As explained in Mr. Taylor’s report, Ocwen
engaged a third-party valuation expert (Applied Economics) to appraise the fair value of
certain assets. (DX ABH; DX ST.) Applied
Economics considered the ResCap software to
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at 3; DX WK at 13.) Therefore, the software had and provided value.
Turning to Mr. Taylor’s analysis, the
Court is not satisfied with his valuation of
the software and associated know-how.
The Plaintiffs are correct that Mr. Taylor’s
avoided cost analysis unreasonably assumes a duration of software use that is
contrary to the actual intended use in the
Ocwen and Walter sale. As for his ‘‘relief
from royalty’’ analysis, the Plaintiffs sufficiently demonstrated flaws in Mr. Taylor’s
methodology. For example, Mr. Taylor
gave no weight to certain transactions between seemingly related parties because
those may not have been arm’s-length
deals. (DX ABH at 135.) But Mr. Taylor
then attributed 33.34% of his outcome to a
transaction that appears to be between
related parties. (Id.) Not only is this
transaction given greater weight than any
other transaction, but it is also a significant outlier in terms of its ‘‘point estimate.’’ (Id.) Simply removing Mr. Taylor’s weight assigned to this transaction
would yield a $100 million lower software
value. Thus, the Court finds that Mr.
Taylor’s ‘‘relief from royalty’’ analysis is
unreliable.
Rather than relying on Mr. Taylor’s
analysis, the Court turns to how Ocwen
and Walter actually reported the value of
the software using a fair value accounting
method. Walter’s public filings indicate a
$17.1 million value for software (DX WK at
13), and Ocwen’s filing and its third-party
valuation reflect a $1.295 value for software (DX ZH at 9; DX ST at 3.) The
Court therefore finds that $18.395 million
of the Ocwen sale proceeds should be attributed to JSN liens on software.
be worth $1.295 million (DX ST at 3), and
that figure served as a portion of the ‘‘premises and equipment’’ allocation in Ocwen’s 10–
Q reporting on the ResCap sale.
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b. The JSNs Have a Lien on the Tradename, Iconography, and Logotype Associated With the Assets Sold to
Ocwen and Walter.
The Defendants submitted expert evidence that $10 million of proceeds from
the Ocwen and Walter sale was allocable to
‘‘tradename/marks, iconography and logotype.’’ (DX ABH at 42–45.) The Plaintiffs did not rebut this analysis at trial.
Mr. Taylor notes that the Ocwen APA
required the purchasers to rebrand assets
within 120 days, but a 10–Q filed by Walter
shows that it attributed value to tradename with an estimated eight-year life.
(DX ABH at 43.) Thus, there may have
been some intangible tradename or logotype value that would not cease to exist
after 120 days. The Plaintiffs did not
rebut this contention. Nor did the Plaintiffs demonstrate that any tradename value was associated only with the Servicing
Rights Collateral or Subject Mortgage
Loans and would therefore have been released in the Blanket Release. The Court
is satisfied with Mr. Taylor’s valuation of
the intangible tradename assets associated
with the Ocwen sale and finds that a $10
million allocation to the JSNs’ liens is appropriate.
c. The Defendants Do Not Have a
Lien on Refinancing Opportunities
Associated With GSE MSRs.
[17] At trial, the Defendants’ expert
Mr. Levine testified to the value of refinancing opportunities associated with certain GSE MSRs. The JSNs do not have
liens on GSE MSRs since those are Excluded Assets, but the Defendants argue
that the JSNs have a lien on intangible
assets associated with GSE MSRs. Although the Defendants may be correct
that the JSNs could have a lien on intangible assets absent a lien on an underlying
asset, the value created by refinancing opportunities is inherent to the value of the

GSE MSRs. In other words, the opportunities are not a separate intangible asset.
Mr. Levine testified that he regularly
values refinancing opportunities separately
from servicing rights. (Oct. 22 Tr. 100:9–
16.) Even so, the value of the refinancing
opportunities are inextricably linked to the
MSRs themselves: Mr. Levine conceded
that ‘‘to the buyer of the servicing, there
would not be value to the HARP [refinancing opportunities] without the servicing
rights.’’ (Id. at 91:11–23.) In fact, Mr.
Levine had never seen an instance where
refinancing opportunities were sold separately from servicing rights. (Id. at 101:9–
11.) Therefore, the value is properly attributable to the GSE MSRs themselves.
As such, the JSNs do not have a lien on
any refinancing opportunities.
d.

The JSNs Did Not Establish the
Value of Their Lien on Goodwill
as of the Petition Date.

[18] The JSNs argue that they have a
lien on goodwill associated with the Debtors’ assets sold to Ocwen. Goodwill is ‘‘an
intangible asset that represents the ability
of a company to generate earnings over
and above the operating value of the company’s other tangible and intangible assets.’’ In re Prince, 85 F.3d 314, 322 (7th
Cir.1996). Goodwill may include ‘‘name
recognition, consumer brand loyalty, or
special relationships with suppliers or customers.’’ Id. To calculate the value of goodwill, generally accepted accounting principles (‘‘GAAP’’) look to ‘‘any excess of [a]
purchase price over the fair value of the
assets acquired and the liabilities assumed.’’ Fait v. Regions Fin. Corp., 655
F.3d 105, 110 (2d Cir.2011). Although
GAAP does not require a company to record internally developed goodwill absent
an asset sale, see Sanders v. Jackson, 209
F.3d 998, 1001–02 (7th Cir.2000), the existence of goodwill does not depend on an
asset sale. See Prince, 85 F.3d at 323–24
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(describing valuation of goodwill in context
of assigning value to company stock); see
also Ackerman v. Schultz (In re Schultz),
250 B.R. 22, 29 (Bankr.E.D.N.Y.2000) (valuing goodwill outside context of asset
sale). So the question becomes whether
any goodwill existed on the Petition Date
subject to JSN liens.
The Defendants use two methods to calculate goodwill on the Petition Date. First,
they look to the Ocwen and Walter asset
sale and calculate a present value of the
goodwill in that sale as of the Petition
Date. Second, the Defendants perform a
‘‘top down’’ analysis of the intangibles associated with the MSRs and servicing and
originating platforms, including goodwill.
While Houlihan’s methodologies may have
been textbook, the assumptions and inputs
they used were seriously flawed. As a
result, Houlihan’s conclusions regarding
the values of intangibles and goodwill are
not credible.
Regarding the first method, the Court
cannot conclude that any goodwill derived
from the Ocwen and Walter sale existed on
the Petition Date. The value of the Debtors’ assets on that date was seriously impaired, subject to steep reductions in value
by litigation risks, potential seizure of certain MSRs, and termination of rights and
setoff by the RMBS Trustees. Ocwen and
Walter, the eventual buyers, were not
committed to paying the Debtors anything
for their assets on the Petition Date, let
alone a price above the fair value of the
Debtors’ assets and liabilities. The Debtors
facilitated the asset sale to Ocwen and
Walter by maintaining the value of the
assets throughout the bankruptcy, along
with decreasing the liabilities associated
with those assets. The Debtors worked
very hard at substantial expense to achieve
settlements and consents that allowed the
sales to close. If the Debtors had not
taken those actions, Ocwen and Walter
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may not have bought any assets at all, and
likely would not have paid any price above
the fair value of the assets and liabilities.
To be sure, there may have been name
recognition or special market relationships
associated with the Debtors’ assets on the
Petition Date, but that name recognition
or those relationships could have been valueless in the eyes of a buyer on the Petition Date. The Court cannot indulge the
speculation that the Ocwen and Walter
purchase price provides an adequate starting point for the goodwill that would have
been generated by an asset sale on the
Petition Date. After all, ‘‘goodwill often
fluctuates widely for innumerable reasons.’’ Sanders, 209 F.3d at 1002.
As for the ‘‘top down’’ valuation, the
Plaintiffs raised serious problems with the
Defendants’ market multiple analysis that
provided the starting point for the ‘‘top
down’’ valuation. First, the Defendants’
expert Mr. Fazio acknowledged that his
market multiple analysis only weighed
comparable companies in terms of their
equity, rather than their total enterprise
value. (Oct. 22 Tr. 198:20–199:6; 199:19–
22.) Second, Mr. Fazio’s analysis failed to
account for any value that would be attributable to the Debtors’ servicing advances.
(Oct. 22 Tr. 200:1–22; DX ABG at 35, 38,
41.) Since those assets were not properly
accounted for, and were not properly deduced from Mr. Fazio’s valuation, it is
possible that what the Defendants concluded was goodwill actually represented value
attributable to servicing advances. Thus,
the Defendants’ second method for determining goodwill is unpersuasive.
Having failed to provide an adequate
basis for valuing goodwill on the Petition
Date, the JSNs have not met their burden
in demonstrating the extent of their lien on
goodwill as of the Petition Date.
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The JSNs Do Not Have a Lien
on Goodwill Generated after
the Petition Date.

[19] Although the JSNs have a lien on
the proceeds of their prepetition collateral,
any goodwill generated in connection with
the assets sold to Ocwen and Walter was
not the proceeds of that collateral and is
not subject to JSN liens. Bankruptcy
Code Section 552(b) provides that if a prepetition security agreement extends to
proceeds of collateral, then postpetition
proceeds would also be subject to that
security agreement, unless the court orders otherwise after a hearing based on
the equities of the case. 11 U.S.C.
§ 552(b). The JSN Security Agreement
granted the JSNs a lien on ‘‘all Proceeds,
products, offspring, rents, issues, profits
and returns of and from, and all distributions on and rights arising out of any of
the [collateral described in the JSN Security Agreement].’’ (PX 4 at 17.) Additionally, the Cash Collateral Order provided that the proceeds of prepetition JSN
Collateral are ‘‘deemed to be cash collateral of the [JSNs].’’ (PX 76 at 22.) To
establish a lien on the goodwill created by
the Ocwen sale, the JSNs would need to
demonstrate that the goodwill was the
product of their prepetition collateral.
They did not meet this burden.
‘‘Section 552(b) is intended to cover after-acquired property that is directly attributable to prepetition collateral, without
addition of estate resources.’’ 5 COLLIER
ON BANKRUPTCY ¶ 552.02[2][a] (emphasis
added). Here, even if JSN Collateral was
used to generate goodwill (either by maintaining or improving the value of assets or
by diminishing liabilities), Debtor resources were used as well. The Debtors
improved the value of the assets sold to
Ocwen by negotiating settlements with
government entities and RMBS Trustees.
That involved time, effort, and expense by

the Debtors’ estates. The Debtors did not
merely take some JSN Collateral and convert it into goodwill without any other
resources. That means that the goodwill
is not the proceeds of JSN Collateral. See
In re Delco Oil, Inc., 365 B.R. 246, 250
(Bankr.M.D.Fla.2007) (‘‘The concept of
proceeds is only implicated when one asset
is disposed of and another is acquired as
its substitute.’’) (internal quotation marks
omitted). Even if a portion of the goodwill
was directly attributable to JSN Collateral, without any other additional resources,
the JSNs have failed to separate the value
of that goodwill. Thus, the JSNs have not
met their burden of establishing a lien on
goodwill generated postpetition.
6.

Miscellaneous Collateral Categories
a.

The JSNs Have Liens on
the ‘‘Contested Assets.’’

[20] The JSNs claim to have liens on
‘‘Contested Assets,’’ which consist of (1)
the Former Bilateral Facilities Collateral
and (2) the Reacquired Mortgage Loans.
The Court has previously ruled that the
JSN Security Agreement is ambiguous
with respect to ‘‘whether an Excluded Asset becomes part of the Secured Parties’
collateral pursuant to the All–Asset Granting Clause once it ceases to constitute an
Excluded Asset.’’ Residential Capital,
495 B.R. at 262. Where a contract is
ambiguous, courts may consider extrinsic
evidence in order to determine the parties’
intended meaning. See Bank of New York
Trust Co., N.A. v. Franklin Advisers, Inc.,
726 F.3d 269, 276 (2d Cir.2013) (stating
that a principle of New York contract law
is that, ‘‘if contract terms are ambiguous,
the court may accept any available extrinsic evidence to ascertain the meaning intended by the parties during the formation
of the contract’’) (citations omitted). Extrinsic evidence can include testimony of
the parties’ intent. See Webb v. GAF
Corp., 936 F.Supp. 1109, 1124 (N.D.N.Y.
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1996) (‘‘The court is of the opinion that
testimony regarding the understandings of
the parties TTT was both competent and
helpful to the triers of factTTTT’’).
Having the benefit of a full evidentiary
record, including an examination of both
the contractual language and the extrinsic
evidence provided by witness testimony,
the Court concludes that the JSN Security
Agreement grants the JSNs liens on the
Contested Assets.
i.

The JSNs Have Liens on the
Collateral Released from the
Bilateral Facilities.

The Plaintiffs argue that the JSNs do
not have a lien on the Former Bilateral
Facilities Collateral, which has an alleged
fair market value of approximately $24
million.44 The Plaintiffs argue that the
JSNs were never granted liens in the Former Bilateral Facilities Collateral because
the underlying loans were originally Excluded Assets. Additionally, the Plaintiffs
assert that no ‘‘springing lien’’ exists with
respect to the Former Bilateral Facilities
Collateral and, even if it did, the JSN
Security Agreement is ambiguous whether
the Former Bilateral Facilities Collateral
automatically reverted to JSN Collateral
before the Petition Date when the reason
for the exclusion of the Former Bilateral
Facilities Collateral no longer existed.
The Plaintiffs contend that the testimony
presented at trial did not sufficiently establish a course of dealing among the parties. The Defendants argue that even
though the Former Bilateral Facilities Collateral consists of assets that were carved
out of the JSN Collateral as ‘‘Excluded
Assets’’ at the time the JSN Security
Agreement was executed, the collateral
was subsequently released from Bilateral
Facilities before the Petition Date and
treated as AFI and JSN Collateral. The
44. This total does not include the $25 million
of BMMZ assets that JSNs claim a lien on and
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Court finds that the JSNs have liens on
the Former Bilateral Facilities Collateral.
The JSN Security Agreement provides
that ‘‘the ‘Collateral’ TTT shall not include
Excluded Assets.’’ (PX 4 § 2.) ‘‘Excluded
Assets’’ in turn means, in relevant part:
(c) any asset TTT to the extent that the
grant of a security interest therein
would violate applicable Requirements
of Law, result in the invalidation thereof
or provide any party thereto with a right
of termination or default with respect
thereto or with respect to any Bilateral
Facility to which such asset is subject as
of the Issue DateTTTT
(Id. at 4–15).
The testimony presented at trial revealed that employees for both the Debtors and AFI understood the JSN Security
Agreement and the All–Asset Granting
Clause to convert the Former Bilateral
Facilities Collateral to Notes Collateral
when the Bilateral Facilities terminated or
when collateral was released from those
facilities. The witnesses also testified that
once an asset that otherwise fell within the
scope Blanket Lien was released from a
Bilateral Facility, that asset would become
part of the JSN Collateral. Lara Hall
testified at her deposition that ‘‘AFI’s intent was as soon as the assets rolled off
the bilateral facility, they would become
subject to the blanket lien.’’ (Hall Dep.
123:19–23.) She also said that ‘‘[t]he blanket lien basically suggested that anytime
an asset became uncovered, it would be
subject to the blanket lien.’’ (Id. at 116:6–
14.) Joseph Ruhlin, the Debtors’ former
Treasurer, testified in his deposition that
the Debtors understood the Former Bilateral Facilities Collateral ‘‘would be covered
by the blanket lien as long as they TTT
were owned [by the Debtors] and not
that were subject to an earlier motion to
dismiss.
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pledged elsewhere to another bilateral facility,’’ and that the Debtors’ ‘‘understanding’’ was that ‘‘once an asset was released
from a funding facility, depending on the
asset, it would become part of the blanket
lien.’’ (Ruhlin Dep. 89:14–25; 93:8–14,
165:5–9.) Ms. Farley, the Debtors’ appointed 30(b)(6) witness on the assets constituting JSN Collateral, testified that Former Bilateral Facilities Collateral would
‘‘absolutely’’ become JSN Collateral when
the Bilateral Facilities terminated, ‘‘[t]o
the extent they fell within the security
grant.’’ (Oct. 16 Tr. 186:24–187:9.)
Finally, the Debtors were told by their
outside counsel via email in December
2008 that ‘‘if at any point while owned by
GMAC [ ] the assets are removed from a
Bilateral Facility, the [AFI] Revolver and
[JSN] Indenture liens may cover these
assets and they will constitute Collateral
(if and to the extent Sections 9–406/8 of
the U.C.C. are applicable).’’ (DX ES at 1.)
The extrinsic evidence presented at trial
indicates that the parties to the JSN Security Agreement understood and intended
that the JSN Collateral would include Former Bilateral Facilities Collateral. The
Court therefore finds that the JSNs have
liens on the Former Bilateral Facilities
Collateral.45
ii.

The JSNs Have Liens on the
Released and Reacquired
Collateral.

The Plaintiffs seek a declaration that the
Defendants have not perfected any interest in the Reacquired Mortgage Loans.
According to the Plaintiffs, even if the
JSNs retained a continuing security interest in the Released Mortgage Loans when
45. The Court already dismissed the Committee’s attempt to recharacterize the BMMZ assets as Debtor assets. Residential Capital, 495
B.R. at 261. In its opinion, the Court rejected the Committee’s contention that the
BMMZ collateral was pledged to a bilateral
facility as of the Petition Date. In fact, the

those assets were re-acquired by the Debtors, which the Plaintiffs contest, the JSNs
never perfected their security interest, and
it is avoidable. The Defendants contend
that (1) the Reacquired Mortgage Loans
are assets that were initially JSN Collateral, subsequently released by the Collateral
Agent in May 2010 so that they could be
sold to a Repo Facility, and then reacquired by the Debtors between September
2010 and the Petition Date, thereby falling
within the scope of the Blanket Lien, and
(2) the JSNs’ lien on the Reacquired Mortgage Loans is perfected because the original U.C.C. filings perfecting those liens
provided adequate notice to potential creditors. The book value of the Reacquired
Mortgage Loans is approximately $14.1
million and has an alleged fair market
value of approximately $10 million.46
The Court finds that the Defendants
have perfected liens on the Reacquired
Mortgage Loans.
(a) The Reacquired Mortgage Loans Fall
within the Blanket Lien’s Grasp.
[21] The Defendants argue that the
loans that were released from the JSNs’
liens in May 2010 to be sold to the Citi and
Goldman Repo Facilities and subsequently
repurchased by the Debtors between September 2010 and the Petition Date are
JSN Collateral due to the Blanket Lien.
The Blanket Lien arises from the All–
Assets Granting Clause expressly covering
all of the Debtors’ assets, ‘‘whether not or
hereafter existing, owned or acquired and
wherever located and howsoever createdTTTT’’ (JSN Security Agreement at 13.)
‘‘[U]nder the Uniform Commercial Code,
Debtors did not own the BMMZ collateral on
the Petition Date.
46. The Reacquired Mortgage Loans are distinct from the $910 million of loans in the AFI
LOC.
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the proper perfection of a security interest
may create an enforceable lien in afteracquired property, without regard to any
entitlement to an equitable lien under common law.’’ In re Minor, 443 B.R. 282, 288
n. 3 (Bankr.W.D.N.Y.2011) (citing N.Y.
U.C.C. § 9–204 (2001)). A security interest ‘‘arising by virtue of an after-acquired
property clause is no less valid than a
security interest in collateral in which the
debtor has rights at the time value is given
TTT no further action by the secured party—such as a supplemental agreement
covering the new collateral—is required.’’
N.Y. U.C.C. § 9–204 cmt. 2 (2013).
No language in the JSN Security Agreement suggests that the Blanket Lien does
not apply to the Reacquired Mortgage
Loans. Instead, the Debtors’ and AFI’s
employees testified that they understood
that assets sold and repurchased by the
Debtors would become JSN Collateral
upon their reacquisition. (See Oct. 16 Tr.
190:21–191:24 (when an asset that had
been released from the JSN Collateral
package to be sold to a third party was
repurchased by the Debtors, ‘‘the blanket
lien would pick it up’’); Ruhlin Dep. 65:19–
22, 66:6–14 (‘‘[A]ssets such as loans that
were acquired in the future would be subject to the lien,’’ and those assets could
have been ‘‘[r]epurchases TTT previously
owned by ResCap,’’ or ‘‘[t]hey TTT could be
repurchased outside from a third party.’’).)
Thus, under the Blanket Lien, the Reacquired Mortgage Loans became JSN Collateral when the Debtors repurchased
them.
(b) The JSNs’ Interest in the Reacquired
Mortgage Loans Is Perfected.
[22] The Plaintiffs argue that the
U.C.C.–3 statements filed in May 2010 terminated the U.C.C.–1 financing statements
as to these assets, rendering any security
interests the JSNs had in the Reacquired
Mortgage Loans unperfected. However,
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because the Court finds that the U.C.C.–1
financing statements continued in effect
notwithstanding the filing of the U.C.C.–3
financing statements, the U.C.C.–1 statements operated to perfect the JSNs’ security interests.
The U.C.C. employs a notice filing system requiring that a financing statement
provide ‘‘a simple record providing a limited amount of information’’ that puts parties on notice to inquire further to ascertain ‘‘the complete state of affairs.’’ N.Y.
U.C.C. § 9–502 cmt. 2. ‘‘UCC Article 9
only requires information sufficient to engage in further inquiry. When the authorization underlying a previously filed termination statement matters to a subsequent
lender (as it usually will), the lender can
simply include any necessary further inquiry as part of its due diligence.’’ Official Comm. v. JPMorgan Chase Bank, NA
(In re Motors Liquidation Co.), 486 B.R.
596, 644 (Bankr.S.D.N.Y.2013). In cases
where courts have addressed inconsistent
financing statements, courts have found
that the inconsistency in the statements
itself was sufficient to put the creditor on
notice. See In re A.F. Evans Co., No. 09–
41727(EDJ), 2009 WL 2821510, at *5
(Bankr.N.D.Cal. July 14, 2009) (‘‘Here,
CNB’s financing statements, as amended
by the U.C.C.–3 Amendment statements,
each with two conflicting boxes checked
[ (a termination box plus a release of collateral box) ], would raise a red flag for
any person conducting a search alerting
such person of the possibility that a full
termination may not have been intended.’’).
In this case, because the U.C.C.–1s were
on file, potential lenders were on notice to
investigate the extent of the JSNs’ security interest in the Reacquired Mortgage
Loans notwithstanding the U.C.C.–3s relating to those assets. After further inquiry, they would have been informed that
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the Reacquired Mortgage Loans were automatically pledged once again to AFI and
the JSNs under the Blanket Lien, and
were coded first as unpledged and later as
Blanket Lien Collateral in the CFDR. (See
Farley Dep. 95:3–14, 110:5–111:14, 115:4–
14, 137:21–24, 138:4–11, 176:21–177:3; Oct.
16 Tr. 190:21–192:18; Hall Dep. 117:6–12;
Ruhlin Dep. 65:19–22, 66:6–21, 106:8–12,
119:4–9, 155:16–156:2, 156:15–21.)
For the foregoing reasons, the Court
finds that the JSNs’ interest in the Reacquired Mortgage Loans was perfected, and
the JSNs are entitled to their lien on the
released and reacquired collateral.
b.

The JSNs Have Liens on a Portion
of the Deposit Accounts.

[23] The Plaintiffs also challenge JSN
liens on certain deposit accounts, which the
Plaintiffs refer to as ‘‘Avoidable Deposit
Accounts.’’ 47 The Avoidable Deposit Accounts hold approximately $48.4 million.
The Plaintiffs allege that the JSNs have
not perfected their security interests in the
Avoidable Deposit Accounts.
[24] The Court finds that, except for
the Controlled Accounts and the WF Accounts, the JSNs do not have perfected
liens on the Avoidable Deposit Accounts.
Under the U.C.C., ‘‘a security interest in a
deposit account may be perfected only by
control’’ of the account. N.Y. U.C.C. § 9–
312(b)(1). A secured party has control of
a deposit account if: ‘‘(1) the secured party
is the bank with which the deposit account
is maintained; (2) the debtor, secured party, and bank have agreed in an authenticated record that the bank will comply
with instructions originated by the secured
party directing disposition of the funds in
the deposit account without further consent by the debtor; or (3) the secured
47. Account
Nos.
xxxx7286,
xxxx3803,
xxxx6323, xxxx9917, xxxx9454, xxxx4806,
xxxx2482, xxxx2540, xxxx2565, xxxx2573,

party becomes the bank’s customer with
respect to the deposit account.’’ Id. at
§ 9–104(a)(1)–(3).
The parties requested executed control
agreements in discovery. (Landy Direct
¶ 40.) The Defendants offered evidence of
control agreements for certain accounts
(the ‘‘Controlled Accounts’’). (See DX
AIU; DX AIV; DX AIW; DX AIX; DX
AIY; DX AIZ.) Given the control agreements, the JSNs have established control
over those accounts. Additionally, the
Plaintiffs concede that certain accounts the
Committee initially challenged are controlled by Wells Fargo, which is the Third
Priority Collateral Agent. Since Wells
Fargo controls those accounts and is the
secured party for the Junior Secured
Notes, the JSNs have sufficiently established control over the WF Accounts. The
Court finds that the Controlled Accounts
and the WF Accounts are the only Deposit
Accounts over which the JSNs have established control.
The JSNs claim to have liens on certain
Ally Bank accounts by virtue of Ally’s
corporate relationship with AFI, the Revolver Lender. But Ally and AFI are not
the same entity. The JSNs cannot establish control over Ally Bank accounts due to
the corporate relationship between Ally
and AFI. And even if AFI had control over
those accounts by virtue of its relationship
with Ally Bank, that would not benefit the
JSNs.
Under the U.C.C., the Notes Trustee
has the burden of tracing funds to ‘‘identifiable cash proceeds’’ of collateral that
would be automatically perfected under
U.C.C. § 9–514(c). U.C.C. § 9–315. See
also In re Milton Abeles, LLC, No. 812–
70158–reg, 2013 WL 530414 at *2 (Bankr.
E.D.N.Y. Sept. 20, 2013) (‘‘[S]ection 9–315
xxxx1781, xxxx1799, and xxxx1718. (Plaintiffs’ Proposed Findings of Fact ECF Doc.
# 187 at ¶ 293.)
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provides that ‘proceeds’ of a secured creditor’s collateral must be ‘identifiable proceeds.’ Proceeds that are commingled
with other property are ‘identifiable’ only
if ‘the secured party identifies the proceeds by a method of tracing.’ ’’); Matter
of Guaranteed Muffler Supply Co., Inc., 1
B.R. 324, 330 (Bankr.N.D.Ga.1979) (‘‘secured parties bear the burden of identifying, or tracing, the proceeds obtained upon
the sale of property in which they have an
interest TTT’’). But for a single account
that the Plaintiffs concede contains proceeds of JSN Collateral, the Defendants
have failed to provide sufficient evidence
that any deposit accounts contain proceeds
of JSN Collateral.
After excluding the Controlled Assets,
the WF Accounts, and the proceeds account, the amount of funds in the remaining deposit accounts (i.e., the Avoidable
Deposit Accounts) as of the Petition Date
was $48,439,532. Accordingly, the JSNs
do not have a lien on the Avoidable Deposit Accounts pursuant to sections 544(a)(1)–
(2) of the Bankruptcy Code. The property
or the value of the property represented
by the Avoidable Deposit Accounts should
be recovered and/or preserved for the benefit of the Debtors’ estates pursuant to
sections 550(a) and 551 of the Bankruptcy
Code.
For the foregoing reasons, the Court
finds that the value of the JSNs’ collateral
should be reduced by $48,439,532, the
amount of cash in the Avoidable Deposit
Accounts as of the Petition Date.
c.

The JSNs Do Not Have a Lien
on the Unencumbered Real
Property.

[25, 26] To perfect a lien on real property, a secured party must execute a mortgage or a deed of trust and duly record it
against the title of such real property. See
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In re Churchill Mortg. Inv. Corp., 233
B.R. 61, 70 (Bankr.S.D.N.Y.1999) (‘‘Under
the New York Real Property Law § 291, a
security interest in real property can be
perfected only by filing written notice with
the Clerk of the County where the property is located so that the lien may be publicly recorded, giving notice of the encumbrance to potential purchasers or future
creditors.’’). The Court finds that the
JSNs do not have a perfected security
interest in or lien on any of the Unencumbered Real Property because that property was not subject to an executed and filed
mortgage or deed of trust. Accordingly,
any JSN lien with respect to the Unencumbered Real Property is avoidable pursuant to sections 544(a)(1) and (2) of the
Bankruptcy Code, and the property or the
value of the property represented by the
Unencumbered Real Property should be
recovered and/or preserved for the benefit
of the Debtors’ estates pursuant to sections 550(a) and 551 of the Bankruptcy
Code.
For the foregoing reasons, the Court
finds that the value of the JSNs’ collateral
should be reduced by $21 million, the fair
market value of the Unencumbered Real
Property as of the Petition Date.
7.

The Plaintiffs Failed to Establish
Preferential Transfers to the
JSNs.

The Plaintiffs seek to avoid $270 million
of the JSNs’ claim as preferential transfers (the ‘‘Alleged Preferential Transfers’’).
The Alleged Preferential Transfers, listed
on Schedule 6 to the Committee’s complaint (PX 127), consist of (1) mortgage
loan instruments, including HFS Loans
and FHA/VA loans, (2) REO property, and
(3) government insurance claims arising as
a result of expenditures incurred by the
Debtors in connection with FHA/VA

Page 441

618

501 BANKRUPTCY REPORTER

Loans.48 The Plaintiffs contend that these
assets first became JSN Collateral on or
after February 29, 2012, during the Modified Preference Period.49 To prove this
contention, the Plaintiffs point to how the
collateral was recorded in the CFDR as of
February 29, 2012, and as of the Petition
Date. As such, the Plaintiffs claim to have
met their prima facie burden of proof for a
preference claim under Bankruptcy Code
sections 547(b)(1)-(5).

(2) for or on account of an antecedent
debt owed by the debtor before such
transfer was made;

The Defendants offer two reasons why
the Plaintiffs are not entitled to avoid the
Alleged Preferential Transfers: (1) the
Plaintiffs failed to make a prima facie case
for avoidance, and (2) even if the Plaintiffs
could make such a showing, their Preference Claim is barred by the ‘‘improvement
in position test.’’ Because the Court concludes that the Plaintiffs have failed to
make a prima facie case for avoidance of
the Alleged Preferential Transfers the
Court need not consider the ‘‘improvement
in position test.’’

(5) that enables such creditor to received more than such creditor would
receive if—

[27] Section 547(b) of the Bankruptcy
Code ‘‘permits a trustee to avoid certain
prepetition transfers as ‘preferences.’ ’’ 50 5
COLLIER ON BANKRUPTCY ¶ 547.01. Section
547(b) lays out the elements of an avoidable preference as a transfer of an interest
in debtor property:
(1) to or for the benefit of a creditor;
48. The ‘‘Adjusted Preference Assets’’ asserted
by the Plaintiffs do NOT include the following
assets identified on Schedule 6 of the Committee Action: (1) 18 loans identified as ‘‘HFS
Revolver’’ or ‘‘HFS Blanket,’’ with a net book
value of $1,950,188.00, (2) two REO properties identified as ‘‘HFS Blanket,’’ with a net
book value of $50,478.00, (3) three mortgage
loans that were refinanced (the ‘‘Refinanced
Mortgages’’), with a net book value of
$1,021,096.00, and (4) certain REO properties
that Mr. Landy acknowledges were ‘‘never
transferred to or for the benefit of the [Noteholders] during the preference period,’’ with a

(3) made while the debtor was insolvent;
(4) made—
(A) on or within 90 days before the
date of the filing of the petition; or
(B) between ninety days and one year
before the date of the filing of the
petition, if such creditor at the time of
such transfer was an insider; and

(A) the case were a case under chapter 7 of this title;
(B) the transfer had not been made;
and
(C) such creditor received payment of
such debt to the extent provided by
the provisions of this title.
11 U.S.C. § 547(b). Unless the trustee
proves each and every one of these elements, a transfer is not avoidable as a
preference under section 547(b). See 11
U.S.C. § 547(g) (‘‘For the purposes of this
section, the trustee has the burden of
proving the avoidability of a transfer under
subsection (b) of this section TTTT’’); see
also Waldschmidt v. Ranier (In re Fulghum Constr. Corp.), 706 F.2d 171, 172 (6th
Cir.1983) (‘‘As is facially evident from this
provision, all five enumerated criteria must
net book value of $12,106,073.00. (Landy
¶ 57; DX ABN at 12; DX AIS at 4; PX 127.)
49. The Committee used a reduced preference
period from February 29, 2012 through the
Petition Date (75 days instead of 90) (the
‘‘Modified Preference Period’’). (ECF Doc.
# 97.)
50. A preconfirmation debtor-in-possession
has the power to initiate and prosecute preference actions. See 11 U.S.C. § 1107.
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be satisfied before a trustee may avoid any
transfer of property as a preference.’’).
a.

The Plaintiffs Failed to Show that
the JSNs Were Undersecured as
of February 29, 2012.

[28] The Defendants argue that the
Plaintiffs failed to make a showing that the
JSNs were undersecured at the start of
the Modified Preference Period, immunizing them ‘‘from [a] preference attack because [they] would have been paid in full in
a hypothetical Chapter 7 liquidation by
virtue of [their] realization on [their] collateral.’’ Official Comm. v. AAF–McQuay
(In re 360networks (USA), Inc.), 327 B.R.
187, 190 (Bankr.S.D.N.Y.2005); see also In
re Santoro Excavating, Inc., 32 B.R. 947,
948 (Bankr.S.D.N.Y.1983) (‘‘[A] payment
[during the preference period] to a creditor with an allowed fully secured claim is
not a preference.’’) (collecting cases).
Where a creditor asserts that it was oversecured at the time of the alleged preferential transfer, it is the plaintiff’s burden
to refute that assertion. See Savage &
Assocs., P.C. v. Cnty. of Fairfax (In re
Teligent, Inc.), No. 01–12974(SMB), 2006
WL 1030417 at *3 (Bankr.S.D.N.Y. Apr.
13, 2006) (‘‘Teligent II’’) (‘‘[W]here the defendant in a preference action asserts that
it was oversecured, the plaintiff must
prove a negative, to wit that the defendant
was not oversecured.’’), aff’d sub nom In
re Teligent Servs. Inc., No. 06 Civ.
03721(KMW), 2009 WL 2152320 (S.D.N.Y.
July 17, 2009) (‘‘Teligent III ’’). A defendant’s assertion that it was fully secured is
not a defense pursuant to section 547(c),
but ‘‘rather a negation of one of the elements of a preference action, pursuant to
section 547(b).’’ Teligent III, 2009 WL
2152320, at *6.
51. The Court reiterates comments made during closing arguments that it has serious
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[29] Throughout this case, the Defendants have maintained that they were oversecured as of the start of the Modified
Preference Period, placing the burden
squarely on the Plaintiffs to prove that the
Defendants were not oversecured. While
the Plaintiffs’ expert Mr. Puntus provided
a proposed valuation of the JSNs’ collateral as of the Petition Date,51 he did not
calculate the value as of the start of the
Modified Preference Period. In fact, none
of the Plaintiffs’ experts provided a valuation of the JSN Collateral at the beginning
of the Modified Preference Period, or at
any time during that period. As a result,
the Plaintiffs have failed to satisfy section
547(b)(5) and are not entitled to avoid the
portion of the Defendants’ liens related to
the so-called ‘‘Preferential Transfers.’’
b.

The Plaintiffs Failed to Prove the
Identity or Scope of Transfers of Collateral to Defendants During the
Modified Preference Period.

Even assuming that the Plaintiffs had
shown that the Defendants were undersecured at the beginning of the Modified
Preference Period, the Plaintiffs have
failed to show the identity or scope of
these Alleged Preferential Transfers. The
Plaintiffs’ only evidence in support of their
preference claim, the CFDR, is reliable as
a business record to establish when AFI
LOC Collateral was properly released, but
it is not sufficient to establish the identity
or scope of the Alleged Preferential Transfers. The Plaintiffs’ expert Mr. Landy
identified the Alleged Preferential Transfers by performing a comparison of CFDR
extracts as of February 29, 2012, and the
Petition Date. (Oct. 17 Tr. 152:16–153:13,
162:12–15.) He concluded that any asset
appearing in the CFDR for the first time
as JSN Collateral during the Modified
problems with the methodology employed by
Mr. Puntus in his valuation.
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Preference Period was a preferential
transfer, though he ‘‘did not attempt to
understand the circumstances for why
each loan may have appeared on 5/13TTTT’’
(Oct. 17 Tr. 153:10–22; 155:5–7.) Indeed,
the CFDR contains little information explaining why an asset would appear for the
first time or reappear after an absence in
the database. (See PX 139.) At trial, the
Defendants raised a variety of explanations why these assets may have appeared
in the CFDR during the Modified Preference Period, tending to negate their status
as preferential transfers. For example,
the loans may have been modified, repaid
in full and then subsequently drawn upon,
or they may represent refinancings of old
loans that formerly constituted JSN Collateral. (Oct. 22 Tr. 26:23–27:9, 28:3–10,
31:18–32:15, 33:18–34:4, 35:18–21, 42:14–
43:3, 56:25.) Under any example, they
would not be preferential transfers.
The Defendants’ expert Mr. Winn specifically identified a variety of alleged
‘‘Preferential Transfers’’ that should not
have been included in Schedule 6. (DX
ABN 12 (‘‘[T]he CFDR shows that approximately $18 million of the alleged Preference Assets were owned by the Debtors
and served as JSN Collateral as of or prior
to 2/29/12 and thus should not be listed as
Preference Assets.’’).) Mr. Landy, who
prepared Schedule 6, conceded that certain
of these assets were inaccurately included
on Schedule 6. (See Landy Direct ¶ 56 (‘‘I
have determined that I concur with Mr.
Winn’s observations regarding (a) 18 loans
identified as ‘FHA/VA Reclassified as
Loans HFS’ TTT with a net book value of
approximately $1.95 million, and (b) 2
loans identified as ‘REO Reclassified as
Loans’ TTT, with a net book value of
$50,478.’’) (‘‘Mr. Winn identifies approximately $12 million of ‘REO’ assets that
were pre-existing components of the JSN
Collateral pool as of February 29, 2012,
and were therefore never transferred to or

for the benefit of the JSNs during the
preference period.’’).) Specifically, Mr.
Landy concurred with Mr. Winn’s conclusions that the following do not constitute
preferential transfers:
1 The FHA/VA assets for which no Loan
Funding Date exists within the CFDR
and for which the Debtors have provided no information nor conducted
any inquiry whether such assets are
refinancings (despite the acknowledgment that such assets could be refinancings);
1 The approximately $12 million of REO
assets which the Committee’s expert
Marc E. Landy concedes were within
the CFDR in the JSN Collateral before the Modified Preference Period.
The Committee seeks to avoid these
assets ‘‘to the extent TTT ownership of
these REO properties was transferred
TTT to an REO special purpose vehicle
during the preference period,’’ yet offered no evidence that such transfers
to special purpose vehicles occurred
during the Modified Preference Period;
1 The HFS loans appearing for the first
time in the CFDR during the Modified
Preference Period with Loan Funding
Dates before the Modified Preference
Period, for which neither the Committee nor the Debtors can offer a reasonable and consistent explanation, the
majority of which have ‘‘Loan Modification Dates’’ and a portion of which
are coded as HELOCs (suggesting
that their appearance is the result of
loan modifications or draws on HELOCs); and
1 The HFS and FHA/VA loans that appeared in the CFDR before the Modified Preference Period, disappeared
from the CFDR and reappeared within the CFDR during the Modified
Preference Period.
Given these errors, appearance in the
CFDR alone cannot be enough to identify
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a preferential transfer. Too many questions and inconsistencies remain to conclude that the JSNs first acquired an interest in these assets during the Modified
Preference Period. Thus, the Plaintiffs
have failed to prove the identity and scope
of the Alleged Preferential Transfers and
are not entitled to avoid this portion of the
JSNs’ claim.
8.

The Plaintiffs Are Not Entitled to
Charge the JSNs with a $143 Million
Carve Out Payment If the Plaintiffs
Can Pay Professional Fees and Administrative Expenses with Unencumbered Cash.

The Plaintiffs seek a declaration permitting them to charge up to an additional
$143 million in Carve Out expenses, thereby further reducing the JSNs’ secured
claim on the Effective Date. The Court
holds that the Plaintiffs are not entitled to
this declaration if they can pay fees and
expenses with unencumbered cash. While
this case is not over, it appears that the
Debtors have substantial unencumbered
cash available to pay administrative expenses.
[30] A carve out is a provision of a
cash collateral order that allows for some
expenditure of administrative and/or professional fees to be paid before a secured
creditor gets paid on its collateral. See In
re Blackwood Associates, L.P., 153 F.3d
61, 68 (2d Cir.1998) (stating that ‘‘absent
an agreement to the contrary, a secured
creditor’s collateral may only be charged
for administrative expenses, including attorney’s fees, to the extent these expenses
directly benefited that secured creditor,’’
but ‘‘if a secured party consents to allowing such administrative expenses, that party may be liable for such expenses even in
the absence of conferred benefit’’); 3 COLLIER ON BANKRUPTCY ¶ 364.04[2][d]
(‘‘A carve-out gives the benefitted claim-

621

ants a priority in the postpetition lender’s
collateral ahead of the lender’s priority
and, if the carve-out is for the benefit of
only certain named administrative claimants, above other administrative claimants
as well.’’); Richard B. Levin, Almost All
You Ever Wanted to Know About Carve
Out, 76 AM. BANKR. L.J. 445, 445 (2002)
(‘‘As generally used, a carve out is an
agreement between a secured lender, on
the one hand, and the trustee or debtor in
possession TTT on the other, providing that
a portion of the secured creditor’s collateral may be used to pay administrative expenses.’’).
[31] The Bankruptcy Code does not
deal with carve out provisions typically
included in cash collateral orders. See In
re White Glove, Inc., No. 98–12493 DWS,
1998 WL 731611 at *6 (Bankr.E.D.Pa. Oct.
14, 1998) (‘‘The term ‘carve out’ is one of
those uniquely bankruptcy phrases, much
like ‘cram down,’ that appears nowhere in
the bankruptcy statute but connotes definite meaning to the parties.’’); see also
Levin at 445 (‘‘Unlike ‘cram down,’ TTT
which has a relatively well-defined meaning derived from ¶ 1129(b) of the Bankruptcy Code, ‘carve out’ does not derive its
substance from any particular section of
the Bankruptcy Code.’’). Unless it conflicts with provisions of the Bankruptcy
Code, a carve out is construed applying
normal contract interpretation provisions.
See Blackwood, 153 F.3d at 67 (applying
‘‘the statutory context underlying cash collateral stipulations[ ] and the text of the
Stipulation itself’’ to conclude that a disputed carve out provision did not grant the
chapter 11 debtor’s counsel payment from
cash collateral when the debtor failed to
meet the terms of the cash collateral stipulation).
[32] The usual purpose of a carve out
is to assure the payment of specified administrative expenses from a secured cred-
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itor’s collateral in the event that the case
goes badly, use of cash collateral is terminated, and sufficient unencumbered funds
are no longer available to administer the
case, usually after conversion to chapter 7.
See Levin at 451 (‘‘The carve out becomes
important to the protected administrative
claimants only when the unencumbered
assets in the bankruptcy estate that remain after application of the collateral proceeds to the secured claim are not adequate to pay all administrative claims, so
that the administrative claimants will need
to look to the carve out as an alternative
source for payment.’’) (emphasis added).
[33] Here, the Cash Collateral Order
controls the priority of the JSN liens with
respect to the Carve Out. The Final Cash
Collateral Order creates a Carve Out from
the JSNs’ cash collateral that subjects and
subordinates the JSN liens to the Carve
Out amount but does not otherwise affect
the validity of the JSN liens on carved out
JSN cash collateral:
the [JSN Liens] are valid, binding, perfected, and enforceable first priority
liens on and security interests in the
personal and real property constituting
‘‘Collateral’’ under, and as defined in,
the Junior Secured Notes Documents
TTT and (iii) are subject and subordinate
only to (A) the liens and security interests granted to the AFI Lender under
the AFI Revolver, all subject to the
terms and conditions of the Intercreditor Agreement, dated as of June 6, 2008
TTT, (B) the Carve Out, and (C) the liens
and security interests granted to secure
the Adequate Protection ObligationsTTTT
(PX 76 at 11–12.) The Carve Out, in turn,
is defined as the sum of: (1) court and
United States Trustee fees, (2) accrued
and unpaid professional fees following a
termination event in an aggregate amount
not exceeding $25 million (plus all unpaid
professional fees allowed by the Court at

any time that were incurred on or before
the business day following the Carve Out
Notice), and (3) unpaid professional fees
that were allowed prior to the termination
event; provided that,
(A) the Carve Out shall not be available to pay any such Professional Fees
incurred in connection with the initiation or prosecution of any claims,
causes of action, adversary proceedings
or other litigation against the Adequate
Protection Parties, (B) so long as no
event of default shall have occurred
and be continuing, the Carve Out shall
not be reduced by the payment of fees
and expenses allowed by the Court and
payable under sections 328, 330 and
331 of the Bankruptcy Code, and (C)
nothing in this Final Order shall impair
the right of any party to object to any
such fees or expenses to be paid by the
Debtors’ estates.
(Id. at 31–32.)
The Cash Collateral Order clearly requires the JSNs to subordinate their secured claim to the payment of the Carve
Out, but is silent whether the Debtors may
use those funds, further reducing the
JSNs’ secured claim, when other unencumbered funds are available. Absent contractual language requiring that result, the
Court concludes that the Cash Collateral
Order does not go beyond the ordinary
purpose of assuring funds to pay the specified expenses if unencumbered funds are
no longer available to do so.
The JSNs’ liens remain subordinated to
the Carve Out. If during the remainder of
the case, unencumbered funds are no longer available to pay the expenses, the JSN
Collateral can be used for that purpose.
At this stage, however, there is no reason
to believe that will occur. The Court holds
that the JSNs’ Collateral should not be
reduced at this time.
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Given the Court’s Findings on
What Constitutes JSN Collateral,
the JSNs are Undersecured.

1 $17 million for a net increase in the
value of the FHA/VA Loans;

Notwithstanding the JSNs’ ability to aggregate their collateral across debtors, the
Court finds that, as of the conclusion of
Phase I, the JSNs are undersecured and
not entitled to postpetition interest and
fees.52 As of the Petition Date, the JSNs
held secured claims against ResCap, and
certain of its affiliates as guarantors and
grantors, in the face amount of $2.222
billion, consisting of $2.120 billion in unpaid principal as of the Petition Date, and
$101 million in unpaid prepetition interest.
(DX ABF at 3.) As the Court discussed in
section III.A above, the JSNs’ claim will
not be reduced by unamortized OID. Assuming an effective date of December 15,
2013, the JSNs will assert a claim for
postpetition interest at the default rate, in
the amount of $342 million. (JSN Corrected Proposed Findings of Fact, ECF Doc.
# 190 § II ¶ 15.) The JSNs are only entitled to receive postpetition interest up to
the value of their collateral. 11 U.S.C.
§ 506(b). Thus, to receive their full claim
for postpetition interest, the JSNs have to
establish an effective date value of their
collateral of at least $2.564 billion. At this
point in the case, they fall well shy of the
mark.

1 $10 million for tradename, iconography, and logotype.

E.

The parties have largely agreed on
$1.888 billion as a baseline estimation of
the Effective Date value of the JSN Collateral. (DX AIR at 5.) The Plaintiffs seek to
subtract from the baseline; the Defendants seek to add to it. Based on the
Court’s rulings, the following amounts will
be added to the baseline:
1

$40 million in equity held at certain
non-Debtors;

52. This finding is not a final decision whether
the JSNs are oversecured or undersecured.
Issues relating to certain other alleged JSN

1 $18.395 million for software; and

The following amounts will be subtracted
from the baseline:
1 $48,439,532 in Deposit Accounts (the
JSNs retain an interest in $63,297);
and
1

$20.8 million of unencumbered real
property.

Based on the Court’s ruling, the following
factors will not affect the baseline valuation:
1 The Plaintiffs may not charge an additional $143 million of expenses to
the JSNs’ collateral under the cash
collateral carve out at this time.
1

The Plaintiffs have not carried their
burden in proving any preferential
transfers.

1 The JSNs do not have a lien on the
$1.1 billion of AFI LOC Collateral.
1 The JSNs have a lien on $24 million
of Former Bilateral Facilities Collateral.
1 The JSNs have a lien on $10 million
of Reacquired Mortgage Loans.
1 The JSNs are not entitled to a $66
million allocation from sale proceeds
for net increases in HFS Collateral.
1 The JSNs do not have a lien on any
other intangibles or goodwill.
Based on the above findings, the JSNs
have established that the Effective Date
value of their collateral is $1,904,155,468.
Because their claim is for the face amount
of $2.222 billion, the JSNs are undersecured at the end of Phase I. A final determination of the extent of their security will
collateral were reserved for Phase II of the
trial.
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be deferred until after Phase II of the
trial.
IV. CONCLUSION
The Phase I trial presented a large
number of complex factual and legal issues
requiring extraordinary time and expense
for the parties and considerable effort for
the Court to reach a result leaving the
JSNs substantially undersecured. The
JSNs have achieved that result in a case in
which the proposed plan would pay the
JSNs all prepetition principal and interest.
The JSNs have pursued from the start a
strategy where they contest everything
and concede nothing (even when the Court
has questioned whether they are acting in
good faith). The JSNs have made clear
that they will continue to follow the same
strategy in the Phase II trial and contested confirmation hearing beginning on November 19, 2013.
The Court will continue to decide all
issues fairly (the JSNs did prevail on some
of the important issues in the Phase I
trial), but it should not be lost on anyone
that the JSNs stand virtually alone in this
case in failing to reach a consensual agreement to resolve their issues. The result
has been protracted proceedings that have
burdened the estate and reduced funds
available to satisfy creditor claims. That
is unfortunate!

,

IN RE: RESIDENTIAL CAPITAL,
LLC, et al., Debtors.
Case No. 12–12020 (MG) Jointly
Administered
United States Bankruptcy Court,
S.D. New York.
Filed November 19, 2013
Background: Chapter 11 debtors objected to proofs of claim filed pro se by borrower against debtor-loan servicer, which,
after causing property securing borrower’s
note to be sold at trustee’s sale at which it
was winning bidder, transferred title to
property and assigned judgment that it
obtained in state-court unlawful detainer
action to third party.
Holdings: The Bankruptcy Court, Martin
Glenn, J., held that:
(1) res judicata applied to bar borrower’s
first proof of claim;
(2) res judicata did not apply to bar second proof of claim;
(3) collateral estoppel applied to bar first
proof of claim;
(4) collateral estoppel did not apply to bar
second proof of claim;
(5) borrower’s allegations did not show
that he had valid claim for defamation
and tortious interference with credit;
(6) borrower failed to state claim under
Fair Credit Reporting Act (FCRA);
and
(7) cause did not exist to grant relief from
automatic stay to permit pending
state-court appeal to continue.
Objection sustained; proofs of claim disallowed with prejudice and expunged.
1. Bankruptcy O2825
Whether company that performed
foreclosure on claimant’s property was
subsidiary of Chapter 11 debtor-loan servi-
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SW BOSTON HOTEL VENTURE, LLC;
Auto Sales & Service, Inc.; General
Trading Company; Frank Sawyer
Corporation; 100 Stuart Street, LLC;
30–32 Oliver Street Corporation; General Land Corporation; 131 Arlington
Street Trust, Debtors.
The Prudential Insurance Company
of America, Appellee,
v.
SW Boston Hotel Venture, LLC; Auto
Sales & Service, Inc.; General Trading
Company; Frank Sawyer Corporation; 100 Stuart Street, LLC; 30–32
Oliver Street Corporation; General
Land Corporation; 131 Arlington
Street Trust, Appellants.
SW Boston Hotel Venture, LLC; Auto
Sales & Service, Inc.; General Trading
Company; Frank Sawyer Corporation; 100 Stuart Street, LLC; 30–32
Oliver Street Corporation; General
Land Corporation; 131 Arlington
Street Trust, Debtors.
The Prudential Insurance Company
of America, Appellee,
v.
City of Boston, Appellant.
Nos. 12–9008, 12–9009, 12–9011, 12–9012.
United States Court of Appeals,
First Circuit.
April 11, 2014.
Background: Creditor that had provided
Chapter 11 debtor with prepetition construction loan filed motion for order authorizing it to recover postpetition interest,
fees and charges, and Chapter 11 debtors
against them. In light of what we already
have said, however, it is unnecessary for us to
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objected, both on theory that creditor was
not in fact oversecured, and that it was not
entitled to postpetition interest at default
rate in any event. The United States Bankruptcy Court for the District of Massachusetts, Joan N. Feeney, J., 460 B.R. 4,
granted motion in part and denied it in
part. In separate decision, the Bankruptcy
Court, Feeney, J., 460 B.R. 38, entered
order confirming debtors’ proposed plan,
and creditor appealed from both decisions.
The United States Bankruptcy Appellate
Panel for the First Circuit, J. Michael
Deasy, 479 B.R. 210, affirmed in part, reversed in part and remanded with regard
to postpetition interest issue, and also vacated and remanded the plan confirmation
order, 2012 WL 4513869. Debtors appealed.
Holdings: The Court of Appeals, Stahl,
Circuit Judge, held that:
(1) as matter of first impression, court had
flexibility in determining when a creditor became oversecured and entitled to
postpetition interest;
(2) bankruptcy court did not clearly err in
finding that debtors’ scheduling of
property securing creditor’s claim with
values that aggregated more than the
amount of creditor’s claim was not admission that creditor was oversecured;
(3) valuation of property securing creditor’s claim, for stay relief purposes,
was not binding in another context;
(4) bankruptcy court did not clearly err in
finding that creditor had not established that it was oversecured prior to
sale of property securing its claim;
(5) bankruptcy court did not clearly err in
finding that debtors had not satisfied
their burden of rebutting oversecured
consider these additional arguments.
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creditor’s entitlement to postpetition
interest at contractual default rate;
(6) creditor would not be heard to complain that bankruptcy court had abused
its discretion when it disallowed compounding of interest; and
(7) the Court of Appeals would exercise
jurisdiction and vacate remand order
after reversing the BAP both on issue
of when creditor became oversecured
and on compounding issue.
Vacated and remanded.
1. Bankruptcy O3782, 3786, 3811
On appeal from decision of the Bankruptcy Appellate Panel (BAP), the Court
of Appeals accords no special deference to
the BAP, but instead focuses on bankruptcy court’s decisions, reviewing conclusions
of law de novo and findings of fact for
clear error. Fed.Rules Bankr.Proc.Rule
8013, 11 U.S.C.A.
2. Bankruptcy O3782, 3786
Bankruptcy court’s interpretation of
relevant statutes presents a question of
law reviewable de novo, while its application of those statutes to facts of case presents mixed question of law and fact, that is
reviewed for clear error unless bankruptcy
court’s analysis was infected by legal error.
3. Bankruptcy O3776.5(5), 3781
Doctrine of equitable mootness allows
appellate court to dismiss a bankruptcy
appeal if an unwarranted or repeated failure to request stay enabled developments
to evolve in reliance on bankruptcy court
order to the degree that their remediation
has become impracticable or impossible, or
if challenged bankruptcy court order has
been implemented to degree that meaningful appellate relief is no longer practicable
even though appellant may have sought
stay with all due diligence.

4. Bankruptcy O3781
Regardless of whether the Court of
Appeals applied an abuse-of-discretion or
de novo standard in reviewing the Bankruptcy Appellate Panel’s (BAP’s) decision
not to dismiss, as equitably moot following
confirmation of plan, an oversecured mortgage lender’s appeal from bankruptcy
court’s determination of its right to postpetition interest, the Court of Appeals would
not disturb the BAP’s decision, where the
BAP considered relevant factors and concluded that, if lender prevailed on appeal,
the bankruptcy court could fashion some
form of practicable relief, even if only partial or alternative.
5. Bankruptcy O2836, 2853.30
While, as general matter, unmatured
interest is not allowed after bankruptcy
petition is filed, creditor whose collateral is
worth more than amount of creditor’s secured claim is entitled to postpetition interest on its claim up to amount of the
difference in values. 11 U.S.C.A. § 506(b).
6. Bankruptcy O2853.30
Postpetition interest accrues on oversecured creditor’s secured claim until
the secured claim is paid or until effective
date of plan. 11 U.S.C.A. § 506(b).
7. Bankruptcy O3782, 3787
On appeal from the Bankruptcy Appellate Panel’s (BAP’s) reversal of bankruptcy court’s decision as to allegedly
oversecured creditor’s entitlement to
postpetition interest, when creditor was
not allegedly oversecured only for a portion of time running from petition date
to date on which plan was confirmed,
the Court of Appeals would review de
novo the bankruptcy court’s interpretation of statute entitling oversecured
creditors to postpetition interest, and
would review for clear error the bankruptcy court’s factual finding as to when
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creditor
became
oversecured.
11
U.S.C.A. § 506(b); Fed.Rules Bankr.Proc.
Rule 8013, 11 U.S.C.A.
8. Bankruptcy O2853.30
In assessing mortgage lender’s entitlement to postpetition interest, when construction work that Chapter 11 debtor
continued to perform postpetition affected
value of collateral securing lender’s claim,
bankruptcy court did not have to determine the over- or undersecured nature of
lender’s claim on one specific date, be it
upon date when petition was filed or when
plan was confirmed, as determining lender’s right to postpetition interest over the
entire postpetition, preconfirmation period,
but had flexibility in determining when
lender became oversecured and entitled to
postpetition
interest.
11
U.S.C.A.
§ 506(b).
9. Bankruptcy O2927
Bankruptcy judge’s comment, in ruling that the date of closing on sale of hotel
property securing mortgage lender’s claim
was date that ‘‘it was unequivocally established and beyond dispute’’ that lender was
oversecured creditor and entitled to postpetition interest, did not show that it had
committed legal error by requiring lender
to prove its oversecured status by more
than preponderance of evidence, a standard that bankruptcy judge three times
mentioned in ruling on lender’s right to
postpetition interest; rather, judge’s comment was simply a statement of the certainty of judge’s oversecurity finding. 11
U.S.C.A. § 506(b).
10. Bankruptcy O2927
Bankruptcy court did not clearly err
in finding that Chapter 11 debtors’ scheduling of property securing lender’s claim
with values that aggregated more than the
amount of lender’s claim was not admission that lender was oversecured and entitled to postpetition interest, where debt-
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ors’ schedules specifically noted that the
listed values were book values that might
not reflect fair market value of debtors’
interest in property.
11 U.S.C.A.
§ 506(b).
11. Bankruptcy O2853.30
Valuation of property securing mortgage lender’s claim, for purposes of deciding whether lender was entitled to relief
from stay to exercise its rights in mortgaged property based on Chapter 11 debtor’s alleged lack of equity therein and fact
that debtor allegedly did not need property for any reorganization reasonably in
prospect, was not binding when bankruptcy court subsequently was called upon to
value mortgaged property for a completely
different purpose, to determine lender’s
entitlement to postpetition interest. 11
U.S.C.A. §§ 362(d)(2), 506(a, b).
12. Bankruptcy O2852
Valuation made for one purpose at
one point in bankruptcy proceeding has no
binding effect on valuations performed for
other purposes at other points in proceeding. 11 U.S.C.A. § 506(a).
13. Bankruptcy O2853.30, 2927
Bankruptcy court did not clearly err
in finding that, while it was entirely possible that improvements that Chapter 11
debtors were making, postpetition, to real
property securing lender’s claim, while
also making postpetition payments on
lender’s claim, until property was eventually sold for amount that rendered the lender oversecured and entitled to postpetition
interest, had resulted in the property securing lender’s claim as having a value in
excess of amount of claim at earlier point
in time, prior to closing of sale, lender had
failed to demonstrate when that earlier
point in time was, and that lender was thus
entitled to postpetition interest only from
date sale closed. 11 U.S.C.A. § 506(b).
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14. Bankruptcy O2926
Interest O67
Following determination that creditor
is oversecured and entitled to postpetition
interest, there is presumption in favor of
applying contract rate of interest, but this
presumption may be rebutted by debtor.
11 U.S.C.A. § 506(b).
15. Damages O80(1)
Interest O37(2)
Under Massachusetts law, court must
determine whether default interest provision in contract constitutes allowable liquidated damages or an unenforceable penalty.
16. Damages O163(3)
Under Massachusetts law, party challenging a liquidated damages provision
bears burden of showing that it constitutes
an unenforceable penalty, and all reasonable doubts are resolved in favor of enforcement.
17. Damages O79(1), 80(1)
Under Massachusetts law, liquidated
damages provision will be enforced provided: (1) that at time of contracting, the
actual damages flowing from breach were
difficult to ascertain; and (2) that the sum
agreed on as liquidated damages represents reasonable forecast of damages expected to occur in event of breach.
18. Bankruptcy O2927
Interest O37(2)
Even assuming that it was appropriate for bankruptcy court, in deciding
whether Chapter 11 debtors had rebutted
oversecured mortgage lender’s presumptive right to postpetition interest at contractual default rate, to consider Massachusetts state law on default interest
provisions, bankruptcy court did not
clearly err in finding that evidence that
lender’s vice president had not personally
engaged in any analysis of lender’s antic-

ipated damages in event of breach, and
that she was not aware of anyone employed by lender who had engaged in
such an analysis before lender set default
rate, was insufficient to show that default
rate was unreasonable and grossly disproportionate to real damages from debtors’ breach or that it was unconscionably
excessive, as required under Massachusetts law for default interest provision to
constitute an unenforceable penalty.
19. Bankruptcy O2125, 2927
Interest O67
Bankruptcy court did not clearly err
in finding, based entirely on federal equitable principles, that Chapter 11 debtors had
not satisfied their burden of rebutting oversecured creditor’s entitlement to postpetition interest at the contractual default
rate, given that debtors’ plan provided for
payment of all creditor claims in full, that
creditor, while quite litigious, had not engaged in any conduct rising to level of
obstruction of bankruptcy process, that
there was no evidence that contractual default rate was inconsistent with default
rates for similar loans in marketplace, and
that larger spreads between pre-default
and default rates had been allowed in other bankruptcy cases.
11 U.S.C.A.
§ 506(b).
20. Bankruptcy O2853.30
Creditor that, in requesting postpetition interest in its capacity as allegedly
oversecured creditor, and throughout
three-day trial conducted by bankruptcy
judge, had never asserted right to compound, but only to simple, postpetition interest, and who belatedly raised the compounding question based on language in its
contract with debtor only after court had
made its award, would not be heard to
complain that bankruptcy court had
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abused its discretion in disallowing compounding. 11 U.S.C.A. § 506(b).
21. Bankruptcy O3767
Because bankruptcy cases typically involve numerous controversies bearing only
a slight relationship to each other, concept
of ‘‘final,’’ appealable order is given a flexible interpretation in bankruptcy. 28
U.S.C.A. § 158(a)(1).
22. Bankruptcy O3767
Bankruptcy court order may be ‘‘final
order’’ and appealable as of right, even if it
does not resolve all issues in case, as long
as it finally disposes of all the issues pertaining to discrete dispute within larger
case. 28 U.S.C.A. § 158(a)(1).
See publication Words and Phrases for other judicial constructions
and definitions.

23. Bankruptcy O3765, 3767
When district court remands matter
to bankruptcy court for significant further
proceedings, there is no ‘‘final order’’ for
purposes of appeal, and the Court of Appeals lacks jurisdiction; however, when a
remand leaves only ministerial proceedings, then the remand may be considered
‘‘final.’’ 28 U.S.C.A. § 158(d).
24. Bankruptcy O3765, 3789.1
While order of the Bankruptcy Appellate Panel (BAP) reversing bankruptcy
court’s Chapter 11 plan confirmation order
and remanding for further proceedings,
after the BAP, in separate order, had reversed the bankruptcy court’s decisions,
first, that creditor became oversecured
and thus entitled to postpetition interest
only from time well after petition date, and
secondly, that such interest should be compounded and was not just simple postpetition interest, might not finally resolve any
discrete issue in bankruptcy case, the
Court of Appeals, in recognition of fact
that remand order was entered only because the BAP’s decision on compounding
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issue and on issue of when creditor became oversecured significantly increased
amount of creditor’s claim and thus effected confirmability of plan, would exercise
jurisdiction and vacate remand order after
reversing the BAP both on issue of when
creditor became oversecured and on compounding issue. 28 U.S.C.A. § 158(d).

Harold B. Murphy, with whom Charles
R. Bennett, Jr., John C. Elstad, Christopher M. Condon, and Murphy & King,
P.C., were on brief, for appellants SW
Boston Hotel Venture, LLC; Auto Sales &
Service, Inc.; General Trading Company;
Frank Sawyer Corporation; 100 Stuart
Street, LLC; 30–32 Oliver Street Corporation; General Land Corporation; and 131
Arlington Street Trust.
E. Kate Buyuk, with whom Joseph F.
Ryan and Lyne, Woodworth & Evarts
LLP were on brief, for appellant City of
Boston.
Emanuel C. Grillo, with whom William
M. Jay and Goodwin Procter LLP were on
brief, for appellee.
Before LYNCH, Chief Judge, STAHL
and HOWARD, Circuit Judges.
STAHL, Circuit Judge.
This appeal presents multiple issues
arising from a heavily contested Chapter
11 bankruptcy proceeding. Stated simply,
a secured creditor appealed to the Bankruptcy Appellate Panel for the First Circuit (‘‘the BAP’’) from the bankruptcy
court’s orders determining its entitlement
to postpetition interest (and thus the total
amount of its claim) and confirming the
debtors’ Chapter 11 plan. The BAP reversed in part, significantly increasing the
secured creditor’s entitlement to post-peti-
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tion interest, and vacated and remanded
the confirmation order. The debtors and
the City of Boston (‘‘City’’), as a junior
creditor, appealed to this court. After
careful consideration, we conclude that the
BAP erred in reversing the bankruptcy
court’s post-petition interest determination. And, because the BAP’s confirmation order was based solely on its erroneous interest determination, we vacate that
order as well.
I.

Facts & Background

A. Financing and Construction of the
W
In 2007, Debtor–Appellant SW Boston
Hotel Venture, LLC, (‘‘SW Boston’’)
sought financing to develop a mixed-used
property that would become the W Hotel
and Residences (‘‘the W’’) in Boston’s theater district. In January of 2008, after a
previous lender withdrew its financing
commitment, the Prudential Insurance
Company of America (‘‘Prudential’’)
agreed to provide up to $192.2 million in
financing (‘‘the Prudential Loan’’) pursuant
to a construction loan agreement (‘‘the
CLA’’). Prudential took a mortgage and
first priority security interest in SW Boston’s real and personal property and any
proceeds thereof. It also required additional collateral and credit support in the
form of certain real estate and other property owned by the remaining Debtors–
Appellants (‘‘Affiliated Debtors’’), as well
as a $17.3 million letter of credit. Sovereign Bank issued the letter of credit based
on the credit provided by two non-debtor
affiliates of SW Boston.
1.

The City stresses that, to make this loan, it
borrowed $10.5 million from the U.S. Department of Housing and Urban Development,
giving in return a note secured by a pledge of
present and future Community Development
Block Grant revenues, funding the City relies
on for its affordable housing and economic
development programs. The City further

The W project consists of a 235–room
hotel, 123 luxury condominium units, an
underground parking garage, a restaurant,
a spa and related retail space, and a bar.
The hotel was to operate under the W
Hotels brand of Starwood Hotels and Resorts Worldwide, Inc. (‘‘Starwood’’), with
Starwood managing the operations.
The W opened on schedule in October of
2009, but, due in large part to the ongoing
recession, obtained substantially fewer
commitments to purchase condominiums
than the CLA required. In addition, the
restaurant, spa, and bar—all required to
operate under the W Hotel flag—had not
been completed, and the Debtors lacked
sufficient funding to complete them. In
December 2009, after Prudential declined
to provide additional funds, SW Boston
and the City entered into a loan agreement
(‘‘the City Loan’’), with the City agreeing
to provide $10.5 million in additional funding.1 The City Loan was secured by a
junior lien on most of the collateral that
secured the Prudential Loan and a first
lien on $4 million in cash provided by an
Affiliated Debtor. The CLA required the
Debtors to obtain Prudential’s consent before entering into any junior loans. In
return for its consent, Prudential required
the City to execute an Intercreditor
Agreement that, among other things, subordinated the City’s right to payment to
Prudential and purported to assign to Prudential the City’s right to vote on any
bankruptcy plan.
B.

Bankruptcy Court Proceedings

On April 28, 2010, after SW Boston
failed to make a mandatory quarterly paynotes that, had it not stepped in, ‘‘[t]he Debtors and Prudential both were at risk of losing
significant portions of their investments, and
the City of Boston would have been left with
an unfinished building that would have been
a blight and an economic detriment to an
already vulnerable section of the city.’’
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ment to Prudential and loan-restructuring
negotiations failed, SW Boston and four of
the Affiliated Debtors filed voluntary
Chapter 11 bankruptcy petitions. The remaining three Affiliated Debtors commenced Chapter 11 cases on June 4. The
bankruptcy court administered all of the
Chapter 11 cases jointly. Prudential filed
a proof of claim asserting secured claims of
not less than $180,803,186, plus fees, costs,
and pre- and post-petition interest. Shortly after the petition date, Prudential drew
down the letter of credit, reducing its prepetition claim to $165,592,659.
The filing of the bankruptcy petitions
resulted in imposition of an automatic stay
as to all creditors’ efforts to enforce their
liens. See 11 U.S.C. § 362(a). However,
§ 362(d) requires the court to grant relief
from the stay unless certain creditor safeguards are met. See id. § 362(d)(1).2 In
August of 2010, Prudential filed a motion
for relief from the stay as to SW Boston
only (‘‘lift-stay motion’’), arguing that it
was undersecured because the amount of
its claim against SW Boston exceeded the
value of SW Boston’s assets and that the
Debtors lacked the means to provide alternative forms of adequate protection. It
sought permission to exercise its contractual rights and remedies to, among other
things, commence foreclosure proceedings.
In its January 28, 2011, ruling, the bankruptcy court found that SW Boston’s outstanding debt to Prudential, after deductions for payments made from ongoing
condominium sales and exclusive of any
post-petition interest or expenses, was approximately $154 million. Prudential’s expert valued the remaining condominiums
at $86 million and the W hotel at $55
million, while SW Boston’s expert valued
2.

The bankruptcy court is directed to grant
relief from the stay ‘‘for cause, including the
lack of adequate protection of an interest in
property of such party in interest;’’ or, with
respect to an act against particular property,
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the remaining condominiums at $90.6 million and the hotel at $65.6 million. After a
three-day evidentiary hearing, the bankruptcy court concluded that the value of
the condominiums was $88 million and the
value of the hotel was $65.6 million, making the total value of SW Boston’s collateral $153.6 million. Thus, Prudential was
undersecured as to SW Boston alone.
However, the bankruptcy court noted that,
with respect to the entire collateral package of all of the Debtors, Prudential had
an equity cushion in excess of $19 million.
Taking that finding in conjunction with the
facts that SW Boston was reducing the
amount of the outstanding debt through
payments from condominium sales and
that the value of its secured claim was not
declining, the bankruptcy court concluded
that Prudential was adequately protected
under § 362(d)(1).
With respect to
§ 362(d)(2), the bankruptcy court found
that SW Boston lacked equity in the W
project, but that the property was necessary to a successful reorganization, which
the court ruled was reasonably likely. The
bankruptcy court therefore denied Prudential’s lift-stay motion on January 28, 2011.
On March 28, 2011, SW Boston filed a
motion for court approval of a purchase
and sale agreement (‘‘the P & S’’) for the
sale of the hotel and garage to an unrelated third party for $89.5 million. The
bankruptcy court granted the motion on
May 24. But, before the sale could close,
SW Boston was required to resolve several
outstanding issues on which the P & S was
contingent. For example, the P & S was
conditioned on the assignment of certain
construction warranties from the W’s construction manager, Bovis Lend–Lease
if ‘‘(A) the debtor does not have an equity in
such property; and (B) such property is not
necessary to an effective reorganizationTTTT’’
11 U.S.C. § 362(d)(1), (2). Prudential moved
for relief under both subsections.
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LMB, Inc. (‘‘Bovis’’), to the purchaser. Although the Bovis–SW Boston contract required assignment of the warranties to SW
Boston upon completion of the project, Bovis claimed to be excused from this obligation due to various disputes with SW
Boston. The P & S was also conditioned
on the assignment to the purchaser of
several Starwood–SW Boston contracts.
However, Starwood alleged that various
incurable non-monetary defaults—including failure to timely open the spa and
bar—precluded assumption and assignment of the contracts. After SW Boston
managed to resolve these contingencies,
the sale closed on June 8, 2011, and the net
proceeds of $88,322,017 were paid over to
Prudential.
On March 31, 2011, three days after
filing the hotel sale motion, the Debtors
filed their reorganization plan. The plan
need not be described in great detail, but,
in broad strokes, it called for Prudential to
be paid in full by March of 2014 if the
hotel sale closed, or after a more extended
period if it did not. The plan contemplated that Prudential would receive post-effective-date interest of 4.25% per annum,
but it made no provision for postpetition,
pre-effective-date interest. Prudential objected to confirmation of the plan on multiple grounds.
Throughout the pendency of the bankruptcy case, SW Boston continued construction. After SW Boston resolved
various issues with contractors who had
suspended their work because of the
bankruptcy filings, the spa was completed
and opened on August 18, 2010. That
September, after two work interruptions
caused by a change in the building code
3. Specifically, Prudential sought to apply any
condominium proceeds it received from the
Debtors first to outstanding postpetition interest and second to the outstanding principle
balance of the Prudential Loan.

and the state’s appeal of a variance
granted to SW Boston, SW Boston received all necessary approvals to recommence construction of the bar. Multiple
open construction items on the W were
completed. SW Boston continued to sell
condominiums, paying over the proceeds
(less certain deductions) to Prudential.
On April 15, 2011, Prudential moved for
a determination that it was oversecured
and therefore entitled to post-petition interest under 11 U.S.C. § 506(b).3 In general terms, a claim is oversecured if the
value of the creditor’s interest in its collateral exceeds the amount of its claim. Under § 506(b), an oversecured creditor is
entitled to post-petition interest, as well as
reasonable fees, costs, or charges provided
for in the parties’ contracts or by state
law, up to the extent of its oversecurity.
Prudential argued that it should receive
post-petition interest at the contractual default rate of 14.5% per annum,4 5% higher
than the contractual base rate, accruing
from the petition date. The Debtors argued that Prudential only became oversecured upon the closing of the hotel sale,
and therefore could only receive postpetition interest from that point forward.
They also claimed that the default rate was
unenforceable and inequitable, and requested that, to the extent Prudential was
entitled to any post-petition interest, it
should accrue at the base rate of 9.5% per
annum.
The bankruptcy court held a three-day
combined trial addressing Prudential’s
§ 506(b) motion and the Debtors’ proposed
plan. On October 4, 2011, it issued an
order granting Prudential post-petition interest at 14.5% per annum, commencing on
4. As discussed in greater detail below, after
the bankruptcy court issued its § 506(b) order, Prudential also claimed that it was entitled to monthly compounding of its interest.
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the hotel sale date. The court ruled that
the hotel sale price, rather than its earlier
valuation at the lift-stay hearing, was the
best indicator of the hotel’s value. However, it also noted that, in light of the ongoing improvements and the resolution of
various contingencies, the sale price did
not reflect its value on any earlier date.
Therefore, it found that Prudential only
became oversecured once the hotel sale
closed. After receiving the parties’ interest calculations (which differed only as to
whether the interest should be compounding), the bankruptcy court entered an order fixing Prudential’s claims, inclusive of
non-compounding post-petition interest.
Prudential appealed and the Debtors
cross-appealed the § 506(b) decision and
the resultant claim order to the BAP.
On November 14 and 16, respectively,
the bankruptcy court issued an opinion
finding that the plan (with some modifications) met all confirmation requirements
and an order confirming the modified plan
over Prudential’s objections. On November 17, Prudential filed a notice of appeal
of the confirmation decision to the BAP,
along with a motion to stay the confirmation order pending appeal. The bankruptcy court denied the stay motion on November 21, and, on November 30, so did the
BAP when Prudential sought the same
relief there. The plan became effective on
December 1.
C. Bankruptcy Appellate Panel Proceedings
While the parties were briefing the appeals, the Debtors moved to dismiss Prudential’s appeals as equitably moot. The
BAP found that, although the plan had
been substantially consummated, the appeals were not equitably moot because
5. The City, as a junior lienholder, argues that
its ability to recover its affordable housing
and economic development money may be
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Prudential could still be afforded relief
without harming innocent third parties or
unraveling the reorganization (especially
because Prudential represented its willingness to accept alternative forms of relief
that would not require such unraveling).
As to the § 506(b) appeal, the BAP: (1)
held that Prudential was entitled to postpetition interest from the petition date,
reversing the bankruptcy court’s finding
that Prudential had only become oversecured on the hotel sale date; (2) affirmed
the bankruptcy court’s determination that
the contractual default rate of interest
(14.5%) applied; and (3) reversed the
bankruptcy court’s ruling that the interest
was not compounding. As to the confirmation order appeal, without addressing the
confirmability of the plan, the BAP vacated and remanded the confirmation order
so that the plan could be amended to
accommodate Prudential’s now-increased
claim. The Debtors and the City 5 each
appealed both of the BAP’s decisions to
this court. Prudential moved to dismiss
the confirmation order appeals for lack of
jurisdiction, arguing that they were not
final appealable orders. Those motions
were referred to this panel for consideration along with the merits.
Throughout these proceedings, the
Debtors have continued to sell W condominiums and have since paid Prudential
the full amount due under the originally
confirmed plan. The City, in contrast, has
not received all the payments owed to it
under the plan, which became effective on
December 1, 2011. The Debtors, we were
informed at oral argument, have also
stopped making installment payments
owed to other creditors under that plan.
severely compromised if the BAP’s order
stands.
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II.

Analysis

[1, 2] According no special deference to
the BAP, we focus instead on the bankruptcy court’s decisions, reviewing conclusions of law de novo and findings of fact
for clear error. Stornawaye Fin. Corp. v.
Hill (In re Hill), 562 F.3d 29, 32 (1st
Cir.2009). The bankruptcy court’s interpretation of the relevant statutes presents
a question of law, while its application of
those statutes to the facts of this case
presents a mixed question of law and fact
that we review for clear error unless its
analysis was ‘‘infected by legal error.’’
Winthrop Old Farm Nurseries, Inc. v.
New Bedford Inst. for Sav. (In re Winthrop Old Farm Nurseries, Inc.), 50 F.3d
72, 73 (1st Cir.1995) (internal quotation
marks omitted). Absent legal error, we
will not reverse a factual finding under this
‘‘formidable standard,’’ Sharfarz v. Goguen
(In re Goguen), 691 F.3d 62, 69 (1st Cir.
2012), unless, ‘‘on the whole of the record,
we form a strong, unyielding belief that a
mistake has been made,’’ Cumpiano v.
Banco Santander P.R., 902 F.2d 148, 152
(1st Cir.1990). ‘‘If the bankruptcy court’s
account of the evidence is plausible in light
of the record viewed in its entirety, we
may not reverse.’’ Goat Island S. Condo.
Ass’n v. IDC Clambakes, Inc. (In re IDC
Clambakes, Inc.), 727 F.3d 58, 64 (1st Cir.
2013) (alteration and internal quotation
marks omitted).
A. Equitable Mootness
[3] The Debtors first appeal from the
BAP’s denial of their motions to dismiss
Prudential’s appeals as equitably moot.
6.

There is, in fact, a prior threshold issue.
Prudential argues that this court lacks jurisdiction because the Debtors did not identify in
their notices of appeal the BAP’s orders denying the motions to dismiss. We disagree. See
Martı́nez–Serrano v. Quality Health Servs. of
P.R., Inc., 568 F.3d 278, 282–83 (1st Cir.2009)
(rejecting argument that court lacked jurisdiction to consider exclusion of expert witness

The doctrine of equitable mootness allows
an appellate court to dismiss a bankruptcy
appeal if ‘‘an unwarranted or repeated failure to request a stay enabled developments to evolve in reliance on the bankruptcy court order to the degree that their
remediation has become impracticable or
impossible,’’ Hicks, Muse & Co. v. Brandt
(In re Healthco Int’l, Inc.), 136 F.3d 45, 48
(1st Cir.1998), or if ‘‘the challenged bankruptcy court order has been implemented
to the degree that meaningful appellate
relief is no longer practicable even though
the appellant may have sought a stay with
all due diligence,’’ id.
[4] As a threshold issue,6 the parties
dispute the appropriate standard of review, the subject of a circuit split that this
circuit has not yet addressed. Compare
Liquidity Solutions, Inc. v. Winn–Dixie
Stores, Inc. (In re Winn–Dixie Store,
Inc.), 286 Fed.Appx. 619, 622 & n. 2 (11th
Cir.2008) (per curiam) (adopting de novo
standard), Curreys of Neb., Inc. v. United
Producers, Inc. (In re United Producers,
Inc.), 526 F.3d 942, 946–47 (6th Cir.2008)
(same), and United States v. Gen. Wireless, Inc. (In re GWI PCS 1 Inc.), 230 F.3d
788, 799–800 (5th Cir.2000) (same), with
R 2 Invs., Inc. v. Charter Commc’ns, Inc.
(In re Charter Commc’ns, Inc.), 691 F.3d
476, 483 (2d Cir.2012) (adopting abuse-ofdiscretion standard), Search Mkt. Direct,
Inc. v. Jubber (In re Paige), 584 F.3d 1327,
1334–35 (10th Cir.2009) (same), In re Continental Airlines, 91 F.3d 553, 560 (3d
Cir.1996) (en banc) (same), and In re AOV
Indus., Inc., 792 F.2d 1140, 1148 (D.C.Cir.
1986) (same).
where only final judgment was listed in notice, because ‘‘a notice of appeal is deemed to
encompass not only the final judgment but
also all interlocutory orders that merge into
it’’). Moreover, the Debtors listed the equitable mootness issue in their statement of issues
on appeal, and there is no assertion that Prudential was caught by surprise due to technical defects, if any, in the notices of appeal.
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The Debtors argue that our review
should be de novo ‘‘[s]ince the [c]ourt applies plenary review to virtually all other
rulings of the BAP.’’ Prudential, noting
that a dismissal for equitable mootness is
an exercise of the ‘‘court’s discretion in
matters of remedy and judicial administration not to determine a case on its merits,’’
Rochman v. Ne. Utils. Serv. Grp. (In re
Pub. Serv. Co. of N.H.), 963 F.2d 469, 471
(1st Cir.1992) (internal quotation marks
omitted), argues that review should be for
abuse of that discretion. We need not
resolve the issue because we cannot say
that the BAP’s refusal to dismiss the appeals was inappropriate under either standard.

bankruptcy
petition.
11
U.S.C.
§ 502(b)(2). However, Congress has created an exception to this rule in the case of
‘‘oversecured’’ creditors. See United Sav.
Ass’n of Tex. v. Timbers of Inwood Forest
Assocs., 484 U.S. 365, 372–73, 108 S.Ct.
626, 98 L.Ed.2d 740 (1988); Ford Motor
Credit Co. v. Dobbins, 35 F.3d 860, 869
(4th Cir.1994). Two provisions of § 506 of
the Bankruptcy Code govern the award of
post-petition interest to an oversecured
creditor. First, § 506(a) sets the amount
of a creditor’s allowed secured claim:
An allowed claim of a creditor secured
by a lien on property in which the estate
has an interest, TTT is a secured claim to
the extent of the value of such creditor’s
interest in the estate’s interest in such
property,7 TTT and is an unsecured claim
to the extent that the value of such
creditor’s interest TTT is less than the
amount of such allowed claim. Such
value shall be determined in light of the
purpose of the valuation and of the proposed disposition or use of such property, and in conjunction with any hearing
on such disposition or use or on a plan
affecting such creditor’s interest.

In a careful and detailed analysis that
we need not reproduce here, the BAP
considered the relevant factors and concluded that, if Prudential prevailed on appeal, the bankruptcy court could fashion
some form of practicable relief, even if
only partial or alternative. We perceive no
reason to dislodge this determination. We
therefore turn to the substance of the
bankruptcy court’s orders.
B.
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§ 506(b) Order

[5, 6] As a general matter, unmatured
interest is not allowed after the filing of a

11 U.S.C. § 506(a)(1).8 Thus, a claim may
be bifurcated into secured and unsecured

7. A creditor’s ‘‘interest in property’’ is its ‘‘security interest without taking account of [its]
right to immediate possession of the collateral
on default,’’ Timbers, 484 U.S. at 372, 108
S.Ct. 626, or, in other words, the value of the
collateral alone, not including other rights
that the word ‘‘interest’’ may invoke, id. at
371–72, 108 S.Ct. 626. The phrase ‘‘the value of such creditor’s interest in the estate’s interest in such property’’ recognizes that a
debtor may not own the entire interest in the
collateral and that other creditors may hold
senior liens on that same collateral. ‘‘A debtor may own only a part interest in the property pledged as collateral, in which case the
court will be required to ascertain the ‘estate’s interest’ in the collateral. Or, a creditor may hold a junior or subordinate lien,

which would require the court to ascertain
the creditor’s interest in the collateral.’’ Assocs. Commercial Corp. v. Rash, 520 U.S. 953,
961, 117 S.Ct. 1879, 138 L.Ed.2d 148 (1997).
Here, Prudential is the senior creditor, so its
interest in the collateral is undiminished. In
addition, although the parties dispute whether the various Debtors’ collateral should be
aggregated for purposes of the oversecurity
determination, each Debtor’s interest in the
collateral it pledged is undivided. The cumbersome statutory language thus distills to
‘‘value of the collateral.’’
8.

In addition to entitlement to post-petition
interest, a § 506(a) determination of secured
status triggers several rights and protections
for the claimholder. See 4 Collier on Bank-
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portions depending on the value of the
collateral. Next, § 506(b) defines an oversecured creditor’s entitlement to postpetition interest:
To the extent that an allowed secured
claim is secured by property the value of
which, after any recovery under subsection (c) of this section, is greater than
the amount of such claim, there shall be
allowed to the holder of such claim, interest on such claim, and any reasonable
fees, costs, or charges provided for under the agreement or State statute under which such claim arose.
Id. § 506(b). Thus, if the collateral is
worth more than the amount of the secured claim, the creditor is entitled to
post-petition interest on its claim 9 up to
the amount of the difference in values (this
difference is referred to as an ‘‘equity
cushion’’ or ‘‘security cushion’’). See Baybank–Middlesex v. Ralar Distribs., Inc.,
69 F.3d 1200, 1202 (1st Cir.1995) (‘‘A creditor is oversecured when the value of its
collateral exceeds the amount of its [allowed secured] claim; postpetition interest
and fees are allowable only to the extent of
that oversecurity.’’); see also Timbers, 484
U.S. at 372, 108 S.Ct. 626 (noting that
§ 506(b) ‘‘permits postpetition interest to
ruptcy ¶ 506.02 (Alan N. Resnick & Henry J.
Sommer, eds., 16th ed.) (noting that the holder of a secured claim may be entitled to
adequate protection relief, lifting of the automatic bankruptcy stay, and greater protection
in cramdown situations). The § 506(a) determination may differ depending on the purpose of the valuation. Here we are concerned solely with valuations for the purpose
of determining entitlement to post-petition interest.
9.

Prudential also sought approximately
$750,000 in postpetition fees and costs. The
bankruptcy court denied this request, noting
that Prudential failed to explain or itemize
this amount of fees and costs or to indicate
what provision(s) of the relevant contracts
provided for them. The BAP noted that Pru-

be paid only out of the ‘security cushion’ ’’). Post-petition interest accrues until
the secured claim is paid or until the effective date of the plan. Rake v. Wade, 508
U.S. 464, 468, 113 S.Ct. 2187, 124 L.Ed.2d
424 (1993), superseded by statute on other
grounds, 11 U.S.C. § 1322(e).
The parties agree that Prudential was
oversecured during at least part of the
bankruptcy proceeding and therefore is
entitled to some amount of post-petition
interest, but they differ as to how to determine oversecured status, when Prudential
became oversecured, and the applicable interest rate and type.
1. Determination of Oversecurity
[7] We review the bankruptcy court’s
interpretation of § 506 de novo, and its
factual finding as to when Prudential became oversecured for clear error. See
Hill, 562 F.3d at 32.
i.

Flexible Versus Single–
Valuation Approach

[8] Although § 506(a) dictates how
courts should determine secured status
and collateral value, it does not specify the
time as of which these determinations
should be made.10 See Fin. Sec. Assurdential ‘‘did not brief any issues relating to
the bankruptcy court’s ruling,’’ and deemed
the issue waived. Similarly, here, Prudential
refers several times to its entitlement to postpetition costs and fees in its brief, but offers
no argument that the bankruptcy court erred.
Like the BAP, we consider this issue waived.
See United States v. Zannino, 895 F.2d 1, 17
(1st Cir.1990) (‘‘[I]ssues adverted to in a perfunctory manner, unaccompanied by some effort at developed argumentation, are deemed
waived.’’).
10. We recognize that ‘‘timing of the valuation’’ and similar language could be read to
refer either to the time the court actually
renders the valuation determination or to the
value of the collateral at some particular
point in time. For the purposes of this opin-
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ance Inc. v. T–H New Orleans Ltd. P’ship
(In re T–H New Orleans Ltd. P’ship), 116
F.3d 790, 798 (5th Cir.1997). Where these
figures remain relatively constant, the
choice of measuring date may not matter.
But where, as here, the amount of the
claim has decreased significantly and the
value of the collateral has increased during
the course of the bankruptcy, the choice
can make the difference between a finding
of oversecurity or undersecurity.
Courts have split on the timing issue.
Several have adopted a ‘‘single-valuation’’
approach, where the determination of oversecurity for § 506(b) purposes always
occurs at a fixed point in time (generally
either the petition date or the confirmation
date). See, e.g., Orix Credit Alliance, Inc.
v. Delta Res., Inc. (In re Delta Res., Inc.),
54 F.3d 722, 729 (11th Cir.1995) (per curiam) (‘‘[T]he oversecured creditor’s allowed secured claim for postpetition interest is limited to the amount that a creditor
was oversecured at the time of filing.’’).
Others have adopted a ‘‘flexible’’ approach,
giving the bankruptcy court discretion to
determine the appropriate measuring date
based on the circumstances of the case.
See, e.g., T–H New Orleans, 116 F.3d at
798 (‘‘[F]or purposes of determining
whether a creditor is entitled to accrue
interest under § 506(b) in the circumstance where the collateral’s value is increasing and/or the creditor’s allowed
claim has been or is being reduced by cash
collateral payments, such that at some
point in time prior to confirmation of the
debtor’s plan the creditor may become oversecured, valuation of the collateral and
ion, we use the terms ‘‘timing of the valuation’’ and ‘‘measuring date’’ to refer to the
value of collateral as of a particular date,
without regard to when the court renders its
determination.
11. We note that it took opposite positions
before the bankruptcy court. In its § 506(b)
motion, Prudential explicitly argued that ‘‘the
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the creditor’s claim should be flexible and
not limited to a single point in time, such
as the petition date or confirmation date.’’).
The bankruptcy court provided a thorough
review of the split in authority, see In re
SW Hotel Venture, LLC, 460 B.R. 4, 27–31
(Bankr.D.Mass.2011), and we need not repeat it here.
The bankruptcy court and the BAP both
adopted the flexible approach, although
their applications of it differed. The bankruptcy court found that the hotel sale price
provided the best evidence of the hotel’s
value as of the sale date, but concluded
that the sale price was not reflective of its
value at any earlier point in time due to
the previously outstanding contingencies.
The BAP agreed that the sale price was
the best evidence of value, but concluded
that the sale price established that Prudential was oversecured throughout the
pendency of the bankruptcy proceedings.
The Debtors and the City urge us to
uphold the bankruptcy court’s application
of the flexible approach in this case. Prudential’s argument is two-pronged. Prudential urges us to adopt a single-valuation
approach using the confirmation date as
the measuring date, and to hold that, as a
matter of law, its oversecurity at confirmation dictates that it receive post-petition
interest from the petition date regardless
of whether it was undersecured at any
point prior to that date.11 It also argues
that, even if the flexible approach were
appropriate, the bankruptcy court erred in
applying it, and that we should affirm the
appropriate time at which to value the secured creditor’s interest in the collateral is
TTT flexible,’’ and ‘‘to the extent a secured
creditor’s claim fluctuates between being oversecured and undersecured during the
course of a bankruptcy case, the creditor is
entitled to accrue post-petition interest during
the period which it is oversecured.’’
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BAP’s conclusion that the hotel sale price
established that it was oversecured
throughout the bankruptcy.

tends to selecting a measuring date. Several considerations convince us that, in
appropriate circumstances, it does.

In a helpful amicus brief, the Mortgage
Bankers Association (‘‘Mortg. B.A.’’) argues that the timing of the valuation must,
by statute, be tethered to the purpose for
which the valuation is made, and that the
single valuation approach is overly simplistic because it requires the same measuring
date regardless of the purpose of the valuation. However, noting that an open-ended flexible approach could require potentially limitless redeterminations in cases of
fluctuating value, it cautions that any rule
must avoid serious practical consequences:
if the flexible approach provides that a
pre-confirmation valuation is not only relevant but also essential to determining
creditors’ secured status at confirmation,
that may unduly burden creditors or, conversely, be used to harass debtors by encouraging aggressive action by creditors.
We do not believe our resolution of this
case raises those concerns.

First, neither § 506(b)’s language, nor
its legislative history, nor the bankruptcy
rules define the measuring date for purposes of post-petition interest, suggesting
flexibility. See T–H New Orleans, 116
F.3d at 798. The language of § 506(a) also
suggests that Congress intended bankruptcy courts to have flexibility. While
§ 506(a)(1) sets out a general rule that
collateral value ‘‘shall be determined in
light of the purpose of the valuation and of
the proposed disposition or use of such
property,’’ § 506(a)(2) creates an exception
to the general rule:
If the debtor is an individual in a case
under chapter 7 or 13, such value with
respect to personal property securing an
allowed claim shall be determined based
on the replacement value of such property as of the date of the filing of the
petition without deduction for costs of
sale or marketing. With respect to
property acquired for personal, family,
or household purposes, replacement value shall mean the price a retail merchant would charge for property of that
kind considering the age and condition
of the property at the time value is
determined.

We agree with the bankruptcy court and
the BAP that, at least in the circumstances
presented here, a bankruptcy court may,
in its discretion, adopt a flexible approach.
We have previously recognized that the
statutory directive to determine collateral’s value ‘‘in light of the purpose of the
valuation and of the proposed disposition
or use of such property,’’ § 506(a), affords
bankruptcy courts flexibility in determining the appropriate valuation method, given the particular facts of the case at hand.
Winthrop Old Farm, 50 F.3d at 73–74; see
also In re Heritage Highgate, Inc., 679
F.3d 132, 141 (3d Cir.2012) (‘‘[In the
§ 506(a) context], Congress envisioned a
flexible approach to valuation whereby
bankruptcy courts would choose the standard that best fits the circumstances of a
particular case.’’). But we have not yet
addressed whether this same flexibility ex-

§ 506(a)(2) (emphasis added). The fact
that Congress mandated particular measuring dates in the exception without mandating a particular measuring date in the
general rule suggests that it intended flexibility under § 506(a)(1). See Russello v.
United States, 464 U.S. 16, 23, 104 S.Ct.
296, 78 L.Ed.2d 17 (1983) (‘‘Where Congress includes particular language in one
section of a statute but omits it in another
section of the same Act, it is generally
presumed that Congress acts intentionally
and purposely in the disparate inclusion or
exclusion.’’) (alteration and internal quota-
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tion marks omitted); see also In re Urban
Communicators PCS Ltd. P’ship, 379 B.R.
232, 243 (Bankr.S.D.N.Y.2007) (‘‘The statutory guidance appearing as part of section
506(a) is the antithesis of a hard-and-fast
rule, and instead embodies a more functional approach.’’), aff’d in part, rev’d in
part on other grounds sub nom. Urban
Communicators PCS Ltd. P’ship v. Gabriel Capital, L.P., 394 B.R. 325 (S.D.N.Y.
2008).
Second, the considerations that supported affording flexibility in selecting a
valuation method in Winthrop Old Farm
apply equally to selecting a valuation time.
There, we noted that allowing bankruptcy
courts to select the appropriate valuation
method on a case-by-case basis ‘‘allows the
bankruptcy court, using its informed discretion and applying historic principles of
equity, to adopt in each case the valuation
method that is fairest given the prevailing
circumstances.’’ 50 F.3d at 75–76; see
also Heritage Highgate, 679 F.3d at 142 n.
7 (‘‘Like the appropriate measure of fair
market value, the appropriate time as of
which to value collateral may differ depending on the facts presented. As with
the replacement valuation technique, bankruptcy courts are best situated to determine when is the appropriate time to value
collateral in the first instance.’’) (citation
omitted); T–H New Orleans, 116 F.3d at
798 (noting that a flexible standard ‘‘recognizes the discretionary nature of bankruptcy courts as courts of equity TTT [and] the
equitable nature of bankruptcy in seeking
a balance between debtors and creditors
(debtor’s right to a fresh start versus the
creditor’s right to the value of its claim)’’).
12. This case well demonstrates the problem
with Prudential’s proposed single-valuationat-confirmation approach. As will be discussed below, Prudential only became oversecured as a result of the Debtors’ continued
efforts to complete the W project and continue selling condominium units—successful ef-
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Third, rather than yielding the fairest
result, a rigid single-valuation approach
guarantees an all-or-nothing result that
hinges more on fortuity than reality. For
example, if the petition date were the required measuring date, a creditor that first
became oversecured even one day later
would be allowed no post-petition interest,
even though it was oversecured throughout almost the entire bankruptcy and even
though it could receive substantial postpetition interest under a flexible approach.
Conversely, if the confirmation date were
the required measuring date, a creditor
that first became oversecured just one day
earlier would be allowed post-petition interest for the entirety of the bankruptcy
proceeding (up to the amount of the equity
cushion).12 We do not believe that Congress intended entitlement to post-petition
interest to depend so heavily on chance.
Nor do we believe that Congress intended
to restrict the bankruptcy courts’ equitable
discretion without explicitly saying so.
The availability of a flexible approach
strikes us as more likely to produce fair
outcomes than allowing post-petition interest for the entire bankruptcy, or not at all,
based on a rigidly defined one-shot vantage point.
In support of its argument that the confirmation date must be the measuring
date, Prudential notes that the collateral
value must be calculated at confirmation
because, by definition, the estate can only
distribute what value the debtors actually
have at that time. Thus, its entitlement to
post-petition interest (or, more precisely,
whether its receipt of post-petition interest
to which it would otherwise be entitled will
forts that were funded in large part by a cash
infusion made by the City. Equity does not
require that a senior secured creditor be allowed to vacuum up all the upside of appreciation of its collateral where that appreciation
was only realized due to funding provided by
a junior creditor.
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be limited because the equity cushion is
insufficient to cover it) can only be known
at confirmation. Similarly, the existence
and extent of oversecurity can only be
conclusively determined once the amount
of any recovery under § 506(c) is known,
which also, by necessity, is at confirmation.
These considerations explain why a creditor does not receive accrued post-petition
interest until confirmation. See United
Sav. Ass’n of Tex. v. Timbers of Inwood
Forest Assocs. (In re Timbers of Inwood
Forest Assocs.), 793 F.2d 1380, 1407 (5th
Cir.1986). But we see nothing incongruous about finding that a creditor became
entitled to post-petition interest at one
point in the proceedings and determining
whether that interest will be limited by the
size of the equity cushion at a different
point (namely, the time of confirmation).
See T–H New Orleans, 116 F.3d at 799
(‘‘[A] secured creditor’s entitlement to accrue interest under § 506(b) matures at
that point in time where the creditor’s
claim becomes oversecured. However, as
Timbers dictates, accrued interest under
§ 506(b) is not paid to an oversecured
creditor until the plan’s confirmation or its
effective date, whichever is later.’’) (footnote omitted).
For these reasons, we hold that, under
the particular facts presented in this case,
13. We do not suggest that bankruptcy courts
must, or even should, adopt the flexible approach whenever collateral values and/or
claim amounts fluctuate. We simply recognize that a bankruptcy court may, in the exercise of its discretion, determine that, on the
particular facts before it, equity and fairness
would be best served by application of a flexible approach.
14. Prudential advocates for a burden-shifting
approach by which its burden was not triggered unless and until the Debtors refuted the
presumed validity of its proof of claim by
introducing sufficient evidence that the collateral was worth less than the amount of the
secured claim plus interest. See Heritage

the bankruptcy court did not err in adopting a flexible approach for determining
oversecured status.13
ii.

Application of the Flexible
Approach
a.

Standard of Review

The bankruptcy court determined that
Prudential became oversecured as of the
date the hotel sale closed and was entitled
to post-petition interest from that date
through the effective date. Although this
is a factual determination to which the
clear-error standard would normally apply,
cf. Baybank–Middlesex, 69 F.3d at 1203
(reviewing for clear error a determination
that the creditor was undersecured for
adequate-protection purposes), Prudential
argues that that standard is inappropriate
here because the bankruptcy court’s factual determination was infected by legal error, see Winthrop Old Farm, 50 F.3d at
73, in that the bankruptcy court wrongly
elevated Prudential’s burden of proof in
establishing oversecurity. We find no
such error.
[9] The parties agree that, ultimately,
the burden was on Prudential to show by a
preponderance of the evidence that it was
oversecured,14 but Prudential argues that
Highgate, 679 F.3d at 139–40, 145 (discussing
varied approaches, and adopting a burdenshifting framework for determining the extent
to which a claim is secured under § 506(a)).
Regardless of the merits of this approach,
Prudential did not request its application below and did not challenge the Debtors’ citation to a long string of cases holding that the
creditor bears the burden of establishing oversecured status. See, e.g., T–H New Orleans,
116 F.3d at 798 (holding that, although the
burden to motion for a § 506(b) determination lies with whichever party contends that
there is a dispute about entitlement to postpetition interest, ‘‘[t]he creditor TTT bears the
ultimate burden to prove by a preponderance
of evidence its entitlement to postpetition in-
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the bankruptcy court erred in holding it to
a much higher standard. In ruling that
the sale closing date was the appropriate
time to fix Prudential’s oversecured status,
the bankruptcy court stated that, ‘‘[o]n
that date, it was unequivocally established
and beyond dispute that Prudential was an
oversecured creditor.’’ SW Hotel Venture,
460 B.R. at 32. We do not agree with
Prudential that this passage means that
the bankruptcy court replaced the preponderance standard with a newly created
‘‘unequivocal and beyond dispute’’ standard. The bankruptcy court correctly recited the preponderance standard three
separate times in its comprehensive
§ 506(b) ruling. We read the ‘‘beyond dispute’’ language as a comment on the certainty of the oversecurity finding, and see
absolutely nothing in the bankruptcy
court’s reasoning or conclusions to suggest
that it was applying anything other than
the correct standard. Because the bankruptcy court’s analysis was not infected by
legal error, the clear-error standard applies.
b.

Measuring Date

The bankruptcy court considered several
possible measuring dates (the petition
date, the date of the lift-stay decision, the
date SW Boston signed the hotel P & S
and filed its motion for approval of the
sale, the date the court approved the sale
terest, that is, that its claim was oversecured,
to what extent, and for what period of time’’).
The Debtors can hardly be faulted for purportedly failing to make a showing that no
binding precedent required that they make
and that they were never asked to make.
In addition, Prudential apparently failed to
submit copies of the relevant documentation
(the note, mortgage, and CLA) along with its
proof of claim, despite the proof-of-claim
form’s specific instructions to do so and contrary to the requirements of Bankruptcy Rule
3001. Therefore, even if the burden-shifting
approach had applied, it is highly questionable whether Prudential was entitled to the
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motion, the hotel sale date, and the date of
the confirmation hearing), and determined
that the sale closing date was the earliest
that Prudential had established oversecured status.15
[10] As for the petition date, the court
noted that Prudential had submitted no
evidence that it was oversecured at that
time, and that it instead relied on the
Debtors’ schedules of assets, which indicated that the value of Prudential’s collateral,
in the aggregate, was substantially more
than its total pre-petition claim. As Prudential points out, these schedules were
completed under penalty of perjury. But,
as the Debtors point out, the schedules
also specifically indicated that the listed
values were book values that may not reflect the fair market value of the Debtors’
interest in the relevant property. See
Lawson v. Ford Motor Co. (In re Roblin
Indus., Inc.), 78 F.3d 30, 36 (2d Cir.1996)
(‘‘[B]ook values are not ordinarily an accurate reflection of the market value of an
asset.’’). The bankruptcy court did not
rely on these values because they were not
substantiated by any evidence. We perceive no error, clear or otherwise.
[11] As for the lift-stay decision, the
Debtors correctly note that the main issue
there was whether the W was necessary to
an effective reorganization. The Bankpresumed validity that attaches to a ‘‘proof of
claim executed and filed in accordance with
[Rule 3001],’’ Fed. R. Bankr.P. 3001(f).
15. The bankruptcy court relied on stipulated
values for the remaining condominiums and
other collateral. These values are not disputed on appeal. The parties likewise stipulated
to the method for calculating Prudential’s
claim, in light of the ongoing condominium
sales and application of those proceeds to
Prudential’s claim. The only real factual dispute is with respect to the hotel’s value over
time, culminating in its final sale price of
$89.5 million.
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ruptcy Code provides that the bankruptcy
court ‘‘shall grant relief from the stay’’ of
an act against property if:
(A) the debtor does not have an equity
in such property; and
(B) such property is not necessary to an
effective reorganization.
11 U.S.C. § 362(d)(2).16 SW Boston conceded that it did not have equity in its
assets alone, and the bankruptcy court rejected its argument that the combined collateral pledged by all of the Debtors
should be considered in determining
whether
it
had
equity
under
§ 362(d)(2)(A). See In re SW Bos. Hotel
Venture LLC, 449 B.R. 156, 177–78
(Bankr.D.Mass.2011) (discussing split of
authority, determining that all liens, including the City’s, should be compared
only to the value of the property that was
the subject of the creditor’s lift-stay request, and noting that consideration of other collateral is relevant for other purposes,
including § 362(d)(1) and (2)(B)). Thus,
the primary question was whether an effective reorganization was in prospect and,
if so, whether the W was necessary to that
reorganization.
See
11
U.S.C.
§ 362(d)(2)(B). After a detailed evaluation
of each side’s evidence and expert testimony, the court concluded that SW Boston
was ‘‘making sufficient progress towards a
realistic goal such that its efforts should be
allowed to continue without the threat of
foreclosure by Prudential.’’ SW Bos. Hotel Venture, 449 B.R. at 182. It thus denied Prudential’s motion for relief from the
stay.
16. In its lift-stay motion, Prudential also
moved for relief under § 362(d)(1) (granting
relief from a stay ‘‘for cause, including the
lack of adequate protection of an interest in
property of such party in interest’’), but appears to have abandoned that ground in its
post-trial briefing. The bankruptcy court considered it anyway, and determined that Prudential had failed to show cause for relief

Pointing to the bankruptcy court’s finding that, although Prudential was undersecured as to SW Boston alone, it was oversecured by approximately $19 million
when all of the Debtors’ collateral was
considered in the aggregate, Prudential
argues that, under Baybank–Middlesex,
the bankruptcy court’s subsequent ‘‘dismiss[al]’’ or ‘‘disregard’’ of this earlier
finding is ‘‘a practice not countenanced’’ in
this circuit. Prudential misstates both the
facts of the case and the relevant law.
First, the bankruptcy court did not dismiss or disregard its earlier findings; instead, it surveyed the entire lifespan of the
case, incorporating subsequent developments into its analysis of the earlier valuation, and determined that Prudential had
not met its burden of showing oversecurity
for § 506(b) purposes at any time before
the sale date. The bankruptcy court did
not simply ignore its earlier valuation; it
explicitly considered its earlier valuation
and explained in detail why that valuation
did not control. And, as we will discuss
below, that determination was not clearly
erroneous.
[12] Second, while Baybank–Middlesex noted that a valuation made at an
adequate-protection hearing was not dicta,
as the valuation was a factual finding that
constituted a ‘‘logical step in making an
adequate protection determination,’’ 69
F.3d at 1203, it plainly does not require an
earlier valuation for one purpose to be
binding for some other purpose. Nor
would such a requirement square with the
statutory directive that collateral’s value
because: (1) it produced no evidence that it
was not adequately protected and failed to
address it in its brief; (2) it had an equity
cushion of $19 million when its remaining
claim was compared to the entire collateral
package; (3) SW Boston was reducing the
amount owed to Prudential through condominium sale proceeds; and (4) the value of its
secured claim was not declining.
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‘‘shall be determined in light of the purpose of the valuation and of the proposed
disposition or use of such property.’’ 11
U.S.C. § 506(a). We have not expressly
ruled on the question, but other courts
have generally held that a valuation at one
point in the proceedings has no binding
effect on valuations performed at other
points and for other purposes.17 See, e.g.,
Norwest Bank Worthington v. Ahlers (In
re Ahlers ), 794 F.2d 388, 398 (8th Cir.
1986) (‘‘An initial valuation for adequate
protection purposes is not res judicata for
purposes of determining the value of the
collateral, and thus the allowed secured
claims of the creditors, under a reorganization plan.’’), rev’d on other grounds, 485
U.S. 197, 108 S.Ct. 963, 99 L.Ed.2d 169
(1988);
4
Collier on Bankruptcy
¶ 506.03[7][g] (Alan N. Resnick & Henry J.
Sommer, eds., 16th ed.) (‘‘The need to
look to the purpose of the valuation appears to have achieved virtually universal
acceptance. Hence, courts generally agree
that a valuation determination in one context will not have res judicata or collateral
estoppel effect with respect to a different
valuation hearing in a different context
within the same case.’’). We now hold, as
have other courts, that a valuation made
for one purpose at one point in a bankruptcy proceeding has no binding effect on
valuations performed for other purposes at
other points in the proceeding.
[13] Prudential next argues that the
sale price is the best evidence of the hotel’s value, and that that price necessarily
established that it was oversecured
throughout the bankruptcy proceedings.
Courts have routinely held that ‘‘so long as
the sale price is fair and is the result of an
17. In Baybank–Middlesex, we indicated agreement with that proposition, but were not presented with the issue because the creditor
‘‘might have argued, but did not, that even a
valid finding as to collateral value made at an
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arm’s-length transaction, courts should use
the sale price, not some earlier hypothetical valuation, to determine whether a creditor is oversecured and thus entitled to
postpetition interest under § 506(b).’’
Dobbins, 35 F.3d at 870; see also Takisaki
v. Alpine Grp., Inc. (In re Alpine Grp.,
Inc.), 151 B.R. 931, 935–36 (9th Cir. BAP
1993). We have no quibble with the proposition that an arm’s-length sale generally
provides better evidence of value at a given time than does an appraisal of its value
at that same time. But that does not
mean that a sale price at one time necessarily establishes the collateral’s value at
some other time. Where the value of collateral is changing, a one-size-fits-all valuation poorly reflects that reality.
Here, the bankruptcy court did note that
the price obtained at the arm’s-length sale
provided the best indicator of the hotel’s
value, and it acknowledged that the price
($89.5 million) strongly suggested that the
appraised values relied upon at the liftstay hearing ($55 million and $65.6 million)
were conservative, supporting Prudential’s
argument that it was oversecured at least
as of the appraisal dates. However, the
bankruptcy court went on to note that
several contingencies ‘‘could have derailed
the sale,’’ even after it granted the hotel
sale motion (about two weeks before the
actual sale). It held that it was only when
the last improvements were completed, all
outstanding contingencies were resolved
(including resolving issues with the Starwood contract, a contingency that Prudential itself described as ‘‘an essential element to the success of the [W]’’), and the
sale actually closed that the sale price
accurately reflected its value. The court
thus found that Prudential had not shown
adequate protection hearing has no res judicata effect when valuations are to be made for
other purposes at later proceedings.’’ 69
F.3d at 1203 n. 5.
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that it was oversecured as of the date SW
Boston signed the hotel P & S or the date
the court approved the sale motion.18 It
seems plausible that Prudential’s declining
claim and the hotel’s increasing value may
have crossed paths at some point before
the hotel closing date, but Prudential did
not meet its burden to establish when that
crossover may have occurred. On this
record, we cannot say that the bankruptcy
court clearly erred in determining when
Prudential became oversecured.
The BAP held that the bankruptcy
court erred in not applying the sale price
to the entirety of the bankruptcy proceeding based on its view of the reasoning in
Urban Communicators, 379 B.R. at 243–
44. We are unpersuaded that the reasoning in Urban Communicators leads to the
outcome Prudential seeks. There, the secured creditor loaned funds to the debtors
for the purchase of radio wave spectrum
licenses. During a subsequent bankruptcy, the Federal Communications Commission cancelled the debtors’ licenses—unlawfully so, as litigation between the FCC
and a different license-holder would later
make clear. Id. at 238. After the FCC
‘‘effectively und[id] its cancellation or attempted cancellation’’ of the debtors’ licenses, id. at 239, the debtors sold them,
with the sale price establishing that the
creditor was oversecured, id. at 239–240.
However, the debtors argued that, at
least during the five-year cancellation period, the collateral package was worth significantly less and the creditor was undersecured. Id. at 204–41. The court
disagreed, noting that, in addition to the
licenses themselves, the creditor’s lien attached to proceeds from the sale of the
licenses, the debtors’ litigation rights
18. Having found that Prudential was oversecured as of the sale date, and in light of the
parties’ agreement that Prudential was oversecured as of the confirmation date, the

against the FCC, and capital stock of the
debtors’ subsidiaries. Id. at 244. The
court determined that the sale price actually did reflect the collateral’s earlier value, as the debtors had ‘‘maintained litigation rights against the FCC for this
wrongful cancellation, whose value is now
apparent.’’ Id. Thus, even though it may
have been uncertain for a time whether
the licenses could eventually be sold and
the proceeds turned over to the creditor,
subsequent events made clear that the
collateral package—including litigation
rights—always was sufficient to render
the creditor oversecured. This is plainly
distinguishable from the situation here,
where the actual value of the hotel increased over time. To the extent that
one can read Urban Communicators to
hold that a sale price automatically and
always relates back to the petition date
regardless of intervening events—and we
doubt very much that it can be so read,
see id. at 243 (noting that, even under the
flexible approach, courts should generally
use the sale price as ‘‘the best available
evidence of collateral value except where
the circumstances dictate a different approach’’) (emphasis added)—we disagree
with it.
In addition, in rejecting the bankruptcy
court’s factual determination, the BAP utterly ignored both the relevant clear-error
standard and the bankruptcy court’s reliance on the improvements and contingencies that, in its estimation, rendered the
eventual sale price a poor indicator of earlier value.
2. Computation of Interest
Having established that the bankruptcy
court did not clearly err in determining
bankruptcy court did not separately consider
using the confirmation date as the measuring
date.
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when Prudential’s post-petition interest
began to accrue, we now turn to two questions regarding how that interest accrued:
at what rate, and whether the interest is
simple or compound.
Section 506(b) does not specify how to
compute postpetition interest. The Supreme Court, construing § 506(b), has held
that the phrase ‘‘provided for under the
agreement or State statute under which
such claim arose’’ modifies only ‘‘reasonable fees, costs, or charges,’’ and not ‘‘interest on such claim.’’ United States v.
Ron Pair Enters., Inc., 489 U.S. 235, 241,
109 S.Ct. 1026, 103 L.Ed.2d 290 (1989).
Thus, the statutory language does not dictate that bankruptcy courts look to the
applicable contract provisions, if any, when
computing postpetition interest. However,
courts are largely in agreement that, although the ‘‘appropriate rate of pendency
interest is TTT within the limited discretion
of the court,’’ Key Bank Nat’l Ass’n v.
Milham (In re Milham), 141 F.3d 420, 423
(2d Cir.1998), where the parties have contractually agreed to interest terms, those
terms should presumptively apply so long
as they are enforceable under state law
and equitable considerations do not dictate
otherwise, see, e.g., Gen. Electric Capital
Corp. v. Future Media Prods. Inc., 536
F.3d 969, 974 (9th Cir.2008) (adopting the
rule ‘‘adopted by the majority of federal
courts’’ that the ‘‘bankruptcy court should
apply a presumption of allowability for the
contracted for default rate, provided that
the rate is not unenforceable under applicable nonbankruptcy law’’) (internal quotation marks omitted); In re Terry Ltd.
P’ship, 27 F.3d 241, 243 (7th Cir.1994)
19. Section 2.3.3 of the CLA provides: ‘‘In the
event that, and for so long as, any Event of
Default shall have occurred and be continuing, the outstanding principal balance of the
Loan and, to the extent permitted by applicable Legal Requirements, overdue interest in
respect of the Loan, shall accrue interest at
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(‘‘What emerges from the post-Ron Pair
decisions is a presumption in favor of the
contract rate subject to rebuttal based
upon equitable considerations.’’); 4 Collier
on Bankruptcy ¶ 506.04[2][b] (stating that
interest, including allowance of contractual
default rate and compounding, should be
determined by reference to applicable nonbankruptcy law). As the General Electric
Capital court noted, enforcing the contract
is consistent with the general premise that
‘‘creditors’ entitlements in bankruptcy
arise in the first instance from the underlying substantive law creating the debtor’s
obligation, subject to any qualifying or
contrary provisions of the Bankruptcy
Code.’’ 536 F.3d at 973 (alteration omitted)
(quoting Travelers Cas. & Sur. Co. of Am.
v. Pac. Gas & Electric Co., 549 U.S. 443,
450, 127 S.Ct. 1199, 167 L.Ed.2d 178
(2007)) (internal quotation marks omitted);
see also In re Lapiana, 909 F.2d 221, 223
(7th Cir.1990) (‘‘[B]ankruptcy, despite its
equity pedigree, is a procedure for enforcing pre-bankruptcy entitlements under
specified terms and conditions rather than
a flight of redistributive fancyTTTT’’).
i.

Interest Rate

[14] The bankruptcy court and the
BAP both held that Prudential was entitled to interest at 14.5%, the default rate
specified in the CLA.19 There is no dispute
that SW Boston defaulted under the terms
of the CLA. However, the Debtors argue
that the bankruptcy court erred by considering the enforceability of the default rate
only under federal law, when what was
required was a two-step analysis, first focusing on its enforceability under Massathe Default RateTTTT’’ The Default Rate is
defined as ‘‘a rate per annum equal to the
lesser of (i) the maximum rate permitted by
applicable law, or (ii) five percent (5%) above
the Applicable Interest Rate.’’ The Applicable
Interest Rate, in turn, is defined as ‘‘9.50%
per annum, compounding monthly.’’
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chusetts law 20 before turning to federal
law. While the above analysis suggests
that, in all cases, the presumption in favor
of applying a contractual interest provision
can be rebutted by showing that is unenforceable under state law, we need not
reach that issue today. Here, the CLA’s
default interest provision directs the
court’s inquiry to Massachusetts law, as
the rate is limited to the lesser of the
default rate or the ‘‘maximum rate permitted by applicable law.’’ However, we do
not believe that the Debtors have shown
that the default rate exceeds that threshold.
[15–17] Under Massachusetts law, the
court must determine whether the default
interest provision constitutes allowable liquidated damages or an unenforceable penalty. See OneUnited Bank v. Charles St.
African Methodist Episcopal Church of
Bos., 501 B.R. 1, 10 (D.Mass.2013). The
party challenging a liquidated damages
provision bears the burden of showing that
it constitutes an unenforceable penalty,
and all reasonable doubts are resolved in
favor of enforcement. See NPS, LLC v.
Minihane, 451 Mass. 417, 886 N.E.2d 670,
673 (2008). A liquidated damages provision will be enforced provided, ‘‘first, that
at the time of contracting the actual damages flowing from a breach were difficult
to ascertain; and second, that the sum
agreed on as liquidated damages represents a reasonable forecast of damages
expected to occur in the event of a
breach.’’ Id. (internal quotation marks
omitted). It was the Debtors’ ‘‘burden to
show that the amount of liquidated damages [was] unreasonably and grossly disproportionate to the real damages from a
breach or unconscionably excessive.’’ Id.
at 421, 886 N.E.2d 670 (internal quotation
marks omitted).
20.

The parties agree that the contract is gov-

[18] Here, the Debtors established
only that Joanna Mulford, a Vice President
of Prudential, did not personally engage in
any analysis of Prudential’s anticipated
damages in the event of a breach, nor was
she aware of whether anyone else had
done so. If the burden had been on Prudential to establish the enforceability of
default interest, perhaps this analysis
would come out differently. As it is, however, this partial admission does not discharge the Debtors’ burden to show that
the default rate was not reasonably related
to anticipated damages and, in fact, was so
grossly disproportionate to anticipated
damages or otherwise unconscionable as to
be unenforceable under Massachusetts
law.
[19] We also find no error in the bankruptcy court’s analysis under federal equitable principles. After discussing and applying factors that bankruptcy courts have
used in balancing the equities, see In re
Gen. Growth Props., Inc., No. 09–11977,
2011 WL 2974305, at *4 (Bankr.S.D.N.Y.
July 20, 2011) (setting out four-factor test);
In re Jack Kline Co., 440 B.R. 712, 745–46
(Bankr.S.D.Tex.2010) (setting out sevenfactor test, plus additional catch-all factor),
the court determined that application of
the default rate would not be inequitable.
Specifically, the court noted that: (1) other
creditors would not be harmed because the
plan contemplated payment of all creditors
in full; (2) although Prudential was quite
litigious, ‘‘raising multiple objections to
virtually every motion made by the Debtors,’’ SW Hotel Venture, 460 B.R. at 36, its
conduct did not rise to the level of obstruction of the bankruptcy process or other
misconduct; (3) the Debtors did not rebut
Prudential’s evidence that the CLA’s default rate was consistent with default rates
of similar loans in the market, including
where Prudential was either the lender or
erned by Massachusetts law.
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the borrower; and (4) courts have approved larger spreads between base and
default interest rates. We find no error in
the bankruptcy court’s conclusion that the
Debtors had failed to rebut the presumption in favor of enforcing the contractual
provision.21
ii.

Compound Versus Simple Interest

[20] Prudential argues that it is entitled to accrue postpetition interest at the
default rate, compounding monthly. The
bankruptcy court held that it was not entitled to compound interest, and the BAP
reversed.
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compound interest either at the default
rate or the non-default rate of interest.’’
Noting that compound interest is disfavored by Massachusetts law absent an express agreement to the contrary, see, e.g.,
Inhabitants of Tisbury v. Vineyard Haven
Water Co., 193 Mass. 196, 79 N.E. 256, 257
(1906), the court ruled that Prudential was
not entitled to compound interest.

As noted above, the CLA defines ‘‘Applicable Interest Rate’’ as ‘‘9.50% per annum,
compounding monthly,’’ and the ‘‘Default
Rate’’ as ‘‘a rate per annum equal to the
lesser of (i) the maximum rate permitted
by applicable law, or (ii) five percent (5%)
above the Applicable Interest Rate.’’ The
bankruptcy court, however, erroneously
stated that the CLA ‘‘does not provide for

Recognizing that the above-quoted provision does expressly call for monthly compounding of interest, the Debtors seek to
introduce ambiguity by pointing to other
provisions of the contract that appear to
imply that interest will be simple. We
need not delve into the ambiguity question
because we find that Prudential cannot
claim entitlement to compounding where
it—whether by inadvertence or in an attempt to sandbag the Debtors and mislead
the bankruptcy court we cannot say—did
not seek compound interest until after the
bankruptcy court granted it post-petition
interest at the default rate running from

21. The Debtors also submit that, under
§ 506(b), default interest is actually a ‘‘fee’’ or
‘‘charge’’ (to which the ‘‘reasonable’’ modifier
does apply) rather than interest (to which it
does not). They have some support for this
characterization. See In re AE Hotel Venture,
321 B.R. 209, 215 (Bankr.N.D.Ill.2005) (treating default interest as a charge because,
‘‘[g]enerally speaking, interest compensates
for the delay in receiving money owed: the
loss of the time value of money. [ The creditor] arrived at the interest rate it believed
would compensate for that loss in the Note: a
rate of 9.72%. That being so, the difference
between the original rate and the 14.72%
default rate—a difference of 5%—could not
have been meant to perform the usual function of interest. The time value of [the creditor’s] money, after all, did not magically increase by 5% once [the debtor] defaulted.’’)
(citations and internal quotation marks omitted); Fischer Enters., Inc. v. Geremia (In re
Kalian), 178 B.R. 308, 313–14 (Bankr.D.R.I.
1995) (‘‘Labeling a contract term an interest
provision does not make it so. If, though
labeled interest, it exacts a penalty or sets
liquidated damages in an impermissible man-

ner, it will not be enforced. Moreover, if the
term is really a ‘charge,’ § 506(b) requires
that it be reasonable. The parties may not
insulate it from scrutiny by affixing the ‘interest’ label.’’) (footnotes omitted). But see Hepner v. PWP Golden Eagle Tree, LLC (In re K &
J Props., Inc.), 338 B.R. 450, 458 (Bankr.
D.Colo.2005) (‘‘The [AE Hotel Venture ] court
maintains that pre-default interest compensates for the time value of money, but postdefault interest does not; it represents some
other ‘charge,’ and thus, must be reasonable
under section 506(b). This is a distinction
without a difference. Pre and post-default
interest rates are simply matters of pricing.
The money costs more if not repaid when
agreed. Had Congress wished to distinguish
between the treatment of pre and post-default
interest by section 506(b), it could easily
enough have said so.’’). We need not answer
the question, because, even if the reasonableness limitation applies, for largely the same
reasons enunciated in the equity analysis, we
see no reason to dislodge the bankruptcy
court’s finding that the default interest rate
was not unreasonable.
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the hotel sale date. In its brief, Prudential
cited Section 1.1 of the CLA for the propositions that the Applicable Interest Rate
‘‘is defined to mean 9.50% per annum’’—
with no mention of compounding—and the
Default Rate is defined to mean the applicable rate plus 5%.22 See Berman v. B.C.
Assocs., 219 F.3d 48, 50 (1st Cir.2000)
(‘‘[T]he overwhelming majority of Massachusetts cases equate an interest rate ‘per
annum,’ whether in a contract or a statute,
with simple interest.’’). Prudential also
presented, via Mulford’s affidavit and testimony, its calculation of interest at the base
and default rates, and referred simply to
9.5% versus 14.5% interest, again without
mentioning compounding. As the BAP
and the bankruptcy court noted, Mulford
did not explain how she actually performed
the calculation. Prudential’s expert witness, Marti Murray, testified that she calculated post-petition interest at the default
rate of 14.5%, but also made no mention of
compounding. Indeed, throughout the
§ 506(b) briefing and a three-day trial, the
singular mention of a contractual entitle-

ment to compound interest was on one
page of Murray’s expert report.

22. Prudential also used identical language in
its objection to confirmation of the plan, filed
just three days before the combined trial began.

24. The Debtors argue that only SW Boston’s
collateral should be considered when determining both whether and when Prudential
was oversecured and the size of the resulting
equity cushion out of which any post-petition
interest must be paid. Prudential argues first
that the Debtors waived this argument by not
listing it in their statement of issues to be
presented. See Fed. R. Bankr.P. 8006. Prudential also disagrees on the merits, contending that, especially in light of the merger of
the Debtors for payment purposes under the
plan, it is appropriate to aggregate all Debtors’ collateral for both purposes. We need
not resolve the issue because the Debtors concede that, as of the combined trial date, Prudential was oversecured as to SW Boston
alone by an amount sufficient to cover the
post-petition interest as calculated by the
bankruptcy court (and as affirmed by this
court).

23. In its § 506(b) order, the bankruptcy court
directed the parties to submit an agreed order
itemizing the amount of default interest, or, if
they could not agree, to submit separate proposed orders. The parties apparently could
not agree and submitted separate orders, with
the only difference being whether the loan
should accrue compound interest. The proposed orders are not part of the record on
appeal and do not appear on the bankruptcy
court docket. We thus cannot determine
whether Prudential, even at that late date,
directed the bankruptcy court’s attention to
the exact wording of Section 1.1. In any
event, even if it did, the court would have
been entirely within its discretion to hold that
Prudential had forfeited the argument.

The bankruptcy court granted Prudential post-petition interest from the hotel
sale date at 14.5% based upon its consideration of the equities of the situation in
light of what Prudential purported to request. Only after securing that order did
Prudential assert an entitlement to compound interest.23 We do not believe that
Prudential, having failed to give the bankruptcy court the opportunity to consider
whether application of compound interest
(even if the contract called for it) would
have been equitable, can now be heard to
complain that the court abused its discretion (or even erred) in disallowing compounding.
For all of these reasons, we affirm the
bankruptcy court’s holding that Prudential
is entitled to post-petition interest accruing from the hotel sale date at the default
rate of 14.5% without compounding, and
reverse the BAP’s § 506(b) order to the
extent it conflicts.24
C.

Confirmation Order

Prudential moved to dismiss the City’s
and the Debtors’ appeals from the BAP’s
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order vacating and remanding the bankruptcy court’s confirmation order, arguing
that this court lacked jurisdiction to review
the BAP’s order because it was not a final
order within the meaning of 28 U.S.C.
§ 158(d) (providing that ‘‘courts of appeals
shall have jurisdiction of appeals from all
final decisions, judgments, orders, and decrees entered’’ by BAP panels or district
courts sitting in an intermediate appellate
capacity with respect to bankruptcy court
orders).
The BAP noted that its § 506(b) order
resulted in a large increase in the amount
of Prudential’s claim, and thus affected the
evaluation of the plan under 11 U.S.C.
§ 1129. On that basis, the BAP vacated
the confirmation order to ‘‘afford the Debtors an opportunity to amend the [p]lan’s
terms to account for the increased amount
of Prudential’s claim and the resulting pay
out to Prudential and/or for the bankruptcy court to fashion alternative forms of
relief for Prudential that would not unravel
the reorganization.’’ In re SW Bos. Hotel
Venture, LLC, No. 11–087, 2012 WL
4513869, at *3 (1st Cir. BAP Oct. 1, 2012).
Prudential argues that, because this order
required significant further proceedings in
the bankruptcy court, it cannot have been
a final order subject to this court’s jurisdiction.
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issues pertaining to a discrete dispute
within the larger proceeding.’’ Perry v.
First Citizens Fed. Credit Union (In re
Perry), 391 F.3d 282, 285 (1st Cir.2004).
In this circuit, ‘‘when a district court remands a matter to the bankruptcy court
for significant further proceedings, there is
no final order for purposes of § 158(d) and
the court of appeals lacks jurisdiction.’’ In
re Gould & Eberhardt Gear Mach. Corp.,
852 F.2d 26, 29 (1st Cir.1988). However,
‘‘[w]hen a remand leaves only ministerial
proceedings, for example, computation of
amounts according to established formulae, then the remand may be considered
final.’’ Id. There is no question that the
bankruptcy court’s § 506(b) and confirmation orders were final, nor is there any
question that the BAP’s § 506(b) order
was final.

[21–23] ‘‘[B]ecause bankruptcy cases
typically involve numerous controversies
bearing only a slight relationship to each
other, ‘finality’ is given a flexible interpretation in bankruptcy.’’ Bourne v. Northwood Props., LLC (In re Northwood
Props., LLC), 509 F.3d 15, 21 (1st Cir.
2007) (internal quotation marks omitted).
A bankruptcy court order may be final
even if does not resolve all issues in the
case, ‘‘but it must finally dispose of all the

[24] We are presented here with an
unusual case, where the BAP’s remand
order did contemplate significant proceedings in the bankruptcy court, but did so
based solely on its erroneous rulings as to
the measuring date and the compounding
of interest. In light of our reinstatement
of the bankruptcy court’s § 506(b) order,
the entire basis of the remand has been
eviscerated, and effectuating this court’s
opinion with respect to § 506(b) entails no
further proceedings in the bankruptcy
court. Nor would our consideration of the
remand order risk the ‘‘piecemeal appellate review’’ that the finality rule seeks to
prevent. Northwood Props., 509 F.3d at
21. It would be entirely illogical to leave
the remand order in place, thereby vacating the confirmation order on a now-rejected basis, to be followed, presumably, by
immediate reinstatement of the plan as
originally confirmed.25 As the Debtors

25. One could predict that, in such a scenario,
Prudential would then seek to continue its
accrual of post-petition interest up through

the new effective date, thus adding more than
two years of interest to its claim. This would
seem a wholly inappropriate outcome in light
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note, the confirmation and § 506(b) orders
were ‘‘inextricably linked,’’ 26 first in the
bankruptcy court but especially before the
BAP. While the bankruptcy court’s confirmation order considered a broad array of
issues beyond post-petition interest, the
BAP’s remand order necessarily flowed directly and exclusively from its § 506(b)
order. Especially because the remand order considered none of Prudential’s objections to the confirmability of the plan, we
think it fair to say that the remand order
was part and parcel of the discrete dispute
actually ruled on by the BAP.27 What is
more, during the course of this appeal, the
Debtors have paid off the entirety of Prudential’s claim (including post-petition interest as calculated pursuant to the bankruptcy court’s § 506(b) order), rendering
moot Prudential’s many objections to the
confirmation order.
In these circumstances, we believe that
the Supreme Court’s instruction that ‘‘the
requirement of finality is to be given a
practical rather than a technical construction,’’ Gillespie v. U.S. Steel Corp., 379
U.S. 148, 152, 85 S.Ct. 308, 13 L.Ed.2d 199
(1964) (internal quotation marks omitted),
is best effectuated by exercising jurisdiction over both of the BAP’s orders. And,
because the BAP’s remand order was
premised entirely on its mistaken § 506(b)
order, we vacate the remand order.
III.

Conclusion

For the foregoing reasons, we vacate the
BAP’s § 506(b) and confirmation orders
of the facts that the bankruptcy court did not
clearly err in its § 506(b) order and that Prudential’s corresponding claim has been paid
in full (not accounting for additional postpetition interest accruing after the original
effective date).
26. Indeed, in opposing the Debtors’ equitable
mootness motions before the BAP, Prudential
argued that its failure to separately seek a stay
of the § 506(b) order when it sought a stay of
the confirmation order should not weigh

and remand to that tribunal with instructions that it affirm the bankruptcy court’s
§ 506(b) and confirmation orders and remand the case there for further proceedings consistent with this opinion. All parties shall bear their own costs on appeal.
So ordered.

,
Scott BELLONE, Plaintiff, Appellant,
v.
SOUTHWICK–TOLLAND REGIONAL
SCHOOL DISTRICT, Defendant,
Appellee.
No. 13–1341.
United States Court of Appeals,
First Circuit.
May 2, 2014.
Background: Teacher brought action
against school district, alleging violations
of Family and Medical Leave Act (FMLA).
The United States District Court for the
District of Massachusetts, Neiman, United
States Magistrate Judge, 915 F.Supp.2d
187, entered summary judgment for school
district. Teacher appealed.
against a finding of equitable mootness,
agreeing with the Debtors that the two orders
were ‘‘inextricably intertwined’’ and ‘‘all part
of a whole.’’
27. Given our conclusion as to the BAP’s
§ 506(b) order, we need not decide whether
the contractual assignment of the City’s voting rights to Prudential in bankruptcy proceedings was valid.
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UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK

LOSS MITIGATION PROGRAM PROCEDURES
I. PURPOSE
The Loss Mitigation Program is designed to function as a forum for debtors and lenders to
reach consensual resolution whenever a debtor’s residential property is at risk of foreclosure. The
Loss Mitigation Program aims to facilitate resolution by opening the lines of communication
between the debtors’ and lenders’ decision-makers. While the Loss Mitigation Program stays certain
bankruptcy deadlines that might interfere with the negotiations or increase costs to the Loss
Mitigation Parties, the Loss Mitigation Program also encourages the parties to finalize any
agreement under Bankruptcy Court protection, instead of seeking dismissal of the bankruptcy case.
II. LOSS MITIGATION DEFINED
The term “Loss Mitigation” is intended to describe the full range of solutions that may avert
either the loss of a debtor’s property to foreclosure, increased costs to the lender, or both. Loss
mitigation commonly consists of the following general types of agreements, or a combination
of them: loan modification, loan refinance, forbearance, short sale, or surrender of the property in
full satisfaction. The terms of a Loss Mitigation solution will vary in each case according to the
particular needs and goals of the parties.
III. ELIGIBILITY
The following definitions are used to describe the types of parties, properties and loans that
are eligible for participation in the Loss Mitigation Program:
A. DEBTOR
The term “Debtor” means any individual debtor in a case filed under Chapter 7, 11, 12 or
13 of the Bankruptcy Code, including joint debtors.
B. PROPERTY
The term “Property” means any real property or cooperative apartment used as a principal
residence in which an eligible Debtor holds an interest.
C. LOAN
The term “Loan” means any mortgage, lien or extension of money or credit secured by
eligible Property or stock shares in a residential cooperative, regardless of whether or not the Loan

Page 477

Revised as of 6/17/13

(1) is considered to be “subprime” or “non-traditional,” (2) was in foreclosure prior to the
bankruptcy filing, (3) is the first or junior mortgage or lien on the Property, or (4) has been
“pooled,” “securitized,” or assigned to a servicer or to a trustee.
D. CREDITOR
The term “Creditor” refers to any secured creditor whether it be are the holder, mortgage
servicer or trustee of an eligible Loan. If the Creditor participating in Loss Mitigation is not the
direct holder of the loan, the Creditor is deemed to have full consent to act on behalf of the holder.
If such consent has not been given, the Creditor must object to the Loss Mitigation Request and
provide the name of the holder, trustee, or other entity that has the ability to participate in Loss
Mitigation.
E. LOSS MITIGATION PARTIES
The term “Loss Mitigation Parties” refers to the Debtor and the Creditor bound by a Loss
Mitigation Order to participate in Loss Mitigation.
IV. ADDITIONAL PARTIES
A. OTHER CREDITORS
Where it may be necessary or desirable to obtain a global resolution, any party may request,
or the Bankruptcy Court may direct, that multiple Creditors participate in Loss Mitigation.
B. CO-DEBTORS AND THIRD PARTIES
Where the participation of a co-debtor or other third party may be necessary or desirable,
any party may request, or the Bankruptcy Court may direct, that such party participate in Loss
Mitigation, to the extent that the Bankruptcy Court has jurisdiction over the party, or if the party
consents to participation in Loss Mitigation.
C. CHAPTER 13 TRUSTEE
The Chapter 13 Trustee has the duty in section 1302(b)(4) of the Bankruptcy Code to
“advise, other than on legal matters, and assist the debtor in performance under the plan.” Any party
may request, or the Bankruptcy Court may direct, the Chapter 13 Trustee to participate in Loss
Mitigation to the extent that such participation would be consistent with the Chapter 13
Trustee’s duty under the Bankruptcy Code.
D. MEDIATOR
At any time, a Debtor or Creditor participating in the Loss Mitigation Program may request,
or the Bankruptcy Court may order, the appointment of an independent mediator from the United
States Bankruptcy Court for the Southern District of New York’s Register of Mediators, which may
be viewed at http://www.nysb.uscourts.gov/mediators.html. A mediator will assist in Loss
Mitigation in accordance with these Procedures and Local Rule 9019-1.
V. COMMENCEMENT OF LOSS MITIGATION
Parties are encouraged to request Loss Mitigation as early in a case as possible, but Loss
Mitigation may be initiated at any time prior to the entry of a discharge order, by any of the
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following methods:
A. BY THE DEBTOR
1. In section C of the Model Chapter 13 Plan, a Chapter 13 Debtor may indicate an interest
in discussing Loss Mitigation with a particular Creditor. Upon requesting same in the Chapter 13
Plan, the Debtor must serve said plan on the Creditor and file proof of same on the Electronic Case
Filing System (“ECF”). If the Creditor fails to object within fourteen(14) days of service of the plan
the Debtor shall submit an order approving the Loss Mitigation Request (the “Loss Mitigation
Order” 1) and the Bankruptcy Court may enter the order. A copy of the Southern District of New
York’s “Model Chapter 13 Plan” can be found on the Bankruptcy Court’s website under “Chapter
13 Forms.” The Debtor may request Loss Mitigation in the plan for one Loan without regard for
whether the Loan is a first or second mortgage loan. In order to request Loss Mitigation on a
second Loan, the Debtor must file a separate Loss Mitigation Request.
2.
A Debtor may file a request for Loss Mitigation (“Loss Mitigation Request”)
with a particular Creditor. The Creditor shall have fourteen (14) days to object. If no objection is
filed, the Debtor shall submit a “Loss Mitigation Order” and the Bankruptcy Court may enter the
“Loss Mitigation Order.” A copy of the “Loss Mitigation Request-By the Debtor” 2 and the “Loss
Mitigation Order” can be found on the Bankruptcy Court’s website under the “Loss Mitigation”
tab.
3. Upon entry of the “Loss Mitigation Order,” the Debtor must serve same upon the
appropriate Creditor and file proof of service on ECF. If the Creditor is a domestic or foreign
corporation, partnership, or other unincorporated association, service must be made by mailing a
copy of the plan to a physical address and to the attention of an officer. A copy of the “Loss
Mitigation Order” can be found on the Bankruptcy Court’s website.
4. If a Creditor has filed a motion requesting relief from the automatic stay pursuant to
section 362 of the Bankruptcy Code (a “Lift-Stay Motion”), at any time prior to the conclusion of
the hearing on the Lift-Stay Motion, the Debtor may file a Loss Mitigation Request. The Debtor and
Creditor shall appear at the scheduled hearing on the Lift-Stay Motion, and the Bankruptcy Court
will consider the Loss Mitigation Request and any opposition by the Creditor.
B. BY A CREDITOR
A Creditor may file a Loss Mitigation Request. The Creditor must serve said request on the
Debtor and Debtor’s counsel and file proof of service on ECF. The Debtor shall have seven (7)
days after service of the request to object. If no objection is filed, the Creditor shall submit a Loss
Mitigation Order and the Bankruptcy Court may enter the Loss Mitigation Order. Upon entry
of the Loss Mitigation Order, the Creditor is to serve same upon Debtor and Debtor’s counsel and
file proof of same on ECF. The form “Loss Mitigation Request-By the Creditor” can be found on
the Bankruptcy Court’s website.
C. BY THE BANKRUPTCY COURT
The Bankruptcy Court may enter a “Loss Mitigation Order” at any time, provided that the
Loss Mitigation Parties that will be bound by the “Loss Mitigation Order” have had notice and an
opportunity to object.

1

Italicized words in quotations indicate that there is a form by the same name on the Bankruptcy Court’s website.
These forms should be used whenever applicable.
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D. OPPORTUNITY TO OBJECT
Where any party files an objection, a “Loss Mitigation Order” shall not be entered until the
Bankruptcy Court has held a hearing to consider the objection. At the hearing, a party objecting to
Loss Mitigation must present specific reasons why it believes that Loss Mitigation would not be
successful. If a party objects on the grounds that Loss Mitigation has been requested in bad faith,
the assertion must be supported by evidence.
VI. LOSS MITIGATION ORDER
A. ORDER
A separate “Loss Mitigation Order” shall be submitted for each Loss Mitigation Request,
regardless of the method used for making the request.
B. DEADLINES
A “Loss Mitigation Order” shall contain set time frames for all of the following:
1. The date by which the Loss Mitigation Parties shall designate contact persons and
disclose contact information.
2. The date by which each Creditor must transmit any information request to the Debtor.
3. The date by which the Debtor must transmit any information request to each Creditor.
4. The date by which a written status report must be filed and the date and time set for a
status conference at which a verbal report must be provided. Where a written report is required, it
should generally be filed not later than seven (7) days before the initial Loss Mitigation status
conference (“Initial Status Conference”).
C. EFFECT
Whenever a “ Loss Mitigation Order” is entered, the following shall apply to the Loss
Mitigation Parties:
1. Unless otherwise ordered by the Bankruptcy Court, all communications between the Loss
Mitigation Parties shall be made through the designated contacts’ attorneys.
2. Except where necessary to prevent irreparable injury, loss or damage, a Creditor shall
not file a Lift-Stay Motion while Loss Mitigation is pending.
3. Any Lift-Stay Motion filed by the Creditor prior to the entry of the “Loss Mitigation
Order” shall be adjourned to a date after the “Order Terminating Loss Mitigation and Final
Report,” and the stay shall be extended pursuant to section 362(e) of the Bankruptcy Code.
4. In a Chapter 13 case, the deadline by which a Creditor must object to confirmation of
the Chapter 13 plan shall be extended to permit the Creditor an additional fourteen (14) days after
the filing of the “Order Terminating Loss Mitigation and Final Report.”
5. All communications and information exchanged by the Loss Mitigation Parties during
Loss Mitigation will be inadmissible in any subsequent proceeding pursuant to Federal Rule of
Evidence 408.
6. Unless otherwise ordered by the Bankruptcy Court, in a Chapter 7 case, the entry of the
“Loss Mitigation Order” defers the entry of an order granting the Debtor’s discharge until one day
after an “Order Terminating Loss Mitigation and Final Report” is filed, pursuant to Federal Rule of
Bankruptcy Procedure 4004(c)(2). The time to object to the Debtor’s discharge or the
dischargeability of a debt is NOT extended by this Order
VII. DUTIES UPON COMMENCEMENT OF LOSS MITIGATION

Page 480

Revised as of 6/17/13

Upon entry of a Loss Mitigation Order, the Loss Mitigation Parties shall have the
following duties:
A. GOOD FAITH
The Loss Mitigation Parties shall negotiate in good faith. A party that fails to participate in
Loss Mitigation in good faith may be subject to sanctions.
B. CONTACT INFORMATION
1. The Debtor: Unless the Debtor has already done so in the Chapter 13 plan or Loss
Mitigation Request, the Debtor shall file and serve a written notice on each Creditor, indicating the
manner in which the Creditor should contact the Debtor.
2. The Creditor: Unless a Creditor has already done so as part of a Loss Mitigation
Request, each Creditor shall provide written notice to the Debtor by filing and serving its
Creditor Affidavit on the Debtor in which it identifies: 1) the name, address and direct telephone
number of the contact person who has full settlement authority; and 2) the attorney representing it in
the Loss Mitigation.
C. DOCUMENT EXCHANGE
1.
The Creditor shall serve upon the Debtor and Debtor’s attorney a request for
information using the “Creditor Loss Mitigation Affidavit” form within seven (7) days of service of
the “Loss Mitigation Order.” The Creditor shall file same on ECF. The “Creditor Loss Mitigation
Affidavit” can be found on the Bankruptcy Court’s website.
2. The Debtor shall serve upon the Creditor a response to Creditor’s request for information
using the “Debtor Loss Mitigation Affidavit” form within fourteen (14) days of service of the
Creditor Loss Mitigation Affidavit. The Debtor shall file only the Debtor Loss Mitigation
Affidavit on ECF. A copy of the “Debtor Loss Mitigation Affidavit” can be found on the Bankruptcy
Court’s website.
D. STATUS REPORT
The Loss Mitigation Parties shall provide a written report to the Bankruptcy Court regarding
the status of Loss Mitigation within the timeframe set by the Bankruptcy Court in the “Loss
Mitigation Order.” The status report shall state whether one or more Loss Mitigation sessions have
been conducted, whether a resolution was reached, and whether one or more of the Loss Mitigation
Parties believe that additional Loss Mitigation sessions would be likely to result in either a partial or
complete resolution.
E. BANKRUPTCY COURT APPROVAL
The Loss Mitigation Parties shall seek Bankruptcy Court approval of any resolution or
Settlement reached during Loss Mitigation.
VIII. LOSS MITIGATION PROCESS
A. INITIAL CONTACT
Following entry of a “Loss Mitigation Order,” the contact person designated by each
Creditor shall contact the Debtor’s designated contact person and any other Loss Mitigation
Party within the timeframe provided in the “ Loss Mitigation Order.” The Debtor through its
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designated contact person may contact any other Loss Mitigation Party at any time. The
purpose of the initial contact is to create a framework for discussion at the Loss Mitigation
sessions and to ensure that each of the Loss Mitigation Parties will be prepared to participate in the
Loss Mitigation session – it is not intended to limit additional issues or proposals that may
arise during the session. During the initial contact phase, the Loss Mitigation Parties should hold
a telephone conference to discuss the following:
1. The types of Loss Mitigation solutions under consideration by each party.
2. A plan for the exchange of required information prior to the Loss Mitigation session,
including the due date for the Debtor to complete and return any information request or other
Loss Mitigation paperwork that each Creditor may require.
B. LOSS MITIGATION SESSIONS BETWEEN THE PARTIES
Loss Mitigation sessions between the parties may be conducted in person, telephonically or
via video conference. At the conclusion of each Loss Mitigation session, the Loss Mitigation
Parties should discuss whether additional sessions are necessary and set the time and method for
conducting any additional sessions, including a schedule for the exchange of any further
information or documentation that may be required.
C. STATUS CONFERENCES WITH THE BANKRUPTCY COURT
The Initial Status Conference shall be set by the Bankruptcy Court in the “Loss Mitigation
Order” and may be adjourned at the discretion of the Bankruptcy Court. At any time during the
pendency of Loss Mitigation, a Loss Mitigation Party may request a settlement conference or status
conference with the Bankruptcy Court.
D. SETTLEMENT AUTHORITY
Each Loss Mitigation Party must have a person with full settlement authority present at
every Loss Mitigation status conference. During a status conference or settlement conference with
the Bankruptcy Court, the person with full settlement authority must either attend the conference in
person or be available by telephone or video conference beginning thirty ( 30) minutes prior to the
start of the conference.
IX. DURATION AND TERMINATION
A. DURATION
Once a “Loss Mitigation Order” has been entered by the Bankruptcy Court, it shall remain
in effect until an “Order Terminating Loss Mitigation and Final Report” is filed.
B. EARLY TERMINATION
1. Upon Request of a Loss Mitigation Party: A Loss Mitigation Party may request that Loss
Mitigation be terminated by filing the form “Request for Termination of Loss Mitigation” which
can be found on our website stating the reasons for the request. Except where immediate
termination is necessary to prevent irreparable injury, loss or damage, the request shall be
made on notice to all other Loss Mitigation Parties, and the Bankruptcy Court may schedule a
hearing to consider the termination request.
2. Sua Sponte Termination of Loss Mitigation: The Bankruptcy Court may terminate Loss
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Mitigation sua sponte at any time for failure to comply with the Loss Mitigation Program
Procedures.
3. Dismissal of the Bankruptcy Case:
a. Other than at the request of a Chapter 13 Debtor, or the motion of the
United States Trustee or Trustee for failure to comply with requirements under the
Bankruptcy Code: Except where a Chapter 13 Debtor requests voluntary dismissal, or upon motion,
a case shall not be dismissed during Loss Mitigation unless the Loss Mitigation Parties have
provided the Bankruptcy Court with a status report that is satisfactory to the Bankruptcy Court. The
Bankruptcy Court may schedule a further status conference with the Loss Mitigation Parties prior to
dismissal of the case.
b. Upon the request of a Chapter 13 Debtor: A Debtor is not required to request
dismissal of the bankruptcy case as part of any resolution or settlement that is offered or
agreed to during Loss Mitigation. Where a Chapter 13 Debtor requests voluntary dismissal of the
bankruptcy case during a pending Loss Mitigation , the Debtor’s dismissal request shall indicate
whether the Debtor agreed to any settlement or resolution from a Loss Mitigation Party during Loss
Mitigation or intends to accept an offer of settlement made by a Loss Mitigation Party during Loss
Mitigation.
X. SETTLEMENT
The Bankruptcy Court will consider any agreement or resolution reached during Loss
Mitigation (a “Settlement”) and may approve the Settlement, subject to the following provisions:
1. Implementation: A Settlement may be noticed and implemented in any manner
permitted by the Bankruptcy Code and Federal Rules of Bankruptcy Procedure (“Bankruptcy
Rules”), including, but not limited to, a stipulation, sale, plan of reorganization or amended plan of
reorganization; and a Motion to Approve Loan Modification.
2. Fees, Costs or Charges: If a Settlement provides for a Creditor to receive payment or
reimbursement of any fee, cost or charge that arose from Loss Mitigation, such fees, costs or
charges shall be disclosed to the Debtor and to the Bankruptcy Court prior to approval of the
Settlement.
3. Signatures: Consent to the Settlement shall be acknowledged in writing by (1) the
Creditor representative who participated in Loss Mitigation, (2) the Creditor’s attorney, (3) the
Debtor, and (4) the Debtor’s attorney, if applicable.
4. Hearing: Where a Debtor is represented by counsel, a Settlement may be approved by the
Bankruptcy Court without further notice, or upon such notice as the Bankruptcy Court directs,
unless additional notice or a hearing is required by the Bankruptcy Code or Bankruptcy Rules.
Where a Debtor is not represented by counsel, a Settlement shall not be approved until after the
Bankruptcy Court has conducted a hearing at which the Debtor shall appear in person.
5. Dismissal Not Required: A Debtor is not required to request dismissal of the bankruptcy
case in order to effectuate a Settlement. In order to ensure that the Settlement is enforceable, the
Loss Mitigation Parties should seek Bankruptcy Court approval of the Settlement.
6. Any Settlement provided to the Bankruptcy Court for its approval shall have the
Agreement attached as an exhibit.
XI. ORDER TERMINATING LOSS MITIGATION AND FINAL REPORT
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The Loss Mitigation Parties shall file with the Bankruptcy Court an “Order Terminating
Loss Mitigation and Final Report”:
1. when the Bankruptcy Court enters an order – after a motion is made by one of the
parties to Loss Mitigation (for example, a motion asking the Court to approve a
Settlement) – where such order brings to a close the Loss Mitigation;
2. when the Bankruptcy Court approves a Settlement that has been presented to the Court,
which provides resolution of the Loss Mitigation; or
3. when a Loss Mitigation’s request for termination has been granted upon the record of a
Loss Mitigation hearing.
Loss Mitigation is not “terminated” unless an “Order Terminating Loss Mitigation and
Final Report” is entered by the Bankruptcy Court. Where a case has two or more requests for
Loss Mitigation, a separate “Order Terminating Loss Mitigation and Final Report” must be
filed for each request.
XII. FORMS
All of the Loss Mitigation forms may be found on the Bankruptcy Court’s website under the
“Loss Mitigation” tab. These forms must be used. The Bankruptcy Court may revise the forms
from time to time without the need to update the Loss Mitigation Program Procedures.
XIII. COORDINATION WITH OTHER PROGRAMS
[Provisions may be added in the future to provide for coordination with other Loss
Mitigation programs, including programs in the New York State Unified Court System.]
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UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK
------------------------------------------------------------------x
In re:

Case No.
Chapter

()

Debtor(s).
------------------------------------------------------------------x

LOSS-MITIGATION ORDER
A Loss Mitigation Request1 was filed by the
□ Debtor on [Date] _____________, 20__;
□ Creditor on [Date] _____________, 20__;
□ The Court raised the possibility of Loss Mitigation on [Date] __________, 20__.
Pursuant to the Loss Mitigation Program Procedures, the parties have had notice and an
opportunity to object. Upon the foregoing, it is hereby
ORDERED, that the following parties (collectively, the “Loss Mitigation Parties”) are
directed to participate in Loss Mitigation on Loan ending in [last four (4) digits of Loan account
number]:
1. The Debtor, [name of Debtor]; and
2. The Creditor, [name of Creditor] with respect to (address of residence).
ORDERED, that the Loss Mitigation Parties shall comply with the Southern District of
New York Loss Mitigation Program Procedures; and it is further
ORDERED, that the Loss Mitigation Parties shall observe the following deadlines:
1. Within 7 days of the entry of this Order:
1

Unless otherwise provided herein, all capitalized terms are defined in the Southern District of New York’s Loss
Mitigation Program Procedures.
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o Service of this Order: The Loss Mitigation Party seeking Loss Mitigation
shall serve this Order upon the other Loss Mitigation Parties and any
additional parties that were served with the Loss Mitigation Request. Upon
service of this Order, an affidavit of service shall be filed with the Court.
2. Within 7 days of the service of the Loss Mitigation Order:
o Designation of Contact Persons: Each Loss Mitigation Party shall designate
contact persons and disclose contact information, unless this information has
been previously provided. As part of this obligation, the Creditor shall furnish
each Loss Mitigation Party with written notice of the name, address and direct
telephone number of the person who has full settlement authority on the loan
in question as well as the attorney or law firm representing the Creditor in the
Loss Mitigation; and
o Creditor Loss Mitigation Affidavit: The Creditor shall serve upon the
Debtor and Debtor’s attorney a request for information using the “Creditor
Loss Mitigation Affidavit”2 form and shall file the “Creditor Loss Mitigation
Affidavit” form and proof of service of same on the Court’s Electronic Case
Filing System (ECF). The Creditor may designate its contact and attorney in
the “Creditor Loss Mitigation Affidavit.”
3. Within 14 days of the service of the Creditor Loss Mitigation Affidavit:
o Debtor Loss Mitigation Affidavit: The Debtor shall serve upon the Creditor
all documents requested in a response to Creditor’s request for information
using the “Debtor Loss Mitigation Affidavit” and Debtor shall file proof of
service of said documents using the “Debtor Loss Mitigation Affidavit” on
ECF. All documents shall be sent in one complete package and served upon
the Creditor’s designated contact person and the Creditor’s attorney.
4. Within 21 days of the service of the Debtor Loss Mitigation Affidavit:
o Conference Call: The Loss Mitigation Parties and their attorneys shall
participate in a conference call to discuss the status of Loss Mitigation.
o Second Creditor Loss Mitigation Affidavit (if any): The Creditor shall file
on ECF and serve upon the Debtor and Debtor’s counsel a second “Creditor
Loss Mitigation Affidavit” setting forth any additional financial documents
required from the debtor(s), including, if applicable, a detailed description of
2

Italicized words in quotations indicate that there is a form by the same name on the Bankruptcy Court’s website.
These forms shall be used whenever applicable.
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any inconsistencies found by the Creditor in the Debtor’s documents that
requires further clarification and the clarification required, together with an
affidavit of service for same. Failure to timely file the “Creditor Loss
Mitigation Affidavit” requesting additional documents or explanations of
inconsistences, if any, may result in the Creditor waiving its right to obtain
addition financial information from the Debtor and said Creditor may be
required to accept the Debtor’s representations regarding income or other
financial matters;
5. Within 14 days of the service of the Second Creditor Loss Mitigation Affidavit:
o Second Debtor Loss Mitigation Affidavit (if any): The Debtor shall provide
any requested information to the Creditor and file on ECF a second “Debtor
Loss Mitigation Affidavit” demonstrating service of same upon the Creditor.
6. Within 60 days of the service of the Loss Mitigation Order:
o Second Conference Call: The Loss Mitigation Parties and their attorneys
shall participate in a second conference call if any documents remain
outstanding.
o Status Report: The Loss Mitigation Parties shall file a status report in the
form of a letter evidencing compliance with this Order and updating the Court
on the status of the Loss Mitigation and summarizing the conference call.
7. Within 75 days of service of the Loss Mitigation Order:
o Status Conference: An first status conference shall be held in this case on
[check Court’s website for a Loss Mitigation hearing date within 75 days of
the service of this Order] at 9:30 AM at the United States Bankruptcy Court
located at
(the “Initial Status Conference”). The Loss Mitigation
Parties shall appear at the Status Conference and provide the Court with a
verbal Status Report. The Initial Status Conference cannot be adjourned
without permission of the Court and consent of the other Loss Mitigation
Parties.


If the Debtor has failed to provide any and all of the requested documents
prior to the Initial Status Conference, the Debtor shall appear at the Initial
Status Conference with said documents or be prepared to testify as to why
the Debtor has failed to provide them.



Should Debtor fail to provide to the Creditor all requested documentation
as required by the Creditor’s First and/or Second Loss Mitigation
Affidavits by the Initial Status Conference, the Creditor may seek
Page 3 of 5
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termination of Loss Mitigation at the Initial Status Conference, provided
that the Creditor files a “Request to Terminate Loss Mitigation” at least
seven (7) days prior to the Initial Status Conference in accordance with the
Loss Mitigation Program Procedures.


At the Initial Status Conference, the Court may consider a Settlement
reached by the Loss Mitigation Parties, or may adjourn the Initial Status
Conference, as necessary.

8. Within 30 days of the Initial Status Conference:
o Creditor Status Report: The Creditor shall file a status report indicating
whether or not the Debtor is entitled to a loan modification. If a modification
is offered, this status report shall set forth the terms and conditions thereof. If
no determination has been made upon this loan, the status report shall include
the name and phone number of the underwriter reviewing the file and the
exact level of review of the loan. Failure to do so may result in the Court
scheduling a date for Creditor, by a representative of same with full settlement
and negotiation authority, to appear before it to explain why it has not
provided to the Debtor with such information.


Appearance of Bank Representative: Should a representative of the
Creditor be required to appear at any time during the Loss Mitigation,
the Creditor shall file a letter designating the agent appearing before
the Court upon ECF.

And it is further
ORDERED, that any matters that are currently pending between the Loss Mitigation
Parties may be adjourned by the Court to the date of the Initial Status Conference to the extent
those matters concern (1) relief from the automatic stay, (2) objection to the allowance of a proof
of claim, (3) reduction, reclassification or avoidance of a lien, (4) valuation of a Loan or
Property, (5) objection to confirmation of a plan of reorganization; or (6) any other matter so
scheduled by the Court.
ORDERED that in a chapter 7 case, the entry of this Order automatically defers the entry
of an order granting the Debtor’s discharge until one day after an “Order Terminating Loss
Mitigation and Final Report” is filed pursuant to Federal Rule of Bankruptcy Procedure
4004(c)(2). The time to object to the Debtor’s discharge or the dischargeability of a debt is
NOT extended by this Order; and it is further

Page 4 of 5

Page 488

ORDERED, that the time for each Creditor that is a Loss Mitigation Party in this case to
file an objection to a plan of reorganization shall be extended until 14 days after the filing of an
“Order Terminating Loss Mitigation and Final Report.”
Dated:
.

BY THE COURT
__________________________
United States Bankruptcy Judge
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United States Bankruptcy Court
Middle District of Florida

Karen S. Jennemann
Chief Judge

Lee Ann Bennett
Clerk

DATE:

April 3, 2015

FROM:

US Bankruptcy Court, Middle District of Florida

TO:

Participants in Mortgage Modification Mediations in Bankruptcy

SUBJECT:

Uniform District-wide Mortgage Modification Mediation Procedures

Effective August 15, 2014, the Bankruptcy Court for the Middle District of Florida is adopting
uniform district-wide mortgage modification mediation procedures (MMM). The following
general terms apply:
1. MMM is available in all cases and for any type of real property.
2. A motion seeking MMM shall include, on the first page of the motion, a complete
property address of the relevant property and the last four digits of the mortgage loan
number. If not included, the motion will be abated until an amended motion containing
the required information is filed.
3. No negative notice is required for a motion seeking MMM but lenders may seek
reconsideration for cause within 14 days of entry of an order directing MMM.
4. A motion seeking MMM shall be filed within 90 days of the filing or conversion of the
case. The Court will prepare and enter an order directing MMM on timely filed motions.
If not timely filed, the Court will set a hearing and will grant the request only if good
cause is demonstrated for the delay.
5. The parties will conclude the MMM process within 150 days of the filing or conversion
of the case, unless that time is enlarged by written consent on the portal, by stipulation of
the parties, or by Court order.
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6. Parties shall have 14 days after the entry of the order directing MMM to jointly select a
mediator qualified pursuant to Administrative Order FLMB-2013-3 or to object to the
mediator selection process. If the parties cannot agree on a mediator, the Debtor will
select a mediator, and the lender may file an objection within 7 days. If a timely objection
to a mediator is filed, the Chapter 12 or 13 Trustee or the Clerk in a Chapter 7 or 11 case
will select the mediator.
7. Both Debtor and Lender each shall pay $250 directly to the mediator within seven days
of the designation of the mediator. Parties also shall equally pay the Mediator for any
additional hourly fees incurred from MMM conferences that extend beyond two, onehour sessions.
8. Parties must use the secure portal (the “Portal”) (e.g. https://www.dclmwp.com/Home)
for submission of documents to initiate the MMM and follow guidelines included in the
Court’s order directing MMM.
9. The parties may communicate outside the Portal orally, but all written communication
shall occur through the Portal.
10. Parties may submit a proposed order simultaneously with a motion seeking approval of a
temporary MMM agreement without need of negative notice or hearing.
11. Parties may use negative notice when filing a motion seeking approval of a permanent
MMM agreement.
12. An order approving a permanent MMM agreement (i) shall be in a format that can be
recorded in the public records of the county where the relevant property is located, and
(ii) should be recorded by the Debtor within 90 days of the entry of the order, unless the
parties agree otherwise.
13. In Chapter 12 and 13 cases, Debtors seeking MMM must provide adequate protection to
the lenders. For homestead properties, the Debtor must pay the Chapter 12 or 13 Trustee
the lesser of (1) 31% of their gross disposable income (after deducting homeowner
association fees), or (2) the normal monthly contractual mortgage payment. For nonhomestead property, the Debtor shall pay to the Chapter 12 or 13 Trustee 75% of all
rental income generated by the property. The Trustee shall hold the funds pending either
further order of the Court or a joint stipulation of the parties. In all other chapters, the
Debtor shall make the trial payments directly to the lender as agreed between the parties
and without requiring Court approval or any modification of the automatic stay.
14. In Chapter 12 and 13 cases, the Court may confirm a plan of reorganization subject to
pending MMM.
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15. The MMM procedures do not affect amounts of allowed attorney fees for debtor and
creditor attorneys participating in the MMM program. Divisional practices and
limitations on such fees still control.
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UNITED STATES BANKRUPTCY COURT
MIDDLE DISTRICT OF FLORIDA
________________ DIVISION
www.flmb.uscourts.gov
In re

)
)
)
)
)
)

,
Debtor(s).

Case No. 6:bk--____
Chapter ___

MOTION FOR REFERRAL TO MORTGAGE MODIFICATION MEDIATION

The Debtor(s) requests entry of an order referring the Debtor(s) and [list creditors with
mortgages encumbering the Debtor(s) residential property], whose mortgage lien encumbers the
Debtor(s) real property located at: ________________________ with a Mortgage Loan Number
ending in XXXX, to mortgage modification mediation, and in support states:
1.
The Debtor(s) filed this bankruptcy case in an attempt to retain their primary
residence.
2.
The Debtor(s) would like to modify the terms of the mortgage(s) encumbering
their primary residence. The Debtor(s) income will allow them to contribute as much as 31
percent of their current gross income to payment of their modified mortgage debt
3.
Mediation will assist the parties in negotiation of a modification of the relevant
mortgage(s).
WHEREFORE, the Debtor(s) requests the entry of an order referring this case to
mediation and for such other and further relief the Court deems just and proper.
Dated: ______________________

_______________________
[Attorney Name]
[Name & Address of Firm]

CERTIFICATE OF SERVICE
I hereby certify that a true and correct copy of the above and foregoing has been provided by
U.S. Mail, electronic mail, or facsimile transmission this ___ day of______________, ____, to:
Debtor
Debtor’s Attorney:
Trustee:
Creditor’s Attorney
Creditor:
By:
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______________________________
[Attorney Name]

UNITED STATES BANKRUPTCY COURT
MIDDLE DISTRICT OF FLORIDA
_______ DIVISION
www.flmb.uscourts.gov
In re:
Case No.
Chapter
Debtor*
________________________________/

ORDER DIRECTING
MORTGAGE MODIFICATION MEDIATION

THIS CASE came on for consideration of Debtor’s Motion for Mortgage Modification
Mediation [Doc. No. ____] (the “Motion”) regarding creditor [ creditor name ], property address
[ property address ] and loan number ending in [ #### ].
Accordingly, it is
ORDERED:
1.

The Motion is granted.

2.
Selection of Mediator. Parties shall have 14 days after entry of this Order to jointly
select a Mediator qualified pursuant to Administrative Order FLMB-2013-3. If the parties cannot
timely agree on a Mediator, the Debtor will select the Mediator, and the Lender may file an
objection within seven days. If a timely objection to a Mediator is filed, the Chapter 12 or 13
Trustee or the Clerk in a Chapter 7 or 11 case will appoint the Mediator from the Court’s list of
approved Mediators. If the Debtor is not represented, the Court may select a Mediator.
3.
Objections to Mortgage Modification Mediation (“MMM”). Lender may seek
reconsideration of this Order by written motion filed within 14 days after entry of this Order. If a
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timely motion for reconsideration is filed, the Court will set a hearing, and all deadlines in this
Order are suspended pending resolution of the motion.
4.
MMM
Portal.
Parties
may
use
a
secure
Portal
(e.g.
https://www.dclmwp.com/Home) for the submission of all documents related to the MMM
process. Parties may communicate outside the Portal orally and may file duplicate documents
elsewhere, but all written communication relating to the MMM process shall occur through the
Portal. Any litigated matters incidental to the mediation are considered separate matters, and
parties are not required to use the Portal for these separate matters.
5.
Registration on the Portal. All parties and their attorneys must register to obtain
access to the Portal. Parties and their counsel shall register with the Portal within seven days of the
entry of this order; however, registration is a one-time event and, once registered, the party can
use the Portal on other MMM mediations without registering again.
6.
Initial Lender’s Package. Upon registration, Lender shall provide to the Portal
vendor all forms, documentation, and other requirements required for the Lender to start the MMM
process (“Lender’s Initial Package”) for posting on the Portal. Lender shall update its
requirements, as needed. If the Lender fails to timely register or supply its Initial Lender’s Package,
the Debtor may file a motion with the Court seeking sanctions against the Lender.
7.
Identification of Mediators. Debtor shall identify the Mediator on the Portal within
seven days of the Mediator’s selection.
8.
Submission of Documents on Portal. No later than seven days after the Lender’s
registration on the Portal, the Debtor shall a) pay the Portal fee, b) upload a copy of this Order to
the Portal, and c) submit all documents and financial information requested by the Lender to the
Portal. Within 14 days thereafter, the Lender shall acknowledge receipt of the Debtor’s information
and advise the Debtor of any additional or missing information needed by the Lender to proceed
with its review. Debtor must supply any missing or additional information to the Lender via the
Portal within seven days from the time of the Lender’s request.
9.
Scheduling Mediation. Within 28 days of the entry of this Order, the Mediator shall
work diligently with the parties to coordinate a mutually convenient date, time, and place of the
mediation.
10.
Conclusion of Mediation within 150 Days. Parties will conclude the MMM process
within 150 days of the filing or conversion of the case, unless that time is enlarged by written
consent on the Portal, by stipulation of the parties, or by Court order.
11.
Settlement Authority. Lender’s designated representative shall have the authority
(within investor guidelines)to settle and will attend and continuously participate in all scheduled
mediation sessions.
12.
Telephonic Attendance. Parties may participate in mediation sessions by telephone
with the Mediator’s approval. Debtor shall provide a foreign language interpreter, if necessary, at
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the Debtor’s expense. All parties not physically present must be ready, willing, and able to sign a
binding settlement agreement by facsimile, email, or other electronic means at the time of
mediation.
13.
Lender Obligations. Lender shall timely underwrite the loan modification request.
If the Lender transfers the loan, the Lender must provide a copy of this Order to the Successor
Lender, who is obligated to comply with all terms of this Order and is bound by all agreements,
whether interim or final.
14.

Mediator Obligations. The mediator shall:

a)
Be governed by the standards of professional conduct set forth in the Florida
rules for certified and court-appointed mediators and shall have judicial immunity in the same
manner and the same extent as a judge;
b)
Receive compensation in the amount of $500.00 for preparation for the
mediation, execution of required documents, facilitation of document and information exchange
between the parties, and participation in no more than two one-hour conferences;
c)
Receive compensation at an agreed hourly rate for anyMMM
conferences that extend beyond two one-hour conferences;
d)
Login to the MMM portal within seven days after designation and use the
Portal to facilitate the exchange of information of additional documentation between the Parties in
an effort to perfect the documents needed for Lender to complete its review;
e)
Report on the Portal the scheduling of all mediation sessions and maintain
a log of attendees at each session; and
f)
File with the Court a final report not later than seven days after conclusion
of the final mediation session indicating whether an agreement was reached or not.
15.
Mediator Fees. Both Debtor and Lender each shall pay $250 directly to the
Mediator within seven days of the designation of the Mediator. Parties also shall equally pay the
Mediator for any additional hourly fees incurred from MMM conferences that extend beyond two,
one-hour sessions.
16.
Privileged Communications. All oral or written statements made by the parties,
attorneys, and other participants at or associated with the mediation are privileged and confidential
except that the log of attendees maintained by the Mediator is not confidential. All confidential
statements shall not be reported, recorded, placed into evidence, made known to the Court, or
construed for any purposes as an admission. No party shall be bound by any statement made or
action taken at the mediation conference unless an agreement is reached.
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17.
Stay Lifted to Allow Loan Modification. The automatic stay is modified, to the
extent necessary, to facilitate the MMM process. Participation in mediation conducted pursuant to
this Order does not preclude participation in state court foreclosure mediation.
18.
Adequate Protection Payments. In Chapter 12 and 13 cases, Debtors seeking MMM
must provide adequate protection to the Lenders. For homestead properties, the Debtor must pay
the Chapter 12 or 13 Trustee the lesser of (1) 31% of their gross disposable income (after deducting
homeowner association fees), or (2) the normal monthly contractual mortgage payment. For nonhomestead property, the Debtor shall pay to the Chapter 12 or 13 Trustee 75% of all rental income
generated by the property. The Trustee shall hold the funds pending either further Order of the
Court or a joint stipulation of the parties. In addition, with Chapter 12 and 13 cases, the Court may
confirm a plan of reorganization subject to pending MMM. In all other chapters, the Debtor shall
make the trial payments directly to the lender as agreed between the parties and without requiring
Court approval or any modification of the automatic stay.
19.
Abatement of Payment Changes and Deferral of 3002.1 Notices. All changes to the
regular contractual mortgage payments are abated and all notices required by Bankruptcy Rule
3002.1 (b) and (c) are deferred pending the conclusion of the MMM process, including during any
trial payment period.
20.
Distribution of Payments made during the MMM Process. Unless the parties have
agreed to the contrary, MMM payments made during the MMM process will be applied in
accordance with the applicable loan documents and non-bankruptcy law.
21.
Distribution of Payments after Conclusion of the MMM Process. When the MMM
is concluded, if all payments provided by a Chapter 12 or Chapter 13 bankruptcy plan have not
been distributed to the lender then the balance held by the trustee shall be distributed:
a)
If MMM is successful, as specifically agreed to by the parties in the
agreement reached by the parties (which may include the lender’s decision to decline receipt of
additional funds);
b)

If MMM is not successful, then the balance:

(i)
shall be distributed to the lender to be applied by the lender in
accordance with the applicable loan documents and non- bankruptcy law, or
(ii)
the lender may affirmatively reject the balance of the payments and
the trustee shall distribute payments as provided by the Chapter 13 Plan or Confirmation Order.
22.
Good Faith Requirement. All parties are directed to comply with this Order and to
engage in the MMM process in good faith. Failure to do so may result in the imposition of damages
and sanctions.
23.
Extension of Deadlines. Any of the deadlines imposed by this Order may be
extended by order of the Court.
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24.
Parties Directed to Comply. If any parties or their counsel fail to comply with the
terms of this Order, the Court will consider a motion to vacate this Order and also may impose
sanctions.

Movant’s Attorney is directed to serve a copy of this order on interested parties and file a Proof of
Service within 3 days of entry of the order.

Form Revised 05/21/2015
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Appendix IX
[Revised 4/1/14]
UNITED STATES BANKRUPTCY COURT
DISTRICT OF RHODE ISLAND
EIGHTH AMENDED LOSS MITIGATION
PROGRAM AND PROCEDURES
I. PURPOSE
The Loss Mitigation Program is designed to function as a forum for debtors and lenders to
reach consensual resolution when a debtor’s residential property is at risk of foreclosure. The
Loss Mitigation Program aims to facilitate such resolution by opening communications between
the debtors’ and lenders’ decision-makers. While the Loss Mitigation Program stays certain
bankruptcy deadlines that may delay the normal progress of bankruptcy administration, more
importantly, the Loss Mitigation Program encourages the parties to finalize a feasible and
beneficial agreement under Bankruptcy Court protection, instead of seeking dismissal of the
bankruptcy case.
II. LOSS MITIGATION DEFINED
The “loss mitigation” process is intended to include the full range of solutions that may
prevent either the loss of a debtor’s property to foreclosure, increased costs to the lender, or both.
Loss mitigation commonly consists of several general types of agreements, or a combination of
them: loan modification, loan refinance, forbearance, short sale, or surrender of the property in
full satisfaction. The terms of a loss mitigation solution will vary in each case according to the
particular needs and goals of the parties.
III. ELIGIBILITY
The following definitions describe the types of parties, properties and loans that are eligible
for participation in the Loss Mitigation Program:
A. DEBTOR
The term “Debtor” means any individual debtor in a case filed under Chapter 7, 11, 12 or 13
of the Bankruptcy Code, including joint debtors. If the Debtor is represented by counsel, the term
“Debtor” is to be interpreted to include both the Debtor and the Debtor’s counsel, unless the
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Debtor, with the approval of Debtor’s counsel, has expressly requested and authorized direct
involvement without counsel. As a condition of a Chapter 7 Debtor’s participation in loss
mitigation, the Debtor must timely file a financial management course certificate within sixty
days of the initial date set for the § 341 meeting of creditors pursuant to Fed. R. Bankr. P.
1007(c) and comply with all other requirements of the Bankruptcy Code. If the financial
management course certificate is not timely filed then loss mitigation may be terminated. The
fact that a discharge has entered or that relief from stay has been granted does not prevent a
Debtor from requesting loss mitigation or prevent the Court from entering a Loss Mitigation
Order. However, neither do these actions prevent such Creditors from pursuing their state court
rights during the loss mitigation period, if they so elect. Nothing herein prevents a party from
filing a motion for specific relief.
B. PROPERTY
The term “Property” means any real property used as the principal residence of an eligible
Debtor in which that Debtor holds an interest.
C. LOAN AND ESCROW
The term “Loan” means any mortgage, lien or extension of money or credit secured by
eligible Property, regardless of whether the Loan (1) is considered to be “subprime” or “nontraditional,” (2) was in foreclosure prior to the bankruptcy filing, (3) is the first or junior
mortgage or lien on the Property, or (4) has been “pooled,” “securitized,” or assigned to a
servicer or to a trustee. The term “Escrow” means the payment in excess of principal and interest
as defined in the applicable Loan document(s).
D. CREDITOR
The term “Creditor” refers to any mortgage holder, assignee, servicer or trustee of an eligible
Loan.

IV. ADDITIONAL PARTIES
A. OTHER CREDITORS
Where necessary or desirable to obtain a global (i.e., more than a two party) resolution, any
party may request, or the Bankruptcy Court may direct that multiple Creditors participate in the
loss mitigation process.
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B. CO-DEBTORS AND THIRD PARTIES
Where the participation of a co-debtor or other third party is necessary or desirable, any party
may request, or the Bankruptcy Court may direct that such party participate in loss mitigation, to
the extent that the Bankruptcy Court has jurisdiction over the party, or if the party consents to
such participation.
C. CHAPTER 13 TRUSTEE
It is the duty of the Chapter 13 Trustee under § 1302(b)(4) of the Bankruptcy Code to
“advise, other than on legal matters, and assist the debtor in performance under the plan.” Any
party may request, or the Bankruptcy Court may direct the Chapter 13 Trustee to participate in
loss mitigation to the extent that such participation would be consistent with the Chapter 13
Trustee’s duties under the Bankruptcy Code.

V. COMMENCEMENT OF LOSS MITIGATION
In a Chapter 7 case, the request for loss mitigation must be filed within 60 days of the
petition date by one of the methods provided below. A loss mitigation request filed after the 60th
day following the petition date must be accompanied by a motion to file out of time, pled with
specificity. The consideration of such motion is within the Court’s discretion. In a Chapter 13
case, the request for loss mitigation may be filed at any time by one of the methods provided
below, although parties are encouraged to request loss mitigation as early in the case as possible.
A. BY THE DEBTOR
1. In Section XIII of the Model Chapter 13 Plan (RI Local Form W.1), a Chapter 13 Debtor
may indicate an interest in discussing loss mitigation with a particular Creditor. If the box in
Section XIII is checked, within seven (7) days of filing the Plan, the Debtor shall serve on the
Creditor and its registered agent, and on its counsel, if known, and file with the Court, a Notice
and/or Request for Loss Mitigation (3rd Amended Form A) (“Debtor’s Request for Loss
Mitigation”). The Creditor shall have fourteen (14) days to object. If no objection is filed, the
Bankruptcy Court may enter a Loss Mitigation Order setting forth the applicable deadlines for
the loss mitigation process. If the Creditor/Lender is the United States, its agency, corporations,
officers or employees [e.g., HUD], service of the Notice and/or Request for Loss Mitigation shall
be made at the office of the United States Attorney for the District of Rhode Island.
2. Alternatively, a Debtor may file with the Court and serve on the Creditor and its counsel,
if known, a Debtor’s Request for Loss Mitigation. The Creditor shall have fourteen (14) days to
object. If no objection is filed, the Bankruptcy Court may enter a Loss Mitigation Order setting
forth the applicable deadlines for the loss mitigation process. Only one creditor/property may be
included on the Debtor’s Request for Loss Mitigation. Use separate forms for additional creditors
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(liens). If the creditor/lender is the United States, its agency, corporations, officers or employees
[e.g., HUD], service of the Notice and/or Request for Loss Mitigation shall be made at the office
of the United States Attorney for the District of Rhode Island.
3. If a Creditor has filed a motion for relief from the automatic stay pursuant to § 362 of the
Bankruptcy Code (a “Lift-Stay Motion”), the Debtor may file a Debtor’s Request for Loss
Mitigation so long as it is filed within the objection period set for the Lift-Stay Motion. The
Debtor shall also timely file an objection to the Lift-Stay Motion stating all the grounds for such
objection. The Debtor and Creditor shall appear at the scheduled hearing on the Lift-Stay
Motion, at which time the Bankruptcy Court will consider the loss mitigation request and any
opposition by the Creditor. If the objection deadline in the loss mitigation request expires before
the scheduled hearing and no objection is filed, the matter will be automatically removed from
the calendar, all pending matters will be continued, and the parties will be so notified. If the
Court enters the Loss Mitigation Order, Lift-Stay Motions will be continued to the next loss
mitigation status hearing held in the case.
B. BY A CREDITOR
A Creditor may file with the Court and serve on the Debtor and Debtor’s counsel, if any, a
Creditor’s Request for Loss Mitigation (2nd Amended Form B). The Debtor shall have seven (7)
days to object. If no objection is filed, the Bankruptcy Court may enter a Loss Mitigation Order
setting forth the applicable deadlines for the loss mitigation process.
C. FEES
Debtor’s Request for Loss Mitigation (3rd Amended Form A) requires the Debtor, as part of
participation in the Loss Mitigation Program, to consent to the payment of legal fees to Debtor’s
counsel and Lender’s counsel in an amount up to $2,000 each, or such additional amount as the
Court may allow upon application and notice of hearing. Lender’s counsel may not require
payment of such fee by the Debtor during the loss mitigation process or as a condition of
participation in the loss mitigation process and may only assess the fee to the Debtor’s Loan
account.
D. PAYMENT
This Court’s Loss Mitigation Program is intended to bring debtors and secured lenders
together, hopefully to reach consensual and mutually beneficial resolutions when residential
property is at risk of foreclosure. With this in mind, and consistent with the federal HAMP
eligibility requirements – that homeowners must be in default or at imminent risk of default—the
requirement that debtors make regular mortgage payments during the loss mitigation process will
not be automatically imposed as a condition to participation in the Loss Mitigation Program. To
do so would likely be fatal to the viability of most of the federal, state and municipal programs
that have been developed in response to the residential foreclosure crisis. However, during the
loss mitigation period, the Debtor must make monthly adequate protection payments, as provided
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below in Section VI.B.5, to the Creditor at the Creditor’s loss mitigation contact address, or such
other address as the Creditor may direct.
E. BY THE BANKRUPTCY COURT
The Bankruptcy Court may enter a Loss Mitigation Order at any time, provided that the
parties bound by said Order (the “Loss Mitigation Parties”) have had notice and opportunity to
object and be heard.
F. OPPORTUNITY TO OBJECT
Where any party files an objection, a Loss Mitigation Order shall not be entered until the
Bankruptcy Court, after adequate notice, has either held a hearing to consider the objection, or
overrules the objection without a hearing for failing to include specific reasons why loss
mitigation would not be successful. If a party objects on the ground that loss mitigation has been
requested in bad faith, the assertion must be supported by objective reasons, and/or by sworn
testimony.
To give the Rhode Island Bankruptcy Court Loss Mitigation Program the best chance of
success, parties are advised that objections to loss mitigation participation shall be filed by the
applicable deadline and must contain specific reasons as to why the secured lender believes that
loss mitigation would not be successful.

VI. LOSS MITIGATION ORDER
A. DEADLINES
A Loss Mitigation Order shall contain deadlines for the following:
1. The date by which the Loss Mitigation Parties shall designate contact persons and disclose
contact information, if this information has not been previously provided.
2. The date by which the Creditor must initially contact the Debtor.
3. The date by which the Creditor must transmit information requests to the Debtor.
4. The date by which the Debtor must transmit information requested by the Creditor.
5. The date by which the Court will hold an initial status hearing (“Initial Status Hearing”)
on loss mitigation. In lieu of attending the status hearing, the parties may file a status report
(Form E) with proposed Consent Order (Form F) attached, no later than 3:00 p.m. two (2) days
prior to the scheduled hearing date. If the Court enters the Consent Order, the Initial Status
Hearing will be canceled.
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B. EFFECT
Upon the entry of a Loss Mitigation Order, the following shall apply to the Loss Mitigation
Parties:
1. Any Lift-Stay Motion filed by such Loss Mitigation Creditor prior to or after the entry of
the Loss Mitigation Order shall be scheduled for hearing on the Initial Status Hearing date and
continued to each successive loss mitigation status hearing date; the stay shall be extended
pursuant to § 362(e) of the Bankruptcy Code. If, however, it appears that such motions are being
filed during the loss mitigation period primarily to drive up costs to the Debtor, particularly when
a consensual loan modification is in progress, the Court will consider, on a case by case basis,
whether such fees and costs are appropriate. If the Debtor fails to cooperate in the loss mitigation
process, the Creditor may move to terminate loss mitigation, at which time the Court will
schedule the pending Lift-Stay Motion for the same date as any hearing on the motion to
terminate loss mitigation.
2. In a Chapter 7 case, if the loss mitigation period is anticipated to continue more than 80
days from the date the Chapter 7 petition was filed, Debtors may seek to extend the entry of
discharge pursuant to Fed. R. Bankr. P. 4004(c)(2), in order that the automatic stay not expire
under 11 U.S.C. § 362(c)(2) (C).
3. In Chapter 13 cases, the hearing date for confirmation of the plan shall be continued to a
date after the last day of the loss mitigation period. The deadline by which a Creditor must object
to confirmation shall be governed by LBR 3015-1(c)(2) and/or 3015-3(b)(e), as applicable, and
calculated from the rescheduled confirmation date.
4. During the loss mitigation period, Debtor must stay current with their Chapter 13 plan
payments in order to remain eligible for the program.
5. During the loss mitigation period, the Debtor must make monthly adequate protection
payments to the Loss Mitigation Creditor in an amount equal to 31% of Debtor’s gross monthly
income as reported on Bankruptcy Schedules I & J, subject to the exceptions set forth herein. If
more than one Loan is subject to loss mitigation, the combined adequate protection payments for
all such Loans shall be equal to 31% of Debtor’s gross monthly income as reported on
Bankruptcy Schedules I & J. In the event 31% of the Debtor’s gross monthly income as reported
on Bankruptcy Schedules I & J is insufficient to pay the Escrow portion of all Loans subject to
loss mitigation, the Debtor shall make monthly adequate protection payments equivalent to the
contractual monthly Escrow payments due under the relevant Loans. Further, if the Debtor’s
contractual monthly mortgage payments, including the Escrow portion, for all Loans subject to
loss mitigation is less than 31% of the Debtor’s gross monthly income as reported on Bankruptcy
Schedules I & J, then the Debtor shall make monthly adequate protection payments equivalent to
the contractual amounts due under the Loan documents. Such monthly payments must
commence within (a) 30 days of the entry of the Loss Mitigation Order or (b) 10 days after the
Creditor provides its contact information, whichever is the later date. Failure to timely make
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such adequate protection payments may result in termination of loss mitigation. Payment should
be sent to the Creditor at the Creditor’s loss mitigation contact address, or such other address as
the Creditor may direct.
6. Pursuant to Fed. R. Evid. 408, all communications and information exchanged by the Loss
Mitigation Parties during the loss mitigation period are without prejudice, and will be
inadmissible in any subsequent judicial proceedings.
VII. DUTIES UPON COMMENCEMENT OF LOSS MITIGATION
Upon entry of a Loss Mitigation Order, the Loss Mitigation Parties shall have the following
obligations:
A. GOOD FAITH
The Loss Mitigation Parties shall negotiate in good faith. A party failing or refusing to
participate in loss mitigation in good faith may be subject to sanctions. At any time during the
loss mitigation period, a party seeking compliance with deadlines should file a motion to compel
compliance with the Loss Mitigation Order or seek termination of loss mitigation, if appropriate.
B. CONTACT INFORMATION
1. The Debtor: The Debtor shall provide written notice to each Creditor, indicating the
manner in which the Creditor should contact the Debtor, unless the Debtor has already done so in
the Chapter 13 plan or as part of its request for loss mitigation.
2. The Creditor: Each Creditor shall provide written notice to the Debtor, identifying the
name, address, and direct telephone number of the contact person with settlement authority,
unless a Creditor has already done so as part of a prior request for loss mitigation.
C. STATUS HEARING
The Court will hold an Initial Status Hearing on a date set forth in the Loss Mitigation Order.
In lieu of attending the status hearing, the parties may file a status report (Form E) with proposed
Consent Order (Form F) attached, no later than 3:00 p.m. two (2) days prior to the scheduled
hearing date. If the Court enters the Consent Order, the Initial Status Hearing will be canceled.
D. BANKRUPTCY COURT APPROVAL
1. Chapter 13 Cases: The Loss Mitigation Parties shall file a written request for Bankruptcy
Court approval of any resolution or settlement reached during the loss mitigation process in a
Chapter 13 case. See also Section X infra.
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2. Chapter 7 Cases: The Loss Mitigation Parties are not required to seek Bankruptcy Court
approval of any resolution or settlement reached during the loss mitigation process, including
approval of any loan modification agreement, and such Parties are authorized to effectuate such
resolution or settlement without further order or approval of the Bankruptcy Court or the Chapter
7 Trustee. However, the Loss Mitigation Parties are required to file Form D upon the successful
completion of loss mitigation. See also Section X infra.

VIII. THE LOSS MITIGATION PROCESS
A. INITIAL CONTACT
Within seven (7) days after entry of a Loss Mitigation Order, unless a different deadline is set
by the Court, the contact person designated by each Creditor shall contact the Debtor’s counsel,
or Debtor, if specifically authorized, and any other Loss Mitigation Party. The Debtor may
contact any Loss Mitigation Party at any time. The purpose of the initial contact is to create a
framework for the discussion at the Loss Mitigation Session and to ensure that each of the Loss
Mitigation Parties will be prepared to participate meaningfully in the Loss Mitigation Session – it
is not intended to preclude the introduction of additional issues or proposals that may arise
during the session. During the initial contact phase, the Loss Mitigation Parties should agree
upon:
1. The time, place and method for conducting the loss mitigation sessions.
2. The types of loss mitigation solutions under consideration by each party.
3. A plan for the exchange of requested information prior to the loss mitigation session,
including the due date for the Debtor to complete and return any information request or other
loss mitigation paperwork that each Creditor may require. All such information shall be provided
at least seven (7) days prior to the Loss Mitigation Session.
B. LOSS MITIGATION SESSIONS
Loss Mitigation Sessions may be conducted in person, telephonically, via video conference
or by e-mail communication. Prior to the conclusion of each Loss Mitigation Session, the Loss
Mitigation Parties should discuss whether additional sessions are necessary and set the time and
method for conducting any additional sessions, including a schedule for the exchange of any
further information or documentation that may be required.
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C. BANKRUPTCY COURT ASSISTANCE
At any time during the loss mitigation period, a Loss Mitigation Party may request a
settlement conference or status conference with the Bankruptcy Court, on any subject dealing
with the loss mitigation process.

IX. DURATION, EXTENSION AND EARLY TERMINATION
A. INITIAL PERIOD
The initial loss mitigation period shall be set by the Bankruptcy Court in the Loss Mitigation
Order.
B. EARLY TERMINATION
1. Upon Request of a Loss Mitigation Party: A Loss Mitigation Party may request that the
loss mitigation period be terminated for cause, and shall state the reason(s) for the request.
Except where early termination is necessary to prevent irreparable injury, loss or damage, the
request shall be made on notice to all other Loss Mitigation Parties, and if necessary, the
Bankruptcy Court may schedule a hearing to consider said request.
2. Dismissal of the Bankruptcy Case:
a. Other than at the request of a Chapter 13 Debtor, or on the motion of the
United States Trustee, the case trustee, or the Court acting sua sponte, for failure
to comply with requirements under the Bankruptcy Code, a case shall not be
dismissed during the loss mitigation period unless the Loss Mitigation Parties
have provided the Bankruptcy Court with an explanatory status report that is
approved by the Court.
b. Upon the request of a Chapter 13 Debtor: A Debtor shall not be required to
request dismissal of the bankruptcy case as part of any resolution or settlement
that is offered or agreed to during the loss mitigation period. Where a Chapter 13
Debtor requests voluntary dismissal of the bankruptcy case during the loss
mitigation period, the Debtor’s dismissal request shall indicate whether the
Debtor agreed to any settlement or resolution with a Loss Mitigation Party during
the loss mitigation period or intends to accept an offer of settlement made by a
Loss Mitigation Party during the loss mitigation period.

Page 507

c. Notice: If a bankruptcy case is dismissed for any reason during the loss
mitigation period, the Clerk of the Court shall note on the docket that loss
mitigation efforts were ongoing at the time the bankruptcy case was dismissed.
X. RESOLUTIONS
The Bankruptcy Court will consider any agreement reached during loss mitigation in Chapter
13 cases and may approve the same (“Resolution”), subject to the following:
1. Implementation: A Resolution may be noticed and implemented in any manner permitted
by the Bankruptcy Code and Federal Rules of Bankruptcy Procedure (“Bankruptcy Rules”),
including, but not limited to, a stipulation, sale, plan of reorganization or amended plan of
reorganization. All settlement agreements that result in loan modifications in Chapter 13 cases
must be accompanied by a completed and signed Form D, Proposed Loan Modification
Agreement. Upon Resolution in a Chapter 7 case, the Loss Mitigation Parties shall file a
completed and signed Form D, Proposed Loan Modification Agreement.
2. Fees, Costs or Charges: If a Resolution provides for a Creditor to receive payment or
reimbursement of any fee, cost or charge that arose from loss mitigation, other than those fees
authorized by Section V.C. above, all such fees, costs or charges shall be disclosed to the Debtor,
the case trustee, the United States Trustee, and to the Bankruptcy Court prior to (a) approval of
the Resolution in a Chapter 13 case or (b) finalization of any Resolution in a Chapter 7 case.
3. Signatures: In a Chapter 13 case, consent to the Resolution shall be acknowledged in
writing by (1) an authorized representative of the Creditor, (2) the Debtor, and (3) the Debtor’s
attorney, if applicable.
4. Hearing: Where a Debtor in a Chapter 13 case is represented by counsel, a Resolution
may be approved by the Bankruptcy Court without further notice, or upon such notice as the
Bankruptcy Court directs. Where a Debtor in a Chapter 13 case is not represented by counsel, a
Resolution shall not be approved until after the Bankruptcy Court has conducted a hearing at
which the Debtor shall personally appear.
5. Supplemental Schedules I and J, Amended Chapter 13 Plan, if applicable, and Updated
Objection to Confirmation: Within fourteen (14) days after Court approval of a loss mitigation
Resolution, the Debtor shall file Supplemental Schedules I and J, and an amended Chapter 13
Plan, if applicable. The Creditor shall update any previously filed objection to the Chapter 13
Plan, if applicable, at least seven (7) days before the rescheduled confirmation hearing date. If an
updated objection is not filed, the Court will deem the original objection to have been
withdrawn.
6. Dismissal Not Required: A Debtor is not required to request dismissal of the bankruptcy
case in order to effectuate a Resolution. Where the Debtor requests or consents to dismissal of
the bankruptcy case as part of the Resolution, the Bankruptcy Court may approve the agreement
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as a “structured dismissal,” if such action complies with the Bankruptcy Code and the
Bankruptcy Rules, and does substantial justice between the parties.

XI. COORDINATION WITH OTHER PROGRAMS
[Provision may be added in the future to provide for coordination with other loss mitigation
programs.]
XII. EFFECTIVE DATE
Pursuant to General Order 09-003, the Court’s Loss Mitigation Program first became
effective on November 1, 2009. By General Order 10-001, the Court issued its First Amended
Loss Mitigation Program which took effect on January 15, 2010, on April 1, 2010, by General
Order 10-002, the Second Amended Loss Mitigation Program went into effect, on August 23,
2010, by General Order 10-003, the Third Amended Loss Mitigation Program took effect, on
February 14, 2011, by General Order 11-001, the Fourth Amended Loss Mitigation Program
took effect, on October 3, 2011, the Fifth Amended Loss Mitigation Program took effect, on
December 1, 2011, the Sixth Amended Loss Mitigation Program took effect, on June 3, 2013, the
Seventh Amended Loss Mitigation Program took effect, and on April 1, 2014, by General Order
14-001, this Eighth Amended Loss Mitigation Program will take effect.
Rev. 4/1/14
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IN THE UNITED STATES BANKRUPTCY COURT
FOR THE WESTERN DISTRICT OF PENNSYLVANIA
In Re:
Implementation of Revised Loss
Mitigation Program Local Rules
and Forms Effective April 1, 2014

)
)
)
)
)

General Order #2014-2

GENERAL ORDER

The United States Bankruptcy Court for the Western District of Pennsylvania (the
"Court") implemented a Loss Mitigation Program (LMP) on September 12, 2012. Having
administered more than one thousand LMP cases, the Court has determined that refining its LMP
is in the interest of the Court, the bar and the public. Therefore,
AND NOW, this

7'h day of March, 2014, it is hereby ORDERED that, effective April 1,

2014:

(1)

The version of W.PA.LBR 9020-1 through 9020-7 and Local Bankruptcy Forms 39
through 48, as annexed to this Order, shall supersede all prior LMP Local Rules and
LMP Local Forms.

(2)

This Order also shall supersede: General Orders #2013-11 and #2014-1, Important
Notices #1 through #7, information related to the September 27, 2012 Open
Forum, and information related to the December 6, 2013 Allegheny County Bar
Association's Annual Bankruptcy Symposium.

(3)

In all other respects, the Court's Local Bankruptcy Rules and Forms, as amended
by General Orders #2013-10 and #2013-12, remain in full force and effect until
further order of Court.

JEFFERY A. DELLER, CHIEF WDGE
UNITED STATES BANKRUPTCY COURT
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Rule 9020-1 LOSS MITIGATION PROGRAM
(a)
The Loss Mitigation Program (“LMP”) is a structured process to facilitate
consensual resolutions when residential property is at risk of foreclosure.
(b)
For purposes of the LMP, the following definitions apply in W.PA.LBR 9020-1
through 9020-7:
(1)

“Core LMP Package” refers collectively to all of the forms and supporting
documentation that the Creditor requires to initiate the assessment of loss
mitigation options.

(2)

“Creditor” refers to any mortgage holder, servicer or trustee of an Eligible
Loan.

(3)

“debtor” means any individual debtor in a case filed under Chapter 7, 11,
12 or 13 of the Bankruptcy Code, including joint debtors.

(4)

“Document Preparation Software” refers to a secure online program that
facilitates the preparation of the Core LMP Package by populating the
Primary LMP Documents and generating a customized checklist. A list of
approved Document Preparation Software providers and related
information shall be posted on the Court’s website.

(5)

“Eligible Loan” means any mortgage, lien or extension of money or credit
secured by Eligible Property, regardless of whether the loan is considered
to be subprime or non-traditional, was in foreclosure prior to the
bankruptcy filing, is the first or junior mortgage or lien on the Eligible
Property, and/or has been pooled, securitized or assigned to a creditor or
trustee.

(6)

“Eligible Property” means any real property used as the debtor’s principal
residence in which the debtor holds an interest.

(7)

“LMP Period” is the time during which the LMP is in effect prior to its
expiration or termination by Court order.

(8)

“loss mitigation” includes the full range of solutions that may prevent
either the loss of a debtor’s Eligible Property to foreclosure, increased
costs to the lender, or both, including but not limited to, loan modification,
loan refinance, forbearance, short sale, or surrender of the Eligible
Property in full satisfaction of obligations arising under an Eligible Loan.
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(9)

“Portal” refers to a secure online service that allows LMP documents to be
submitted, retrieved and tracked. A list of approved Portals and related
information shall be posted on the Court’s website.

(10)

“Primary LMP Documents” refers collectively to the documentation that
is generated by the Document Preparation Software.

(c)
Unless otherwise ordered by the Court, the Local Bankruptcy Rules apply to the
LMP, including but not limited to the caption requirements set forth in W.PA.LBR 9004-1, the
certificate of service requirements set forth in W.PA.LBR 2002-1 and the notice requirements set
forth in W.PA.LBR 5005-8.

Rule 9020-2 LOSS MITIGATION PROGRAM COMMENCEMENT
(a)
At any time after the commencement of the case until three (3) days before the
first date scheduled for the First Meeting of Creditors, a debtor with Eligible Property secured by
an Eligible Loan may request the commencement of the LMP by filing a Motion for Loss
Mitigation (substantially in the form of Local Bankruptcy Form 39). The Motion for Loss
Mitigation shall be served on the Creditor and all other creditors whose claims are secured by
liens against the Eligible Property.
(b)
Prior to filing a Motion for Loss Mitigation, the debtor’s counsel (or the debtor if
not represented by counsel) shall:
(1)

perform adequate due diligence concerning the debtor’s eligibility for loss
mitigation by reviewing all of the loan documentation in the debtor’s
possession and confirming all information necessary to make the
certifications required on the Certification of LMP Eligibility and
Readiness (Local Bankruptcy Form 40);

(2)

fully and completely prepare the Primary LMP Documents using Courtapproved Document Preparation Software; and

(3)

if the Creditor is registered on the Portal, download the Core LMP
Package from the Portal and fully prepare all documentation that may be
required and posted by the Creditor in addition to the Primary LMP
Documents.

(c)
A Certification of LMP Eligibility and Readiness (substantially in the form of
Local Bankruptcy Form 40) and a proposed Loss Mitigation Order (substantially in the form of
Local Bankruptcy Form 41) shall be attached to any Motion for Loss Mitigation.
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(d)
The deadline for filing an objection to a Motion for Loss Mitigation is fourteen
(14) days from service of the motion. Objections shall identify with specificity the grounds for
the objection. If no objection is filed, the Court may enter a Loss Mitigation Order without
further notice or hearing.

Rule 9020-3 LOSS MITIGATION PROGRAM PARTICIPATION & DUTIES
(a)
The debtor and Creditor are the primary LMP participants. Any interested party
may request by motion, or the Court may on its own direct, that a co-obligor, additional
creditors, or other third parties participate in the LMP in furtherance of pursuing a global
resolution.
(b)
The Chapter 13 Trustee may participate in the LMP to the extent that such
participation would be consistent with the Chapter 13 Trustee’s duties under the Bankruptcy
Code.
(c)
LMP participants shall act in good faith. A party failing to participate in good
faith may be subject to sanctions after notice and a hearing.
(d)
During the LMP all material communications between the debtor and Creditor
shall be conducted exclusively through the Portal.
(e)
On behalf of each participating party, a person with complete knowledge of the
file so as to be reasonably capable of answering questions posed by the Court related to the LMP
shall attend all LMP-related hearings and conferences before the Court. Attendance at all
hearings and conferences related to the LMP shall be in person, unless participation by telephone
or videoconference is expressly authorized by the Court.
(f)
A debtor who files a Motion for Loss Mitigation immediately shall make (or
cause to be made) adequate protection payments to the Creditor in an amount that is at least sixty
percent (60%) of the monthly principal and interest payment that is contractually due, plus one
hundred percent (100%) of any required monthly escrow payment. If the Creditor objects to the
amount of the adequate protection payment, then after adequate notice the Court shall hold a
hearing to consider the objection.
(g)
If the debtor is required to direct adequate protection payments to a different
address than the debtor utilized prior to the filing of the bankruptcy case, the Creditor shall
promptly advise the debtor of the correct address and any other requirements to ensure the proper
posting and processing of the payments. In Chapter 13 cases, the debtor immediately shall file a
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motion and proposed order requesting the Court to authorize the Chapter 13 Trustee to make
payments to the specified payee at the specified address.
(h)
In the event that the Eligible Loan is transferred or the service rights are assigned
to a new servicer, then immediately on notice of the same the debtor shall file a proposed Order
Substituting LMP Servicer (substantially in the form of Local Bankruptcy Form 46) and initiate
the change of Creditor in the Portal.
(i)
If a relief from stay motion pursuant to section 362(d) is pending when a Loss
Mitigation Order is entered, or if such a motion is filed during the LMP Period, the Court may
condition the stay upon fulfillment of the debtor’s obligations under the Loss Mitigation Order.
If the debtor fails to comply with the debtor’s LMP duties or the Loss Mitigation Order, the
Creditor may apply to terminate the LMP pursuant to W.PA.LBR 9020-5. Additionally, unless
the Creditor specifically objects in writing, it is deemed to consent to a waiver of the deadlines
set forth in section 362(e) of the Bankruptcy Code until thirty (30) days after the conclusion of
the LMP.

Rule 9020-4 LOSS MITIGATION PROGRAM DEADLINES
(a)
The LMP commences upon the entry of a Loss Mitigation Order. The Court, at
its discretion, may alter any of the deadlines set forth in these Local Rules. Where there is a
conflict between the Loss Mitigation Order and these Local Rules, the Order governs.
(b)
If not previously registered, within fourteen (14) days after the entry of the Loss
Mitigation Order, the Creditor shall register and post its entire Core LMP Package on the Portal.
(c)
Within seven (7) days after entry of the Loss Mitigation Order or the Creditor’s
registration on the Portal, whichever occurs later, the debtor shall upload and submit through the
Portal debtor’s completed Core LMP Package.
(d)
Within fourteen (14) days after the debtor’s submission of the Core LMP
Package, the Creditor shall designate, via the Portal, a specific individual who, on behalf of the
Creditor, is the single point of contact for the LMP and is responsible for communicating with
the debtor. The Creditor shall provide the designee’s name, title, email address and either a
direct telephone number or direct extension. At the same time, Creditor shall acknowledge, via
the Portal, receipt of debtor’s Core LMP Package and advise debtor of any additional or missing
information required for the Creditor to proceed with its review. The Creditor shall immediately
notify the debtor, via the Portal, if there is a substituted designee and/or any change in the
designee’s contact information.
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(e)
Within sixty (60) days after the entry of the Loss Mitigation Order, the debtor, on
notice to the Creditor, shall file and serve an LMP Status Report with an attached printout of the
current and complete account history from the Portal. The LMP Status Report shall be
completed in accordance with the instructions provided in the Portal.
(f)
Within seven (7) days after the conclusion of the LMP Period, the debtor, on
notice to the Creditor, shall file and serve an LMP Final Report with an attached printout of the
current and complete account history from the Portal. The LMP Final Report shall be completed
in accordance with the instructions provided in the Portal. The obligation to timely file an LMP
Final Report applies in all cases where a Loss Mitigation Order was issued, regardless of whether
the case was subsequently dismissed or converted.
(g)
If the LMP participants agree to the terms of a loan modification on a trial/interim
basis, the debtor shall file a proposed order to approve the interim trial loan modification
(substantially in the form of Local Bankruptcy Form 47) not less than fourteen (14) days before
the first modification payment is due. In Chapter 13 cases, when trial payments are included as
part of the trial loan modification, the proposed order shall be filed not less than fourteen (14)
days prior to the Chapter 13 Trustee’s distribution date preceding the month in which the first
trial payment is to begin.

Rule 9020-5 LOSS MITIGATION PROGRAM DURATION
(a)
The LMP Period initially shall be ninety (90) days unless otherwise specified in
the Loss Mitigation Order.
(b)
A request to extend the LMP Period shall be made by way of a Motion to Extend
the Loss Mitigation Period (substantially in the form of Local Bankruptcy Form 42). A proposed
order (substantially in the form of Local Bankruptcy Form 43) and a complete and current
printout of the account history from the Portal shall be attached to the Motion.
(c)
A request to terminate the LMP process shall be made by way of a Motion to
Terminate the Loss Mitigation Program (substantially in the form of Local Bankruptcy Form 44).
A proposed order (substantially in the form of Local Bankruptcy Form 45) and a complete and
current printout of the account history from the Portal shall be attached to the Motion.
(d)
Requests to extend or terminate the LMP process shall be served on all parties in
interest, including, where applicable, the trustee or Chapter 13 Trustee.
(e)
The deadline for objecting to a request to extend or terminate the LMP process is
seven (7) business days from the service of the motion.
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(f)
Where a timely objection is filed, the Court may schedule a hearing to determine
whether granting the relief requested is appropriate under the circumstances.

Rule 9020-6 LOSS MITIGATION PROGRAM RESOLUTION
(a)
LMP participants shall seek the Court’s authorization to enter into any agreement
reached during the LMP process, including, but not limited to, a stipulation, sale, plan of
reorganization, amended plan of reorganization, or loan modification, by way of a motion that
complies with W.PA.LBR 9010-3 and W.PA.LBR 9019-1.
(b)
Dismissal of the bankruptcy case shall not be made a requirement of an agreement
reached through the LMP.
(c)
Consent to the resolution shall be acknowledged in writing by an authorized
representative of the Creditor, the debtor, and the debtor’s attorney, if applicable.
(d)
If parties agree to a final or long-term loan modification, the debtor shall file a
Motion to Authorize the Loan Modification, which shall be served immediately on any
applicable trustee and all creditors whose claims are secured by liens against the Eligible
Property. The motion shall contain a detailed analysis of the proposed loan modification, and
shall include a Loan Modification Summary (substantially in the form of Local Bankruptcy Form
48). A copy of the loan modification agreement shall accompany the motion. In a Chapter 13
case, the proposed order shall include the following provisions, where applicable:
(1)

If the loan modification approved by the Court impacts the provisions of
the debtor’s Chapter 13 plan, a modified plan shall be filed within fourteen
(14) days of the entry of the order approving the loan modification.

(2)

If the loan modification approved by the Court results in a material change
in the debtor’s expenses, the debtor shall file an amendment to the
impacted schedules reflecting income and expenses (Schedules I and J)
within fourteen (14) days of the entry of the order approving the loan
modification.

(e)
Where a debtor is represented by counsel, a resolution may be authorized by the
Court without further notice, or upon such notice as the Court directs. Where a debtor is not
represented by counsel, prior to authorizing a resolution the Court may conduct a hearing at
which the debtor shall appear in person. To be authorized by the Court, a proposed resolution
must be in the best interests of the debtor and the bankruptcy estate.
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(f)
In the event a debtor satisfies all payment obligations under a trial/interim loan
modification order, the Creditor shall extend an offer to enter into a final loan modification
agreement within fourteen (14) days of receipt of the last interim payment. If the debtor accepts
the offer, then the debtor immediately shall file and serve a Motion to Authorize the Loan
Modification pursuant to W.PA.LBR 9020-6(d). If the debtor rejects the offer, then the debtor
immediately shall file and serve either a Motion to Extend the Loss Mitigation Period (pursuant
to W.PA.LBR 9020-5(b)) or a Motion to Terminate the Loss Mitigation Program (pursuant to
W.PA.LBR 9020-5(c)) that sets forth the specific reasons for rejecting the offer.

Rule 9020-7 LOSS MITIGATION PROGRAM FEES, COSTS & CHARGES
(a)
Use of the Document Preparation Software requires the debtor to pay a fee of up
to $40.00 to the provider of the Document Preparation Software. Use of the Portal requires the
debtor to pay a fee of up to $25.00 to the administrator of the Portal. If use of the Document
Preparation Software and/or the Portal creates an undue hardship, the debtor may file a motion
specifying why the use of the Document Preparation Software and/or the Portal creates an undue
hardship and requesting permission to prepare and exchange documents and communications
with the Creditor in another manner.
(b)
If a proposed LMP resolution provides for a Creditor to receive payment or
reimbursement of any fee, cost or charge that arose from the LMP process, all such fees, costs
and charges shall be disclosed to the debtor, the trustee, the U.S. Trustee, and to the Court prior
to approval of the resolution. Counsel for the Creditor may be entitled to receive a reasonable
fee for all work involved with the LMP and shall clearly delineate such fee in the LMP
resolution or by amended proof of claim.
(c)
Counsel for the debtor is entitled to receive reasonable compensation for all work
involved in connection with the LMP process and shall file an application for allowance of
attorney fees and costs with the Court, or alternatively accept a “no look” fee in a reasonable
amount not to exceed $1,000.00 to be paid as an administrative expense. Debtor’s counsel may
also treat the Document Preparation Software fee of up to $40.00 and the Portal fee of up to
$25.00 as administrative expenses. Counsel for the debtor shall request compensation for LMP
work in excess of the no look fee by way of a fee application substantially conforming to
W.PA.LBR 2016-1 which shall separately itemize and designate fees and expenses arising from
LMP-related services.
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IN THE UNITED STATES BANKRUPTCY COURT
FOR THE WESTERN DISTRICT OF PENNSYLVANIA
In Re:

:
:
Debtor
:
:
:
Movant
:
:
v.
:
:
:
Respondent (if none, then “No Respondent”) :

Bankruptcy No.
Chapter

MOTION FOR LOSS MITIGATION
1.

The Debtor(s) in this case hereby request the commencement of the Court’s Loss Mitigation

Program (LMP) as set forth in W.PA.LBR 9020-1 through 9020-7 with respect to property located at: [FULL
ADDRESS OF THE ELIGIBLE PROPERTY].
2.

The Creditor is [FULL NAME OF CREDITOR] and [is / is not] registered on the Portal.

3.

The Creditor is the holder of a [first / second / third] mortgage.

4.

A Certification of LMP Eligibility and Readiness (Local Bankruptcy Form 40) and a Proposed

Loss Mitigation Order (Local Bankruptcy Form 41) are attached to this Motion pursuant to W.PA.LBR 90202(c).
5.

Pursuant to W.PA.LBR 9020-2(d), any objection to the relief requested herein must be filed within

fourteen (14) days of service of the Motion.
Date: _______________________

Signed: _________________________________________
On behalf of: _____________________________________
Name of Debtor(s)
________________________________________________
Name of Attorney - Typed
________________________________________________
Postal Address of Attorney
________________________________________________
Email Address of Attorney
________________________________________________
Phone Number of Attorney
________________________________________________
Attorney’s Bar I.D. and State of Admission

PAWB Local Form 39 (04/14)
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IN THE UNITED STATES BANKRUPTCY COURT
FOR THE WESTERN DISTRICT OF PENNSYLVANIA
In Re:

:
:
Debtor
:
:
:
Movant
:
:
v.
:
:
:
Respondent (if none, then “No Respondent”) :

Bankruptcy No.
Chapter

CERTIFICATION OF LMP ELIGIBILITY AND READINESS
I.

CERTIFICATION OF THE DEBTOR(S)

[I _________ am / We __________ and _________ are] the [debtor / debtors] in this case and hereby certify
that:
1.

[I / We] will participate in the Court’s Loss Mitigation Program (LMP) as set forth in W.PA.LBR

9020-1 through 9020-7 [in full cooperation with my / our undersigned counsel (if represented by an
attorney)] in good faith.
2.

[I / We] understand and agree to the ongoing obligation to promptly provide information and

documentation that may be reasonably requested by the Creditor during the LMP process.
3.

[I / We] will make (or cause to be made) adequate protection payments to [FULL NAME OF

CREDITOR] in the amount of $ ________ each month during the LMP period, pursuant to W.PA.LBR 90203(f), unless and until otherwise ordered by the Court.
4.

[I / We] understand that commencing the LMP is voluntary, and that [I am / we are] not required

to enter into any agreement or settlement with any other party, and no other party is required to enter into
any agreement or settlement with [me / us] as part of the LMP.
5.

[I / We] understand that [I am / we are] not required to request dismissal of this case as part of

any resolution or settlement that is offered or agreed to during the LMP.
6.

[I / We] understand that if [I / we] do not fully comply with the requirements of the LMP, our

participation in the LMP may be terminated.
Date: ______________________

___________________________________
Debtor

Date: ______________________

_____________________________________
Joint Debtor (if any)

PAWB Local Form 40 (04/14)
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II.

CERTIFICATION OF COUNSEL TO DEBTOR(S)

I, [ATTORNEY NAME] represent [NAME(S) OF DEBTOR(S)] (my “Client(s)”) in this case and hereby
certify that:
1.

I have discussed the details of the Court’s Loss Mitigation Program (LMP) set forth in W.PA.LBR

9020-1 through 9020-7 with my Client(s).
2.

I performed adequate due diligence to determine my Client’s eligibility for the LMP. As part of

this process, I obtained and reviewed all loan documentation from my Client and confirmed all pertinent
details of the Eligible Loan, including but not limited to, the following: (i) the complete loan number; (ii)
the original loan amount, origination date and maturity date; (iii) the principal balance and interest rate; (iv)
monthly principal, interest and escrow payments; (v) the specific amount of any arrears; (vi) any applicable
balloon payments or other conditions of repayment; and (vii) the details of any previous activities related to
modification of the loan. I also confirmed that the debtor is named on the applicable loan documentation and
I identified the complete name of the Creditor as registered on the Portal (to the extent the Creditor is
registered on the Portal).
3.

In light of my due diligence, I [am aware of no reasons why the commencement of the LMP in

this case would be futile or otherwise contrary to reasonable expectations of a successful outcome.] OR [I
have a colorable argument for LMP notwithstanding the following fact(s) which might hinder the pursuit of a
successful outcome: [IF KNOWN, COUNSEL MUST SPECIFY THESE FACT(S), for example, the debtto-income ratio is outside of the standard range for loan modification, the loan was recently denied for
modification, the loan is currently under a modification, and any similarly problematic facts]. I am moving
for the commencement of the LMP because [FOR EACH OF THE AFOREMENTIONED FACTS,
PROVIDE SPECIFIC REASONS WHY LMP IS SOUGHT IN GOOD FAITH].
4.

I have fully complied with the requirements set forth in W.PA.LBR 9020-2(b)(1), (2), and (3) and

I am prepared to upload the required documents to the Portal upon entry of the Loss Mitigation Order.
Date: _______________________

Signed: _________________________________________
________________________________________________
Name of Attorney - Typed
________________________________________________
Postal Address of Attorney
________________________________________________
Email Address of Attorney
________________________________________________
Phone Number of Attorney
________________________________________________
Attorney’s Bar I.D. and State of Admission

PAWB Local Form 40 (04/14)
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IN THE UNITED STATES BANKRUPTCY COURT
FOR THE WESTERN DISTRICT OF PENNSYLVANIA

In Re:

:
:
Debtor
:
:
:
Movant
:
:
v.
:
:
:
Respondent (if none, then “No Respondent”):

Bankruptcy No.
Chapter

Related to Document No.

Hearing Date and Time:

LOSS MITIGATION ORDER
A Motion for Loss Mitigation was filed by ____________ on __________________. The
Parties have had notice and an opportunity to object and the Court has reviewed any objections filed
thereto.
AND NOW, this ______ day of _________, 20_____, it is hereby ORDERED that:
(1)
The following parties are directed to participate in the Court’s Loss Mitigation Program
(LMP) as set forth in W.PA.LBR 9020-1 through 9020-7.
Debtor:

_____________________________________________

Creditor:

____________________________________________

(2)
During the Loss Mitigation Period, the Debtor shall make (or cause to be made)
adequate protection payments in the amount of $ _______ per month to the Creditor or the Creditor’s
designee pursuant to W.PA.LBR 9020-3(g).
(3)
Within fourteen (14) days from the entry of this Order, the Creditor shall register and
post its entire Core LMP Package on the Portal (if not previously registered) pursuant to W.PA.LBR
9020-4(b).
(4)
Within seven (7) days from the entry of this Order or Creditor’s registration on the
Portal, whichever is later, the Debtor shall upload a completed Core LMP Package through the Portal
pursuant to W.PA.LBR 9020-4(c).
(5)
Within fourteen (14) days of the debtor’s submission of the Core LMP Package, the
Creditor shall acknowledge receipt and designate a single point of contact for Debtor’s review, pursuant
to W.PA.LBR 9020-4(d).
(6)
Within sixty (60) days from the entry of this Order, the Debtor shall file and serve upon
all interested parties an LMP Status Report, pursuant to W.PA.LBR 9020-4(e).
PAWB Local Form 41 (04/14)
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(7)
Ninety (90) days from the entry of this Order, the LMP Period shall terminate unless
extended pursuant to W.PA.LBR 9020-5(b).
(8)
Within seven (7) days of the termination of the Loss Mitigation Period, the Debtor shall
submit an LMP Final Report pursuant to W.PA.LBR 9020-4(f).
(9)
Debtor shall immediately serve a copy of this Order on Creditor and file a certificate of
service evidencing same.

___________________________________
United States Bankruptcy Judge

PAWB Local Form 41 (04/14)
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IN THE UNITED STATES BANKRUPTCY COURT
FOR THE WESTERN DISTRICT OF PENNSYLVANIA
In Re:

:
:
Debtor
:
:
:
Movant
:
:
v.
:
:
:
Respondent (if none, then “No Respondent”) :

Bankruptcy No.
Chapter

[Related to Document No. ]

[Hearing Date and Time: ]

MOTION TO EXTEND THE LOSS MITIGATION PERIOD
[FULL NAME OF MOVANT] hereby requests an extension of the Loss Mitigation Period in this case,
pursuant to W.PA.LBR 9020-5(b), and in support for said request attests as follows:
Part 1: LMP Background
[In separately numbered paragraphs, and in chronological order, identify each docket event related to the
LMP in this case; for example “1.

On October 11, 2013, Debtor filed a Motion For Loss Mitigation at

Docket N0. 23.” Include in the chronology an account of each hearing and conference related to the LMP in
this case; for example “13. On December 15, 2013 a status conference was held before the Honorable
Thomas P. Agresti, resulting in the entry of an Order on December 16, 2013 at Docket No. 25. Said Order
required Debtor to submit IRS Form 4506T to the creditor via the Portal on or before January 3, 2014.”]
Part 2: LMP Progress
[In separately numbered paragraphs, and in chronological order, identify each of the specific steps taken by
the debtor and creditor towards arriving at a consensual resolution as of the date of this Motion]

Part 3: Reasons Supporting an Extension of the LMP Period
[In separately numbered paragraphs, set forth the specific reasons why the creditor and debtor are unable to
reach a consensual resolution on or before the present LMP termination date as ordered by the Court, and set
forth the specific reasons why an extension of the LMP Period should be granted by the Court.]

PAWB Local Form 42 (04/14)
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A proposed order (substantially in the form of Local Bankruptcy Form 43) and a complete and current
printout of the entire account history from the Portal are attached hereto pursuant to W.PA.LBR 9020-5(b).

Date: _______________________

Signed: _________________________________________
On behalf of: _____________________________________
Name of Debtor(s)
________________________________________________
Name of Attorney - Typed
________________________________________________
Postal Address of Attorney
________________________________________________
Email Address of Attorney
________________________________________________
Phone Number of Attorney
________________________________________________
Attorney’s Bar I.D. and State of Admission

PAWB Local Form 42 (04/14)
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IN THE UNITED STATES BANKRUPTCY COURT
FOR THE WESTERN DISTRICT OF PENNSYLVANIA

In Re:

:
:
:
:
:
:
:
:
:
:
:

Debtor

Movant
v.

Respondent
(if none, then “No Respondent”) :

Bankruptcy No.
Chapter

Related to Document No.

Hearing Date and Time:

ORDER

A Loss Mitigation Order dated
No.

. On

[date]

by [movant]

, a Motion to Extend the Loss Mitigation Period was filed

at Document No.

AND NOW, this

, was entered in the above matter at Document

.

day of

, 20

, it is hereby ORDERED,

ADJUDGED AND DECREED that the loss mitigation period is extended up to and including
__________, 20

.

________________________________
United States Bankruptcy Judge

PAWB Local Form 43 (04/14)
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IN THE UNITED STATES BANKRUPTCY COURT
FOR THE WESTERN DISTRICT OF PENNSYLVANIA
In Re:

:
:
Debtor
:
:
:
Movant
:
:
v.
:
:
:
Respondent (if none, then “No Respondent”) :

Bankruptcy No.
Chapter

[Related to Document No. ]

[Hearing Date and Time: ]

MOTION TO TERMINATE THE LOSS MITIGATION PROGRAM

[FULL NAME OF MOVANT] hereby requests the termination of the Loss Mitigation Program in this
case, pursuant to W.PA.LBR 9020-5(c), and in support for said request attests as follows:

Part 1: LMP Background
[In separately numbered paragraphs, and in chronological order, identify each docket event related to the
LMP in this case; for example “1.

On October 11, 2013, Debtor filed a Motion For Loss Mitigation at

Docket N0. 23.” Include in the chronology an account of each hearing and conference related to the LMP in
this case; for example “13. On December 15, 2013 a status conference was held before the Honorable
Thomas P. Agresti, resulting in the entry of an Order on December 16, 2013 at Docket No. 25. Said Order
required Debtor to submit IRS Form 4506T to the creditor via the Portal on or before January 3, 2014.”]

Part 2: LMP Progress
[In separately numbered paragraphs, and in chronological order, identify each of the specific steps taken by
the debtor and creditor towards arriving at a consensual resolution as of the date of this Motion]

Part 3: Reasons Supporting a Termination of the LMP Period
[In separately numbered paragraphs, set forth the specific reasons why the creditor and debtor are unable to
reach a consensual resolution, and/or set forth the specific reasons why the Court should terminate the Loss
Mitigation Program in this case.]

PAWB Local Form 44 (04/14)
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A proposed order substantially in the form of Local Bankruptcy Form 45, and a complete and current
printout of the entire account history from the Portal, are attached hereto pursuant to W.PA.LBR 9020-5(c).

Date: _______________________

Signed: _________________________________________
On behalf of: _____________________________________
Name of Debtor(s)
________________________________________________
Name of Attorney - Typed
________________________________________________
Postal Address of Attorney
________________________________________________
Email Address of Attorney
________________________________________________
Phone Number of Attorney
________________________________________________
Attorney’s Bar I.D. and State of Admission

PAWB Local Form 44 (04/14)
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IN THE UNITED STATES BANKRUPTCY COURT
FOR THE WESTERN DISTRICT OF PENNSYLVANIA

In Re:
Debtor

Movant
v.

Respondent
(if none, then “No Respondent”)

:
:
:
:
:
:
:
:
:
:
:
:

Bankruptcy No.
Chapter

Related to Document No.

Hearing Date and Time:

ORDER

A Loss Mitigation Order dated
No.

. On

filed by

[movant]

[date]

, was entered in the above matter at Document
, a Motion to Terminate the Loss Mitigation Program was

at Document No. ____.

AND NOW, this

day of

, 20

, it is hereby ORDERED,

ADJUDGED AND DECREED that the loss mitigation program in this case is terminated, effective
__________, 20

.

________________________________
United States Bankruptcy Judge

PAWB Local Form 45 (04/14)
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IN THE UNITED STATES BANKRUPTCY COURT
FOR THE WESTERN DISTRICT OF PENNSYLVANIA

In Re:
Debtor

Movant
v.

Respondent
(if none, then “No Respondent”)

:
:
:
:
:
:
:
:
:
:
:
:

Bankruptcy No.
Chapter

Related to Document No.

Hearing Date and Time:

ORDER SUBSTITUTING LMP SERVICER

On [DATE OF NOTICE OF REQUEST FOR LMP] the above named Debtor(s) filed a
Motion for Loss Mitigation upon which the Court entered a Loss Mitigation Order dated [DATE OF
DOCKETING], at Document No.

, naming [FORMER SERVICER] (“Former Servicer”) as the Party

responsible for representing the creditor in the LMP and setting forth certain deadlines for the then
named Respondent.
Subsequent to entry of the above-referenced Order, the Debtor(s) was notified that the
Former Servicer changed and that the current Servicer/Lender is

[FULL AND

COMPLETE NAME OF CURRENT SERVICER] with an address of [FULL AND COMPLETE
ADDRESS OF CURRENT SERVICER] (“Current Servicer”). On

[DATE], the Debtor complied

with all its obligations to properly designate the Current Servicer on the LMP Portal and now it is
incumbent on the Court to relieve the Former Servicer from any further responsibilities under the current
Loss Mitigation Order and formally transfer those duties, responsibilities and obligations to the Current
Servicer.
PAWB Local Form 46 (04/14)
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AND NOW, this [DAY] of [MONTH, 20__], for the foregoing reasons it is hereby
ORDERED, ADJUDGED and DECREED that:
(1)

[FORMER SERVICER] is relieved from any further responsibility pursuant to the

Loss Mitigation Order referred to above and that Order is VACATED as to it.
(2)

[CURRENT SERVICER] is now designated as the Current Servicer responsible

for completion of all LMP duties, responsibilities and obligations previously imposed on the Former
Servicer referred to in Paragraph 1, above.

The Current Servicer is now fully responsible for

compliance with all LMP requirements as if originally designated in the Loss Mitigation Order in the
first instance.
(3)

Within three (3) days of entry of this Order, the party filing this proposed order

shall upload this signed Order on the LMP Portal and serve this Order electronically on the Chapter 13
Trustee at the following email address: LMP@chapter13trusteewdpa.com. The Debtor shall not be
entitled to rely on CM/ECF or United States Mail for service of this Order on the Chapter 13 Trustee.
The Debtor(s) Certificate of Service shall reflect service upon the above identified email address.
(4)

The Chapter 13 Trustee is authorized and directed to make payments to the

[CURRENT SERVICER], beginning with the next distribution date that is not less than ten (10) days
from service of this Order upon the Chapter 13 Trustee.

_____________________________________
UNITED STATES BANKRUPTCY JUDGE

Case administrator to serve:
Debtor(s)
Counsel for Debtor(s)
Ronda J. Winnecour, Esq. Ch 13 Trustee
[Counsel for Creditor]

PAWB Local Form 46 (04/14)
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IN THE UNITED STATES BANKRUPTCY COURT
FOR THE WESTERN DISTRICT OF PENNSYLVANIA

In Re:
Debtor

Movant
v.

Respondent
(if none, then “No Respondent”)

:
:
:
:
:
:
:
:
:
:
:
:

Bankruptcy No.
Chapter

Related to Document No.

Hearing Date and Time:

INTERIM MORTGAGE MODIFICATION ORDER

On [DATE OF TRIAL MODIFICATION AGREEMENT] the above named Debtor(s)
and Respondent [NAME OF LENDER/SERVICER] (“Creditor”) entered into a trial modification (the
“Trial Modification”), through the Court’s Loss Mitigation Program (LMP), with respect to the
[FIRST/SECOND/THIRD] mortgage on the Debtor’s residence. The terms of the Trial Modification
require monthly payments in the amount of [$ AMOUNT] (“Trial Payments”) to begin on [DUE DATE
OF FIRST TRIAL PAYMENT] and to continue in that amount until [DUE DATE OF LAST TRIAL
PAYMENT] (the “Trial Modification Period”). In light of the need for an immediate change in the
distribution to the Creditor, the Debtor(s) request the Court to enter this Interim Mortgage Modification
Order until a final, permanent modification can be presented to the Court for approval.
AND NOW, this _____ day of _________, 20__, for the foregoing reasons it is hereby
ORDERED, ADJUDGED and DECREED that:
(1)

The Chapter 13 Trustee is authorized and directed to modify the distributions to

the above-named Creditor for the Trial Modification Period. Each Trial Payment shall be made in the
PAWB Local Form 47 (04/14)
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amount of [$AMOUNT] for the following months: [Month 1], [Month 2], [Month 3]. Following the
Trial Modification Period, the Chapter 13 Trustee shall continue to make distributions in the same
amount as the Trial Payments until further Order of Court.
(2)

In the event that a Permanent Modification is reached between the Parties, the

Debtor immediately shall file a Motion to Authorize the Loan Modification in compliance with
W.PA.LBR 9020-6(d).
(3)

The LMP Period is extended until fourteen (14) days after the expiration of the

Trial Modification Period. If the Debtor has not filed a Motion to Authorize the Loan Modification
within fourteen (14) days after the expiration of the Trial Modification Period, then the Debtor shall
immediately file and serve either a Motion to Extend the Loss Modification Period pursuant to
W.PA.LBR 9020-5(b) or a Motion to Terminate the Loss Modification Program pursuant to W.PA.LBR
9020-5(c) that sets forth the specific reasons why an agreement was not reached.
(4)

Any Party may seek a further hearing regarding the amendment or termination of

this Order at any time during the Trial Modification Period by filing an appropriate Motion.
(5)
electronically

on

Within three (3) days of entry of this Order, Debtor shall serve this Order
the

Chapter

13

Trustee

at

the

following

email

address:

LMP@chapter13trusteewdpa.com and Debtor shall not be entitled to rely on CM/ECF or United
States Mail for service of this Order on the Chapter 13 Trustee. The Debtor(s) Certificate of Service
shall reflect service upon the above identified email address.

_____________________________________
UNITED STATES BANKRUPTCY JUDGE

Case administrator to serve:
Debtor(s)
Counsel for Debtor(s)
[Counsel for Creditor]
Ronda J. Winnecour, Esq. Ch 13 Trustee
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IN THE UNITED STATES BANKRUPTCY COURT
FOR THE WESTERN DISTRICT OF PENNSYLVANIA
In Re:

:
:
Debtor
:
:
:
Movant
:
:
v.
:
:
:
Respondent (if none, then “No Respondent”) :

Bankruptcy No.
Chapter

Related to Document No.

Hearing Date and Time:

LOAN MODIFICATION SUMMARY

Property Valuation:

$ _________________

Source: _________________________

Original Loan Amount: $ _________________

Origination Date: _________________

Prepetition Arrears:

$ _________________

As of Petition Date

Under Proposed Modification
Principal Balance
Interest Rate
Maturity Date
P&I Payment
Escrow Payment
Total Payment
Balloon Payment
Cumulative Interest
LTV
Ch. 13 Payment
Ch. 13 Pmt. (Arrears)

Any other term(s) in which there is a substantive difference between the original loan and the proposed
modified loan:
PAWB Local Form 48 (04/14)
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1
2
3
4
5
6

UNITED STATES BANKRUPTCY COURT

7

NORTHERN DISTRICT OF CALIFORNIA

8
9
10
11

In re
MORTGAGE MODIFICATION MEDIATION
PROGRAM.

12
13

GENERAL ORDER 29
The Court being advised of bankruptcy mediations programs which have successfully

14
15

enabled mortgage modifications and confirmation of Chapter 13 plans, hereby issues the

16

following general order:
1.

17

Effective August 1, 2015, in accordance with 11 U.S.C. § 105(a), a Mortgage

18

Modification Mediation Program (the “MMM Program”) is hereby adopted and shall be

19

implemented by the Mortgage Modification Mediation Program Procedures (the “MMM

20

Procedures”) and Forms that will be posted on the Court’s website.
2.

21

The MMM Program shall be available for all open and active Chapter 13 cases

22

currently pending in the Oakland, San Francisco, Santa Rosa, and San Jose Divisions in which the

23

debtor uses the Northern District of California Model Chapter 13 Plan adopted on August 1,

24

2013.

25

3.

The compensation and costs allowed for participants in the MMM Program shall

26

be set forth in the MMM Procedures, and may be amended from time to time as provided for

27

under Paragraph 5 of this General Order.

28

4.

In accordance with the MMM Procedures, any attorney’s fees or costs required to
1
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1

be paid by debtor(s) for participation in the MMM Program shall be paid by the Chapter 13

2

Trustee pursuant to the treatment set forth in a confirmed Chapter 13 Plan.

3
4

5.

without prior notice, and such changes will be posted on the Court’s website.

5
6

The Court may modify the MMM Procedures and Forms from time to time

6.

Copies of this General Order and the MMM Procedures and Forms shall be posted

on the Court’s website and may also be obtained from the Clerk of the Court.

7
8
9

IT IS SO ORDERED.
Dated:

10
By:

11

Roger Efremsky
Chief Bankruptcy Judge

12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
2
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Mortgage Modification Mediation (MMM) Program Procedures
United States Bankruptcy Court, Northern District of California
1.
Purpose. These procedures and forms implement the Mortgage
Modification Mediation Program (“MMM Program”) established under General Order
29. This program is designed to function as a forum for individual debtors to explore
mortgage modification options with their lenders for real property in which they have an
interest or are obligated on the promissory note or mortgage. The goal of the MMM
Program is to facilitate communication and exchange of information in a confidential
setting and encourage the parties to finalize a feasible and beneficial agreement under the
supervision of the United States Bankruptcy Court for the Northern District of California.
Options available under the MMM Program include modification of a mortgage or
surrender of real property owned by an individual debtor.
2.
Definitions. The following definitions shall be applicable to the
procedures described herein.
A.

Debtor: includes both debtors when a joint petition has been filed.

B.
Lender: shall be deemed the current beneficiary and payee of the
promissory note secured by the deed of trust and/or its mortgage servicing agent.
C.
Required Parties: include, when applicable, Debtor, Debtor’s
attorney, Lender, Lender’s California legal counsel, any co-obligor, co-borrower or thirdparty obligor, and the mediator. A Required Party may be excused from the MMM
Program upon approval of the Bankruptcy Court.
3.
MMM Portal and Document Preparation Software. In an effort to
expedite the exchange of information between Debtor and Lender, the Court has
mandated the use of a secure online portal (the “MMM Portal”) and an online program
that facilitates the preparation of Debtor’s loan modification package (the “Document
Preparation Software”). The current Document Preparation Software vendor approved
by the Court is Default Mitigation Management, LLC (“DMM”), whose software can be
obtained at www.documods.com. In the event that other vendors are approved by the
Court, those vendors will be listed on the Court’s website. Submitting documents to the
MMM Portal provides transparency in the mortgage modification process by making
information immediately available to all parties through a secure internet website. The
use of the Document Preparation Software further ensures that the initial submission to
Lender is complete and accurate and should expedite Lender’s review. The use of the
MMM Portal and the Document Preparation Software eliminates the need for multiple
submissions of documents that were not received and unnecessary delay based upon
incomplete documentation.
Unless otherwise permitted by the Court, all written communication between the
Required Parties regarding the mediation shall be sent exclusively through the MMM
Portal. The current MMM Portal provider approved by the Court is managed and
maintained by DMM, which can be accessed at www.dclmwp.com. Free training on the
use of the MMM Portal shall be available to all attorneys and lenders. The Court’s
webpage on MMM also includes MMM Portal training materials on mortgage
modification, including contact information for the MMM Portal vendor and information
on the Document Preparation Software. Any litigated matters incidental to the mediation
shall be considered separate matters and not subject to the MMM Portal communication
1
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requirement. For example, a motion to compel mediation or motions related to discovery
shall be filed in the main bankruptcy case and not through the MMM Portal.
4.
Debtors Eligible to Participate. To be eligible to participate in the
MMM Program, Debtor must:
A.
Be an individual;
B.
With a case currently pending under Title 11, Chapter 13, of the
United States Code in the Oakland, San Francisco, Santa Rosa or San Jose Divisions;
C.
Use the Northern District of California Model Chapter 13 Plan
adopted on August 1, 2013;
D.
Set aside the applicable Document Preparation Software fee
($40.00), the applicable MMM Portal submission fee ($40.00), and one-half (1/2) of the
mediator’s fee ($300.00); and
E.
Determine that mortgage modification is feasible such that Debtor
has sufficient monthly disposable income to make a Chapter 13 Plan payment that
includes a modified mortgage payment (typically required to be) at least thirty one
percent (31%) of Debtor’s gross monthly income (exclusive of applicable Trustee’s fees)
or such other amount designated by Lender for the real property subject to the MMM
Program.
5.
Request for Referral to MMM. Either Debtor or Lender may seek
referral to the MMM Program.
A.

By Debtor.

(i)
Complete Document Preparation Software. Prior to filing a
Motion For Referral to Mortgage Modification Mediation Program (Form ND-MMM100), Debtor shall complete the Document Preparation Software and pay the nonrefundable fee directly to the Document Preparation Software approved vendor. Debtor’s
initial loan modification forms shall be completed using the court-approved Document
Preparation Software and be ready for signature and submission. This includes collecting
Debtor’s required supporting documentation in order to submit Debtor’s initial package
(“Debtor’s Prepared Package”) to Lender for review through the MMM Portal.
(ii)
Filing the Motion. Upon completion of Debtor’s Prepared
Package, any eligible Debtor may seek entry of an order for referral to the MMM
Program by filing a Motion For Referral to Mortgage Modification Mediation Program
(Form ND-MMM-100), which shall identify the proposed mediator selected by Debtor.
The requirements of B.L.R. 9013-1(b)(3) and B.L.R. 9013-1(d) are not applicable.
(iii)
Entry of Order of Referral. Debtor shall lodge with the
Court an Order Granting Motion for Referral to Mortgage Modification Mediation
Program (Form ND-MMM-103) immediately after filing the motion for referral to the
MMM Program, and the Court shall enter an order granting the motion on an ex parte
basis.
(iv)
Notice Requirements. Any Debtor seeking entry of an
order referring a case to the MMM Program with the consent of Lender may seek entry of
such order on an ex parte basis and is not required to file and serve a notice and
opportunity for hearing pursuant to B.L.R. 9014-1(b)(3), provided that Debtor has filed a
Notice of Lender’s Consent to Attend and Participate in Mortgage Modification
Mediation Program (Form ND-MMM-101) simultaneously with the motion.
2
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Any Debtor seeking entry of an order referring a case to the MMM Program
without the express written consent of Lender may seek entry of such order on an ex
parte basis and is not required to file and serve a notice and opportunity for hearing
pursuant to B.L.R. 9014-1(b)(3), provided that Debtor provides Lender fourteen (14)
days notice of the right to seek reconsideration by filing and serving Notice of Entry of
Order Granting Motion for Referral to Mortgage Modification Mediation Program (Form
ND-MMM-104) promptly after entry of an order referring a case to the MMM Program.
(v)
Service. If Lender has not provided Debtor with written
consent to entry of an order referring a case to the MMM Program, then Debtor shall
serve the notice of entry of order referring case to the MMM Program (Form ND-MMM104), a copy of the order referring the case to the MMM Program (Form ND-MMM-103)
as Exhibit A, a copy of these procedures as Exhibit B, and a copy of the Objection to
Selection of Mortgage Modification Mediation Program Mediator (Form ND-MMM-105)
as Exhibit C, on the Required Parties and the Chapter 13 Trustee. Service shall be
governed by Federal Rule of Bankruptcy Procedure 9014(b).
If Lender has provided Debtor with written consent to entry of an order referring a
case to the MMM Program, then Debtor shall serve only a copy of the order referring
case to the MMM Program (Form ND-MMM-103) on the Required Parties and the
Chapter 13 Trustee.
B.

By Lender.

(i)
Filing the Motion. Any Lender may seek entry of an order
of referral to the MMM Program by filing a motion that substantially conforms to the
local Mortgage Modification Mediation Forms. In the Motion, Lender shall identify the
proposed mediator for the case. Lender may, but is not required, to comply with the
requirements of B.L.R. 9013-1(b)(3) or B.L.R. 9013-1(d).
(ii)
Notice Requirements. Lender shall file and serve a notice
and opportunity for hearing pursuant to B.L.R. 9014-1(b)(3) along with a copy of the
current MMM Procedures, and may not seek entry of such order on an ex parte basis. If
any party files timely opposition to the motion, then the procedures set forth in B.L.R.
9014-1(b)(3)(A)(a)-(b) shall govern setting the matter for hearing before the Court.
(iii) Service. Lender shall serve the motion and the notice and
opportunity for hearing on Debtor, Debtor’s bankruptcy counsel (if any), and the Chapter
13 Trustee. Service shall be governed by Federal Rule of Bankruptcy Procedure 9014(b).
(iv)
Entry of Order of Referral. If there is no timely opposition,
Lender shall file a request for entry of default and lodge a proposed order (that
substantially conforms to Form ND-MMM-103) pursuant to the procedures set forth in
B.L.R. 9014-1(b)(4). If there is timely opposition to the motion, then the Court will
resolve the matter at the hearing and issue an appropriate order.
6.
Selection of Mediator. The moving party shall propose a mediator in the
motion seeking referral of the case to the MMM Program, and if the moving party fails to
propose a mediator in the motion, the Clerk of the Court shall randomly assign a mediator
for the case from the Register of Mediators. If the non-moving party does not consent to
the proposed mediator, then within fourteen (14) days after service of the notice of entry
of order referring case to the MMM Program, the non-moving party shall file and serve
3
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an Objection to Selection of Mortgage Modification Mediation Program Mediator (Form
ND-MMM-105), and the Clerk of the Court shall randomly select a different mediator for
the case from the Register of Mediators.
7.
Additional Parties. Any co-obligor, co-borrower, or other third party
obligated on the note or mortgage may participate in the MMM Program. Debtor shall
file the Notice of Third-Party Consent to Attend and Participate in Mortgage
Modification Mediation Program (Form ND-MMM-102) for each co-obligor, coborrower, or other third party obligated on the note or mortgage that elects to participate
in the MMM Program.
8.
Order Of Referral to Mortgage Modification Mediation. Upon entry
of the order referring a case to the MMM Program, the moving party shall serve a copy of
the order on the Required Parties, including the designated mediator (once determined),
and file a certificate of service indicating the parties that were served with the order.
A.
Debtor Requirements. Within seven (7) days after entry of an
order referring the case to the MMM Program or Lender’s registration on the MMM
Portal, which ever occurs later, Debtor shall upload to the MMM Portal: (i) Debtor’s
Prepared Package; (ii) a copy of the order referring the case to the MMM Program; and
(iii) all additional documents and information specified by Lender on the MMM Portal
(collectively, these documents and information shall be referred as the “Completed
Package”). Debtor shall also designate the selected mediator on the MMM Portal and
pay the following non-refundable fees: (i) the MMM Portal submission fee ($40.00)
directly to the MMM Portal vendor; and (ii) one-half (1/2) of the applicable mediator fee
($300.00) directly to the mediator.
Debtor and Debtor’s attorney (if applicable) shall act in good faith throughout the
entirety of the MMM Program, including but not limited to, promptly responding to all
inquires and requests for additional documentation made by Lender through the MMM
Portal. If Debtor fails to comply timely and fully with the requirements set forth in
Section 8(A), the Court may issue appropriate sanctions, including vacating the order
referring the case to the MMM Program, on motion filed by Lender.
B.
Lender Requirements. Within fourteen (14) days after entry of an
order referring the case to the MMM Program, Lender and Lender’s California counsel
(if any) shall register on the MMM Portal (if not already registered). As part of the
registration process for the MMM Portal, Lender shall provide to the MMM Portal
vendor all applicable initial mortgage modification requirements (“Lender’s Initial
Package”), which will be posted on the MMM Portal by the MMM Portal vendor.
Lender’s Initial Package shall specify the forms and documentation necessary for Lender
to initiate a review of Debtor’s request for mortgage modification options. [Registration
on the MMM Portal is a one-time event, and once Lender is registered on the MMM
Portal, Lender will not have to re-register for each subsequent matter.]
Within seven (7) days after Debtor submits the Completed Package, Lender shall
on the MMM Portal: (i) acknowledge receipt of the Completed Package; and (ii)
designate its single point of contact and outside legal counsel (if any). The designated
single point of contact and outside legal counsel (if any) shall have all requisite authority
(within the investor’s guidelines) to settle any and all issues that may arise during the
MMM Conferences. Lender shall also pay one-half (1/2) of the applicable nonrefundable mediator’s fee ($300.00) directly to the mediator.
4
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Lender and Lender’s attorney (if applicable) shall act in good faith throughout the
entirety of the MMM Program, including but not limited to, promptly responding to all
inquiries made by Debtor through the MMM Portal.
In the event that Lender transfers a loan subject to the MMM Program, Lender
shall promptly provide a copy of the order referring the case to the MMM Program to the
new holder of the loan (the “Successor Lender”), and the Successor Lender shall be
obligated to comply with all terms of the order. Further, either Debtor or Lender shall
transfer the submission on the MMM Portal to the Successor Lender.
C.
Mediator Requirements. Within seven (7) days after Debtor has
complied with the requirements set forth in Section 8(A) above, the mediator shall log
into the MMM Portal to facilitate the exchange of information between Debtor and
Lender in an effort to perfect the documentation needed for Lender to complete an
analysis of Debtor’s mortgage modification options.
No later than seven (7) days after the mediator determines that Lender has
received and reviewed all of the required information transmitted through the MMM
Portal, the mediator shall schedule the initial MMM Conference. In the event that the
mediator cannot determine whether Lender has received and reviewed all the required
information, the mediator shall schedule the initial MMM conference within ninety (90)
days after entry of the order referring the case to the MMM Program. The initial MMM
Conference shall not exceed one (1) hour. The mediator shall report the scheduling of
any and all MMM Conferences through the MMM Portal.
9.

Mortgage Modification Mediation Conferences.

A.
Attendance at MMM Conferences. Except as otherwise provided
in this section, the Required Parties shall attend all MMM Conferences and be authorized
to settle all matters requested in the motion seeking referral to the MMM Program.
(i)
Debtor. If Debtor is represented by an attorney, then
Debtor, Debtor’s attorney, and any co-obligor, co-borrower, or other third party obligated
on the note or mortgage, may participate in the MMM Conference by telephone provided
that they are physically present with Debtor’s attorney and present identification to
Debtor’s attorney during all MMM Conferences. If Debtor is not represented by an
attorney, Debtor and any co-obligor, co-borrower, or other third party obligated on the
note or mortgage, shall be physically present with the mediator at the mediator’s selected
location and present identification to the mediator during all MMM Conference. Debtor
shall provide a foreign language interpreter (if necessary) at Debtor’s own expense.
(ii)
Lender. Lender’s designated representative and Lender’s
attorney may appear telephonically at all MMM Conferences.
(iii)
Florida Mediator. If a Florida mediator is selected to
conduct the MMM Conference, the Required Parties may appear telephonically. The
Florida mediator shall initiate the conference call.
(iv)
Public Entity. If a party to the mediation is a public entity,
that party shall appear at the MMM Conference by the physical presence of a
representative with full authority to negotiate on behalf of the entity and to recommend
settlement to the appropriate decision-making body of the entity. The representative may
appear telephonically at all MMM Conferences.
5
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B.
MMM Conferences. The initial MMM Conference shall not
exceed one (1) hour in duration. In the event that the parties are unable to reach an
agreement, the mediator shall schedule a second and final MMM Conference that shall be
held no later than thirty (30) days after the conclusion of the initial MMM Conference.
The final MMM Conference shall also not exceed one (1) hour in duration. If necessary,
and upon written stipulation of the parties, the mediator may continue the MMM
Conference beyond the two (2) one-hour conferences. The entire MMM Program shall
be completed no later than one hundred and fifty (150) days after entry of the order
referring the case to the MMM Program, without written stipulation of the parties or
order of the Court extending this deadline.
C.
Settlement Agreement. All parties attending the MMM
Conference shall be ready, willing, and able to sign a binding settlement agreement at the
MMM Conference. Further, at all MMM Conferences, all parties shall have the ability to
scan and send and receive documents by email, facsimile, or other electronic means, as
necessary to enter into a binding settlement agreement.
D.
Confidential Communications. All communications and
information exchanged during the MMM Program shall be privileged and confidential
and shall be inadmissible in any subsequent proceeding as provided for by Federal Rule
of Evidence 408, except in such circumstances when a party fails to participate in good
faith in the MMM Program or the MMM Program Procedures or in subsequent mediation
negotiations in this case or any State of California Foreclosure Mediation Program.
The Chapter 13 Trustee shall have complete access to the MMM Portal, but shall
not be able to read the contents of any documentation, correspondence, or other
confidential information exchanged by the parties.
10.

Post Mortgage Modification Mediation Conference Procedures.

A.
Mediator Reporting Requirements. Within seven (7) days after the
conclusion of the final MMM Conference, the mediator shall report the results of the
mediation on the MMM Portal. Within seven (7) days after submission of the report on
the MMM Portal, the mediator shall file with the Court the Final Report of Mortgage
Modification Mediation Program Mediator (Form ND-MMM-201) along with the Final
Report generated by the MMM Portal.
B.
Trial Loan Modification Agreement. If the parties reach a trial
loan modification agreement, but not a final loan modification agreement, then within
fourteen (14) days after the parties reach such agreement, Debtor shall file a Motion to
Approve Trial Loan Modification Agreement and Authorizing Trustee to Make
Distributions Prior to Confirmation to Lender (Form ND-MMM-106) and lodge with the
Court an Order Granting Motion to Approve Trial Loan Modification Agreement and
Authorizing Trustee to Make Distributions Prior to Confirmation to Lender (Form NDMMM-107) approved as to form and content by Lender. The Court shall grant such
relief on an ex parte basis. Once entered by the Court, Debtor shall serve a copy of the
Order Granting Motion to Approve Trial Loan Modification Agreement and Authorizing
Trustee to Make Distributions Prior to Confirmation to Lender (Form ND-MMM-107) on
the Chapter 13 Trustee and file a certificate of service indicating that the Chapter 13
Trustee was served with a copy of the order.
C.

Final Loan Modification Agreement. If the parties reach a final
6
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loan modification agreement, then within fourteen (14) days after the parties reach such
agreement, Debtor shall file a Motion to Approve Loan Modification Agreement After
Completion of Mortgage Modification Mediation Program (Form ND-MMM-108) and
lodge with the Court an Order Granting Motion to Approve Loan Modification
Agreement After Completion of Mortgage Modification Mediation Program (Form NDMMM-109). The Court shall grant such relief on an ex parte basis. Once entered by the
Court, Debtor shall serve a copy of the Order Granting Motion to Approve Loan
Modification Agreement After Completion of Mortgage Modification Mediation Program
(Form ND-MMM-109) on the Chapter 13 Trustee and file a certificate of service
indicating that the Chapter 13 Trustee was served with a copy of the order.
11.

Chapter 13 Procedures.

A.
Referral to MMM Prior to Confirmation. If a case has been
referred to the MMM Program and Debtor requires Trustee to make distributions to
Lender prior to confirmation, then Debtor shall file and serve an amended Chapter 13
plan that incorporates the Required Chapter 13 Plan Language set forth in Section 11(C)
below in conjunction with either a Motion to Approve Trial Loan Modification
Agreement and Authorizing Trustee to Make Distributions Prior to Confirmation to
Lender (Form ND-MMM-106) or a Motion to Approve Loan Modification Agreement
After Completion of Mortgage Modification Mediation Program (Form ND-MMM-108),
unless Debtor has previously filed a Chapter 13 plan that incorporates such language.
The Court will not confirm a plan that has been referred to the MMM Program
until after the mediator has filed a Final Report of Mortgage Modification Mediation
Program Mediator (Form ND-MMM-201), and if a final loan modification agreement is
reached, the Court has entered an Order Granting Motion to Approve Loan Modification
Agreement After Completion of Mortgage Modification Mediation Program (Form NDMMM-109).
B.
Referral to MMM After Confirmation. If Debtor seeks referral to
the MMM Program after confirmation, then Debtor shall file and serve a Motion to
Modify Chapter 13 Plan along with a proposed modified plan that incorporates the
Required Chapter 13 Plan Language set forth in Section 11(C) below in conjunction with
the Motion for Referral to Mortgage Modification Mediation Program (Form ND-MMM100).
C.
Required Chapter 13 Plan Language. The following language shall
be included in Section 5 (Additional Provisions) of Debtor’s Chapter 13 plan:
5.01. Mortgage Mediation Modification. Section 2.08 above shall not be
applicable and is hereby deleted in its entirety. Debtor has or upon filing of the
petition will seek entry into the Mortgage Modification Mediation Program (the
“MMM Program”) established under General Order 29 with respect to the
following secured creditor(s) and property:

7
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Payment Start Date
(Start date will be a
specific month during
the plan)

Monthly Modification Installment

Class 5 Creditor’s Name/Collateral Description

(Includes principal, interest, and
escrow amounts for property
taxes and insurance)

!

!
!
!
!
!
!

1.
!
2.
!
3.

!
!
!

!
!
!

a.
The plan payment set forth in Section 1.01 above, includes the
anticipated monthly installment payment that will be achieved during the MMM
Program, which is typically required to be at least thirty one percent (31%) of
Debtor’s gross monthly income (exclusive of applicable Trustee’s fees) or such other
amount designated by the secured creditor for the real property subject to the
MMM Program.
b.
Trustee shall retain each Estimated Monthly Payment set forth above
until entry of an order by the Court authorizing such distributions.
c.
Timely payments received by Trustee pursuant to this paragraph
shall be deemed as timely payments made pursuant to any trial loan modification
agreement or final loan modification agreement approved by the Court under the
MMM Program.
d.
Entry of an order confirming the plan shall suspend and revoke any
remaining obligations of Trustee to make disbursements pursuant to Paragraph (5)
of an Order Granting Motion to Approve Trial Loan Modification Agreement and
Authorizing Trustee to Make Distributions Prior to Confirmation (Form NDMMM-107) or Paragraph (5) of an Order Granting Motion to Approve Loan
Modification Agreement After Completion of Mortgage Modification Mediation
Program (Form ND-MMM-109) in this case.
e.
In the event Debtor is unable to reach a final loan modification
agreement, Debtor shall, within 14 days after the mediator files a Final Report of
Mortgage Modification Mediation Program Mediator (Form ND-MMM-201), file
an amended plan providing for appropriate treatment of pre-petition and postpetition arrears or surrender of the property specified in Class 5.
f.
If Debtor fails to file timely an amended plan, Debtor shall be deemed
to be in material default under this plan and the remedies described in Section 4.02
shall be available to Trustee or Creditor.
12.

Effect of Mediation.

A.
Automatic Stay. The automatic stay as provided for under 11
U.S.C. § 362(a) shall be modified to the extent necessary to facilitate the MMM Program.
After entry of the order referring the case to the MMM Program, all pending motions for
relief from the automatic stay with respect to real property subject to the MMM Program
shall be continued or dropped from calendar until after such time that the MMM Program
has concluded. Further, the pendency of the MMM Program shall constitute good cause
and compelling circumstances under 11 U.S.C. § 362(e) to delay the entry of any final
decision on a pending motion for relief from stay with respect to real property subject to
8
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the MMM Program.
During the pendency of the MMM Program, no motion for relief from stay shall
be filed on an ex parte basis with respect to real property subject to the MMM Program.
Further, any lender seeking relief from the automatic stay prior to the conclusion of the
MMM Program shall, in the motion, set forth the reasons why relief is appropriate prior
to the conclusion of the MMM Program.
B.
No Delay. The referral of a case to the MMM Program does not
relieve the parties from complying with any other court orders or applicable provisions of
the United States Bankruptcy Code, the Federal Rules of Bankruptcy Procedure, General
Orders or the Bankruptcy Local Rules. Notwithstanding a matter being referred to the
MMM Program, the bankruptcy case shall not be stayed or delayed without further order
of the Court.
C.
Mortgage Payments. Any debtor participating in the MMM
Program shall be required to pay all post-petition installment payments to Lender through
the Chapter 13 Trustee including, but not limited to, on-going mortgage payments, trial
modification payments, final modification payments, and any arrearages.
D.
Closing. If Debtor’s bankruptcy case is otherwise in a posture for
administrative closing, the case shall remain open during the pendency of the MMM
Program, unless otherwise ordered by the Court.
13.

Mediator Procedures.

A.
Registration of Mediators. The Clerk of the Court shall establish
and maintain a register of qualified individuals who have registered to serve as mediators
for the MMM Program and have been approved by the Court (the “Register of
Mediators”). Applicants who meet the minimum qualifications and have been approved
by the Court shall be registered on the Register of Mediators for a duration of three (3)
years, and may reapply thereafter. Mediators must also register directly on the MMM
Portal so that Debtor may designate the mediator and provide access to Debtor’s
submissions in the MMM Portal. Any mediator whom is not listed on the Register of
Mediators will not be approved for access on the MMM Portal.
B.
Minimum Qualification. In order to be eligible for consideration
as a mediator in the MMM Program, the mediator shall complete the Verification of
Qualification to Act as Mediator in Mortgage Modification Mediation Program (Form
ND-MMM-200) and file such verification with the Clerk of the Court. The minimum
qualifications to become an eligible mediator include:
(i)
An active and licensed member of the State Bar of
California and admitted to practice law in a state court or federal court within California
for at least the past five (5) years;
(ii)
A retired California state court or federal court judge; or
(iii)
An active and licensed member of the State Bar of Florida
and an approved member on the Register of Mediators with the Clerk of the Court for the
United States Bankruptcy Court, District of Florida (all divisions) accepting MMM
Assignments (limited to one (1) year commencing August 1, 2015).
C.
Removal From Register of Mediators. The Clerk of the Court shall
promptly remove a mediator from the Register of Mediators at the mediator’s request.
9
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Any mediator voluntarily removed from the Register of Mediators may later reapply by
filing a Verification of Qualification to Act as Mediator in Mortgage Modification
Mediation Program (Form ND-MMM-200). The Court may remove a mediator in its
discretion for cause shown.
D.
Standard of Professional Conduct. Any mediator appointed
pursuant to these procedures shall be subject to the Model Standards of Conduct for
Mediators as revised and adopted in 2005 by the American Arbitration Association,
American Bar Association, and Association of Conflict Resolution (available online at:
http://www.americanbar.org/content/dam/aba/migrated/2011_build/dispute_resolution/m
odel_standards_conduct_april2007.authcheckdam.pdf). Mediators shall have judicial
immunity in the same manner and to the same extent as a judge.
E.
Mediator’s Compensation. Mediators shall be compensated at the
rate of $600.00, or at such rate as may be agreed to in writing by the parties and the
mediator selected by the parties. The cost of the mediator’s services shall be split equally
by the parties to the MMM Conferences, unless otherwise agreed by the parties.
The fee paid to the mediator include the following service: assistance in
determining that all documents and information is properly uploaded to the MMM Portal
or otherwise exchanged between Debtor and Lender; scheduling the MMM Conferences;
participation in a maximum of two (2) one-hour MMM Conferences; and filing all
necessary reports with the Court. To the extent that the MMM Conferences extend
beyond the two (2) one-hour sessions, the cost of the mediator’s services shall be split
equally by the parties and payment shall be provided to the mediator at least twenty four
(24) hours prior to the MMM Conference. If Debtor is not represented by counsel,
payment for such additional MMM Conferences shall be made by cashier’s check or
money order.
F.
Disqualification of Mediator. Any person selected as a mediator
may be disqualified for bias or prejudice as provided for in 28 U.S.C. § 144, and shall be
disqualified in any action in which the mediator would be required to do so if the
mediator was a judge and subject to the standards set forth in 28 U.S.C. § 455.
G.
Mediator Unable to Serve. If a mediator is unable to serve in an
assigned case, then after receipt of the order referring case to the MMM Program, the
mediator shall promptly file and serve a notice of inability to serve on the Required
Parties, and the Clerk of the Court shall randomly select a new mediator from the
Register of Mediators without a hearing. In the event that a mediator is replaced, Debtor
shall promptly update the MMM Portal to designate the new mediator for the case.
H.
MMM Conferences. Upon consultation with the parties and their
attorneys (if any), the mediator shall fix a reasonable time and place for the MMM
Conference, except as otherwise agreed by the parties or by order of the Court, and shall
give the parties at least seven (7) days advance written notice of the date, time, and place
of the MMM Conference. Attendance at the MMM Conference is mandatory, and as
specified in Section 9(A) above, telephonic appearances are permissible under certain
circumstances. The mediator has sole discretion to determine how the MMM Conference
is conducted, and shall determine when the parties are to be present in the conference
room together, if at all. No party can be required to participate in a MMM Conference
for longer than two (2) hours.
14.

Compensation for Debtor’s Counsel. Attorneys for Debtor shall be
10
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permitted to charge attorney’s fees not to exceed $2,500.00 and costs not to exceed
$100.00 for participation in the MMM Program. These fees and costs are in addition to
those fees and costs incurred in the representation of Debtor in the Chapter 13 case.
Debtor’s attorney shall perform the following services to receive such fees:
•
•

•
•
•
•
•
•
•
•

•

•
•

Prepare, file, and serve Motion for Referral to Mortgage Modification
Mediation Program (Form ND-MMM-100);
Prepare and file Notice of Lender Consent to Attend and Participate in
Mortgage Modification Mediation Program (Form ND-MMM-101) (if
necessary) and Notice of Third Party Consent to Attend and Participate in
Mortgage Modification Mediation Program (Form ND-MMM-102) (if
necessary).
Prepare and upload an Order Granting Motion for Referral to Mortgage
Modification Mediation Program (Form ND-MMM-103);
Prepare, file, and serve Notice of Entry of Order Granting Motion for Referral
to Mortgage Modification Mediation Program (Form ND-MMM-104) (if
necessary);
Use and complete the Document Preparation System;
Prepare all forms required for submission on the MMM Portal;
Submit all required documents and communication through the MMM Portal;
Communicate with Lender and the mediator in an attempt to promptly settle
or otherwise resolve the matter;
Attend all MMM Conferences and all related Court hearings;
Prepare, file, and serve Motion to Approve Trial Loan Modification
Agreement and Authorizing Trustee to Make Distributions Prior to
Confirmation to Lender (Form ND-MMM-106) and upload an Order Granting
Motion to Approve Trial Loan Modification Agreement and Authorizing
Trustee to Make Distributions Prior to Confirmation to Lender (Form NDMMM-107) (if a trial loan modification agreement is reached);
Prepare, file, and serve Motion to Approve Loan Modification Agreement
After Completion of Mortgage Modification Mediation Program (Form NDMMM-108) and upload an Order Granting Motion to Approve Loan
Modification Agreement After Completion of Mortgage Modification
Mediation Program (Form ND-MMM-109) (if a final loan modification
agreement is reached);
Review all modified loan documents (if necessary); and
Prepare and file all other pleadings required to promptly settle the matter.

Debtor’s attorney shall file an application for allowance of these additional fees
and costs and upload an appropriate order authorizing Trustee to pay these fees through
the Chapter 13 Plan upon completion of the MMM Program.

11
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1
2
3
4
5
6
UNITED STATES BANKRUPTCY COURT
7
NORTHERN DISTRICT OF CALIFORNIA
8
9

In re

Case No.

10

,

11

Chapter 13

Debtor.

MOTION FOR REFERRAL TO
MORTGAGE MODIFICATION
MEDIATION PROGRAM

12
13

(the “Debtor”) hereby submits this Motion for

14
15

Referral to Mortgage Modification Mediation Program (the “Motion”) and requests that the Court

16

enter an order referring the Debtor and

17

Mortgage Modification Mediation Program (“MMM Program”) based upon the following.
1.

18

(the “Lender”) to the

The Lender has voluntarily consented to participate in the MMM Program

19

in the above-captioned case, and herewith this Motion, the Debtor has filed a Notice Of Lender

20

Consent To Attend And Participate In The Mortgage Modification Mediation Program (Form

21

ND-MMM-101).

22

2.

23

The Debtor is an individual who has filed for relief under, or converted to,

Chapter 13 of the United States Bankruptcy Code on
3.

24

.

The Debtor requests entry into the MMM Program with respect to real

25

property located at

26

(the “Property”). The last four digits of the account number for the Lender’s loan secured by the

27

Property is

28

///
FORM ND-MMM-100

(the “Loan”).

1
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1

A.

The Property is: (select one)

2

the Debtor’s primary residence.

3

not the Debtor’s primary residence.

4

B.

The borrowers whom are obligated on the Loan are: (select one)

5

only the Debtor.

6

the Debtor and a non-filing co-borrower, co-obligor, or

7

third-party, and their name(s) are as follows:

8
9
10

.

11

C.

If applicable, the Debtor has filed with this Motion the Notice Of

12

Third-Party Consent To Attend And Participate In The Mortgage Modification Mediation

13

Program (Form ND-MMM-102), which is signed by each co-obligor, co-borrower, or third party

14

listed above.

15

4.

The Debtor intends to: (select all that apply)

16

modify the loan or mortgage on the Property.

17

surrender the Property to the Lender.

18

5.

Prior to filing this Motion, the Debtor’s information was submitted to and

19

processed through the court-approved online program that facilitates the preparation of the

20

Debtor’s loan modification package (the “Document Preparation Software”). The Debtor’s initial

21

loan modification forms have been generated and are ready for signature and submission. The

22

Debtor has also collected all of the required supporting documentation as required by the

23

Document Preparation Software (such documentation and forms shall be collectively referred to

24

herein as the “Debtor’s Prepared Package”) and the Debtor is prepared to submit the supporting

25

documentation and the modification forms. Further, the Debtor has paid the applicable Document

26

Preparation Software fee to the approved vendor.

27

6.

28

Prior to filing this Motion, the Debtor has determined that: (select one)
the Lender is registered with the approved Mortgage Modification

FORM ND-MMM-100

2
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1

Mediation Portal (the “MMM Portal”).

2

the Lender is not registered with the MMM Portal. The Debtor

3

requests that the Court require the Lender (and the Lender’s

4

California counsel, if applicable), within fourteen (14) days after

5

the entry of an order approving this Motion, to register with the

6

MMM Portal and provide to the vendor operating the MMM Portal

7

any forms or documents which the Lender may require to initiate a

8

review under the MMM Program. The MMM Portal vendor shall

9

post any such forms or documents to the Lender’s profile on the

10
11

MMM Portal.
7.

The Debtor requests that the Lender consider: (select all that apply)

12

a HAMP or other government sponsored loan modification.

13

a conventional loan modification.

14

a deed in lieu of foreclosure.

15

surrender options.

16

other:

17

8.

.

If the Debtor is requesting non-retention (surrender) options for the

18

Property, then the Debtor will submit all additional documents required for surrender of the

19

Property as provided for on the MMM Portal. Further, Debtor represents that the Property:

20

has not previously been listed for sale.

21

has previously been listed for sale.

22

9.

If the Debtor is represented by an attorney, the Debtor has remitted the

23

applicable mediator’s fee pursuant to the MMM Procedures to the Debtor’s attorney. The Debtor

24

understands and acknowledges that after the mediator is designated, the mediator’s fee is not

25

refundable for any reason at any time.

26

10.

If the Debtor is not represented by an attorney, the Debtor obtained a

27

money order or a cashier’s check to pay the required mediator’s fee pursuant to the MMM

28

Procedures, a true and correct copy of which is attached hereto as Exhibit A. The Debtor
FORM ND-MMM-100
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1

understands and acknowledges that after the mediator is designated, the mediator’s fee is not

2

refundable for any reason at any time.

3

11.

4

to act as the mediator in this case.

5
6

The Debtor has selected

(the “Mediator”)

WHEREFORE, the Debtor requests that this Motion be granted and for such other and
further relief as this Court deems proper.

7
8

Dated:

Respectfully submitted,

9
By:

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
FORM ND-MMM-100

4
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1
2
3
4
5
6
UNITED STATES BANKRUPTCY COURT
7
NORTHERN DISTRICT OF CALIFORNIA
8
9

In re

Case No.

10

,

11

Debtor.

12

Chapter 13
NOTICE OF LENDER CONSENT TO
ATTEND AND PARTICIPATE IN
MORTGAGE MODIFICATION
MEDIATION PROGRAM

13
14
(the “Lender”) consents to participate in the Mortgage

15
16

Modification Mediation Program (the “MMM Program”) with

(the

17

“Debtor”) in the above-captioned case. By this consent, the Lender hereby agrees as follows.

18

1.

To participate in the MMM Program and be subject to the MMM Procedures.

19

2.

To register with the Mortgage Modification Mediation Web Portal (“MMM

20

Portal”) located at www.dclmwp.com (if not already registered) within fourteen (14) days from

21

the date of filing this notice, and to provide to the MMM Portal vendor the Lender’s initial lost

22

mitigation package which specifies the forms and documentation required to initiate a review of

23

the Debtor’s request for loss mitigation options (the “Lender’s Initial Package”).

24
25
26

3.

To communicate with the Debtor or the Debtor’s attorney (if represented by

counsel) through the MMM Portal as required by the MMM Procedures.
4.

To designate its single point of contact and its California legal counsel (if any) on

27

the MMM Portal, if such persons have not already been designated, within seven (7) days after

28

receiving the Debtor’s information through the MMM Portal.
FORM ND-MMM-101
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1

5.

That the Lender’s single point of contact and its California legal counsel (if any)

2

will have the requisite authority (within the investor’s guidelines) to settle any and all issues that

3

may arise during the MMM Conferences.

4
5

6.

will attend and continuously participate in all MMM Conferences in this case.

6
7

7.

8.

To pay half of the mediator’s fee directly to the mediator in the event that the

MMM Program extends beyond two (2) one-hour sessions.

10
11

To pay the non-refundable fee pursuant to the MMM Procedures directly to the

mediator within seven (7) days of designation of the mediator.

8
9

That the Lender’s single point of contact and its California legal counsel (if any)

9.

To promptly prepare and execute all necessary documents to effectuate any

agreement reached during the MMM Conferences, to the extent that a settlement is agreed upon.

12
13

Dated:

Respectfully submitted,

14
By:

15
16
17
18
19
20
21
22
23
24
25
26
27
28
FORM ND-MMM-101

2
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1
2
3
4
5
6
UNITED STATES BANKRUPTCY COURT
7
NORTHERN DISTRICT OF CALIFORNIA
8
9

In re

Case No.

10

,

11

Debtor.

Chapter 13
NOTICE OF THIRD-PARTY CONSENT
TO ATTEND AND PARTICIPATE IN
MORTGAGE MODIFICATION
MEDIATION PROGRAM

12
13
14

(the “Third Party”) consents to participate in the

15
16

Mortgage Modification Mediation Program (the “MMM Program”) with

17

(the “Debtor”) and

18

By this consent, the Third Party hereby asserts as follows.

(the “Lender”) in the above-captioned case.

19

1.

I am not a debtor in the above-captioned case.

20

2.

I am: (select all that apply)

21

the Debtor’s non-filing spouse.
a co-obligor on the promissory note.
a co-borrower on the mortgage.
other / third-party:

22

.

23
24
25
26
27
28

3.

Although not required to do so, I am willing to enter into a binding settlement

agreement with the Debtor and the Lender.
4.

Upon request from the Debtor and/or the Debtor’s attorney, I am willing to

promptly provide all necessary and required documents for the MMM Program.
5.

To the extent that the Debtor is represented by an attorney in the above-captioned

FORM ND-MMM-102

1
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1

case, I have not entered into any agreement with the Debtor’s attorney for legal representation

2

and I acknowledge that I am not represented by the Debtor’s attorney for purposes of the MMM

3

Program or any matter related thereto.

4

6.

I understand and acknowledge that I am entitled to retain my own attorney to

5

represent me in the MMM Program or any matter related thereto, and I further understand and

6

acknowledge that neither the Court nor the MMM Program will provide me with an attorney.

7

7.

I understand and acknowledge that all communications and information exchanged

8

during the MMM Program shall be deemed confidential and shall not be disclosed, except as

9

otherwise provided in the MMM Procedures.

10
11
12
13

I declare under penalty of perjury under the laws of the United States of America that the
foregoing is true and correct.
Executed at

,

on this

day of ______, 20

.

14
15
Signature

16
17
18
19
20
21
22
23
24
25
26
27
28
FORM ND-MMM-102

2

VERSION 1.00 (August 1, 2015)

NOTICE OF THIRD-PARTY CONSENT TO ATTEND
AND PARTICIPATE
IN MORTGAGE MODIFICATION MEDIATION PROGRAM
Page
554

1
2
3
4
5
6
UNITED STATES BANKRUPTCY COURT
7
NORTHERN DISTRICT OF CALIFORNIA
8
9

In re

Case No.

10

,

11

Chapter 13

Debtor.

ORDER GRANTING MOTION FOR
REFERRAL TO MORTGAGE
MODIFICATION MEDIATION PROGRAM

12
13
14

On

,

filed a Motion For

15

Referral To Mortgage Modification Mediation Program [Dkt. No.

16

due consideration, and for good cause shown, the Court hereby orders as follows:

17

1.

18

2.

] (the “Motion”). Upon

The Motion is granted.
(the “Debtor”) and

19

(the “Lender”) are required to participate in the Mortgage Modification Mediation Program (the

20

“MMM Program”) in good faith.

21
22
23

3.

(the “Mediator”) is designated to serve as the MMM

Program mediator in this case.
4.

The current procedures and deadlines set forth in the Mortgage Modification

24

Mediation Program Procedures (the “MMM Procedures”) attached hereto as Exhibit A are

25

incorporated into this Order.

26
27

5.

The automatic stay provided for under 11 U.S.C. § 362(a) shall be modified to the

extent necessary to facilitate the MMM Program pursuant to this Order.
*** END OF ORDER ***

28
FORM ND-MMM-103

1
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1

EXHIBIT A

2
3

[Attach a copy of the current version of the Mortgage Modification Mediation Program
Procedures available on the Court’s website (http://www.canb.uscourts.gov)].

4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
FORM ND-MMM-103
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1

Court Service List

2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
FORM ND-MMM-103
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1
2
3
4
5
6
UNITED STATES BANKRUPTCY COURT
7
NORTHERN DISTRICT OF CALIFORNIA
8
9

In re

Case No.

10

,

11

Chapter 13

Debtor.

NOTICE OF ENTRY OF ORDER
GRANTING MOTION FOR REFERRAL
TO MORTGAGE MODIFICATION
MEDIATION PROGRAM

12
13
14
15
16

TO:
(THE “LENDER”), THE CHAPTER 13
TRUSTEE, THE UNITED STATES TRUSTEE, ALL PARTIES-IN-INTEREST, AND
THEIR RESPECTIVE COUNSEL:

17
PLEASE TAKE NOTICE that on

18

, 20

, the Court

19

entered an Order Granting Motion For Referral To Mortgage Modification Mediation Program

20

(the “MMM Order”) [Dkt. No.

21

hereto as Exhibit A.

] in the above-captioned case, a copy of which is attached

PLEASE TAKE FURTHER NOTICE that the Mortgage Modification Mediation

22
23

Program Procedures adopted by the Court shall govern the mediation process, a copy of which is

24

attached hereto as Exhibit B.
PLEASE TAKE FURTHER NOTICE that the Lender has fourteen (14) days from the

25
26

date

27

reconsideration of the MMM Order. Such motion shall be filed with the Clerk of the United

28

States Bankruptcy Court and served upon counsel for the Debtor.
FORM ND-MMM-104

(the “Debtor”) served this notice to file a motion for

1
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1

PLEASE TAKE FURTHER NOTICE that the Debtor has selected

2

(the “Mediator”) to act as the mediator in this case. The Lender has fourteen (14)

3

days from the date the Debtor served this notice to file an objection to the Mediator selected in

4

this case. Such objection shall be made by completing Local Mortgage Modification Mediation

5

Form ND-MMM-105, a copy of which is attached hereto as Exhibit C, and shall be filed with the

6

Clerk of the United States Bankruptcy Court and served upon counsel for the Debtor.

7

PLEASE TAKE FURTHER NOTICE that failure to file timely a motion for

8

reconsideration of the MMM Order shall be deemed as consent to participate in the Mortgage

9

Modification Mediation Program, and that failure to file timely an objection to the Mediator shall

10

be deemed as a waiver of your right to challenge the Mediator selected by the Debtor.

11
12

Dated:

13
14

By:

15
16
17
18
19
20
21
22
23
24
25
26
27
28
FORM ND-MMM-104
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1

EXHIBIT A

2
3

[Attach a copy of the Order Granting Motion For Referral To Mortgage Modification Mediation
(Form ND-MMM-103) entered by the Court in this matter].

4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
FORM ND-MMM-104

3

VERSION 1.00 (August 1, 2015)

NOTICE OF ENTRY OF ORDER GRANTING MOTION
FOR560
REFERRAL TO MORTGAGE MODIFICATION MEDIATION PROGRAM
Page

1

EXHIBIT B

2
3

[Attach a copy of the current version of the Mortgage Modification Mediation Program
Procedures available on the Court’s website (http://www.canb.uscourts.gov)].

4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
FORM ND-MMM-104

4
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1

EXHIBIT C

2
3
4

[Attach a copy of the current version of Objection to Selection of Mortgage Modification
Mediator (Form ND-MMM-105) available on the Court’s website
(http://www.canb.uscourts.gov)].

5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
FORM ND-MMM-104

5
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1
2
3
4
5
6
UNITED STATES BANKRUPTCY COURT
7
NORTHERN DISTRICT OF CALIFORNIA
8
9

In re

Case No.

10

,

11

Chapter 13

Debtor.

OBJECTION TO SELECTION OF
MORTGAGE MODIFICATION
MEDIATION PROGRAM MEDIATOR

12
13
On

14

,

(the “Debtor”) filed a Motion For

15

Referral To Mortgage Modification Mediation Program [Dkt. No.

] (the “Motion”) and

16

requests that the Court enter an order referring the Debtor and

17

(the “Lender”) to the Mortgage Modification Mediation Program (the “MMM Program”).
In the Motion, the Debtor has proposed that

18

(the “Proposed

19

Mediator”) should be designated as the MMM Program mediator in this case. The Lender does

20

not object to this case being referred to the MMM Program, however the Lender does object to

21

the Proposed Mediator being designated as the MMM Program mediator in this case.
WHEREFORE, pursuant to the MMM Program Procedures, the Lender requests that the

22
23

Clerk of the Court randomly select a mediator for this case from the Register of Mediators.

24
25

Dated:

Respectfully submitted,

26
By:

27
28
FORM ND-MMM-105

1

OBJECTION TO SELECTION OF MORTGAGE MODIFICATION
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1
2
3
4
5
6
UNITED STATES BANKRUPTCY COURT
7
NORTHERN DISTRICT OF CALIFORNIA
8
9

In re

Case No.

10

,

11

Debtor.

Chapter 13
MOTION TO APPROVE TRIAL LOAN
MODIFICATION AGREEMENT AND
AUTHORIZING TRUSTEE TO MAKE
DISTRIBUTIONS PRIOR TO
CONFIRMATION TO LENDER

12
13
14

(the “Debtor”) hereby moves (the “Motion”) the

15
16

Court for entry of an order approving a trial loan modification agreement entered into with
(the “Lender”) and authorizing the Chapter 13 Trustee (the

17
18
19

“Trustee”) to make distributions to the Lender prior to confirmation based upon the following.
1.

On

, the Court referred the above-captioned case to the

20

Mortgage Modification Mediation Program (the “MMM Program”) [Dkt. No.

21

real property located at

22

2.

On

] with respect to
.

, a MMM Conference was conducted whereby the

23

Debtor and the Lender agreed to a trial loan modification agreement (the “Trial Agreement”), a

24

true and correct copy of which is attached hereto as Exhibit A.

25
26

3.

In order to facilitate payments required by the Trial Agreement, the parties request

that the Trustee be authorized to distribute payments prior to confirmation as follows:
A.

27
28

be in the amount of $

Monthly Payments. The Debtor’s trial payments to the Lender shall
per month, which includes principal, interest, and escrow

1
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1

amounts for property taxes and insurance. The effective interest rate for the trial payments shall

2

be

3

and continue through

% per annum. The trial payments shall commence on

4

, 20
B.

, 20

.

Lump Sum Payment. The Debtor has made payments to the

5

Trustee sufficient to satisfy the Lender’s requirements for

6

amount of $

7

property taxes and insurance. The effective interest rate for the trial payments shall be

8

per annum. This single lump sum payment shall be disbursed immediately.

9

4.

trial payments in the aggregate

, which includes principal, interest, and escrow amounts for

The Trustee shall make the payment(s) specified in Paragraph (3) above payable to

10

and mailed to

11
12

%

. The last four
digits of the account number or the other unique identifier for these trial payments is

13

5.

On

.

, the Debtor filed a Chapter 13 Plan which

14

includes the Required Chapter 13 Plan Language specified in Section 11(C) of the MMM

15

Procedures [Dkt. No.

].

16
17
18

WHEREFORE, the Debtor requests that the Court enter an order approving the Motion
and for such other and further relief as the Court deems just and proper.

19
20

Dated:

Respectfully submitted,

21
22

By:

23
24
25
26
27
28
2
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1
2
3
4
5
6
UNITED STATES BANKRUPTCY COURT
7
NORTHERN DISTRICT OF CALIFORNIA
8
9

In re

Case No.

10

,

11

Chapter 13

Debtor.

ORDER GRANTING MOTION TO
APPROVE TRIAL LOAN MODIFICATION
AGREEMENT AND AUTHORIZING
TRUSTEE TO MAKE DISTRIBUTIONS
PRIOR TO CONFIRMATION

12
13
14
15

On

,

(the “Debtor”) filed a Motion

16

to Approve Trial Loan Modification Agreement and Authorizing Trustee to Make Distributions

17

Prior to Confirmation [Dkt. No.

18

agreement entered into with

19

as Exhibit A to the Motion (the “Trial Agreement”). Upon due consideration, and for good cause

20

shown, the Court hereby orders as follows:

] (the “Motion”) seeking approval of a trial loan modification
(the “Lender”), which was attached

21

1.

The Motion is granted.

22

2.

The Trial Agreement is approved and the Debtor is authorized to enter into the

23

Trial Agreement.

24

3.

25

The Debtor and the Lender are authorized to execute any and all documents

necessary to effectuate and implement the terms of the Trial Agreement.

26

4.

The terms of the Trial Agreement are incorporated into this Order.

27

5.

Pursuant to the Debtor’s Chapter 13 Plan [Dkt. No.

28

], the Trustee is authorized

to make distributions to the Lender prior to confirmation as follows:
1
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1

A.

Monthly Payments. The Debtor’s trial payments to the Lender shall

2

be in the amount of $

per month, which includes principal, interest, and escrow

3

amounts for property taxes and insurance. The effective interest rate for the trial payments shall

4

be

5

and continue through

% per annum. The trial payments shall commence on

6

, 20
B.

.

Lump Sum Payment. The Debtor has made payments to the

7

Trustee sufficient to satisfy the Lender’s requirements for

8

amount of $

9

property taxes and insurance. The effective interest rate for the trial payments shall be

10
11
12

, 20

trial payments in the aggregate

, which includes principal, interest, and escrow amounts for
%

per annum. This single lump sum payment shall be disbursed immediately.
6.

The Trustee shall make the payment(s) specified in Paragraph (5) of this Order

payable to

and mailed to

13
14

.
The last four digits of the account number or the other unique identifier for the trial payment(s) is

15
16

.
7.

Within twenty eight (28) days after the date the Trustee makes the final payment to

17

the Lender as required by the Trial Agreement, the Lender shall provide the Debtor with a final

18

loan modification agreement.

19

8.

The Court shall retain jurisdiction with respect to all matters arising from or

20

related to the implementation of this Order, including but not limited to, interpretation and

21

enforcement of the Trial Agreement.

22

*** END OF ORDER ***

23
24

APPROVED AS TO FORM AND CONTENT

25
26
27
28

Dated:
Signature
By:
Its:
2
VERSION 1.00 (August 1, 2015)
FORM ND-MMM-107
ORDER GRANTING MOTION TO APPROVE TRIAL LOAN MODIFICATION AGREEMENT AND AUTHORIZING TRUSTEE TO MAKE
Page 567
DISTRIBUTIONS PRIOR TO CONFIRMATION

1

Court Service List

2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
3
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1
2
3
4
5
6
UNITED STATES BANKRUPTCY COURT
7
NORTHERN DISTRICT OF CALIFORNIA
8
9

In re

Case No.

10
11

,

Chapter 13

Debtor.

MOTION TO APPROVE LOAN
MODIFICATION AGREEMENT AFTER
COMPLETION OF MORTGAGE
MODIFICATION MEDIATION PROGRAM

12
13
14

(the “Debtor”) hereby moves (the “Motion”) the

15
16

Court for entry of an order approving a loan modification agreement entered into with

17

(the “Lender”) based upon the following.

18
19
20

1.

On

, the Court referred the above-captioned case

to the Mortgage Modification Mediation Program (the “MMM Program”) [Dkt. No.
2.

On

].

, the Debtor filed a Chapter 13 Plan

21

which includes the Required Chapter 13 Plan Language specified in Section 11(C) of the

22

Mortgage Modification Mediation Program Procedures [Dkt. No.

23

3.

On

].

, the Debtor and the Lender agreed to a final

24

loan modification agreement (the “Final Agreement”), a true and correct copy of which is

25

attached hereto as Exhibit A. The essential terms of the Final Agreement are summarized below:

26
27
28

ORIGINAL LOAN

MODIFIED LOAN

Principal Balance
Interest Rate
Interest Type
1
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1

Maturity Date
Principal and Interest
Amount
Total Payments (including
escrow, if applicable)

2
3

Incorporates Pre-Petition
Arrears? (Yes or No)
Incorporates Post-Petition
Arrears? (Yes or No)

4
5
6

4.

On

, the Court entered an Order Granting

7

Motion to Approve Trial Loan Modification Agreement and Authorizing Trustee to Make

8

Distributions Prior to Confirmation [Dkt. No.

9

facilitate payments required by the Final Agreement, the parties request that the Trustee be

10

] (the “Trial Modification Order”). In order to

authorized to distribute payments prior to confirmation as follows:

11

A.

As specified in the Trial Modification Order.

12

B.

The Debtor’s new mortgage payment to the Lender shall be in the

13

amount of $

14

for property taxes and insurance. The effective interest rate for the mortgage payments shall be

15

per month, which includes principal, interest, and escrow amounts

% per annum. The payments shall commence on

16

continue through

, 20

17

payable to

and mailed to
. The last four

digits of the account number or the other unique identifier for these trial payments is

20
21

5.

.

The Debtor asserts that the Agreement is reasonable and in the best

interests of the estate and its creditors.

22
23

and

. The Trustee shall make these payments

18
19

, 20

WHEREFORE, the Debtor requests that the Court enter an order granting the Motion and
for such other and further relief as the Court deems just and proper.

24
25

Dated:

Respectfully submitted,

26
27

By:

28
2
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1
2
3
4
5
6
UNITED STATES BANKRUPTCY COURT
7
NORTHERN DISTRICT OF CALIFORNIA
8
9

In re

Case No.

10

,

11

Chapter 13

Debtor.

ORDER GRANTING MOTION TO
APPROVE LOAN MODIFICATION
AGREEMENT AFTER COMPLETION OF
MORTGAGE MODIFICATION
MEDIATION PROGRAM

12
13
14
On

15

,

(the “Debtor”) filed a Motion

16

to Approve Loan Modification Agreement After Completion of Mortgage Modification

17

Mediation Program [Dkt. No.

18

with

19

(the “Final Agreement”). Upon due consideration, and for good cause shown, the Court hereby

20

orders as follows:

21

1.

The Motion is granted.

22

2.

The Final Agreement is approved and the Debtor is authorized to enter into the

23

Final Agreement.

24

3.

25

] (the “Motion”) seeking approval of the agreement entered into
(the “Lender”), which was attached as Exhibit A to the Motion

The Debtor and the Lender are authorized to execute any and all documents

necessary to effectuate and implement the terms of the Final Agreement.

26

4.

The terms of the Final Agreement are incorporated into this Order.

27

5.

Pursuant to the Debtor’s Chapter 13 Plan [Dkt. No.

28

], the Trustee is authorized

to make distributions to the Lender prior to confirmation as follows:
1
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1

A.

As previously specified in the Order Granting Motion to Approve

2

Trial Loan Modification Agreement and Authorizing Trustee to Make Distributions Prior to

3

Confirmation [Dkt. No.

4

B.

].
The Debtor’s new mortgage payment to the Lender shall be in the

5

amount of $

per month, which includes principal, interest, and escrow amounts

6

for property taxes and insurance. The effective interest rate for these payments shall be

7

annum. The payments shall commence on

8

, 20

9

and mailed to

12

and continue through

. The Trustee shall make these payments payable to

10
11

, 20

. The last four digits of the
account number or the other unique identifier for these trial payments is
6.

.

The Court shall retain jurisdiction with respect to all matters arising from or

13

related to the implementation of this Order, including but not limited to, interpretation and

14

enforcement of the Final Agreement.

15

% per

*** END OF ORDER ***

16
17
18
19
20
21
22
23
24
25
26
27
28
2
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1

Court Service List

2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
3
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1
2
3
4
5
6
UNITED STATES BANKRUPTCY COURT
7
NORTHERN DISTRICT OF CALIFORNIA
8
9
10

In re
VERIFICATION OF
QUALIFICATIONS TO ACT AS
MEADIATOR IN THE MORTGAGE
MODIFICATION MEDIATION
PROGRAM

MORTGAGE MODIFICATION MEDIATION
PROGRAM.

11
12
13

I,

14

1.

, hereby declare as follows:
I am seeking to be included on the Register of Mediators maintained by the Clerk

15

of the Court for purposes of the Mortgage Modification Mediation Program (the “MMM

16

Program”). I have personal knowledge of the following and could testify competently thereto if

17

called upon to do so.

18

2.

In accordance with General Order 29, I verify that I am qualified to serve as a

19

mediator for a period of three (3) years, after which I must reapply, based upon the following

20

qualification (select one):

21

I am an active and licensed member of the State Bar of California and
admitted to practice law in a state court or federal court within California
for at least the past five (5) years;
I am a retired California state court or federal court judge; or
I am an active and licensed member of the State Bar of Florida and an
approved member on the Register of Mediators with the Clerk of the Court
for the United States Bankruptcy Court, District of Florida (all divisions)
accepting MMM Assignments, and I will accept MMM Assignments for a
period limited to one (1) year commencing August 1, 2015 and ending July
31, 2016.

22
23
24
25
26
27
28

3.

I have never been disbarred or suspended from practice before any court,

department, bureau or commission of any state or the United States, and I have never received a
FORM ND-MMM-200

1
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1

reprimand or been subject to other disciplinary action from any such court, department, bureau or

2

commission, except as follows:

3
4
5
6

.
4.

I have never been denied admission to the State Bar of California, except as

follows:

7
8
9

.
5.

I am a member in good standing of the following Bar Associations:

10
11
12
13
14

.
6.

I agree to accept the current compensation rate established by the United States

Bankruptcy Court for the Northern District of California.
7.

I am familiar with and will comply with all notice and reporting requirements as

implemented in General Order 29 through the MMM Procedures.

15

8.

16

me as a mediator.

17

9.

18

I will promptly disclose to the Court any bias or prejudice which may disqualify

I will accept referrals for cases filed in the Northern District of California in the

Oakland, San Francisco, Santa Rosa, and San Jose Divisions.

19
20
21
22

I declare under penalty of perjury under the laws of the United States of America that the
foregoing is true and correct.
Executed at

,

on this

day of ______, 20

.

23
24
Signature

25
26
27
28
FORM ND-MMM-200
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1
2
3
4
5
6
UNITED STATES BANKRUPTCY COURT
7
NORTHERN DISTRICT OF CALIFORNIA
8
9

In re

Case No.

10
11

,
Debtor.

Chapter 13
FINAL REPORT OF MORTGAGE
MODIFICATION MEDIATION PROGRAM
MEDIATOR

12
13

, the Court-appointed Mortgage Modification Mediation

14
15

Program (the “MMM Program”) mediator (the “Mediator”) in the above-captioned case, hereby

16

reports as follows:

17
18

1.

On

, the final MMM Conference was conducted

and the parties:
Reached a trial loan modification agreement.
Reached a final loan modification agreement.
Failed to reach an agreement.
Other (specify):

19
20
21
22

The following persons were in attendance at the MMM Conference:
Debtor:
Debtor’s Attorney:
Co-Debtor / Co-Borrower:
Debtor’s Attorney:
Lender’s Representative:
Other:

23
24
25
26
27
28

2.

The final MMM Conference was scheduled for

,

but the conference was not conducted for the following reason(s) (select all that apply):
FORM ND-MMM-201

1
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1

The parties settled prior to the conference.
The above-captioned case was dismissed.
The Debtor failed to attend.
The Debtor’s attorney failed to attend.
The Lender’s representative failed to attend.
The Lender’s attorney failed to attend.
Other:

2
3
4
5

.
3.

6

The Debtor’s attorney fully performed all services required by the

7

Mortgage Modification Program Procedures and participated in all MMM Conferences, and the

8

failure of the parties to reach an agreement in this matter was no fault of the Debtor’s attorney.
4.

9

The Mediator further reports:

10
11
12
13
14
.

15
16
17

Dated:

Respectfully submitted,

18
By:

19
20
21
22
23
24
25
26
27
28
FORM ND-MMM-201

2
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CHAPTER 13 MORTGAGE MODIFICATION MEDIATION PROGRAM (MMM)
The Chapter 13 Mortgage Modification Mediation Program (MMM) is a program in the U.S. Bankruptcy Court for
the Eastern District of Wisconsin to help qualified Chapter 13 debtors keep their homes. MMM is designed for
Chapter 13 debtors who cannot afford their current mortgage payment, but have steady income to pay a
modified mortgage payment. MMM sets up an informal meeting between the debtor and the lender conducted
by a neutral mediator who acts as a discussion facilitator. The mediator cannot force a lender to modify a
mortgage, but can help the debtor and the lender reach an agreement. MMM is a way for the debtor and
lender to discuss whether modifying the mortgage is possible.
MMM is a voluntary program, and MMM has the support of the Bankruptcy Court. The Judges encourage
qualified Chapter 13 debtors and lenders to try the program. MMM has been designed with protections for
debtors and lenders alike.
To start the process, the debtor files a Motion to Participate in MMM and serves a copy on the lender. The
lender has 30 days to respond to the Motion. The Motion states the requirements to qualify for MMM,
including:


Debtor has regular income and is the owner occupant of a residential property used as debtor’s primary
residence (investment properties do not qualify).



Debtor has a mortgage balance of less than $729,750, and the mortgage payment is not affordable due
to financial hardship.



Debtor will make monthly post-petition mortgage payments of 31% of debtor’s gross monthly income or
75% of the Debtor’s current mortgage payment, whichever is less, starting the next monthly scheduled
due date (plus any grace period) after the Motion is filed.



Debtor must have filed complete bankruptcy schedules, and must provide lender with required
documents and forms via the DMM Loss Mitigation Portal. The Portal is required for all Motions filed on
or after June 15, 2012. To register for the Portal, go to www.dclmwp.com.



Debtor must pay a mediation fee of $200 to the mediator and attend the mediation session. Debtor
must pay $25 to use the DMM Loss Mitigation Portal. These fees are not refundable under any
circumstances. The mediation is to be completed within 60 days of the appointment of the mediator.



If MMM is successful and the mortgage is modified, the debtor agrees not to voluntarily dismiss the
Chapter 13 bankruptcy for 9 months, to enable the debtor to establish a track record of paying the
modified mortgage payments.



If MMM is not successful, the debtor agrees that either the automatic stay will be lifted or the debtor
will promptly propose an amended Chapter 13 plan to pay the original mortgage.

Mortgage lenders participating in MMM will also pay $200 to the mediator, and will upload their document
requests and review documents and forms using the DMM Loss Mitigation Portal. Lenders who are willing to
participate in the program, but are not yet set up to use the Portal may participate by special permission of the
Judge. Lenders are encouraged to use the Portal as it is the most cost-effective way for the Debtor to provide
Page 578

the required documents. By consenting to MMM, the lender agrees to appoint a representative with knowledge
of the lender’s loss mitigation programs and either settlement authority or access to an underwriter with
settlement authority. This representative will participate in the mediation sessions by telephone or video
conference. The lender also agrees to act promptly and in good faith to consider the Debtor’s mortgage loan for
modification. If the MMM is successful, the lender will promptly prepare the necessary documents, and, if
requested, the Court will approve any modification agreed upon by the debtor and lender.
By participating in MMM, the lender and debtor agree to entry of a Mortgage Modification Mediation Order.
This is only a summary. Debtors and lenders are encouraged to read the terms of the Motion, Consent and
Order to familiarize themselves with the terms of the program.
Questions about MMM can be directed to Mr. Sean McDermott in the office of the Clerk, U.S. Bankruptcy Court
at 414-297-3291. Questions about the DMM Portal can be directed to 1-800-481-1013 or email at
support@defaultmitigation.com.
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DRAFT COMPROMISE RULE 3015(c)
RULE 3015(c). Plans for Use in Chapter 13 Bankruptcy Cases.
(i)
FORM OF CHAPTER 13 PLAN. Each District may mandate the use of a chapter 13
plan that conforms with this Rule (a “Conforming Plan”). If a District does not mandate the use
of a single Conforming Plan, then only Official Form 113 may be utilized to propose a chapter
13 plan. Provisions not otherwise included in the Conforming Plan or in Official Form 113 or
that deviate from the Conforming Plan or Official Form 113 are effective only if they are
included in a section designated for nonstandard provisions and are also identified in accordance
with any other requirements of the Conforming Plan or Official Form 113.
(ii)
REQUIREMENTS FOR A LOCAL RULE ADOPTING A CONFORMING PLAN.
A Conforming Plan must be adopted pursuant to a local rule or Order that:
1.
Requires that the Conforming Plan must be used for all proposed chapter 13 plans
in the District.
2.

Prohibits alteration of the Conforming Plan.

3.
Mandates that all non-standard provisions be contained only in the final paragraph
of the Conforming Plan in a paragraph labeled “Non Standard Provisions.”
4.
Mandates that each proposed Conforming Plan contain a certification by the
debtors and their lawyer that no changes had been made to the Conforming Plan (other
than the possible inclusion of Non Standard Provisions in the final paragraph of the
Conforming Plan) and that the Debtor does not seek confirmation of any provision that
has been deemed not to be effective under these Rules.
5.

Is available as part of Local Rule 3015 or is posted on the Court’s website.

(iii) CONSPICUOUS LABELING. Each paragraph of a Conforming Plan must be labeled,
in bold, with a title setting for the general subject matter of the paragraph. Examples are
"Payments Made to Chapter 13 Trustee", "Treatment of Secured Claims", "Executory
Contracts", etc.
(iv)
PROCEDURE FOR ADOPTING A CONFORMING PLAN. A District electing to
adopt a Conforming Plan must do so only after public notice and opportunity for public
comment. If a District determines that exigent circumstances require an amendment to the
Conforming Plan without full notice and opportunity for public comment, the amendment must
be subject to reconsideration following notice and opportunity for public comment.
(v)
REQUIREMENT OF INFORMATIONAL STATEMENT.
Each debtor who
proposes a plan (whether the plan is a Conforming Plan or a plan on Official Form 113) must
include an Informational Statement. The Informational Statement must be contained in a cover
page or at the beginning of the proposed plan. The Informational Statement must indicate
whether the Plan:
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1.

Contains any Non Standard provisions.

2.
Limits the amount of any secured claim based on a valuation of the collateral for
the claim.
3.

Avoids any security interest or lien.

4.
Cures defaults and/or maintains payments on a claim that is secured by property
that is the Debtor’s principal residence.
5.

Provides for the treatment of a Domestic Support Obligation.

6.
Provides for a treatment of the type described in the final paragraph of § 1325(a)
of the Bankruptcy Code.
The Informational Statement must substantially conform to Official Form 113A.
(vi)
PROPERTY THAT IS SURRENDERED UNDER A CONFIRMED PLAN. If a
confirmed plan provides for the surrender of property, the stays arising under § 362 and § 1301
of the Bankruptcy Code terminate with respect to the surrendered property on the effective date
of the plan without the requirement of any further order. The termination of the stays does not
authorize actions to impose personal liability or to collect the debt from any property that is not
surrendered. A plan that provides for the surrender of property will constitute a request by the
Debtor for relief from the co-debtor stay to the extent provided in this subsection.
(vii) DETERMINING AMOUNTS OF CLAIMS AND AMOUNTS OF MONTHLY
MORTGAGE PAYMENTS. Subject to Rule 3015(g), a provision in a confirmed plan that
purports to reduce the aggregate amount of a claim is ineffective. A provision in a plan that
purports to alter the amount of a contractual mortgage payment on a claim secured only by a
security interest in real property that is the debtor’s principal residence is ineffective unless (i)
the claim is of the type described in § 1322(c)(2) of the Bankruptcy Code; (ii) the holder of the
claim has agreed in writing to the alteration; or (iii) the alteration is subject to the approval of the
holder of the claim.
(viii) DETERMINING WHETHER TO AVOID A LIEN. A Conforming Plan may include
a provision that provides for the avoidance of a lien in a manner consistent with these Rules. A
Conforming Plan is not required to include such a provision.
(ix)
DETERMINING VALUE OF COLLATERAL. A Conforming Plan may include a
provision that values collateral. A Conforming Plan is not required to include such a provision.
(x)
DISTRICT OPTION. Notwithstanding Rule 3015(c)(ii)(1), a District that has mandated
the use of a Conforming Plan may (i) require a debtor to file only the Conforming Plan; or (ii)
allow a debtor to file either the Conforming Plan or Official Form 113.
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OFFICIAL FORM 113A
INFORMATIONAL STATEMENT TO BE INCLUDED
AT BEGINNING OF EVERY CHAPTER 13 PLAN
Answer “Yes” or “No” for each statement:

No

This Plan contains non-standard provisions in [identify part/paragraph/
section number].

Yes

No

This Plan limits the amount of secured claims in [identify part/paragraph/
section number] based on a valuation of the collateral for the claim.

Yes

No

Yes

No

This Plan cures or maintains a loan secured by the Debtor’s principal
residence in [identify part/paragraph/section number].

Yes

No

This Plan provides for the treatment of a Domestic Support Obligation in
[identify part/paragraph/section number].

Yes

No

Yes

This Plan avoids a security interest or lien in [identify part/paragraph/
section number].

This plan includes a claim that was 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.

.
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RULE 3002(c)
(c) TIME FOR FILING. In a voluntary chapter 7 case, chapter 12 case or chapter 13
case, a proof of claim is timely filed if it is filed not later than 70 days after the order for relief or
the date of the order of conversion to a case under chapter 12 or chapter 13. In an involuntary
chapter 7 case, a proof of claim is timely filed if it is filed not later than 90 days after the order
for relief is entered. But in all cases, the following exceptions apply:
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NCBJ OUTLINE: ISSUES WITH PROOF OF CLAIMS and RULE 3002.1 NOTICES
Proof of Claim Issues:
1. Problems with Proofs of Claim:
a. No Claim Filed by Bar Date: When a claim is not timely filed it creates a
speculative situation which in turn raises accuracy issues in accurately
formulating a plan and associated payments.
b. Escrow Issues: When escrows are not properly listed mathematical
computational errors occur.
c. Insufficient Documentation: Notes and security instruments are often not
attached.
Rule 3002.1 Issues:
1. Incorrect application: Rule is currently being applied to rental properties however it is
supposed to only apply to homestead properties. However, Debtors do need to know
when there are changes to their non-homestead mortgage payments.
2. Notices are not being filed timely: Notices are not being filed timely by creditors
(outside 180 days).
3. Escrow Issue: When a change is to happen proper notice should be given to all
applicable parties.
4. Cramdown Problems: Creditors are filing notices based upon original contractual
amount instead of the cramdown amount. This creates ambiguity with Chapter 13
Trustee on how they should react to a payment change if in a conduit district. On the
flipside what if debtor doesn’t complete the plan?
5. Trustee Not Always Filing Notice to Cure: The rule calls for the trustee to file the notice
and if they do not then debtors counsel can do this.
6. Model PCN Form: The model PCN form appears to contemplate that it will be filed when
a loan modification agreement effects a change in the debtor’s monthly payment
amount. However, procedural delays in executing and approving loan modifications
often make it difficult, if not impossible, to comply with Rule 3002.1’s requirement that
the PCN be filed at least 21 days before the effective date of the payment change. Some
Courts abate all changes to payments if formal loss mitigation program is in place.
Issues Applicable to Creditors
1. Clarification on Whether Rule Applies Once Relief of Stay Has Been Given? Should Rule

3002.1 continue to apply after relief from stay has been granted to foreclose on the
property? Given that debtors and trustees will generally cease making payments on a
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mortgage loan once relief from stay to foreclose has been granted, there would appear
to be no practical need for a creditor to continue to file any PCNs, because the claim is
no longer provided for under Section 1322(b)(5) of the Bankruptcy Code. This rationale
is similar to where a debtor has surrendered the property as part of the bankruptcy.
2. Do you think 1322(b)(5) should be removed? Because of conflicting interpretations,
should reference to Section 1322(b)(5) be removed from section (a) of rule 3002.1.
3. Difficulty in Calculating Timely Payment Amounts for Daily Simple Interest (DSI)
Accounts and Home Equity Lines of Credit (HELOCs) and Burden of Filing Notices for
Frequent Payment Changes: Creditors have struggled with how to timely notify courts
where payment changes arise from the computation of interest on a daily simple basis.
Rule 3002.1 makes no exceptions for DSI accounts or HELOCs, where often monthly
payment amounts vary month-to-month depending on a number of factors, such as the
day of the month in which the debtor made his most recent payment and the amount of
that payment. For this reason, creditors often are unable to calculate the payment
change amount on DSI accounts at least 21 days before the effective date of the change.
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TAKE MY HOUSE – PLEASE!!
Getting Rid of Encumbered Property
Panelists
Hon. Eugene R. Wedoff
U.S. Bankruptcy Judge
Northern District of Illinois
Chicago, Illinois

Miriam T. Goott
Walker & Patterson, PC
4815 Dacoma Street
Houston, Texas 77092

Ricardo I. Kilpatrick
Kilpatrick & Associates, PC
903 N. Opdyke Rd., Suite C
Auburn, Michigan 48326

I. Problems a debtor faces when the lender won’t foreclose
A) Future HOA fees
i) A debtor’s personal liability for HOA dues continues post-petition and is
unaffected by the discharge. Foster v. Double R Ranch Assoc. (In re
Foster), 435 B.R. 650 (9th Cir. BAP 2010).
ii) HOA dues are non-dischargeable pursuant to 11 U. S.C § 523(a)(16).
iii) HOA dues are also non-dischargeable under a “hardship” discharge
pursuant to Section 1328(b).
B) Property taxes.
C) City and municipality fines for failure to maintain property.
D) Damage claims from accidents that occur on the property— for example,
squatters, mosquito-infested swimming pools and natural gas leaks
E) If the bank takes its sweet time to foreclose, this situation can go on for years
and put the Debtor in debt all over again.
II. The lender has no explicit duty to foreclose
A) A debtor cannot compel the lender to foreclose.
B) A lender’s failure to foreclose is not a violation of the discharge injunction.
III. “Surrender” alone is not helpful
A) Surrendering property in a chapter 13 plan does not transfer title of the
property. See In re Rosa, 495 B.R. 522, 524 (Bankr. D. Haw. 2013)
(“[S]urrender does not transfer ownership of the surrendered property.
Rather, ‘surrender’ means only that the debtor will make the collateral
available so the secured creditor can, if it chooses to do so, exercise its state
law rights in the collateral.”)
B) “Surrender” simply means that the Debtor will not oppose the transfer of the
house and, absent some further action (foreclosure, short sale, deed in
lieu),the Debtor remains the owner and bears the burdens of ownership.
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C) Surrender does not divest the debtor of the responsibilities of ownership.
D) Surrender does not create is any requirement for the lender to foreclose.
IV. Chapter 7 is not helpful
A) If the home is “underwater,” a chapter 7 trustee will simply abandon it under
§ 554, and the title will remain in the debtor, subject to the ongoing charges
and liabilities noted above.
V. Chapter 11 may provide a remedy
A) “Dirt for debt”—a plan may require a secured creditor to accept collateral in
satisfaction of its secured claim. Arnold & Baker Farms v. U.S. (In re Arnold
& Baker Farms), 85 F.3d 1415, 1423 (9th Cir.1996); In re Sandy Ridge
Development Corp., 881 F.2d 1346, 1350 (5th Cir. 1989).
B) “Dirt for debt” satisfies the requirements for “cramdown” under 11 U.S.C.
§ 1129(b)
i) Debtor’s plan must be “fair and equitable”
ii) For a lender holding a secured claim, the plan may provide for the lender
to realize the “indubitable equivalent” of its secured claim.
iii) Plans proposing to transfer to a creditor the property to which its lien
attaches are “fair and equitable” because the creditor receives the
indubitable equivalent of its secured claim. See Sandy Ridge, 881 F.2d at
1350 (5th Cir.1989) (“[C]ommon sense tells us that property is the
indubitable equivalent of itself.”).
VI. Relevant provisions in chapter 13
A) 11 U.S.C. § 1325
i) Section 1325(a)(5) sets out the requirements for treatment of a secured
claim in a chapter 13 plan.
ii) In order to confirm a plan, the plan must either:
(1) Be accepted by the secured creditor;
(2) Pay the debt as allowed under chapter 13; or
(3) Surrender the property to the secured creditor.
iii) Plan cannot be confirmed unless proposed in good faith. (§ 1325(a)(3))
B) 11 U.S.C. § 1322
i) Section 1322 details what may be included in a chapter 13 plan, what
must be included in a chapter 13 plan, and what may not be included in a
chapter 13 plan.
ii) Section 1322(b) states what may be provided in a chapter 13 plan.

2
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iii) Relevant options:
(1) § 1322(b)(8) - a plan may provide for the payment of all or part of a
claim against the debtor from property of the estate or property of the
debtor.
(2) § 1322(b)(9) - allows a debtor to propose a plan to “provide for the
“vesting” of property of the estate, on confirmation of the plan or at a
later time, in the debtor or in any other entity.”
(a) “Vesting” involves a transfer of ownership. “The plain meaning of
the term ‘vest’ is to transfer ownership or title.” United States ex
rel. DRC, Inc. v. Custer Battles, LLC, 376 F. Supp. 2d 617, 619, 632
(E.D. Va. 2005). Congress is presumed to have chosen deliberately
the words it includes in a statute. Univ. of Texas Southwestern Med.
Ctr. V. Nassar, 133 S.Ct. 2517, 2529 (2013)
(b) There is no requirement here that the recipient consent.
VII.

Option 1: payment by transfer under § 1325(a)(5)(B) and § 1322(b)(8)
Example: Chapter 13 Debtor has a home valued at $65,000.00 and owes his
lender, Bank of Kilpatrick, a total of $60,000.00. Debtor wants to get rid of
the house in the Chapter 13 Plan.
Debtor provides the following language in a proposed Chapter 13 Plan:
Pursuant to 11 U.S.C. § 1325(a)(5)(B)(ii) and § 1322(b)(8), Debtor
transfers her improved Real Property located at 111 Dreamy Lane,
Houston, Texas 77033, valued at $65,000.00 to Bank of Kilpatrick,
in full payment of its secured claim of $60,000.00.
Upon entry of a confirmation order confirming this Chapter 13
plan, title of the Property located at 111 Dreamy Lane, Houston,
Texas 77033, shall be transferred to Bank of Kilpatrick.
Bank of Kilpatrick shall retain its lien in the Property located at
111 Dreamy Lane, Houston, TX 77033. There are no junior
mortgages or any other liens on this property.
Upon confirmation of this plan, Debtor may file a copy of any Order
confirming this Chapter 13 plan in the real property records to
reflect transfer of title to Bank of Kilpatrick.

3
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A) Analysis of 11 U.S.C. § 1325(a)(5)(B) under Option 1:
(1) As discussed above, the debtor must pick one of three ways to treat
secured claims.
(2) Under this strategy, the debtor chooses the second option, paying the
debt as allowed under §§ 1325(a)(5)(B) and 1322(b)(8)).
(3) This is consistent with claim treatment in chapter 11 cases (dirt for
debt).
(4) Under § 1325(a)(5)(B) the plan must provide the following:
1. the lender retains the lien securing such claim;
2. the value, as of the effective date of the plan, of “property to
be distributed under the plan” on account of such claim is not
less than the allowed amount of the claim (necessarily
satisfied, since the property itself establishes the amount of
the secured claim); and
3. “if” the property is to be distributed in the form of “periodic
payments,” the payments must be in equal monthly amounts.
(The equal payment rule does not apply here, but the
statutory provision recognizes the possibility of satisfaction
of the claim other than by periodic payments).
B) 11 U.S.C. § 1322(b)(8)—expressly authorizes “payment of all or part of a
claim against the debtor from property of the estate or property of the
debtor.”
C) Lender’s objection under 11 U.S.C. § 1322(b)(2)
(1) The lender may argue that such a “plan” attempts to modify its rights
since it has a claim secured by a security interest in real property that
is the debtor’s principal residence.
(2) Possible responses to this “anti-modification” argument:
(a) If the debtor was not living in the home on the day the case was
filed, many courts conclude that the home is not the debtor’s
principal residence. E.g., In re Abdelgadir, 455 B.R. 896. 903
(B.A.P. 9th Cir. 2011); In re Collins, Case No. 14-34816 (Bankr. S.D.
Tex. April 7, 2015)(the proper date for determining a debtor’s
principal residence is the petition date because § 1322(b)(2)
references a “claim” and “claims” are determined as of the petition
date). The minority view is that the debtor’s use of property is
determined at the time of creation of the lien. E.g., In re Abrego,
506 B.R. 509, 515-16 (Bankr. N.D. Ill. 2014) (collecting cases).
(b) Paying the lender with its collateral does not modify any of the
lender’s rights.
4
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(c) All of the lender’s state court rights are subject to federal law and
the Bankruptcy Code trumps its state court rights.
(i) “Even where state law creates the property interest, it must
yield where it conflicts with the provisions of the Bankruptcy
Code.” Patriot Portfolio, LLC v. Weinstein (In re Weinstein), 164
F. 3d 677, 683 (1st Cir. 1999)
D) Objection under 11 U.S.C. § 1325(a)(7) (lack of good faith)
(1) The debtor may respond with the following points:
(a) The lender has not filed a motion to lift stay.
(b) The debtor has moved out or will move out as soon as the plan is
confirmed.
(c) The debtor’s proposed plan makes the foreclosure process easier
and cheaper for the lender.
VIII.

Option 2: surrender combined with vesting
Example: Under the same facts as in Option 1, the Debtor provides the
following language in the Chapter 13 Plan:
Pursuant to 11 U.S.C. § 1325(a)(5)(B)(iii) and § 1322(b)(8) and (9),
Debtor surrenders her interest in the improved Real Property
located at 111 Dreamy Lane, Houston, Texas 77033, valued at
$65,000.00 to Bank of Kilpatrick, in full satisfaction of the
Mortgage, Note and any outstanding fees.
Upon confirmation of this Chapter 13 plan, title of the Property
located at 111 Dreamy Lane, Houston, Texas 77033, shall vest in
Bank of Kilpatrick.
Bank of Kilpatrick shall retain its lien in the Property located at
111 Dreamy Lane, Houston, TX 77033. There are no junior
mortgages or any other liens on this property.
Upon confirmation of this modified plan, Debtor may file a copy of
any Order confirming this Chapter 13 plan in the real property
records to reflect transfer of title to Bank of Kilpatrick.”

A) 11 U.S. C. § 1322(b)(9) allows a debtor to propose a plan to “provide for the
vesting of property of the estate, on confirmation of the plan or at a later
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time, in the debtor or in any other entity,” and vesting includes a present
transfer of ownership.
B) 11 U.S.C. § 1325(a)(5)
(1) This section sets out the requirements to confirm a chapter 13 plan as
it relates to treatment of a secured claim.
(2) In order to confirm a plan, the plan must either be:
(a) Accepted by the secured creditor;
(b) Pay the debt as allowed under Chapter 13; or
(c) Surrender the property to the secured creditor
C) 11 U.S.C. § 1325(a)(3)
(1) Plan must be proposed in good faith.
(2) Confirmation could be denied if a debtor attempts to use § 1322(b)(9) to
transfer property back to the lender to avoid responsibility for a
nuisance or environmental problem.
D) Recent Cases Dealing with Surrender & Vesting in Chapter 13 plans:
i) In re Sagendorph, 2015 WL 3867955 at *4-5 (Bankr. D. Mass. June 22,
2015):
A correct application of the relevant provisions of the Bankruptcy
Code permits a chapter 13 debtor to propose a plan that provides
for transferring title to mortgage real estate to the mortgagee in full
satisfaction of its claim subject to the mortgagee’s right to object, in
which case the court must determine of the plan has been proposed
in good faith, is otherwise in compliance with the Code, and should
be affirmed. This approach maintains the integrity of both
§ 1325(a)(5) and § 1322(b) and is consistent with the most basic
principles of bankruptcy restructuring as enunciated in the Code’s
reorganization provisions embodied in chapters 11, 12 and 13.
It seems a self-evident truth that wherever possible the
reorganization rights of chapter 11 and chapter 13 debtors should
be the same.
ii) In re Rosa, 495 B.R. 522 (Bankr. D. Haw. 2013)
(1) Conclusion by the Court:
(a) Surrender can be augmented by § 1322(b)(9), which provides that a
plan may “provide for the vesting of property of the estate, on
confirmation of the plan or at a later time, in the debtor or in any
other entity.”
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(b) However, a chapter 13 plan cannot vest surrendered property in the
mortgage holder without its consent.
(c) The plan was confirmed because the lender did not object to
confirmation and the court found that “its failure to object means
that it has accepted the plan.”
iii) In re Rose, 512 B.R. 790 (Bankr. W.D.N.C. 2014)
(1) Comes to a similar result as the Rosa court, but offers greater
protection to the mortgage holder.
(2) Conclusion by the Court:
(a) Surrender only transfers title to a secured creditor if the creditor
accepts the collateral. As to vesting, Rose agrees that title cannot
transfer without the secured creditor’s consent, mentioning the
potential problems that accepting title could impose on a mortgage
holder.
(b) The lender’s failure to object to vesting does not constitute consent,
and so the debtor is directed to deliver a quitclaim deed to the
mortgage holder, with the deed becoming a final conveyance only if
the mortgage holder fails to take definitive action within 60 days
after receiving the deed.
iv) In re Watt, 520 B.R. 834 (Bankr. D. Or. 2014)
(1) This decision was reversed, 2015 WL 1879680 (D. Or. April 22, 2015),
and has been appealed to the Ninth Circuit, Docket No. 15-35484.
However, consistent with Sagendorph, it takes a different view of
vesting than the Rose and Rosa courts.
(2) This court holds that surrender under § 1325(a)(5) does not require
acceptance by the secured creditor and that § 1329(b)(9) allows a plan
to provide for vesting without consent from the lender.
(3) Its rationale is plain meaning.
(4) Watt states that the good faith requirement of § 1325(a)(3) would
prevent a plan from forcing a third party to accept property that is a
nuisance or beset with environmental problems.
IX. Other options for eliminating unwanted collateral
A) Short Sale
(1) This occurs when a homeowner sells his home to a third party for less
than the total debt remaining on the mortgage and the lender agrees to
accept the proceeds in exchange for releasing the lien on the property.
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B)

C)

D)

E)
F)

(2) Seller submits an application which usually includes a financial
statement re income/expenses.
(3) Proof of income, tax returns and bank statements, and a hardship
letter are provided to the lender
(4) Lenders generally require an offer on the table from a third party
before they will consider a short sale.
Deed in Lieu of Foreclosure
(1) A deed in lieu of foreclosure is a transaction in which the
homeowner/borrower transfers the property by deed back to the lender
voluntarily in return for negotiated resolution of the debt.
(2) Some lenders require the borrower to request a loss mitigation package
from the lender.
(3) Borrower provides financial information including proof of income, tax
returns, bank statements and hardship letter.
(4) Many lenders require the borrower to try to sell the home for at least
90 days before it will consider accepting a deed in lieu.
Sale Subject to the Mortgage
(1) No application of § 363(f).
(2) No modification of mortgagee’s rights.
(3) Buyers may be available.
Transfer by Quit Claim Deed
(1) Deeds must be prepared and executed in the form required under
applicable nonbankruptcy law.
(2) The deed must be accepted by the new owner.
(3) The recipient of the transfer must be capable of owning property or the
transaction may be seen as fraudulent.
Lease the property until the lender forecloses
(1) Use the rent to pay the ongoing HOA dues, taxes and maintenance.
Remain in the property without making mortgage payments.

8

Page 594

Educational Materials
Monday, September 28, 2015 | 11:45 AM – 12:45 PM

Chapter 11 Reform:
Considering the
ABI Report

Presented by:

Page 595

Chapter 11 Reform:
Considering the ABI Report
Table of Contents
DIP/Adequate Protection Hypotheticals......................................................................................1
SME Hypothetical......................................................................................................................... 13
Excerpts from ABI Commission Final Report and Recommendations………..................................15

Page 596

NCBJ 2015
Considering the ABI Report: DIP/Adequate Protection

J.L. Vris and R. Keach 2015

The views expressed here are solely those of the authors and are not endorsed by Millstein & Co., L.P. or Bernstein Shur. The authors present this
material and appears solely in their individual capacities.
Page 597

Overview
 Use hypotheticals to test the effect of the ABI Commission’s recommendation
 Two hypotheticals present basic lending structures in a layered capital structure: one with two distinct

business lines with separate financings; and the second with first and second lien financing across both
lines of business.

 Compare the outcome under various suppositions: out of court; chapter 11 now; chapter 11 with the ABI
Commission recommendations. Test whether the recommendations promote the goals of sections 364 and
361.

 We articulate the basic goals of the section 364/361 provisions as increasing the ability of the debtor in
possession to have access to liquidity without impairing the value of existing liens.
— Possible reasons for the stated goals:


Avoid liquidation



Improve odds of successful restructuring



Maximize recovery of creditors

 Proposition to test: the ABI Report addresses DIPs that attempt to use liquidity leverage for plan outcome,
but it cannot completely “legislate” in advance for issues created by structural complexities, financing
innovations, and intercreditor squabbles. Still need judicial discretion. Does the Commission report get the
balance right?

2
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The ABI Commission Report Recommendation: Sec. 361
 To determine the amount of adequate protection required, use foreclosure value.
 Foreclosure value is the net value received upon a hypothetical, commercially reasonable foreclosure sale of
the collateral under nonbankruptcy law. Assume can structure the foreclosure in a manner to maximize
value of the collateral.

 The court may use excess collateral value as adequate protection but if the cushion, or “value differential,”
is at some point not sufficient, the court should allow a sale of the collateral under sec. 363 unless the
secured lender agrees otherwise. Sec. 507(b) priority should continue.

 Cross-collateralization is permitted to provide (but only to the extent necessary to provide) adequate
protection of the petition date value. (Currently, the courts are split on this.)

 No special interest on avoidance actions for adequate protection, although the proceeds can be used to

satisfy sec. 507(b) priorities. At time of confirmation, the secured creditor should be entitled to receive the
reorganization value, consistent with intent of sec. 506.

3
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The ABI Commission Report – Sec. 364
 Certain provisions would be prohibited in interim DIP financing orders:
— Milestone provisions
— Representations about the validity of the liens
— Rollups, although refinancing with proceeds of third party financing is permitted

 In all DIP financing orders, the following would be prohibited -— Rollups unless (1) either it is by third parties not holding the prepetition debt or the prepetition lenders
are advancing substantial new credit and (2) best interests of the estate
— Liens on avoidance actions
— Milestones prior to the 60th day following the petition date

 Intercreditor Agreements (“ICA”) would be limited as follows:
— Prohibitions on the junior lienholders providing DIP financing would not be enforceable (and no
damages).
— This special override would not allow the junior lienholders to prime the senior lienholders.
— If the junior lienholders are financing in reliance on the special override, the senior lienholders should
have a ROFR.

4
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First Hypothetical: Hotelco
Hotelco

 Globalco is owned 100% by PE Shop. PE Shop created Globalco in 2012 in order to purchase a hotel
developer, manager and owner, Hotelco. The purchase was through a new subsidiary which now holds all
the equity of Hotelco and is itself wholly owned by Globalco.

 Debt at Hotelco and its intermediate holding co used to refinance pre-acquisition debt and finance the
acquisition is $1.2 billion. The intermediate holdco and Hotelco have granted liens on their assets, pledging
the equity in their (domestic) subsidiaries to secure the debt, and all domestic subsidiaries have guaranteed
it. The real estate and hotels all have secured financing specific to each property. The property level debt
prohibits liens on the mortgagees’ collateral.

 Another subsidiary of Globalco, Intangibleco, has several subsidiaries which hold the reservation system,

the IP and the management service group. Intangibleco is a credit party and the lenders have a lien on the
equity of its subsidiaries. Its subsidiaries are not credit parties; they are unrestricted subsidiaries.

 Note: If one of the credit party files on the Hotelco side, as a result of cross-defaults and guarantees, all of
the credit parties have to file.

5
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LEGEND

Corporate and Capital Structure: Hotelco

Pari Passu Guarantor (Hotelco loans)
First Priority Borrower / First Priority Pledgor
(Hotelco Loans)

First Lien ABL
First Lien Term

Par Value
$500mm
$700mm

Maturity
1/1/2017
1/1/2017

Interest Rate
LIBOR 2.50%
LIBOR 3.50%

Not a loan party)
Outline indicates Equity Pledgee and asset liens

Globalco

Outline indicates Equity Pledgee

Intangibleco (US)
Hotelco Holdings (US)

Reservation System
(US)

Managementco (US)

IP Co. (US)

Hotelco (US)

Hotel Domestic (US)

NY Hotel (US)

Hotel Foreign (US)

Paris Hotel, etc. (Fr.)

LA Hotel, etc. (US)
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First Hypothetical: Cruiseco
Cruiseco

 After the acquisition, with Hotelco going smoothly, there is considerable equity value at Globalco. Globalco
decides to leverage off the brand, the reservation system and the terrific management group. It purchases a
50% interest in an offshore JV to acquire, build and rebrand cruise ships under Globalco’s name. Globalco
created Cruiseco to hold the JV interest. The initial funding for Globalco’s interest was $225 million,
financed with a loan to Globalco and Cruiseco jointly. The loan is short term and secured by a pledge of the
equity of Cruiseco and the entity holding the JV interests. In addition, Globalco has guaranteed it. Globalco
expects to refinance it once all ships are built and operating. Management services, reservations and IP are
also held at the same sister subsidiaries as for Hotelco under Intangibleco.

 Under the JV arrangement, the foreign JV partner was also the builder and received financing from a local

bank under a government program to create jobs. It did not put the $200mm in up front, but contributed
finished ships that require cap ex to rebrand and refurbish, and it was to contribute $200mm of building
services and labor for building the new ships and refurbishing the existing ships. The foreign bank has
been taken over by the government and the JV partner’s funding is cut off. Cruiseco has contractual rights
to protect itself, but needs $200mm additional funding to complete the refurbishment of the existing boats
and have construction of the boats in progress finished by another builder or its investment will rust away
at its JV partner’s shipyard.
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LEGEND
Guarantor (Hotelco loans)
First Priority Borrower / First Priority Pledgor
(Hotelco Loans)
First Priority Borrower/First Priority Pledgor
(Cruiseco Loans)

Corporate and Capital Structure: Hotelco/Cruiseco

Outline indicates Equity Pledgee for Cruiseco
Outline indicates Equity Pledgee for Hotelco

First Lien ABL
First Lien Term

Par Value
$500mm
$700mm

Maturity
1/1/2017
1/1/2017

Interest Rate
LIBOR 2.50%
LIBOR 3.50%

Outline indicates Equity Pledgee and asset lien for
Hotelco

Globalco

Cruiseco (US).

Intangibleco (US)
Hotelco Holdings (US)
16.73%

Reservation System
(US)

Managementco (US)

IP Co. (US)

JV Holding Co.(US)

50%

Hotelco (US)

JV (foreign
jurisdiction)
Hotel Domestic (US)

NY Hotel (US)

Hotel Foreign (US)

Paris Hotel, etc. (Fr.)

Equity
term loan

Par Value
$225
million

Maturity
December 31,
2015

Interest Rate
11.0%

LA Hotel, etc. (US)

Singapore ships
(foreign jurisdictions)

Ships in progress
(foreign jurisdictions)
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Scenarios for First Hypothetical
 The lender to Cruiseco is willing to advance an additional $200mm to Cruiseco as long as Cruiseco files for

chapter 11 and the lender has tight control over the budget and the timeline for getting the ships finished
or the debtor must do a 363 sale of the JV interest. Notice to trigger the ROFR in the JV Agreement must be
given to the lender in escrow day one with court approval as part of the first day orders to trigger the ROFR
at the lender’s stalking horse credit bid amount.

 The lender to Cruiseco is willing to advance an additional $200mm to Globalco and Cruiseco together as
long as it gets liens in the IP and the reservation system held in the subsidiaries under Intangibleco.

 The PE Shop is willing to fund an additional $200mm into Cruiseco as long as it can prime the existing
lender to Cruiseco.
— It may be willing to give the lender a new lien in the IP and the reservation system in exchange but will
also want the existing lender to extend the maturity on its debt and reduce the interest rate. The PE firm
may be willing to give a lien in the French and other foreign hotelco subsidiaries.

 The lender to Cruiseco is willing to advance an additional $200mm as long as it gets a priming lien on the
hotel group.

9
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Second Hypothetical
 Same as the first except that the lending was not done in separate groups. Instead, there are two facilities,

a first lien and a second lien facility. Each has the full collateral package described above: Credit parties are
Hotelco and its domestic subsidiaries, Cruiseco, the other holding companies (one above Hotelco and one
below Cruiseco), and Intangibleco. Collateral consists of equity pledges of the domestic entities and liens in
the assets of the borrowers. Globalco itself is not a credit party; and the equity of Hotelco and Cruiseco has
not been pledged.

 Note that Hotelco holds its interest in the hotels through two direct domestic subsidiaries. One of the direct
subsidiaries holds all the domestic hotels through domestic subsidiaries, and the other holds the foreign
hotels through foreign subsidiaries. No lender has a lien on the shares of the foreign subsidiaries or on
their assets. There is a considerable amount of cash “trapped” in the overseas Hotelco subsidiaries.

 There is no immediate default, but if Cruiseco cannot recoup its investment and begin to generate cash
flow, Globalco will be facing certain financial covenant default. It needs new financing to refurbish and
complete the ships and/or a covenant modification from the first and second lien holders.

 Note: If one of the credit parties files at either Hotelco or Cruiseco, then as a result of cross-defaults and
guarantees, all of the credit parties have to file.

10

Page 606

LEGEND
Guarantor
Borrower / Pledgor

Noncredit party

Corporate and Capital Structure: Second Hypothetical
Equity Pledgee and asset liens
Equity Pledgee

Globalco

Cruiseco (US).

Intangibleco (US)
Hotelco Holdings (US)
16.73%

Reservation System
(US)

Managementco (US)

IP Co. (US)

JV Holding Co.(US)

50%

Hotelco (US)

JV (foreign
jurisdiction)
Hotel Domestic (US)

NY Hotel (US)

Hotel Foreign (US)

First Lien ABL
First Lien Term

Par Value
$500mm
$700mm

Maturity
1/1/2017
1/1/2017

Interest Rate
LIBOR 2.50%
LIBOR 3.50%

Second lien

$200mm

7/1/2019

7.0%

Paris Hotel, etc. (Fr.)

LA Hotel, etc. (US)

Singapore ships
(foreign jurisdictions)

Ships in progress
(foreign jurisdictions)

11
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11

Scenarios for Second Hypothetical
 The first lien lenders do not like the cruise business and are willing to fund the completion of the ships but
only to get to a sale of Cruiseco.

 The first lien lenders are willing to fund to a sale under a DIP financing but also want a rollup of their
prepetition debt.

 The seconds are willing to provide the DIP without a rollup but only if they can get a lien on the assets of
Intangibleco. And possibly a second lien on the properties down at the hotel subsidiaries.

 A new lender is willing to lend against Intangibleco’s, its subsidiaries’ and the foreign subsidiaries’ shares
and assets.

12
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Hypothetical on Small and Medium-Sized Enterprise (“SME”) Cases
National Conference of Bankruptcy Judges Annual Meeting
September 2015
In 1946, upon returning from service in World War II, Harry Andrews (known as
Gramps) saw opportunity in manufacturing home grown jams and jellies and started a small
distribution company. Over the years, the distribution business expanded and by 1980, it
employed over 100 people, delivering products to restaurants over a 7 state area. Gramps’
family also grew, with the births of Harry II (generally known as Junior), Harriett and Harold.
Only Junior was involved in the business. Harriett was committed to finding herself (it was the
70s after all) and Harold just wasn’t committed to much other than spending the money Gramps
would give him. A daily consumption of jams and jellies, while good for business, wasn’t so
great for Gramps’ health and he wasn’t getting any younger. Concerned about the future of the
company, but not trusting lawyers-who does-purchased a mail order legal kit and ultimately
incorporated the business. He gave Junior, Harriett and Harold each a ¼ ownership interest,
keeping ¼ for himself. Now feeling better he didn’t bother with making a will or even telling the
kids about the ownership change.
A few years later, Gramps went on to that big strawberry patch in the sky. Junior
continued to operate the business as Gramps had and Harriett and Harold continued to be
uninvolved. By 2010, Junior had retired. Junior’s only child Harry Andrews III (generally
known as Trey) was the new boss with big and new ideas (it was the new century after all).
Harriett (still looking) was in pretty good health and didn’t have any children. No one really
knew where Harold was as Gramps was no longer supporting him.
By 2015, Harold was home and “acting” as the bookkeeper. Harriet believed she had
found herself in the world of young adult fiction and was also involved part time in the family
business. She was responsible for the license for Katniss Nightlock Berry Jam - a winner and the
Dauntless cake mix, which set sales records. Some customers even pre-paid for deliveries of the
Nightlock Berry Jam and Dauntless cake mix. However, it was clear that some of Trey’s big
ideas weren’t doing all that well. Drone delivery wasn’t popular with the restaurants (patrons
complained about surprise jam attacks), food trucks didn’t work very well for canned goods and
the expansion into New York City was a traffic “jam” disaster. It was clear that what needed to
happen was a return to basics. However, by that time the family was “fighting” with each other
as to who was to blame for the bad results and the company owed $4.5 million to its suppliers
which amounts were seriously past due and was also in default for another $2,000,000 to the
local bank, which amount was personally guaranteed by the family and also subject to the bank’s
lien on various company assets. While still successful product lines, the company was past due
on its license payments to the Hunger Games and Divergent trademark owners and needed a new
truck fleet to replace the drones.
The family had no doubt that all that was needed was a bit of time and money.
Correct????

3736900.4
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Trey was advised by a local lawyer that all that was needed was a series of informal
meetings with the trade suppliers and the bank to “work it out” and in that way the family could
save the enormous expense of a court supervised proceeding (aka Chapter 11) – money the
company didn’t have - and in following this path, the family could also maintain control of the
business. While “music” to the family’s ears, was this realistic advice?
To make things even more complicated Harold had once again disappeared; this time
with the deposits for employee withholding taxes. Taking the lawyer’s advice, the family met
with its vendors, some of whom showed support but a good number had sold their claims to
Snow Factor Company which was, to say the least, not at all cooperative in the settlement being
offered by the company. The meeting with the bank was not much better, with the bank’s
President J. Matthews advising the family that, while hopeful they would choose wisely, he
would not wait very long before foreclosing. While clinging to the hope that the company could
be “saved”, the family was fast coming to the realization that the business would not generate
enough revenue to pay all vendors and other creditors in full over any reasonable period.
Harriett heard from a Hunger Games buddy that filing Chapter 11 was the way to go
despite the lawyer’s contrary advice which, of course, wasn’t working.
Under current law and under the Commission recommendations:
-

-

3736900.4

How can the substantial costs of a restructuring be minimized, as much as possible, if
the company decides to file for relief under Chapter 11?
How can the company/family receive credible financial and reorganization advice
that will give the company the tools necessary to determine if reorganization is
possible and, if “doable” bring credibility to the company’s restructuring plan with its
creditors?
Who needs to approve this restructuring?
Can the family obtain relief from its secured lender as a result of the filing?
Can the family maintain control of the business?
What could be done with the Dauntless and Hunger Games trademark licenses?
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Chapter 11 Reform:
Considering the ABI Report
NCBJ 89th Annual Meeting
September 28, 2015

Excerpts from ABI Commission Final
Report and Recommendations
(dated December 2014)
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Adequate Protection
Recommended Principles:
The amount of adequate protection required under section 361 of the Bankruptcy
Code to protect a secured creditor’s interest in a debtor’s property should be
determined based on the foreclosure value of the secured creditor’s collateral.
Nothing in this principle prohibits the trustee from seeking to sell a secured creditor’s
collateral under section 363; in such a sale, the secured creditor’s allowed secured
claim should be determined by the value actually realized from the sale of its
collateral under section 363. In the case of a chapter 11 plan contemplating a
reorganization of the debtor, the secured creditor’s allowed secured claim should be
determined by the reorganization value of its collateral. For the definition of
“reorganization value” (which is defined for both the plan and the section 363x sale
contexts), see Section VI.C.1, Creditors’ Rights to Reorganization Value and
Redemption Option Value.
For purposes of these principles, the term “foreclosure value” means the net value
that a secured creditor would realize upon a hypothetical, commercially reasonable
foreclosure sale of the secured creditor’s collateral under applicable nonbankruptcy
law. In evaluating foreclosure value, a court should be able to consider a secured
creditor’s ability to structure one or more sales, or otherwise exercise its rights, under
applicable nonbankruptcy law, in a manner that maximizes the value of the collateral.
In the case of a foreclosure sale in which the secured creditor would acquire the
collateral through a credit bid, the foreclosure value should be based on the net cash
value that a secured creditor would realize upon a hypothetical, commercially
reasonable foreclosure sale, and not on the face amount of the debt used to acquire the
property through the credit bid.
The foreclosure value of a secured creditor’s collateral should be determined at the
time of the request for, or agreement by the parties to provide, adequate protection
under section 361. In granting adequate protection to a secured creditor under
section 361(3), the court should be able to consider evidence that the net cash value
that a secured creditor would realize upon a hypothetical sale of the secured creditor’s
collateral under section 363 exceeds the collateral’s foreclosure value (a “value
differential”). If the court makes a finding based on the evidence presented at the
adequate protection hearing that a value differential exists, the court should be able to
premise adequate protection under section 361, in whole or in part, on such value
differential. In so doing, the court’s order also should provide that, if the court
determines at a subsequent hearing that the secured creditor has presented sufficient
evidence to warrant relief from the automatic stay with respect to the collateral, the
trustee will conduct a sale of the collateral under section 363, unless the secured
creditor elects otherwise. For purposes of this principle, the court may not enforce
any waiver or agreement affecting a court’s ability to consider evidence and make
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determinations regarding the existence of a value differential or a secured creditor’s
entitlement to relief from the automatic stay.
This formulation of adequate protection complies with the original purpose of
section 506(a), which provides that value “shall be determined in light of the purpose
of the valuation and of the proposed disposition or use of such property, and in
conjunction with any hearing on such disposition or use or on a plan affecting such
creditor’s interest.” 11 U.S.C. § 506(a). Accordingly, the foreclosure value of a
secured creditor’s collateral should not necessarily determine the value of such
collateral or the secured creditor’s allowed claim for other purposes in the chapter 11
case.
A secured creditor should continue to receive priority treatment under section 507(b)
for the foreclosure value of its collateral at the time of its request for adequate
protection under section 361. To the extent existing law has been interpreted by
courts to mean that the secured creditor must be “provided” with adequate protection
in order to gain this benefit, such case law should be overturned by statute. It is
sufficient that the secured creditor be deprived of the requested relief from the
automatic stay to implicate the protections of section 507(b).
A court should be able to approve a provision to cross-collateralize a secured
creditor’s prepetition debt with the debtor’s or the estate’s postpetition property only
for the purpose of providing adequate protection under section 361 and only to the
extent that such cross-collateralization covers any decrease in the value of the secured
creditor’s collateral as of the petition date.
The court should not approve any proposed adequate protection under section 361
that grants a lien on, or any direct or indirect interest in (including through a
superpriority claim), the estate’s avoidance actions or the proceeds of such actions
under chapter 5 of the Bankruptcy Code. Nevertheless, this prohibition should not
limit the proceeds available to satisfy a prepetition secured creditor’s claim arising
solely under section 507(b).

Terms of Postpetition Financing
Recommended Principles:
A court should not approve any proposed postpetition financing under section 364 of
the Bankruptcy Code that contains a provision to roll up prepetition debt into the
postpetition facility or to pay down prepetition debt in part or in full with proceeds of
the postpetition facility. This provision should not apply to postpetition financing,
including a facility that refinances in part or in full prepetition debt, to the extent
that —
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o the postpetition facility (a) is provided by lenders who do not directly or
indirectly through their affiliates hold prepetition debt affected by the facility
or (b) repays the prepetition facility in cash, extends substantial new credit to
the debtor, and provides more financing on better terms than alternative
facilities offered to the debtor; and
o the court finds that the proposed postpetition financing is in the best interests
of the estate.
A court should not approve any proposed postpetition financing under section 364
that grants a lien on, or any interest in (including through a superpriority claim), the
estate’s avoidance actions or the proceeds of such actions under chapter 5 of the
Bankruptcy Code.
Subject to a 60-day restriction on milestones, benchmarks, and similar provisions (see
Section IV.C.1, Timing of Approval of Certain Postpetition Financing Provisions), a
court should be able to approve, in a final order, permissible extraordinary financing
provisions in connection with any proposed postpetition financing under section 364.
For the definition of “permissible extraordinary financing provisions,” see Section
IV.C.1, Timing of Approval of Certain Postpetition Financing Provisions.
Any prepetition contractual prohibition on subordinated prepetition junior secured
creditors offering or providing postpetition financing to the debtor should not be
enforced in the chapter 11 case, provided that: (i) any such subordinated prepetition
junior secured creditors should not be permitted to prime the perfected security
interests of the prepetition senior secured creditors with the postpetition financing
facility; and (ii) if the court approves the postpetition financing facility offered by the
subordinated prepetition junior secured creditors, the prepetition senior secured
creditors should have the option to match the terms of, and to provide the financing
facility in lieu of, the subordinated junior secured creditors within a reasonable time
as specified in the court’s interim order approving the postpetition financing. These
provisions would render unenforceable any contractual damages provisions that
would otherwise allow prepetition senior secured creditors to recover damages for
breach of contract against subordinated prepetition junior secured creditors under
nonbankruptcy law based on the provision of postpetition financing. Sections 364
and 510 should be amended accordingly.

Definition of SME
Recommended Principles:
For purposes of these principles, the term “small or medium-sized enterprise”
(“SME”) means a business debtor with —
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(i) No publicly traded securities in its capital structure or in the capital structure
of any affiliated debtors whose cases are jointly administered with the
debtor’s case; and
(ii) Less than $10 million in assets or liabilities on a consolidated basis with any
debtor or nondebtor affiliates as of the petition date.
A debtor purporting to qualify as an SME under this definition must file a balance
sheet reflecting a good faith estimate of its assets and liabilities as of the petition date
with its chapter 11 petition.
The court sua sponte, the U.S. Trustee, or a party in interest should be able to object
to the debtor’s indication in the petition that it satisfies subsections (i) and (ii) above
and qualifies as an SME, but only on the grounds that the debtor does not in fact meet
the definition of SME under the Bankruptcy Code. Such objection should be filed on
or before 14 days after notice of the debtor’s indication in the petition that it qualifies
as an SME, and it should be heard on an expedited basis.
In addition, if a business debtor satisfies subsection (i) above and has more than
$10 million but less than $50 million in assets or liabilities on a consolidated basis
with any debtor or nondebtor affiliates, the debtor may file a motion seeking to be
treated as an SME in its chapter 11 case. Such motion must be filed with the debtor’s
voluntary petition or within seven days after the entry of the order for relief in an
involuntary case. The court should grant such motion and classify the debtor as an
SME only if the motion is timely filed and the court determines based on evidence
presented at the hearing that treating the debtor as an SME in the chapter 11 case is in
the best interest of the estate. Any objection to such motion should be filed on or
before 14 days after the filing of the motion, and the motion and any objections
should be heard on an expedited basis.
The definition of SME does not include a “single asset real estate” case as defined in
section 101(51B) of the Bankruptcy Code.
The “small business case” and “small business debtor” provisions of the Bankruptcy
Code should be deleted in their entirety.

General Application of SME Principles
Recommended Principles:
A debtor that satisfies the definition of an SME should be subject to the principles set
forth herein for SME cases without further action by the court, trustee, or debtor in
possession.
If an objection is timely filed to the debtor’s indication in the petition that it qualifies
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as an SME under the Bankruptcy Code definition, such debtor should be treated as an
SME unless and until the entry of an order of the court sustaining any such objection.
If a debtor timely files a motion seeking to be treated as an SME, such debtor should
be treated as an SME only upon the entry of an order of the court overruling any
objections thereto and authorizing the debtor’s designation as an SME.
If a debtor qualifies or is designated as an SME, the court may for cause, after notice
and a hearing, permit the SME debtor to use good faith estimates in compiling its
valuation information package, as required by the principles, if audited or unaudited
financial statements are not readily available. The court also may set a deadline by
which the SME debtor should turn over its valuation information package, to a
requesting party in interest. See Section IV.A.6, Valuation Information Packages.
The general recommended principles proposed for chapter 11 cases apply to SME
cases, unless the principles expressly exclude SME cases or would otherwise conflict
with the SME principles.

Oversight of SME Cases
Recommended Principles:
The debtor should be permitted to operate as a debtor in possession with all rights,
powers, and duties set forth in section 1107 of the Bankruptcy Code and subject to the
appointment of a chapter 11 trustee for cause under section 1104.
A committee of unsecured creditors under section 1102(a) should not be appointed in
an SME case unless an unsecured creditor or the U.S. Trustee files a motion with the
court requesting the appointment of a committee and the court, after notice and a
hearing, determines that the appointment is necessary to protect the interests of
unsecured creditors in the case.
If the debtor does not satisfy the Bankruptcy Code definition of SME but files a
timely motion to be treated as an SME in the chapter 11 case, the U.S. Trustee should
not appoint a committee of unsecured creditors unless the court denies the debtor’s
motion. The U.S. Trustee should suspend its ordinary appointment process pending
resolution of the debtor’s motion.
If the debtor qualifies as an SME or is designated an SME by the court, the notice of
the chapter 11 case served upon creditors should explain that the U.S. Trustee will not
appoint a committee of unsecured creditors in the case unless such committee is
requested by an unsecured creditor or the U.S. Trustee and the court orders such
appointment. If the debtor indicates in its petition that it qualifies as an SME, such
notice also should explain that parties in interest have 14 days from the date of such
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notice to object to the debtor’s treatment as an SME.
The court sua sponte, the U.S. Trustee, the debtor in possession, or a party in interest
should be able to request the appointment of an estate neutral that also has the
authority to advise the debtor in possession on operational and financial matters, as
well as the content and negotiation of its plan. The standard for approval of an estate
neutral and the U.S. Trustee’s authority to appoint the estate neutral, if ordered by the
court, should be governed by the general principles on estate neutrals. See
Section IV.A.3, The Estate Neutral.
Any estate neutral should represent the interests of the estate and be paid by the
estate. The Bankruptcy Code could establish a fee structure available for the estate
neutral in an SME case to control costs and increase certainty. Such structure could
be based on the size of the case or the amount of creditor distributions.

Plan Timeline in SME Cases
Recommended Principles:
Within 60 days of the entry of the order for relief, the SME debtor should develop
and file with the court a timeline for filing and soliciting acceptances of its plan.
If an estate neutral or a committee is appointed, the SME debtor should consult with
such estate neutral or committee in developing its timeline.
After the SME debtor files its timeline for filing and soliciting acceptances of its plan,
the court should enter an order under section 105(d)(2)(B) setting the deadlines for
the SME debtor’s plan process.
The SME debtor should be subject to the exclusivity periods provided in
section 1121.

Plan Content and Confirmation in SME Cases
Recommended Principles:
A chapter 11 plan in an SME case should provide for the following treatment of
allowed claims and interests in the case:
o Payment of all administrative and priority claims in accordance with
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section 1129(a)(9) of the Bankruptcy Code.
o Bifurcation of each undersecured claim into an allowed secured claim in
accordance with section 506 and a general unsecured claim for any deficiency
claim; neither section 1111(b) nor section 1129(a)(7)(B) should apply in an
SME case.
o Distributions to secured creditors (i) as provided in the plan and accepted by
each class of secured creditors; or (ii) in accordance with
section 1129(b)(2)(A).
o Distributions to unsecured creditors (i) as provided in the plan and accepted
by each class of unsecured creditors; (ii) in accordance with
section 1129(b)(2)(B) (subject to the recommended principles codifying the
new value corollary); or (iii) as provided below for an SME Equity Retention
Plan. See Section VI.C.2, New Value Corollary.
o Prepetition equity interests may receive voting common stock or ownership
units in the reorganized debtor, provided that (i) all impaired classes have
accepted the plan; (ii) the plan complies with section 1129(b) (subject to the
recommended principles codifying the new value corollary); or (iii) the plan
complies with section 1129(b)(2)(A) and provides impaired classes of
unsecured creditors that have rejected the plan with preferred stock, or similar
economic interests, in the reorganized debtor as described below (an “SME
Equity Retention Plan”).
The court should confirm an SME Equity Retention Plan that is not accepted by any
class of unsecured claims only if:
o (i) The prepetition equity security holders will continue to support the debtor’s
successful emergence from chapter 11 by remaining involved, on a basis
reasonably comparable to their prepetition involvement, in the ongoing
operations of the reorganized debtor; and (ii) the reorganized debtor will pay
to the holders of unsecured claims, no less often than annually, its excess cash
flow calculated in a manner reasonable in relation to the company’s operating
cash flow for each of the three full fiscal years following the effective date of
the chapter 11 plan. The debtor should file a budget with its disclosure
statement and chapter 11 plan that describes the excess cash flow calculation
method and includes projections of excess cash flow for the three fiscal years
following the effective date of the plan.
o The prepetition equity security holders receive or retain 100 percent of the
common stock, or similar ownership interests, issued or outstanding as of the
effective date entitling the holders as a class to receive 15 percent of any
economic distributions from the reorganized debtor, including dividends,
liquidation or sale proceeds, merger or acquisition consideration, or other
consideration distributed to the economic owners of the reorganized debtor.
o The prepetition unsecured creditors as a class receive 100 percent of a class of
preferred stock, similar preferred interests, or payment obligations issued by
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the reorganized debtor on the effective date in accordance with the chapter 11
plan with the following features (referred to as the “creditors’ preferred
interests”): (i) pro rata voting rights, limited to voting only on the
extraordinary transactions identified in these principles; and (ii) entitlement as
a class to receive 85 percent of any economic distributions from the
reorganized debtor, including dividends, liquidation or sale proceeds, merger
or acquisition consideration, or other consideration distributed to the
economic owners of the reorganized debtor.
o The creditors’ preferred interests mature on the fourth anniversary of the
effective date, at which time the interests should convert into 85 percent of the
common stock, or similar ownership interests, of the reorganized debtor,
unless redeemed in cash on or before the maturity date for their full face
amount. The face amount of the creditors’ preferred interests should equal the
amount of the allowed unsecured claims held by those creditors receiving the
creditors’ preferred interests and established under the plan or confirmation
order. Any cash or other distributions received by the holders of the creditors’
preferred interests (whether under the plan on account of their unsecured
claims or on account of the creditors’ preferred interests) prior to the maturity
date should reduce the redemption or conversion value of such interests.
o The following kinds of post-effective date transactions are deemed
“extraordinary transactions” subject to the vote of holders of creditors’
preferred interests: (i) any change to the compensation of, or payments to,
insiders of the reorganized debtor as set forth in the chapter 11 plan, including
any compensation or payments to or for the benefit of relatives or affiliates of
such insiders; (ii) dividends or other distributions of value to equity security
holders of the reorganized debtor; (iii) decisions to forego or roll over any
dividends or other distributions of value required to be paid under the
organizational documents on account of the economic ownership interests
held by holders of creditors’ preferred interests; (iv) the sale of all or
substantially all of the assets of the reorganized debtor, dissolution of the
reorganized debtor, or merger of the reorganized debtor with or its acquisition
of another entity; and (v) any amendments to the organizational documents
that would modify, alter, or otherwise affect the rights of holders of creditors’
preferred interests. An extraordinary transaction should require at least an
absolute majority vote of the holders of creditors’ preferred interest, but the
chapter 11 plan may require a higher level of approval. Whether an
extraordinary transaction has been approved by the requisite majority vote (or
such higher level as required by the plan) should be determined in accordance
with applicable state entity governance law.
o The consummation of an extraordinary transaction without the requisite
approval should constitute a default under the chapter 11 plan, and holders of
creditors’ preferred interests should have the ability to request appropriate
relief for such breach from the court that confirmed the plan. In addition,
upon any such default, the creditors’ preferred interests should be entitled to a
liquidation preference over the common stock in the full face amount of the
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creditors’ preferred interests, reduced by any cash or other distributions
received by the holders of the creditors’ preferred interests (whether under the
plan on account of their unsecured claims or on account of the creditors’
preferred interests) prior to liquidation.
The general recommended principles proposed for chapter 11 plans apply to SME
cases, unless the principles expressly exclude SME cases or would otherwise conflict
with the SME principles.
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SECTION 363 SALES: BANKRUPTCY AUCTION ISSUES
By: Shauna D. Jones – Willkie Farr & Gallagher LLP &
Corali Lopez Castro – Kozyak Tropin & Throckmorton LLP1
Chapter 11 bankruptcy auctions have become more prevalent. Distressed businesses
have found success auctioning their assets either outside or in conjunction with a plan process,
with the assets being sold either as a going concern, or in a more piecemeal fashion. These
materials focus on issues prospective sellers and purchasers should consider in the auction
process, including limitations on the debtors’ ability to sell their assets “free and clear” under 11
U.S.C. § 363(f). Also discussed are issues that can impact an auction’s success including the
sale of customer data, credit bidding, and the role creditors can and should take in the auction
process. Sellers that understand where other debtors have stumbled will have a greater chance of
successfully selling their assets. Bidders have also learned the hard way that process is
important, in order to inoculate auctions from later challenges, and that the highest dollar bid
does not always prevail. Bidders that are armed with an understanding of the potential pitfalls of
a bankruptcy auction will be in a better position to make the best decision, even if that means
walking away from the auction.
I. ASSUMED LIABILITIES
A. Involuntarily Assumed Liabilities – Although 11 U.S.C. § 363(f) provides for the
sale of a debtor’s assets free and clear of any interest in the property, asset purchasers
may nevertheless find themselves responsible for certain liabilities such as future tort
claims and environmental claims. In determining whether these claims can be
asserted against the debtor’s successor, the court’s inquiry will focus on (i) when the
claims arose for purposes of the discharge; and (ii) whether a discharge of those
claims complies with due process requirements. Labor-related claims may also be
assumed when a debtor utilizes a unionized workforce.
1. Tort Claims – Successor liability tort claims are probably the most common type
of claims that can cause trouble for an asset purchaser. Courts have used different
approaches to determine whether tort claims arising after an asset sale can be brought
against the debtor’s successor, or whether those claims were discharged in the
bankruptcy case:
a. Conduct test – Courts following the conduct test require some sort of prepetition exposure to a product or other conduct giving rise to an injury in order
for a claim to arise. The claims can be discharged, even though the injury
manifests after the reorganization. See Grady v. A.H. Robins Co., Inc., 839
F.2d 198, 199, 203 (4th Cir. 1998) (finding that plaintiff held a pre-petition
Dalkon Shield claim against the debtor where the product was inserted
prepetition, but the injuries manifested two months post-petition).
1

The authors would like to thank Andrew S. Mordkoff of Willkie Farr & Gallagher LLP and Mindy Y. Kubs
of Kozyak Tropin & Throckmorton LLP for their important contributions to these materials.
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b. Frenville accrual test – In Avellino & Bienes v. M. Frenville Co., Inc. (In
re M. Frenville Co., Inc.), 744 F.3d 332, 337 (3d Cir. 1984), the Third Circuit
looked to New York state law in determining that a creditor’s claim of
indemnification and contribution was not subject to the automatic stay
because it did not accrue until the creditor was sued post-petition. Frenville
has been summarized as holding that “the existence of a valid claim depends
on: (1) whether the claimant possessed a right to payment; and (2) when that
right arose” as determined by reference to the relevant non-bankruptcy law.
Kilbarr Vorp. v. Gen. Servs. Admin. Office of Supply & Serv. (In re
Remington Rand Corp.), 836 F.2d 825, 830 (3d Cir. 1988).
The Frenville approach was rejected by many courts of appeals. See, e.g.,
Watson v. Parker (In re Parker), 313 F.3d 1267, 1269–70 (10th Cir. 2002);
Epstein v. Off’l Comm. of Unsecured Creditors of the Estate of Piper Aircraft
Corp. (In re Piper Aircraft Corp.), 58 F.3d 1573, 1576 n.2 (11th Cir. 1995);
Cadleway Props., Inc. v. Andrews (In re Andrews), 239 F.3d 708, 710 n.7 (5th
Cir. 2001).
The Third Circuit ultimately overruled Frenville in Jeld-Wen, Inc. v. Van
Brunt (In re Grossman’s Inc.), 607 F.3d 114, 121 (3d Cir. 2010). In that case,
a woman who allegedly purchased asbestos-containing products from the
debtor sued the debtor’s successor nearly 10 years after confirmation of the
debtor’s plan. The successor moved to reopen the bankruptcy case and sought
a determination that the claim was discharged. The court overruled Frenville
on the basis that its interpretation of “claim” under the Bankruptcy Code was
too narrow, and placed too much emphasis on state law. The Circuit Court
held that a “claim” arises “when an individual is exposed pre-petition to a
product or other conduct giving rise to an injury, which underlies a ‘right to
payment’ under the Bankruptcy Code.” Id. at 125. The Circuit Court further
expressed that the inquiry must also include a determination of whether
discharge of the claim would comply with the fundamental principles of due
process. In other words, was the claimant given sufficient notice of her claim
and an opportunity to protect that claim in the bankruptcy?
The Circuit Court remanded the case to the district court to determine whether
the claim was discharged, suggesting the district court consider certain factors
including: the circumstances of the claimant’s initial exposure to the asbestos,
whether or when the claimants were aware of their vulnerability to asbestos,
whether the notice of the claims bar date came to their attention, whether the
claimants were known or unknown creditors, and whether the claimants had a
colorable claim at the time of the bar date. Id. 127.
c. Prepetition relationship approach – Under this test, a claim arises from
a debtor’s pre-petition tortious conduct where there is a pre-petition
relationship between the claimant and the debtor, such as where the claimants
had purchased, used, operated or been exposed to a product manufactured or
2
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sold by the debtor. See e.g. Piper, 58 F.3d at 1577. The test articulated in
Piper, which has been followed by other courts, states as follows:
an individual has a § 101(5) claim against a debtor manufacturer if (i)
events occurring before confirmation create a relationship, such as contact,
exposure, impact, or privity, between the claimant and the debtor’s
product; and (ii) the basis for liability is the debtor’s prepetition conduct
in designing, manufacturing and selling the allegedly defective or
dangerous product.
The Piper court further explained that the debtor’s prepetition conduct gives
rise to a claim to be administered in a case only if there is a relationship
established before confirmation between an identifiable claimant or group of
claimants and that prepetition conduct. Id.; see also Lemelle v. Universal
Mfg. Corp., 18 F.3d 1268 (5th Cir. 1994) (finding that the district court erred
in determining that wrongful death action brought against successor company
was discharged in prior bankruptcy where there was no evidence of a prepetition relationship between the debtor and the plaintiffs).
2. Environmental Claims – As with tort claims, the potential for liability on future
environmental claims should be considered by an entity interested in purchasing a
debtor’s assets. Courts have used the same tests discussed above when determining
whether environmental claims were discharged in the debtor’s bankruptcy
proceeding, or whether they can be asserted against a debtor’s successor:
a. Conduct test: Under this approach, a claim arises when the acts of the
debtor first take place, regardless of when the costs of remediation are
incurred by a claimant. See In re New York Trap Rock Corp., 153 B.R. 642,
645 (Bankr. S.D.N.Y. 1993); In re Tutu Wells Contamination Litig., 846
F.Supp. 1243, 1297 (D.V.I. 1993); In re Pierce Coal & Constr., Inc., 65 B.R.
521 (N.D. W.Va. 1986).
b. Accrual test: Under this test, a claim does not arise until all necessary
acts on which the claim is based have occurred. United States v. Union Scrap
Iron & Metal, 123 B.R. 831, 835 (D. Minn. 1990). Courts disagree, however,
as to whether the government as claimant must actually incur costs before a
claim exists in bankruptcy. See In re Nat’l Gypsum Co., 139 B.R. 397, 405
(N.D. Tex. 1992) (finding that all future clean-up costs based on a debtor’s
pre-petition conduct that can be fairly contemplated by the parties constitute
claims under the Bankruptcy Code).
c. Noteworthy: At least one court has held that an asset purchaser cannot
escape environmental liability by including language to that affect in the asset
purchase agreement. Ninth Ave. Remedial Group v. Allis-Chalmers Corp.,
195 B.R. 716 (N.D. Ill. 1996). Section 9607(e) of CERCLA precludes parties
from determining CERCLA liability by agreement, though the parties can
contract for indemnification.
3
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3. Labor Claims – Asset purchasers may find themselves liable for labor-related
claims including claims for unpaid pension plan contributions. In addition, the sale of
the debtor’s assets may include the debtor’s collective bargaining agreements if the
requirements for rejection are not met.
a. Pension Plan Claims – The Third Circuit’s decision in Einhorn v. M.L.
Ruberton Const. Co., 632 F.3d 89 (3d Cir. 2011), has created concern that a purchaser
of the debtor’s assets may be liable for the debtor’s pre-petition obligations under
ERISA where (i) the buyer had notice of the liabilities prior to the sale; and (ii) there
is sufficient evidence of continuity of operations between the buyer and seller. Id. at
99. The court stated that the “inquiry should be effectuated on a case by case basis
balancing the equities presently before the court.” The court explained that the
substantial continuity test requires courts to consider: continuity of the workforce,
management, equipment and location; completion of work orders begun by the
predecessor; and constancy of customers. Id. Commonality of ownership is not
required. Id.
Similarly, in Chicago Truck Drivers, Helpers & Warehouse Workers Union (Indep.)
Pension Fund v. Tasemkin, Inc., 59 F.3d 48 (7th Cir. 1995), the district court
dismissed a complaint brought by a pension fund against a Chapter 7 debtor’s
successor seeking payment on account of the debtor’s pre-petition obligation for
delinquent pension funds and ERISA withdrawal liability. The Seventh Circuit Court
of Appeals reversed, finding that a blanket rule precluding all successor liability
claims following a bankruptcy was untenable. The Court found it significant that the
entity operating as the post-bankruptcy company was “virtually the identical
enterprise” as the debtor and, therefore, the district court was not precluded from
finding successor liability against the new company. Id. at 51.


The Court explained that the successor liability doctrine under federal
common law is broader than the state common law counterparts. A
distinct purchaser of a business can be liable for the obligations of its
predecessor if “(1) the successor had notice of the claim before the
acquisition; and (2) there was “substantial continuity in the operation of
the business before and after the sale.” Id. at 49 (quoting E.E.O.C. v. GK-G, Inc., 39 F.3d 740, 748 (7th Cir. 1994)).



The Court further reasoned that the case did not directly implicate the
Bankruptcy Code because the underlying bankruptcy case had long since
closed. As a result, resolution of the case turned on the doctrine of
successor liability, not a specific provision of the Bankruptcy Code. Id. at
n.2.

See also Upholsters’ Intl. Union Pension Fund v. Artistic Furniture of Pontiac, 920
F.2d 1323 (7th Cir. 1990) (reversing summary judgment entered in favor of defendant
successor company and remanding to district court for further consideration; district
court erred in ruling that labor law successorship principles could not support the
imposition of liability against defendant).
4
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Einhorn, Chicago Truck, and Artistic Furniture are distinguishable because the
successor entities did not acquire the assets via a sale conducted under 11 U.S.C.
§ 363(f). Nevertheless, the decisions reflect a strong federal interest in protecting
pension funds and enforcing ERISA.
There is some support, however, for finding that asset sales under § 363(f) can be
effectuated free and clear of certain labor-related claims. See, e.g., In re Trans World
Airlines, Inc., 322 F.3d 283 (3d Cir. 2003) (affirming sale free and clear of successor
liability claims for employment and sex discrimination); In re Leckie Smokeless Coal
Co., 99 F.3d 573 (4th Cir. 1996) (approving sale free and clear of claims for future
medical benefits under the Coal Industry and Retiree Health Benefit Act).
In a relatively recent decision, the Delaware Bankruptcy Court approved the sale of
the debtor’s assets free and clear of a trust’s successor liability claim for underfunding a pension plan. See In re Ormet Corp., 2014 Bankr. LEXIS 3071, at *7
(Bankr. D. Del. July 17, 2014). The court rejected the trust’s reliance on Einhorn,
Chicago Truck, and Artistic Furniture, noting that “None of them involved a sale of
assets free and clear of all claims under section 363(f).” Id. at *7.
Practice pointer: With the case law being unsettled, potential asset purchasers
should consider the risks of potential successor liability when formulating their
auction bids, and attempt to negotiate indemnification from the debtors.
b. Collective Bargaining Agreements – When a debtor uses a unionized
workforce, potential purchasers should be aware that the successful bidder may take
the debtor’s assets subject to the debtor’s collective bargaining agreements (CBAs).
For example, in In re Bruno’s Supermarkets, LLC, 2009 Bankr. LEXIS 1366 (Bankr.
N.D. Ala. April 27, 2009), the debtor sought to reject four CBAs, each of which
contained the following successorship clause:
In the event that any or part of the assets of the employer are sold to a
purchaser as a going concern, the Employer shall require the purchaser as
a condition of the sale to recognize the Union, and assume all obligations
of the Employer under this Collective Bargaining Agreement as of the sale
closing date.
The debtor argued that removal of the successorship clauses from the CBAs was
essential to their ability to sell the business as a going concern. The union first
opposed any modification of the successorship clauses, but eventually agreed to a
modification that would relieve a buyer from assuming the current CBAs if the buyer
agreed to negotiate with the union to reach a new agreement with a successorship
clause. Id. at * 7.
The debtor continued to insist that the CBAs be rejected, and the
court considered whether the debtor satisfied the elements of the Bankruptcy Code
section allowing a debtor to assume or reject a collective bargaining agreement. See
11 U.S.C. § 1113.
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In applying § 1113, courts agree that a debtor must satisfy the following nine
elements to reject a CBA:
1. The debtor in possession must make a proposal to the Union to
modify the collective bargaining agreement.
2. The proposal must be based on the most complete and reliable
information available at the time of the proposal.
3. The proposed modifications must be necessary to permit the
reorganization of the debtor.
4. The proposed modifications must assure that all creditors, the
debtor, and all of the affected parties are treated fairly and equitably.
5. The debtor must provide to the Union such relevant information as
is necessary to evaluate the proposal.
6. Between the time of the making of the proposal and the time of the
hearing on approval of the rejection of the existing collective
bargaining agreement, the debtor must meet at reasonable times with
the Union.
7. At the meetings the debtor must confer in good faith in attempting
to reach mutually satisfactory modifications of the collective
bargaining agreement.
8. The Union must have refused to accept the proposal without good
cause.
9. The balance of the equities must clearly favor rejection of the
collective bargaining agreement.
Bruno’s Supermarkets, 2009 Bankr. LEXIS, at *12 (citing In re American Provision
Co., 44 B.R. 907, 909 (Bankr. D. Minn. 1984)).
The Bruno’s court applied the above factors and determined that the debtor failed to
establish element number eight. The union had good cause to reject the debtor’s
proposal to remove the successorship clauses from the CBAs, and rejection of the
CBAs was denied.
B. Voluntarily Assumed Liabilities –
1. Trade Debt - Bidders may agree to assume certain trade debt to allow the
debtor to maintain favorable relationships with suppliers, sub-contractors, and
other trade creditors.
6
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2. Leases – The Bidder may agree to pay cure costs so the debtor can assume
and assign favorable contracts or leases:


In In re Elcom Hotel & Spa, LLC and Elcom Condominium, LLC, Case
Nos. 13-10029 / 13-10031 (BKC-RAM) (Bankr. S.D. Fla.), the Asset
Purchase Agreement provided as follows:
Assignment and Assumption of Assumed Contracts. The Assumed
Contracts shall be . . . assumed by the Sellers and assigned to the
Purchaser at the Closing pursuant to section 365 of the Bankruptcy Code.
At time of Closing, the Purchaser shall pay any Cure Amounts due in
connection with the assumption and assignment of the Assumed Contracts,
and the Purchase Price shall be reduced by the Cure Amounts. (emphasis
added).



II.

In In re RadioShack Corp., et al., Case No. 15-10197 (BLS) (Bankr. D.
Del.), the purchase price as defined in the asset purchase agreement
included “the assumption of the Assumed Liabilities (including all Cure
Costs associated with the Assigned Agreements). (emphasis added).

WHAT DO CONSULTATION RIGHTS REALLY MEAN?
A. The Role of the Creditors’ Committees – The legislative history of the Bankruptcy
Code suggests that the drafters envisioned a prominent role for creditors’ committees
in the reorganization process:
Committees will be the primary negotiating bodies for the formulation of the plan
of reorganization. They will represent the various classes of creditors and equity
security holders from which they are selected. They will also provide supervision
of the debtor in possession and of the trustee, and will protect their constituents’
interests.
H.R. Rep. No. 595, 95th Cong., 1st Sess. 401, 1978 U.S. Code Cong. & Admin.
News 5963, 6357.
B. Committees as Fiduciaries – The first duty of a creditors’ committee is to consult
with the debtor concerning the administration of the case. See 11 U.S.C. §
1103(c)(1). At all times, creditor committees act as fiduciaries for their constituents.
See In re PWS Holding Corp., 228 F.3d 224, 246 (3d Cir. 2000) (recognizing §
1103(c) “has been interpreted to imply both a fiduciary duty to committee
constituents and a limited grant of immunity to committee members.”); Official
Comm. of Unsecured Creditors of Apex Global Info. Servs. v. Qwest Communs.
Corp., 405 B.R. 234, 252 (E.D. Mich. 2009) (“participation on the unsecured
committee is accompanied and undergirded with fiduciary responsibilities”);
Westmoreland Human Opportunities, Inc. v. Walsh, 327 B.R. 561, 575 (W.D. Pa.
2005) (“To ensure the committee fulfills its fiduciary duty to its class of creditors
requires that the committee members be candid and deal fairly among each other.”).
7
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1. “Consultation” does not equal “control.” Although debtors have an
obligation to consult with the creditors’ committees, debtors remain
responsible for managing their day-to-day affairs. If a committee believes a
debtor’s management is not fulfilling its own fiduciary duty to the bankruptcy
estate, the committee should not attempt to substitute its own judgment for
that of management. Instead, the committee should oppose the debtor’s
actions in court or seek the appointment of a trustee.
See Collier on
Bankruptcy ¶ 1103.05[1][b].


Committees must be given sufficient information to be able to evaluate
and take a position on a proposed sale of a debtor’s assets. See In re
Structurlite Plastics Corp., 91 B.R. 813, 818 (Bankr. S.D. Ohio 1988)
(committee was entitled to review drafts of proposed sale contracts).



A committee’s viewpoints should be given greater deference in a
liquidating Chapter 11 case because the Bankruptcy Code’s perceived
mission of aiding the economy by keeping an ongoing business afloat
is not present. See In re After Six, 154 B.R. 876 (Bankr. E.D. Pa.
1993).

2. Debtors can be sanctioned for failure to timely consult with the appointed
committees. See Structurlite Plastics, 91 B.R. 813, 818 (Bankr. S.D. Ohio
1988) (“If the Court is presented with evidence establishing an unreasonable
failure by the Debtor to comply with a request by the Committee for a
meeting, an order compelling the Debtor to comply with § 1103(d) will issue
and appropriate sanctions will be imposed.”) (emphasis in original).
3. Members of creditors’ committees enjoy qualified immunity, analogous to
that of a bankruptcy trustee, that extends to conduct within the scope of the
committee’s authority. See Pan Am Corp. v. Delta Air Lines, 175 B.R. 438
(S.D.N.Y. 1994) (finding Delta failed to prove the creditors’ committee
engaged in ulta vires action or willful misconduct); Dana Commercial Credit
Corp. v. Nisselson (In re Center Teleprods., Inc.), 112 Bankr. 567, 578
(Bankr. S.D.N.Y. 1990); Central Transp., Inc. v. Roberto (In re Tucker Freight
Lines, Inc.), 62 Bankr. 213, 218 (Bankr. W.D. Mich. 1986).
C. Non-Fiduciaries - Creditors acting in their own interest may also request or negotiate
for consultation rights and participation in formulating the plan.
1. In re Elcom Hotel & Spa, LLC and Elcom Condominium, LLC, Case Nos. 1310029 / 13-10031 (BKC-RAM) (Bankr. S.D. Fla.) – The hotel condominium
association sought joint approval rights, not merely consultation rights, but the
request was denied.
2. In re RadioShack Corp., Case No. 15-10197 (BLS) (Bankr. D. Del.) - Parties
entitled to consultation included the creditors’ committee, secured parties, and
the ad hoc committee of U.S. Dealers and Franchisees. Pursuant to the court8
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approved bidding procedures, in the event bids were made by any member of
the creditors’ committee or senior secured lenders, those parties were not
entitled to material, non-public information regarding competing bids.
Furthermore, the debtor was not required to consult with such parties with
respect to the assets for which the parties submitted a bid.
III.

SALE OF CUSTOMER DATA
A. Introduction – Following the implementation of BAPCPA, a debtor with a written
privacy policy may sell or lease personal information it collected from its customers
only if the information can be sold in compliance with applicable non-bankruptcy law
and (a) the sale is consistent with the debtor’s privacy policy terms; or (b) the court
approves the sale or lease after the appointment of a consumer privacy ombudsman.
B. Applicable Provisions
1. Section 107(b)(1) of the Bankruptcy Code provides that the bankruptcy court
may protect an “entity” with respect to a “trade secret or confidential research,
development, or commercial information.” This Bankruptcy Code section
mirrors Fed. R. Civ. P. 26(c)(1)(G).
2. Section 101(41A) provides the definition of personally identifiable
information (“PII”):
(A) if provided by an individual to the debtor in connection with obtaining a
product or a service from the debtor primarily for personal, family, or
household purposes—
(i) the first name (or initial) and last name of such individual, whether
given at birth or time of adoption, or resulting from a lawful change of
name;
(ii) the geographical address of a physical place of residence of such
individual;
(iii) an electronic address (including an e-mail address) of such individual;
(iv) a telephone number dedicated to contacting such individual at such
physical place of residence;
(v) a social security account number issued to such individual; or
(vi) the account number of a credit card issued to such individual; or
(B) if identified in connection with 1 or more of the items of information
specified in subparagraph (A)—
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(i) a birth date, the number of a certificate of birth or adoption, or a place
of birth; or
(ii) any other information concerning an identified individual that, if
disclosed, will result in contacting or identifying such individual
physically or electronically.
3. Section 332 of the Bankruptcy Code governs the appointment of a consumer
privacy ombudsman, the purpose of which is to assist the court in
understanding the effect of a sale of PII on the individuals, and assist the
parties in structuring the sale so it is fair to the debtor’s customers. The
ombudsman can also advise the court on whether a particular sale is consistent
with the debtor’s privacy policy, or if the contemplated sale is “unfair or
deceptive.” The need for an ombudsman is implicated only if:


The debtor disclosed a privacy policy to individuals in connection with
offering a good or service;



The privacy policy prohibits the transfer of the PII; and



The privacy policy is in effect on the petition date.

C. Limitations of the PII Protections


The information must have been provided in connection with
obtaining a product or service from the debtor.
o Hotel hypothetical: The debtor may provide a privacy policy
when guests make reservations on the Hotel’s website. In
contrast, the debtor’s privacy policy is usually not given when
reservations are made through other websites such as Orbitz or
Expedia. Then, usually only the privacy policies of those
websites are given to the consumers. Arguably, the protections
afforded by the Bankruptcy Code apply only with respect to the
information obtained through the debtor’s website, and not the
information obtained through third-party conduits.



The product or service must be obtained “primarily for personal,
family or household purposes.” The protections do not apply to
business customers, and may not apply to information collected for
advertising or marketing purposes.

10
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D. Other Considerations


The debtor’s privacy policy may allow for the transfer of customer
information in a merger or bankruptcy sale. Many do.



Were any changes made to the debtor’s privacy policy prepetition?
(See discussion of In re Borders Group, Inc. et al. in Section E).



Was the information legally collected, or was it done in violation of
COPPA [Children’s Online Privacy Protection Act of 1998], the
Gramm-Leach-Bliley Act of 1999, HIPAA, or other applicable
statutes? If not legally collected, the sale of the PII would be
inconsistent with applicable non-bankruptcy law and, therefore, may
not be approved.



Will the sale comply with Section 5(a) of the FTC Act prohibiting
“unfair or deceptive acts or practices in or affecting commerce?”

E. Examples
1. In re Toysmart.com LLC, Case No. 00-13995 (CJK) (Bankr. D. Mass) (preBAPCPA) – The Debtor, selling toys over the internet, collected customer
names, addresses, billing information and shopping preferences. The debtor’s
privacy policy stated as follows: “personal information voluntarily submitted
by visitors to our site . . . is never shared with a third party. All information
obtained by [debtor] is used only to personalize your experience online.”
During the bankruptcy case, the personal data collected from customers was
offered for sale. The FTC filed a complaint and reached a settlement with the
debtor requiring the data be sold only in connection the sale of the debtor’s
goodwill, and not on a stand-alone basis. Forty-six states, the District of
Columbia, and two territories objected to the settlement, arguing that
customers should be given notice and opportunity to consent before the sale is
consummated. Ultimately, the debtor’s assets were not sold for lack of
interest, and the FTC and shareholder/creditor Walt Disney Co. reached an
agreement pursuant to which Disney agreed to pay $50,000 for the database
and then have it destroyed.
2. In re Borders Group, Inc. et al., Case No. 11-10614 (MG) (Bankr. S.D.N.Y.) The debtor sought to sell PII collected over a period of several years, and
during which time the privacy policy was amended. Information collected
under the original privacy policy could not be sold without consumer consent,
while the amended policy included a provision allowing the sale of PII under
certain circumstances. Consumers whose information was collected under the
original policy were not notified of the change, or to the fact that it would be
applied retroactively. The FTC and several states’ Attorneys General raised
concerns to the consumer privacy ombudsman, who recommended that the
11
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sale take place only if certain protections were put in place. The asset
purchaser, Barnes & Noble, Inc., objected to certain of the recommendations,
arguing that they were unnecessary, and that the expense involved would
destroy the value of the transaction from Barnes & Noble’s perspective. The
sale was eventually approved subject to certain conditions, including the
requirement that Barnes & Noble send an opt-out notice via email to all
former Borders customers whose PII was transferred. In addition, notice of
the transfer and the right to opt out was required to be posted on the websites
for both Barnes and Noble and Borders for a period of 30 days.
3. In re RadioShack Corp., Case No. 15-10197 (BLS) (Bankr. D. Del.) – The
Debtors’ online privacy policy stated that PII would not be sold. The FTC
and 70% of the State Attorneys General filed formal pleadings or wrote letters
to the Texas Attorney General stating opposition to the sale of PII. A
Consumer Privacy Ombudsman was appointed by the court. Ultimately, the
debtors agreed to mediate issues related to the sale of the PII with the
auction’s successful bidder.
According to court testimony, the PII included approximately 67 million
physical addresses, 8.5 million email addresses, and certain data points about
consumers’ purchase history. At mediation, the parties reached an agreement
pursuant to which the information available to potential asset purchasers
would include only seven data points per customer record instead of up to 170
data points that were held by the debtor. In addition, the sale would not
include debt and credit card information, telephone numbers, dates of birth, or
social security numbers. Email addresses obtained over the previous two
years could be sold, but customers would have the ability to opt out of
communications with any successor company.
IV.

CREDIT BIDDING AND LOAN-TO-OWN STRATEGIES POST-FISKER
A. Introduction — At times, parties dispute whether credit bids should be the
“winning” bid even when the face amount of the debt bid exceeds the highest cash
bid received. In addition, a creditor’s right to credit bid was recently called into
question following the decision in Fisker. Since that decision of the United States
Bankruptcy Court for the District of Delaware, courts have both followed and
deviated from Fisker, adding more mystery as to the extent the decision in Fisker will
serve as precedent for limiting credit bidding “for cause,” or whether its application
will be limited by the specific facts of the case.
B. Overview of Credit Bidding
1. Section 363(k) of the Bankruptcy Code provides that when assets to be sold
are subject to a secured claim, a secured creditor may bid on the property by
offsetting its claim (i.e., the debt that it is owed) against the purchase price of
the property being sold. This right is also preserved for secured creditors,
under section 1129(b)(2)(A)(ii), where a sale of secured property occurs under
12
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a plan of reorganization. Credit bidding allows a secured creditor to purchase
property, often without having to part with new funds, and protects against the
risk that such creditor’s collateral will be sold at a depressed price.
2. A secured creditor’s right to credit bid, however, is not absolute. Section
363(k) of the Bankruptcy Code allows the court to exercise its equitable
powers to modify or deny a secured creditor’s right to credit bid “for cause.”
What constitutes “cause” is not defined in the Bankruptcy Code and is
determined on a case-by-case basis.
C. Overview of Fisker Decision
1. In re Fisker Auto. Holdings Inc., 510 B.R. 55 (Bankr. D. Del. 2014) — The
court’s decision in Fisker initially sent shockwaves throughout the bankruptcy
community. In Fisker, prior to the petition date, Hybrid Tech Holdings, LLC
(“Hybrid”) purchased the Department of Energy’s outstanding senior secured
debt in the principal amount of $168.5 million for $25 million. Following the
commencement of the chapter 11 cases, the debtors sought to sell substantially
all of their assets to Hybrid (through a private sale) for consideration which
included $75 million in the form of a credit bid. The Official Committee of
Unsecured Creditors opposed the credit bid and proposed an alternative — an
auction with Wanxiang American Corporation (“Wanxiang”), whose bid
contained attractive economic and non-economic terms.
2. In determining whether “cause” existed to deny Hybrid’s credit bid, the court
rejected Hybrid’s argument that “cause” may only be triggered where
inequitable conduct is present, noting that credit bidding may be denied “in
the interest of any policy advanced by the [Bankruptcy] Code, such as to
ensure the success of the reorganization or to foster a competitive bidding
environment.” Id. at 60, n.14. Based on the circumstances of the case, the
court only permitted Hybrid to credit bid the amount it paid for its secured
debt (i.e., $25 million) — a fraction of the principal amount of the debt (i.e.,
$168.5 million). In limiting Hybrid’s credit bid to $25 million “for cause,”
Judge Gross emphasized the following points:


failure to limit Hybrid’s bid would not only chill bidding, but would in
fact result in no auction being held as there was no realistic opportunity
for any other bidding party to bid more than Hybrid’s asserted claim;



the presence of a highly attractive, capable and motivated competing
bidder (indeed, Wanxiang had recently purchased, through a separate
bankruptcy auction, a critical component of the debtors’ electric cars and
thus, had demonstrated a vested interest in purchasing the debtors’ assets);



the court was also troubled by the expedited nature of the sale process
required by Hybrid and originally proposed by the debtors (parties had
13
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only 24 business days to challenge the sale motion), which was not
justified in the court’s eyes; and


the Committee had raised legitimate questions as to whether (and by
which assets) Hybrid’s claims were secured.

D. Post-Fisker Case Law
1. In re Free Lance-Star Publishing Co., 512 B.R. 798 (Bankr. E.D. Va. 2014) —
At least one court has followed the reasoning in Fisker to limit the credit bid
of a secondary purchaser of debt.


Prior to the petition date, DSP Acquisitions, LLC (“DSP”) acquired
the loan of Brach Banking & Trust (“BB&T”), which had provided a
$50.8 million loan to the debtors. BB&T’s loans were not secured by
all of the debtors’ assets, and did not cover certain of the property to
be sold by the debtors through the 363 sale. During the sale process,
the issue arose as to the validity of DSP’s right to credit bid. In
limiting DSP’s credit bid “for cause” shown, the court highlighted the
following three points:
o the court first held that DSP did not have valid perfected
security interests in the full extent of the debtors’ assets
upon which DSP asserted it held liens. Therefore, DSP had
no right to assert a credit bid on assets that did not secure
its allowed claim.
o the court found that DSP engaged in inequitable conduct
based on the following behavior: DSP, after learning it did
not have a lien on all of the debtors’ assets, attempted to
unilaterally expand the scope of its security interests (after
the debtors refused to grant such liens) by filing certain
financing statements; DSB subsequently failed to disclose
such actions to the court; and DSP pressured the debtors to
shorten their marketing period for the sale, and to insert
language in the marketing materials conspicuously
advertising DSP’s credit bid rights.
o DSP’s over-zealous loan-to-own strategy chilled the
bidding process in an effort to depress (rather than to
enhance) the market value of the assets, which would
benefit only DSP at the expense of the estate’s other
creditors. Therefore, the court limited DSP’s credit bid
“for cause” in order to attract renewed interest in the
bidding process and to increase the value realized for the
assets.
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Accordingly, the court limited DSP’s right to credit bid under section
363(k) of the Bankruptcy Code to $13.9 million for assets on which
DSP held valid, properly perfected liens.

2. In re RML Dev. Inc., 2014 Bankr. LEXIS 3024 (Bankr. W.D. Tenn. July 10,
2014) — At least one court has sharply departed from the Fisker ruling,
holding that potentially chilling third-party bids, without more, does not
constitute sufficient “cause” to limit or deny credit bidding rights. See also In
re Charles Street African Methodist Episcopal Church of Boston, 510 B.R.
453 (Bankr. D. Mass. 2014) (by expressly stating that it was not addressing
the “types of cause” at issue in Fisker, suggests that Fisker may have created
additional categories of “cause” to deny credit bidding).


In RML Dev. Inc., following the court’s approval of the sale of certain
of the debtor’s assets (i.e., two residential apartment complexes),
SPCP Group III CNI 1, LLC (“Silverpoint”) sought to amend the sale
orders to allow it a right to credit bid its claim at a 363 auction.
Silverpoint asserted a valid, first mortgage security interest in the two
apartment complexes in excess of $2.5 million.



Section 363(k) specifies that a creditor may credit bid only “an
allowed claim” as defined by section 502(a) of the Bankruptcy Code.
A filed proof of claim is deemed allowed until a timely objection is
filed, after which there must be a hearing and determination by the
court. Since RML objected to the amount of Silverpoint's claim, the
court limited Silverpoint’s credit bid to $2,354,759.55, or the amount
that RML had conceded was secured.



While acknowledging the right to credit bid is not absolute, the court
noted that the “for cause” limitation should be the extraordinary
exception and not the norm. Notably, the court rejected the
proposition that potential chilling of third party bids — without more
— constitutes sufficient “cause” to modify or deny a secured creditor’s
rights. See id. at 155, n.11. Instead, the court held the right to credit
bid should be limited or limited only in “extraordinary” cases based on
equitable considerations such as “competing claims, collusion, or other
fraudulent or bad faith acts.” Id. Accordingly, a creditor holding an
uncontested secured claim should ordinarily be allowed to credit bid
for its collateral “regardless of its intrinsic impact on other bidding.”
Id.

E. ABI Commission’s Recent Recommendation on Credit Bidding and Fisker —
While recognizing that credit bids may have chilling effect, the Final Report and
Recommendations of the American Bankruptcy Institute’s Commission to Study the
Reform of Chapter 11 (the “ABI Report”) concluded that any such chilling effect
should not, by itself, yield sufficient “cause” for curbing a secured creditor’s right to
15
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credit bid up to the amount of its allowed claim. (See ABI Report, p. 147. The ABI
Report may be accessed at www.commission.abi.org.)
V.

WHEN IS THE “HIGHEST” BID NOT THE “BEST” BID?
A. Introduction — If there are qualified competing bids, a debtor generally holds an
auction to determine the “highest and best” bid in accordance with court-approved
procedures. Debtors are given broad flexibility in determining which bid is the
highest and best for the estate, and non-cash considerations may be taken into
account. Parties may be motivated to prefer one bidder over another for reasons
related to pending litigation, assumption of liabilities, reduction of purchaser’s claim
against the estate, issues of notes or other forms of debt, adherence to a former
operator’s quality standards or philanthropic mission, or even parties’ desire to
employ in the future former employees.
B. Other Non-Cash Considerations — Whether the bid is subject to contingencies;
extent of releases given; applicable break-up fee or expense reimbursement;
modifications to previously negotiated agreements; risk of closing and/or delay;
financial condition and/or experience of bidder; comments from affected parties (i.e.,
landlords or assigned leases); approval of creditors’ committee and other
constituencies.
C. Examples
1. Non-Profit Mission: In re New York City Opera, Inc., Case No. 13-13240
(SHL) (Bankr. S.D.N.Y.) — The proposed sale involved two bids between
NYCO Renaissance (“NYCO”) and Opera New York. Despite the fact that
Opera New York’s bid was $263,000 higher, the debtor originally sought to
sell its assets to NYCO as the highest bidder. 2 The debtor based such decision
on the fact that it sought not only to maximize the value of the estate, but also
to allow New York City Opera to continue its mission. The NYCO bid
included detailed business plans, financial figures and evidence of future
funding, a confirmed slate of directors and consultants, and evidence of
venues secured for future performances. Also central to the debtor’s decision
was the fact that Opera New York, though a Delaware non-profit, was not
501(c)(3) approved, and thus it was not yet clear whether it could carry on the
opera’s non-profit mission.
2. Litigation Concerns: In re Elcom Hotel & Spa, LLC and Elcom
Condominium, LLC, Case Nos. 13-10029 / 13-10031 (BKC-RAM) (Bankr.
S.D. Fla.) — The debtor owned and operated a luxury hotel and residential
complex in Miami Beach. Residents in the complex were parties to various
rental management agreements (“RMAs”) with the debtor. These agreements
provided for a reserve fund that unit owners could draw from to make

2

As of the date hereof, no order has been entered approving the sale of the debtor’s assets to NYCO or any
other party.
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improvements to their homes. The court approved the debtor’s selection of a
$13.4 million bid —notwithstanding the fact that it was $100,000 less than the
highest bid received — because it eliminated a substantial litigation risk that
would have resulted from the higher bid. To that end, the winning bidder
agreed to shore up the reserve fund, thereby eliminating the risk of litigation
over the RMAs.
3. Desire to Employ Former Employees: In re WP Steel Venture LLC, Case
No. 12-11661 (KJC) (Bankr. D. Del.) – Court approved sale of debtors’ steel
mill where the debtors, in consultation with the creditors’ committee,
determined that the highest and best bid belonged to the purchaser, despite the
fact that the winning bid was approximately $150,000 less in cash than the
second best bid, due to the fact that the purchaser committed to using best
efforts to employ at least 230 of the debtors’ former employees at the facility.
4. Third Party Consent: In re Diplomat Construction, Inc., 481 B.R. 215
(Bankr. N.D. Ga. 2012) — The debtor owned a Red Roof Inn near HartsfieldJackson International Airport, leasing the land from the City of Atlanta. The
trustee sought court approval to sell the debtor’s interest in the lease. The
State Bank of Texas, which held a security interest in the lease, consented to
the sale free and clear of its lien. Thereafter, another potential purchaser
presented an as-is offer that was $70,000 higher than the original sale price.
The bank did not, however, consent to this sale. With this consideration in
mind, the court approved the sale at the original, lower sale price.
5. Greater Certainty and Simplicity: In re Scimeca Foundation, Inc., 497 B.R.
753 (Bankr. E.D. Pa. 2013) — The debtor’s sole assets were various real and
personal property located at the Foremost Building in Philadelphia. The
trustee received an offer for $4.377 million. The offer contained various
conditions that the various financial disclosures on the property be accurate
within 2% and that the purchaser obtain non-recourse financing of $3.5
million with an interest rate of at most 4.8% with a 20-year amortization.
Moreover, if the lender obtained an appraisal for less than the proposed
purchase price, then the offer would be reduced to this lower value. None of
these loan conditions were pre-approved. The trustee rejected this offer and
instead accepted a lower proposal (for $4 million) that had no financing
contingency and for which due diligence had already been completed. In
applying the business judgment test, the court accepted the trustee’s decision
and approved the sale.
6. Reducing Risk of Closure: In re Bakalis, 220 B.R. 525 (Bankr. E.D.N.Y.
1998) — The debtor sought to auction off a controlling interest in Olympian
Bank (“Olympian”), a community bank with branches in Brooklyn and
Queens. Atlantic Bank of New York (“Atlantic”) offered $11.2 million,
while Olympian Holdings, LLC (“Holdings”) offered $10.5 million. To
reflect the potential delay posed by regulatory approval, both Atlantic and
Holdings provided an interest enhancement on the purchase price. Atlantic’s
17
Page 639

offer, however, contained several contingencies which the Holdings’ offer
lacked, including requirements of the absence of litigation that could
materially affect Olympian, the consent of all third parties, and the absence of
certain actions by Olympian’s board that would adversely affect the business.
The Atlantic offer also contained several walk-away clauses. By contrast,
Holdings’ offer was conditioned only on regulatory approval. The court
approved the trustee’s selection of Holdings’ offer as an appropriate exercise
of its business judgment considering such proposal contained fewer
contingencies, and thus, posed less of a risk that the bidder would back out of
the sale.
7. Other Considerations: In re RadioShack Corp., Case No. 15-10197 (BLS)
(Bankr. D. Del.) — The approved bid and sale procedures provided as
follows: “Seller’s determination of what constitutes the first and second
‘highest or best’ Bids . . . may take into consideration modifications to any
Assignment Agreement, closing risk, risk of delay, financial condition,
experience, use clause, comments from the affected landlord, and such other
factors as Seller may deem relevant”, leaving the debtors broad latitude in
determining the best offer.
VI.

FINALITY OF AUCTIONS - GAP PERIOD BETWEEN AUCTION AND APPROVAL
A. Introduction — The delay between concluding an auction and obtaining court
approval allows for the possibility of post-auction / pre-sale hearing bids, which may
force the debtor to choose between accepting a higher and/or better offer and
preserving the integrity of its auction process.
B. Recent Case Law
1. In re Sunland, Inc., 507 B.R. 753 (Bankr. D.N.M. 2014) — Hampton was the
top bidder at the auction for the debtor’s processing plant. Shortly before the
court’s hearing to approve the sale, the trustee received a bid from Golden
Boy that exceeded the previous bid by approximately $5 million. In
balancing the two competing policies at play — maximizing creditor
recoveries with preserving the integrity and finality of auctions — the court
balanced the following four factors: (1) the bidding procedures and the
bidders’ reasonable expectations based on those procedures; (2) the amount of
the overbid and the impact on creditors; (3) whether the new bidder acted in
good faith; and (4) whether a sale order had been entered. Given the amount
of the overbid and Hampton’s knowledge that the auction was subject to
judicial approval, the court allowed the higher post-auction bid and re-opened
the auction, reasoning that the winning bid at the auction could not be
approved because the court could not make a finding that a sale pursuant to
that bid was in the best interests of the estate.
2. In re Western Biomass Energy LLC, 2013 Bankr. LEXIS 3166 (Bankr. D.
Wyo. Aug. 6, 2013) — The liquidator sold the debtor’s assets for $525,000.
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Thereafter, but prior to the sale hearing, the debtor received an offer of
approximately $1.2 million. The court first noted that the purpose of a
section 363 auction is to attain the highest and best offer for the assets sold
and to serve the best interests of the estate and creditors. The court also
recognized that bankruptcy courts have broad discretion to consider upset
bids. With these considerations in mind, the court held that the winning bid
was grossly inadequate and, when coupled with the lack of recovery for
unsecured creditors, the court had sufficient grounds to deny the sale and
reopen the auction.
3. In re Bigler, LP, 443 B.R. 101 (Bankr. S.D. Tex. 2010) — Four days after the
auction’s close and one day prior to the sale hearing, Vopak submitted a bid
$500,000 higher than the winning $20.5 million bid. In refusing to re-open
the bidding process, the court followed the First Circuit’s approach in In re
Gil-Bern Industries, Inc., 526 F.2d 627 (1st Cir. 1975), which had held that
“an unimpeachably-conducted auction based on clear procedures may not be
reopened solely for the reason of a higher bid after the close of the auction.”
4. In re ASHINC Corp., Case No. 12-11564-CSS (Bankr. D. Del. May 17, 2012)
— Nearly two months after the auction’s close, a bidder submitted a new bid,
improving on the offer he had made previously at the original auction, to
purchase substantially all of the debtor’s assets. This new offer was $30
million higher than the winning bid. The official committee of unsecured
creditors moved to re-open the auction, arguing that the auction lacked
fairness and transparency, which prevented the re-emerging bidder from
submitting a winning bid at the time. Relying on the fact that the committee
supported re-opening the auction, the court reluctantly did so.
C. Practice Pointer — While a bidder cannot avoid entirely the potential that a court
may reopen an auction in order to consider a higher bid submitted post-auction, the
risk diminishes if (a) the auction is conducted in accordance with the bidding
procedures and in a fair manner, (b) important creditor constituencies are in favor of
not re-opening the auction, and (c) the winning bid at auction is not significantly
below the new overbid. The winning bidder at auction should consider requesting
that the debtor make, and request that the creditors’ committee and secured lenders
make, representations at the conclusion of the auction that such parties have no
objections to the manner in which the auction was conducted and that such parties do
not believe that there is cause to re-open the auction. While those representations
will not be dispositive of a later motion to re-open the auction, the winning bidder
will be able to argue that the debtor and significant creditor constituencies
contemporaneously found the auction to have been conducted appropriately and,
therefore, there is no basis to reopen the auction.
D. ABI Commission’s Recent Recommendation on Finality of Auctions — The ABI
Report proposes to prohibit courts from re-opening an auction “unless the court finds
extraordinary circumstances or material procedural impediments (such as the lack of
adequate notice or an improperly conducted sale process) to the auction process that
19
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may have had a material effect on the sale results.” See ABI Report, p. 139. The
ABI Report further states that the potential for a higher purchase price should not,
alone, constitute extraordinary circumstances sufficient to overturning an otherwise
final auction. Id.
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BACKGROUND
In late 2013, ABC Corporation (“ABC”)
December 31, 2013, ABC dissolved under state law.
Company (“ABC Holdings”), the sole shareholder
voluntary Chapter 7 proceeding, and the Bankruptcy
“Trustee”) to administer the bankruptcy estate.

wound down its operations, and on
On December 31, 2014, ABC Holdings
of ABC, caused ABC to commence a
Court appointed a Chapter 7 trustee (the

At the time of the bankruptcy filing, ABC’s only liabilities were comprised of breach of
warranty claims arising from ABC’s manufacture of widgets. ABC Holdings was a co-defendant
in the breach of warranty litigation and, prior to the bankruptcy filing, engaged counsel to defend
both ABC and ABC Holdings in the litigation. Both before and after the bankruptcy filing,
defense counsel communicated regularly with ABC Holdings regarding the defense. After its
dissolution, ABC had no officers, directors or employees and therefore did not participate in
communications with defense counsel.
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RIGHTS OF TRUSTEE TO FILES OF DEFENSE COUNSEL
(ATTORNEY-CLIENT PRIVILEGE AND CO-CLIENT PRIVILEGE)
After being appointed, the Trustee requested from ABC Holdings and defense counsel
copies of their litigation files, including all correspondence between ABC Holdings and defense
counsel. The Trustee also requested that he be included in discussions between ABC Holdings
and defense counsel regarding the defense of the litigation.
ABC Holdings and defense counsel provided the Trustee with copies of all pleadings and
discovery but refused to allow the Trustee to have access to communications between them.
 Is ABC able to assert the attorney-client privilege after its dissolution?
 To what extent is the Trustee entitled to see the requested correspondence?
 The following types of documents exist. Is the Trustee entitled to see them?
 Correspondence between ABC Holdings and defense counsel created prior
to ABC's dissolution? Correspondence created after ABC’s dissolution
but before the bankruptcy filing? Correspondence created after ABC’s
bankruptcy filing?
 Memoranda to ABC Holdings’ board, which was identical to ABC’s
board, analyzing a potential bankruptcy filing for ABC? Memoranda
prepared after the bankruptcy filing?
 Memoranda to ABC Holdings’ board analyzing the merits of the breach of
warranty claims and discussing a settlement strategy? Memoranda
prepared after litigation was commenced?
 Correspondence from a board member to a friend, who is an attorney but
not engaged in connection with the litigation, asking for advice?
 Emails attaching documents with only “See attached” in the emails?
 Does the analysis change if the ABC Trustee asserts claims against ABC
Holdings?
 Is the Trustee able to use the documents obtained under the co-client exception as
hearing and trial exhibits? What if ABC Holdings, the co-client, objects?
 Is the Trustee able to share the documents obtained under the co-client exception
with creditors of the bankruptcy estate, the U.S Trustee or other parties in
interest? What if ABC Holdings, the co-client, objects?
 Is the Trustee entitled to participate in future discussions between ABC Holdings
and defense counsel?
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RIGHTS OF TRUSTEE TO FILES OF
DEFENSE COUNSEL (WORK PRODUCT DOCTRINE)
The Trustee requested from ABC Holdings and defense counsel copies of all work
product, including attorney notes, research memoranda and draft documents.
 Is ABC able to assert the work product doctrine after its dissolution?
 To what extent is the Trustee entitled to see the requested documents?
 The following types of documents exist. Is the Trustee entitled to see them?
 Documents created prior to ABC's dissolution regarding the breach of
warranty claims? Documents created after ABC's dissolution but before
its bankruptcy filing? Documents created after ABC's bankruptcy filing?
 Emails that one of the defense counsel would send himself regarding
telephone conversations with representatives of ABC Holdings and
questions, concerns and issues that arose throughout the proceedings?
 Drafts of pleadings prepared by defense counsel?
 File memoranda regarding litigation strategy, reserves for the litigation
and potential settlement ranges prepared before the litigation was
commenced? Memoranda prepared after litigation was commenced?
Memoranda prepared after the bankruptcy filing?
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RIGHTS OF TRUSTEE TO FILES OF
FINANCIAL ADVISOR (AGENT COMMUNICATIONS)
ABC Holdings engaged a financial advisor to assist in the wind-down of ABC, sale of
certain non-core product lines and consolidation of core product lines.
The Trustee requested from the financial advisor a copy of its files, including all
correspondence between ABC Holdings and the financial advisor. ABC Holdings objected.
 To what extent is the Trustee entitled to see the requested documents?
 The following types of documents exist. Is the Trustee entitled to see them?
 Correspondence and other documents created prior to ABC's dissolution?
 Correspondence and other documents created after ABC's dissolution?
 Correspondence and other documents created after ABC's bankruptcy
filing?
 Correspondence seeking business advice?
 Is the Trustee entitled to participate in future discussions between ABC Holdings
and the financial advisor?
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RIGHTS OF TRUSTEE TO DOCUMENTS OF
CO-DEFENDANTS (COMMON INTEREST PRIVILEGE)
The Trustee sued ABC Holdings and ABC’s former CEO for breach of fiduciary duty
and avoidance and recovery of fraudulent transfers. ABC Holdings and ABC’s former CEO
engaged separate counsel. Six months into the litigation, ABC Holdings, ABC’s former CEO
and their counsel executed a joint defense agreement.
The Trustee requested copies of correspondence between ABC Holdings and its counsel,
on the one hand, and ABC’s former CEO and his counsel, on the other hand. ABC Holdings and
ABC’s former CEO objected.
 To what extent is the Trustee entitled to see the requested documents?
 The following types of documents exist. Is the Trustee entitled to see them?
 Correspondence between ABC Holdings and ABC’s former CEO that was
created before the Trustee filed his lawsuit?
 Correspondence between ABC Holdings and ABC’s former CEO that was
created after the Trustee filed his lawsuit but before execution of the joint
defense agreement?
 Correspondence between ABC Holdings and ABC’s former CEO that was
created after execution of the joint defense agreement?
 Is the Trustee entitled to see a copy of the joint defense agreement?
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RIGHTS OF TRUSTEE TO DOCUMENTS OF
ABC’S FORMER CEO (FIFTH AMENDMENT PRIVILEGE)
The Trustee has alluded to potential criminal activity by ABC’s former CEO.
The Trustee requested copies of all documents in the possession, custody and control of
ABC’s former CEO relating to the operations and business of ABC. The former CEO asserted
his Fifth Amendment privilege and refused to produce any documents.
 To what extent is the Trustee entitled to see the requested documents?
 Does the analysis change if the U.S. Attorney begins to investigate ABC’s former
CEO and his alleged criminal activity?
 Does the analysis change if the U.S. Attorney files charges against ABC’s former
CEO?
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ATTORNEY-CLIENT PRIVILEGE
The Restatement (Third) of the Law Governing Lawyers § 68 (2000) sets forth the
following four elements for an attorney-client privilege to exist.
1.

2.

A communication;
a.

First, there must be a communication, either oral or written. Silence can
be deemed a communication. See, e.g., United States v. White, 970 F.2d
328 (7th Cir. 1992) (failure to disclose assets in documents tendered to a
bankruptcy attorney can be introduced into evidence in the prosecution of
the clients for bankruptcy fraud based on concealing assets).

b.

The privilege protects only the content of the communication. It does not
immunize the facts communicated, if those facts can be learned elsewhere
outside the privileged communication. Information that is publicly known
cannot be made privileged merely by being communicated to an attorney.
However, the communication seeking legal advice is protected even if the
underlying information may be available through other sources.

c.

Documents transmitted to an attorney are privileged only if transmitted for
the purpose of seeking legal advice based on those documents.

made between privileged persons;
a.

“Privileged persons” include:
i.

The client;
A privilege may be asserted by a corporation or other organization.
There are two tests for identifying employees to whom a privilege
may exist – the control group test and the subject matter test.

ii.

The client’s attorney;
The client’s attorney must be a lawyer and acting as a lawyer in
relation to the client. Formal retention of the attorney is not
necessary for a privilege to apply, but it is necessary to establish
that an attorney-client relationship existed or that the parties
intended to establish such a relationship.

iii.

Communicating agents of either the client or the attorney; and
As long as the client reasonably expects the agent to keep the
communication confidential from third parties, a privilege exists.

iv.
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The attorney’s agent must further the provision of legal services
and cannot detract from the confidential nature of the relationship.

3.

b.

A privilege that attaches to a communication is not lost by virtue of being
communicated among multiple attorneys for a given client. Similarly, an
attorney may communicate with multiple clients without waiving a
privilege.

c.

The subjective belief of the client that he is consulting an attorney
governs. If the client understands that an attorney is acting in some other
capacity, then no attorney-client relationship is formed.

d.

Objective indicia of a privileged relationship can be considered such as an
express or implied agreement and overt actions taken or legal advice given
on behalf of the purported client.

in confidence;
a.

The communication must be confidential when made, and the client must
expect confidentiality to be maintained. The communication must be
made with no intention that it be revealed to third parties. The client may
expressly state expectation of confidentiality, or the attorney may
reasonably conclude that the communication was intended to be
maintained in confidence. If the communication was made with the
intention that it be kept confidential but was not, in fact, kept confidential,
a waiver has occurred.

b.

Information learned outside the attorney-client relationship or from other
non-client sources is not privileged, but information that the attorney
learned from the client, in a confidential communication, is privileged.

c.

If a third party, who is not an agent of the attorney, is present during the
communication, the privilege is destroyed. For example, the presence of
family members or friends, absent another applicable privilege (such as
the spousal privilege), destroys the privilege.

d.

The common interest privilege is an exception to third-party rule –
privileged communications shared among and within a group of people
who share a common interest will be deemed to have been made in
confidence and will be privileged.
The common interest privilege applies when the attorney-client privileged
communication is made in the course and for the advancement of a matter
of common interest, is made to develop or further that effort; and has not
been divested of the privilege through waiver.
A common interest exists if the nature of both parties’ interests is identical
or near identical (as opposed to similar); the nature of the common interest
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is legal, not solely commercial; and the communication was shared with
the attorney of the member of the community of interest. See, e.g., In re
Teleglobe Commc’ns Corp., 493 F.3d 345, 364-65 (3d Cir. 2007).
4.

for the purpose of seeking, obtaining, or providing legal assistance to the client.
a.

Would the communication have been made “but for” the fact that legal
advice was sought? The seminal case on this element is Upjohn Co. v.
United States, 449 U.S. 383 (1981). An implicit request for legal advice is
sufficient.

b.

Acts by an attorney on behalf of a client are not privileged if no legal
advice is sought or given. Diversified Indus., Inc. v. Meredith, 572 F.2d
596, 603 (8th Cir. 1978).

c.

Communications made to an attorney by a client for the purpose of
seeking business advice or business judgment are not privileged. United
States v. International Bus. Machs. Corp., 66 F.R.D. 206, 212-13
(S.D.N.Y. 1974). Legal advice cannot be incidental to the business issues
discussed.

Stated another way, the attorney-client privilege applies if:
(1)

the asserted holder of the privilege is or sought to become a client;

(2)

the person to whom the communication was made is a member of the bar of a
court, or his subordinate, and in connection with this communication is acting as a
lawyer;

(3)

the communication relates to a fact of which the attorney was informed (a) by his
client, (b) without the presence of strangers, (c) for the purpose of securing
primarily either an opinion on law, legal services or assistance in some legal
proceeding, and not (d) for the purpose of committing a crime or tort; and

(4)

the privilege has been claimed, and not waived, by the client.

United States v. United Shoe Machinery Corp., 89 F. Supp. 357, 358-59 (D. Mass. 1950).
The client holds, controls, and asserts the privilege. See, e.g., Chirac v. Reinicker, 24
U.S. 280 (1826). For corporate clients, the corporation holds the privilege. See, e.g., United
States v. Aramony, 88 F.3d 1369, 1390 (4th Cir. 1996).
The privilege must be affirmatively raised, and it cannot have been previously waived.
One asserting the privilege must demonstrate its applicability. See, e.g., United States v.
Jones, 696 F.2d 1069, 1072 (4th Cir. 1982) (one asserting privilege must demonstrate attorneyclient relationship existed, particular communications at issue were privileged, and privilege was
not waived).
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ATTORNEY WORK-PRODUCT DOCTRINE
Federal Rule of Civil Procedure 26(b)(3) sets forth the following three (3) elements for
attorney work-product protection to exist.
1.

Documents and tangible things otherwise discoverable;
a. Rule 26 applies only to matters otherwise discoverable. Thus, if the matter is
privileged, the analysis ends. Moreover, the work-product doctrine does not
shield information from disclosure. Rather, it protects certain documents from
being turned over to the opposing party.
b. “Tangible things” includes written memoranda, photographs, diagrams,
drawings, computer generated data, correspondence, and briefs of attorneys.
Work-product protection also extends to conversations and non-tangible
matters. United States ex rel. [Redacted] v. [Redacted], 209 F.R.D. 475 (D.
Utah 2001) (rejecting argument that conversations between government and
realtors were not work product because they were not documents nor were
they tangible material).

2.

Prepared in anticipation of litigation or for trial; and
a. The threat of litigation;
i. Litigation contemplates proceedings in court or administrative tribunals in
which the parties have the right to cross-examine witnesses or to dispute,
by equivalent means, an opposing party’s presentation of proof. Workproduct protection does not extend to documents prepared for agency
filings or pursuant to government investigations. However, once an
investigation has begun, documents prepared thereafter may be accorded
protection. See Briggs & Stratton Corp. v. Concrete Sales & Servs., 174
F.R.D. 506, 509 (M.D. Ga. 1997).
ii. There must be a “substantial probability” that litigation will occur (i.e.,
real), and the threat of litigation must be imminent. Home Ins. Co. v.
Ballenger Corp., 74 F.R.D. 93, 101 (N.D. Ga. 1977). A lawsuit need not
have already been filed.
b. Motivational component—the document was prepared because of that threat.
i. Materials assembled in the ordinary course of business or for nonlitigation purposes are not protected. If there is an independent business
purpose for which the document would have been prepared even without
anticipated litigation, then the work-product doctrine should not apply.
See, e.g., In re OM Group Sec. Litig., 226 F.R.D. 579 (N.D. Ohio 2005)
(holding that report prepared by attorneys for public company’s audit
committee was not work-product protected since it led to a restatement of
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earnings and, although ensuing litigation was possible, such an
investigation would have been done for business reasons in all events).
ii. Additional indicia for determining whether a document was primarily
prepared “in anticipation of litigation”:
1. Designating documents as work-product protected is not
conclusive but helpful;
2. Participation of attorney in preparing the document is not
automatic protection but can be indicative that litigation was
expected to follow;
3. Commentary on ongoing litigation by an attorney likely to be
accorded protection;
4. Documents prepared in the ordinary course of business, even if
some litigation then results, are not work-product protected;
5. Dual purpose documents may be protected if one of the purposes is
litigation motivated, provided that the documents would not have
been created in substantially the same form absent the threat of
litigation;
6. Documents created to assure compliance with the law and
avoidance of litigation generally do not constitute “in anticipation
of litigation.”
3.

By or for another party or by or for that other party’s representative.
a. The work-product protection extends to documents prepared by agents of the
attorney or by representatives of the client. United States v. Nobles, 422 U.S.
225, 238-39 (1975). Everyone on the attorney’s staff may share the workproduct documents without violating the protection, provided the documents
will assist in the litigation. See Allendale Mut. Ins. Co. v. Bull Data Sys., 152
F.R.D. 132, 136 (N.D. Ill. 1993).
b. Protection depends on the motivation behind preparing the document, not on
the person who prepared it.
c. Documents subpoenaed from a third party are not likely considered work
product prepared in anticipation of the current litigation, even though they
could be work product of the third party. See Ricoh Co. Ltd. v. Aeroflex Inc.,
219 F.R.D. 66, 69 (S.D.N.Y. 2003).
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The attorney work-product protection is not absolute; rather, the protection is qualified.
Under federal law, work product may be discoverable upon balancing of two factors:
1.

Substantial need; and
a. If the information can be obtained by alternative means (e.g., by interviews,
depositions, third-party subpoenas), then the substantial need requirement is
not met. See, e.g., Hickman v. Taylor, 329 U.S. 495, 511 (1947) (“Where
relevant and non-privileged facts remain hidden in an attorney’s file and
where production of those facts is essential to the preparation of one’s case,
discovery may properly be had.”). The requesting party should demonstrate
due diligence in attempting to obtain the information from other sources.
b. One frequent situation in which substantial need is usually found involves
statements by witnesses who are no longer available to the adverse party (e.g.,
deceased or disappeared, beyond the court’s subpoena power, who asserts
privilege, has faulty memory, who is hostile). Substantial need can also exist
when the key witness is a child.
c. When the party places the attorney’s work product at issue, the protection is
waived. One cannot use the work-product protection simultaneously as a
sword and shield.

2.

Undue hardship in obtaining the material by alternative, less intrusive means.
a. Courts have required the requesting party to show no readily available
alternative means exist for obtaining the equivalent information. See APL
Corp. v. Aetna Cas. & Sur. Co., 91 F.R.D. 10, 14 (D. Md. 1980) (concluding
in a wrongful denial of claim action that the insurer’s claim file constituted
important evidence of insurer’s diligence in investigating the claim and any
good faith in denying said claim). But see Welch v. Regis Corp., No. 4:CV09-2437, 2011 WL 1485970 (M.D. Pa. Apr. 19, 2011) (protecting from
disclosure claims agent’s ‘notes’ as prepared by liability specialist who
investigated plaintiff’s alleged injury in view of potential lawsuit by plaintiff).
b. Undue hardship is generally not satisfied merely by showing that the
requesting party will undergo costly discovery, unless the additional cost is
truly prohibitive. But see Jarvis, Inc. v. AT&T, 84 F.R.D. 286, 293 (D. Colo.
1979) (“undue hardship” shown when plaintiff would have to depose 1,500
witnesses to obtain equivalent information as the material at issue).

To what extent “need” and “hardship” must be demonstrated varies according to the
nature of the material sought. The greatest protection—near absolute protection—is given to an
attorney’s mental opinions, trial strategy, and mental impressions. Such “opinion work product”
usually requires a showing beyond the substantial need or undue hardship test; rather, courts
have required that the mental impressions must be at issue in the case, and the need for such
material must be compelling.
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ATTORNEY-CLIENT PRIVILEGE—NOW YOU SEE IT, NOW YOU DON’T!
1.

Attorney-Client Privilege

a. Definition. The client’s right to refuse to disclose and to prevent any other person
from disclosing confidential communications between the client and the attorney.” BLACK’S
LAW DICTIONARY 1235 (8th ed. 2004) (“privilege—attorney-client privilege”).
b. Purpose. The purpose of the privilege is to encourage full and frank communications
between attorneys and their clients and thereby promote broader public interests in the
observance of law and administration of justice.
c. Policy. The privilege recognizes that sound legal advice or advocacy serves public
ends and that such advice or advocacy depends upon the lawyer being fully informed by the
client. Upjohn Co. v. United States, 449 U.S. 383, 389 (1981).
d. Attorney-Client Relationship. Ordinarily, whether an attorney-client relationship
exists is determined by whether the putative client’s belief that such a relationship existed was
objectively reasonable under all the circumstances. FDIC v. Ogden Corp., 202 F.3d 454, 463 (1st
Cir. 2000).
e. Coverage. The privilege protects only those communications made for the purpose of
securing legal advice or made in anticipation of litigation. Upjohn Co. v. United States, 449 U.S.
383, 394 (1981).
2.

Work-Product Rule

a. Definition. “Tangible material or its intangible equivalent—in unwritten or oral
form—that was either prepared by or for a lawyer or prepared for litigation, either planned or in
progress. . . . The term is also used to describe the products of a party’s investigation or
communications concerning the subject matter of a lawsuit if made (1) to assist in the
prosecution or defense of a pending suit, or (2) in reasonable anticipation of litigation.” BLACK’S
LAW DICTIONARY 1638 (8th ed. 2004).
b. Inquiry. The touchstone of the work-product inquiry is whether the discovery
demand is made “with the precise goal of learning what the opposing attorney’s thinking or
strategy may be.” SEC v. Morelli, 143 F.R.D. 42, 46–47 (S.D.N.Y.1992).
c. When disclosure of facts would effectively reveal the mental impressions or opinions
of an attorney, those facts have been protected from disclosure pursuant to the attorney work
product doctrine. Fiero Bros., Inc. v. Mishkin, 1999 WL 1747410 (S.D.N.Y.) (citing Shelton v.
Am. Motors Corp., 805 F.2d 1323, 1329 (8th Cir. 1986)).
d. Rule. FED. R. CIV. P. 26(b)(3) (Trial Preparation: Materials)
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(i)
A party may obtain discovery of documents and tangible . . . prepared in
anticipation of litigation or for trial by or for another party or by or for that other party’s
representative (including the other party’s attorney, consultant, surety, indemnitor, insurer, or
agent) only upon a showing that the party seeking discovery has substantial need of the materials
in the preparation of the party’s case and that the party is unable without undue hardship to
obtain the substantial equivalent of the materials by other means. In ordering discovery of such
materials when the required showing has been made, the court shall protect against disclosure of
the mental impressions, conclusions, opinions, or legal theories of an attorney or other
representative of a party concerning the litigation.
e. Coverage. Work product doctrine protects:
(i)
Material prepared by an attorney in preparation for trial. United States v.
Nobles, 422 U.S. 225, 238–39 (1975); In re Sw. Fla. Telecomms., 195 B.R. 504, 506 (Bankr.
M.D. Fla. 1996) (Paskay, J.) (holding that documents prepared by investigator in anticipation of
bankruptcy court litigation are protected).
(ii)
Documents created primarily to prepare for and assist in the defense or
prosecution of identifiable, specific lawsuit that is either pending or threatened. In re
Hillsborough Holdings Corp., 132 B.R. 479, 481 (Bankr. M.D. Fla. 1991) (citing In re
Hillsborough Holdings Corp., 118 B.R. 866, 870 (Bankr. M.D. Fla. 1990)
(iii) Reports of third parties made at the request of the attorney or the client where
the purpose of the report was to put into usable form as part of legal advice by attorney to the
client. United States v. Kovel, 296 F.2d 918, 920–21 (2d Cir. 1961).
(1) However, where the information is turned over to the third party for
reasons unrelated to seeking or rendering legal advice, the attorney-client privilege is waived.
Eglin Fed. Credit Union v. Cantor, 91 F.R.D. 414, 418 (N.D. Ga. 1981).
(iv)

Drafts of any reports required under Rule 26(a)(2).

(v)
Communication between a party’s attorney and any witness required to
provide a report under Rule 26(a)(2)(B).
(1) Exception: if communications (1) relate to compensation for the expert’s
study or testimony; (2) identify facts or data that the party’s attorney provided and were
considered in forming the expert’s opinions to be expressed; or (3) identify assumptions the
expert relied upon in forming the opinions to be expressed that were provided by the party’s
attorney. FED. R. CIV. P. 26(b)(4)(C).
(vi)
Facts or opinions held by an expert specially employed or retained in
anticipation of litigation or in preparation for trial and who is not expected to be called as a
witness.
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(1) Exception: (1) as provided under Rule 35(b); or (2) on showing
exceptional circumstances under which it is impracticable for the party to obtain facts or
opinions on the same subject by other means. FED. R. CIV. P. 26(b)(4)(D).
(vii) Mental impressions even if they have not been memorialized in a document.
SEC v. Gupta, 281 F.R.D. 169, 171 (S.D.N.Y. 2012).
f. Exclusions.
(i)
Documents that are prepared when no litigation is pending or impending at the
time of their preparation is not considered within the Work Product Rule.
(ii)
A lawyer’s mental impressions are not protected work product unless they
were made in anticipation of litigation. F.H. Krear & Co. v. 19 Named Trustees, 90 F.R.D. 102,
103–04 (S.D.N.Y. 1981).
g. Inadvertent Disclosure. A party who inadvertently produced information in
discovery subject to the protection of a claim of privilege or as trial-preparation material has
the right to have the information returned, sequestered, or destroyed upon notifying the part that
received the information of the claim and the basis for it. After being notified, a party must not
use or disclose the information until the claim is resolved, must take reasonable steps to retrieve
the information if the party disclosed it before being notified, and may promptly present the
information to the court under seal for a determination of the claim. The producing party must
preserve the information until the claim is resolved. FED. R. CIV. P. 26(b)(5)(B).
3.

Crime-Fraud Exception

a. Definition. There is no lawyer-client privilege when the services of a lawyer were
sought and obtained to enable or aid the client in committing a crime or fraud. FLA. STAT. §
90.502(4)(a).
b. Inquiry. The dispositive question is whether the attorney-client communications are
part of the client’s effort to commit a fraud or crime. First Union Nat’l Bank v. Turney, 824 So.
2d 172, 187 (Fla. 1st DCA 2001).
c. Burden. The party invoking the crime-fraud exception has the initial burden of
presenting a prima facie case that the crime-fraud exception exists. The burden then shifts to the
party asserting the attorney-client privilege to demonstrate by a preponderance of the evidence
that there is a reasonable explanation for the conduct in question. Am. Tobacco Co. v. State, 697
So. 2d 1249, 1256 (Fla. 4th DCA 1997).
(i)
It is up to the court to decide whether the explanation is sufficient to rebut the
evidence presented by the party invoking the crime-fraud exception. If the court accepts the
explanation, the privilege remains. Otherwise, the privilege is lost. BNP Paribas v. Wynne, 967
So. 2d 1065, 1067 (Fla. 4th DCA 2007).

Page 660

4.

Weintraub
a. Commodity Futures Trading Comm’n v. Weintraub, 471 U.S. 343, 348–49 (1985).
b. The authority to act on behalf of a corporation belongs to the officers and directors.

c. The authority to assert or waive the privilege passes to new managements when
control of the company passes to new management.
d. When a company is dissolved or defunct, there is no one left to assert (or waive) the
privilege.
e. The Weintraub court determined that a trustee is most analogous to management in
the bankruptcy context and thus that the trustee controls the privilege.
f. The trustee should control the privilege of an insolvent corporation because the
trustee is the “actor whose duties most closely resemble those of management.”
g. It is well-settled that the privilege applies to corporations as well as individuals and
that the purpose of the privilege is to promote full and frank communications between lawyers
and their clients.
h. A corporation cannot speak directly to its lawyers and thus cannot waive the privilege
when it is in their best interest.
i. Privilege protects the corporation, not the individual employees.
5.

Co-Client Exception

a. Definition. The co-client exception to the attorney-client privilege ordinarily holds
that where a lawyer represents two clients in the same case, communications between the lawyer
and one client are not confidential as to the other client. In re Ginn–LA St. Lucie, Ltd., 439 B.R.
801 (Bankr. S.D. Fla. 2010).
b. Application. The co-client exception applies regardless of whether both parties are
present when the communication is made. Transmark, USA, Inc. v. State Dep’t of Ins., 631 So.
2d 1112, 1116–17 (Fla. 1st DCA 1994).
c. Purpose. The purpose of the co-client exception is to: (1) prevent unjustifiable
inequality in access to information necessary to fairly resolve disputes that arise between parties
who were in the past joint clients; and (2) discourage abuses of fiduciary obligations and to
encourage parties to honor any legal duties they had to share information related to common
interests. Sky Valley Ltd. P’ship v. ATX Sky Valley, Ltd., 150 F.R.D. 648, 653 (N.D. Cal. 1993).
d. Co-Client Relationship. Courts are—regardless of the factors or test they employ—
primarily concerned with evaluating whether the party seeking to invoke the co-client exception
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had an objectively reasonable belief (under all of the circumstances) that it was a client. FDIC v.
Ogden Corp., 202 F.3d 454, 461–63 (1st Cir. 2000).
6.

Joint Defense Agreements

a. Definition. Co-defendants who enter into a joint defense agreement are represented
by independent counsel but agree to pursue a common defense strategy that necessitates the
exchange of confidential communications made during defense strategy sessions. United States
v. Almeida, 341 F.3d 1318, 1323–24 (11th Cir. 2003).
b. Application. To facilitate confidential exchanges of information between codefendants, the communications made during the joint defense strategy are privileged. Berlinger
v. Wells Fargo, N.A., No. 2:11-CV-459-FTM-29, 2013 WL 3866533, at *2 (M.D. Fla. July 26,
2013).
c. Policy. The attorney-client privilege must give way when necessary to promote an
important public policy, and enforcing a joint defense in bankruptcy (in some instances) could
offend public policy by thwarting a trustee’s statutory duty to investigate claims for the benefit
of creditors. In re Fundamental Long Term Care, Inc., 489 B.R. 451, 472–73 (Bankr. M.D. Fla.
2013) (relying on In re Ginn–LA St. Lucie, Ltd., 439 B.R. 801, 804–05 (Bankr. S.D. Fla. 2010)).
d. Authority. The Restatement (Third) of the Law Governing Lawyers (2000) provides
that joint-clients or co-clients may, by prior agreement, circumvent the well-established rule and
continue to shield information from one another in subsequent adverse litigation between them.
In re Ginn–LA St. Lucie, Ltd., 439 B.R. 801, 805 (Bankr. S.D. Fla. 2010).
e. In re Mirant, 326 B.R. 646 (Bankr. N.D. Tex. 2005)
(i)
In Mirant, the same law firm represented the debtor and its former parent in
connection with a transaction in which the parent divested itself of its interest in the debtor. The
parties had signed a “protocol for legal representation” prohibiting the parties from sharing
confidential information even if they later became adverse to each other.
(ii)
About two years after the transaction was closed, the debtor filed for Chapter
11 bankruptcy and sought documents relating to the transaction as part of its investigation into
potential claims against the former parent.
(iii) While acknowledging that the attorney-client privilege “was meant to foster
open communications between the attorney and client,” the Mirant court recognized that the
privilege must give way when necessary to promote an important public policy.
(iv)
According to the Mirant court, allowing the parent company to invoke the
attorney-client privilege to deny the debtor access to documents related to the corporate
transaction would thwart the goals of bankruptcy law. After all, the debtor was acting as a
fiduciary for the benefit of its creditors, so it was important for both the creditors and the public
that the parent company’s liability be thoroughly explored.
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7.

Common Interest Doctrine

a. Definition. The common interest doctrine protects the free flow of information
between attorneys and clients by providing that “clients and their respective attorneys sharing
common litigation interests may exchange information freely among themselves without fear
that by their exchange they will forfeit the protection of the [attorney-client] privilege.” In re
Indiantown Realty Partners Ltd. P’ship, 270 B.R. 532 (Bankr. S.D. Fla. 2001) (quoting Visual
Scene, Inc. v. Pilkington Bros., 508 So. 2d 437, 440 (Fla. 3d DCA 1987)).
b. Subsequent Litigation. While the general rule is that parties that share information
under the common interest doctrine cannot invoke the attorney-client privilege in subsequent
adverse litigation between them, if there are multiple members that share information, and only
two become adverse, the party seeking communications is entitled to all communications
between members with common interests—not just communications with the adverse party.
Ohio–Sealy Mattress Mfg. v. Kaplan, 90 F.R.D. 21, 29 (N.D. Ill. 1980).
c. Legal Interests. There is some dispute over how similar the interests must be for the
common interest doctrine to apply. Teleglobe USA, Inc. v. BCE, Inc. (In re Teleglobe Commc’ns
Corp.), 493 F.3d 345, 365 (3d Cir. 2007).
(i)
In Duplan Corp. v. Deering Milliken, Inc., the court suggested the legal
interests must be identical. 397 F. Supp. 1146 (D. S.C. 1974).
(ii)
The Restatement (Third) of the Law Governing Lawyers says the interests
“need not be entirely congruent.”
8.

Privilege Logs

a. Federal Rule of Civil Procedure 26(b)(5) requires that a privilege log sufficiently
describe the privileged documents so as to permit other parties, including the court, to assess the
applicability of the privilege. FED. R. CIV. P. 26(b)(5).
b. SEC v. Thrasher, 1996 WL 125661, at *1 (S.D.N.Y.1996).
(i)
In Thrasher, the SEC requested that the defendant produce all documents
reflecting any contacts between his attorneys and attorneys for other defendants in that case. Not
surprisingly, the defendant objected to the request based on the attorney-client privilege and
work-product doctrine. He also refused to provide a privilege log identifying each document
between his attorneys and the attorneys for the other defendants. Therefore, the Thrasher court
had to decide whether the defendant should be obligated to identify each document with
specificity on a privilege log.
(ii)
The Thrasher court initially recognized that a court may permit a party to
identify documents by category on a privilege log or otherwise limit disclosure where: (1) a
document-by-document listing would be unduly burdensome; and (2) the additional information
to be gleaned from a more detailed log would be of no material benefit to the discovering party
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in assessing whether the claim of privilege is well-grounded. In applying that standard, the
Thrasher court observed that the documents requested by the SEC were ordinarily covered by
the attorney-client and joint-defense privilege or work-product doctrine. On top of that, the
documents requested were voluminous, and the defendant was concerned that disclosure of the
pattern of his attorney’s consultations with other counsel might reveal some aspects of his
litigation strategy. By contrast, the SEC failed to explain any benefit from a document-bydocument log; it simply argued it was entitled to one.
(iii) Importantly, even though the Thrasher court ultimately determined it was
appropriate to limit the disclosure on the privilege log, it did not permit the defendant to forgo all
disclosure. The defendant’s attorney had already filed an affidavit attesting to the fact that all of
the documents in question reflected communications between defense attorneys and that all of
the documents had been kept confidential. In addition to that, the Thrasher court required the
defendant to further identify the following: (1) the time period encompassed by the documents;
(2) a listing of all the authors and recipients of the documents; and (3) a representation as to
whether all of the documents were prepared to assist in anticipated or pending litigation or
contained information between counsel and clients. Thus, Thrasher does not stand for the
proposition that a party should be permitted to forgo a privilege log simply because it is unduly
burdensome.
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JUDGE WILLIAMSON PRIVILEGE RULINGS
Case
2012 WL 4815321
(Bankr. M.D. Fla. Oct. 9, 2012)

Privilege
Ruling
Issues
AttorneyAbsent good cause, a defunct or
Client Privilege dissolved corporation no longer has
privilege to assert.
Even if defunct corporation had
privilege, trustee of defunct
corporation’s parent was the proper
party to assert or waive it.

489 B.R. 451
(Bankr. M.D. Fla. 2013)

AttorneyDebtor’s subsidiary was client of law
Client Privilege firm that defended subsidiary in statecourt actions even though the law firm
Work Product was retained by subsidiary’s former
Doctrine
parent, the former parent paid all of the
legal bills, and no one was around from
Co-Client
the subsidiary to communicate with the
Exception
lawyer.
Common
Interest
Exception
Joint Defense
Agreements

The purpose of the co-client exception is
to (i) prevent unjustifiable inequality in
access to information necessary to fairly
resolve disputes that arise between
parties who were in the past joint
clients; and (ii) to discourage abuses of
fiduciary obligations and to encourage
parties to honor any legal duties they
had to share information related to
common interests.
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Facts
After former parent company sold
subsidiary, subsidiary became defunct.
Defunct subsidiary’s new corporate parent
was forced into involuntary bankruptcy,
and corporate parent’s trustee claimed
right to control defunct subsidiary’s
privilege.

After former corporate parent sold wholly
owned subsidiary, it continued to defend
itself and former subsidiary, which had
since become defunct, in wrongful death
litigation. When defunct subsidiary’s
parent was forced into involuntary
bankruptcy, the trustee for the corporate
parent claimed the right to
communications between the former
parent and counsel defending the former
parent and subsidiary under the co-client
exception to the attorney-client privilege.
The trustee claimed the communications
were necessary so that newly retained
counsel could continue defending defunct
subsidiary and to investigate potential
malpractice and other claims.

In considering applicability of co-client
exception to attorney-client privilege,
courts do not limit their inquiry to
whether two people sought legal advice
from the same professional.
The test for determining whether a party
is entitled to invoke the co-client
exception is whether it would have been
reasonable, taking into account all of the
relevant circumstances, for the party
attempting to invoke the co-client
exception to have inferred that he or she
was in fact a “client” of the lawyer.
Trustee of Debtor’s subsidiary was
entitled to invoke co-client exception to
attorney client privilege to obtain
communications between law firms and
subsidiary’s former parent relating to
defense of state-court actions where (i)
former parent believed it was obligated
to defend the subsidiary under an
indemnification agreement; (ii) the
purported indemnification agreement
provided the subsidiary access to the
books and records relating to the
defense of the state-court actions; and
(iii) the interests of the parent and
subsidiary in the state-court actions
were identical.
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The common interest doctrine protects
the free flow of information between
attorneys and clients by providing that
“clients and their respective attorneys
sharing common litigation interests may
exchange information freely among
themselves without fear that by their
exchange they will forfeit the protection
of the [attorney-client] privilege.”
The common interest doctrine protected
communications between parties to a
settlement agreement (including the
former parent and subsidiary) from
being disclosed to third parties, but it
did not protect those communications
from disclosure to the subsidiary to the
extent they relate to the defense of the
state-court actions.
While the general rule is that parties
that share information under the
common interest doctrine cannot invoke
the attorney-client privilege in
subsequent adverse litigation between
them, if there are multiple members
that share information, and only two
become adverse, the party seeking
communications is entitled to all
communications between members
with common interests—not just
communications with the adverse party.
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Third party cannot rely on joint defense
agreement to deny debtor’s trustee
access to communications relating to
the defense of the state-court actions
because it would thwart the trustee’s
statutory duty to investigate potential
breach of fiduciary duty (and other)
claims against the former parent and the
law firms defending the former parent
and subsidiary.
The co-client exception and common
interest doctrine analysis governing the
attorney-client privilege applies with
equal force to the work product
doctrine.
“The purpose of shielding attorney work
product from disclosure is to protect
“the adversarial process by providing an
environment of privacy in which a
litigator may creatively develop
strategies, legal theories, and mental
impressions outside the ordinary realm
of federal discovery provisions, thereby
insuring that the litigator’s opponent is
unable to ride on the litigator’s wits.”
Florida law does not permit an attorney
to refuse to turn over files to a client
willing to pay for them.
An attorney cannot withhold documents
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against their former clients based on the
work product privilege.
493 B.R. 620
(Bankr. M.D. Fla. 2013)

AttorneyThe three factors the Court relied on in
Client Privilege holding that the trustee was entitled to
invoke the co-client exception—a
Co-Client
contractually based right of access to
Exception
information, the existence of a fiduciary
relationship, and a de minimis possibility
that a conflict would arise between the
clients—are proxies for whether (i) the
subsidiary reasonably believed under all
the circumstances it was a client of the
law firms defending it in the state-court
action; and (ii) the former parent had a
reasonable expectation that its
communications with counsel defending
the former parent and subsidiary in the
state-court actions would be
confidential.
Regardless of the factors or test they
employ, courts are primarily concerned
with evaluating whether the party
seeking to invoke the co-client exception
had an objectively reasonable belief
(under all of the circumstances) that it
was a client
Ordinarily, whether an attorney-client
relationship exists is determined by
whether the putative client’s belief that
such a relationship existed was
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Same as above.

objectively reasonable under all the
circumstances.
509 B.R. 387
(Bankr. M.D. Fla. 2014)

AttorneyThe party asserting the attorney-client
Client Privilege privilege bears the burden of proving its
applicability.
Work Product
Doctrine
Whether a witness’ credibility is an issue
for purposes of determining the
applicability of the attorney-client or
other privilege depends on the
circumstances.
Not all communications with or between
in-house counsel are protected under
the attorney-client privilege or work
product doctrine. Only those
communications made for the purpose
of securing legal advice or made in
anticipation of litigation are protected.
While there has been some uncertainty
about the test courts should employ in
determining the applicability of the
attorney-client privilege in the corporate
context since Upjohn Co. v. United
States, there is no disagreement that a
communication must have been made
for the purpose of securing legal advice
for it to be privileged.
Party asserting privilege failed to
demonstrate how alleged privileged
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Former corporate parent (and later state
court receiver for corporate parent) hired
administrative services company to assist
with wrongful death litigation. In-house
counsel for administrative services
company had numerous internal
communications regarding wrongful death
litigation. Some of the communications
were intended to be communicated to
counsel defending the state-court
litigation. Other internal communications
were related to efforts to protect its own
interests (i.e., avoid successor liability for
wrongful death litigation).

communications were made for the
purpose of securing legal advice.
Work product doctrine, while ordinarily
protecting materials prepared by or at
the direction of a lawyer, has been
construed to protect communications.
Courts have extended the work product
protection to mental impressions even if
they have not been memorialized in a
document
A lawyer’s mental impressions, however,
are not protected work product unless
they were made in anticipation of
litigation.
The Court refused to stay its privilege
ruling (i.e., that certain communications
were not protected by the attorneyclient privilege or work product
doctrine) pending appeal.
Ordinarily, a pre-trial order requiring a
party to disclose privileged
communications does not qualify for
immediate appeal under the collateral
order doctrine. An order requiring the
disclosure of potentially privileged
information is not “effectively
unreviewable” on appeal.
Deferring review until final judgment
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would not meaningfully reduce the
incentives for full and frank discussions
between a client and its counsel.
Collateral review of an order is not the
only remedy available to a party facing
an adverse privilege ruling. And sealing
an order would disserve the public’s
interest in open proceedings.
509 B.R. 956
(Bankr. M.D. Fla. 2014)

AttorneyTwo parties are not necessarily coClient Privilege clients—for purposes of invoking the coclient exception—simply because they
Work Product share the same lawyer.
Doctrine
A party is entitled to invoke the co-client
Co-Client
exception only where it would have
Exception
been reasonable—taking into account
the relevant circumstances—for the
Crime-Fraud person to infer it was, in fact, a client of
Exception
the lawyer.
Trustee failed to demonstrate that
Debtor’s sole shareholder was client of
firm that closed stock purchase
agreement where the seller (which had
retained firm closing the stock purchase
agreement) had no obligation to provide
counsel to the Debtor’s sole shareholder
and firm merely reviewed sale
documents.
It is well known that the attorney-client
privilege does not protect
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Law firm represented buyer in one of two
linked stock sale agreements. Buyer had
law firm review sale documents for other
buyer. Law firm associate who had
concerns about the transaction
memorialized them in an e-mail he sent to
himself.

communications made in furtherance of
a crime or fraud.
In order to avail itself of the crime-fraud
exception, the party seeking alleged
privileged communications must
demonstrate (i) a prima facie showing
that the Debtor’s shareholder was
engaged in (or planning) criminal or
fraudulent conduct when it sought legal
advice from the law firms; and (ii) that
the law firm’s assistance was obtained in
furtherance of the criminal or fraudulent
conduct.
Communications between two attorneys
at law firm about statements made at
closing of stock purchase agreement
cannot be privileged since those
statements were made in presence of a
third party.
A factual investigation by an attorney
constitutes the rendition of legal
services under United States v. Upjohn.
Simply memorializing thoughts in writing
in response to a communication from a
senior partner that a colleague has
potentially engaged in questionable
behavior does not convert otherwise
non-privileged communications into
privileged ones.
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515 B.R. 874
(Bankr. M.D. Fla. 2014)

AttorneyMemorandum drafted by attorney for
Client Privilege parent company remained privileged
even though it was sent to officer or
Co-Client
director of subsidiary where officer or
Exception
director served same role for parent
company.
Court generally presume that officer of
is wearing his or her “parent” hat when
acting for the parent.

Former corporate parent hired law firm to
analyze potential bankruptcy filing. Law
firm sent memorandum to directors of
parent company that happened to be
directors of former parent’s subsidiary.
Trustee of subsidiary’s current parent
wanted to discovery memorandum under
co-client exception to attorney-client
privilege.

Provision of joint defense agreement
purporting to prohibit one part from
using joint communications against
another was unenforceable in
bankruptcy because it would offend
public policy by thwarting chapter 7
trustee’s duties.

515 B.R. 857
(Bankr. M.D. Fla. 2014)

Co-Client
Exception

Party did not waive attorney-client
privilege by inadvertently producing
documents, particularly where party
objecting to each and every use of
privileged documents.
Co-client waived right to object to use of
co-client documents at trial in
subsequent adverse litigation where
documents were identified on witness
list and co-client failed to object.
Party who obtained documents under
co-client exception to attorney-client
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Court permitted Chapter 7 trustee to
discover documents relating to the
defense of its wholly owned subsidiary in
state court wrongful death litigation under
the co-client exception to attorney-client
privilege. Under order permitting
discovery, Chapter 7 trustee was barred
from sharing documents with creditors

privilege during discovery in subsequent
adverse litigation was entitled to use
those documents during trial.
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who were the plaintiffs in the state court
litigation. Chapter 7 trustee later wanted
to use documents she discovered under
co-client exception during trial on various
avoidance and other claims in an
adversary proceeding. But the creditors
were co-plaintiffs, along with the trustee,
in the adversary proceeding
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Dirty Debts Sold Dirt Cheap
Dalié Jiménez *
52 HARVARD J. ON LEGISLATION 41 (2015)
More than 77 million Americans have a debt in collections. Many of
these debts will be sold to debt buyers for pennies, or fractions of
pennies, on the dollar. This Article details the perilous path that debts
travel as they move through the collection ecosystem. Using a unique
dataset of 84 consumer debt purchase and sale agreement, it examines
the manner in which debts are sold, oftentimes as simple data on a
spreadsheet, devoid of any documentary evidence. It finds that in many
contracts, sellers disclaim all warranties about the underlying debts sold
or the information transferred. Sellers also sometimes refuse to stand by
“the accuracy or completeness of any information provided.” After
discussing potential explanations for these issues, the Article suggests
that lax regulation and a collective action problem prevents the market
from self-correcting. It concludes by recommending that the Consumer
Financial Protection Bureau declare the collection of consumer debts
sold in this way as an unfair or deceptive act or practice.

What follows is only an excerpt of the article, the complete article
is available free at http://papers.ssrn.com/abstract_id=2250784

II. LIFECYCLE OF A DEBT: A PRIMER ......................................................................................... 2
A. Flow and Integrity of Information ............................................................................................ 2
B. The Debt Sale Transaction: The Language of Purchase & Sale Agreements .......................... 9
1. Title Warranties ............................................................................................................... 13
2. Compliance with Laws .................................................................................................... 13
3. Accuracy and Completeness ........................................................................................... 15
C. Information and Documentation Regarding Debts Purchased .............................................. 16
1. Information Obtained by Buyers at the Time of Sale ...................................................... 16
2. Availability of Account Documents ................................................................................ 18
APPENDIX .......................................................................................................................................... 26

Associate Professor of Law and Jeremy Bentham Scholar, University of Connecticut School of Law; J.D. Harvard
Law School, B.S. Massachusetts Institute of Technology. Former Policy Fellow in the founding staff of the
Consumer Financial Protection Bureau; focused on debt collection, debt relief, and credit reporting.
*
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II.

LIFECYCLE OF A DEBT: A PRIMER

Creditors use a variety of approaches to recover on delinquent accounts. This Part details the
movement of a typical delinquent account from delinquency until it is purchased. It describes the
“how” of a debt assignment as well as the “what”—what contract language governs the
assignment as well as what information or documentation regarding the debt moves with the
assignment. The discussion focuses primarily on credit card debts because they comprise the
largest portion (by dollar amount) of consumer debt purchased by debt buyers.1 A great deal of
the issues identified in this Article involve the software and systems that store account-level
information. These are critical systems, to be sure, but as the next sub-part details, they are not
the same systems that house transaction-level information when an account is current. When
non-performing accounts are segregated into separate systems, the incentives to make sure those
systems perform in top shape dramatically decrease.2

A. Flow and Integrity of Information
When a bank-issued credit card account goes unpaid for the first time, rendering it “delinquent,”
the card company will typically attempt “soft” methods to attempt to collect. This generally
involves an email, letter, or phone call from internal collection staff reminding the consumer that
the payment is late. The outreach steps up as time passes and the account becomes severely
delinquent (more than thirty days past due) and more so after ninety days past due, when it
becomes categorized as severely derogatory.

While anthropological research has shown that credit predates even money itself, and that debt buying and debt
trading has been around since antiquity, see DAVID GRAEBER, DEBT: THE FIRST 5,000 YEARS 18 (2012), the modern
iteration of the bulk debt purchasing business model developed over thirty years ago, as a result of the savings and
loans crisis, see FED. DEPOSIT INS. CORP., MANAGING THE CRISIS: THE FDIC AND RTC EXPERIENCE 433 (1998)
[hereinafter FDIC, Managing the Crisis]. See generally Lee Davison, Politics and Policy: The Creation of the
Resolution Trust Corporation, 17 FDIC BANKING REV. 17 (2005), available at
http://www.fdic.gov/bank/analytical/banking/2005jul/article2.pdf, archived at http://perma.cc/N26B-KXKC. The
Federal Deposit Insurance Corporation (FDIC) and the Resolution Trust Corporation (RTC) “became custodians of
an unprecedented number of assets from failed banks and thrifts” following the crisis. FDIC, MANAGING THE CRISIS
433. The FDIC established the Judgments, Deficiencies, and Charge-offs (JDC) equity partnership program in 1993
whereby select private entities were conveyed unsecured assets and proceeds were split with the RTC. Id. After the
RTC assets dried up, the JDC entities found other sources of defaulted accounts from credit card companies, which
were ready to sell their delinquent assets given how successful they had Seen the practice would be. FTC DEBT
BUYER REPORT, supra note Error! Bookmark not defined., at 12 (citing ROBERT J. ANDREWS, DEBT COLLECTION
AGENCIES IN THE US, IBISWORLD INDUS. REP. 56144 14 (2010)).
2
Although some have argued that even when we might think software is mission-critical, the incentives to produce
quality software are lacking. James Kwak, Software Runs the World: How Scared Should We Be That So Much of It
Is So Bad?, THE ATLANTIC (Aug. 8, 2012), available at
http://www.theatlantic.com/business/archive/2012/08/software-runs-the-world-how-scared-should-we-be-that-somuch-of-it-is-so-bad/260846/?single_page=true (last visited Nov. 15, 2014), archived at http://perma.cc/K6W8DLF6 (“[A]s computer programs become more important to the financial system and hence the economy, there is
insufficient incentive for trading firms to make sure their software works properly. . . . [T]he question is how much
you're willing to sacrifice in the name of quality.”).
1
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Before the account is severely derogatory, the bank has been storing all of the information
pertaining to the person’s account—payments, charges, biographical information—in their
“system of record” (SOR).3 A SOR is “is an information storage system . . . which is the
authoritative data source for a given data element or piece of information.”4 “The system of
record for the banking environment states that you have your balance for your account in exactly
one place.”5 Sometimes dubbed a “golden copy,” the idea is that in a world in which “data is
extracted, merged, massaged, re-platformed, and reported many times over[,] [i]dentifying a
‘system of record’ establishes which source is official for each element (or chunk) of data.”6 In a
banking environment, information about the customer’s conversations with customer
representatives, disputes and complaints, and the like is maintained in the bank’s customer
relationship management (CRM) system, separate from the SOR.7
At some point after the account becomes severely derogatory, the bank will likely move the
account information from its SOR to its collection system. Typically, the bank’s SOR will not
receive much information about anything that happens in the collection system.8 Depending on
the card issuer, the debt may be placed with one or more collection agencies that will work on
contingency to try and recover what is owed.9 Once a consumer’s debt is placed with a collection
agency, she will begin receiving phone calls or letters from an entity with which she has no prior
relationship, seeking to collect on her credit card debt.10
John Tonetti, Collections Program Manager, Consumer Fin. Prot. Bureau, Presentation at FTC/CFPB Life of a
Debt Conference: How Information Flows Throughout the Collection Process (June 6, 2013) (transcript available at
http://www.ftc.gov/sites/default/files/documents/videos/life-debt-data-integrity-debt-collection-part1/130606debtcollection1.pdf, archived at http://perma.cc/52W-CSAZ).
4
System of Record, DECISION SUPPORT GLOSSARY, UNIVERSITY OF WASHINGTON,
http://www.washington.edu/uwit/im/ds/glossary.html (last visited Aug. 16, 2014), archived at http://perma.cc/4J5YZ44H.
5
Bill Inmon, The System of Record in the Global Data Warehouse, INFORMATION MGT. (May 1, 2003),
http://www.information-management.com/issues/20030501/6645-1.html.
6
Ronald G. Ross, ‘Rules of Record’—Why ‘System of Record’ Isn’t Enough, 9 BUS. RULES J. 1 (2008) (internal
quotation marks omitted), available at http://www.BRCommunity.com/a2008/b385.html, archived at
http://perma.cc/964Y-FC6N.
7
See Tonetti, supra note 3, at 34. (“Most often there may be some limited fee[d] between the system of record and
the CRM, but if you want the full story, you’ll likely have to review the CRM.”).
8
See id.
9
Collection agencies work on contingency collecting debts on behalf of both creditors and debt buyers. They
generally engage in the same type of collection efforts that the original creditor would have engaged in, but collect
using their own name. See GENERAL ACCOUNTING OFFICE, CREDIT CARDS: FAIR DEBT COLLECTION PRACTICES ACT
COULD BETTER REFLECT THE EVOLVING DEBT COLLECTION MARKETPLACE AND USE OF TECHNOLOGY 29 (2009)
[hereinafter GAO DEBT COLLECTION REPORT], available at http://www.gao.gov/assets/300/295588.pdf, archived at
http://perma.cc/XBN8-NQW8; Robert Hunt, Collecting Consumer Debt in America, Q2 2007 FED. RESERVE BANK
OF PHILADELPHIA BUS. REV. 11, 12 (2007).
10
Sometimes this collection agency also reports to one or more credit reporting bureaus, which might confuse
consumers and certain users of credit reports, such as landlords. “Some consumers Seemed to have difficulty in
understanding the reporting of collections because items that were reported as tradelines of collection agencies did
not generally identify the specific creditor or delinquent account that was involved.” FED. TRADE COMM’N, REPORT
TO CONGRESS UNDER SECTION 319 OF THE FAIR AND ACCURATE CREDIT TRANSACTIONS ACT OF 2003 121 (2012)
3
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If the consumer does not pay after an agency has “worked” the account, it is likely that the
account will be recalled and placed with a second collection agency. Information that may have
been gathered by one collection agency—such as notes describing why the consumer is not
paying—is not generally transmitted to the subsequent collection agency nor is it incorporated in
the bank’s SOR.11 What is sent to collection agencies is the bare minimum to enable the collector
to seek payment on the bank’s behalf: “demographic and financial information so the consumer
can be contacted, the balance on the account, and perhaps some information on the collection
process such as a recovery score.”12 Information gathered in the lender’s CRM—dispute
information, notes about what conversations with customer service representatives, etc.—will
not be shared with the collection agency.13 This means that the consumer will be contacted by a
second previously unknown entity that will have no record of information the consumer gave to
the first agency.

[hereinafter FTC CREDIT REPORT ACCURACY], available at
http://www.ftc.gov/sites/default/files/documents/reports/section-319-fair-and-accurate-credit-transactions-act-2003fifth-interim-federal-trade-commission/130211factareport.pdf, archived at http://perma.cc/6N78-GR5V.
11
See Tonetti, supra note 3, at 34–36.
12
Id. at 36.
13
See id.
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Figure 1 – Data Flows While Debt Is Owned by Creditor14 – At point (1) the information regarding the consumer
and her account is maintained in two systems at the bank; the system of record (which contains transaction
information) and the customer relationship management system, which contains notes on the customer’s interactions
with customer service representatives. As shown in (2), sometime after 30+ days of delinquency, banks will
typically move the account to their internal collection system, and if the account continues past due for a few
months, to their internal recovery system. At some point, one or more collection agencies may be used, as in (3).
Finally, some creditors choose to sue on their own delinquent accounts and in those cases hire a collections law firm,
as in (4).

If the consumer does not repay, eventually the card issuer is required by banking regulations to
“charge-off” the account—declare it as unlikely to be collected. For credit cards, the Office of
the Comptroller of the Currency (OCC) generally requires that the charge-off occur within 180

This diagram is adapted from the presentation given by the CFPB’s John Tonetti at the FTC/CFPB Life of a Debt
event. See Tonetti, supra note 3. The diagram was designed using Microsoft Visio. Mr. Tonetti’s PowerPoint is on
file with the author.
14
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days of the account being past due.15 A charge-off has no effect on the validity or enforceability
of the debt; it is simply an accounting procedure. Credit card contracts allow issuers to continue
charging interest and fees after a charge-off, although most banks do not do so.16 This practice
avoids the cost of sending periodic statements, a requirement under the Truth in Lending Act, if
the account continued to accrue interest or fees.17
At the point of charge-off, many lenders move the borrowers to a recovery system.18 The
recovery system does not always receive all of the information from the collection system. 19 This
is the second place where information about the account may fall through the cracks: first, when
the debt is placed with a collection agency and second, when it is moved to the recovery system.
It is typically soon after charge-off—although this varies a great deal by issuer—that the account
will be sold.20 Debt is sold by credit card issuers in pools of accounts (portfolios) that are
described as having particular characteristics important for valuation—e.g., average amount
outstanding, date of last payment.21 Most debts are sold through a bidding process, and bidders
may be restricted by the seller depending on the size of the potential purchaser and its
financials.22
Debt buyers also act as resellers of accounts to other debt buyers.23 A debt may be sold again and
again, as can be seen in Figure 2 and described further below. Debt buyers (here acting as
resellers) may sell an entire portfolio they have just purchased from a creditor, repackage
previously purchased portfolios, or attempt to collect on purchased debts and sell the ones that
they could not collect.24 Subsequent debt buyers of an account have no relationship to the
original creditor.

See OCC Bull. No. 2000-20, Policy Implementation, Uniform Retail Credit Classification and Account
Management Policy, OFFICE OF THE COMPTROLLER OF THE CURRENCY (2000), available at
http://www.occ.gov/news-issuances/bulletins/2000/bulletin-2000-20.html, archived at http://perma.cc/ZU2P-LZVR;
Uniform Retail Classification and Account Management Policy, 65 Fed. Reg. 36903, 36904 (June 12, 2000).
16
See, e.g., McDonald v. Asset Acceptance L.L.C., 296 F.R.D. 513, 525 (E.D. Mich. 2013) (describing deposition
testimony from bank witnesses asserting that as a matter of business practices most banks do not charge interest or
fees after charge-off).
17
The current regulation requiring periodic statements is 12 C.F.R. § 1026.5(b)(2) (2012).
18
See Tonetti, supra note 3, at 35.
19
See id.
20
The information sold with the debt will generally come from the recovery system. An account may be sold as
“fresh” debt if it had never been placed with a collection agency or as primary, secondary, or tertiary debt if it has
been “worked” by a collection agency before sale. “Fresh” debt carries a higher price. See generally GAO DEBT
COLLECTION REPORT, supra note 9, at 18–30.
21
FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at 17–19.
22
“Debt buyer industry representatives report that some large sellers (e.g., major credit card issuers) sell debts only
to purchasers with well-established reputations and demonstrated financial strength. Large sellers apparently employ
these selection criteria to decrease their risk of reputational harm as a result of the conduct of the debt buyers in
collecting on debts as well as to decrease the sellers’ credit risk.” Id. at 20; see also Tonetti, supra note 3, at 34–36.
23
See FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at 19–20.
24
See id. at 19.
15
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Figure 2 – Data flows once debt is purchased. 25 A debt purchase is an assignment of rights under the original
contract (e.g., credit card) between the consumer and the bank. At point (1), the bank assigns the first debt buyer the
right to collect on a pool of accounts, for which the debt buyer pays money. Information about the accounts,
typically in the form of an Excel spreadsheet is given to the debt buyer as in (2). This diagram does not include the
situation in which documentation is not sold with the debt and instead is requested later by the first or a subsequent
debt buyer. See Figure 3. The debt buyer will typically hire a third party debt collection agency, as in (3) to collect
from the consumer. It may also seek to collect directly from the consumer (not shown). The first debt buyer (or one
of its collection agencies) may report to the credit reporting agencies in (5). At some point, a collection law firm
may get involved, (4), whether it is to act as a collector or to initiate a lawsuit in state court. At some point, the
consumer’s obligation may be repackaged and sold to another debt buyer, as in (6). This may happen even after a
judgment has been entered against a consumer. The same cycle will repeat again in very much the same way for any
subsequent buyer.

Accounts are sold based on “face value,” the amount of the debt due at time of charge-off, minus
any payments that have been credited. After purchasing a charged-off debt, debt buyers may seek

This diagram was designed by the author. It depicts the same data flow as the one presented by Mr. Tonetti at the
Life of a Debt event. See Tonetti, supra note 3.
25
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to collect interest on the charged-off amount.26 When a debt buyer resells accounts, the second
debt buyer will “roll back” the accumulated interest and may add it anew. If the debt buyers
calculated the interest differently, a consumer may receive dunning letters requesting different
amounts from different debt buyers about the same debt.
When purchasing consumer debts, buyers look for portfolios that meet their business model
criteria (some debt buyers specialize in accounts in bankruptcy, for example).27 Before bidding,
the buyer will analyze the portfolio using credit reporting information28 and may use analytical
models to calculate expected recovery rates.29 The first debt buyer may further parcel out pieces
of the portfolios they have acquired and place the parceled-out accounts for sale with other, more
specialized debt buyers who may be willing to pay more for them—for example, debt buyers
who only collect in a particular state or region. It is not uncommon for subsequent debt buyers to
purchase accounts originated by multiple creditors in one transaction.
For the accounts they keep, debt buyers may use their own collectors or place them with
collection agencies that will contact the debtors via phone or mail and try to obtain payment.30
Some debt buyers place accounts with law firm debt collectors who may first try to collect by
sending letters or making phone calls, but who may eventually file a lawsuit. All of these
collection entities—the debt buyer, its internal collection group, the collection agency, and the
collection law firm—are regulated under the FDCPA as debt collectors and banned from
engaging in the prohibited practices described earlier.

See McDonald v. Asset Acceptance L.L.C., 296 F.R.D. 513, 517 (E.D. Mich. 2013). Conversations with consumer
lawyers and debt collectors, as well as a review of court files, suggest that when debt collectors charge interest, they
do so at the prevailing pre-judgment interest rate in the state, typically compounded annually. This is puzzling
because there is no credit card agreement that compounds interest annually (as opposed to daily). In a number of
instances, consumer lawyers have reported that debt buyers charged interest when Seeking to collect from the
consumer via letter—pre-litigation—and did not Seek interest when they filed a lawsuit.
27
FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at 18.
28
The Fair Credit Reporting Act specifically permits pulls of credit reports for debt buyers who have not yet
purchased a consumer’s debt. See Pub. L. No. 91-508 (2004); 15 U.S.C. § 1681b(a)(1)(E) (stating that a consumer
reporting agency may furnish a consumer report to someone who “intends to use the information, as a potential
investor or servicer . . . in connection with a valuation of, or an assessment of the credit or prepayment risks
associated with, an existing credit obligation”).
29
See, e.g., Evaluate A Debt Portfolio Before You Buy Or Sell, EXPERIAN, http://www.experian.com/consumerinformation/portfolio-evaluator.html (last visited Feb. 24, 2014), archived at http://perma.cc/LZJ7-WERC;
Enhancing delinquent debt collection using statistical models of debt historical information and account events, U.S.
Patent No. 7,191,150 B1 (filed June 30, 2000); Software solution for debt recovery, U.S. Patent No. 20,060,143,104
A1 (filed Dec. 23, 2005).
30
The sale and collection on an account may continue, depending on the debt buyer’s business model, either until
the debt is paid or the cost of collection exceeds its expected value.
26
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B. The Debt Sale Transaction: The Language of Purchase & Sale Agreements
Delinquent accounts are sold through purchase agreements that specify the relationships between
the parties. Thousands of debt collection lawsuits are filed every day, most of them by debt
buyers. Debt buyers carry the burden of proof in these lawsuits, so one might expect that that
there would be a broad range of debt sale contracts to examine. But that has not been the case.
There was very little indication of the content of these contracts until 2013, when the FTC issued
a report on the debt buying industry.31
There are probably a few reasons for this. First, most of this litigation happens in small claims or
other state courts which generally do not make their dockets available electronically. Second, no
evidence of ownership is required in the vast majority of cases: between 70–90% of cases filed
result in default judgments and when consumers come to court, they do so without an attorney,
not knowing that they can ask for proof of ownership. Third, and anecdotally, in many
circumstances debt buyers contest any motions to compel the contracts and will often dismiss a
lawsuit if it looks like they may have to release the contract. Before the FTC report was released,
only a handful of debt sale contracts had been publically released.32
The remainder of this section adds one more data set to the discussion: it identifies the structure
and terms in eighty-four consumer debt sale and purchase agreements collected over the past two
years. This compilation is referred to as the “Litigation Sample,” since all of the contracts were
released in litigation. The following section compares the language in the Litigation Sample to
that in the FTC sample. There are many similarities: most contracts disclaim all warranties and
representations, many disclaim the accuracy of the information provided, and a few disclaim that
the accounts comply with relevant consumer laws. In addition, most transactions do not include
any documentation on the debts at the time of sale and severely limit its availability post-sale.
In December 2009, the FTC issued orders to the nine largest debt buyers in the United States requesting a variety
of information. See FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at 7. The orders
“required that the recipients produce extensive data about their business practices and how they receive, acquire, and
transfer information about consumer debts.” Id. at 8.
32
Some contracts were made available as part of news stories. See Jeff Horwitz, Bank of America Sold Card Debts
to Collectors Despite Faulty Records, AM. BANKER (Mar. 29, 2012),
http://www.americanbanker.com/issues/177_62/bofa-credit-cards-collections-debts-faulty-records-1047992-1.html,
archived at http://perma.cc/U6NX-9U9X; see also Receivable Purchase Agreement between HSBC Card Services
(III), Inc. and Main Street Acquisition Corp. (Feb. 20, 2009), at 9–10, available at http://dalie.org/wpcontent/uploads/2014/10/2009.02.20-HSBC-Card-to-Main-Street-Acq.pdf, archived at http://perma.cc/D57FHMBC (redacting, inter alia, information about the cost and availability of documents); Flow Agreement for
Purchase and Sale between Wells Fargo Bank, N.A. and Purchasers Advantage, L.L.C. (June 21, 2011), at 7–8,
available at http://dalie.org/wp-content/uploads/2014/10/2011.06.21-Wells-Fargo-to-Purchasers-Advantage-FlowAgreement-as-is-type-language-but-limited-reps.pdf, archived at http://perma.cc/8JA3-B3B7 (redacting, inter alia,
the percentage of accounts for which Wells Fargo was representing it could provide documentation under the
agreement); Purchase and Sale Agreement between Citibank, N.A. and CACH, L.L.C. (Aug. 17, 2011), at 8–10,
available at http://dalie.org/wp-content/uploads/2014/10/2011.08.17-Citibank-to-CACH.pdf, archived at
http://perma.cc/L5RG-Y93W (redacting two and a half pages).
31
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Before proceeding, it is helpful to compare some characteristics of the samples. In its report, the
FTC obtained a collection of 350 contracts involving six large debt buyers.33 In contrast, the
Litigation Sample is comprised of contracts between seventy-eight different entities—listed in
Table 3 in the Appendix—at least half of which are smaller debt buyers.34 The FTC sample
included primarily credit card portfolios (62%) but also involved a great deal of medical debts
(17%).35 The vast majority of contracts in the Litigation Sample deal with the sale of credit card
debts. The time span of the samples also differs dramatically. The contracts the FTC examined
were signed during a three-year period between July 2006 and June 2009. The contracts in the
Litigation Sample span over a decade, from July 2001 to August 2013, as shown in Figure 3.36 In
contrast to the Litigation Sample,37 the debt buyers themselves chose the contracts that the FTC
examined. 38

While the original request for information went to the nine largest debt buyers, the contracts only came from six.
This was because one debt buyer exited the market in the middle of the collection period and two others specialized
in the purchase of bankruptcy debt. See FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at
8–9.
34
The FTC noted in its report that “smaller debt buyers are a frequent source of consumer protection complaints.”
FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at i. A list of all the entities involved in the
contracts sample is at Table 2 – Exemplar Contract Language from Litigation Sample, and at Table 3 – Companies
Represented in Litigation Sample in the Appendix. All contracts are available at www.dalie.org/contracts.
35
See FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at D-4.
36
Not all contracts are signed, and some may not have been involved in a deal.
37
See, e.g., Purchase and Sale Agreement between Sagres Co. and Gemini Capital Group, L.L.C. (Apr. 9, 2009),
available at http://dalie.org/wp-content/uploads/2014/10/2009.04.09-Sagres-Co-to-Gemini-Capital-Group-LLC.pdf,
archived at http://perma.cc/37CU-7PA4.
38
The FTC’s request was that debt buyers provide “one example of each type or variety” of contracts they entered
into between July 2006 and June 2009. FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at
C-1. Nonetheless, this directive was “interpreted in a variety of ways, such that many of the sellers from whom debt
buyers purchased portfolios were not represented among the contracts submitted.” Id.
33
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Figure 3 – The 84 contracts in the Litigation Sample span from 2001-2013.
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The final significant difference between the samples relates to the availability of contracts. The
FTC quoted the language of some of the contracts in their sample, but it did not release the
identities of the parties involved in the contracts. It also did not tally the number of contracts that
contained particular language. The contracts in the Litigation Sample, in contrast, are publically
available, which makes it possible to analyze their terms.39
It is important to remember that neither sample discussed here was randomly selected; leaving
uncertain the extent to which these transactions are representative.40 Nonetheless, given how they
were chosen, one might expect the FTC contracts to be favorably inclined towards the industry.
The contracts in the Litigation Sample were typically released under a court order, so one might
expect any bias to run in the opposite direction—that is, towards including contracts that would
give rise to greater concerns. Even so, in most cases a debt buyer would have been free to
dismiss a case rather than produce the contract, lessening the concern that the contracts in the
Litigation Sample are particularly problematic. As discussed below, with one exception, the
language in the FTC and the Litigation Sample is strikingly similar.
The evidence indicates that credit issuers typically set the terms and conditions of contracts. The
contract language and formatting of documents are remarkably similar across banks and their

They are available at www.dalie.org/contracts.
Nonetheless, at least one bank executive opined that the contract language the FTC study discussed “represents
the industry as a whole.” Larry Tewell, Senior Vice President, Consumer Credit Solutions Division, Wells Fargo,
comments at Life of a Debt: Information Available to Debt Collectors at Time of Assignment of Sale – Panel I, FED.
TRADE COMM’N & CONSUMER FIN. PROT. BUREAU (June 6, 2013), http://www.ftc.gov/news-events/audiovideo/video/life-debt-data-integrity-debt-collection-part-2, archived at http://perma.cc/T7YK-LYUA.
39
40
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subsidiaries, across many years.41 This is consistent with the FTC’s finding that “many of the
terms and conditions governing the sale of consumer debts may largely be set by credit
issuers.”42
This analysis focuses on four types of terms recurring in most contracts. Table 1 in the Appendix
gives an exemplar of the variety of combinations of terms in the contracts in the Litigation
Sample. The first term in the table, and the first term analyzed, describes the nature of the sale.
Three contracts in the Litigation Sample state that the sale is made “without recourse,” 43
meaning the seller disclaims any liability if the accounts sold do not yield any returns.44 The rest
of the contracts (81) go beyond this qualification. They disclaim not just liability in case the
debtors never repay (recourse), but go on to waive any and all warranties, implied or otherwise,
unless something is specifically warranted elsewhere in the agreement.45 For example:

Compare Loan Sale Agreement between MBNA America Bank, N.A. and Hilco Receivables II, L.L.C. (Sept. 30,
2004), available at http://dalie.org/wp-content/uploads/2014/10/2004.09.30-MBNA-America-Bank-NA-to-HilcoReceivables-II-LLC-.pdf, archived at http://perma.cc/W7S3-4ZUW, with Loan Sale Agreement between FIA Card
Servs., N.A. and CACH, L.L.C. (Apr. 14, 2010), available at http://dalie.org/wpcontent/uploads/2014/10/2010.04.14-FIA-to-CACH-LLC.pdf, archived at http://perma.cc/G4FH-5E9F, and Loan
Sale Agreement between FIA Card Servs., N.A. and CACH, L.L.C. (May 15, 2013), available at
http://dalie.org/wp-content/uploads/2014/10/2013.05.15-FIA-Card-Svcs-to-CACH-LLC.pdf, archived at
http://perma.cc/S2UA-NR4N. MBNA merged with Bank of America in 2006 and subsequently changed its name to
FIA Card Servs. FIA CARD SERVS., N.A. 8-K (Oct. 20, 2006), available at
https://web.archive.org/web/20070716133759/http://biz.yahoo.com/e/061020/8384408-k.html, archived at
http://perma.cc/4QN5-3TGL. The contracts have a standard structure with sections that describe: (1) definition and
terms, (2) a description of the transaction and types of accounts being sold, (3) information about the purchase price
(almost always redacted in the contracts in the Litigation Sample), (4) representations and warranties of seller, (5)
indemnification provisions, (6) representations and warranties of buyer, and (7) confidentiality requirements.
42
FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at C-2.
43
Second Amended and Restated Receivables Purchase Agreement between Household Bank and Household
Receivables Acquisition Co. II (July 1, 2002), at 8, available at http://dalie.org/wpcontent/uploads/2014/10/2002.07.XX-Household-Bank-to-Household-Receivables-Acquisition-Company-ForwardFlow-Agreement.pdf, archived at http://perma.cc/57X7-ALQC; Receivables Purchase Agreement between
Household Receivables Acquisitions Co. II and Metris Receivables, Inc. (Dec. 1, 2005), at 9, available at
http://dalie.org/wp-content/uploads/2014/10/2005.12.01-Household-Receivables-Acquisition-Company-to-MetrisReceivables-Forward-Flow-Agreement.pdf, archived at http://perma.cc/X5ES-X2PS; Receivables Purchase
Agreement between CompuCredit International Acquisition Co. and Partridge Funding Co. (Apr. 4, 2007), at 10,
available at http://dalie.org/wp-content/uploads/2014/10/2007.04.04-Compucredit-to-Partridge-Forward-Flow-fewreps-no-as-is.pdf, archived at http://perma.cc/8CL3-3FY7.
44
LifeWise Master Funding v. Telebank, 374 F.3d 917, 925 (10th Cir. 2004) (quoting Thomas E. Plank, The True
Sale of Loans and the Role of Recourse, 14 GEO. MASON L. REV. 287, 289 (1991)). “The term ‘no recourse’ or
‘without recourse’ in an assignment does not, without more, evidence an intent to disclaim the implied warranty of
genuineness and validity, but is meant only to make clear that the assignor does not guarantee the debtor's solvency
or that the debtor will fulfill the obligation.” 6 AM. JUR. 2D Assignments § 126 (2014).
45
Ordinarily, a non-recourse assignment still contains implied warranties. These implied warranties include, inter
alia, that (1) the accounts are valid and the true obligations of the consumer debtors, (2) there are no known defenses
unless they are stated or known at the time of the assignment, and (3) any documents or other evidence about the
accounts provided by the seller is true and correct. 6 AM. JUR. 2D Assignments § 125 (2014).
41
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Except as provided in this section, the charged-off accounts are being sold “as is” and
“with all faults,” without any representation or warranty whatsoever as to either
condition, fitness for any particular purpose, merchantability or any other warranty,
express or implied, and seller specifically disclaims any warranty, representation, oral or
written, past or present, express or implied, concerning the charged-off accounts . . . .46
All eighty-one contracts with similar language did include some affirmative representations and
warranties. Below, the focus is on three types of representations that go to material elements of
the purchase: (1) an affirmative representation that the seller has unencumbered title to the
accounts, (2) affirmative representations that the seller and anyone who owned the account
previously has complied with the relevant consumer laws, and (3) affirmative representations as
to the accuracy and completeness of the information the debt buyer is purchasing.

1. Title Warranties
Representations about title are material because the buyer can only buy what the seller owns. If
the accounts have been sold to another buyer or they are subject to a security interest and the
buyer is purchasing them “as is” and “with all faults,” she may be purchasing nothing.47 It is
unclear how many contracts in the FTC sample had this language, because the FTC did not
discuss this type of representation in their report.
Most sellers (82%) in the Litigation Sample affirmatively represented that they had
unencumbered title to the accounts they were selling. Puzzlingly, two contracts in the sample
affirmatively represented that they had title to the accounts while at the same time disclaiming
any “warranties pertaining to title.”48 The remaining contracts (18%) state that they transfer “all
See, e.g., Credit Card Account Purchase Agreement between Chase Bank USA, N.A. and Midland Funding,
L.L.C. (Nov. 30, 2010), at 7, available at http://dalie.org/wp-content/uploads/2014/10/2010.11.30-Chase-BankUSA-NA-to-Midland-Funding-LLC-.pdf, archived at http://perma.cc/LE2K-JZEF. In many contracts, the waiver of
warranties is written in all capital letters so as to contrast with the rest of the document. For readability, this example
is not in the original capital letters.
47
The U.C.C. “regards ‘as is’ . . . and ‘with all faults’ as synonymous invocations signaling that the buyer takes the
entire risk as to the quality of the goods.” Charles J. Goetz & Robert E. Scott, The Limits of Expanded Choice: An
Analysis of the Interactions between Express and Implied Contract Terms, 73 CALIF. L. REV. 261, 282 n.58 (1985)
(citing U.C.C. § 2-316(3)(a) & comment 7 (1978)). These transactions are not covered by Article 2 of the U.C.C but
the language is nonetheless instructive.
48
Forward Flow Receivables Purchase Agreement between GE Capital Retail Bank, General Electric Capital Corp.,
GEMB Lending, Inc., Monogram Lending Servs., L.L.C., RFS Holding, L.L.C., & GEM Holding, L.C.C. and
Portfolio Recovery Assocs., L.L.C. (Dec. 20, 2011), at 5, 8, available at http://debtbuyeragreements.com/wpcontent/uploads/2014/03/GE-Capital-Retail-Bank-to-Portfolio-Recovery-Associates-LLC-12-20-2011.pdf, archived
at http://perma.cc/B66-HQR2. It would seem that the “mystical . . . essence known as Title, which is hung over the
buyer’s head or the seller’s like a halo . . . .” about which Karl Llewellyn wrote may be even more difficult to locate
in this case. See Karl N. Llewellyn, Through Title to Contract and a Bit Beyond, 15 N.Y.U. L. Q. REV. 159, 165
(1938) (noting that “[h]alos are . . . indivisible[] [a]nd there is only one halo for buyer and seller to make out with”).
46
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of Seller's right, title and interest to the Loans” but make no affirmative representations as to
whether the seller has any title to transfer or whether the accounts are unencumbered.49
2. Compliance with Laws
About a third of the contracts in the Litigation Sample are contracts in which a bank or other
originator of accounts explicitly represents that it complied with applicable consumer laws in the
creation and servicing of the accounts it is selling.50 Another 10% are resale contracts where the
debt buyer reseller represents that someone (sometimes the reseller, sometimes the original
creditor) complied with applicable laws.51 These representations are material because when the
accounts are sold without recourse (as many of these are), the buyer may be liable for previous
noncompliance. About another third of the contracts, include positive representations that the
seller (either a debt buyer or the original creditor) complied with consumer laws but qualify the
statement with a “to the best of seller’s knowledge” caveat. This kind of representation “is
significantly less meaningful than a representation as to the existence of a fact.”52
Shockingly, six contracts explicitly disclaim compliance with one or more laws. A few disclaim
compliance with “usury laws” but there are three contracts that disclaim “all representations,
warranties, and guarantees of any type or nature, express or implied [with respect to] the
compliance of the Accounts with any state or federal rules, statutes, and regulations.”53 Despite
this unqualified renunciation, these same contracts include language requiring the buyer to
See, e.g., Loan Sale Agreement (May 15, 2013), supra note 41, at 11.
See, e.g., Account Purchase Agreement between Chase Bank USA, N.A. and Global Acceptance Credit Co., LP
(Dec. 22, 2010), at 7, available at http://dalie.org/wp-content/uploads/2014/10/2010.12.22-Chase-to-GlobalAcceptance-Credit-Company-Agmt-RAB-Simmens-as-is-and-reps-about-maintenance-and-service.pdf, archived at
http://perma.cc/UB6K-2EBR. (“Each of the Charged-off Accounts has been maintained and serviced by Seller in
compliance with all applicable state and federal consumer credit laws, including, without limitation, the Truth-inLending Act, the Equal Credit Opportunity Act, and the Fair Credit Billing Act.”). It is important to note, however,
that even when banks are selling their own accounts, a representation that the “seller” has complied with all
applicable laws may not cover every entity in the chain. This is especially true if the accounts were originated by an
acquired entity but may also be true if they were placed for collection with collection agencies. The language is very
explicit in most of these contracts and applies only to the seller.
51
See, e.g., Receivables Purchase Agreement (Apr. 4, 2007), supra note 43, at 22.
52
MICHAEL A. EPSTEIN & FRANK L. POLITANO, DRAFTING LICENSE AGREEMENTS § 15.04 (4th ed. Supp. 2014). See
also Karl N. Llewellyn, On Warranty of Quality, and Society, 36 COLUM. L. REV. 699, 724 n.79 (1936) (citing
Wood v. Smith (1829), 5 M. & R. 124 (K. B.), where seller sold a horse under the representation that it was “sound,
to the best of my knowledge” but otherwise did not provide any warranties, and seller was held liable because he
knew horse was not sound).
53
See, e.g., Purchase and Sale Agreement between Credigy Receivables, Inc. and Newport Capital Recovery Grp. II,
L.L.C. (May 29, 2009), at 4, available at http://debtbuyeragreements.com/wp-content/uploads/2014/03/CredigyReceivables-Inc-to-Newport-Capital-Recovery-Group-II-LLC-05-29-2009.pdf, archived at http://perma.cc/C9JXTRBZ (emphasis added). One of the sales was made by a receiver in a bankruptcy proceeding. See Purchase
Agreement between Nat’l Credit Acceptance, Inc. and Sacor Fin., Inc. (Oct. 14, 2010), at 6, available at
http://debtbuyeragreements.com/wp-content/uploads/2014/03/National-Credit-Acceptance-Inc-to-Sacor-FinancialInc-10-14-2010.pdf, archived at http://perma.cc/5G84-BG95(disclaiming the seller’s or originator’s “compliance
with applicable law including, without limitation, the Fair Debt Collection Practices Act”).
49
50
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comply “with all state and federal laws, rules, statutes, and regulations applicable to debt and
credit collection . . . .”54 This is a second major difference between the Litigation Sample and the
FTC’s: there was no indication in the FTC’s report that the contracts it examined included
language disclaiming compliance with the law.
The rest of the contracts (about one-fifth) do not mention compliance one way or the other but do
some times repudiate all representations that are not made expressly. In effect, they implicitly
disclaim compliance with applicable laws.
3. Accuracy and Completeness
About a quarter of the contracts in the Litigation Sample explicitly warrant that the information
the seller is providing is accurate or complete. One-fifth warrant the information was accurate
“to the best of Seller’s knowledge,” which as described earlier, is a problematic representation.55
Over a third of the contracts in the Litigation Sample go further than disclaiming all warranties
generally; they explicitly disclaim any representations as to the accuracy or completeness of the
information provided.56 For example, one contract states that:
[The sale is made] without any representation or warranty whatsoever as to
enforceability, collectability, accuracy or sufficiency of data . . . . Seller specifically
disclaims any warranty, guaranty or representation, oral or written, past or present,
express or implied, concerning the Charged-off Accounts and the Account Documents.57

Purchase and Sale Agreement (May 29, 2009), supra note 53, at 10 (specifically listing “the Consumer Credit
Protection Act, the Fair Credit Reporting Act, the Fair Debt Collection Practices Act and the Gramm-Leach-Bliley
Act”).
55
See Dennis L. Greenwald, Steven A. Bank, & Carol M. Clements, Real Property Transactions (The Rutter Group
California Practice Guide) Ch. 4-E (2014) (recommending that, in context of “best of knowledge” provisions,
contract drafters negotiate definition of “knowledge” in each context because it “may refer to ‘actual’ and
‘constructive’ knowledge—i.e., both that which a party actually knows and should have known under the
circumstances”).
56
A contract that both disclaimed accuracy of the information and later warranted it is not included above. See, e.g.,
Lot Fresh Charged-Off Account Resale between Platinum Capital Invs., Ltd. and Redacted Buyer (2011), at 4,
available at http://debtbuyeragreements.com/wp-content/uploads/2014/03/Template-V2-Purchase-and-SaleAgreement-Platinum-Capital-Investments-Ltd-2011.pdf, archived at http://perma.cc/9UCH-GF4F (“[S]eller
warrants and represents[:] . . . [t]he integrity and accuracy of the balances on the [a]ccounts supplied to [the] [b]uyer
is true and accurate and has not been intentionally altered in any way [and also that] [t]his purchase is made without
recourse. No representation as to the character, accuracy or sufficiency of the information furnished to [the] [b]uyer
has been made by [the] [s]eller, either expressed or implied, except that [the] [s]eller warrants that the [p]ool shall
not include Unqualified Accounts.”). For another instance in which sophisticated parties (this time in the private
equity context) wrote contracts with two important conflicting provisions See Stephen M. Davidoff, The Failure of
Private Equity, 82 S. CAL. L. REV. 481, 503 (2009).
57
Purchase and Sale Agreement Sherman Acquisition, L.L.C. and Gemini Capital Grp., L.L.C. (Mar. 3, 2009), at 8,
available at http://dalie.org/wp-content/uploads/2014/10/2009.03.03-Sherman-Acquisition-LLC-to-Gemini-CapitalGroup-LLC.pdf, archived at http://perma.cc/YA5U-ZG2F (emphasis added); see also Forward Flow Receivables
54
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Or more typically,
Bank has not and does not represent, warrant or covenant the nature, accuracy,
completeness, enforceability or validity of any of the Accounts and supporting
documentation provided by Bank to Buyer . . . 58
Four agreements involving Bank of America entities contain the same language specifically
disclaiming the current balance on the accounts, referring to the amounts that the debt buyer will
ask consumers to repay:
[S]eller has not made . . . any representations . . . as to . . . the accuracy or completeness
of any information provided by the seller to the buyer, including without limitation, the
accuracy of any sums shown as current balance or accrued interest amounts due under
the loans [or] any other matters pertaining to the loans.59
This is not to claim that the ratios observed in this sample are representative of the industry as a
whole; there is no way to know that. However, there is much to indicate that these contracts are
not entirely aberrational. Much of the language in the Litigation Sample contracts is the same as
(or very similar to) language from the FTC sample. The striking similarities among the contracts
in these very different samples lend credence to the notion that these are not anomalous
characteristics.

C. Information and Documentation Regarding Debts Purchased
This section discusses the information and documentation regarding the debts purchased that are
available to debt buyers. The FTC’s report went beyond contracts; the Commission also obtained
Purchase Agreement among Arrow Fin. Servs, L.L.C., Arrow Receivables Master Trust 2000-1 and CACH, L.L.C.
(Nov. 9, 2007), at 4, available at http://debtbuyeragreements.com/wp-content/uploads/2014/03/Arrow-FinancialServices-LLC-to-CACH-LLC-11-09-2007.pdf, archived at http://perma.cc/T27X-BM5X (same language).
58
Purchase and Sale Agreement between Riverwalk Holdings, Ltd., and Wayric Srvs. (Mar. 24, 2009), at 8,
available at http://dalie.org/wp-content/uploads/2014/10/2009.03.24-Riverwalk-Holdings-Ltd-to-Wayric-ServicesInc-as-is-but-affirmative-reps.pdf, archived at http://perma.cc/ETU6-XXPF (emphasis added); see also Purchase
and Sale Agreement between Citibank, N.A. and Unifund CCR Partners (Feb. 28, 2005), at 7, available at
http://dalie.org/wp-content/uploads/2014/10/2005.02.28-Citibank-to-Unifund-CCR-some-affirmative-reps-butFCRA-issue-without-recourse-no-warranty.pdf, archived at http://perma.cc/PA67-6GPJ; Account Purchase
Agreement between Routhmeier Sterling Inc. and Royal Fin. Grp., L.L.C. (July 1, 2008), at § 7.8, available at
http://dalie.org/wp-content/uploads/2014/10/2008.07.01-Routhmeir-Sterling-Inc-to-Royal-Financial-GroupLLC.pdf, archived at http://perma.cc/HHD6-T5YA. Note that the FTC report also cited this language and noted that
the language was found in “numerous spot sales of bank receivables; numerous spot resales of various consumer
debts, including private label credit card accounts.” FTC DEBT BUYER REPORT, supra note Error! Bookmark not
defined., at C-14.
59
Loan Sale Agreement between MBNA Bank of America, N.A. and Hilco Receivables II, L.L.C. (Sept. 30, 2004),
at § 9.4, available at http://dalie.org/wp-content/uploads/2014/10/2004.09.30-MBNA-America-Bank-NA-to-HilcoReceivables-II-L.L.C.-.pdf, archived at http://perma.cc/KRF4-YXMB (emphasis added); see also Loan Sale
Agreement (Oct. 29, 2008), supra note Error! Bookmark not defined., at § 9.4.
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account-level information for a multitude of deals and described it all at an aggregate level. This
subpart describes the information and documentation that a debt buyer receives when she buys a
pool of accounts from a creditor (or another debt buyer), as well as what documents might be
available after the purchase. Because of the limitations of the Litigation Sample, this subpart
relies heavily on the Commission’s findings.
1. Information Obtained by Buyers at the Time of Sale
The FTC examined data for over five million consumer credit accounts and found that at the time
of sale, most buyers received a data file (typically in spreadsheet form) that contained
information about the accounts the buyer was purchasing. The vast majority of accounts they
examined included the:
(1)
(2)
(3)
(4)
(5)
(6)
(7)
(8)

name, street address, and social security of the debtor (found in 98% of accounts);
creditor’s account number (found in 100% of accounts);
outstanding balance (found in 100% of accounts);
date the debtor opened the account (found in 97% of accounts);
date the debtor made his or her last payment (found in 90% of accounts);60
date the original creditor charged-off the debt (found in 83% of accounts);
amount the debtor owed at charge-off (found in 72% of accounts); and
debtor’s home phone number (found in 70% of accounts).61

Many accounts were sold without some critical information—in particular, the
(1)
(2)
(3)
(4)
(5)

principal amount was missing (from 89% of accounts);
finance charges and fees were missing (from 63% of accounts);
interest rate charged on the account was missing (from 70% of accounts);
date of first default was missing (from 65% of accounts); and
name of the original creditor was missing (from 54% of accounts).62

These five commonly absent pieces of information may be important to the debt buyer’s ability
to legally collect, as described further in Part III.
The Litigation Sample of purchase and sale agreements is just that—the contracts themselves. As
such, it is impossible to know precisely what documentation may have been provided at the time
of sale.63 There is evidence, however, that some of the same information the FTC found was
Some dates may be missing because a payment was never made in an account.
FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at 34–35.
62
Id. at 35. The FTC believes that buyers will generally know the name of the original creditor because “buyers
were likely to receive this information in other ways as well.” Id.
63
Some contracts provide that within a specified period of time of the closing, available documents will be
transferred to the buyer, but these contracts do not typically promise any particular set of documents. See, e.g.,
60
61
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missing in their contracts was also missing from the Litigation Sample transactions. For
example, a series of three contracts stemming from the same original sale of debts by Chase
Bank state that a number of data fields will not be provided on the date of the sale and instead
“will be provided when and if available.”64 The missing data fields included: the co-debtor’s
social security number, the debtor’s phone number, the date of last payment, the amount of the
last payment, the contract date, and the first date of delinquency.65
2. Availability of Account Documents
The information provided to the debt buyer detailed above is distinguished from the
documentation about the account that the debt buyer acquires as part of the sale transaction. The
industry refers to account documentation—i.e., monthly statements, contracts, and the account
application—as “media.” This media could be transferred at the time of the sale or could be
available to access post-sale. In the overwhelming majority of cases, there is no media to be
found at all—whether at the sale or after.
Most contracts in the Litigation Sample discuss the availability (or lack thereof) of media on the
accounts sold. The language in these contracts comports with the FTC’s finding that “account
documents typically remained the property of the issuing creditor after the accounts were sold.”66
When examining a subset of 3.9 million accounts, the FTC estimated that only between 6–12%
of accounts were sold with any kind of media at all at the time of sale.67 When documents were
Purchase and Sale Agreement between Juniper Bank and LHR, Inc. (Feb. 28, 2006), at § 6.1, available at
http://dalie.org/wp-content/uploads/2014/10/2006.02.28-Juniper-Bank-to-LHR-Inc-.pdf, archived at
http://perma.cc/LHU3-4HBF (“Within three (3) business days from the Closing Date, Seller shall deliver to Buyer
only such information specifically set forth in Exhibit B if available for each Account in the form and format as set
forth in Exhibit B in the form of PGP encrypted media.”).
64
Credit Card Account Purchase Agreement between Chase Bank, USA, N.A. and Turtle Creek Assets, Ltd., by and
through its general partner Forward Properties Int’l, Inc. (May 7, 2009), at 21, available at http://dalie.org/wpcontent/uploads/2014/10/2009.05.07-Chase-Bank-USA-NA-to-Turtle-Creek-Assets-Ltd-limited-as-is.pdf, archived
at http://perma.cc/3TA-YU57. This language appears in three contracts in the Litigation Sample. From the dates and
language, it appears that Chase Bank sold a number of accounts (face value of at least $71,271,881) to Turtle Creek
Assets, Ltd., a debt buyer from Texas, in 2009. About two months later, Turtle Creek sold some of those accounts to
at least two other debt buyers. The language in all three contracts is the same. Id.; Credit Card Account Purchase
Agreement between Turtle Creek Assets, Ltd. and Pasadena Receivables (July 16, 2009), at 20, available at
http://dalie.org/wp-content/uploads/2014/10/2009.05.07-Chase-Bank-USA-NA-to-Turtle-Creek-Assets-Ltd-limitedas-is.pdf, archived at http://perma.cc/R3SJ-XL4J; Credit Card Account Purchase Agreement between Turtle Creek
Assets, Ltd. and Matrix Acquisitions, L.L.C. (July 29, 2009), at 20, available at http://dalie.org/wpcontent/uploads/2014/10/2009.07.29-Turtle-Creek-Assets-Ltd-to-Matrix-Acquisitions-L.L.C..pdf, archived at
http://perma.cc/B44M-VC4K.
65
See Credit Card Account Purchase Agreement (May 7, 2009), supra note 64, at 21; Credit Card Account Purchase
Agreement (July 16, 2009), supra note 64, at 20; Credit Card Account Purchase Agreement (July 29, 2009), supra
note 64, at 20.
66
FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at C-9.
67
Id. at 35 n.150 and accompanying text. One should note that this sample is even less likely to be representative.
The FTC requested information from the then nine largest debt buyers for accounts purchased between March and
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provided as part of the sale, it was typically in the form of account statements (in the FTC
sample, 6% of accounts), “terms and conditions” documents (6%),68 and account applications
(less than 1%).69 In other words, in the vast majority of cases, all the debt buyer obtained at the
time of purchase was an assignment of overdue accounts, some information about the accounts
(with the caveats of subpart 1 above), and nothing else.
If not transferred at the time of the sale, account documents are sometimes available from the
original creditor. However, a number of issues severely limit their availability. First, the
purchase and sale contracts between original creditors and debt buyers govern whether media
can ever be transferred, how much of it can be sent, and the cost to the debt buyer. Second,
depending on where in the “assignment chain” a debt buyer is, the current owner of the debt may
not have the right to obtain media from the original creditor, as seen in Figure 4, infra. Finally,
even if the current debt owner has the right to obtain media, it may have been destroyed or
inaccessible by the time she requests it. These issues are discussed in more detail below.
As described in Part A above, a debt buyer may choose to sell portions of its portfolio,
sometimes combining portions of portfolios from different creditors. Most contracts in the
Litigation Sample permitted resale, typically with the express permission of the original seller.70
Resale contracts tended to account for the fact that the debt buyer would have to seek documents
from the original creditor and include caveats to that effect, but there is similar language in
contracts between original creditors and debt buyers.71 Many contracts even forbid a subsequent
August 2009. For purposes of calculating this percentage, the majority of the information (87%) came from two debt
buyers. Id. at 35 n.149.
68
This term refers to documents evidencing the contract terms between the issuer and account holder.
69
FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at 35. Applications may be especially
difficult to obtain, as it appears that most creditors do not keep credit card applications originated electronically or
via phone. As might be expected, whether documentation is provided depends on the particular portfolio of accounts
sold. The FTC found that “[o]nly 13% of the portfolios contained any account documents, but overall within this set
of portfolios, documents were received for 90% of the accounts.” Id. at 35–36. At least one debt buyer admitted to
the FTC that the majority of her documentation is obtained by “requesting them from the reseller after the time of
purchase.” Id. at 37 n.156.
70
The FTC found similarly. See FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at C-24. A
few contracts prohibited resale to specific companies, generally listed under an exhibit to the contract that was not
included. See, e.g., Purchase and Sale Agreement between Providian Nat’l Bank and Asset Acceptance, L.L.C. (Jan.
28, 2003), at § 5.10(b), available at http://dalie.org/wp-content/uploads/2014/10/2003.01.28-Providian-NationalBank-to-Asset-Acceptance-L.L.C.-.pdf, archived at http://perma.cc/Q2SG-3PUB; Flow Purchase and Sale
Agreement between Citibank USA, Nat’l Ass’n and Sherman Originator, L.L.C. (May 24, 2005), at § 9.1, available
at http://dalie.org/wp-content/uploads/2014/10/2005.05.24-Citibank-USA-NA-to-Sherman-Originator-L.L.C.-.pdf,
archived at http://perma.cc/S2L5-FAD6 (“Buyer shall not resell, transfer, convey or assign the ownership of any
Account to Providian Financial Corporation, First Select Corporation (a Providian Financial Company) or Capital
One Financial Corporation, for a period of one (l) year from the applicable Closing Date.”).
71
For example, some of the contracts between two debt buyers contain the following:
Seller makes no guaranty that account applications, account statements, affidavits of debt, or any other
documents (‘Account Documents’) shall be able to be provided . . . . Generally, once requested, delivery of
Account Documents can take 120 days or more, if available. In many instances, the original issuer does not
respond if it is unable to provide the requested Account Document. Therefore, it is Buyer’s responsibility to
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purchaser from contacting the original creditor to obtain documents without the reseller’s express
written permission.72
Debt buyers purchasing from reseller buyers face an additional hurdle to obtaining account
documents post-sale. Figure 3 is a graphical representation of the “chain of assignment” when a
debt is resold. The issue here is that subsequent purchasers have no contractual relationship with
the original creditor, and thus cannot require the original creditor to provide them with account
documents.73 Subsequent purchasers must request that the debt buyer or reseller they purchased

track requests for and receipt of Account Documents. The failure of Seller to obtain in any Account
Documents requested by Buyer will not be a breach of this Agreement.
Avid Accounts Receivable Purchase Agreement between Unifund CCR Partners and CUDA & Ass’n (Apr. 18,
2008), at 5, available at http://dalie.org/wp-content/uploads/2014/10/2008.04.18-Unifund-to-Cuda-Assoc-as-is-norep-of-compl-with-laws.pdf, archived at http://perma.cc/Z3UA-E63V (regarding sale of 70 accounts totaling
$702,172.54 in face value of debt owed by residents in Connecticut). The last sentence in particular was also
common in other contracts. See, e.g., Confidential Agreement for Sale and Purchase of Receivable between Dodeka,
L.L.C. and Convergence Receivables, L.L.C. (May 16, 2008), at § 5.7, available at http://dalie.org/wpcontent/uploads/2014/10/2008.05.16_-Dodeka-L.L.C.-to-Convergence-Receivables-L.L.C.-.pdf, archived at
http://perma.cc/T8UQ-W3MJ (“The failure of the Sellers to provide Account Documents for any given account will
not constitute a breach of this Agreement.”); Credit Card Account Purchase Agreement between Platinum Capital
Invs., Ltd. and Unknown (July 2012), at 8, available at http://dalie.org/wp-content/uploads/2014/10/2012.07Platinum-Capital-Investments-to-unknown-as-is.pdf, archived at http://perma.cc/X9E2-DCQ7; Credit Card Account
Purchase Agreement between Chase Bank USA, N.A. and Global Acceptance Company, LP (Dec. 22, 2010), at 9,
available at http://dalie.org/wp-content/uploads/2014/10/2010.02.22-Chase-Bank-USA-NA-to-Global-AcceptanceCredit-Company-LP-.pdf, archived at http://perma.cc/WE9S-99NB.
72
See, e.g., Avid Accounts Receivable Purchase Agreement between Unifund CCR Partners and CUDA & Assocs.
(Apr. 18, 2008), at 3, available at http://dalie.org/wp-content/uploads/2014/10/2008.04.18-Unifund-to-Cuda-Assocas-is-no-rep-of-compl-with-laws.pdf, archived at http://perma.cc/UM8Z-Y5HM (“Under no circumstances shall
Buyer be permitted to contact the originator or prior owner of any Receivable without first receiving Seller's express
written consent, which consent may be withheld in its sole discretion.”). Perniciously, similar to the FTC’s findings,
one contract “expressly prohibited a debt buyer from reselling any documents previously acquired from a creditor
when reselling debts.” FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at C-25 n.53; Loan
Sale Agreement between FIA Card Servs. and Asset Acceptance, L.L.C. (Aug. 26, 2011), at § 3.1(g)–(h), available
at http://dalie.org/wp-content/uploads/2014/10/2011.08.26-FIA-Card-Svcs-to-Asset-Acceptance.pdf, archived at
http://perma.cc/LUZ6-E7TA (requiring that before buyer transfers or resells an account, buyer is “required to
destroy, and shall cause others under its control to destroy, all acquired account documents within its possession,
custody or control . . . . [and] Buyer shall not provide . . . any account document (whether or not for monetary
consideration) . . . to any subsequent purchaser or owner of the account”).
73
See, e.g., Account Purchase Agreement between Chase Bank USA, N.A. and Global Acceptance Company, LP
(Dec. 22, 2010), at 16, available at http://dalie.org/wp-content/uploads/2014/10/2010.02.22-Chase-Bank-USA-NAto-Global-Acceptance-Credit-Company-LP-.pdf, archived at http://perma.cc/WE9S-99NB (no third-party
beneficiaries); Purchase Agreement between Wells Fargo and Unknown (Jan. 6, 2010), at 28, available at
http://dalie.org/wp-content/uploads/2014/10/2010.01.06-Wells-Fargo-to-blank-buyer-as-is-to-best-of-sellerknowledge-disclaims-accuracy-and-completeness.pdf, archived at http://perma.cc/JRT2-EGHM (“Nothing in this
Agreement, express or implied, is intended to confer upon any person or entity other than the Parties hereto or their
respective successors any rights or remedies under or by reason of this Agreement.”); Receivable Purchase
Agreement between HSBC and Main Street Acquisition (Feb. 20, 2009), at 20, available at http://dalie.org/wpcontent/uploads/2014/10/2009.02.20-HSBC-Card-to-Main-Street-Acq.pdf, archived at http://perma.cc/5BXM-7PBT
(“Nothing in this Section 20 shall be interpreted as limiting Purchaser’s ability to . . . sell the Purchased Receivables,
and in such case Seller shall have no obligation to such person or entity under this Agreement.”).
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from go back to the entity from whom they purchased until the request reaches the original
creditor.74
Figure 4 – How Account Documents Are Obtained by Subsequent Debt Buyers75

Whether this can be done at all depends first on the agreements between the original creditor and
the reseller as well as between the reseller and the subsequent purchaser. The more links in the
chain that documents must cross, the higher the transaction costs.76 The contracts in the
Litigation Sample describe how in almost every case the document requester (Debt Buyer 3 in
Figure 4) will have to pay a fee to the previous debt buyer (Debt Buyer 2) in order to request
documents. In most of the contracts in the Litigation Sample, most reseller debt buyers charged
subsequent debt buyers the same fee as the creditor charged them to obtain documents. The FTC
found in their sample that “[s]ome debt resellers added fees to cover their administrative costs
when passing documents up and down the ownership chain.”77
The relay that must occur between debt buyers in the chain and the original creditor in order to
obtain documents is complex. The consequence of all of this is that it will likely be extremely
difficult—not to mention time-consuming and costly—for a debt buyer to obtain account
documentation if they did not receive it at the time of the purchase. It will become even more

See, e.g., Credit Card Account Purchase Agreement between Chase Bank, NA and Palisades Collection, L.L.C.
(Feb. 15, 2008), at 13, available at http://dalie.org/wp-content/uploads/2014/10/2008.02.15-Chase-to-Palisades.pdf,
archived at http://perma.cc/6GS4-5AYM (“Notwithstanding the foregoing, Seller shall have no obligation to
retrieve or provide any documents to any assignee of the Purchaser without Seller’s prior written consent.”).
75
Figure adapted from GAO DEBT COLLECTION REP., supra note 9, at 45.
76
See Robert E. Scott, Rethinking the Regulation of Coercive Creditor Remedies, 89 COLUM. L. REV. 730, 735 n.13
(1989) (“Any contractual remedy that requires a transfer of assets from one party to another will cause the loss of
value, since the transaction costs of effecting the transfer always will be positive.”).
77
FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at C-25 n.53.
74
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difficult as the debt is sold and resold.78 Moreover, since only buyers and sellers have a
relationship, if one debt buyer in the chain goes out of business, the chain will be broken and the
document request will go unfulfilled.
Over three quarters of contracts in the Litigation Sample discuss the topic of account
documents.79 The language varies widely in whether or how much account documents are
available, when, and at what cost. One contract between Capital One and a commodities trading
firm specifically stated that Capital One would not provide buyers with “documentation relating
to any Account, including without limitation any application, agreement, [or] billing statement
. . . regardless of whether such documents are in Seller’s possession or could be obtained from a
third party.”80 In a number of cases, the contracts included language making clear that it may not
be possible for debt buyers to obtain account documents81 or simply that “documentation may
not exist with respect to the Loans purchased by Buyer.”82
It is also unclear whether a bank that is sharing documentation with a purchaser of its accounts violates privacy
laws if the bank knows the affiliate is obtaining the information in order to forward it to a subsequent buyer.
Virtually all banks’ privacy policies detail that they will share information with affiliates—the purchaser—but it is
not clear whether the downstream sharing could be a violation of the Graham-Leach Bliley Act. See BUREAU OF
CONSUMER PROT. BUS. CTR., IN BRIEF: THE FINANCIAL PRIVACY REQUIREMENTS OF THE GRAMM-LEACH-BLILEY
ACT (2002), available at http://business.ftc.gov/documents/bus53-brief-financial-privacy-requirements-grammleach-bliley-act, archived at http://perma.cc/9MP4-VXWX.
79
But see Second Amended and Restated Receivables Purchase Agreement between Household Bank, Nat’l Ass’n
and Household Receivables Acquisition Co. II (July 1, 2002), available at http://dalie.org/wpcontent/uploads/2014/10/2002.07.XX-Household-Bank-to-Household-Receivables-Acquisition-Company-ForwardFlow-Agreement.pdf, archived at http://perma.cc/S4QE-WFUD (omitting discussion of account documents);
Receivable Purchase Agreement between Household Receivables Acquisitions Co. II and Metris Receivables, Inc.
(Dec. 1, 2005), available at http://dalie.org/wp-content/uploads/2014/10/2005.12.01-Household-ReceivablesAcquisition-Company-to-Metris-Receivables-Forward-Flow-Agreement.pdf, archived at http://perma.cc/6F94C3CU (same); Receivables Purchase Agreement between CompuCredit Int’l Acquisition Corp. and Partridge
Funding Co. (Apr. 4, 2007), available at http://dalie.org/wp-content/uploads/2014/10/2007.04.04-Compucredit-toPartridge-Forward-Flow-few-reps-no-as-is.pdf, archived at http://perma.cc/8YP9-FEGW (same).
80
The same contract did “not represent, warrant or insure the accuracy or completeness of any information provided
to Buyer or in the Sale File or any other Account Files.” Account Sale Agreement between Capital One F.S.B. and
Centurion Capital Corp. (Dec. 8, 2005), at §§ 4.3, 6.4, available at http://dalie.org/wpcontent/uploads/2014/10/2005.12.08-Capital-One-FSB-to-Centurion-Capital-Corporation-.pdf, archived at
http://perma.cc/4EGX-9J8A.
81
“The Buyer acknowledges Seller was not the original credit grantor for the accounts, and may not have in its
possession account documents that may be requested by the Buyer.” Purchase and Sale Agreement between Global
Acceptance Credit Co. and RAB Performance Recoveries, L.L.C. (Feb. 18, 2011), at § 10(k), available at
http://dalie.org/wp-content/uploads/2014/10/2011.02.18-Global-Acceptance-Credit-Company-to-RAB-AccountPurchase-Agmt-as-is-limited-representations.pdf, archived at http://perma.cc/Y3KF-6HNM; Template Purchase and
Sale Agreement of Global Acceptance Credit Co. (undated), at § 10(m), available at http://dalie.org/wpcontent/uploads/2014/10/Date-Unknown-Global-Acceptance-Credit-Company-Purchase-Agreement.pdf, archived at
http://perma.cc/QTY9-539B.
82
Loan Sale Agreement (Oct. 29, 2008), supra note Error! Bookmark not defined., at Ex. E; Loan Sale
Agreement (Aug. 11, 2009), supra note Error! Bookmark not defined., at Ex. E; Loan Sale Agreement (Apr. 14,
2010), supra note Error! Bookmark not defined., at Ex. E; see also Purchase and Sale Agreement (Mar. 3, 2009),
supra note Error! Bookmark not defined., at § 10(a) (“[M]any of the Charged-off Accounts do not have Account
Documents available and that some Charged-off Accounts have only partial Account Documents available . . . .
78
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Many contracts do contemplate the possibility that account documents may be provided to the
buyer after the sale. However, in these cases, most contracts severely limit the number of
documents a buyer can obtain.83 The terms varied widely here. A number of contracts only
allowed buyers to request documents on between 2.5–20% of all accounts purchased per month
and charged a fee after documents had been provided on more than 10% of the accounts.84 The
fees ranged from $5-$50 per document and sometimes included additional “search fees.”85 Many
contracts also limited the number of documents that could be provided at any given time.86 Most
included a window during which the documents would be provided—from as few as fifteen to as
many as ninety-five days to deliver the documents, if found.87 Aside from these stipulations,

Seller only has such Account Documents as were provided to it by the Originating Creditors and access to additional
Account Documents . . . may be limited or prohibited pursuant to the terms of Seller’s contracts with such parties.”);
FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at C-13.
83
But see Flow Purchase Agreement between Wells Fargo Bank, N.A. and Autovest, L.L.C. (Jan. 6, 2011), at § 12,
available at http://dalie.org/wp-content/uploads/2014/10/2011.01.06-Wells-Fargo-to-Autovest-L.L.C.-as-is-alsosays-unsecured-even-tho-secured.pdf, archived at http://perma.cc/S365-A2N9 (“[Seller] shall provide Buyer with an
electronic format of imaged Receivables Documents related to no less than seventy-five percent (75%) of the
Receivables accounts being purchased by Buyer hereunder within thirty (30) calendar days following the applicable
Closing Date, with the remainder (but not less than eighty-five percent (85%) of available Receivable Documents) to
be provided to Buyer within ninety (90) calendar days of each Closing Date.”).
84
See, e.g., Credit Card Account Purchase Agreement (Feb. 15, 2008), supra note 74, at § 6(a); Template Credit
Card Account Purchase Agreement of Platinum Capital Invs., supra note 71, at § 6(a); Credit Card Account
Purchase Agreement between Chase Bank USA, N.A. and Midland Funding, L.L.C. (Nov. 30, 2010), at § 6(a),
available at http://dalie.org/wp-content/uploads/2014/10/2010.11.30-Chase-Bank-USA-NA-to-Midland-FundingL.L.C.-.pdf, archived at http://perma.cc/MV7D-VVBR; Closing Statement between Platinum Capital Invs. and
Redacted Buyer, supra note Error! Bookmark not defined., at § 12 (providing for documentation on up to 15% of
ccounts without a fee, and $10/document and $10 search fee after); Flow Agreement for Purchase and Sale between
Wells Fargo, N.A. and Security Credit Servs. L.L.C. (Apr. 15, 2011), at Ex. 3, available at http://dalie.org/wpcontent/uploads/2014/10/2011.04.15-Wells-Fargo-Bank-NA-to-Security-Credit-Services-L.L.C..pdf, archived at
http://perma.cc/K3KK-5PX7 (providing for 20% of documents without fee, and a $5 fee for more than 20%). In
their review of debt purchasing contracts, the FTC found that the contracts generally allowed debt buyers to request
between 10–25% of documentation in a given portfolio for free, with a time limit on the request between six months
and a year. FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at 39.
85
See, e.g., Credit Card Account Purchase Agreement (Feb. 15, 2008), supra note 74, at § 6(a) (providing for $10
per month for any requests for documents between 10-25% of accounts, $50 per document thereafter). The FTC
reported findings of $10–15 per document. FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined.,
at 40.
86
See, e.g., Purchase and Sale Agreement (Mar. 3, 2009), supra note Error! Bookmark not defined., at § 10(b)
“Purchaser shall make requests for Account Documents no more than once per month.”).
87
See, e.g., Flow Purchase Agreement (Jan. 6, 2011), supra note 83, at § 12, (15 days); Purchase Agreement among
HSBC Bank Nevada, N.A. & HSBC Receivables Acquisition Corp. and CACH, L.L.C. (May 18, 2011), at § 9.1,
available at http://dalie.org/wp-content/uploads/2014/10/2011.05.18-HSBC-to-CACH-as-is-positive-materialrepresentations-11-cents-on-dollar.pdf, archived at http://perma.cc/H6FM-3GX5 (20 days); Purchase and Sale
Agreement (Feb. 28, 2005), supra note Error! Bookmark not defined., at § 6.2 (60 days); Purchase and Sale
greement between First Select, Inc. and Credigy Receivables, Inc. (Dec. 27, 2002), at § 5.5(a), available at
http://dalie.org/wp-content/uploads/2014/10/2002.12.27-First-Select-Inc-to-Credigy-Receivables-Inc-.pdf, archived
at http://perma.cc/U7BF-PEKM (95 days for information in the possession of “Original Seller;” 25 days for
information in the possession of seller in this transaction). But see Flow Purchase and Sale Agreement (May 24,
2005), supra note 70, at § 6.2 (redacting the number of days).
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most contracts contained language to the effect that “Seller shall have no obligation to retrieve or
provide any documents to any assignee of the Purchaser without Seller’s prior written consent.”88
One problem that may arise for debt buyers seeking documentation on an account is whether the
original creditor maintains the documentation for a sufficient amount of time after it sells the
account. The majority of the contracts in the Litigation Sample “specified a date beyond which
the credit issuer was no longer obligated to provide any account documents to the debt buyer,”
often two to three years after the accounts were sold.89 After that time, the agreements
contemplate that there would be no documents available.90 Almost all of the contracts explicitly
absolved the seller of liability in the event that they failed to provide documents.91
Given all of these obstacles to obtaining documentation both at the time of sale and after, it is not
surprising that the FTC found that debt buyers in its sample never received documents for the
vast majority of the accounts they purchased. The FTC examined a subset of almost 1.5 million
accounts and found that post-sale “[d]ebt buyers obtained account statements . . . for 6% of
accounts, account applications for 6% of accounts, and terms and conditions documents for 8%
of accounts. Payment history documents and affidavits each were obtained for less than 1% of
accounts, as were all other types of documents combined.”92

Credit Card Account Purchase Agreement (Feb. 15, 2008), supra note 74, at § 6(a).
See, e.g., Purchase and Sale Agreement (Mar. 3, 2009), supra note Error! Bookmark not defined., at 9 (“Seller
hall use reasonable efforts to deliver documentation to Purchaser for a period of one year following the applicable
Closing Date.”); FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at C-13 (“Nothing . . .
shall create an obligation on the part of Seller to maintain any current servicing relationships or system of record . . .
. Buyer understands that at any time following three years after each Closing Date Seller may cease having the
ability to obtain any Account Document using commercially reasonable efforts.”).
90
“[I]t is Seller’s policy not to retain all Account Documents . . . . [S]ome of the Accounts do not have an original
application or a copy thereof . . . . To what extent applications are or are not available, is not known by the Seller nor
represented to Buyer.” Loan Sale Agreement (Oct. 29, 2008), supra note Error! Bookmark not defined., at 6.
91
See, e.g., Purchase and Sale Agreement (Mar. 24, 2009), supra note Error! Bookmark not defined., at § 6.3
“The failure of the Seller to provide an Account Document requested by Buyer will not be a breach of this
Agreement.”); Credit Card Account Purchase Agreement (Feb. 15, 2008), supra note 74, at § 6(a) (“Seller shall, to
the extent such documents are reasonably available, provide Purchaser with copies of . . . media . . . . Seller may in
its sole discretion honor such request and charge Purchaser fifty dollars ($50.00) for each document provided.”);
Credit Card Account Purchase Agreement (Dec. 22, 2010), supra note 71, at § 6(a); Flow Agreement for Purchase
and Sale (June 21, 2011), supra note Error! Bookmark not defined., at § 6.2(b) (limiting request of documents to
00 accounts per month).
92
FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at 40. Although not typically included in
the industry’s definition of media, the FTC included affidavits from the creditor attesting to material aspects of the
debt (<1% in the FTC sample) as “account documents.” Id. The FTC found that the contracts they examined
“routinely indicated that sellers would provide affidavits when account documents were unavailable, and indicated
that those affidavits would generally attest to the existence of a consumer debt account, its chain of ownership, and
the balance on those accounts in the seller’s records on the date of sale.” Id. at C-14. The contracts in the Litigation
Sample are fully congruent with that statement; a number of the contracts contain blank affidavits that the buyer is
supposed to fill out and send to the seller to sign. See Purchase and Sale Agreement (Feb. 28, 2005), supra note
Error! Bookmark not defined., at § 6.2 (“Buyer may, in addition to its request for Account Documents, request an
Affidavit from Bank, in the form shown in Exhibit 3, indicating the date the Account was opened, the Account
88
89
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The FTC study has many limitations. Nonetheless, its findings allow an estimate of the upper
bound of the percentage of accounts for which debt buyers in the study ever obtained any
“account documents.” For argument’s sake, assume that every time the FTC counted a document
as “obtained” post-purchase, it was the only type of document obtained for that account. For
example, if debt buyers obtained account statements and account applications for 6% of accounts
each, assume that buyers never obtained both an account statement and an application for any
one account. The FTC also estimated that at the time of purchase, debt buyers obtained account
documents for between 6-12% of all accounts.93 Further assume that a debt buyer would never
request additional documents for one of those accounts. Adding these numbers together gives us
an estimate of the maximum number of accounts for which debt buyers received any
documentation either at the time of sale or after. This calculus reveals that the maximum number
of accounts for which debt buyers obtained documentation at any time was between 29–35% of
the accounts examined by the Commission.94 In other words, debt buyers in the FTC study
lacked documents of any kind (including affidavits) for at least 65–71% of the accounts they
purchased.

The rest of this article is available at http://papers.ssrn.com/abstract_id=2250784

number and the balance existing as of a specified date. The Bank will provide a total number of affidavits equal to
two percent (2%) of the total accounts purchased. The Buyer shall be limited to one request for affidavits per week
with a maximum of 200 accounts per request.” (emphasis added)); Purchase and Sale Agreement (Mar. 24, 2009),
supra note Error! Bookmark not defined., at § 6.3 (same).
93
FTC DEBT BUYER REPORT, supra note Error! Bookmark not defined., at 35 n.150.
94
By adding all the percentages the report lists as including “Documents Obtained After Sale” and rounding up, this
yields a maximum 23% of accounts for which debt buyers in the study could have received documentation post-sale.
Other estimates from the Commission were that buyers obtained account documents for between 6–12% of accounts
at the time of sale. These together yield 29–35%. See id. at T-15.
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APPENDIX
Table 1 – This is an exemplar of the variety of contract terms in the Litigation Sample. A “thumbs
up” indicates positive representations about the debts. Note that the only contract that does not
make some disclaimer is in Column 1. Moving right, the language in the contracts becomes
increasingly problematic.

Contract type95

Disclaimers
Accounts are sold without recourse but no waiver of warranties
Accounts are sold “as is,” “with all faults,” without recourse or any
warranties unless explicitly stated
Ownership of Accounts
Seller warrants it has title to the accounts
Seller states that to the best of its knowledge it has title to the accounts it
is selling
Nothing said about whether seller owns accounts
Accuracy of Information
Nothing said about accuracy
Seller warrants that (some or all) information is accurate and complete
in all material respects
Warrants that information is accurate to the best of seller’s knowledge
Specifically disclaims representations as to accuracy of interest,
amounts due, or date of first delinquency
Specifically disclaims representations as to accuracy or completeness of
all information
Compliance with Laws
Nothing is said about compliance with laws
Seller is original creditor and warrants that it has complied with
applicable consumer laws
Debt buyer warrants that one owner/servicer (itself or original creditor)
has complied with applicable consumer laws (silent as to other owners)
Seller (original creditor or debt buyer) states that it has complied to the
best of seller’s knowledge it has complied with applicable consumer
laws
Specifically disclaims compliance with one or more laws

1

2

3

4

5 6


    


 
  











 




There are exactly three Type 1 contracts in the Litigation Sample: Second Amended and Restated Receivables
Purchase Agreement (July 1, 2002), supra note 43; Receivables Purchase Agreement (Dec. 1, 2005), supra note 43;
Receivables Purchase Agreement (Apr. 4, 2007), supra note 43. An example of a Type 3 contract is Lot Fresh
Charged-Off Account Resale (2011), supra note 56. There are exactly four Type 8 contracts, and all four involve the
FIA entity (previously MBNA Bank)—a subsidiary of Bank of America. See generally supra note 20; but see Loan
Sale Agreement between FIA Card Servs., N.A. and Asset Acceptance, L.L.C. (Aug. 1, 2011), at §§ 4.2 & 8.3(g),
available at http://debtbuyeragreements.com/archives/316, archived at http://perma.cc/T7DV-Q2C3 (agreeing to an
“as is” sale, but representing that the loans were originated and serviced in compliance with all laws).
95
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Table 2 – Exemplar Contract Language from Litigation Sample
No recourse; does not
disclaim warranties and
includes affirmative
representations
Seller has good and marketable
title [to the Receivables] free
and clear of all
Encumbrances96

[E]ach Receivable existing as
of the Cut-Off Time . . . was
created in compliance in all
material respects with all
Requirements of Law
applicable to the institution
which owned such Receivable
at the time of its creation and
pursuant to a Credit Card
Agreement which complies in
all material respects with all
Requirements of Law99

“As is,” “No warranties” and …
positive representations

specific disclaimers

Seller has good and marketable
title to each Charged-off
Account to be sold hereunder
and each such Charged-off
Account shall be transferred free
and clear of any lien or
encumbrance.97
[e]ach of the Charged-off
Accounts has been maintained
and serviced by Seller in
compliance with all applicable
state and federal consumer credit
laws, including, without
limitation, the Truth-in-Lending
Act, the Equal Credit
Opportunity Act, and the Fair
Credit Billing Act.

Seller agrees to sell the
Receivables … without recourse
and without warranty of any kind
(including … warranties pertaining
to title, validity, collectability,
accuracy or sufficiency of
information)98
Seller makes no representations as
to
…the compliance of the Accounts
with any state or federal laws, rules,
statutes, and regulations100

Receivables Purchase Agreement between CompuCredit Int’l Acquisition Corp. and Partridge Funding Corp.
(Apr. 4, 2007), at 4, available at dalie.org/wp-content/uploads/2014/10/2007.04.04-Compucredit-to-PartridgeForward-Flow-few-reps-no-as-is.pdf, archived at http://perma.cc/8HZD-CHN4.
97
Credit Card Account Purchase Agreement between Turtle Creek Assets, Ltd. and Matrix Acquisitions, L.L.C.
(July 29, 2009), at 5, available at http://dalie.org/wp-content/uploads/2014/10/2009.07.29-Turtle-Creek-Assets-Ltdto-Matrix-Acquisitions-LLC.pdf, archived at http://perma.cc/LSU9-58TB.
98
This same agreement later affirmatively represents that “As of each Funding Date, Seller is the lawful
owner of, or has the right to sell, the Receivables and, upon the purchase by Buyer of the Receivables hereunder
from Seller, Buyer shall acquire unencumbered title in and to the Receivables ....” Forward Flow Receivables
Purchase Agreement between GE Capital Retail Bank, General Electric Capital Corp., GEMB Lending, Inc.,
Monogram Lending Servs., L.L.C., RFS Holding, L.L.C., & GEM Holding, L.C.C. and Portfolio Recovery Assocs.,
L.L.C. (Dec. 20, 2011), at 5, 8, available at http://debtbuyeragreements.com/wp-content/uploads/2014/03/GECapital-Retail-Bank-to-Portfolio-Recovery-Associates-LLC-12-20-2011.pdf, archived at http://perma.cc/B66HQR2.
99
Receivables Purchase Agreement (Apr. 4, 2007), supra note 96, at 4.
100
Purchase and Sale Agreement between Credigy Receivables Inc. and Newport Capital Recovery Group II, L.L.C.
(May 29, 2009), at 4, available at http://dalie.org/wp-content/uploads/2014/10/2009.05.29-Credigy-Receivables-Incto-Newport-Capital-Recovery-Group-II-LLC-.pdf, archived at http://perma.cc/XWG2-RYLX.
96
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The Account Schedule list of
Excluded Accounts is accurate
and complete in all material
respects . . . ..101

This sale is made only with the
representations and warranties
that the balances set forth in
Exhibit "A" and reflected as the
principal balance of the Loans
purchased hereunder represent
an accurate accounting of the
actual outstanding balances as
of the Cut-Off Date, and that
Seller owns the Loan.102

Seller makes no representations as
to the accuracy of any sums shown
as current balance or accrued
interest amounts due under the
loans [or] any other matters
pertaining to the loans103

Second Amended and Restated Receivables Purchase Agreement between Household Bank (SB), National
Association and Household Receivables Acquisition Company II (July 1, 2002), at 13, available at
http://dalie.org/wp-content/uploads/2014/10/2002.07.XX-Household-Bank-to-Household-Receivables-AcquisitionCompany-Forward-Flow-Agreement.pdf, archived at http://perma.cc/T36W-2EBU (emphasis added).
102
Purchase and Sale Agreement between CashCall, Inc. and GCFS, Inc. (Mar. 26, 2010), at 8, available at
http://dalie.org/wp-content/uploads/2014/10/2010.03.20-CashCall-Inc-to-GCFS-Inc-.pdf, archived at
http://perma.cc/A8SA-MM83.
103
See 2008, 2009, 2010 FIA Card Servs., N.A. Loan Agreements, supra note Error! Bookmark not defined., at
§ 9.4.
101

Page 705

Table 3 – Companies Represented in Litigation Sample

No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36

Company Name
Turtle Creek Assets
CACH, LLC
Chase Bank USA, N.A.
HSBC Bank / Household
MBNA America Bank / FIA Card Services
Wells Fargo
Global Acceptance Credit Company
Cash Call, Inc.
Citibank, N.A.
Mountain Lion Acquisitions
Unifund CCR Partners
Credigy
Midland Funding LLC
Ozark Financial Group
Asset Acceptance
Capital One
Cavalry SVP I, LLC
Cuda & Assosiates
GCFS, Inc.
GE Capital Bank/ Money Bank
Genesis Financial Services/ Recovery
Systems
Main Street Acquisitions
Platinum Capital Investments
Riverwalk Holdings
Sherman Originator USA/Sherman
Acquisition
US Bank
Wireless Receivables Acquisition Group
Accelerated Financial Solutions
Account Resolution Finance
Amos Financial
Arrow Financial Services
Autovest LLC
BH Financial Services
Capital Debt Solutions
Centurion Capital Corp.
CJMA Financial Corporation
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Number
of
Contracts
10
8
7
7
7
6
5
4
4
4
4
3
3
3
2
2
2
2
2
2

Roles
seller (9), buyer (1)
buyer
seller
seller
seller
seller
seller (2), buyer (3)
seller
seller
seller (1), buyer (3)
seller (3) and buyer
(1)
seller (2), buyer (1)
buyer
buyer
buyer
seller (1), buyer (1)
seller (1), buyer (1)
buyer
seller (1), buyer (1)
seller

2
2
2
2

seller (1), buyer (1)
buyer
seller
seller

2
2
2
1
1
1
1
1
1
1
1
1

seller (1), buyer (1)
seller
buyer
buyer
buyer
buyer
seller
buyer
buyer
seller
buyer
buyer

37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61
62
63
64
65
66
67
68
69
70
71
72
73
74
75
76
77
78

Collect America
Compucredit International
Covergence Receivables
Cuzco Capital Investment
Debt One LLC
Dodeka LLC
First Financial Portfolio Management
First Select
Hilco Receivables
Hudson Keyse LLC
Jefferson Capital Systems
Juniper Bank
LHR, Inc.
Livingston Financial
LP Investments
Metris Receivables
MRC Receivables Corp.
National Credit Acceptance
National Loan Exchange
Newport Capital Recovery Group
NLEX LLC
Northstar Capital Acquisitions
Palisades Collection
Partridge Funding Corporation
Portfolio Recovery Assosiates
Providian National Bank
Purchasers Advantage
RAB Performance Recoveries
Retailer Credit Services
Routhmeir Sterling
Royal Financial Group
Sacor Financial
Security Credit Services
Sovereign Bank
Sunlan Corp.
Target National Bank
TD Bank USA
The 704 Group
The Bureaus Investment Group
United Credit Recovery
US National Bank
Zenith Acquisitions
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1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1

seller
seller
buyer
seller
buyer
seller
seller
seller
buyer
buyer
seller
seller
buyer
buyer
seller
buyer
buyer
seller
seller
buyer
seller
seller
buyer
buyer
buyer
seller
buyer
buyer
buyer
seller
buyer
buyer
buyer
seller
buyer
seller
buyer
buyer
buyer
buyer
buyer
buyer

•

•

FORWARD FLOW RECEIVABLES PURCHASE AGREEMENT
between
GE Capital Retail Bank,
General Electric Capital Corporation,
GEMB Lending, Inc.,
Monogram Credit Services, L.L.C.
RFS Holding, L.L.C.,
and
GEM Holding, L.L.C.

("SELLER")
and

Portfolio Recovery Associates, LLC

December 20, 2011

3
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FORWARD FLOW RECEIVABLES PURCHASE AGREEMENT
This FORWARD FLOW RECEIVABLES PURCHASE AGREEMENT, is made this
20 h day of December, 2011 by and between General Electric Capital Corporation, GE Capital
Retail Bank, formerly known as GE Money Bank, GEMB Lending, Inc., Monogram Credit
Services, L.L.C., RFS Holding, L.L.C., and GEM Holding, L.L.C. (collectively "Seller") and
Portfolio Recovery Associates, LLC ("Buyer") with reference to the following facts and
circumstances:
1

RECITALS
A.
Seller desires to sell to Buyer, during the Transfer Period, delinquent credit card
receivables, on the terms and conditions herein set forth, as such receivables exist as of the
· applicable Cut-Off Date; and .
B.
Buyer wishes to
face value on
a monthly basis, not in excess
the aggregate, of the afo,rennenttio.ned
receivables during the Transfer Period, on the terms and conditions herein set forth, as such
receivables exist as of the applicable Cut-OffDate.
NOW, THEREFORE, in consideration of the premises and the covenants hereinafter set
forth and for good and valuable consideration, the receipt and sufficiency of which are hereby
acknowledged, Seller and Buyer hereby agree as follows:
COVENANTS, TERMS & CONDITIONS
ARTICLE I
DEFINITIONS
1.1 Definitions. As used in this Agreement, the following terms shall have the
following meanings unless otherwise defined herein and, wherever from the context it
appears appropriate, all terms expressed herein in the singular or the plural shall include the
singular and the plural, and pronouns stated in the masculine, feminine or neuter gender
shall include the masculine, feminine and neuter gender.
"Account" means any retail credit card account owned by Seller with respect to
which there is a Receivable. Accounts shall be randomly selected from accounts referred to by
the seller as 120 day accounts which are recalled from mid-primary collection agencies.
"Account Debtor" means the applicant or, if applicable, the co-applicant on an
Account, but does not include guarantors, sureties or authorized users who are not the applicant
or co-applicant with respect to such Account
"Account Document" means any application, agreement, billing statement,
Affidavit, abstract of cardholder account, remittance check or other correspondence relating to an
Account and relevant to the collection of the related Receivable, to the extent such item is in
Seller's possession and reasonably available to Seller, in the form, if any, it exists in Seller's
possession.
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"Affidavit" means an affidavit, executed by Seller, upon request of Buyer in
accordance with the conditions set forth in section 5.3 herein, a template of which is attached as
Exhibit F.
"Affidavit of Sale of Accounts by Original Creditor" means an affidavit, executed
by Seller for each Notification File sold to Buyer, in the form required by the Civil Court of the
City ofNew York, a template of which is attached as ExhibitE and is accompanied by an
appropriate certificate of conformity.
"Affiliate" means, with respect to any Person, a Person that controls, is controlled
by, or is under common control with that Person.
"Agreement'' means this Forward FlowReceivables Purchase Agreement,
· including any exhibits or schedules hereto, as the same may be amended or supplemented from .· .. ·..
time to time.
"Bankruptcy Case" means a case under Chapter 7, 11, 12 or 13 of Title 11 of the
United States Code.
"Bankruptcy Code" means Title 11 of the United States Code.

"Bid File" means the Computer File provided to Buyer to evaluate data
information and received by Buyer on or about November 16,2011.
"Bill of Sale" means a document, 'substantially in the form of Exhibit A hereto, to
red b Seller to Bu er in accordance with Section 2.2 herein.
"Business Day" means a day other than a Saturday, Sunday or day on which
banks are required or permitted to be closed in New York.
"Buyer" shall have the meaning assigned to such term in the introductory
paragraph hereto.
"Computer File" means a computer file, tape, cartridge or disk or other electronic
medium.
"Cut-OffDate" means, with respect to each.Receivable, the Business Day prior to
the Transfer Date for such Receivable.
"Cut-OffDate Claim Amount" means the outstanding amount on the Account as
of 11:59 p.m. on the applicable Cut-Off Date, as reflected in the Notification File. Such amount
shall not include any interest or fees that may have accumulated after the Account's charge-off
date.
"Event of Default" means the occurrence of any of the following events: (i)
failure of Buyer or Seller to perform or observe any other term, covenant or agreement to be
performed or observed by it pursuant to this Agreement; (ii) any representation or warranty made
by Buyer or Seller in connection with this Agreement proves to have been false in any material
2
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respect when made, except as otherwise provided for herein; (iii) any order, judgment or decree
is entered decreeing the dissolution of Buyer or Seller; (iv) a material change in the management
or control of Buyer or the determination that a Material Adverse Effect, in the opinion of Seller,
has occurred in the financial condition of Buyer, or a material change in the management or
control of Seller or the determination that a Material Adverse Effect, in the opinion of Buyer, has
occurred in the financial condition of Seller; (iv) a court having jurisdiction enters a decree or
order for relief in respect of Buyer, Seller or any of their subsidiaries in an involuntary case
under title 11 of the United States Code or any applicable bankruptcy, insolvency or other similar
law now or.hereafter in effect, which decree or order is not stayed; (v) a voluntary case is .
commenced by Buyer or Seller under any applicable bankruptcy, insolvency or other similar law
now or hereafter in effect; (vi) a decree or order of a court having jurisdiction for the
appointment of a receiver, liquidator, sequestrator, trustee, custodian or other officer having
similar powers over Buyer, Seller or any of their subsidiaries or over all or a substantial part of
their property is entered; and, in the case of any event described in clauses (vi), (vii) or (vii}, ..
such event continues for 60 days unless dismissed, bonded or discharged; (vii) the Board of
Directors of Buyer, Seller or any of their subsidiaries (or any committee thereof} adopts any
resolution or otherWise authorizes action to approve any of the foregoing; or (viii) either party is
the subject of an regulatory or enforcement action that results in any finding that such party has
violated Applicable Law.
"Financing Statement" means a UCC-1 financing statement.
"Funding Date" means, with respect to a Receivable, the date identified in the
following table, or, if such date is not a Business Day, the next Business Day.

Month
Dec-11

$ales calendar 20'f'fl2o12
Start
End
November 19, 2011
December 20, 2011
December 21, 2011
January 19, 2012

Funding Date
December 29, 2011
February 2, 2012

Jan- 12
January 20, 2012

February 19,2012

March 1, 2012

February 20, 2012

March 20, 2012

March 29, 2012

March 21, 2012

April19, 2012

May 3, 2012

Apnl2o·, 2012

May 19, 2012

May3o; 2012

May 20, 2012

June 19, 2012

June 28, 2012

Feb- 12
Mar-12
April: 12

'

May- 12
June -12
"Funding Instructions" means a document, substantially in the form of Exhibit
AI hereto, to be delivered by Seller to Buyer prior to each Funding Date.
"Material Adverse Effect" means a material adverse effect upon the business,
operations, properties, assets, condition (financial or otherwise) or prospects of Buyer which
materially impair the ability of Buyer to perform its obligations under the Agreement or the
ability of Seller to enforce such obligations.

I

3
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"Non-Confonning Receivables" shall have the meaning assigned to such tenn in
Section 7.1 hereof.
"Notification Date" means each date which shall occur at least two (2) business
days prior to each respective Funding Date.
"Notification File" means (a) a Computer File identifying the Receivables to be
delivered to Buyer on each Transfer Date, which listing shall contain the following infonnation
with respect to each receivable to the extent maintained by Seller as of the Cut-OffDate:
Account number, Account origination date, last payment amount, date of first delinquency, date
of last payment, charge-off date, charge-off amount, name, address, telephone numbers and
social security number of the Account Debtors and Co-Debtors, applicable Cut-OffDate Claim
Amount, RMS file number, off code, off description; BCLE description, interest rate ..
:

.....

,,, "P~r~on;' sh~II ~ean any individual, s~Ie'proprletorshlp,partnership,joi~t .....
venture, trust; unincorporated organization, association, corporation, institution, public benefit
corporation, entity or government (whether federal, state, county, city, municipal or otherwise,
including, without limitation, any instrumentality, division, agency, body or department thereof).
""Purchase Price" means with respect to the Receivables being sold on the
Purchase Date, an amount equal to the product of(a) price factor in following table, multiplied
Qy (b) the Cut-Off Date Claim Amount of the Receivables being sold, as indicated on the
Notification File.

"Rec"eivable" means any retail credit card receivable relating to an unsecured
credit card account owned by Seller that is being sold to Buyer pursuant to the tenns of this
Agreement, as such receivable exists as of the Cut-Off Date, to the extent such receivable is set
forth on the applicable Notification File and which has been randomly selected from all similar
retail Accounts referred to by Seller as 120 day Accounts which are recalled from mid-primary
collection agencies .
."Securities Laws" means the securities laws of any jurisdiction..
"Seller" shall have the meaning assigned to such tenn in the introductory
paragraph hereto.
"Transfer Date" means a Business Day selected by Seller on which Seller sends a
Notification File to Buyer, which must occur at least once a month during the Transfer Period.
"Transfer Period" means the period from December I, 2011 through June 30,
2012.
"Trustee"
- - - means a trustee appointed in a Bankruptcy Case.
4
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I

i

ARTICLE II

I

PURCHASE AND SALE OF RECEIVABLES

I

2.1 Purchase and Sale. On each Funding Date, during the Transfer Period, Seller
shall sell and Buyer shall buy all right, title and interest in and to the Receivables with
respect to which Buyer has received a Notification File. Seller agrees to sell the
Receivables to Buyer and Buyer agrees to purchase the Receivables, without recourse and
without warranty of any kind (including, without limitation, warranties pertaining to title,
validity, collectability, accuracy or sufficiency ofinformation) except as specifically set
forth herein, on the terms and subject to the conditions set forth below.
2.2 Bill of Sale: Financing Statement. Within five Business Days after each Funding
Date, Seller shall deliver to Buyer: (a) an executed Bill of Sale and (b) an appropriate
Financing Statement or statements (if prepared byBuyer) for filingby Buyer, at Buyer~s'; : . <
expense, in the state and county (if applicable) where Seller's chief executive office is
located ahd/orSeller is incorporated, and (c) an Affidavit of Sale of Accounts by .Original
Creditor.· The foregoing notwithstanding, Buyer acknowledges and agrees that the failure of
Seller to execute and deliver a Bill ofSale and/or a Financing Statement shall not constitute ·
a default or breach by Seller of its obligations hereunder unless Seller fails to deliver such
items within three (3) days after a written request by Buyer therefor, or provided that if
Buyer provides Financing Statements to Seller within one week of the applicable Funding
Date, Seller shall execute and return them to Buyer.

I

I

I

I

·• ··

2.3 Notification Date. On each Notification Date, Seller shall forward to Buyer the
Notification File, along with information required to determine the applicable statute of
~

.•

.

.

2.4 Payment. On each Funding Date, Buyer shall remit to Seller an amount equal to
the Purchase Price by wire transfer to the bank designated by Seller in accordance with the
Funding Instructions forwarded to Buyer on the initial Notification Date. All collections
received by Seller on or after the applicable Cut-Off Date with respect to any Receivable
included herein shall be paid to Buyer according to the procedures set forth in Section 5. 7
herein.
2.5 Schedule. Each of Seller and Buyer shall maintain a Computer File of all
Receivables sold or reassigned under this Agreement and the date and amount ofeach
payment received by the transferring party on those Receivables after the date of such
transfer, and the date such payment was remitted by the transferring party in accordance
with the terms of this Agreement, and shall revise such schedule whenever ownership of a
Receivable is transferred to or from Buyer in accordance with the terms of this Agreement
and whenever a payment is received or remitted by the transferring party after the date of
such transfer. No more frequently than once every three months, Buyer or Seller may
request, and the other party shall provide within thirty (30) days of the request, each
computer file.

5

Page 713

· •·•

......

•

•

2.6 Reporting Requirements. Each of Buyer and Seller shall be responsible for their
respective reporting requirements and/or filings required by any federal, state or local law,
rule or regulation relating to the Receivables.
2. 7 Intentionally Left Blank
2.8 Taxes. Neither of the parties is aware of any state or federal sales, transfer of
similar taxes that would be applicable to this Agreement.
2.9 Buyer's Intention. Buyer is purchasing the Receivables for its own account, for
investment purposes and not with a view to the distribution thereof. Buyer shall not,
directly or indirectly, offer, transfer, sell, assign, pledge, hypothecate or otherwise dispose
of anyofthe Receivables (or solicit any offers to buy, purchase, or otherwise acquire any of
the Receivables) qr any direct or indirect interests the~ein, except in compliance with all· .
applicable federal and/or state securities ancl Blue Sk)r Jaws, rules, regulations and
requirements (collectively, the "Securities Laws") and this Agreement.
2.10
Receivables Not Securities. Buyer ackllowledges and agrees that (a) the
purchase of the Receivables pursuant to this Agreement does not involve, nor is it intended
in any way to constitute, the purchase of a "security'' within the meaning of the Securities
Laws and (b) it is not contemplated that any filing will be made with the Securities and
Exchange Commission or pursuant to the Securities Laws of any jurisdiction.
2.11
Sophisticated Investor. Buyer has such knowledge, sophistication and
experience in business and financial matters as to be capable of evaluating both the
information made available with respect to the Receivables and the merits and risks of the
prospective purchase, is able to ear e economic ns o sue pure ase, IS a e o ear e
risk that Buyer may be required to hold the Receivables for an indefinite period of time and
is able to afford a complete loss of the Purchase Price for the Receivables.
2.12
Opportunity to Ask Questions. Buyer has been afforded the opportunity:
(a) to ask such questions as it has deemed necessary of, and to receive answers from,
representatives of Seller concerning the terms and conditions of the offering of the
Receivables and the merits and risks of buying the Receivables; and (b) to obtain such
additional information that Seller possesses or can acquire.

ARTiCLE Ii:I ....
CONDITIONS PRECEDENT
3.1 Conditions to Buyer's Obligations. The Buyer may terminate its obligation to
purchase the Receivables on any Funding Date and/or any or all subsequent Funding Dates
if any of the following occurs:
(a)

Representations and Warranties. As of such Funding Date, the
representations and warranties of Seller set forth in this Agreement,
including, but not limited to Section 4.1, are not true and correct in all
material respects.

6
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(b)

Compliance with Covenants and Agreements. On or prior to such
Funding Date, Seller has not complied in all material respects with each of
its material covenants and agreements set forth in this Agreement.

(c)

No Violation of Law. The consummation of such purchase and sale will
violate an order of any court or governmental body having jurisdiction or a
law, rule or regulation that applies to Buyer or Seller.

(d)

Approvals. Consents and Notices. As of such Funding Date, any
approvals, consents or other actions by, and any notices to or filings with,
any governmental authority, or any other Person required for the
consummation of such purchase and sale have not been obtained or made.
-

<

· · -:3~2 Conditions to Seller's Oblieations; ·The Seller m~yterminate its obligation to-.
sell the Receivables on any Funding Date and/or all subsequent Funding Dates if any of the
<following occurs:
(a)

Representations and Warranties. As of such Funding Date, the
representations and warranties of Buyer set forth in this Agreement,
including, but not limited to Section 4.2, are not true and correct in all
material respects.

(b)

Compliance with Covenants and Agreements. On or prior to such
Funding Date, Buyer has not complied in all material respects with each of
its material covenants and agreements set forth in this Agreement

,. ___ -.

i============"';("':c):="=;:N':'~~v:;""~j~~Ia=!~io=~"'o'";f:;L"'a""'w'"'.-"'T;;;h:"'e=c=o=n=sum"'"-="=m=a:iiJ=an2'""""'or2s=u:::t:Efi'=ii"'u"'rC:"li"'a"'se"'-an="--=aFs=a'1'te'"w""--"u"r=-<="<--=-====~~-<~
violate an order of any court or governmental body having jurisdiction or a
law, rule or regulation that applies to Buyer or Seller.
(d)

Approvals, Consents and Notices. As of such Funding Date, any
approvals, consents or other actions by, and any notices to or filings with,
any governmental authority, or any other Person required for the
consummation of such purchase and sale have not been obtained or made.

ARTICLE IV
REPRESENTATIONS AND WARRANT!ES
4.1 Representations and Warranties of Seller. Seller hereby makes the following
representations and warranties solely to Buyer and not to any other Person:
(a)

Due Organization: Authorization. Etc. As of each Funding Date, each
Seller is duly organized, validly existing and in good standing under the
laws of the state of its formation, and, at all relevant times, had all
necessary power and authority to originate and/or acquire and transfer the
Receivables. The execution, delivery and performance by Seller of this
Agreement and the transactions contemplated hereby are within its powers
and have been duly authorized by all necessary action. This Agreement
7
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has been duly executed and delivered by Seller and constitutes the legal,
valid and binding obligation of Seller, enforceable against Seller in
accordance with its terms, except as such enforceability may be limited by
applicable bankruptcy, reorganization, insolvency, moratorium and/or
other similar laws and general equitable principles.
(b)

··.. :·.·.......

No Conflict. The execution, delivery and performance by Seller of this
Agreement and the transactions contemplated hereby does not violate,
conflict with or result in a breach or default under the certificate of
incorporation or bylaws of Seller, any federal, state or local law, rule or
regulation applicable to Seller or any agreement or other document to
whichSeller is a party or by which it or any of its property is bound.

· . ::"J:(c) :- · Consents. No authorization; approval; consentorotheraction by,'a1ld no
notice to or filing with, any governmental authority or regulatory body or
other Person is or will be required to be obtained or made by Sellerfor the
due execution, delivery and performance of this Agreement and the
transactions contemplated hereby that has not been obtained or made by
Seller.
(d)

Title to the Receivables. As of each Funding Date, Seller is the lawful
owner of, or has the right to sell, the Receivables and, upon the purchase
by Buyer of the Receivables hereunder from Seller, Buyer shall acquire
unencumbered title in and to the Receivables, of each Funding Date,
except for such encumbrances, liens and claims caused or created by
Buyer.

(e)

No Brokers or Finders. Seller has not employed any investment banker,
broker or finder in connection with the transaction contemplated hereby
who might be entitled to a fee or commission upon consummation of the
transaction contemplated in this Agreement.

(f)

No Proceeding. There is no litigation or administrative proceeding before
any court, tribunal or governmental body presently pending or, to the
knowledge of Seller, threatened against Seller which would have a
material adverse effect on the transactions contemplated by, or Seller's
ability to perform its obligations under, this Agreement

(g)

Origination. The Receivables sold to Buyer pursuant hereto are valid,
binding obligations of the Account Debtors, and have been originated
and/or acquired and serviced in material compliance with applicable state
and federal consumer credit laws by Seller, its agents and affiliates.

(h)

Account Selection. The Receivables included in each Notification File
will not be materially different from those included in the Bid File.

(i)

Data Accuracy. The information contained in the Notification File
provided by Seller to Buyer is accurate as of the Cut-Off Date.
8
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G)

Random Selection. The Receivables sold to Buyer pursuant hereto have
been randomly selected from similar Receivables referred to as 120 Day
Mid-Prime recalls by the Seller.

(k)

Account Documents. Seller can provide Buyer with at least-of the
statements related to the Accounts, subject to the Buyer's Account
Document request rights in Section 5.3.

(1)

Governing Law. Pursuant to their terms and conditions, each of the
Receivables is governed by and construed in accordance with federal law,
and to the extent that state law applies, the laws of the State of Utah and
each of the Receivables is interest bearing.

· For the avoidance ofdoubt (and notwiths.tanding anything otherwise provided herein), the parties ·
hereto acknowledge and agree that with respect to the
and warranty contained in
section 4.1(g), no Event of Default shall occur
more of the
Receivables sold to Buyer in a given Notification File breach this provision. Buyer retains all
other rights and remedies available for any breach of section 4.3(g).
4.2 Representations and Warranties of Buyer. Buyer hereby makes the following
representations and warranties to Seller:
(a)

Due Organization: Authorization, Etc. As of each Funding Date, each
Buyer is duly organized, validly existing and in good standing under the
laws of the jurisdiction of its formation. The execution, delivery and
Ye .o this-A eementandJhe.transacJio.ns
contemplated hereby are within its powers and have been duly authorized
by all necessary action. This Agreement has been duly executed and
delivered by Buyer and constitutes the legal, valid and binding obligation
of Buyer, enforceable against Buyer in accordance with its terms, except
as such enforceability may be limited by applicable bankruptcy,
reorganization, insolvency, moratorium and/or other similar laws and
general equitable principles.

(b)

No Conflict. The execution, delivery and performance by Buyer of this
Agreement and the transactions contemplated hereby do not and will not.
violate, conflict with or result in a breach or default under its, respectively,
limited liability agreement and/or trus~ any federal, state or local law, rule
or regulation applicable to Buyer, or any agreement or other document to
which Buyer is a party or by which it or any of its members or property is
bound.

(c)

Consents. No authorization, approval, consent or other action by, and no
notice to or filing with, any governmental authority or regulatory body or
other Person is or will be required to be obtained or made by Buyer of the
due execution, delivery and performance of this Agreement and the
transactions contemplated hereby.

Page 717

"•- ',.,'

...

;.'

•
(d)

(e)
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Investigation of Receivables. Buyer has made an independent
investigation as Buyer has deemed necessary as to the nature, validity,
collectability and value of the Receivables being purchased on each
Funding Date, and as to all other facts that Buyer deems material to such
purchase. Buyer is making such purchase solely on the basis of such
investigation and its own judgment and the representations, warranties and
other information expressly set forth herein. Buyer is not acting in
reliance on any representation, warranty or information except to the
extent expressly set forth herein.
No Broker or Finders. Buyer has not employed any investment banker,
broker or finder in connection with the transaction contemplated hereby
who mightbe entitled to a fee or commission upon consummation of the
'transaction contemplated in ibis Agreement: • . : · · .
. · ·'; '
No Proceeding. There is no litigation or administrative proceeding before·
any court, tribunal or governmental body presently pending or, to the·
knowledge of Buyer, threatened against Buyer which would have a
material adverse effect on the transactions contemplated by, or Buyer's
ability to perform its obligations under, this Agreement.

ARTICLEV
CONDUCT OF BUSINESS AFTER THE PURCHASE
5.1 Interim Servicing. Until the applicable Funding Date, Seller may continue to
servu:handle the Receivables and any matter relating to the Receivables in any manner that Seller
deems appropriate, provided, however, that from the applicable Cut-Off Date until the
applicable Funding Date, Seller shall not initiate any outbound collection efforts on the
applicable Receivables, but Seller shall be permitted to accept payments in accordance with
its ordinary credit policy. Buyer shall be bound by the actions taken by the Seller in
compliance with applicable law with respect to any Receivable prior to the Funding Date.
Buyer shall take no action to communicate with Account Debtors (or their agents or
representatives) or enforce, service or otherwise manage any Receivable until after the
Funding Date, and only in accordance with any and all applicable federal and state laws,
· rules; regulations and cburt orders: lD ho ·event shall Seller be deemed a fiduciary for the · .. •
benefit of Buyer with respect to the Receivables or any Receivable.

··-·-~--------

1 •

•

•

,

•

5.2 Compliance. Buyer represents and warrants that any and all servicing, billing,
processing, communications, notices as are required or permitted by contract or by
applicable federal and state laws, rules, regulations and court orders, collections or recovery
by Buyer with respect to the Receivables shall conform in all respects to the terms and
conditions of the Account and to any and all applicable federal and state laws, rules,
regulations and court orders. Without limiting the foregoing, Buyer further represents and
warrants that it shall not (i) assert or suggest the existence of a security interest with respect
to a Receivable (ii) enter into a reaffirmation agreement or assert any obligation to enter into
a reaffirmation agreement with respect to a Receivable or (iii) market to Account Debtors,
10
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except for purposes of collecting a Receivable, or market the names and/or addresses of
Account Debtors. Buyer shall ensure that each subsequent purchaser or assignee of the
Receivables and any Person acting on behalf of Buyer or such purchaser or assignee
complies with the requirements contained in this Section 5.2.

I

5.3 Retrieval of Account Documents; Oral Information on Accounts.
(a)

Account Documents.
(i)

.,..__ ·-··

·'·.·

Except as provided in this Section 5.3, Seller shall have no
obligation to provide any information in respect of Receivables
(other than the information contained in the Notification File).

, . .(ii) · •. :Buyer may submit to Seller rell$onable reques.ts f()r Account . .
Documents, which requests shall be substantially in the form of
Exhibit B herto, and, to the extent such information is in the
possession of and reasonably available to Seller, Seller shall
provide it subject to and in accordance with the provisions below·
in this Section 5.3. For the avoidance of doubt, Buyer expressly
acknowledges and agrees that Seller's failure to provide Account
Documents shall not render the related Receivables as NonConforming Receivables or otherwise subject Seller to any
liability.

(iii) Any request by any subsequent purchaser or assignee of the
•!==============~ - Receivables•orcanyoother~PerJJon•acting•onobehalfofBuy.eEOr.such======
Person, for Account Documents, to the extent there remains a right
thereto, must be made through Buyer. Seller shall provide to
Buyer each requested Account Document (to the extent such
document is in the possession of and reasonably available to
Seller) within thirty days after Seller's receipt of Buyer's request
therefor.
(iv)
j

1..

(v)

During the first twelve (12) months after the Purchase Date, Seller
shall provide to Buyer (to the extent the documents are in the
...possession ofand reasonably.available to Seller), at no additional
charge to Buyer (other than specified postage charges) an
additional number of Account Documents not to exceed the
number equal
Accounts sold on the
Purchase Date, provided that Buyer pays to Seller, within five (5)
days after receipt of an invoice therefor, all postage paid by Seller
in respect of provision of such Account Documents.
At all times (a) after the date twelve (12) months after the
applicable Funding Date or (b) during the first twelve months after
the applicable Funding Date but in excess of the request amounts
specified in, or otherwise not in accordance with, subsection (iv)

11

Page 719

',

;,

~~---~-----~---~~------

•

•

above, Seller shall provide Buyer (to the extent the documents
and/or necessary information are in the possession of and
reasonably available to Seller) with requested Account Documents
after Buyer
to Seller the following: (!-per Account
Document;
each affidavit plus.ed-x fee per
grouping(such affidavits in the fonn of exhibit F), and (3) a price
to be agreed upon for any other type of Account Document
requested by Buyer..
(vi)

I

i ..

~

Any contrary provision contained in this Section 5.3(a)
notwithstanding, the parties acknowledge and agree that: (a) if,
during any thirty (30) day period, Buyer ~i>l)!lllb
Account Documents totaling more
~ Seller may provide the requested Account Documents within "' .. .-..··
days after Seller's receipt of each reasonable request by Buyer
therefor, and (b) Seller has no obligation to provide to Buyer any
document or information not in the possession of and reasonably
available to Seller.

(b)

Oral Information. Seller shall not be obligated to furnish Buyer with any
oral infonnation.

(c)

Copies. Seller reserves the right (but shall have no obligation to) retain
copies of all or any portion of documents delivered to Buyer. Any
obligation of Seller to provide Account Documents to Buyer may be
satisfied by providing original documents or copies thereof; whether by
electronic, photocopy, microfiche, microfilm or other reproduction
process.

(d)

Limitations on Seller's Obligations. Any other provisions of this Section
5.3 to the contrary notwithstanding, Seller shall have no obligation to
provide Account Documents (or any other infonnation) on or after the
date five (5) years after the Purchase Date.

5.4 Reporting to Credit Reporting Agencies. Buyer acknowledges that Seller may in
its sole discretion, at its cost, report the status of the Receivables to the appropriate credit; . ·
reporting agencies and, if Seller so elects, it will report the Receivables as either transferred,
transferred to another lender, charged off transferred, sold, charged off sold or another
similar designation. If Buyer elects to report Receivables to the appropriate credit reporting
agencies, Buyer may, at its cost, report Receivables to such agencies as Buyer and transferee
of such Receivables.
5.5 Seller as Witness. If Buyer files any legal action to collect on a Receivable and
Buyer requests or subpoenas an officer or employee of Seller to appear at a trial, hearing or
deposition to testifY about the Account (and in the case of a request Seller agrees to provide
an officer or employee to so appear), Buyer will pay Seller for the officer's or employee's
time in traveling to, attending and testifying at the trial, hearing or deposition, whether or
12
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not the officer or employee is called as a witness at the hourly rate of such officer or
employee. Buyer will also pay Seller the officer's or employee's reasonable out of pocket
travel related expenses.
5.6 Legal Notices Received After Each Date. Buyer and Seller shall promptly
notify each other of any claim, threatened claim, pending or threatened obligation or any
other legal proceeding or governmental action related to Receivables and involving or
implicating Buyer or Seller or actions taken in respect of Receivables.
5. 7 Extent of Seller's Obligations After Each Funding Date.
(a)

Except as provided herein, Seller shall have no obligation to perform any
servicing activities with respect to Receivables from and after the
" ., applicable Funding Date. , "

(b)

"Seller shall provide to Buyer, at least monthly, a report indicating the
"amounts ofpaymentsreceived by Seller in respect ofpurchased
Receivables and Seller shall remit to Buyer on or before the 201h day of
each month such amounts as were received in the immediately preceding
fiscal month, except that, such report and remittance shall reflect only
amounts received on or after the Cut-Off Date of the Receivable,

(c)

Seller shall use good faith commercially reasonable efforts to identify and
forward to Buyer, within fifteen (15) days after the end of each of Seller's
fiscal months, all written correspondence received during such fiscal

.

.

.

,

recovery or ownership thereof
(d)

It is acknowledged and agreed that Seller shall have no obligations under
subsections (b) or (c) of this Section 5.7 on or after the date three (3) years
after the applicable Transfer Date provided that Seller, in its sole
discretion, shall make reasonable efforts to perform the activities specified
in subsections (b) or (c) of section 5.7 after such date.

5.8 Extent of Buyer's Obligations After Repurchase.

J
~-

...

..

(a)

After ~y repurchas~ of Accounts by Seller "from Buyer pursuant 'to
Section 7.2(a), Buyer shall provide to Seller, within fifteen (15) days after
the end of each of Buyer's fiscal months, a report indicating the amounts
of payments received by Buyer in respect of the repurchased Receivables
during the immediately preceding fiscal month and shall remit to Seller
Such amounts within thirty (30) days after its provision of s,uch report,
except that, with respect to any payments received during the fiscal month
in which the date of repurchase occurs, such report and remittance shall
reflect only amounts received on or after the date of repurchase.

(b)

Buyer shall use good faith commercially reasonable efforts to identify and
forward to Seller, within fifteen (15) days after the end of each of Buyer's
13
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fiscal months, all written correspondence received during such fiscal
month by Buyer in respect of repurchased Receivables that is relevant to
Seller's recovery or ownership thereof.
5.9 Audit Rights. Upon reasonable suspicion of non-compliance with Applicable Law or
this Agreement, Seller shall have the right to audit the applicable books and records of Buyer to
determine the Buyer's compliance with Applicable Law or this Agreement. The audit of the
books and records of Buyer shall be conducted by an employee or other representative
designated by Seller. Seller agrees, and its representative will agree, to hold all information that
Seller receives in confidence except as is necessary for Seller to enforce its rights under this
Agreement. Seller shall give Buyer prior written notice of its exercise of its rights hereunder
specifying the date upon which the audit will commence and the reasonable suspicion that Seller
is relying upon to commence such an audit. Such written notice shall be provided to Buyer at
least two business days prior to such audit. Such audit shall be conducted during·nornial· · . · · · · ".
business hours. Buyer shall cooperate in the conduct of the audit. The Seller shall use
commercially reasonable efforts to minimize the disruption of the conduct of the business during
the audit

ARTICLE VI.
USE OF NAMES

6.1 Use ofNames. Buyer shall use (and shall ensure that each permitted assignee,
subsequent purchaser of Receivables and any other Person taking action in respect of
Receivables only shall use) only Buyer's (01 roe!ro!herl'erserr'sj·ew£·llam@ wl:t"R mking
action in respect of Receivables. Buyer shall not state, represent or imply (and shall ensure
that no permitted assignee, subsequent purchaser of Receivables or other Person taking
action in respect of Receivables states, represents or implies) that Buyer (or such other
Person) is connected in any manner with, or acting for or on behalf of, Seller, Seller's
Affiliates or any Person with whom Seller or its Affiliates has a program or other agreement
relating to Receivables.
Buyer shall not (a) use the marks and/or names of, or otherwise refer to (and shall ensure that no
permitted assignee, subsequent purchaser or other Person taking action in respect of Receivables
uses the marks and/or names of, or otherwise refers to) Seller, Seller's Affiliates or any Person ·· c..c.·
with whom Seller or its Affiliates has a program or other agreement relating to Receivables,
including the marks and/or names of the establishment(s) at which the credit card generating the
Receivable was used or (b) use (and shall ensure that no permitted assignee, subsequent
purchaser or other Person taking action in respect of Receivables uses) any names and/or marks
similar to the names and!or marks of Seller, Seller's Affiliates or any Person with whom Seiler
or its Affiliates has a program or other agreement relating to Receivables, including the name of
the establishment(s) at which the credit card generating the Receivable was used.
The foregoing notwithstanding, however, Buyer (and any person acting on behalf of Buyer, any
permitted assignee, subsequent purchaser of Receivables and any other Person servicing such
Receivables) may use the name of:
14
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(a) Seller, solely for the purpose of identifYing a Receivable(!) in communications with
an Account Debtor on such Receivable in order to collect amounts outstanding thereon,
(2) in connection with filing suit, (3) in connection with the sale or financing of the
purchase of such Receivable, (4) for internal reporting purposes, (5) in bankruptcy and
probate proceedings, (6) in connection with entering into any servicing arrangement, (7)
in responding to subpoenas or information requests from reguiatory or administrative
agencies and/or (8) as may be required by law, or
(b) the credit card Account relating to Receivables, including the name of the
establisbrnent(s) at which the credit card generating the Receivable was established or
used, (l) in oral communications with an Account Debtor on such Receivable, in
response to an Account Debtor's oral inquiries related to the Receivable, solely in order
- to clarifY for the customer what account the Buyer is trying to collect but without
-implying or stating that the establishment is involved in the collection effort in any way;. : ,
(2) in responding to subpoenas or information requests from regulatory or administrative
agencies and/or (3) as may be required by. law,
-

•

~

:.,,·'I' ..

I

I

I

provided, however, that neither Buyer nor any person acting on behalf of Buyer or any permitted
assignee, subsequent purchaser of Receivables and any other Person servicing such Receivables)
shall state or represent in any way that it is taking action for or on behalf of Seller or any of
Seller's Affiliates, or any Person with whom Seller or its Affiliates has a program or other
agreement relating to Receivables.

ARTICLE VII
]'ION-CONFORMING RECEIVABLES
7.1 Definition. For purposes of the Agreement, a Receivable shall be considered a
"Non-Conforming Receivable" if any of the following conditions apply to such Receivable:

···,·,.

(a)

the Receivable was, in the reasonable opinion of Seller, created as a result
of fraud or forgery or Seller's mistake;

(b)

on or prior to the applicable Cut-OffDate, the Account Debtor was
deceased;

(c):

.on or prior to the applicable .Cut,OffDate, the debt represented by.such
Receivable was reaffirmed or discharged in a Bankruptcy Case;

(d)

on or prior to the applicable Cut-OffDate, the debt represented by such
Receivable was compromised, settled, paid in full or satisfied;

(e)

on or prior to the applicable Cut-Off Date, a representation or warranty of
Seller made herein as to such Receivable was untrue or incorrect in any
material respect;

(f)

on or prior to the applicable Cut-OffDate, the Account Debtor on such
Receivable was released from liability on the Receivable by Seller;

15
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(g)

on or prior to the applicable Cut-OffDate, the Account Debtor filed a
Bankruptcy petition;

(h)

on or prior to the Cut-OffDate, the debt represented by such Receivable
was either not personally guaranteed by the Account Debtor or was
subject to unresolved written dispute.

For the avoidance of doubt (and notwithstanding anything otherwise provided herein), the parties
hereto acknowledge and agree that a Receivable shall not constitute a Non-Conforming
Receivable, and/or that a representation or warranty of Seller shall not be untrue or breached,
solely because (I) such Receivable is not enforceable in accordance with its terms, (2) any
security .interest relating to such Receivable is not valid, perfected or enforceable, or (3) Seller is
unable to. produce Account Documentation related to such Receivable.
.

'

: ~~, ·: ·.:

.

.. :.. .

\

.'

..

.

7.2 Seller's Duty/Right to Repurchase.
(a)

.-•·;·.

-·.

During the first one hundred eighty (180) days after the applicable
Transfer Date, Buyer may notify Seller in writing of any good faith
determination by Buyer that a Receivable is a Non-Conforming
Receivable. Any such notification shall include the information and shall
be in the form set forth in Exhibit C hereto. Within sixty (60) days
following Seller's receipt of Buyer's determination that the Receivable is a
Non-Conforming Receivable, in the format specified in the Agreement,
Seller shall in good faith confirm or deny that the Receivable is a NonConform.ing Receivable. Any dispute between the parties as to whether a
ReceivableisaNori~CoriformiligRecei'vableshall·beresolved according
to the procedures set forth in Sec~on 7.2(d). Seller shall purchase such
Receivable for an amount equal to (i) the Purchase Price for such
Receivable, less (ii) any recoveries on such Receivable that Buyer may
have received on or after the applicable Transfer Date, less (iii) any credit
given by Seller to Buyer for payments on the Receivable received by
Seller before the applicable Transfer Date. In the event that the sum of
recoveries and credit given on the Receivable as specified in clauses (ii)
and (iii) in the previous sentence exceeds the Purchase Price of such
Receivable, Seller shall pay Buyer nothing, and Buyer, on the date
· ··specified by Seller for repurchase, shall pay Seller in cash the difference · ··
between (x) the sum of the recoveries received by Buyer on or after the
applicable Transfer Date and credit given by Seller to Buyer for payments
on the Receivable received by Seller before the applicable Transfer Date
and (y) the Purchase Price for such Receivable. In the event tbat Buyer
fails to notify properly Seller of any determination by Buyer that a
Receivable is a Non-Conforming Receivable within one hundred eighty
(!80) days after the applicable Transfer Date (and Seller has not exercised
its rights under subsection (b) below in respect thereof), said NonConforming Receivable shall be solely the responsibility of Buyer and
Seller shall have no obligation to repurchase such Non-Conforming
Receivable.
16
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In the event that Seller at any time determines that (i) a Receivable is a
Non-Conforming Receivable, (ii) there is a pending or threatened suit,
action, arbitration or other legal proceeding or investigation relating to
Seller or a Receivable and resolution of the matter would be facilitated if
Seller owned such Receivable, or (iii) such Receivable should not be
recovered or collected or should not have been sold due to a possible legal
defect or infirmity, Seller may advise Buyer that it wishes to repurchase
the same, in which event Seller shall purchase such Receivable for an
amount equal to the Purchase Price therefor, provided, however, that
Seller shall advise Buyer of any determination under clause (i) within 180
days after the applicable Transfer Date. Nothing contained in clause (iii)
of the immediately preceding sentence shall impose any duty on or
constitute a representation of Seller with respect to the validity,
· enforceability or collectability of any Receivable or validity, perfection or
enforceability of any security interest relating to any Receivable. Seller's
right to repurchase under .this seCtion 7.2 (b) is subject to a Fifty Thousand
dollar ($50,000) cap of the face value of the Receivables for each Transfer
Date.

(c)

Unless Buyer is sued by a third party and entitled to indemnification from
Seller under Article X hereof, repurchase by Seller pursuant to this Article
V[J shall constitute the sole and exclusive remedy of Buyer in respect of
any Non-Conforming Receivable and, except for the remedies in this
Article VI!, Buyer hereby waives any and all rights and remedies to sue
·
·
therre ·ef in res ect of such NonConforming Receivable.

(d)

Any unresolved dispute between the parties in connection with Section
7.2(a) shall be settled through friendly consultations between the parties.
If agreement cannot be reached through consultations between the parties,
the dispute shall be submitted to binding arbitration for resolution. The
arbitration shall take place in New York, New York, and shall be
conducted by the American Arbitration Association in accordance with the
Commercial Arbitration Rules thereof (the "Rules") except as modified
hereby. Asingle neutral arbitrator :with no past or current business
. affiliations witli either Buyer 6r Seiler shall make all necessary
,
determinations, including the arbitration decision. Within ten (10) days
after delivery of a notice of arbitration, the disputing parties shall
commence conferring in good faith regarding the selection of the
arbitrator. The disputing parties shall select the arbitrator within twenty
(20) days after delivery of the notice of arbitration. If the arbitrator shall
not have been so selected by such date then the arbitrator will be selected
by the American Arbitration Association in accordance with the Rules.
The arbitrator's decision must be in writing and shall set forth the reasons
therefor. Such decision shall be a conclusive determination of the matter
and binding on the disputing parties and shall have the effect of an
arbitration award, and shall not (to the extent permitted by applicable law)
17
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be contested by any of the disputing parties. The fees and expenses of the
arbitrator shall initially be borne equally by the parties, and ultimately
shall be allocated between or among the disputing parties by the arbitrator
in accordance with the arbitrator's final decision.

ARTICLE VIII
BUYER'S RIGHT OF TRANSFER
8.1 Rieht ofTransfer. Except as provided in this Article Vlll, Buyer shall not
assign, encumber, transfer or convey its rights under this Agreement or in respect of any
Receivable without the prior written approval of Seller. Buyer may sell or transfer any of
the Receivables (but not assign this Agreement) to a third party if Buyer ensures that every
subsequent purchaser of any Receivable (including any Persons purchasing from Buyer or a .
· subsequent purchaser) is a reputable Person, and agrees in writing to the same · '· "",,·.c·..
representations, warranties, indemnification and insurance obligation and other terms
(including those in respectofNon-Confon'!ling Receivables and further Receivables
transfers) applicable to Buyer that are set forth in this Agreement. Buyer shall ensure thai
any such subsequent purchaser also agrees in writing that Seller shall have a direct right of
action against it in the event such subsequent purchaser fails to comply fully with its
obligations. Buyer shall use no lower standards in selecting subsequent purchasers of
Receivables than it typically uses for its other receivable portfolios and shall ensure that
every subsequent purchaser who further transfers any Receivable shall adhere to Buyer's
standards. Buyer shall promptly inform Seller of the identities of any potential purchasers
to whom Buyer furnishes any of the information with respect to the Receivables, and of any
er .of theReceiv blesJmd. Bll er .~hall 9nly sell Receivables after
making a good faith investigation of and determination that the potentiafpurchaser s
integrity and financial reliability conform to the standards set forth in Exhibit D. Sale of
some or all Receivables shall not relieve Buyer of any of its liabilities or obligations
hereunder and Buyer shall be liable to Seller for any failure of subsequent purchasers to
comply with the terms of its Agreement. In addition, Buyer shall ensure that (a) with
respect to obligations incurred and actions taken by any subsequent purchaser while it owns
any Receivable, such Person shall remain liable for such obligations and actions even if it
has sold the Receivables or assigned its rights and obligations in respect thereof, and (b) any
subsequent purchaser remains liable for any actions of any Person to whom it sells or
assigns the Receivables or any rights in respect thereof. Seller shall have the right (but not
the obligation) to take action directly against subsequent purchasers who violate their
obligations, and each agreement providing for the transfer of Receivables shall provide for
such a direct right of action by Seller. At Seller's option, Seller may determine not to
proceed against a subsequent purchaser and instead proceed against Buyer (who shall be
liable for the violations of subsequent purchaser as if such violations were violations by
Buyer).
8.2 Securitization; Collateral. Notwithstanding the terms and conditions of Section
8.1, Buyer may sell the Receivables to one or more of its directly or indirectly wholly
owned entities or to one or more trusts established by such entities, in either case, for the
sole purpose of issuing securities backed by the Receivables or as collateral for financing of
Receivables, provided that Buyer shall be the servicer with respect to such securitization.
IS
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Buyer may pledge or create a security interest in the Receivables to or for a lender as
collateral for a Joan, provided that (a) such lender is a reputable Person, and agrees in
writing to the same representations, warranties, indemnification and insurance obligation
and other terms (including those in respect ofNon-Confonning Receivables and further
Receivables transfers) applicable to Buyer that are set forth in this Agreement (as though
such lender was a subsequent buyer) in the event that it exercises its remedies as a secured
party; (b) Buyer shall promptly infonn Seller of the identity of any Person to whom Buyer
has pledged or assigned the Receivables, but only in the event that such pledgee or assignee
exercises its remedies as a secured party; and (c)Buyer shall remain the servicer with respect
to the pledged Receivables. No such securitization or pledge of, or creation of a security
interest in, the Receivables shall (l) provide for or permit the further assignment,
encumbrance, transfer or conveyance of Receivables by the trusts or lenders other than in
accordance with Section 8.1 (as though such.trusts or lenders were subsequent purchasers
selling to other purchasers), or (2)otheiwise release Buyer from its liabilities or obligations : · ·
under this Agreement.

ARTICLE IX
UCC FILINGS
9.1 UCC Filings Against Seller. On or after the date hereof, Seller shall sign at
Buyer's reasonable request any UCC financing statement or continuation statement required
to perfect the sale of the Receivables to Buyer from Seller. On and after the date hereof,
Seller promptly shall give Buyer written notice of any changes in its name and location of
its chief executive office.

9.2 DCC F1lmgs Agamst Buver. Cln or afterthe date-ofteassigmuenl; Buyershai~·~-~----~~
sign at Seller's reasonable request any UCC financing statement or continuation statement
required to perfect the reassignment of Receivables to Seller from Buyer. On and after such
reassignment, Buyer promptly shall give Seller written notice of any changes in its name
and location of its chief executive office.

ARTICLE X
INDEMNIFICATION
I 0.1
By Buyer. Buyer shall indemnifY and hold harmless Seller, Seller's
Affiliates and any Person with whom Seller or its Affiliates has. a program or other·: .. · · ·· '
agreement relating to Receivables (including owners of the establishment(s) at which the
credit card generating the Receivables were used), and any of their respective shareholders,
officers, directors, agents or employees, from and against any claim, loss, cost, liability,
damage or expense (including, without limitation, reasonable attorney's fees and costs of
suits) that arise from or relate to (a) any breach by Buyer or any assignee or subsequent
purchaser of the Receivables of the representations, warranties, covenants and other
responsibilities set forth in this Agreement, (b) any other act or omission by Buyer or any
assignee or subsequent purchaser of the Receivables or any of their respective officers,
directors, agents, employees, representatives, assignees or subsequent purchasers with
respect to the Receivables committed or occurring after the applicable Transfer Date, or (c)
the improper use by Buyer or any assignee or subsequent purchaser of the Receivables of
19
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the name, marks or other property or information of Seller, its Affiliates or any other Person
with whom Seller or its Affiliates has a program or other agreement relating to Receivables.
l 0.2
By Seller. Seller shall indemnifY and hold harmless Buyer, Buyer's
Affiliates and any of their respective shareholders, officers, directors, agents or employees,
from and against any claims, loss, cost, liability, damage or expense (including, without
limitation, reasonable attorney's fees and costs of suits) that arise from or relate to (a) any
breach by Seller of its representations, warranties, covenants or other responsibilities set
forth in this Agreement or (b) any other act or omission by Seller or any of its respective
officers, directors, agents, employees, representatives or assignees with respect to the
Receivables committed or occurring prior to the applicable Transfer Date.
10.3
Limitations on Seller's Indemnification Obligations. Buyer acknowledges
. that it-has_- purchase<\.the Receivables '.'AS· IS ,':-without.reliance on any representations- or,•.•.; :_
warranties of Seller except as expressly providecj herein, and that the Purchase Price reflects
such fact. As a result; Buyer agrees that in no event shall Seller be liable for special,
consequential or punitive damages ofBuyer, Buyer's Affiliates or any purchaser or assignee .
of Receivables. Buyer also agrees that no subsequent purchaser or assignee of the
Receivables shall have a direct cause of action against, or right of indemnification from,
Seller and that all purchase agreements with such Persons shall so provide.

J
I

l 0.4
Indemnification Procedure. Whenever any claim of the type which would
occasion indemnification under Article X hereof is asserted or threatened against any party
hereto, that party shall promptly notifY the other party hereto. The notice shall include, if
known, the facts constituting the basis for such claim, including, if known, the amount or an
---~ --- ... ··--estimate ofthe amoiii:itofthe liaoility••arisingtherefrom;lntheevent ofanyclaimfor----indemnification hereunder resulting from or in connection with the claim or legal
proceedings of a claimant not a party to this Agreement, the indemnifYing party shall have
the right, at its option, at its expense and with its own counsel (which counsel shall be
reasonably satisfactory to the party seeking indemnification) to assume the defense of any
such claim or any litigation resulting from such claim or to participate with its own counsel
(which counsel shall be reasonably satisfactory to the indemnified party) in the compromise
or defense thereof. If the indemnifYing party undertakes to assume the defense of any such
claim or litigation or participate in the compromise thereof, it shall promptly notifY the
indemnified party of its intention to do so, and, as a condition to the indemnifYing party's
indemnification obligation, the indemnified partY shall cooperate reasonably with the ·
indemnifYing party and its counsel (but at the sole expense of the indemnifYing party) in the
defense against or compromise of any such claim or litigation. Anything in this Section
I 0.4 to the contrary notwithstanding, the indemnified party shall not compromise or settle
any such claim or litigation without the prior written consent of the indemnifYing party,
which consent will not be unreasonably withheld; provided, however, that if the indemnified
party shall have any potential liability with respect to, or may be adversely affected by, such
claim or litigation, the indemnifYing party shall not settle or compromise such claim or
litigation without the prior written consent of the indemnified party.
10.5
Insurance. From and after th~ date of this Agreement and at all times that
Buyer owns the Receivables, Buyer shall carry and maintain, at Buyer's sole cost and
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expense, standard commercial general liability insurance, to afford protection to the limits
of not less than two million dollars ($2,000,000) in the aggregate, which requirement may
be satisfied if such insurance is maintained by a servicer or by a party to whom Buyer sells
or assigns all of the Receivables. Such insurance shall be effected under a valid enforceable
policy (or policies) issued by an insurer of recognized responsibility which is licensed in the
States of Connecticut, Georgia, Ohio and New Yark. Buyer shall, contemporaneously with
the execution of this Agreement, furnish to Seller an original certificate evidencing such
coverage, which certificate shal state that the issuing insurer will endeavor to provide thirty
(30) days' prior written notice of cancellation to buyer and Seller, and thereafter a certificate
of renewal shall be delivered to Seller prior to the expiration of the original policy or
preceding renewal.
.

;,

...

ARTICLE XI
CONFIDENTIALITY.:.

.

.

11.1
General. All oral and written information about Seller and Buyer, their
respective credit card businesses and customers, including Account Holders, and this
Agreement (including the Purchase Price) (collectively, the "Records"), are valuable and
proprietary assets. Seller and Buyer (and each of their respective employees and agents)
shall treat the Records as strictly confidential and, except as expressly authorized hereunder,
wilJ not disclose such Records to any Person or use such Records other than in accordance
therewith, provided that Buyer may disclose such Records to any subsequent purchaser or
potential purchaser of the Receivables if such purchaser or potential purchaser agrees to the
terms of this confidentiality provision in writing, such Records directly relate to the
Receivables purchased or proposed to be purchased and such Records are reasonably
required by such purchaser or subsequent pmchase1 to collect 01 =ess1h:ee.fR~eoeeeiei'vva1ahE>llee:s..---~-----l-
Each party hereto will use its best efforts to ensure that its employees and agents maintain
such confidentiality. Each party hereto will notify the other party hereto immediately upon
receiving a subpoena or other legal process about the other party's Records and will
cooperate with the other party thereto to comply with or oppose the subpoena or legal
process.
11.2
Limitation. This Article 11 will not apply to information, documents, and
material that are in or enter the public domain other than through a wrongful act or omission
of a party hereto.
ARTICLE XII
MISCELLANEOUS
12.1
Notices. All notices, demands, instructions and other communications
required or permitted to be given to or made upon any party hereto shall be in writing and
shall be personally delivered or sent by registered or certified mail, postage prepaid, return
receipt requested, by recognized carrier of overnight mail or prepaid telegram (with
messenger delivery specified), or by telecopier (receipt confirmed). Notice given by
registered or certified mail, postage prepaid, shall be deemed to be given for purposes of this
Agreement three (3) Business Days after the date sent. Notice given by recognized carrier
of overnight mail shall be deemed to have been given on the second Business Day after
21
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delivery thereof to the carrier. Notice given by personal delivery shall be deemed to be
given when delivered. Notice given by prepaid telegram or telecopier as aforesaid, shall be
deemed to be given when sent, if properly addressed to the party to whom sent. Unless
otherwise specified in a notice in writing sent or delivered in accordance with the foregoing
provisions of this Section 12.1, notices, demands, instructions and other communications
shall be given to or made upon the respective parties hereto at their respective addresses (or
to their respective telecopier number) indicated below:
if to Seller:

....... -.··.-.·

.···

and

if to Buyer:
Portfolio Recovery Associates, LLC
140 Corporate Boulevard
0

0

'

Attn: General Counsel
Telecopier Number: (757) 32!-2518
and
Portfolio Recovery Associates, LLC
130 Corporate Boulevard
Norfolk, VA 23502
Attn: Acquisitions
Telecapier Niunber: (757) 961-3515

Any party hereto may change the person, address or telecopier number to which notice
shall be sent by giving written notice of such change to the other party in the manner provided
herein.

12.2
Assignment. Buyer may nat assign the Receivables, this Agreement
and/or any of its rights or obligations hereunder without Seller's prior written consent,
except Buyer may transfer Receivables pursuant to Article VIII hereof. Seller may freely
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assign this Agreement and/or its rights and/or obligations hereunder without Buyer's
consent.
12.3
Expenses. Except as otherwise expressly provided in this Agreement,
Buyer and Seller will each bear their own out-of-pocket expenses in connection with the
transaction contemplated by this Agreement.
12.4
Entire Agreement. This Agreement contains the entire agreement and
understanding between the parties with regard to the subject matter hereof, and supersedes
all prior agreements and understandings relating to the subject matter of this Agreement.
The parties make no representations or warranties to each other, except as specifically set
forth in or specified by this Agreement. All prior representations and statements made by
any party or its representatives, whether verbally or in writing, are deemed to have been
. merged into this Agreement. ··
· ·· .·, ·.:·, ·
12.5
Amendment. Neither this Agreement nor any i:Jf its provisions may be
changed, w~lived or discharged orally: Any change, waiver or discharge may be effected
only by a writing signed by the party against which enforcement of such change, waiver or
discharge is sought.
12.6
Governing Law; Severability. THIS AGREEMENT SHALL BE
GOVERNED BY, AND CONSTRUED IN ACCORDANCE WITH, THE LAWS OF THE
STATE OF NEW YORK (WITHOUT REGARD TO THE INTERNAL CONFLICT OF
LAWS PROVISION OF SUCH STATE). THE PARTIES AGREE THAT ANY LEGAL
ACTIONS AMONG BUYER AND SELLER REGARDING THIS AGREEMENT OR

.. THE RECEIVABLESSRALLB:E~BR:utlvF!T n11 T

IN THE STATE OF NEW YORK AND EACH OF THE PARTIES THEREBY
CONSENTS TO THE JURISDICTION OF SUCH COURTS (AND OF THE
APPROPRIATE APPELLATE COURTS) IN ANY SUCH ACTION AND WAIVES ANY
OBJECTION TO VENUE LAID THEREIN. Process in any such action may be served
upon any party in the manner provided for giving of notices to it herein. If any one or more
of the provisions of this Agreement, for any reason, is held to be invalid, illegal or
unenforceable, the invalidity, illegality or unenforceability will not affect any other
provision of this Agreement, and this Agreement will be construed without this invalid,
illegal or unenforceable provision.
12.7
Waivers, Etc. No waiver of any single breach or default of this
Agreement shall be deemed a waiver of any other breach or default of this Agreement. All
rights and remedies, either under this Agreement or by law or otherwise afforded to a party,
will be cumulative and not alternative.
12.8
Remedies. If either party hereto does not pay the full amount due and
owing to the other party under this Agreement or if a party otherwise is in default under this
Agreement, such party shall pay to the other party, notwithstanding any other rights and
remedies available to Seller by law or under this Agreement, for such party's damages
resulting from the other party's failure to comply with the terms of this Agreement, all of
said party's reasonable expenses, including attorneys' fees to enforce this Agreement.
23
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12.9
Survival. Except as otherwise expressly provided herein, all the
representations, warranties, terms and covenants of the parties hereto, including but not
limited to indemnifications, shall survive the sale of the Receivables from Seller to Buyer.
12.10
Headings. Paragraph headings are for reference only, and will not affect
the interpretation or meaning of any provision of this Agreement.
12.11
Counterparts. This Agreement may be signed in one or more counterparts,
all of which taken together will be deemed one original. A copy of an executed signature
page to this Agreement delivered by either party hereto via telecopy shall be deemed
effective on the date of such delivery.
12.12
Offsets. Any payment required to by made by any party to the other party
may be offset by any payment required to be made by the second party to the first party•.
12.13
Retained Claims. Buyer and Seller agree that the sale of the Receivables
· pursuant to this Agreement shall exclude the transfer to Buyer of any and all claims and/or
causes of action Seller has or may have against: (a) officers, directors, employees, insiders,
accountants, attorneys, other Persons employed by Seller, underwriters or any other similar
Person or Persons who have caused a loss to Seller in connection with the initiation,
origination or administration of any of the Receivables, (b) any third parties involved in any
alleged fraud or other misconduct relating to the making or servicing of any of the
Receivables, or (c) any other party from whom Seller has contracted services in respect of
the Receivables.
-- ------- --

J
I

12:r4 - --bafeolTermliiilfion:··Tnis-Agreemen.rshallterrninate upontheearlierof----·--·-····- --- --· . ____ _
the following events: (i) the conclusion of the Transfer Period; or (ii) at the election of the
non-defaulting party within thirty days of the occurrence of an Event of Default.
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IN WITNESS WHEREOF, the parties have executed this Agreement by their duty
authorized officers as of the date first shown above.
GE Capital Retail Bank
By:
Title:----------General Electric Capital Corporation
By:
. ·.-

..

·.-'

. .;

;

Title; --'-'~--""-,-~~----'-

.

:.. -; .

GEMB Lending, Inc.
By:
Title:._ _ _ _ _ _ _ _ _ _ _ _ __
Monogram Credit Services, L.L.C.
By:

RFS Holding, L.L.C
By:
Title:_ _ _ _ _ _ _ _ _ _ _ __

J

GEM Holding, L.L.C

I

L

By:
Title:._ _ _ _ _ _ _ _ _ _ _ __
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IN WITNESS WHEREOF, the parties have executed this Agreement by their duly
authorized officers as of the date first shown above.
aE capi1Jl1Bank

~"-

By:

Title: Vice President Finance
Retailer Credit Services, Inc.
By:
:':

..

~/U&

=

Title: President
GEMB Lending, Inc ..
By:.
Title: - - - - - - - - - - - Monogram Credit Services, L.L.C.
By:

RFS Holding, L.L.C
By:
Title:_ _ _ _ _ _ _ _ _ _ _ _ __

GEM Holding, L.L.C
By:
Title:_ _ _ _ _ _ _ _ _ _ _ _ __

Portfolio Recovery Associates, LLC
By:

Title;:_--------------

25

Page 734

---------------

--

--·

---

·---- - - - - - - - - · - - - - · -- · - - - - - - - - - - - -

•

•

IN WITNESS WHEREOF, the parties have executed this Agreement by their duly
authorized officers as of the date first shown above.
GE Capital Retail Bank
By:
Title:----------General Electric Capital COI]Oration
By:

{[~ :J. ~~

.. Title:

V(r:2:-- ff/,fb{ d}3NT

GEMB Lending, Inc.
By:
Title:._ _ _ _ _ _ _ _ _ _ _ _ __
Monogram Credit Services, L.L.C.
By:
1

e:

RFS Holding, L.L.C
By:
Title:._ _ _ _ _ _ _ _ _ _ _ _ __
I

-i

GEM Holding, L.L.C
By:
Title: _ _ _ _ _ _ _ _ _ _ _ _ __

Portfolio Recovery Associates, LLC
By:
Title:._ _ _ _ _ _ _ _ _ _ _.;___ _
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IN WITNESS WHEREOF, the pv.rties have executed this Agreement by their duly
authorized officers as of the date first shown above.
GE Capitnl Retail Brutk

By:
Title:----------Genernl Electric Cnpitnl Corporation

By:
" "Title: - - - - - - - - - - ' - ' -

"'

"GEMB Lending, Inc.
By:

$---.....J jpj::;.

Title:

\h?-

Monogram Credit Services, L.L.C.

By:
--~L----~----""----~--" ____ "_"_" _ _ _ _ "~-----"-"~""""-~--"-"-"--"--~--~--Tit1e:.-_ _ _ _ _ _ _ _ _ _ _~

RFS Holding, L.L.C

By:
Title: _ _ _ _ _ _ _ _ _ _ _ __

GEM Holding, L.L.C
By:
Title: _ _ _ _ _ _ _ _ _ _ _ _ __
Portfolio Recovery Associates, LLC

By:
Title: _ _ _ _ _ _ _ _ _ _ _ _ __
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IN WITNESS WHEREOF, the parties have executed this Agreement by their duly
authorized officers as of the date fust shown above.
GE Capital Retail :Bank

By;
Tjtle: - - - - - - - - - - General Electric Capital Corporation

By:
Title: ·.c.:..:_.:__ _ _ _ _ _ __
GEMB Lending, Inc,

By:
Title::_ _ _ _ _ _ _ _ _ _ __

Monogram Credit Services, L.L.C.
By:

Title:

~(("2
fr-0, -f..h'l f-

RFS Holding, L.L.C

By:
Title:•-------------

GEM Holding, LL.C
By:
Title:. _ _ _ _ _ _ _ _ _ _ _ __

Portfolio Recovery Associates, LLC

By:.

Title::_------------
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IN WITNESS WHEREOF, the parties have executed this Agreement by their duly
authorized officers as of the date first shown above.
GE Capital Retail Bank
By:
Title: - - - - - - - - - - General Electric Capital Corporation
By:

Title: _ _.:..____;_;_.:..__

_:__.....;._;_~

GEMB Lending, Inc.
By:

Title:_ _ _ _ _ _ _ _ _ _ _ __
Monogram Credit Services, L.L.C.
By:

RFS ~ol~ing, L.L.C

By:~~
\} ~~~;;::o:61~ LA-Tl
Title:.-"-"'L-----------

Portfolio Recovery Associates, LLC
By:
Title:._ _ _ _ __ _ ; ' - - - - - - - - -
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EXHIBIT A
BILL of SALE
For value received and in further consideration of the mutual covenants and conditions
set forth in the Forward Flow Receivables Purchase Agreement (the "Agreemenf'), dated as of
the 12'h day of December, 2011 by and between General Electric Capital Corporation, GE
Money Bank, GEMB Lending, Inc., Monogram Credit Services, L.L.C., RFS Holding, L.L.C.,
and GEM Holding, L.L.C. (collectively "Seller") and Portfolio Recovery Associates, LLC
{"Buyer"), Seller hereby transfers, sells, conveys, grants, and delivers to Buyer, its successors
and assigns, without recourse except as set forth in the Agreement, to the extent of its ownership,
the Receivables as set forth in the Notification Files (as defined in the Agreement), delivered by
SeJier to Buyer on each Transfer Date, and as further described in the Agreement.

GE Capital Retail Bank
By:
Title: - - - - - - - - - - - General Electric Capital Corporation

Title: _ _ _ _ _ _ _ _ _ __
GEMB Lending, Inc.
By:
Title:._ _ _ _ _ _ _ _ _ _ _ _ __
Monogram Credit Services, L.L.C.
By:
Title:_ _ _ _ _ _ _ _ _ _ _ _ __
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RFS Holding, L.L.C

By:
Title:_ _ _ _ _ _ _ _ _ _ __
GEM Holding, L.L.C

By:
Title:._ _ _ _ _ _ _ _ _ _ __

''
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EXHIBIT Al

Purchase Price Reconciliation/Funding Instructions
Date

TO:
Pusuant to the RECEIVABLES PURCHASE AGREEMENT{s), dated this day of2010 by
and between General Electric Capital Corporation, a New York corporation, Montgomery
Ward Credit Corporation, a Delaware corporation and Monogram Credit Card Bank of
Georgia, a Georgia state-chartered bank (collectively "Seller''), on the one hand,
andPortfolio Recovery Associates, LLC (collectively "Buyer") the following funding ..,, . ,. · .·
instructions are submitted for payment.
Portfolio

Private
Label

GE Batch#:
Forwarding#
Total Number of Accounts
Outstanding Balances on
Transfer Date:
Cut-Off Date
Purchase Price Factor
Purchase Price
0% Holdout
Amount of Wire transfer
Date ofTransfer:
Bank:
ABA No.
Account No:
Account Holder:
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EXHIBITB
Media Availability

Private Label/ Core Accounts
Applications kr::pt for 2ycnrs from date opened.
Sale slips kept from 6months: to 2 years from purchE!Sed dnte.
Stntr::menlS available from 01195 forward.

Montgomery Wards/ Lechmere
Applic11tions possibly nvnilnble from 1995 forwnn:l.
No applicntions filmed/nvnilnble during or between 06/95-12/95.
Snle slips kcpl from 6momhs to 2 years from purchased date.
Statements available from 01/95 forward.

Note: No media nvnllable from closed stores.
Return Media to:

First Nanu:

Lnstnnme

Acct#

..

. · ..

Balance
.

Forwarding II

..

..

Portfolio:

Private Label

0

0

Application (signed)

0

Sales Slip

J

I

0

'Q

•

Statement

0
0
0

DnteRWlgc

10

Last Payment

Sllll.emcnt indicating balance placed

0

Transcript

0

Other (i.e. payment history-specific date)

I

i
I
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0

Exxon

;~

-r

0

. First Request

Montgomery Ward

.I.

..

Date requested:
.

Batch#

Second Request

0

Commercial

0

0

"

..

,..------··-· --

------~-~~-

..

.

~-

-··· · - - - - - - - - 1

Exhibit c
NON-CONFORMING R!ECEIVABLE BUYBACK LAYOUT
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Exhibit C (cant)

-~~~- Ltgtnd

PllnfOliDCod""'~~

CM "'Commercial Line
disch!lfU:td
EX., Oil nnd Gns
Chap. 1J
XC • External (none of the ah11vc)
found
MB., MOTIOgr.tm Bnnk

Ficld Ddinltions

RequcstReusun Code.!(0419)

lhi}'batk~--~Mast:rfiJe~-0415~-Bankruptcy~~~~~-

AcctU

AACCTII

0417

Decerued

Ln.stName

ALNM1

0415 Judgement

FirstNamn

AFMNAM

0426

MW .. Montgom~ Wnrrl

0427
0428

o~

to Chap. 11
PL .. Private Label (RFSNA)
(See fo!!mving Jl3!lt-for notc.s)

0431
0432

Omp, !3 no rt(:ord found

04l3-GmpJJ.dismWed _ _ __
0434 Bnnkruptcy

0435

Cbnp. 7 convtrted to

Froud

(}.136

Cb!!p. 7 no record

SetUtd/Paid

04)7
043!1

Chap. 7 di;mis.scd
Chap. 13 tonvcncd

0439

Lnte RefCJiill

..

Chnp,\3 convened to Chnp. 7

Nates:
.
1, Flit Transfer. FOrmnti Flxe"d FormaiTeit File; 3112 11 Diskette, CD ROM, or Elecrronlc

2. E11ch sales batch should be retained and included with each buyback request
3, All numeric fields should be 0 filled, rightjustificd_with no editing {i.e. n~ commns, decimal p~ints, or currency symbols)
4. Current Balnnce is baJanc.e nt timC of sale Jess any payments received by bUyer
5. Value within{) =tatal bytes
6. Trans code 0424 -Only direcl payments to buyer (not direct payments to GE Capital)
7. AU 8 byte fields use Century Year Month Day with no editing (i.e. 4/16/98 should be 19980416)
8. Trans code 0425- Cnse # nndlor Judgment Date ecccptnble
9. Trllfl5 Code 0427- Pmt/Scttlcd andlor Pmt nmount acceptable
I0. Buyer is responsible for all dam11ges cDused by transfer if computer virus
I I. Hardcopy (pnpcr) fonnat is NOT acceptable
12. Em:h buyback file should include a 0001 header record
13. A unique sequence number should be sent with ench buyback
14. If buyer has received any dlrcd paymen l!! nn accounts being returned, n 0424 n pnyment trnnsnction del ail record for ench payment
should be
included lmmedintely following the applicable returned account record.
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EXHIBITD

I.
Buyer and all subsequent buyers shall run a Dun & Bradstreet check on all
prospective purchasers ("Prospective Purchasers") from Buyer or subsequent buyers of all or part of
the Receivables to ensure that no material negative information is reported with respect to such
Prospective Purchasers.
2.
Buyer and all subsequent buyers shall ensure that Prospective Purchasers that
are not attorneys are members in good standing in the American Collectors Association.
3.
Buyer and all subsequent buyers shall ensure that Prospective Purchasers that
are attorneys are members in good standing in their respective state bar associations.
_
4.
Buyer and all subsequent buyers shall check all references with respect to
integrity, reliability and lawfulness of business practices of Prospective Purchasers wiih whom they
have not already developed a trusting relationship in the sale of receivables to ensure that no. negative
information is given with respect to such Prospective Purchasers,
5.
Buyer and all subsequent buyers shall check with the Better Business Bureau to
ensure that there is no substantial number of complaints or any material complaints regarding the
Prospective Purchaser.
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Exhibit E
AFFJDAVIT OF SALE
OF ACCOUNT
BY ORIGINAL CREDITOR

State of _ _ _ _ _, County of _ _ _ __
-----'--~being

duly sworn, deposes and says:

I am over 18 and not a party of this action. I am
(title) of GE Capital Retail
Bank. In that position I have access to creditor's books and records, and .am aware of the process of the
sale.and assignment of electronically stored business records.
On or about
(date)
(creditor) sold a pool of charge-off
accounts (the Accounts) by a Purchase and Sale Agreement and a Bill of Sale to
-.----:-----::--(debt buyer). As part of the sale ofthe Accounts, electronic records and
other records were transferred on individual Accounts to the debt buyer. These records were kept in the
ordinary course of business of
(creditor).
The Creditor has a process to detect and correct errors on these accounts. The above statements are true
to the best of my kriawledge.
Signed this _ _ _ day of _ _ _ _ _, ___.

(Name of Affiant)
Signed and sworn to before me this _ _ _ day of _ _ _ _ _ _ _ _ by

(Notary Stamp)

34
Page 747

I

•

•
Exhibit F

AFFIDAVIT OF SALE

STATE OF:

Minnesota
:55

COUNTY OF:

Ramsey

BEFORE ME, on the day and date set forth below, the undersigned Notary, being qualified and commissioned in
and for the county and state aforesaid, personally cam and appeared «REPS_NAME», who being duly sworn, did
· depose·and s~y:
Affiant Is a [insert actual title! at GE Capital. Retail Bank, Issuer of the rel.evant consumer transaction/credit card(s).
I have reviewed the. informatiOn below regarding· the debt <<ACCT>> {the "Account") made by <<NAME». (the

"Debtor" I made payable to GE Capital Retail Bank and subsequently sold to «BUYER».
The amount owed on «Date» the date that the account was sold to «BUYER» is the sum of $«AMT» and Is
reflected in the system of GE Capital Retail Bank.
The following statement pertains If the debtor referenced above is a state of California resident: I certify under
penalty of perjury under the laws of the state of California that the foregoing is true and correct.
Executed this _ _ _ _ _ _,day of _ _ _ _~ 2011

«REPS _NAME»
<Title>
Sworn to and Subscribed before me this _ _ _ _ day of _ _ _ _ _ _ _ _~ 2011

Notary Public
My commission expires: _ _ _ _ _ __
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LOAN SALE AGREEMENT

DATED AND EFFECTIVE AS OF ~temb~ ;c- 30~.1:1-~-~209_~ --- -

l

Deleted: APRI L lST

BY AND AMONG
SELLER :

MBNA AMERICA BANK, N. A.,

BUYER:

HILCO RECEIVABLES I I, LLC .

DC'l-!8674 .?

i

MT-0114
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LOAN SALE AGREEMENT

THIS LOAN SALE AGREEMENT (this "Agreement ") is dated and
effective a s of the day and year as set forth on the c over page
of thi s Agreement by and among MBNA AMERICA BANK, N. A. (the
"Seller ") and HILCO RECEIVABLES, II, LLC (the "Buyer").
RECITALS:

Recital 1. Seller desires (1) . to seli certain loa n s,
r epresenting credit c ard and credit line r eceivables, as
identified on the Ini tial Loan Schedule (as def ined herein) a
copy of which i s at tached he reto as Schedule 1 . (the "Existing
Loans ") and (i il to s e l l 'from time to time during the term of
t his Agreement certain ~dditional Loans (as def ined herein) which
a re described i n Section 2.3 here of and are charged off b y the
Sel ler ("Addit i onal Loans " ) ;
. Recital 2. The Se ll er ha s reached an agreement to sel l t he
Exist ing Loans t o the Buyer and has reached an agreement to sell ,
t he Additional Loans t o t he Buyer f o r the consideration and under
t he express terms, provi s i ons, conditions and limitations as set
forth herein;
Recital 3. Se ller is wil ling, subject to the · express terms,
p rovi sions, conditions, limitat ions, waivers and disclaimers as
s et forth herei n, to s el l, trans fer , assign and convey to Buyer
a ll of Seller ' s right, t itle and interest in, to and under the
Exi sting Loans and the Additiona l Loans (collectively, t h e
''Loans" l ; and
NOW, THEREFORE, i n consideration of the mutual promise s
here in set fort h and o ther valuable considerat ion, the receipt
and sufficiency of which is hereby a cknowledged, Seller and Buyer
agree as f ol l ows:

ARTICLE I
DEFINI TIONS AND I NTERPRETATION
For pur poses of t his Agreement ·, the part ies hereto agree to
the fol l owing t e rms, which shall have t he meaning s ind icated:
Secti on · l .l. "Addit i onal Loans" means Loan s, in addi tion to
the Existing Lo ans, which are desc ribed in Sect ion 2. 3. o f this
Agreement and are to be purchased f r om the Se l l er by the Buyer
under the t erms of thi s Agreement f+om time to time on the
Addi tiona l Loan s Trans fer Dates .
PCl · U674. 7
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Section 1.2. "Additional Loans Cut-Off Date" means with
respect to the Additional Loans, no lat er than the lOth calendar
day of each calendar month, provided, however, that the firs·t
Addition~ l Loans Cut - Of f Date s hall be no l a t er than November
l Oth 2004 ; each· such Addi t iona l Loans Cut-Off Date shall
constitute the cut-of f date with respect to Loans to be sold on
the immediately following Additional Loans Transfer Date.
Section 1. 3. "Additional Loans. Transfer Date" me ans, in
each calendar month, the third Business Day following the Receipt
Date occurring in such month; provided,· however, that the. first
Additional Loans Transfer Date s hal l be November 15th, 2004 and
provided further, that no Addi t iona l Loans Transfer Dates sha ll
occur after the Termination Date .
Sect ion 1.4.

"Af fi liate" means any affiliate of Buyer.

Section 1.5.· "Agreement" means thi s Loan Sale Agreement,
including the cover- page and all Addenda, Exhibit s and Schedules
hereto .
Section 1.6. "B.ill of Sale and Ass i gnment" ·means t he
document ·to be delive red in accordance with Secti on 3 .1 to Buyer
on or bef.ore each Transfer Date with r e s pect to the Loans
purchased under this Agreement, substantially in the f orm
attached hereto as Exhibit c, together with the Loan Schedule
describing the Loans being sold on s uch Transfer Date.
Section 1 .7. "Business Day" means a day that is not a
Saturday, Sunday or l egal holida y recognized by the fe deral
government. .
Sectio n l.B. "Buyer " means, HILCO. RECEIVABLES II , LLC at
the time of original execution of this Agreement and, . from time
to time, upon assignment of the rights and obligations her-eunder
to an Affili ate as p rovided in Section 11 .2. of this Agreement,
Buyer shall mean s u ch Affi liate ~
Sect ion 1.9. "Claim " means any c :laim, demand, cause of
action, j~dgment, loss , damage, penalty, fines, for feit ures,
fees, liabi lity, cost and expense (including attorneys' fees,
whether suit is instituted or not); whether known or unknown,
liquidated or contingent . .
Sect i on 1 .10.. "Current Balance" means the app.roximate
unpaid balance in United St a~es Dol1ars for each L9an sold
hereunder. The current Bal ance for the Existing Loans i s as set
forth in the Initial Loa n Schedules and the Current Balance for
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each Additional Loan shall be the approximate unpaid ba lance in
United States Dollars for such Additional Loan as set f orth in a
Loan Schedule delivered by the Seller to the Buyer at t .he time of
the sale o f the Addit ional Loan. The Buyer ackriowledges that the
f i gure provided as the Current Bal ance for any Loan may include
. interest (accrued or unaccrued ) , cost s, f ees a nd expenses and it
is pos sible t hat the figure provided as the Current Balance f or
any Loan ma y not reflect credits for payments made by or on
behalf o f a ny Obligor prior to the applicable Cut-O ff Date for
the immediately preceding payment period. This figure ·may also
reflect payments made by o r on behal f of any Obiigor which have
been deposited and creqited to the current Balance of s uch Loan ,
but tha t may subse quentl y be returned to Sel ler due to
insufficient funds to cover such paymen_ts·.
·
Section 1. 11. "Cut - Of f Date" means , with respect to the
Existing Loans , the Ini tial Cut-Off Date and, with respect the
Additional Loans sold on. any Additional Loans Transfer Date, the
immediately preceding Additional Loans Cut-Off Dat e.
Section 1 . 1 2. "Evi dence of Indebt edness" means with respect
to each Loan : (a } each loan agreement, l ine o f credit agreement,
or other evidence of indebtedness for s uch Loan, judgment,
deficiency or charge-off ·with respect. to any Obligor; (b) any
judgment against any Obligor; (c) any settlement agreements or
other evidence of comp·romise by the creditor relating to the
amounts due under any Loan with respect to any Obl igor or (d) any
other evidence, including , without limitation, any Loan payment
h i story data o r computer pri ntouts, cre ditor notations or any
other Loan summary information upon whi ch a creditor could
reasonab l y rely in asserting · tha t the same represen ts a bal anc.e
due and owing on a right of collect {on with respect to any
Obligor. THE EXISTENCE OF AN EVIDENCE OF INDEBTEDNESS SHALL
EVIDENCE AN UNPAID AND OUTSTANDING CLAIM AGAINST AN OBLIGOR BUT
SHALL NOT BE DEEMED TO I MPLY THAT THE DEBT EVIDENCED THEREBY IS
ENFORCEABLE. THE EVIDENCE OF INDEBTEDNESS MAY BE SUBJECT TO
BANKRUPTCY OR OTHER ENFORCEMENT OR COLLECTION RESTRI CT~0NS.
The Evi dence of I ndebtedness may i n c l ude,· without limi tation,
original documents or copie s thereof, whether by photocopy ,
microfi che, microfilm or ·o ther reproduction process. Such
Evidence of Indebtedness shall be provided t9 the Buyer on a
case-by-case basis wher• proof of Obli gor's obligation to pay is
required, pursuant to the requirements and restrictions set forth
in Exhibit B to this Agreement. Buyer expressly acknowledges
that the sol e Evidence of I ndebtedness -to be del ivered to Buyer
on any Transfer Date under ·the terms and p rovis ions of this
Agreement for any Loans shall b e the information set fo rth on t he
Loan Schedul e provided to the Buyer on computer tape o r di skette,
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with any a mendments or changes as shall be forwarded to the Buyer
pursuant to the terms and provisions of this Agreement.
section 1.13.
"Exi sting Loans" means the Loans set forth in
the I nitial Loan Schedule, being the Loans sold on the Existing
Loans Transfer Date.
Section 1. 14.
MExisting Loans Pur chase Price" means an
amount equal to 6.3 6% of the Current Balance of the Exi sting
Loans , which Purchase Price is to be paid on the Transfer Date.
Section 1.15.
"Exi sting Loans Transfer Date " means no l ater
than October 15th, 2004.
Sect ion 1. 16.
"Financial I nstrument s Trust Account" means
the account designated by Sel ler from time to time into which
Buyer shall deposi t the Purchase Price.
Sect i on 1.17.
"Information" means the confidential
information and o ther information about the Loans supplied by · the
Seller, from time to time, to the Buyer and any work product s or
other material s produced from or incorporating such informati on.
Section 1.18 .
"Initial Cut-Off Date" means .no later than
- October lOth, 2004.
Section 1.1 9.
"Initial Loan Sc hedule " means the Loan
Schedule describing the Exi sting Loans to be trans ferre d on
October lOth, 20 04 which shall be d e livered to t he Buyer on or
prior to the Existing Loans Transfer Date a copy of whi ch Initial
Loan Schedule shall be attached hereto as the initi al schedule
contained in Schedule 1 hereto.
Section 1. 19 a. "Lien" means any mortgage, .l ien , pl edge ,
charge, security interest or encumbrance.
Section 1.20.
"Loan Schedule" means the Loan schedule
del ivered on computer tape or diskette for any sale of the Loans
purchased by Buyer pursuant to the terms and provisions of this
Agree ment or rep urchased by Seller pursuant to the provisions of
Arti cle 8, and with respect to the sale of Loans to the Buyer,
setting fort h a t least the fo llowing informat ion concerning each
Loan: the loan numbers, if any, for Seller (but not necessarily
the loan numbers maintained or assigned by Sel l er), the name,
address (including state and zip code) , Social Securi ty number
and avai lable telephone numbe rs of Obl igor, name o f any co-maker
(i f available ), the date of charge -off , the last payment date,
the interest rate immedi ately preceding charge off (if available)

4

/

. '' ..

~

MT-0118
Page 753

and the Current Balance o f each of t he Loans a s approximated by
Se ller. A copy o f the Loan Schedul e s f or t he Existing Loans and
a copy of the Loan Schedule for each sale of Additional Loans
sha ll be a t"tached hereto as Schedule 1 .
Section 1. 21 . "Loans" means (a) the obligations sold f rom
time to time pursuant to this Ag·r eement as identifie d .in each
Loan Schedule d el ivered by the Sel ler to the Buyer and which
obligat ions represent unsecured credit card and credi t line
receivables which have been charged off by t he Seller i (b ) a ll
rights, powers , Liens or security interests of the Sel~er
r e lating to the obligations identified in subsect ion (al of this
definit ion; (c) any j udgments founded upon an Evidence of
I ndebtedness, to the extent a ttributable thereto, and any lien
arising therefore; and (d) the pro:Pri.etary interest of Seller in
an y Evidence of Indebtedness, forming the subject matter of a ny
lit igat ion ( i n cluding , wi thout l imit at ion, any fore closure ,
j udgment, de fi c iency or charge-of f ) or bankruptcy to wh .i ch Seller
i s a party or cla imant. Nothing in this defi nition shal l b e
deemed to imp.ly t ·hat the Loans are enforceable; the Loans may
constitute unenforceable Loans. "Loan" refers to an individual
Loan and "Loans " refer s, c oll ectively, to a ll of t he Loan s
purchased by Buyer pursuant to this Agreement including the
Exist i ng Loans and Additional Loans.
Section 1. :22 . "Obli g or " means with respect t o e ach Loan ,
the obligor (s} on an Evidence of Indebtedness , includ ing , without
limitation , any and all makers, and the guarantors , sure.ties or
other persons o r ent it ies liable on the Loan . .
Section 1 . 23 ~ "Pur cha.s e P:t:ice" means, with respect to the
Existing Loans sold on the I n i tial Loans Transfer Da t e, the
Existing Loans Purchase Price and, with respect to the Addi t ional
Loans s old on any Additional Loans Transfer Date, the purchase
price 'for such Addition a l Loans determined a s set f orth in
Section 2. 4 of this Agreement:.
Section 1 . 24. "Receipt Date " means a date, not l ater than
the 12th calen dar day o f each c alendar month, commencing i n
October 2004 , being the date on which the Buyer receives from the
Sel l e r a c omput er tape or electronic fi le con taining the l ist of
Additional Loans t o be sold on t h e Addi t ion al LoansTransfer Date
in such month.
Secti on 1. 25 . "Ret ained Cl aims" means with ·res pect t o each
Loan , t he c laims or c auses o f action retained by Seller pursuant
t o Article XVI.
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Section 1.26. "Retention Price" means that amount
.calculated in accordance wi th the provisions of Section 5.2.
Section 1-27. "Termination Date" means March 31st, 2006
provided, however, that if this Agreement i s terminated pUrsuant
to Article XII of t his Agreement, the Termination Date shall be
such earlier date as is determined by the Seller or the Buyer in
accordance with the terms o f Article XII.
·
Section 1'. 28. "Termination Event " means a Termination Event
designated as such by the Seller or the Buyer in accordance with
the terms of Article XII .
Section 1 .29. "Transaction Documents" means t his Agreement,
the Confidentiality Agreement attached heret o as Exhi bit F, and,
with respect to the parties thereto, each Assignment ar,1d
Acceptance Agreement entered into pursuant to Sect ion 11 .2
hereof, and, with respect to each of such documents, al l addenda,
exhibits and schedules thereto.
Secti on 1.3 0. "Transfer Date" means each date on which
are to be transferred from the ~eller to the Buyer and on
which the Purchase Price is due; Transfer Date includes each
Existing Loans Transfer Date and each Addit ional Loans Transfer
Date.
~c ans

Section 1. 31. "Transfer Documents" means the Bi ll of Sale
and Assignment in substantially the form of Exhibit C hereto
(accompanied by a Loan Schedule ) , which Bill of Sale and
Assignment the Buyer and Seller hereby deem appropriate for. the
transfer of Se ller's r ight, tit le and intere st in and to the
Loans purchased by Buyer pursuant to this Agreement.
Section 1.32. "Wire Transfer Instructions" means the
instructions for wire transferring the Purchase Price to Seller
as set forth on Exhibit D attached hereto or as set forth in any
other wri t ten notice from the Seller to the Buyer.
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Sect ion 1 : 33. Int erpretation of Use of . the Term "Bti.yer".
Wherever in t hi s Agreement .the term "Buyer " is u sed, such term
shall refer to t he ent ity which is then the Buyer hereunder,
p rovided, however, that wi th respect to obligations incurred and
act ions taken by an ent .ity while it was the Buyer and wi th
respect to the servicing and other ongoing matters related to
Loans purchased by an entity while it was a Buyer hereunder, the
term "Buyer" shall inc l ude such p r i or Buyers and assignment of
the rights and obligations hereunder from one Buyer to the next
shall not relieve any entity from the obligat ions it incurred
while it was the Buyer hereunder or from the ongoing obligations
with respect to Loans purchased while such entity was the Buyer
hereunder.
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ARTICLE II
PURCHASE AND SALE OF THE LOANS
Section 2.1. Agreement .t o Sell artd Purchase Loans. Sell er
agrees to sell, and Buyer agrees to purchase on the Exi sting
Loans Transfer Date the Existing Loans described on the Ini tial
Loan Schedule, at the Exi sting Loans Purchase· Price and sub ject
to the terms, provisions, conditions; 1imitations; waivers and
disc laimers s et forth in this Agreement. Se ller agrees to sell·,
and Buyer agrees to purchase , on each Additional Loans Trans fer
Date, the Additional Loans (whether now existing or hereafter
·g enerated) described in the Loan Schedule provided by the Seller
with respect to such sale, at the price and subject to the terms ,
· provisions, · conditions, limitations, waivers and. disclaimers ·s et
fort h in thi s Agreement. The Seller's right, title and interest
·to the Loans· purchased by the Buyer shall be trans ferred and
assigned by deliv.e ry of the Transfer Documents to the Buyer.
' BUYER EXPRESSLY ACKNOWLEDGES AND AGREES THAT THE ORIGINAL ACCOUNT
NUMBER WHICH IDENTIFI ED ANY LOAN (PRIOR TO I TS CHARGE OFF BY. THE
SELLER AND THE ASS I GNMENT OF A NEW ACCOUNT NUMBER} AND THE
ACCOUNT RELATING TO THE ORI GINAL ACCOUNT NUMBER, ARE NOT BEING
PURCHASED UNDER THIS AGREEMENT AND THAT BUYER WILL NOT ASSERT ANY
OWNERSHIP OR OTHER INTEREST OVER THE ORI GINAL ACCOUNT NUMBER OR
THE ACCOUNT RELATING THERETO. SELLER AGREES TO PROVIDE THE
ORIGINAL ACCOUNT NUMBER TO BUYER SOLELY FOR THE PURPOS E OF
ALLOWING BUYER TO USE THE .ORIGINAL ACCOUNT NUMBER IN ITS
COLLECTION ACTIVITIES RELATED TO THE LOANS.
Section 2. 2. Exi st ing Loans. The Purchas e Pri ce due on . the
Existing Loans Transfer Date shall be paid by the Buyer to the
Seller prior to the close of business on the Existing Loans
·Transfer Date. Each such payment must be made i n immediat.e l y
available funds in Uni ted States dollars by wire transfer to the
Financial Instrume nts Trust Account in accordance with the Wire
Transfer Instructions.
Section . 2.3. Sale and Amount of Addit ional Loans. On each
Additional Loans Tr ansfer Date the Buyer wil l purchase those
Addi tional Loans designated on the Loan Schedule and in the
Transfer Document s for such Transfer · Date. Additional Loans will
be those loans whfch the Seller has "charged off" within a period
o f 45 days immediat ely preceding the Transfer Date ·of such Loans.
The part ies agree that the aggregate Current Ba l ance of Loans to
be sold on any addit ional Loans Transfer Date shall be not less
than $40 , .QO OiOOO and. IlOt more than $7 0i000 ,000 as determined by
Seller.. The parties agree that the Seller may elect to retain
l oans which may qual ify as Addit i onal LOans and may retain l oans
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which are wi thin one of the ·categories described in Section 5.3
o f thi s Agreement. The parties hereto a gree that the Sel l er may
sel l loans which qualify as Additional Loans to other thi rd .party
purchasers, provided, however, that Seller will abide by the
selection procedure r estrictions provided be low .
The Seller agrees that in deter mining whi ch charged off l oans to
sell as Addi t ional Loans and which to re tain , the Seller will not
use selection procedures aft er charge of f which would mat erially
alter the character or nature of the pools of l oans sold to the
Buyer. The parties acknowledge that Seller's current p olicies
and p r ocedures shall not be deeme~ · t o constitute adverse
selection procedures. In det ermin i ng which loans it will charge
off in any period, the Seller wi ll ·charge of f delinquent loans in
the month they bill 180 days past due, wi th limi ted exceptions
for accounts held back from charge o ff pursuant to Seller 's
current procedures . In se lecting loans for sal e s to different
purchasers, i ncluding Buyer, Seller will use random select ion
procedures to draw specifi c pools from t he avail able loans. Not
l ess t han four Business Days prior to each Addit ional Loans
Transfer Dat e , the Sel ler .wil l notify the Buyer of the aggregate
amount of t he Current Balances of all Loans to be sold on such
Addit i onal Loans Transfer Date and the Purchase Price of such
Additional Loans t .o be . sold on such Transfer Date and will
provide Buyer with any change in Wi re Trans fer Inst ructions for
· such Additional Loans Transfer Dat e .
Sec tion 2.4 .. Payment of Purchase Price fo r Addi tional
Loans. The Purchase Price for Additional Loans shall b e
determined as provided in this Sect ion 2.4. On each Additional
Loans Transfer Date, the Purchase Price for the A9ditional Loans
transferred on such date shal l be paid by the Buye r to the Se ll e r
prior t o the c lose of business .on such date. The Purchase Price
from such Additional Loans must be 'paid in immediately availabl e
funds i n United States dollars by wire transfer to the Financial
Instruments Trust Account in accordance wi th the Wi re Transfer
Instructions . ·
The Purchase Price of the Additional Loans sold on an ·
Additional Loans Transfer Date shall be an amount equal to 6.36%
of the Current Balance of the Addi tional Loans sold by the Seller
on such Addit i onal Loans Tr ·a nsfer Date.
Secti on 2. 5 . Agreement to Ass ign/ Buyer's Right to Act.
On each Transfer Date, after Sel l e r has confi rmat ion of the
receipt of the Purchase Pri ce due 'o n such date, Seller shall
del iver to Buyer a Bil l o f Sale and Assignment, substant ially in
the form of Exhib it C hereto, executed by ' an authorized
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representative of Seller·, which Transfer D~cument s shal l sell,
transf er, a ssign, set - over, quitclaim and c onvey t o Buyer, all
right, ti t l e and int ere s t of Seller i.n and to each of the Loans
sold on such Trans fer Date , and the right to all principal and/or
interest and/or other amounts due under the Loans and/or other
proceeds of any kind paid t hereon af t er the applicable Cut-Off
Date, but excluding any and all payments, proceeds or other
considerat ion receive d by or on behalf of Seller on or before the
applicable Cut -Off Da te with respect to such Loans, regardl ess of
whet her time ly paid or applied, and excluding any amounts due or
collected by Seller iri connection wi th any Retained Claims free.
and clear of any and all Liens - and without recourse, warranty
or representation . Upon each sale of Loans, the Loan Schedule
relat i ng to such Loans shall be attached t o the Transfer
Documents'· identifying t he Loans purchased by Buyer.
Section 2. 6 . Payments Received. If Sel ler receives any
credits, payments or other consideration distributed or paid by
or on behalf of any Obligo r with respect to the· Loans prior to or
on the applicable Cut - Off Date, Seller shall be entitled to
accept such p ayments or other cons ideration and Buyer sha l i not
be enti tled to any cred i t, di scount, refund or r eimbursement by
Selle r of any port ion o f the Purchase Price. The amount of any
payment shall ei ther be re flected in the principal balance of
such Loan prior to the c alculation of the Purchase Price paid by
the Buyer or the Purchase Price shall be adj usted accordi ngly . If
Se ller sha l l receive any other credits, p ayments or other
conside rati on distributed or paid by or on behal f of any Ob ligor,
wi th respect to the Loans af ter the applicabl e Cut-Off Date ,
(except for any charge-back or re turn credited t o an Obligor's
Loan, · for which Seller shall pay to Buyer an amount equal to the
amount of s uch chargeback or return (in dollars ) mult ipl ied by
6.36% ), Se l l er shall pay over and/or deliver such p ayments, or
other cons ideration to Buyer (without i nterest thereon from
Se l ler) within t en (10) days after the appl icable Trans f e r Date
and, if deemed necessary or appropriate by Seller, with an
endorsement of payments tendered to Sel ler in t he form
substantially as follows: "Pay to the order of [name of Buyer)
without recourse and without representat ions or warrant ies of any
type, kind, charact er or nature, express or imp l ied." Beginning
180 d ays after the Cut -off Date of this Agree ment,- Seller will
deduct a payment processing service charge o f $2. 50 from any
payment received by Sell er which i t forwards to Buyer. If any
Loan i s repurchased by Seller pursuant to Article v or VIII
hereof, Se ller shall not trarisfe r t o Buyer any payment s or other
considerat ion pert aining to such Loan , regardless o f when
received. Se ll er may indicat e on the r ecords re lated to. any of
the Loans the date of rece ipt and amount of any payments. If
Seller has deposited payments rece ived from any Obligor and
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issues a check or payment there fore to Buyer, Buyer sha l l bear
the risk that any such p ayment so deposited b y Sel ler may be
returned due to insufficient funds. Seller s hall have a period
of thirty (30) days after ·t he date Seller delivers to Buyer
payments made by or on behalf of any Ob ligor· on or after the
Cut-Off Date to notify Buyer in writing that any such payments
were returned due · to insufficient funds and specifying the amount
t hereof, whereupon Buyer shal l pay promptly, but not ' later than
thirty (30) days foll owing receipt of such not ice, to Seller or
to such entity as Seller ·shall designate, the amount of such
payment by che ck and identifying thereon the effective date of
t he Sale .
If, with respect to any repurchased Loan or any loan
not transferred to Buyer, Sel ler sends to Buyer any f unds or
Buyer receives any funds from any Obl igor, then Buyer shall
immediately notify Seller and Buyer shall pay such funds to
Seller wi thin thirty (30) days o f Buyer's rece ipt of such funds.
ARTICLE III
TRANSFER OF LOANS AND LOAN DOCUMENTS
Section 3.1 . Assignment of Loans and Loan Documents/ Paid
Off Loans. Seller s hall, ?n or b efore each Transfer Date, de~iver
the Transfer Document s to Buyer by regular or overnight mail to
the address of Buyer set forth on Exhibit B to this Agreement .
Buyer shall bear the risk of t ransportat ion of the ··Transfer
Documents. The Bil l of Sale and Ass ignment s hall have the same
effect as an individual and separate bill of sale and assignment
o f each and every Loan. The Seller agrees .that it will attach to
this Agreement and maintain in its fil es cop1es of each of t he
Loan Schedul es. The failure of Se lle r to · execut e a separat e
assignment of the Evidence of Indebtedness and/or enqorse any
Evidence of Indebtedness , shall not constitute a default on t he
part of the Se ller hereunder and Buyer's sole recourse shall be
to r equest additional documentation · pursuant to Section 3·. 2
below. · TBE SELLER WILL NOT DELIVER ANY ADDI:TIONAL DOCUMENTS TO
BUYER OTHER THAN THE TRANSFER DOCUMENTS ON THE TRANSFER DATE .

Seller reserves the .r ight to retain copies of all or any portion
of the documents delivered to the Buyer.
Section 3.2 . De livery of Additional Documents. All reques ts
by Buyer for additional documentat ion after a Trans fe r Date shall
be governed by the delivery and transfer provisions of Exhib i t E.
Seller shall have no obl~gation to deliver to the Buyer any
documents or informat ion 'that · may exist but which is not in
Seller' s possess ion, or which relates to Loans re tained by
Seller. Buyer further agrees, acknowledges , confirms and
understands that in the event that Buyer requests Seller to
execute and d e liver assignments or other documents ~n additi on to
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the Trans fer Documents , Buyer shall furn ish Seller with copies of
the proposed a dditional assignments or other documents for
review, analysis, approval or amendment by Se ller, in its sole
di s cretion. The responsibility for all costs, fees and expenses
of p reparing, executing and delivering any such additional
assignments or such other document s as well as Seller' s
reasonable attorney's fees in connection with a review of such
addi tional assignments or other documents shall be the sol e
responsibili ty of Buyer and shal l be payable upon demand from
Seller. Seller sha ll be under no obligation to e xecute the
requested a ssignments or other documents . Buyer shall also be
responsible for and shall pay the c~ s t s , ·fees, taxes and expenses
of the filing and recording, if any; of the originals of such
additional assignments or other documentation.
ARTICLE IV
SERVICING OF THE LOANS
Section 4.1. Servicing After Trans fer Date . The Loans
shall be sold and conveyed t o Buyer on a servicing- released
basis. As of each Transfer Date, al l r ights, obligations,
liabi liti es and responsibi li ties wi th respect to the servicing of
the Loans s old on such Transfer Date shall pass to Buyer, and
Seller shall be discharged from al l liabili ty the refore, except
for any applicable indemnification obligation, as provided in
Section 10.2 hereof. Sel ler shall have no obl igation t o perform
any servicing activities with respect to the Loans from and after
the Transfer Date of such Loans.
Section 4 . 2. I nterim Servicing/Buyer Bound. Until the
appli cable Transfer Date, Sel ler shal l continue ·to service the
Loans t o be transferred and in connection t herewi th, Seller shal l
have the r ight, among other things, to postpone any pend~ng
litigation or bankruptcy matter until af t~ r the Trans fer Date for
such Loans. Buyer shall be bound by t he actions taken by Seller
with respect t o any Loan p rior to t he Transfer Date of such Loan.
BUYER SHALL TAKE NO ACTION TO COMMUNICATE WITH ANY OBLIGOR OR ITS
ACCOUNTANTS OR ATTORNEYS OR ENFORCE OR OTHERWISE SERVICE OR
MANAGE ANY SUCH LOAN UNTIL AFTER THE TRANSFER DATE OF SUCH LoAN·.
In no event shall Sel ler be deemed a fiduciary for the benefit of
Buyer with respect to the Loans, or any Lo an .
Sect ion 4.3 . Buyer Service r Requi rements /Hold Harml ess and
Indemni ty. Buyer s hall be r esponsible f or complying wi th all
state and federal laws, r ules, r egulations and other s tatutory
requirements, if any, with respect to the ownership and/or
servic ing a nd/or coll ection of any of t he Loans from and after
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the Transfer Date of such Loan including, without limitation, the
obligation to notify any Obligor of the trans fer of servicing
r ights from Seller to Buyer.
Section 4.4 Disputes With Obl tgors Resolved Solely Through
Arbitration.
Buyer ackno wledges and agrees t hat any cla im,
dispute or acti 'o n against an Obligor of a Loan shal l be resolved
by binding arbi tration, pursuant to the t e rms and conditions of
the underlying .loan agreement b e tween Seller and such Obligor,
which is assigned to and as sumed by Buyer, pursuant to the terms
of this Agreement. The underlying loan agreement provides that
the arbitration shall be ' conducted by the National Arbi tration
Forum, under the Code of Procedure in effect at the time the
claim is filed.

ARTICLE V
REPURCHASE OF LOAN AND REFUND OPTION OF SELLER
Sect ion 5.1. Seller's Right to Notification of Claims and
Actions . . Buyer shall promptly not ify Seller of any Claim,
writt en threatened Claim or pending or written threatened
arbi tration or other legal proceeding by any Obligor against
Seller that arises from or relates to any of the loans purchased
hereunder
Section 5.2. Retention Refund. If Seller det ermines in its
sole discretion that any of the circumstances set forth in
Section 5.3 exist with respect to any Loan and Seller elects to
retain or repurchase the Loan, Seller · shall refund a portion of
t he Purchase Price relat ing to .such Loan equal to the amount
determined according to the following fo rmula: (i) (a ) the
current outst anding principal balance of the Loan (or if ·such
loan is to be retained prior to transfer to the Buyer the amount
set forth on the Loan Sche dule containing the Loan be~. :,g
retained); multiplied by {'b)6. 36% then (ii ) the amount determined
under the preceding clause {i ) , shall be · decreased .by the
aggregate amount of o the~ payments, credits or othe r
consideration, if any, attributable to such Loan only to the
extent that such credits or other consideration were actual ly
paid over or delivered by t he related Obligors or the Seller to
the Buyer and were cashed for good funds.
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Sect ion 5.3. · Seller 's Right to Re tain and to Repurchase Loan (s) .
If any of t he circums tances descri bed in (a), (b) or (c) of t his
sect ion exi s t with. respe ct t o any loan which is ·charged of f by
the Se ller , t he Seller may reta in such loan and not inc l ude such
loan i n the Lo ans d es ignated for sale or sold t o. t he Buyer.
In addit ion , i f Sel l er det ermines (i ) aft er the designation of
Loans for sale and the determination o f Purcha se Price of the
Loans t o be sold on a ny Tra nsfer Date or (i i) a fte r the Trans fer
Date that any. of the following circumstances exis t with r espect
to any o f s uch Loan or Loans, t hen Sel ler shall have the r ight
but not the ob l igation , to r efund t o Buyer t he Retention. Pri ce
relating to s uch Loan (s} cal culated pursuant to the p rovi sions
set forth i n Section 5.2 and withdraw such Loan or Loans from t he
applicable Loan Schedule and f r om the appl i c able Transfer
Do cument s ·and Buyer, upon ten (10} days writ'ten notice, agr ees to
reconvey such Loan or Loans to Seller:
(a} The loan i s part icipated among d ifferent financial
entit i e s o r depos itory institut i ons o r is other wise s ub j_ect to an
agreement b etween Sel ler and anothe r deposi tory i nstitution or
third p arty , which restricts or otherwise limit s the s ale,
transfer or· assignment o f the l oan or the s ervicing of. t he l oan
without obtaining the p r ior consent o f such ·thi rd party; or
(b) Selle r determines t h.a t the re is a pending or
thr eatened suit , action , arbitrat 'ion, b ankruptcy proceeding or
other l egal proceeding o r inv est i gation r elating to the loan or
any Obligor f o r such l oan and naming Sel ler or otherwise
involving Seller's interes t therein in a manner u nacceptable to
Seller, or Se,l ler otherwise determines that such. matte.r c annot be
· resolved and/or t ha t Sel ler 's i nterest therein ca.n not be
adequately protected without Sell er owning such loan, or for
which a set tlement agreement was e n tered i nto p rior to the Cut off Date f o r such loan; or
·
(c) Seller determines t hat t he loan is ( i ) cross
defaul t ed, (i i ) cross coll ateralized, or (i ii) ot herwi se so
i nextricably r elated to any l oan , as set ,. claim, or right of
action owned by Sell er or any o f · Sel ler's p redece ssors i n
intere s t and not express ly t rans ferred to Buyer pursuant t o thi s
Agreement, t hat Seller dete rmines t hat i t 'reason~bly r equires t he
retent ion . of such loan in o rder . ~ o p rote ct Sell er 's i nt e r ests i n
such o the r loan, asset c la im . or right of action.
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ARTICLE VI
NO R IGHT TO REPURCHASE

OTHER THAN SELLER ' S ~IGHT TO RETAIN OR REPURCHASE A LOAN
PURSUANT TO ARTICLE V, OR SELLER'S DUTY TO REPURCHASE . A LOAN
PURSUANT TO THE TERMS AND PROVISIONS OF ARTICLE VIII, BUYER
ACKNOWLEDGES AND AGREES THAT THE LOANS MAY BE UNCOLLECTABLB LOANS
AND MAY HAVE L:ITTLB OR NO VALUE AND THAT SELLER SHALL HAVE NO
OBLIGATION TO REPURCHASE ANY LOAN SOLD HEREUNDER.
ARTICLE VI I
REPRESENTATIONS, WARRANTIES AND COVENANTS OF BUYER

Buyer hereby represents, warrants and covenant s, to and with
Seller, as of the effective date -of this Agreement, as of the
. Effective Date of each Assignment and Acceptance Agreement ·
entered into as provided in Section 11.2 of thi.s Agreement a nd as
of each Transfer . Date th~t:
Section 7.1.
No Collusion. Nei ther Buyer 1 its affili ates ,
nor any of the ir respective officers, partners, agents,
representatives, employees or parties in interest ( i) has in any
way colluded, conspired, connived or agreed directly or
indirectly with any othe.r bidder, firm or person to submit a
collusive or sham bid or offer, or any b i d othe r tha n a bona fide
bid, in c onnection wi t h the selection of t h e Buyer to purchase
the Loans subject to this Agree ment, or (ii) has, in any manner,
directly or indirectly, sought by agreement or col-lusion or
communication or conference with any other bidder, firm or person
to fix the p rice or prices , or to fix any overhead, profit or
cost eleme nt of the b id price or terms of the agreement the bid
price or terms of the agreement of any other bidder with respect
to the selection of the Buyer to purchase the Loans subject to
this Agreement, or t o secure any advanta~es against Seller.
Section 7.2.
Authorization. Buyer is duly and legally
authorized to enter into this Agreement and the other Transaction
Documents and has complied with all laws, rules, regulations,
charter provis ions and bylaws to which i t may be subj ect or by
which its asset s may be bound and that the undersigned
r epresentative is authorized to act on behalf of and b ind Buyer
to t he t erms of this Agreement. Buyer will dei1ver to Seller-,
contemporaneously with this Agreement (or, where applicable , with
the Assignment and Accep tance Agreement desc ribed in Section 11.2
of this Agreement), a certified copy
a resolution of its Board
of Directors or manager, as applicable, aut horizing Buyer's entry

ot
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i nto this Agreement through such r epr e sentat ive ,
such documents as ~vidence Buyer 's author i ty.

t ogethe~

with

Section 7.3. Binding Ob~1gations. Assuming due
authorization, e xecution and delivery by Sell er , this Agreement
and each of t his other Transaction Documents and all of the
obligations of Buyer hereunder and thereunder are the l egal,
valid and binding obl igat ions o f Buyer, enforceable i n accordance
wi th thei r r espective terms, exc ep t a s such en for c ement may be
l imited by b ankruptcy, insolvency, reorganizat i on or other
similar laws affecting t he enforcement of cred i tors' rights
generally and by general equity principles (regardless o f whether
s uch enforcement is considered in a proceeding in equity or at
law.)
Section 7.4; No Breach o r Default. The execution and
del ive ry of t his Agreeme nt (or, whe re applicab le , the Assignment
and Acceptance Agreement d escribed in Section 11 .2 of this
Agreement) and the performance of i t s obligat ions hereunde r by
Buyer will not conflict with any provi s i on of any l aw or
regul a t i on t o which Buyer is subject or by which any of i ts
a ssets may be bound or confli ct with or resul t in a breac h of .or
consti tute a default under any of the t erms, conditions or
provi s ions o f any agreement or instrument to wh ich Buyer i s a
p arty or by which it or any of its assets may be bound, or any
order or decree applicable to Buyer.
Section 7.5. Nondisclosure and Compliance with Transaction
Documents. Buyer is in ful l compl iance with its obligations
under .the terms of the Con f idential ity Agreement , attached hereto
as Exh ibit F and the te~s thereof are hereby incorporated
here i n, subject to Buyer's ownership rights and i nterest s
acqui red by Buyer her eund e r .
Section 7.6. identity . Buyer i s a "United States pe r son"
wi thin the meaning of Paragraph 770 1 (a ) (30) o f t he Internal
Revenue Code of 1986, a s amended.
Section 7.7. No Affiliat ion With Se ll e r. Except as may
have been p revious l y d isc los e d to Sel l er i n writing, Buyer is not
· o r has not been a ffiliated, direct l y or indi rectly, wi th Sel ler,
or any of its respective agents, af fi liates o r e mployees.
Section 7. 8 . Assistance of Third Parties . Buyer he reby
agrees, acknowledges, confirms and understands that Seller shal l
have no r esponsibil i ty or liabil ity to Buye r arising out of o r
r elated to any t h i rdpar ty 's fail ure to assis t or cooperate with
Buye r . In addition, Buye r is not r e lying upon t he cont inued
ac tions or e f f orts of Se ller or any t h ird party i n conne ct i on
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with its decision to purchase the Loans other than obligations of
Seller contained herein. The risks attendant to the potential
failure or refusal of third parties to assist or cooperate with
Buyer and/or Seller in the effective transfer, assignment, and
conveyance of the purchased Loans, and/or assigned rights shall
be borne by Buyer.
Section 7.9. Enforcement/Legal Actions/Unfair Collection
Practices. Buyer covenants, agrees, warrants and represents that
Buyer shall not institute any enforcement or legal action or
proceeding in the name of Seller or any subsidiary or affil iate
thereof. Buyer also represents, warrants and covenants not to
take any enforcement actio~ against any obligor that would be
commerc i al l y unreasonable except as permitted by applicable law
and Buyer shall not misrepresent, mislead, deceive, or otherwise
fail adequate ly to disclose to any part i cular Obligor the
identity of Buyer as the owner of the Loans. Buyer further
represents, warrants and covenants not to use, adopt, exploit, or
allude to Seller or any name derived therefrom or confusingly
similar therewith or the name of any other local, state or
federal agency or association to promote Buyer's sal e,
enforcement, collection, or management of the Loans. Buyer
covenants, agrees, warrants and represents that it will not
violate any laws relat ing to unfair ·credit collection practices
in connection with any of the Loans transferred to Buyer pursuant
to this Agreement. Buyer agrees, acknowledges, confirms and
understands that there may be no adequat e remedy at law for a
violat ion of the terms, provisions, condit ions and limitations
set f orth i n this Sect ion 7.9 and Seller shall h ave the right to
seek the entry of an order by a court of competent juri sdiction
enjo·ining any violation hereof. Buyer agree s to not ify Seller
promptly of notice or knowledge of any Claim or demand.
Sect ion 7. 10. Status of Buyer. · Buyer represents, warrants
and cert ifies to Seller that it is (i) a financial institution,
(ii) an institutional purchaser including a sophist icated
purchaser t hat is in the business of buying or originating loans
of. the type being .purchased or t hat otherwi se deals in such loans
in the ordinary course of the Buyer' s busine ss, or (iii) an
entity that is defined as an accredited investor under the
federal securities laws . Buye r covenant s, agrees, represents and
warrant s that all inf or~ation provided t o Seller o r its agents by
or on behalf of Buyer in connection with thi s Agreement and the
transactions contemplated hereby is true and correct in all
material respect s and does not fa il .t o state any fact required to
make the information contained therein not misleading in .any .
material respect".
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Section 7.11. No Broker's/Finder •s Fees. Buyer has not
dealt with any broker, agent or finder i n connection wi th the
transaction contemplated by this Agreement that would give rise
t o a c l a i m for a brokerage commission or finder 's fee. Buyer
he reby indemnif ies and agr ees to defend and hold harmless Seller
f rom and aga i nst any c l aims f or b r okerage f e e s or commi ssions of
any broker , agent or f inder result ing from the t ransaction
contemplated by this Agreement. Buyer acknowledges that Seller
shall have no liabili ty f or the payment of Buyer's brokerage
fees, commissions or finder's fees in connection wit h the
transaction contempla t ed by this Agreement.
Section 7 . 12 . Buyer I nsurance Requirements. Buyer shall, at
its sole cost and e xpense, procur e and mainta in i n full for ce an d
effect t he foll owing insurance coverages wi th an insurance
carrier which is at l east "A" rated by Best.
General Liability
Excess Liabili ty

$2,000, 00 0
$2,000, UOO
$1,0 00,000
$5 ,000,000
$5,000,000

General Aggregate
Product Aggregate
Each Occurrence
Each Accident
Aggregate

Seller must b e provid e d a certificate of i nsurance evidencing
that such coverage is in e ffect prior to execution o f this
Agreement a nd upon each assignment t o a subsequent Buyer as
provide d i n Section 11 .2 hereof. All certificates of i nsurance
shall be amended to name Seller and its affiliate s as · additional
i nsur ed par ties, and shal l require that Seller be provided with
at least 30 days advance written noti ce o f cance ll ation or
material change in the stated cove rage of s u ch insurance.
Amended certi ficates of insurance s hall b e delivered to t he
attention of the Seller ' s Corporate Insurance Department at the
address provided in Exhi b it A, and approved by said de partment
prior to the commencement of any collect ion efforts by the Buyer
on the Loans. Buyer shall furnish t o S.e ller renewa l certificates
of i nsurance, on an a nnual basis , unt il al l c ollect ior. . •: fforts
with respect to the Loans have c e ased.
·
Section 7.13. No Proceeding. The r e is no li tigati on or
administrative proceeding before any court, tribunal or
governmental body present ly pending or, to the knowledge of
Buyer, threatened against Buyer which would have a material
adverse effect on the transactions contemplated by , or Buyer's
ab il i ty to p e r f orm i ts ob~igations under, t h i s Agreement , or any
of the other Transa ction Documents.
Section 7.14. Survival of Representat ions, Warranties and
covenants. The represen tations, warrant i es and covenant s set
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fort h in thi s Artic le sha ll continue notwithstanding the clos ing
on the sale of any Loans and notwithstanding the occurrence of a
Termination Date . .
ARTICLE VIII
LIMITED REPURCHASE/REPRESENTATIONS AND WARRANTI ES OF SELLER
Section 8. 1. Limited Repurchase at Buyer' s Option. The
Buyer may two t imes within one hundred eighty {180) days of the
Trans fer - Date of a specific Loan p ool {the firs t submit t a l must
be wi t hin 60 days o f the transfer date) , s ubmit a l ist ing of
Loans and r eqUire t he Sel l er to r epurchase Loans f rom such pool,
i n the event that, wi th respect to any Loan on such l ist, prior
t o t he appli cab l e Cut-Off Date:
1.
Al l Obligors hav e f iled an act ive bankr uptcy proceed i ng
as of t he appl i cable Cut -Off Date which has not b een
adjud icated or discharged and t he Loan is l isted or i s
reasonably l ikely to be list ed as one of the obl iga tions to
be extinguished in such proceeding; or ,
2.
All Obligors were declared legally dead prior t o the
applicable Cut-Of f Dat e ; or .~
3.
The Seller, or any of its duly appointe d agen ts, had
delivered to a l l Obligors a re lease of l iabil ity or .
s at is fact i on o f the ir obligations to the Sel ler; or
4.
That the Seller, a cting alone or in c oncert with its
duly appointed agents , created a forged, fraudulent or
fi c tit ious Loan; or
5.
That the Sel ler, on t he applicable Cut - Off Date, did
no t have good and marketable title to the Loan fr ee and
c lear of any and all Liens (except for any de f ect in title,
l i en o r encumbr ance arising from, r elated to , or resulting
f rom {i) the expirat ion of any applicable statute of
limitations, or (i i } Seller's i nabili ty to produce
documentat ion fo r s uch Loan, ei ther of which shall negate
Seller' s obligat ion to r epurchase t .he Loan pursuant to the
terms of this Section 8. l.S) or had previously s old or
ent ered int o an agreement to sell th~ Loan after charge off
to another party;
6.
That, prior to the applicable Transfer Date, the Se ller
was not in substanti a l compliance with any materi a l
provis ions of stat e and f e deral consumer c redit l aws,
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including, without l i mitation, the-Truth-in-Lending Act, the
Equal Credit Opportunity Act; the Fair Debt Colle ction
Practices Act and the Fai r Credit Bill ing Act, that Seller
was requi red to comply with in its origination (if the Loan
was originated by t he Seller } or servic i ng of the Loan;
7.

The Current Balance for the Loan provided by Seller to
Buyer did not accurately set fort h the approximate
Current Bal ance of .the Loan to the Seller' s kno wledge;

8.
The Current Balance of such Loan is les s than four
hundred ($400} dollars or more than thirty-f i v e thousand
($35,~00} d ollars
9.
The Loan was not a credit card o r credit line
•··
receivable originated by.Seller in the ordinary course of
its business or was not "charged off " within a period of 30
days i mmediately preceding the Transfer Date of s uch Loan;
10. The Original Account Number for the Loan was not
assigned randomly by Seller to the Loan in acco rdance with
Se ller' s ordinary course of business;

··· ·{ Formatted: Bullets and Numbering

•········{ Formatted: Bullets and NvmberinLJ

11. With respec t to the Loan , Seller changed .its ·
• · · ... ·1formatted:
underwri ting or collection standards and procedures in a way
which, in the commercially reasonable judgment of Buyer,
materially affected the value of the Loan and with respect
to such change s ince the purchase· of the Loan Buyer has
exercised its rights .under Sect i on 1 2.2 (5 ) hereof; or

Bullets and Numbering

12. With respect to t he Loan, Sel ler used select ion
~ ·· ·· · ·· { Formatted: Bullets and Numbering
p rocedu res other than it s poli cies and procedures in effect
as of t he date he reof and such new procedures materi ally
al tered the character or nature of the Loans a s compared to
Loans purchased on prior Transfer Dates .
Section 8.2. Repurchase of Loans.
!n the event that Buyer
gives Seller wri tten notice of Buyer's elect ion to have Se ller
repurchase Loans pursuant to the provisions of Section 8.1 , and
suppl ies the Seller with e vidence reasonably sati sfactory to
Seller that the same constitutes Loans sub ject to repurchase (it
being agreed as to the existence of a matter set forth in
subparagraphs 8.1(1 ) and 8. 1(2) that a Banko report shal l be
evidence satis factory to Seller >.• on or before one hundred a nd
eighty ( 180) days after the Transfer Date of such Loan (the
" Repurchase Ped.od" }-, then Seller shall repu rchase the Loari (s )
identif ied in such not ice for an amount equal to the Retention
Price calculated in accordance .with the. te rms of Section 5. 2,
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Buyer and Seller agree t hat with respect to any individual
monthly Loan s a le pool, Seller will only be obl i gat ed to -perform
this repurchase and its .a ttendant procedures and operations
twice , and that Buyer will stiPmit only two not ifi cations , during
the applicable -180 day p eriod form the Transfer Date.
Repurchase by the Seller pursuant to .the provisions of this
Arti cl e VIII sha ll const i tute the sole and exclus ive remedy of
the Buyer with respect to Loans fall i ng wi thin "t he descript ion o f
Sect ion 8.1. Except for the remedi es in this . Sect ion 8.2, Buyer
hereby waives any and all r ights and remedies to sue Se lle r in
law or equity for damages and other relief, including, without
limi t ation, actual, speci ·a l , consequential or punitive . damages
with respect to Loans falling within the descr ipt ion of Section
8. 1; provided , however, that this sentence i s not i ntended to and
does not constitute a wa ive r of any o r all rights and remedies of
Buyer to sue Seller in law or equi ty for damages and other re lief
for breach of t his Agreement or any matters for whi ch Seller has
indemnified Buyer under this Agreement. Seller .shall have no
obligation to repurchase any Loan for which notice and reasonable
supporting evidence have not been received by Se ller wi thin the
one hundred and eighty (180) day period . follow ing· the Transfer
Date of such Loan. Within thi rty (30) days of r eceiving the
Retent ion Pri ce from Sel ler , Buyer shall reconvey the repurchased
. Loan to Seller using the same form of Bill of Sale .and Assi gnment
Seller used to transfer the Loan t o Buyer, a long with any amounts ·
due or collecte.d by Buyer in connec t~on with s uch Loan and
release its security interest on any repurchased Loan.
Section 8. 3 . Representations and warrant ies of Sel ler. The
Sel ler hereby represents and warrant s-, to the Buyer, as of . the
effecti ve date o f this Agreement and as of each Transfer Date
t hat:
(a) Seller is a nat ional banking as soc iation duly
organized, validly exis ting and in good standing unde r t he
l aws of the United States with full power and authority to
enter into this Agreement to sel l the Loaps and to carry out
the terms . and provis'ions hereof ;
(b) The execution and delivery o f this Agr eement and the
other Transaction Documents and t he performance hereunder
h ave been duly authori zed on or prior to the ef fect i ve date
of this Agreement and the other Transact ion Documents, by
all necessa ry action on t h e part . of the Seller and no
provi s ion of applicable law or regul a tion or the charter or
bylaws of Seller or any judgment, injunction , order, decree
or other instrument binding upon Se ller is or will b e
contravene d by Sel ler 's execut ion and del ivery of thi s
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Agreement and the ot her Transact ion Documents or Seller's
performances hereunder;
(c) Seller is duly and legally authori zed to enter into
this Agreement· and the other Transaction Documents and has
complied with a ll laws, rules, ~egula t i ons , charter
provisions and bylaws to which it may be sub ject or by which
its assets may be pound and th~t the undersigned
representative is authorized to act on behal f of and bind
Selle r to the terms of this Agreement;
(d) .Assuming due authorization, execution and delivery by
Buyer, this Agreement and all of t he obligations of Seller
hereunder are the l egal, v alid and binding obligations of
Sel ler, enforceab le in accordance with the terms of thi s
Agreement and the other Transaction Documents, except as
such .enforcement may be limited by bankruptcy, insolvency,
reorgani zation or other similar laws affecting the
enforcement of creditors' right s generally and by general
equit y principles (regardless of whether such enforcement is
considered in a proceeding in equity o r at law) ;
{e) No authorizat ion , consent, approval, license,
qual ification or f ormal exempt ion from, nor any fil ing,
dec l aration or regist ration with, any governmental agency or
regulatory authority or any other body is requir ed in
connection with the execution , del i very or p erformance by
Seller of this Agreement and the other Transaction
Documents, which authorization, consent , approval , license ,
qualificat i on or forma l exempt -ion f r om, or fili ng;
dec l aration or regi stration has not been obtained on or
pr ior to the fir st Transfer Date;
(f) No authorization , consent, approval, license ,
qualificat ion or forma l exemption from , nor any fi ling,
declarat ion or registration with, any governmental agency or
regulatory authority or other body is r equired in conne ction
with the sal e of any o r all of the Loans to be sold on the
first Transfer Date, which authorizat i on, consent, approval ,
license, qualif ication or forma l exemption, or filing,
dec laration or regi st ration has not been obtained on or
prior to such datei
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(g)

The re is no litigation or administ rative p roceeding
before any c ourt, tri bunal o r governmental body presently
pendi ng or , to the knowledge of Seller , threatened against
Sel l e r which woul d have a materi al adverse effect on -the
transactions cont emplated by, or Se ller•s ·ability to perform
it s ob ligat ions under , this Agreement , o r any of the other
Transaction Documents;
(h ) The execut i on and d el ivery of this Agreement and t h e
o the r Transacti on Document s and the p erfor mance of i ts
obligations hereunde r by Sel ler will not confl ict with any
provi sion of any law or regulation to wh ich Seller is
s ubject or by wh ich any of its a ssets may be bound or
conflict with o r result in a b r each of o r const i tut e a
default. under any of the terms , conditions or provi s ions o f
any a greement or instrument to which Sel ler i s a party o r by
which it or any of its assets may be bound, o r any order or
decree applicable to Seller; or
(il Selle r has not . deal t with any broker , agent o r finder
in connection with t he transact ion cont·e mplat ed by thi s
Agreement that would give ri se to a claim for a brokerage
commi ssion or finder's f ee . Seller hereby indemni f ies a nd
agrees t o defend and ho.ld harml ess Buyer from and a gainst
any cl aims fo r brokerage fe es or commiss ions of any b roker ,
agent or finder resul t ing from the transaction c ontemp lated
by thi s Agreement. Seller acknowledges that Buyer shall
have no liabilit y for the payment o f Seller' s brokerage
fees, commissions or finde r's fe e s in conne ction with · the
transaction cont emp lated by thi s Agreement.

Section 8 . 4 . Survival of Rep resentations, Warranties an d
Covenant s. The repre s entations , warrant ies and covenants set
forth in t h i s Artic l e shall continue notwithstanding the clos i ng
on the sa l e of any Loans and not withs tanding the oc¢urrence .of a
Termination Date.

ARTICLE I X
BUYER'S EVALUATION AND ACCEPTANCE OF RISK OF
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LOANS SOLD "AS - I S"
Buyer hereby represent s, warrants, acknowledges and agrees
to t he fo llowing:
Section 9.1, Independent Evaluation. Buyer's deci sion to
enter into this Agreement and to purchase the Loans pursuant to
this Agreement is and was based upon Buyer's own independent
evaluation of information deemed relevant by Buyer , including, ·
but not limited to, the information made available by Seller to
the Buyer, and Buyer's independent evaluation of t~e Loans and
related ip.formation. Buyer acknowledges and agrees that, while
some informa t i on concerning the Existing Loans was made available
to Buyer for review prior t o the execution o f this Agreement,
such information, through no fault of Seller, may not be .compl ete
and Buyer acknowledge s t hat no information is currently availabl e
concerning the Additional Loans and the Additional Loans may or
may not be substantially similar to the Existing Loans .
The
Seller shall not be liable for the failure to include any
information in the materials made available to the Buyer for
review. Buyer has relied solely on it s own investigation and it
has not rel ied upon any oral or wri tten information provide d by
Seller or it s emp loyees, cont ractors, officers, r epresenta tives,
directors o r agents.
Section 9.2. Due Diligence. Buyer has been urged, invited
and directed to conduct such due diligence review and analyses of
the Information together with such records as are generally
available to the publ ic f r om local, county, state and federal
authorities, recor d keeping offi~es and courts (including,
without l imitation , any bankrupt cy courts in which any
Obligor (s), if any, may be subject to any pending bankruptcy
proceedings ), as Buyer deemed nece ssary , proper or appropriate in
order to make a comple t e informed decision with respect to the
purchase and acquisition of the Loans.
Section 9.3. Economic Risk . Buyer acknowledges that the
Loans may have limited or no liqui di t y and Buyer has the
f inancial wherewi thal to own t he Loans fo r an indefini te period
of t ime and to bear the economic risk of an outright purchase of
the Loans a nd a total los s of the Purchase Price for the Loans.
Buyer a qknowledges that the Loans may be unenforceable Loans.
Section 9.4.
Loans Sold As Is. With respect to this
the term Seller shall include its affiliates, agents ,
directors, officers, represent a tives, contra ctors and employees .
THE BUYER ACKNOWLEDGES AND AGREES THAT THE SALE OF ALL LOANS MADE
BY SELLER PURSUANT TO THI S AGREEMENT SHALL BE WITHOUT RECOURSE,
REPRESENTATION OR WARRANTY, AND THAT SELLER HAS NOT ~E, DID NOT
pa~agraph,
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MAKE AND . SPECI FICALLY DISCLAIMS (AND BUYER IS NOT RELYING ON
SELLER WITH RESPECT TO) ANY REPRESENTATIONS, WARRANTIES,
PROMISES , OR GUARANTIES OF ANY KIND OR CHARACTER WHATSOEVER,
WHETHER EXPRESS OR IMPLIED, ORAL OR WRITTEN, PAST, PRESENT OR
FUTURE, OF, AS TO , CONCERNING OR WITH RESPECT TO THE FOLLOWING:
(a)

THE MARKETAB I LITY, VALUE, QUALITY OR CONDITION OF ANY
LOAN OR LOANS;

(b)

THE VALIDITY, ENFORCEABILITY OR COLLECTIBILITY OF THE
EVIDENCE OF INDEBTEDNESS;

( c)

THE COMPLLANCE OF THE LOANS WITH ANY STATE OR FEDERAL
USuRY LAWS
REGULATIONS APPLI CABLE THERETO;

(d)

THE ACCURACY OR COMPLETENESS OF ANY INFORMATION
PROVIDED BY THE. SELLER TO THE BUYER, INCLUDI NG WITHOUT
LIMITATION, THE ACCURACY OF · ANY SUMS SHOWN AS CURRENT
BALANCE OR ACCRUED INTEREST AMOUNTS DUE UNDER THE
LOANS; AND ·

(e )

ANY OTHER MATTERS PERTAINI NG TO THE LOANS.

AND

IN ADDITION, SELLER EXPRESSLY DISCLAIJ'1S ANY EXPRESS OR IMPLIED
WARRANTI ES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR
PURPOSE. BUYER ACKNOWLEDGES AND AGREES THAT BUYER IS PURCHASING
THE LOANS BASED UPON BUYER'S I NDEPENDENT EXAMINATION, STUDY,
I NSPECTI ON AND KNOWLEDGE OF THE LOANS AND THAT BUYE R IS RELYING
UPON ITS OWN DETERMINATION OF THE QUALITY, VALUE AND COND ITION OF
THE LOANS. BUYER ACKNOWLEDGES AND AGREES THAT ANY INFORMAT ION
PROVIDED OR TO BE PROVIDED WITH RES PECT TO THE LOANS WAS OR WILL
BE OBTAINED FROM A VARIETY OF SOURCES AND THAT SELLER HAS NOT
MADE OR WI LL NOT BE OBLIGATED TO MAKE AN INDEPENDENT
INVESTIGATION OR VERIFI CATION OF SUCH INFORMATION AND SELLER
MAKES NO REPRESENTATIONS AS TO THE ACCURACY OR COMPLETENESS OR
SUCH I NFORMATION. BUYER ACKNOWLEDGES AND AGREES THAT SELLER HAS
NOT UNDERTAKEN TO CORRECT ANY MISINFORMATION OR OMISSION OF
INFORMATION WHICH MIGHT BE NECESSARY TO MAKE ANY INFORMATION
DISCLOSED TO BUYER NOT MISLEADING IN ANY RESPECT.
FINALLY BUYER
SHALL BE DEEMED TO UNDERSTAND THAT ANY DOCUMENTS EXCLUDED FROM
THE I NFORMATION PROVIDED TO BUYER COULD CONTAIN INFORMATION
WHICH, IF KNOWN TO BUYER, COULD HAVE A MATERIAL IMPACT ON ITS
DETERMI NATI ON OF VALUE OF THE LOANS. EXECUTION OF THIS AGREEMENT
SHALL CONSTITUTE AN ACKNOWLEDGMENT BY BUYER THAT THE EXISTING
LOANS WERE ACCEPTED AND ADDITIONAL LOANS WILL BE ACCE PTED WITHOUT
REPRESENTATION OR WARRANTY, EXPRESS OR I MPLIED OR OTHERWISE IN AN
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"AS IS" ''WHERE IS" AND "WITH ALL FAULTS" CONDITION BASED SOLELY
BUYER Is OWN I NSPECTION. NO EVENT OR CONDITIPN SHALL ENTI TLE
BUYER TO REFUSE ~0 PURCHASE A LOAN OR TO REQUEST SELLER T~
REPURCHAS E A LOAN, EXCEPT AS SPECIFI ED IN THIS AGREEMENT.
ARTICLE X

ON

I NDEMNIFICATION
Section 1 0 . 1 . Buyer's Indemnification. From and after the
first Transfer Date , Buyer shall defend, indemnify and hold
harmless Seller or Seller's agents , affiliates, e mployees,
contractors, officers, directors and representatives against and
from any and all liability for, and from and against any and all
direct losses· or damages Sel ler may suffer as a result of any ·
Clai m or threatened Claim that sel le r shall incur ·or suffer as a
result of (i) any act -or omi ssion of Buyer or Buyer' s agents ,
af fili ates, employees, contractors, · of ficers, assignees,
di rectors and representatives in connection wi th the Loans and
i ·t s purchase of the Loans, pursuant to the Agreement, or (ii) the
breach or material inaccuracy of apy· of Buyer's representations
or warranties as set forth in t his Agreement and in t he other
documents executed in connection with the sel ection of the .Buyer
to enter into this agreement and the sa le
the Loans, or (iii)
the breach of any of Buye r's covenants as.set forth in this
Agreement and in the other documents executed in connection with
Buyer's P4X'Chase of the Loans ·or in the Confidentiality _Agreement
at t ached hereto .as E~hibit For (iv ) any Claim or t hreatened
Claim by any Obligor regarding any assignment, enforcement,
servicing or administration of the Loans by Buyer or Buye~•s
agents , affiliates , employees, contractors, off icers, d irectors,
assignees and representat ives on or after the appl icable Transfer
Dat e of such Loan. I N NO EVENT S}:iALL SELLER OR ANY INDEMNIFIED
PARTY BE ENTI TLED TO CONSEQUENTIAL DAMAGES OR LOST PROFITS .
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Section 10.2. Sell e r's Indemnification. From .and after the
first Transfer Date, Seller shall defend, indemnify and hold
harmless Buyer or Buyer.' s agents, affili ates, employees ,
contractors, officers, directors and ·r~presentatives against and
from any and all liabili ty for , and from and against any and. all
direct . loss es or damages Buyer may suffer as a result of any
Claim or threatened Claim that Buyer sha ll incur or suffer as a
result of (il any act or omi ssion of Sel ler or Selle r's agents,
affiliates, employees, contractors, officers, ass ignees ,
directors and representatives in connection with the Loans and
its sale of the Loans, 'pursuant to the Agreement , (ii) the breach
or material inaccuracy of any of the Seller's representat ions or
warranties as· set forth in this · Agreement and in the other
documents executed by the Selier in connection with the sale of
the Loahs, or (iii ) the breach of any of Seller's covenants as
set forth in this Agreement and in the ot her documents executed
in connection with Seller 's sale of the Loans, or (iv) any Claim
or threa~ened Claim by any Obligor regarding any assignment,
enforcement, servicing or administration of the Loans by Seller
or Seller's agents, affiliates, employees, contractors, officers,
directors, assignees and representativ~s arising pri.or to the ·
applicable Transfer Date of such Loan. IN NO EVENT SHALL SELLER
OR ANY INDEMNI FIED PARTY BE ENTITLED TO CONSEQUENTIAL DAMAGES OR
LOST PROFITS.

ARTICLE XI
ASSIGNMENT OF

~IGHTS

TO THIRD PARTIES

Section 11.1. Assignment of Agreement; Ass ignment of Loans.
Buyer may assign this Agreement to an Affiliate or third party
as provided in Section 11. 2. of this Agreement and may assign the
Loans for purposes Of collateralizing financing arrangements as
p r ovided in Section 11.3. of t his Agreement.
No ass i gnment or transfer of the Agreement or ·any Loan s hall
relieve Buyer of any. of it s liabil ities o r obligat ions under this
Agreement. Each transferee of this Agreement shall be bound by
all of the terms and provisions of thi s Agreement, and Buyer
shall remain liable for a ll obligations of Buyer to Sel ler
hereunder, notwithstanding such assignment.

27

MT ·0141
Page 776

Sect ion 11.2. Assignment to Affili ate or Third Party.
Buyer may assign this Agreement to any. Affiliate or t h i rd party
except . the third part ies listed on Exhibit I hereof (such entity
list ed on Exhibit I being a "Prohibited Assignee" ) . Sel l er shall
ha ve the right to update the list of Prohibited Assignees once a
quarter by delivering a new Exhibit I to Buyer in writing which
new list of Prohibited Assignees shall be effective upon receipt
by Buyer. To effect such an assignment, assignee and the Seller
shall enter into an Assignment and Acceptance Agreement,
substanti ally in the form of Exhibit I a ttached here t o and, upon
on delivery o f such Assignment and Accept ance Agreement to the
Seller, the ass ignee named in such document shall, as of the
Effective· Date set forth i n such Agreement , become the Buyer
under the terms of .this Agreement and shal l be bound by the terms
of this Agreement and shal l, as of the time of such ass ignment b e
deemed to have made all of the representations, warranties and
covenants of the Buyer set forth in Art icle VII of t his
Agreement. Each such assignment shal l be effective only if such
assignment is made to an Affiliate or a third party other than a
Pr ohibited Assignee. Buyer shall give Seller · 3 business da y's
prior written not i ce of i t s intention to assign or sel l ,as
permitted by this Agreement.
Section 11.3. Assignment/Sale of Loans. The Buyer and any
permitted a ssignee may ass ign its right s under thi s Agreement and
. the Loans purchased h ereunder to a bank or to or through any
other enti ty as collateral for a loan or other funding
arrangement to be made for the purposes o f f i nancing t h e purchase
of such Loans and the Buyer or any p ermi tted assignee may assign
its rights under this Agreement and the Loans into a trust or
other special purpose enti ty for purpose of providing coll ateral
in the context of a securi tization of such Loans a s a financing
vehicle for the Buyer or a permitted assignee.
In addition,
Buyer may s ell any loans t o any Affil iate or third party other
than a Prohibited Assignee. Any Loan assigned or sold pursuant
t his Section 11 .3 may be subsequent~y sold, assigned o "·
transferred t o any party other t han a Prohi bit ed Assignee.
Notwithst anding the transfer of Loans and any of its rights under
this Agreement pursuant to the terms of this Section 11.3, the
Buyer which transfers such Loans or rights shall rema in liable
for all obligations of the Buyer hereunder and with respect to
such Loans and/or rights.
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ARTICLE XII
TERMINATION EVENTS
Section 12 .1. Terminat i on Ev.ents Related to the Buyer. If
any one or more of the followi ng events occurs, it shall, at the
option of t he Seller, cons titute a Terminat ion Event:
1.

Failure of the Buyer (i) to pay in f ull the
·Existing Loans Purchase Price on the Exi sting Loans
Transfer Date or (ii) to pay the full Purchase Price
for Additional Loans .on the applicable Additional Loans
Trans fe r Date and such fa ilure is not corrected in
three Bus iness Days.

2.

Any representation , warranty, certification
or statement of the Buyer made or contained in this
Agreement or any of the other Transaction Documents or
in any agreement, instrument, cert ificate, statement or
ot her writing furnished in connection herewi t h or with
a purchase of Loans pursuant hereto, shall prove to
have been false or inaccurate in any material respect
on the date as of which such representation or warranty
was made; p rovided that if· such falsity or inaccuracy
is such that it can reasonably be corrected, then it
shall not result in a Termination Event being declared
unless it continues to be false
inaccurate in any
material respect for a period of 30 days after the
date on which written notice thereof has been given to
the Buyer by the Sell er .
·

or

3.

Failure of the Buyer to comply ·with any other
material covenant or agreement made by the . Buyer in
this Agreement or the Transact ion Documents after the
Seller has given written notice of such failure to the
Buyer and the Buyer ha s not, within 30 days after
receipt o f sue~ not ice, corrected such fa ilure .

4.

The Buye r shall . institut e proceedings· for
liquidation, ·readjustment, arrangement or composition
(or for any related or similar purpose) under any law
relating to financially d istressed debtors, their
creditors or property, or shall consent to (or fail to"
object to in a timely manner) the institution of any
such proceedings against the Buyer; or the Buyer shall
be insolvent (within the meaning of any applicable
law) , or shal l b.e unable, or shall admit in writing its
inability, to pay its debts as· they be.come due , or
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s ha ll make an assignment f or the benef it of creditors
or enter into any arrangement for the adjustment or
composi tion of debts or claims; or a c ourt or other
governmen tal a uthority or agency having jurisdiction i n
the premises shall enter a decree o r order (i) for t he
appointment of a receiver, liquidator, assignee,
trustee, custodian or sequestrator (or other simil ar
official) of t h e Buyer or of any part of its property,
or f or the winding-up or liquid ati on o f its affairs;
and such decree o r order shall . remain in force
undi s charged and uns t ay ed for a period o f mor e t han
sixty (60) days, . o r (iil for the seques trat ion or
a t t achment of ·any mat e ria l part of the p r oper t y of the
Buyer, without i t s uncondi tiona l return to the
posses sion of t he Buyer,. or its uncondi tional release
from such seque stration or a ttachment, within sixty ·
(60) days t he reafter; or a court o r other governmental
authority or agency having jurisdi c tion in the premises
shall ente r a decree or order approving or
acknowledging as properly fi led , or any party commences
against the Buyer, a peti t ion or p r oceedings for
liquidat ion, r ehabilitat ion, readj u stment or
composition (or f or any rel ated or simil ar purpose )
unde r any law relat i ng to fi nancial l y di st r e ssed
d ebtors, their creditors. o r property, an d any such
decree or orde r s hall rema in in force undischarg ed and
unstayed for a p eriod of mo r e than sixty (60) days.

s.

The Off ice of the Comptro ller of the Currency
shall revise , amerid, alter, augment or change its
regulations , rules, guidelines, interpretations or
policies in a manner which r esul t s in the accelerated
charge off o f l oans.

6.

The Buyer shall s uffer a material .adv ers e change,
whi ch, in ~he c ommer c ia l l y reasonabl e op inion of the
Se l ler , (i) would affect the Buyer's ability to per form
i t s duties and r e s ponsibi lities pursuant to the terms
and .provisions o f this Agreement; or (ii) would
mater ially and adversely a ffect Buyer 's financia l
condition or i ts ability to cont inue its business
operations '. t aken as a whole.

If any of the events described in 1 through 6 above shall
occur, the Seller may e lec t to cause s u ch event to be a
Termination Event by giving notice t hereof to the Buyer that as a
result o f t h e occurr€nce of such event, the Selle r h as determined
to terminate this Agre~ment and the ·sel l er shall designa te a
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Termination Date .which shall not be prior to the date on which
the notice is delivered to the Buyer.
Section 12.2. Termination Events Re lated to the Seller.
If
a ny one or more of the following events occurs , it shall, at the·
option of the Buyer , consti tute a Termination Event:
1.

Failure of t he Seller (i) to tender the Existing Loans
for sale to the Buyer on the Existing Loans Tr~nsfer
Dates or (ii) if loans have been charged off by the
Seller and are not retained by the Seller, to tender
Additional Loans for sale t ·o th~ Buyer on any
Additional Loans Transfer Date, and i n either case,
such failure is not corrected in three Business Days.

2.

Failure of the Seller to comply with any other mate.rial
covenant or agreement made by the Seller in this
Agreement after the Buyer has given written notice of
such fai l u re to the Seller and the Seller has not,
within 30 days after receipt of such notice, corrected
such fai lure .

3.

Any representation, warranty , certi f ica tion or
statement of t h e Sell er made or contained i n this
Agree ment or in any agreement, instrument, certificate,
statement o r other writing f urnished i n connect ion
herewith or with a purchase o f Loans pursuant hereto,
shall p rove to have been false or inaccurate in any
material respect on the date as of which such
representation or warranty was madei provided that if
such falsity or inaccuracy is s u c h that it can
reasonably be corrected, then it shall not result in a
Termination Event being declared unless it continues t o
be false or i naccurate in any material respect for a
period of 30 days after the date on which written
notice thereof has b een g i ven to t he Sel l er by the
Buyer.

4.

The Se ller shall institute p roceedings for liquidation,
readjustment, arrangement or compos ition (or for any
related or similar purpose) unde r any law relating to
financia lly d i stressed debtors , their creditors or
property, or shall consent to (or fail to object to in
a timely manner) the institution o f any such
proceedings against the Seller ; or the Seller shall . be
insolvent (within the meaning of any applicable law) ,
o r s h a l l be unable, or shall admit in writing i ts
inab ili ty, to p ay its debt s as they become d u e, or
shall make an ass i gnme n t for the bene fit of creditors
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or enter into any arrangement for the adjus tment or
composition of debt s or cla ims ; or a court or other
governmental authority or agency having jurisdiction in
the premises shall enter a decree or order {i) for the
appointment of a receiver, liquidator, assignee,
trustee , custodian or sequestrator ·. (or other similar
official) of t he Seller or of any ·part of its property,
or for the winding-up or liquidation of its affairSi
and such decr ee or order shall remain in force
undischarged and unstayed f or a period of more t han
s ixty (60) days, or (i i) for the sequestr:a t i on o r '
attachment of any mate rial part ' of t h e property of the
Se ll e r without it s uncondit ional return to the
possess ion of the Seller, or its uncondi tional release
from such sequestration or attachment, within sixty
(60) days thereafter; or a cour t or other governmental
authori ty or agency having jurisdic tion in the premises
shall ent .e r a decree or order approving· or
acknowledging as properly fil e d, or any party commences
against · the Sel ler, a petit ion or proceedings for
liquidation , r ehabilitation, readj ustment or
.composition .( or f or a ny related or similar purpose)
under any l aw rel a t i ng to financially d i s tressed
debtors, t hei r c r edi tors or property, and any such
decree or order shall remain i n force undi scharged and
unstayed for a period of more than sixty (60 ) days.
5.

After the Initial .Closing Date, Se;l.ler changes its
underwriting or collection st and~ rds and procedures in
a way which, in the commercially .r easonable judgment o f
Buyer, materially and adversely affects the value of
the Additional .Loans sold to the Buyer; provided that
the Buyer has given the Seller written notice that such
change materially and adversely affects the value of
t he Add i tional Loans and the Seller has not, within 30
days a f ter recei p t of s uch notice, ·COrrected such
change to the· commer cially reasonable satis.faction of
Buyer. During such 30-day peri od, the parties agree to
negotiate in good faith and use t heir best efforts to
arrive at a mutua lly acceptable solut ion to prevent a
termination of this Agreement . Se ller agrees to provide
Buyer wi th not i ce within ten (lO,l business days · of any
material change in its underw~iting or collection .
standards and procedures.

If any of the events described i n 1 through 5 above shall
occur, the Buyer rna~ e lect to cause such event to be a
Termination Event by g iving notice thereof to t he Seller that as·
a result of the occurrence o f s uch ev ent , the Buyer has
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determined to terminat e t h is Agreement and the Buyer s hall
designate a Termination Da te which shal l not be prior to the date
on which the notice i s delivered to the Seller.
Section 12.3. Terminat i on of Obligation to .Buy and Sell
Loans . I f a Te rmi nation Event occurs under thi s Article XI I,
from a nd after such Termina t ion Dat e s o des ignated , the
obligat ion of the Buyer to buy loans hereunder and t.he o bligation
of the Sel l e r to sell l oans hereunder shall terminate , however,
the obligat ion and rights of the part i es hereto with respect to
Loans p reviously sold hereunder and with r espect to ot h er
obligations and rights hereunder s hall conti nue.
,ARTICLE XIII
Additional Remedies For Buyer 's Defau lt
Section 13.1. Add i t ional Remedies for Buyer's Default IF
THE SELLER ELECTS TO TERMINATE BUYER' S RIGHTS TO PURCHASE LOANS
UNDER THIS AGREEMENT IN ACCORDANCE WITH THE TERMS HEREOF, ALL
LOANS AND THE ACCOMPANYING RI GHTS ASSIGNED FOR WHICH THE SELLER
· HAs ·NOT RECEI VED TH~ FULL PURCHASE PRICE SHALL -REVERT TO SELLER,
AND SELLER SHALL RETURN TO BUYER ANY ·PORTION OF THE . PURCHASE
PRICE FOR SUCH LOANS RECEIVED BY SELLER FROM BUYER AND SELLER
SHALL BE ENTITLED TO RE ~ SE LL THE PACKAGES AND ALL OF THE LOANS IN
ANY MANNER SELLER DEEMS APPROPRIATE, FREE AND CLEAR OF ALL CLAIMS
OF BUYER . THIS PROVI SI ON SHALL NOT BE DEEMED TO LIM.IT SELLER'S
RIGHT TO SEEK ADDITIONAL DAMAGES (AT LAW OR IN EQUITY) FOR ANY
BREACH BY BUYER OF THE TERMS, COVENANTS AND CONDITIONS SET FORTH
HEREI N.
ARTICLE XIV
FILES AND RECORDS
Secti on 14.1 . Conformity to Law . Buyer agrees, ;.: ~ its sole
cos t and expen s e , to abide by all appli~ab le s t a t e and f ederal
l aws , rules and regul at i on·s regarding the handling, maintenanc.e,
servici ng and collec.t ion o f all Loans and in the ma intenance of
all documents and records relating to the Loans purchased .
hereunder , i ncluding, but not .limited t o, the length of time such
documents and records are to be retained, and making any
disclo s ures t o Obligors as may be required by law .
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ARTICLE XV
I NFORMATIONAL TAX REPORT I NG
Section 15.1. Informati onal Tax Reporting. Buyer hereby
agrees to perform al l ob ligations with respect to federal and/ or
s tate tax reporting relat ing to or arising out of the Loans sold
and assigned pursuant to this Agreement incl uding, without
limitation, the obligations with respect to Forms 1098 and 1099
and backup withholding wi th respect to the same, _if required, for
the y ear 2002 and thereafter. Seller reserves the r i g h t to
no~ify Buye r that Seller shall file such reporting f orms relating
to the period of the year 2002 or any subsequent year for which
Seller owned the Loan. Upon reasonable request , each party will
provide the requesting party with copies , delivered in a
commercially reasonable format, of their respec tive Forms 1098
and 1099.
ARTICLE XVI
RETAINED CLAIMS
Section 16.1. Retained Cl a ims. Buyer and Sel l er agree that
the s-ale of the Loans pursuant to this Agreement shall exclude
the trans fer to Buyer o f any and all clai ms and/or causes of
action Se l ler has or may have (i ) against officers, directors,
employees, insiders, accountants, attorneys, other persons
employed by Sel ler, underwri ters or any other similar person or
persons who. have· caused a loss to Seller in connection wi th the
init iation, origination or administrat ion of any of the Loans, or
(.i i) against any t hird parties involved in any alleged fraud or .
other misconduct relating to the making or servicing of any of
the Loans, or (iii) against any other party from whom Seller
contracted services in connection with any of the Loans.
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ARTICLE XVII
NOTICES ·

Section 17. 1. Notices. All notices, waivers, demands,
requests and other communications required or permitted by this
Agreement (collectively, "Notices") shall be in writing and given
as follows by (a) personal delivery, (b) established overnight
commercial courier with delivery charges prepaid or duly charged ,
or (c) registered or certified mail, return receipt requested,
first .class postage prepaid. Al l Notices which relate to any of
the Loans shall specify the Transfer Date of such Loans . Such
Notices shall be addressed to the Buyer, as the case may be, at
the adqress set forth on Exhibit B to this Agreement and
incorporated herein or with respect to Buyers subsequent to the
initial Buyer to the address provided in the Assignment and
Acceptance Agreement . Such Notices shall be sent to Seller at
the address set forth on Exhibit A to this Agreement . and
incorporated herein. Notices so given by personal delivery shall
be presumed to have been received upon tender to the applicable
natural person designated below to receive notices or, in the
absence of such a des ignation, upon t ender to the person signing
this Agreement on behalf of the appli cable party. Notices so
given by overnight·courier shall be presumed to have been
received the next Business Day after . delivery to such overnight
commercia1 courier. Notices so given by mail shal l be presumed
to have been received on the third (3rd) day after depos it into
t he United States postal system. All copies to the appl icable
persons or entity(iesl . designated above to receive copie s shall
be given in the same manner as the original Notice, and such
giving shall be a prerequisi te to the e ffectiveness of any
Notice.
·
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ARTICLE XVIII
WAIVER AND RELEASE
Section 18.1 . Waiver and Re l ease. Buyer, its a f filiat e s,
officers, directors, successors or ass ignees thereof, and all
subsequent transferees of the Loans, and ·al l others claiming by
or through Buyer or s ubs equent transferees , hereby disc l aim and
waive any right or c a u se of action they may now or: in the futur e
have ag,ainst Seller , and any of Seller's respectiv.e contractor 's
o fficers, directors, employees, attorneys, agents, and
predecessors in i n te rest as a result of the purchase of t he
Loans; p r ovided , however, that this waiver and release s ha ll not
exte nd to any liability of Seller arising from Seller's. failure
to perform its obligations in accordance with t he terms of this
Agreement or a ny liability of Seller to Buyer o r Buyer ' s ag ents,
affi liates, employees, contractors, officers, d irectors and
r ep resentatives indemnified pursuant to Section 10 . 2 . In
addition , Buyer , i t s affiliates, officers, d irectors , successors
or assignees there o f, and all subsequent transferees o~ the
Loans , and all other s claiming by or through Buyer or subsequent
transferees, hereby release Seller, its agents, officers,
directors, representat i v es , contractors , employees, attorneys and
their successors and a ss igns , from any and all Claims arising
from or rel ated to the Loans or a ris ing out of . the violation of
any appl icab le laws (incl ud ing , without limitation, state a nd
federal securities laws), except for Cl aims indemnified pursuant
to Sect ion 10.2.
ARTICLE XIX
TERM OF AGREEMENT
Sect ion 19.1. Term of Agreement. Notwithstanding that thi s
Agreement may be terminated at any time in accordance with the
p rovisions of Article 12 hereof, the initial t erm of this
Agreement shal l commence on the first Trans fer Date and shall end
on March 31st , 2006.
Section 19.2 . Effect of Termination. Effective on t h e
Termination Date , the Seller's obligation to s ell Loans a nd the
Buyer ' s obligation to purchase Loans hereunder shall termina t e,
however, obligat ions and rights provided under this Agreement and
t h e other Transact i on Documents and with respect to Loan s
p rev i ously sold ·hereunder shall survive term.i nation, i ncl uding,
without limitation, Ar ticles 5, 7, 8, 10 and 11 and Secti ons 2.6
and 3.2.
·
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[ARTICLE XX]
Intentionally omit ted
ARTICLE XXI
MISCELLANEOUS PROVI SI ONS
Section ~1.1. Severability. I f any term , covenant,
condit i on or provis i on her eof i s unlawful, inval id, or
unenforceable f or any reason whatsoever, and such illegality,
invalidity, or unenforceabili ty does not affect the remaining
parts of this Agreement , then all such remaining parts hereof
s hall be valid and enforceable and have full force and effect as
if the invalid or unenforceable part had not been included. In
addi.t ion, the parties hereto agree to amend the Agreement to add
a legally valid and en f orceable provision , which will provide the
same or similar economic benefits or other benefi ts to the
affected party as the deleted, unenforceable or invalid
provision.
Section 21.2 . Rights Cumulative; Waivers . The rights o f
each of the part ies under thi s Agreement are cumul a tive and may
be exercised as often as any p·arty cons iders appropriate under
the terms and conditions speci fical ly set fo rth. The rights of
each of the parties hereunder shall not be capable of being
wa i ved or varied other wise than by an expres s waiver or variation
i n writing. Any failure to exercise or any delay in exerci sing
any of such rights shall not operate as a waiver or variat ion of
that or any other such right. Any defective or part ial exercise
of any of such rights shall not preclude any other or further
exercise of that or any other s u ch right. No act or course of
conduct or negotiation on the par t of any party shall in any way
precl ude such par ty f r om exerc i s ing any such right or const i t ute
a suspension or any variat i on of any such right.
Sect ion 21. 3. Headings. The headings o f the Articl es and
Sections contained in .this Agreement are i nserted for convenience
only and shall not affec t the meaning or inte rpretation of this
Agreement or any provis ion hereof.
Section 21.4. Construction. Unless the context otherwise
r equires, singular nouns and pronouns, when used herein, shall be
deemed to include the p lural of such noun or pronoun, and
pronouns o f . one gend~r shall be deemed ·to i ncl ude the e quival ent
pronoun o f the ot her gender.
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Section 21.5. As signment. Subject to the rest rictions set
forth in .Article XI, this Agreement and .the terms, covenants, .
conditions, provisions, obligations, undertakings , rights and
b enefits hereof, including the Addenda, Exhibit s and Schedules
he reto , shal l be b inding upon, and shall inure to the 'benefit of,
the undersigned parties and their resp~ctive heirs, executors,
administrators·, repre sentatives, successors and assigns.
Section 21.6. Prior Understandings. This Agreement
supersedes any and all prior discussions and agreements among
Seller and Buyer with respect to the purchase of the Loans and
other matters contained herein; and the Transaction Documents
contai n the sole and entire understanding between the par ti es
hereto with respect to the transact ions cont e mplated herein.
Section 21.7. Integrated Agreement . The Transaction
Documents 'hereto cons titute the final complete expression of the
intent and understanding of Buyer and Seller. Thi s Agreement
shall not be alte.red or modif ied except by a subsequent writing ,
signed by Buyer and Seller.
Section 21.8. Counterpart s . This Agreement may be exe cuted
in any number of counterparts, each of which shall be deemed to
be an original and al l of which togethez: shall constitute one and
the same instrument, . and any party hereto may execute this
Agreement by signing any such count erpa~ t .. This Agreement shall
be deemed to be binding when executed by Buyer and Seller and
signature pages have b~en exchanged by t he p arties hereto via
facsimile .· Telecopy s i gnatures shall be deemed valid and binding
to t he same extent as original signatures.
Section 21.9. Non- Me r ger/Survival. Each and every covenant
made by Buyer or Sell er in the Transaction Document s .inc luding,
without limitation, any representation , warranty, covenant and
any indemnity shall survive the execution and delivery of the
Trans.f er Documents and this Agreement and shall not merge into
the Transfer Dqcuments, but instead shall be indep(::nd~···. '.'tly
enforceable .
Section 21.10. Governing Law/ Choice of Forum . This
Agreement shall be construed, and the rights and o~li gations of
Seller and Buyer hereunder determined , in accordance with the
laws of the State of Delaware.
·
Section 21 . 11 . No Third- Party Beneficiaries. Each o f the
provision s of this Agreement is for the sole and exclusive
benefit of the parties· hereto , and none of the provis ions of this
Agreement shal l be deemed to be for the benefit of any other
person o r entity.
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section 21.12. Calculation of Calendar/Business Days. If
any date (whether calculated on the basis of calendar days or
Business Days) upon which or by which action i s required under.
this Agreement (except f or any Additional Loans Cut-Off Date
whi ch may occur on a n on- Business Day) is a Saturday, Sunday or
legal holiday recogni zed by the federal government, then the date
for such action shal l be extended to the fir s t day that is after
such date and is not a Saturday, Sunday or legal holiday
recognized by the federal government.
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IN TESTIMONY WHEREOF, the parties hereto have executed this
Agreement .
BUYER: Hilco Receivables II , LLC

By:
Name: Bruce Passen
· Title; President/CEO

SELLER:

MBNA AMERICA BANK , N.A.

By:
Name:
Title:

Michael Kinane
Executive Vice President
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SCHEDULE 1

Loan Sc hedule .

Seller Name·

MBNA
N.A.

AMERICA

~oan

Asset No.

Obligor Last Name

BANK,

Existing Portfolio

Total Number of Accounts:
. Aggr egate Current Balance:

Forward Flow

Total Number of Accounts:
Aggregate Current Balance:

DCl · lB674. 7

3:

-f

6

~
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·Current
Balance
(approximate)

EXHIBIT A

IDENTITY OF SELLER

Name:

MBNA AMERICA BANK, N. A.

_Address:

655 Papermill Rd, Wilmington, De 19884 - 1322
City/State/Zip Code

Contact Person:

Manager of Sales Support
Attention: Steve Fox

Telephone No.:· (302) 458-0012
Telecopy No.:
(302) 458-0438
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EXRI:BIT B

IDENTITY OF BUYER

Name:
Addres s :
Contact Person:
Te 1 ephone No . :
Telecopy No. :
Tax I.D.. /SS No.:

and upon assignment to an Aff il i a te pursuant to the provis ions of
Section 11.2 o f the Agreement to which t his ~xhib it is at tached ,
such Af filia te

DCl - 18674. 1
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EXHIBIT C

BILL OF .SALE AND ASSIGNMENT OF LOANS

Th e undersigned As s i gnor ( '1 Assignor " ) on and as of t he dat e
hereof hereby absolutely s ells, transfers , assigns, se ts-over,
quitclaims· and conveys to ·
a
organized under the laws o f
("Assignee") . wi t hout
recourse and without r ep resentations or warranties of any type,
kind, cqaracter or nature , express or i mplied, s ubject to Buyer ' s
r epurchase r i g ht s as set forth i n Sections 8 . 1 and · 8 . 2; all of
Ass ignor's right, title and intere st in and t o e ach o f t h e loans
identi fied in t he loa n s chedule ("Loan Schedule" ) a ttached hereto
(the "Loansi' ), together with the right t o all principal , interest .
or other proceeds of a ny kind with r espect to the Loans remaining
due and owing as of the Cut-Off Date applicable ·to s~ch Loans as
set fort h i n the Loan Sale Agreement pu rsuant to which t he Loans
are being sold (inclu d i ng but not limited to proceeds. derived
f r om the conversion, voluntary· or inv~lunt ary, of any of the
Loans into ·cash or other liqui dat e d propert y).
DATED :
20
ASSIGNOR: MBNA AMERICA BANK, N.A.

Name:
Title:

C- 2

/
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EXHIBIT D
WIRE TRANSFER INSTRUCTIONS

Bank Name:.

MBNA AMERICA BANK, N.A . -

ABA Number:

031 - i .00 -160

NEW~RK ,

DE

·c redit to Account :
Account Number:
Reference:

Please indicate that the funds are .loan sale
proceeds, along with your name.
Attention: David Penkrot

Conditions:

In order to assure· proper allocat ion of funds to Buyer ·• s
purchase price, this information must be included on all wire
transfers.
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EXHIBIT E
DELIVERY OF CREDIT APPLICATIONS
AND STATEMENTS

seller will del iver to Buyer one copy of t he credit appli cation
(or affidavit if appl ication is not available) and statements for
three consecutive months fo r the Loans upon reques t for 10% of
the Loans . purchased by Buyer at no charge . Seller wi ll deliver to '
Buyer addi t ional copies of the credi t applications a nd statements .
for the Loans upon receipt o f paymen t of $5 .00 per application or
statement (or other avai lable information to b e provided under
the t erms of Section 1. 10 of t hi s Agr.eement ) reques t e d by Bu y er ,
within one (1) year after the Transfer Dat e of such Loan, if such
documents are availabl e. With respect t ·o· any· such reque st,
Seller shall have thirty {30} days from the receipt of the Buyers
request to deliver the requested documents , provided the number
of requests does not exceed two hundred (200) items in a~y one
c alendar month . Otherwi se, Seller shal l have ninety (90) days
from the recei pt . of the Bu yer' s request to d eliver t h e requested
documents . Buyer express ly acknowl edges that Sell er o nly retains
the credi t appl ications for a period of five (S) years and that
document.at ion may not exis t with re spect to the Loans purchased
by Buyer. Beyond one (1) year of the Transfer Date , additional
copies of t he credit applications and statements for the Loans
may be provided upon receipt of payment of $10.00 per application
or statement.

I>Cl · lHH.7
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EXHIBIT F

CONFIDENTI ALI TY AGREEMENT
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EXHIBIT I
FORM OF

ASSIGNMENT AND ACCEPTANCE AGREEMENT

THI S ASSIGNMENT AND ACCEPTANCE . AGREEMENT (the "Assignment
Agreement") d ated as of
, 20 0 is entered i nto among
- ---,=---=-------,--<"Assignor" l,
("Ass ignee")
and MBNA America Bank, N .A. (the " Seller").
Re ference is made to t he Loan Sale Agreement
as amended and modifi e d from t ime to time {t he " Loan Sale
Agreement") between Buyer, Guarantor and Sell er. Terms defined
.in the Loan Sale Agreement are used herein with the same me a ning.
The Assignor hereby sells and assigns, without recourse, to
the Assignee, and the As s i gnee hereby purchases and as sume s ,
without r ecourse , from the Assignor , ef f ective as o f
, 200~
(the "Ef fective Date") all of the Assignor's r i ght s and
obl igat ions unde r the Loan Sale Agreement with res pect t o the
purchase and sale of Additional Loans occurring after such
Effe ctive date ( "Future Sales"). From and after t he Effective
Date ( i ) the Assignee shall be the "Buyer" under, and be bound b y
the provisions of the Loan Sal e Agreement and hav e the right s and
obl igat ions of the Buyer thereunder with respect to Future Sal es
and (i) the Ass i gnor sha ll r elinqui sh i ts rights and be rel e ased
from i t obligations under t he Loan Sale Agreement with r espect to
Future Sales. The Assignee hereby makes all of the
repr esentations, warranties a n d cove nant s set forth in Art icle
VII of t h e Loan Agreement as of the Ef f ect i v e Date.
Notwithstanding anything to the contrary herein contained, the
representations a nd warranties made by the Sel ler to the Assignor
in the Loan Sale Agreement shall survi ve, with r e spect to the
As signor, the ass ignment effected b y this Agreement.
This Assignment Agreement shall be governe d by and const r ued
in accordance with the laws of the State of De l aware ·.
The terms set forth above are hereby agreed to by

------------------------ · as Ass i gnor
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By:
Name:
Title:

-----------------------' as Assignee
By:
Name:
Title:
------------------------------' as Seller
By:
Name:
Title:
Address and information relating to the Assignee:
Name:
Address:
Contact Person:
Telephone No.:
Telecopy No.:
Tax I.D. /ss No:
Prohibited Assignee List
Atlantic Credit and Finance Inc. or any of its affiliat.es
Midland Credit Management Inc, or any of its affiliates
C&W Asset Acquisition a/k/a Cadle Companies or any of its
affiliates
Nationai Credit Acceptance

I-2

/
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UNIFUND CCR PARTNERS
PURCHASE AND SALE AGREEMENT
l''ebruary 2005 Bankcard Accounts
This Purchase and Sale Agreement (the "Agreement") is made as of February 28, 2005,
between Citibank (South Dakota), N.A. (the "Bank"), a national banking association organized
under the laws of the United States, located at 701 East 60'h Street North, Sioux Falls, South
Dakota 57117 and Unifund CCR Partners ("Buyer"), with its headquarters/principal place of
business at 10625 Techwoods Circle, Cincinnati, OH 45242.
WHEREAS, the Bank desires to sell and Buyer desires to purchase certain of the Bank's
credit card accounts on the terms and conditions hereinafter provided;
NOW, THEREFORE, in consideration of the mutual promises herein, Buyer and Bank
agree as follows:

L

DEFINITIONS

Lt
"Account Document" means, with respect to any account, any application, agreement,
billing statement, notice, con-espondence or other information in the Bank's possession that
relates to an Account. An Account Document may include, without limitation, original
documents or copies thereof, whether by photocopy, microfiche, microfilm or other reproduction
process. Excluded from the definition of Account Document is any correspondence, report,
information, internal analyses, sensitive attorney-client privileged documents, internal
memoranda, documents, credit information, regulatory reports, and/or internal assessments of
valuation of such Account, or any other documents relating to an Account that may be, but are
not necessarily, missing or excluded (whether intentionally or unintentionally).
1.2
"Accounts" means the Bank's Visa and MasterCard accounts and receivables listed on the
Asset Schedule (attached hereto as Exhibit 1) the balances of which the Bank has written off for
accounting purposes, subject to adjustment of the Cut-Off Date (as defined below) in accordance
with Section 2.2.
t .3

"Cardholder" means the person in whose name an Account was established.

"Closing Date" means February 25, 2005, or such other date mutually agreed to hy Buyer
1.4
and the Bank.
I .5

"Cut-Off Date" means February 21, 2005.

1.6
"Purchase Price" means $29,586,416.15 (5.339'!!) of sale bahmccs
$554, 156,511.60) subject to Pre-Closing Adjustment pursuant to Section 2.2.

uni fundchsd0205 .dt\c
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totaling

1. 7
"Adjustment Amount" means the pol1ion of the Purchase Price allocated to the balance of
any Account that is: (a) increased or decreased as described in Section 2.2(a); (b) retained by
Bank and not transferred to Buyer pursuant to Section 2.2(b); or (c) repurchased by Bank
pursuant to Sections 3.4 or 8.1. The Adjustment Amount shall be equal to the portion of the
Purchase Price (prior to adjustment) attributable to the balance of the Account. This amount
shall be determined by multiplying the balance by the percentage of the Purchase Price relative to
the ag~o'Tegate balance of Accounts associated with the unadjusted Purchase Price.

2.

PURCHASE AND SALE OF ACCOUNTS

2.1
Purchase and Sale. On the basis of, and subject to, the representations, warranties and
covenants in this Agreement, the Bank agrees to sell, assign and transfer to Buyer, and Buyer
agrees to purchase from the Bank on the Closing Date all right, title and interest of Bank in the
Accounts. Buyer has made an independent investigation as it deems necessary as to the nature,
validity, collectibility, enforceability and value of the Accounts, and as to all other facts that
Buyer deems material to Buyer's purchase. Buyer enters into this Agreement solely on the basis
of that investigation and Buyer's own judgment. Buyer has made an independent determination
that the Purchase Price represents the Accounts' fair and reasonable value. The sale and
assignment are without recourse to the Bank, and without warranty of any kind (including,
without limitation, warranties pertaining to validity, collectibility, accuracy or sufficiency of
information), except as stated in Atticle 3 below. Buyer acknowledges and understands that
Bank has not provided the date of first delinquency of the Accounts for FCRA repotting
purposes, and that it is Buyer's responsibility to obtain that information from credit reporting
agencies or other sources. Buyer may request date of first delinquency information from a single
consumer reporting agency (CRA) and Buyer and Bank shall each pay one-half (50%) of any
reasonable charges assessed by the CRA to provide the date of first delinquency data. However,
Bank makes no representations about or warranties as to the accuracy of any information that
Buyer receives from a consumer reporting agency in response to Buyer's request for date of first
delinquency information. Buyer also understands that the account balances purchased include
finance charges assessed up to the date the account was charged off by Bank. Buyer is not acting
in reliance on any representation by the Bank, except as set forth in Al1icle 3 below.
2.2
Pre-Closing Adjustment. The Purchase Price amount stated in Section 1.6 shall be
adjusted to reflect any changes in the status of the Accounts as of the Cut-Off Date, as follows:
(a)
a change in the balance of any Account from the balance shown on the due
diligence tape provided to Buyer; and
(h) retention by the Bank of any Account that on the Cut-Off Date (i) to the Bank's
knowledge, fail to meet the representations set forth in Section 3.3; or (ii) the Bank determines
that there is a pending or threatened suit, arbitration, bankruptcy proceeding or other legal
proceeding or investigation relating to an Account or a Cardholder, and naming the Bank or
otherwise involving the Bank's interest therein in a manner unacceptable to the Bank, or the
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Bank otherwise determines (in its sole discretion) that such matter cannot be resolved and/or that
the Bank's interest therein cannot be adequately protected without the Bank owning such
Account.
The Purchase Price will be adjusted by the Adjustment Amount associated with any balance or
Account described above. The Bank will notify the Buyer of the adjusted Purchase Price prior to
the Closing Date.
2.3
Pavment. Buyer shall pay the balance of the Purchase Price on or before 12:00 p.m.
(noon) Central Time on the Closing Date. Buyer shall withhold from the amount paid hereunder
10% of the Purchase Price ("Withheld Amount") subject to the provisions of Section 3.4(c)
below. The Bank will transfer the Accounts to Buyer in accordance with Section 2.4 below.
2.4
Transfer. On the Closing Date, subject to satisfaction or waiver of the conditions
precedent set forth in Article 5 of this Agreement, the Bank and Buyer will execute and deliver to
each other a Bill of Sale. Assignment and Assumption Agreement substantially in the form of
Exhibit 2, and other mutually agreed upon closing documents. The Bank will provide to Buyer,
on the Closing Date or at such other time as is mutually agreed to by the Buyer and Bank, a
computer printout or magnetic tape listing the Accounts as of the Cut-Off Date that were
purchased by the Buyer. On the Closing Date, Bank will transfer all Bank's right, title and
interest in the Accounts and Buyer will assume, with respect to each Account, all of Bank's
rights, responsibilities, and obligations that arise as a result of Buyer's purchase of the Accounts.
If the Bank receives any payments of principal and/or interest by or on behalf of any Cardholder
with respect to an Account between the Cut-off Date and the Closing Date, Bank shall promptly
forward such amounts to Buyer (without interest thereon) and Buyer shall promptly credit such
amounts to the Cardholder's Account. If payments are received by the Bank from a cardholder on
or after Closing Date, the Bank shall forward such payments (without interest thereon) to Buyer
within 30 days from date of receipt. Bank shall charge Buyer the lesser fee of fifteen percent
(15%) of the payment amount, or fifteen dollars ($15.00) to process any Account payment
received by Bank more than one (1) year after the Closing Date. Bank may, at its discretion,
deduct the processing fee when remitting the payments to Buyer.
2.5
Sales Usc or Transfer Taxes. !f any sales, usc or transfer tax is assessed or otherwise
payable as a result of the transactions contemplated hereby, Buyer and Bank shall assume the
obligation to pay such tax that is its responsibility to pay, to the extent such taxes relate to, or
accrue on or after the Closing Date.
3.

REPRESENTATIONS AND WARRANTIES OF THE BANK

The Bank makes the following representations and warranties:
3.1
Due Organization: Authorization. The Bank is duly organized, existing and in good
standing as a national banking association, and the Bank's execution, delivery, and performance
of this Agreement are within the Bank's corporate powers and have been duly authmized by all
necessary corporate action.

uni fundchsd0205 .doc

3

Page 801

3.2
Servicing, After the Cut-Off Date, the Bank shall not compromise, settle (for less than
full value) or otherwise release a Cardholder on any Account without Buyer's consent, The Bank
will undertake only those servicing activities necessary to preserve and maintain the integrity and
enforceability of the Accounts.
3.3
Representations Concerning Accounts, With respect to each Account, the Bank represents
that to the best of its knowledge as of the Cut-Off Date:
(a)

the debt represented by such Account has not been satisfied and/or the stated balance on
such Account has not been paid;

(b)

each Account is a legal, valid and binding obligation of the Cardholder;

(c)

no final judgment has been entered by a court of competent jurisdiction with respect to
the debt represented by the Account;

(d)

the Cardholder has not been released from liability on the Account;

(e)

the Account is not involved in an open bankruptcy case and has not been discharged in
bankruptcy;

(f)

the Cardholder is not deceased;

(g)

the Bank has good and marketable title to the Account, is the sole owner thereof and has
full right to transfer and sell the Account free and clear of any encumbrance, equity, lien,
pledge, charge, claim, security interest, obligation to third part.y collection agencies or
attorneys previously retained by the Bank;

(h)

there is no dispute, claim, action, suit or proceeding pending or threatened with respect to
any Account;

(i)

the current balance on the Account is $100 or more;

(j)

each Account is closed and there is no requirement for future advances of credit or
other performance by Bank; and

(k)

each Account has been maintained and serviced by Bank in full compliance with
applicable state and federal laws including where applicable, without limitation, the Truth
in Lending Act, the Equal Credit Opportunity Act, the Fair Debt Collection Practices Act,
the Fair Credit Reporting Act, and the Fair Credit Billing Act.

The Bank makes no other representations or wananties, express or implied, with respect to any
of the Acconnts other than as specifically set forth in this Section 3.3.
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3.4

Remedies for Breach of Representations Concerning Accounts.

(a) Time Period. Buyer's sole remedy against Bank for a breach of any of the representations
listed in Section 3.3 shall be to notify the Bank of the breach no later than 180 days from the
Closing Date provided, however, this time limitation shall not apply to a breach pursuant to
Section 3.3 (g) and (k). Bank shall then have, at its option, the right to (A) cure such breach
referred to in the notice of Claim, in all material respects, (B) reimburse to Buyer an amount (the
"Purchase Price Adjustment") equal to the reduction in value of the affected Accounts based
upon the breach, or (C) repurchase the affected Accounts by paying Buyer the Purchase Price
Percentage multiplied by the stated Account balance. A Notice of Claim under this Section 3.4
must be delivered by the Buyer to the Bank in writing and accompanied by the documentation
required under Section 3.4(b). Notwithstanding Section 12.10, the Buyer's failure to provide a
Notice of Claim with respect to any claimed breach of Bank as provided in this Section 3.4 shall
terminate and waive ;my rights Buyer may have to any remedy for such breach under Section 3.3
of this Agreement.
(b) Form of Notice Required. Buyer shall notify Bank in writing of each Account of which
Buyer seeks to have Bank repurchase. All notices shall contain the customer's name and Bank's
account number and will be accompanied with the following applicable documentary evidence
satisfactory to the Bank:
Bankruptcies:

Credit Bureau with non-dismissed bankruptcies, or
Attorney name, case number, and date of filing, or
Copy of actual court papers, or approved third party service
(Banko, Inc.; Ioxperian; Trans Union; or Equifax)

Deceased:

Copy of death certificate, or
Credit bureau indicating date of death, or
Executor or attorney letter with date of death, or
approved third party service (Banko, Inc.: Expcrian; Trans
Union; or Equifax)

Settled or
Paid in Full:

Fraud:

Copy of Bank or bank agent letter verifying action
Copy of the canceled, final check (front and back)
Letter from or to Citibank or Citibank agent
Complaint in writing explaining event

Bank shall make a determination within forty five (45) business days after receipt of Buyer's
Request, unless Bank's delay in responding is caused by or related to Buyer's failure to provide
Bank with necessary mfmmation and documentation required under this Section 3.4.
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(c) Repurchase Price. lf the Bank elects to either repurchase the Accounts or reimburse the
Buyer in the amount of the Purchase Price Adjustment, the Bank shall not be obligated to make
payment on an Account by Account basis, but may elect to provide such adjustment in a single
amount as an offset against the Withheld Amount within 30 days of notification, at Bank's
option. Should the amount of the Repurchase Price exceed the Withheld Amount, the Bank shall
make payment of the excess amount with the 30 day period set forth in this Section. If, at the end
of the 180 day period set forth in Section 3.4(a) above, the Withheld Amount exceeds the mnount
of the Repurchase Price, Buyer shall, within 14 days, pay such excess to Bank. The Bank makes
no representation as to the number of Accounts that may be subject to repurchase pursuant to this
section

4.

REPRESENTATIONS AND WARRANTIES OF BUYER

Buyer makes the following representations and warranties:
4.1
Due Organization; Authorization. Buyer is duly organized, existing and in good standing
as a general partnership under the laws of the State of New York. Buyer has full authority to
execute, deliver and perform this Agreement according to its terms, and Buyer's execution,
delivery and performance of this Agreement have been duly authorized, and are not in conflict
with any law or regulation applicable to Buyer or the terms of Buyer's partnership documents or
articles of incorporation, charter or bylaws, as applicable, or of any indenture, agreement or
undettaking to which Buyer is a party or by which it or any of its assets is bound.
4.2
No Conflict. Buyer's review of Account and Cardholder information will not represent a
conflict of interest on the part of Buyer or Buyer's officers or employees, and that neither Buyer
nor any of Buyer's affiliated companies is presently a party to any litigation, or involved in any
litigation, with any Cardholder or with the Bank.
The execution and deli very of this Agreement by Buyer and the performance of its obligations
hereunder will not (i) conflict with or violate (A) the organizational documents of Buyer, or (B)
any provision of any law or regulation to which Buyer is subject, or (ii) conflict with or result in
a breach of or constitute a default (or any event which, with notice or lapse of time, or both,
woold constitute a default) under any of the terms, conditions or provisions of any agreement or
instrument to which Buyer is a party or by which it is bound or any order or decree applicable to
Buyer or result in the creation or imposition of any lien on any of its assets or property. Buyer
has obtained all consents, approvals, authorizations or orders of any court or govemmental
agency or body, if any, required for the execution, delivery and performance by Buyer of this
Agreement.
4.3
Investigation of Accounts. Buyer is a sophisticated investor and its bid and decision to
purchase the Accounts are based upon its own independent expert evaluations of the nature,
validity, collectibility, enforceability and value of the Accounts. The Buyer has had sufficient
oppommity to complete the independent investigation and examination into the Accounts that
Buyer deems necessary. Buyer enters into this Agreement solely on the basis of that investigation
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and Buyer's own JUdgment. Buyer has made an independent determination that the Purchase
Price represents the Accounts' fair and reasonable value. Buyer is not acting in reliance on any
representation by the Bank, except those listed in Section 3.3.
4.4
Accounts Sold As Is. Buyer acknowledges and agrees that except for warranties and
representations set forth in Section 3.3 of this Agreement, Bank has not and does not represent,
warrant or covenant the nature, accuracy, completeness, enforceability or validity of any of the
Accounts and supporting documentation provided by Bank to Buyer, and, subject to the tem1s of
this Agreement, all documentation, information, analysis and/or correspondence, if any, which is
or may be sold, transferred, assigned and conveyed to Buyer with respect to any and all Accounts
is sold, transferred, assigned and conveyed to Buyer on an ''AS IS, WHERE IS" basis, WITH
ALL FAUUS.
4.5
No Firrder,;;. Buyer has not utilized any investment banker or finder in connection with
the transaction contemplated hereby who might be entitled to a fee or commission upon
consummation of the transactions contemplated in this Agreement

5.

CONDITIONS PRECEDENT TO PURCHASE AND SALE OF ACCOUNTS

5. l
Representations and Wammties. The representations and wananties of the Bank and
Buyer in this Agreement will be true and correct as of the Closing Date.
5.2
Compliance with Covenants and Agreements. Buyer and the Bank will have complied in
all material respects with each of their respective covenants and agreements in this Agreement on
or before the Closing Date.
5.3
No Violation of Law. Consummation by Buyer and the Bank of the transactions
contemplated by this Agreement and performance of this Agreement will not violate any order of
any court or governmental body having competent jurisdiction or any law or regulation that
applies to Buyer or the Bank.
5.4
Reassignment and Removal from Trusts. As of the Closing Date (i) any outstanding
Account receivables owned as of the Closing Date by Bank are not securitized or will have been
reassigned to the Bank, and (ii) all conditions precedent for removal of such receivables from
Standard Credit Card Master Trust will have been satisfied. In the event that this condition
cannot be satisfied prior to the Closing Date, this Agreement shall terminate, Buyer's deposit
shall be returned to Buyer and the Bank shall have no further obligation to Buyer hereunder.
5.5
Ammwals and Notices. All required approvals, consents and other actions by, and
notices to and filings with, any governmental authority or any other person or entity will have
been obtained or made. If Buyer is a corporation, Buyer will have delivered to the Bank a
certificate from Buyer's corporate secretary (or other documentation satisfactory to the Bank and
its counsel) certifying that Buyer's board of directors has resolved or consented to Buyer entering
into this Agreement and consummating the transactions contemplated hereby.

uni fundlh~d0205 .(hX"
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5.6
UCC Financing Statements. Buyer will prepare on or after the Closing Date, as the
parties hereto shall agree, such UCC Financing Statements for filing in such jurisdictions as the
Buyer may deem necessary or appropriate. The lJCC Financing Statements shall be for notice
purposes only and shall expressly indicate that UCC Financing Statements are for notice
purposes only and creates no security interest in the assets, property or interests of the Bank.

6.

RIGHTS AND OBLIGATIONS OF THE BANK AND BUYER AFTER THE
CLOSING DATE

6.1
Notice to Cardholders. After the Closing Date, the Bank may, but will not be obligated
to, give any Cardholder written or oral notice of the transfer of the Cardholder's Account to
Buyer at the Cardholder's last known address. At Buyer's reasonable request, the Bank will
provide a form letter that Buyer may send to a Cardholder to confirm that the B<mk sold the
Cardholder's Account to Buyer. The Bank shall have the right to review and approve, which
approval will not be unreasonably withheld, all written notices sent by the Buyer to the
Cardholder informing the Cardholder of the transfer of the Cardholder's Account to the Buyer.
The Buyer shall not discredit or impugn the reputation of the Bank in any correspondence sent to
the Cardholder in connection with the Accounts purchased by the Buyer.
6.2
Retrieval of Account Documents. After the Closing Date, the Bank will furnish Buyer at
no charge with Account Documents that Buyer reasonably requests within 365 days of the
Closing Date, up to a maximum number of Account Documents equal to I 0% of the Accounts
purchased. The Bank will charge$ 10.00 for each Account Document furnished on Accounts in
excess of the IO'Y,, threshold, or requested after 365 days of the Closing Date, but prior to three
years after the Closing Date. Except in instances of litigation unrelated to collection activity or
accounts that arc within the statute of limitation at the time requested, the Bank will have no
obligation to provide Buyer with Account Documents after three years after the Closing Date.
Documents will be furnished within 60 days of the date of the request. Buyer's request for an
Account Document must be presented to Bank on a form provided by Bank and must be made
with sufficient specificity to enable the Bank to locate the Account Document. The Bank will
use reasonahle eli ligence to provide the Account Document. The failure of the Bank to provide an
Account Document requested by Buyer wi II not be a breach of this Agreement. lf the Bank
cannot reasonably provide an Account Document that the Buyer requests, the Bank will inform
Buyer accordingly, and at Buyer's request, provide an Affidavit in the form shown in Exhibit 3,
as a substitute Account Document in accordance with the terms of this paragraph, provided that
the parties will mutually agree to a time frame within which affidavits given in lieu of Documents
will he produced.
Buyer may, in addition to its request for Account Documents, request an Affidavit from Bank, in
the form shown in Exhibit 3, indicating the date the Account was opened, the Account number
and the balance existing as of a specified dare. The Bank wili provide a total number of
affidavits equal to two percent (2%) of the total accounts purchased. The Buyer shall be limited
to one request for affidavits per week with a maximum of 200 accounts per request. Bank shall
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have three (3) weeks to complete the affidavits requested. Requests shall contain sufficient
information about the relevant accounts to allow Citibank representatives to locate the Account
infonnation to complete the affidavits. The Buyer shall pay Bank $ !0.00 per affidavit requested
and provided. Payment shall be due at the time the affidavit is provided.
6.3
Credit Bureau Reporting. The Bank shall promptly request that the major credit reponing
agencies (including, without limitation, Experian, CBI and Trans Union) delete the Accounts
from their records. The Buyer may report its ownership of the Accounts to credit reporting
agencies provided that the Buyer agrees to comply with the Fair Credit Reporting Act (FCRA)
and any other laws or regulations governing credit agency reporting.
6.4
Compliance with Law. With respect to any Account, Buyer or Buyer's agent will at all
times: (a) comply with all state and federal laws applicable to debt collection, including, without
limitation, the Consumer Credit Protection Act, the Fair Credit Reporting Act and the Fair Debt
Collection Practices Act, and (b) for any Account where the statute of limitations has run, not
falsely represent that a lawsuit will be filed if the Cardholder does not pay.
6.5
Post Closing Account Review. Prior to initiating any contact, whether verbal, written or
electronic, with the Cardholder, Buyer shall review the portfolio through a competent third party
vendor (e.g., Banko, Inc.) or other process to discover whether any Accounts included are
involved in an open bankruptcy case or have not been discharged in bankruptcy (the "Post Sale
Scrub") or have indicators, notes or flags that demonstrate that the Cardholder claims to be a
victim of identity theft. The Buyer shall immediately notify Bank of any Accounts that have
flags or indicators of identity theft and Buyer shall sell the Accounts hack to Bank prior to Buyer
contacting Cardholders. Furthermore, Buyer shall immediately cease any collection effot1s upon
receiving notice (whether from the Cardholder, the Bank, or a third party on behalf of the
Cardholder) that a Cardholder has discharged the debt in bankruptcy, and shall not re-commence
collection activity until Buyer has conducted a reasonable investigation into the Cardholder's
claim and determined, based upon reasonable evidence, that the Cardholder's claim is
unfounded.
6.6
Notice of Claims. Buyer will notify the Bank immediately of any claim or threatened
claim against the Bank, or any claim or threatened claim that may affect the Bank, that is
discovered by Buyer. The Bank will not provide notice to Buyer of any notice of bankruptcy
filing it may receive after the Closing Date.
6.7
Bank As Witness. If Buyer, upon reasonable written notice to Bank, requests or
subpoenas an officer or employee of Bank to appear at a trial, hearing or deposition concerning
an Account to testify about the Account, Bank shall ensure the requested employee appears at
such hearing or deposition and will be available for consultation with Buyer. Buyer will pay
Bank for the officer's or employee's lime in traveling to, attending and testifying at the trial,
hearing or deposition, whether or not the officer or employee is called as a witness, at the hourly
rate equivalent of such officer or employee. Buyer will also reimburse Bank for the officer's or
employee's reasonable out-of-pocket, travel-related expenses.
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6.8
Collection Agencies. Bank represents and wanants that all of the Accounts have been
recalled from any third party collectors and/or attorneys and such Accounts have been returned
by said third parties without any further liability or obligation to the third party collector and/or
attorney.

7.

USE OF BANK'S NAME

7.1
Use of Names. The Buyer will not use or refer to the name "Citibank," "Citibank
Classic," "Citicorp," "Citigroup", "Associates Capital Bank, Inc.", "Associates Credit Card
Services, Inc.", "Associates Commerce Solutions", "Associates National Bank", "Universal Card
Services Corp." or any similar name or successor corporation, except to reference "Citibank" for
purposes of identifying an Account in communications with the Account's Cardholder, in
collecting amounts outstanding on the Account, and in conducting litigation or participating in a
bankruptcy proceeding with respect to the Account Buyer shall not represent that there is an
affiliation or agency relationship between Buyer and the Bank, nor shall Buyer state or represent
in any way that it is acting for or on behalf of the Bank. Buyer shall not misrepresent, mislead or
otherwise fail adequately to disclose its ownership of the Accounts.
7.2
Breach. Buyer and the Bank acknowledge that Buyer's breach of this Article 7 will result
in actual and substantial damages to the Bank, the amount of which will be difficult to ascertain
with precision. Therefore, if Buyer breaches this Article 7, Buyer will pay the Bank the sum of
$10,000.00 for each breach (each breach being the single use of the above names, communicated
to a third party as described above) as liquidated damages and in preventing Buyer's further
breach of this provision.

8.

THE BANK'S RIGHT TO REPURCHASE ACCOUNTS

8.1
Accounts Affected. The Bank shall have the right to repurchase any Account that has not
been paid in full, released or compromised by Buyer, if the Bank determines that there is a
pending or threatened suit, arbitration, bankruptcy proceeding or other legal proceeding or
investigation relating to an Account or a Cardholder, and naming the Bank or otherwise
involving the Bank's interest therein in a manner unacceptable to the Bank, or the Bank
otherwise determines (in its sole discretion) that such matter cannot be resolved and/or that the
Bank's interest therein cannot be adequately protected without the Bank owning such Account.
8.2

Right to Repurchase.

(a)
Upon notice to Buyer, the Bank may repurchase any Account described in Section 8.1 by
repaying to Buyer the Adjustment Amount associated with the repurchased Account.
(b)
Upon delivering to the Bank a full accounting of the Account, Buyer may retain any
money or value that Buyer collected or received on the Account before Buyer's receipt of the
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Bank's notice electing to repurchase the Account; provided that, after Buyer has received the
Bank's notice, Buyer will immediately cease releasing or compromising the Account.

9.

RIGHT OF RESALE

Sale or Transfer to a Th1rd Partv Buyer may resell or transfer the ownership of any
Account to a third party, including the transfer of Cardholder information (such as names and
addresses) to any third party, (each referred to as "Third Party Buyer"); provided, however, that
Buyer must conduct commercially reasonable and prudent due diligence of the Third Pmiy
Buyer. Buyer shall defend, indemnify and hold harmless Bank from any and all causes of action,
claims, expenses or judgments incurred by Bank for which Buyer's Third Party Buyer or any
buyer of Third Party Buyer (collectively referred to herein as "Downstream Buyer") is solely or
partially responsible. Buyer shall require all Downstream Buyers to agree to be bound to all of
the Buyer's obligations and limitations or remedies, and to acknowledge all of Bank's rights set
forth in this Agreement including, without limitation, the Sections in Articles 6, 7, 8, and 9. All
Downstream Buyers' requests for documentation pursuant to Section 6.2 must be made to Bank
through Buyer, unless Bank otherwise agrees in writing. Nothing in this Section 9.1 shall modify
the indemnification provisions between Bank and Buyer as set forth in Article 10 of this
9.1

Agreement.

Furthermore, Buyer shall not resell, transfer, convey or assign the ownership of any Account to
Providian Financial Corporation, First Select Corporation (a Providian Financial Company) or
Capital One Financial Corporation, for a period of one (I) year from the Closing Date.

9.2
Excer>li.QIJ5.- Section 9.1 shall not apply to Buyer's sale, pledge or transfer of Accounts to
one or more of its wholly owned subsidiaries or affiliates or to a trust or other special purpose
vehicle which is wholly owned by such subsidiary for the sole purpose of obtaining financing
and/or issuing asset-backed securities secured hy such Accounts, provided that Buyer shall give
Bank prior notice of the sale, pledge, or transfer under this Section 9.2.

10.

INDEMNIFICATION

10.1
lndemm!Jca()On t>L!l.,J.Y_(T Buyer hereby agrees to indemnify, defend, and hold harmless
the Bank, its parents, subsidiaries and affiliates, and their officers, directors and employees from
and against any and all claims, damages, losses, costs or expenses (including any and all
reasonable attorneys' and experts' fees), asserted by a third party that Bank might suffer, incur or
be subJected to by reason of any legal action, proceeding, arbitration or other claim, whether
comrnenct~d or threatened, whether or not well grounded and by whomsoever concerned, based
upon any breach of this Agreement, or any other act or omission by Buyer, its officers, directors,
agents, employees, representatives or any Downstream Buyers with respect to any Account or
any party obiigated on an Account after the Ciosing Date; provided, however, that, (i) the Bank
notifies Buyer within a reasonable time of any such claim or action, (ii) such claims, damages,
losses, costs or expenses arc not solely attributable to any negligent act or omission by the Bank,
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its parent, affiliates, subsidiaries or any of their employees or agents and (iii) the Bank provides
Buyer with information that is available to the Bank ami is reasonably necessary for Buyer to
prosecute its defense of the action.
Buyer shall bear all expenses in connection with the defense and/or settlement of any such claim
or suit. The Bank shall have the right, at its own expense, to pmticipatc in the defense of any
claim against which it is indemnified and which has been assumed by the obligation or indemnity
hereunder; Buyer, in the defense of any such claim, except with the written consent of the Bank,
shall not consent to entry of any judgment or enter into any settlement that either: (a) docs not
include, as an unconditional term, the grant by the claimant to the Bank of a release of all
liabilities in respect of such claims, or (b) otherwise adversely affects the rights of the Bank.
10.2 Indemnification bv Ihm~. Bank hereby agrees to indemnify, defend, and hold harmless
the Buyer, its parents, subsidiaries and affiliates. and their officers, directors and employees from
and against any and all claims, damages, losses costs or expenses (including any and all
reasonable attorneys' and expetis' fees) assctied by a third party that Buyer might suffer, incur or
be subjected to by reason of any legal action, proceeding, arbitration or other claim, whether
commenced or threatened, whether or not well grounded and by whomsoever concerned, based
upon any breach of this Agreement, or any other act or omission by Bank, its officers, directors,
agents, employees, or representatives with respect to any Account or any party obligated on an
Account prior to the Closing Date, provided, however, that (i) the Buyer notifies Bank within a
reasonable time of any such claim or action, (ii) such claims, damages, losses, costs or expenses
arc not solely attributable to any negligent act or omission by the Buyer, its parent, affiliates,
subsidiaries, transferees, contractors, agents or any of their employees or agent and (iii) the Buyer
provides Bank with information that is available to the Buyer and is reasonably necessary for
Bank to prosecute its defense of the action.
Bank shall bear all expenses in connection with the defense and/or settlement of any such claim
or suit. The Buyer shall have the right, at its own expense, to participate in the defense of any
claim against which it is indemnified and the defense of which has been assumed by the Bank's
obligation or indemnity hereunder. Bank, in the defense of any such claim, except with the
written consent of the Buyer, shall not consent to entry of any judgment or enter into any
settlement that either, (a) docs not include, as an unconditional term, the grant by the claimant to
the Buyer of a release of all liabilities in respect of such claims, or (b) otherwise adversely affects
the rights of the Buyer.
!0.3 Survival. The provisions of this Article 10 shall survive the termination or expiration of
this Agreement.

I I.

CONF!DENTIAI.JTY

II. l <;~(_mftc,it:ntiaL!JlformJ!!!iJJ:I. From and after the execution of thts Agreement, Buyer hereto
shall keep confidential, and shall usc reasonable efforts to cause their respective officers,
directors, employees and agents to keep confidential, any and all information obtained from the
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Bank concerning the assets, properties and business of the Bank, and shall not usc such
confidential information for any purpose other than those contemplated by this Agreement;
provided, however, that Buyer shall not he subJect to the obligations set forth in the preceding
sentence with respect to any such information provided to it by the Bank which either (i) was in
Buyer's possession at the time of the Bank's disclosure, (ii) was in the public domain at the time
of the Bank's disclosure, or subsequently enters the public domain through no act or failure to act
on the part of the Bank, or (iii) is lawfully obtained by Buyer from a third party. Nothing in this
Agreement shall be construed to limit Buyer's obligations under the confidentiality agreement
entered into between Buyer and the Bank.

11.2

.f'lJ.!:>Jj_c;__!\nn()_unc_(,'.!!!_~_!. Neither Buyer nor the Bank shall make any public annonncement

of this Agreement or provide any information concerning this Agreement or the subject matter
hereof to any representative of the news media without the prior written approval of the other
party. The parties will not respond to any inquiry from public, governmental, or administrative
authorities concerning this Agreement without prior consultation and coordination with each
other
II ,3 !~~ccptiQ.!:!!!- Notwithstanding anything contained in this Article II to the contrary, Buyer,
or any purchaser from Buyer, shall have the right to (i) issue a press release relating to the
purchase of Accounts (provided that any press release must be approved, in advance and in
writing, hy Bank. Bank shall have the unfettered right, at its sole discretion, to withhold its
approval, for reason or no reason at all, provided, however, if the press release is for purposes of
complying with securities laws, rules, or regulations, such approval shall not be unreasonably
withheld and shall be reasonably provided within necessary time frames), (ii) provide
confidential information to any bank, investor, or financing source relating to the Accounts,
provided that such bank, investor, or financing source is subject to the terms of a confidentiality
agreement consistent with the obligations of confidentiality contained herein (iii) file any
required filings with governmental authorities, including but not limited to SEC filings, and (iv)
provide information to any Downstream Buyer.

11.4 Survival.
Agreement.

12.

'I'hc provisions of this Article II shall survive the termination of this

GENERAL PROVISIONS

12.1
J:\pp_li_.;_,ll:>l!?..1~.~Y- The laws of the State of South Dakota shall govern the enforcement and
interpretation of this Agreement and the rights. duties and obligations of the parties hereto.

12.2 'v\IAJ.YER..9J:'.L~IRY.IR!A_!"', NOTWITHSTANDING ANYTHING STATED HEREIN,
IF EITHER PARTY BRINGS ANY ACTION AGAINST THE OTHER PARTY, WHETHER
AT LAW OR EQUITY, REGARDING THE OTHER PARTY'S PERFORMANCE UNDER
HilS AGREEMENT OR BRINGS ANY ACTION CONNECTED IN ANYWAY WITH THIS
AGREEMENT, THE PARTIES AGREE TO WAIVE TRIAL BY JURY
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12.3 ]'Joticcs. All notices or other documents required to be given pursuant to this Agreement
shall be effective when received and shall he sufficient if given in writtng. hand delivered. sent
by ovcmight air courier or certified lJnited States mail, return receipt requested. addressed as
follows:

If to Bank:

Citihank (South Dakota), N.A.
Attn: General Counsel
70 l East 60'" Street North
Sioux Falls, SD 571 17

With a Copy to:

Citicorp Credit Services, Inc. (USA)
Attn: Rob Strub
7920 NW I IO'" Street
Kansas City. MO 64153

If to Buyer:

Unifund CCR Partners
10625 Tech woods Circle
Cincinnati, OH 45242
Attn: General Counsel

With a copy to:

Dinsmore & Shohl, LLP
225 East Fifth Street
Suite !900
Cincinnati, OH 45202
Attn: A. Scott Fruechtemcyer, Esq.

The parties hereto may at any time change the name and addresses of persons to whom must he
sent all notices or other documents required to he given under this Agreement hy giving written
notice to the other party.
12.4 Bindmg l':']aturc gl.c\grc_fmef1!. This Agreement is and shall be binding upon and inure to
the benefit of the parties hereto, and their respective legal representatives, successors and
permitted assigns.
12.5 6l<;_igr~tm~g_t. Neither party may assign this Agreement or any of its rights in this
Agreement without the other's prior written consent, except as provided in Article 9 above.
Notwithstanding the foregoing sentence, Bank nwy assign its rights and obligations under this
Agreement to any of its affiliates, subsidiaries, or parent corporations without obtaining Buyer's
permission or consent.
12.6 !~;sp_<;_l],'i.t:.'i· Except as otherwise expressly provided in this Agreement, Buyer and the
Bank will each bear its own out-of-pocket expenses in connection wtth the transaction
contemplated by this Agreement.
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.I.'.!1ti[CO..~i~£J:t.;~.!l:lCJ11-

This Agreement and the Exhibits hereto embody the entire agreement
and understanding between the parties with respect to the subJect matter hereof and supersede all
prior agreements and understandings relating to such subject matter. 'The parties make no
representations or warranties to each other, except as contained in this Agreement or in the
accompanying Ex hi hit or the certificates or other closing documents delivered in accordance with
this Agreement.
All prior representations and statements made by any party or its
representatives, whether orally or in writing, are deemed to have been merged into this
Agreement, except as otherwise stated in this /\greernent.
12.7

12.8
Amerglm<:D!- Neither this Agreement nor any of its provisions may be changed, waived,
discharged or terminated orally. Any change, waiver, discharge or termination may be effected
only by a writing signed by the party against which enforcement of such ch,mgc, waiver,
discharge or termination is sought

12.9 ~~,Y.cE~,I?.ililY- If any one or more of the provisions of this Agreement, for any reason, is
held to be invalid, illegal or uncnforccability, the invalidity, illegality or uncnforceability will not
affect any other provision of this Agreement, and this Agreement will be construed without the
invalid, illegal or unenforceable provision.
12.10 Waiv~'-'I· Except as required under Section 3.4, no failure of any party to take any action

or assert any right hereunder shall be deemed a waiver of such right in the event of the
continuation or repetition of the circumstances giving rise to such right.
12.11 Ht,C'!f!ing,s. Headings arc for reference only, and will not affect the interpretation or
meaning of any provision of this Agreement
12.12 Cmm!£r:pJ!Eio;. This Agreement may be signed in one or more counterparts, all of which
taken together will he deemed one originaL

IN WITNESS WHEREOF, the parties have executed this Agreement hy their duly
authorized officers as of the date first written above.

Citibank

Unifund CCR Panncrs

(Signature)
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EXHIBIT I

ASSET SCHEDULE

LOT#

#OF ACCOlJNTS

2

293.117

unihlndcbsd021)5 .d!X'

CURRENT BALANCE
$554,156,511 .60
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EXHIBIT 2

BILL OF SALE, ASSIGNMENT AND ASStiMPTION AGREEMENT

THIS BILL OF SALE, ASSIGNMENT AND ASSUMPTION AGREEMENT is dated as of
------~-----~--- between ____________ , National Association, a national banking association
organized under the laws of the United States, located at 70 I East 60th Street NoJth, Sioux Falls,
SD
57117 (the "Bank") and
_______ , a
corporation, located at ~- _ __
For value received and subject to the terms and conditions of the Purchase and Sale
Agreement dated~-, between Buyer and the Bank (the "Agreement"), the Bank
docs hereby transfer, sell, assign, convey, grant, bargain, set over and deliver to Buyer, and to
Buyer's successors and assigns, good and marketable title to the Accounts described in Section
1.2 of the Agreement, free and clear of all encumbrances, equity, lien, pledge, charge, claim, or
security intcrcsL
This Bill of Sale, Assignment and Assumption Agreement is executed without recourse
and without representations or warranties including, without limitation, wanantics as to
collcctibility.

Buyer

Bank

By:·-~--- - - - - -

(Signature)

(Signature)

Name:

Name:

Title:~~~~

Title:

uni.hmdch~d020:'i
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EXHIBIT 3

AFFIDAVIT

State of ----~
County of ____

Name:

Account No:
Social Security No:

___ --··············-- ____________ , being sworn, deposes and says that the affiant making this
affidavit is an employee of Citicmv Credit Services, Inc. (USA), (the "Company"), which is
located at 79:>0 NW !lOth Street, Kansas City, MO 64153. The affiant is authorized to make
the statements and representations herein. The Company's business records show that as of
- - - - · · - - ' there was due and payable from Account # ---·-·--·-- _ the amount of
$_____ . The Company's business records show that this Account was opened or acquired on
_ _ _ _ _ _ _ _ . The affiant states that to the best of affiant's knowledge, inforrnation and
belief there arc no uncredited payments against the said debt
Dated this ___.day of·-··~······--~-~-~-·---

'The Company

Subscribed to and sworn to before me this ······~---~~-·uuy of······~-~·····---·-~··································
(Title)

Notary Public
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I
LOAN slLE AGREEMENT

I
I

DATED AND EFFECTIVE AS OF APRlL IS, 2013
:

BY

k

BETWEEN

SELLER: IFIA CARD SERVICES, N.A.

I.
I

AND
BUYER: CACH, LLC

PA Post Seconds
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I

LOANSiLEAGREEMENT

I

TinS LOAN SALE AOREEMEN'F (this "Aeueroent") is dated and effective as of the
day and year as set fol1h on the cover page 'of this Agreement by and between FIA Card
Services, N.A. (the -~·)and CACH, ili.c (the -~. for themselves and their
respective successors and permitted assign:/.

I

RECITAlS:

Recital I. Seller desires to sell c~ loans, representing credit card ancllor credit line
receivables, as identified on the Loan Schedule (as defined below) which is referenced on the
attached Schedule I;

I

Recital 2. Seller is willing, subject to the express terms, provisions, conditions,
limitations, waivers and disclaimen as set ~orth herein, to sell, tmnsfer, assign and convey to
Buyer all of Seller's right, tide and interest In, to and under such Loans (as defined below); and

I

•

· WI.,,.mg, sub·',ect \O the express terms, proVISions,
··
·
Rec1'tal 3. Buyer IS
cond'1Uons,
limitations, waivers end disclaimers as set fol1h herein. to buy, and accept the tmnsfer,
<.SJignm:nt and convcysr:ce ohll ofSell~:'s right, tiile :md h1tercsl in, to and under such Loans:

I

NOW, THEREFORE, in consideration of the mutual promises herein set fol1h and other
valuable consideration. theteeelpt and suffibiency of which is hereby acknowledged by the
parties, Seller and B~yer agree as follows:

I

ARTICLE I
PEF(NJTIONS

lND !NTERPRETATIQN

~arties hereto agree to the following terms, which

For purposes of this Agreement, the
shall have the meanings indicated:
J

I

.

Section 1.1. •Affiliate• means any entity controlling, controUed by, or under common
control with Buyer.
Section 1.2. •AgreemenC means this Loan Sale Agreement, including the cover page
and all addenda, Exhibits and Schedules hereto.

•

Section 1.3. ·am of Sale and Assilenl of Loans" means the document to be delivered
in a.:cordance with Se1::tion 2.3 to Buyer on or beiorc the Transfer Date (as defined below) with
respect to the Loans purchased under this ASrcemenl, substantielly in lhe form attac1led hereto as
Exhibit C. together with the Loan Schedule containing an identification of the Loans being sold
on the Tmnsfer Dale.

I

Section 1.4. •Business Dav' means I! day thBI is not a Saturday, Sunday or legal holiday
teeognizcd by the federal government ofthe,nited States.
16613965•1 Apr'IJ SqTwo PA PostScoondsl.oanS.r Ajp<c,_t
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•

I

Section 1.5. ·~has the meani.ng set forth in the preamble.
Section 1.6. ·~·means any cJJim, demand, cause of action, judgment, loss, dlllllage,
penalty, line, fOrfeiture, fee, liability, cost ~d expense fmcluding attorneys' fees and expenses,
wbctber suit is instituted or not), whether kbown or unknown, liquidated or contingenL
Section I.7. ·cummt Balance" mek the amount listed in the Loan Schedule as the
unpaid balance in United States dollars for 1each Loan sold hereunder, which is correct to Seller's
knowledge.
Section 1.8. "Cut.QIIDate• means the fifteenth (IS~ Business Day ofa month as
mutually agreed upon by the parties, unless the patties mutually agree in writing to an alternative

•

!ndebjess•

Section 1.9. "Evidence of
means with respect to each Loan (as defined
below): (a) each loan agreement, line of credit agreement, or other evidence of indebtedness for
such Loan, judgment, deficiency or chargeopff: (b) any judgment against any Obligor: (c) any
settlement agreement or other evidence of eomjliOIIlise by the creditor relating to the amounts
due under any Loan; or (d) any other evidence, including, without limitation, any Loan payment
bistary data or compuler printouts, creditor ~otations or any other Loan summary Information
lljlOO wh!~b a creditor could rea;c,-~ly r~l;( in asserting that tile same represents a Vaiance due
and owing on a rieht of coUection. The e~ti~ence of an Evidence oflndebtedness shall evidence
an unpaid and outstanding claim against an !Obligor but shall not be deemed to Imply that the
debt evidenced !hereby is enforceable. The Evidence of Indebtedness may be su bjectto
bankruptcy or other enforcement or coUection restrictions. The Evidence of Indebtedness may
include, without limitation, original docwn~£5 or copies thereof, whether by photocopy,
microfiche, microfilm or other rcproductio~ process. Evidence of Indebtedness aball be
provided Co the Buyer in accordance witli Section 3J orthb AgReJ~~ent, subject to tbe
other terms or tbls Agreement. Buyer CXP,ressly I!Cknowledges that the sole Evidence of
Indebtedness to be delivered to Buyer on thb Tmnsfer Date under the terms and provisions of this
Agreement fur any Loans shall be the Inlbn)lation set fOrth in the Loan Schedule, with any
amendments or changes thereto as may be forwarded to the Buyer pursuant to the cerms and
provisions of this Agreement.
I
date.

lnstnunen~

Section 1.1 0. ""financial
Trust Acwunt" means the account designated by
Seller into which Buyer shall deposit the Pui&hase Price (as defined below).
Section 1.11. 1nfonnetion" means the confidential information and other infonnation
about the Loans supplied by the Seller ftom time to time to the Buyer, and any work product or
other materials produced ftom or incorpo,ng such information.

•

Section I .12. "Loan Scb~dule" means the ele<:!rorJc file contai.ning an identificallon of
the Loans to be purchased by Buyer pwsuani to the tenns and provisions of this Agreement as of
the T111I1sfer Date, and setting forth the follo\vinglnfonnation concerning '*h Loan as contained
in Seller's records: the Loan nwnbers for Seller, the name. address, Social Security number and
telephone numbers of Obligor, the date of cb\uge-off, the last payment date, the Interest rate
immediately preceding charge-off and the CUrrent Balance of each of the Loans being sold. An
identification of such electronic fde shall be iooluded in Schedule 1 of this AgrccmenL
1667J,f5·1 Apt"llSqTwoPAI'csiSc<ood•LOlllls.JeAaf<Omalt
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Section 1.13. -f..m!m· means (a) e ~~~:counts and related account receivables sold
1

pursuant to this Agrelmlent as identified in the Loan Schedule delivered by the Seller to the

Buyer, which n:present WISeCured credit c~ and/or credit line receivables which have been
charged-off by the Seller; (b) all rights, powers, liens or security inleresls of the Seller relating to
the same; (c) any judgments founded upon/1111 Evidence of Indebtedness, to the ex lent
attributable thereto, and any lien arising therefrom; and (d) the proprietary inlerest of Seller in
any Evidence of lndebledness, forming th~ Sllbject matter of any litigation (including. without .
limitation, any fOreclosure, judgment, deficiency or charge-off) or banbuptcy to which Seller is

B~~cl~L

I

Section 1.14. "'b!igo( means with respect to each Loan, the obligor(s) on the Loan
and/or on an Evidence of Indebtedness, inJJuding. without limitation, any and all makers, and
any guarantor, s=ty or other person or entity who is or may be liable on the Loan.

meL

Section I .IS. "Purchase Price"
an amount equal to 6.37% multiplied by the
aggregale Current Balance of the Loans, which Purchase Price ls to be paid on the Transfer Date.

I

Section 1.16. "Rimurchm Prise-leans that amount calculaled in
provisions of Section 5.2.

•

~~~:cordance with the

Section I. I7. "Retained Claim:!'' means with reSJ=Ito each Loan, the claims or causes
of ~~~:lion retained by Seller ptlmlBDtto Article XIV.
Section I. I8.

~Seller" has the mJng set forth in the preamble.
I

Section 1.19. "Transae!jon Documewr means this Agreement, the Mutual NonDlsciOSJITe Agreement attached hereto as EXbibit E. and, with respect to the parties thereto, N~ch
Assignment and A~plllllce Agreement entered into pursuant to Section 11.2 hereof, and, with
respect to each of such doc!llllents, any and all addenda, exhibits and schedules thereto.

I

Section 1.20. "Transfer Dale" means the seventeenth ( 17"') Business Day of a month as
mutually agreed upon by the parties, unlessl'the parties mlllllally agree in writing to !Ill altemaliv~
date.

i

Section I .21. "Transfer DOC1!!!Jen!s" means the Bill of Sale and Assignment of Loans in
substantially the form ofEld!jblt C hereto (accompanied by the Loan Schedule), which Bill of
Sale and AssigDIIICnt of Loans the Buyer and Seller hereby deem appropriate for the transfer of
SCUeJ's right, tide and interest in and to the Loans purchased by Buyer pursuant to this
AgreemenL

I
I

Se<ltion !.22. "Wire Tmnsfer Instructions• meens the insl!'llctions for lrlinsferring the
Purchase Price by wire to Seller, as set forth! on Exhibit D attached hereto or as set forth in any
other subsequent wrilten notice from the Seller to the Buyer.

•

I

I
3
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I

MCHASE!::~Illll LOANS
I

Section 2.1. Agreement to Sell !l!ld Purobas,e Loans. Seller agrees to sell, and Buyer
agrees to pun:bBSC on the Transfer Date the Loans described on the Loan Schedule, at the
PuJdlase Frice and subject to the terms, prbvisions, conditioos, llmllali011S, waivers and
dlsclaimen set forth in this Agreement TI\e Seller's right, tiUe and interest to the Loans
purc;based by the Buyer shall betransfe~ and assigned by delivery of the Tmnsfer Documents
to the BIJver. BUYER EXPRESSLY ACJo:iNOWLEDGES ANO AGREES THAT ANY
ACCOuNT NUMBER WHICH IDENTIFIED ANY LOAN PRIOR. TO ITS CHARGE-OFF BY
mE SELLER AND Tiffi SUBSEQtJENTo ASSlGNMENT OF A NEW ACCOUNT NUMBER.,
JS NOT BEING PURCHASED UNDER. THIS AGREEMENT AND THAT BUYER WILL

~=T~~~~:~g~~.:kiNJ:~~~~~~~~ROVIDE
mE PRE..CHARGE OFF ACCOUNT NUMBER TO BUYER.SOLELY FOR. Tiffi PURPOSE
OF ALLOWING BUYER TO USE SUCH[ACCOUNTNUMBER TO ASSIST DEBTORS IN
'THE COURSE OF BUYER'S COLLECTION ACTIVITIES RELATED TO TI~ LOANS.

Pbbase

•

Section 2.2. Pun:!Jase Price. The
Price shall be paid by the Buyer to the Seller
prio.-lll the close Gfb""inmo on tl:e Transfer Date. !'aym=nl musl be m!U!: illlmmcdi~:itely
availul>le funds in United Stares dollars by -lvire transfer to the Financiallnstrumeuts Trust
Account in accordance with !he Wire Transfer Instructions.

I

Section 2.3. Sale ofLAAns Process. After Seller has confirmation of the receipt of the
Pl;n;base Price dlle on the Tram-ti:~ D~te, Seller shall deliwr 10 Buyer a BiU of Sale and
Assignment ofLollllS, substantially in the ftinn ofExbjhlt C hereto, executed by an authorized
representative of Seller, which Transfer Document shall sell, tJanSfer, assl!lJl, set-over, quitclaim
and convey to Buyer, without recourse, wartanty or representation, other than as provided herein,
all right, title and intere5t of Seller in and roleach ofd:e Loans sold on the Tmnsfer Date, and the
right 10 ell principal and/or interest and/or o!her amoWits due under the Loans and/or other
proceeds of any kind paid thereon after the E:ut-Off Date, but excluding any and all payments,
proceeds or other considetlltion received by ;or on behalf of Seller on or before the Cut.Off Date
with respect to such Loans, regardless ofwliether timely paid or applied, and excluding any
amounts due or collected by Seller in conneCtion with any Retained Claims.

'

Section 2.4. Pavments and Correspondence Received. Any payments received by Seller
after the Cut-Off Date and wilhin eighteen (18) months of the Cut-Off Date, with respect to a
Loan".(except for any Loan which has been ~un:hased by Seller under the tenns of the
Agreement), shall be promptly forwwded to;Buyer. Seller shall have no obligation to remit any
payment or cuaespoudc:nec to Bli)'Cr lhat is te.:.!ived by Seiler W; tile e~gbrecn month penud,
and any such payment or COITCSpOndenc:e thdt is received by Seller may, if so dete:mined by
Seller in its sole discretion, buetumed to ~ remittar of the payment or correspondence.

•

4
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~RTICLEIII

TRANSfER OF

w.&s
I

AND LOAN DOCUMENTS

Section 3.1. Assll!!!!llll!lt of Loans and Loan Documents.
I

(a)
Within ninety (90) days following the Transfer Date and subject to
Section 3.1 (d), with respect to each Loan sOld 011 the Transfer Date, Seller agrees to provide
Buyer with copies in a fonnat determined ey Seller (but only to the extent such material is
recoverable by Seller) of some or all of the following: (i) the last Loan periodic stalement as
issued by Seller, and (ij) the last Loan peribdic statement issued by Seller indicating a payment,
ifany.

I

(b)
Should Buyer requeSt additional documentation regarding a Loan sold to
Buyer (such as an affidavit), Seller agrees ~o supply said documentation, if recoverable by Seller,
within a mutually &greed upon timefiame.

•

. (c)
The imtial Buyer atJ.ees
to be the sole point of contact for all such requests
1
regardless of the change in ownersbip as it relates to Section 11.1.
(d)

~uyer expressly acJowledges that Seller malntalns and retains its llooks

and records in accordance with Seller's theh-current standard policies and procedURS for the
retention thereof, which may change from time to time, and that as a result documentation may
be affected thereby, and may no longer be alvailable with respect to a Loan or Loans purchased
cyBuyer.

I

ARTICLE IV

SEKV!CJG OF THE LQANS
Section 4.1. No Seryicipg After TJrnfcr Date. As of the Transfer Date, all rights,
obligations, liabilities ll!ld responsibilities With respect to the servicing of the sold Loans shall
pess to Buyer, and Seller shall be discharge~ from all liability therefor, el<l:ept for any applicable
indemnification obligation, as provided in ~lion 10.2 hereof. Seller shell have no obligation to
perform any servicing activities with
to the Loans from and eller the Transfer Date.
.

respecf

•

Section 4.2. Interim Servicin!!IBuyer Bouud. Until the Transfer Date, Seller shall
continue to service the Loans to be ttansfened and in connection therewith, Seller shall have the
ri!,ll•t. omong o!her ~rl.1gs, t.l postpone M•Y P,e...iing bllllkrupll:y maiter untii aller the Transfer
Dille. Buyer shall be bound by the actions ~en by Seller with respect to any Loan prior to the
Transfer Date. BUYER SHALL TAKE NO, AcnON TO COMMUNICATE WITH ANY
OBUOOR OR ITS ACCOUNTANTS OR .{I.TTORNEYS OR TO ENFORCE OR
OTHERWJSE SERVlCE OR MANAGE AJiN SUCH LOAN UNTIL AFTER THE
TRANSFER DATE Of SUCH LOA.'I. In .lo event shall Seller be deemed a fiduciary fur the
benefit of Buyer with respect to the LD1111s, ~r any Loan.
i
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Section 4.3. Buyer 8ervicer Reculremen!S!lfo!d Harmless and lndenmitv. Buyer shall be
responsible fur complying with all state. c9mmonwealth and federal laws, rule:~, regulations,
c:aselaw, and other swu10ry requirements, 1if any, with respec110 the ownership, servicing and/or
collection of any of the Lo11115 from and after the Transfer Date including, witholll limitation, any
obligation 10 notii)o any Obligor of the tradsferofservicing rigbts lit!m Seller 10 Buyer.
Section4.4. Dispu!es Wjth ObJj!!OJ May Not Be Resolyed Through Arbl!m!ipn or CII!SS
Action Waiver. Buyer acknowledges and !tsrm thai any claim, dispute or Qction against an
Obligor of a Loan shall not be resolved wpugb enforcement of any arbilm!ion clause or class
action waiver clause, If any, contained in the terms and conditions of the wulerlying Joan
agreement between Seller and such Obligor·
Section 4.5. Finance Cbarse A5sessmenL With respec110 each Loan, Buyer
acknowledges that Seller did not accrue adl!Jtional fmance charges following the date of chargeoff of such Loan on Its :.ystem. Buyer ~ that if and as permUted by applicable law and
regulation and the applicable loan agreeme\11, Buyer elects 10 assess finance charges on a Loan
for the period after the charge-off date of skh Loan, Buyer shall not accrue such post-charge-off
fllliiJI~ charges for the period of time from' the date of <barge-off until and Including the
Transfer Date.

•

JffiTICLEV
I

REPURCHASE OF LOAN AND REFUND OPTIQN OF SELLER

S.;ction S.l. S!;!ler's RightiO Ngtjfibtiop of Claims pnd Actions. Buyer shall promptly
notify Seller of any Claim, threatened Claim or pending or threatened arbitration or other legal
pnx:eeding by any Obligor against Seller lhlit arises lit!m or reletes 10 any of the Loans
purchased hereunder.

I

Section :5.2. Repurchase Price. If ~eller determines in its sole discretion that any of the
circumstances set forth in Section 5.3 exist With respectiO any Loan and Seller elects 10
repurchase the Loan, Seller sball refund a wrtion of the Purchase Price paid, if any, relating 10
such Loan equaiiO the amount detennined tlccording 10 the following formula: the outstanding
principal balsnce of the Loan as of the Tl'llll¢'er Date as set forth on the Loan Schedule
co!llaining the I.osn being repun:hased, multiplied by 6.37% (the MRepurchase Price"). Buyer
shall pay 10 Seller the aggregate amount of Any and all payments, credits or other consideration,
if any, attributable 10 such Loan. and actuallr' received by Buyer on or after the Transfer Date of
such Loan.

•

Seo;;iion S.3. Seiler's Rj!!btto Retain imd 10 Repurchase [.oanis). If Seller detennlnes (i)
after the designation of Loans for sale and tile determination cf Purchase Price of the Loans 10 be
sold on the Transfer Date, or 01) after the Trlwsfer Date, that any of the following circumstances
exist with respectiO any of such Loan or Lofms• then Selle, shllll have the rigbt, but not the
obligation, 10 refund 10 Buyer the RepurchaSe Price relating to such Loan(s) calculated pursuant
10 the provisions set forth in Section 5.2 andlwithdraw such Loan or Loans from the Loan
Schedule and from the Transfer Documents and Buyer, upon ten (I 0) days written notice, agree:~
10 reconvey such Loan or Loans 10 Seller:

I
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(a)
The Loon is particiPf!ted among different financial entities or depository
institutions or is otherwise subject to an agreement between Seller and another depository
institution or other third pany, which restricts or otherwise lhnits the sale, transfer or assignment
of the loan or the servicing of the loan witljout oblllinlng the prior consent of such thin! peny; or
(b)
Seller detennines thAt there is e pending or threatened Suit, action,
arbilrallon, bankrup!l:y proceeding or olh~ legal proceeding or investigation relating to the loan
or eny Obligor for such loan and naming Seller or otherwise involving Seller's interest therein in
a manner unacceptable to Seller, or Seller Jtherwise detennlncs that such matter cannot be
resolved and/cr that Seller's interest thereirl cannot be adequately protected without Seller
owning such )Oiill, or for which a setUement agreement was entered into prier to the Cut-Off

~:or

I

(c)
Seller determines th&t lhe Joan Is (I) cross defaulted, (il) cross
collateralized. or (iii) otherwise so inextriClibJy related to any lollll, asset, claim, or right of action
owned by Seller or any of SeDer's preclecdsors in inlercst and· not expressly transferred to Buyer
JllllS11811t to this Agreement, that Seller detehnines that it reasonably requires che retl!lltion of
such Joan in order to protect Seller's lnterdts in such olher lollll, asset, claim or right of action.

I

•

Scl;ti<m 5.4. !n the event that the Sdler detetmines um!!r Section 5.3 to repwcllase lhi}

entire Loan pool originally conveyed to BuYer on the Trensfer Dale under this Agreement, !hen
notwilh5tanding Section 5.2 hereof, the aggiegate amount of any and all payments, credits or
olher consideration, if any, attributable to sUch Loans and actually received by Buyer on or after
the Transfer Date may be retained by BuyeJ. Payment delllils must be provided by Buyer to
~ller in writing on or 'Jefore the tim~ of ~urcllase by Seller.
·

I

ARTICLEV1
I

NO AQDIIIQNAL OBUGAIION TO REPURCHASE

I

OTHER THAN SELLER'S RIG~ TO RETAIN OR REPURCHASE A LOAN
PURSUANT TO ARTICLE V, OR SELLER'S DUTY TO REPURCHASE A LOAN
PURSUANT TO THE TERMS OF AR11i:LE vm, BUYER ACKNOWLEDGES AND
AGREES THAT SELLER SHALL HAVE NO OBIJGATION TO REPURCHASE AN¥
LOAN SOIJ) HEREUNDER.
'

I

ARrCLEVII
}l.EPRESENTAT!ONS, WARRANTIES AND COYENANJS OF BUYER

•

Buyer hereby represeJlts, warrants an~ covenants, to and with Seller, as of the effective
date of this Agreement, as of the Effective Date of each Assignment and Acceptance Agreement
o11:erad into a.; provlcied In Section I 1.2 of this Agreement and as of the TJllllSier Date that:
166?3

~6$·1

Ajlr• 13 Sq Two PA

Po.~

Scamd/l!.oon

sl

Agr=ncnt

Page 824

7

•

Section 7.1. Due fmmatlon. Buyer Is a limited liability company duly fonned, validly
existing and in good standing under the lavys of Colorado wilh filii power and aulhority to enter
into Ibis Agreement to JIIIIChase the Loans and to carry out !he terms and provisions hereof.
Section 7:1•• Autborimtion. The Jecution and delivery of !his Agreement and the olher
TransllCtlon Documents and Buyer's perfoimance hereunder have been duly aulhorized on or
prior to the effective date of this Agreement, by ell necessary action on !he part of !he Buyer, and
Buyer has complied wilh elllBW!I, rules, niullllion:;, cbaner p!Ovlslons and bylaws to which it
may be subject or by which its assets may l?e bound. The undersigned Rpresentative of Buyer is
duly aulhorized by Buyer to act for and on pehalf of and to bind Buyer to the tenns of !his
Agreement, No authorizaticn, coosent, apJirova.l, license, qualification or fonnBI exemption
from, nor any filing, declamlion or registriilion wilh, any govemmenllil agency or regulatory
authority or any otblr body is required in cbMection with !he e:~~ecution, delivery or performance
by Buyer of this Agreement, which aulhorifatlon, consent, approval, license, qualificetion or
lbnnal e:~~emplion from, or filing, declarati'*n or registration has not been obte.ined on or prior to
!he Transfer Date.
i
Section 7.3. J!ln!ling Oblige!lofl!!. J,usumlng due aulhoriz:alion, execuricn and delivery
by Seller, this AgRement and each oJ"the Olher Transaction DocurneniS and ali of the obligations
of Buyer hereunder and !hereunder, ano the ~egal, valid and binding obligations of Buyer,

•

enforc~sblc upinzt Bu~r in ;lCCOMilnCe with thelr rcspertive terms, except as such enforcement
may be limited by baokrup!CY, insolvency, brgldllzalion or olher similar laws affecting the
enfon:ement of creditom• rights generally BJ/d by general equity prillciples (reganlless of whelher
such enforllement is considered in a proceeding in equity or at lsw).

or~fau!t.IThe

Seetion 7.4. No Bmach
execution and delivery of this Agreeme!'t (or,
where applicable, !he Assignment and Acceptance Agreement described in Section 11.2 of !his
Agreement) and the perfonnante ofits obligations hereunder by Buyer will not contlict with any
provision of any law or fC!lulation to which jBuyer is subject ar by which any of Its assets may be
bound or conflict wilh or result in a breach of or constitute a default under any of !he terms,
conditions or provisions of any agreement clr instrument to which Buyer is a pany or by which it
or any ofits assets lliiiY be bound, or any order, injunction or decree applicable to Buyer or any
of its asseiS.

I

Section 7.S. No Col!psion. Neilher Buyer, any ofits Affiliates, nor any of !heir
representatives, employees or parties in interest (i}
has in any way colluded, conspired, connived or agreed directly or indirectly wilh any olher
bidder, fmn or person to submit a collusive 6r sham bid or offer, or any bid other than a bona
fide bid, in connection wilh the selection of ihe Buyer to purchase !he Loans subject to this
Agreement, or (ii) hes, In any manner, directly or indirectly, sought by agreement or collusion or
~01"lUII'"-'ll~11Uon or cooimm~ with lli\Y >~:lief biddc•·. firm c; pm;.;ll to fl;t ilu• pric~ or p;l~es, c;(
to fix any overhead, p10fit or cost elemetll of the bid ~or tenns of!he agreement of any olher
bidder wilh respect to !he selection of !he Buyer to purchase !he Loans subject to this Agreement,
or to secure any advantage against Seller.
~ve officers, partners, members, agenis,

•

i

~on 7.6. Noru!lsc;Josum and CompliMce wilb Imnsaction Documents. Buyer is In
full compliance wilh its obligations under the terms of !he Mutual Non-Disclosure Agreement,

I
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attached hereto as Ellhibjt E and the terms thereof are hereby Incorporated herein, subjel:t to
Buyer's ownership rights and Interests as a~ by Buyer hereiUIIIet.
Section 7.7. Identi!Y. Buyer is a -united States person" within the meaning of Section
7701 (a)(lO) of the Internal Revenue Code ~f 1986, as amended.
Section 7.8. No Affiliation Witb

Jner. Except as may have been previously disclosed

to Seller In writing, Buyer Is not or has notlbeen affiliated, directly or indirectly, with Seller, or

any of its respective agents, affilillleS or employees.
'

Section 7.9. Assistance of Third Ptirties. Buyer hereby agrees, acknowledges, confllllls
and understands that Seller shell have no r$ponsibility or liability to Buyer arising out of or
related to any thJrd party's fiilure to assist ~r cooperate with Buyer. 1n addition. Buyer is not
relying upon the continued actions or efl'~ of Seller or ony third party in conocction with its
decision to pun:hase the Loons. The risks attendant to the potential failure or refusal of third
parties to assist or coopenJte with Buyer anlltor Seller in the effective lnlnsfer, osslsnment, and
colll/eyonce of the purchased Loons, ondloi osslgned rights shall be borne by Buyer.

•

Section 7.1 0. Enfowemeni!Legal ftictipns/Unfair Collection Pmedces. Buyer agrees.
covenants, represents and wammlllthet Buyer shall not institute any enforcement or legal action
or ;?roceedina in the .!UUJle !!fSeller or 'lilY ~ubsidiary or 'lffil!ate tltereof. lruyer also f!g!CCS,
covenants, represents and wammts not to nlw ony effort to collect a Loan against ony Obligor
that would be commereiaUy unreasonable Md Buyer shell not misrepresent, mislead, deceive, or
otherwise fail adequately to diSQJose to anyjplll'licular Obligor the identity of Buyer as the owner
of the Loans, Buyer filrlher agrees, covenants, represents and warrants not to use, adopt, eKploil,
llr e!lude to Seller or my r.lll'le derived from any lliUile, tmdernark or service mark of Seller or
confusingly similar therewith, or the name be ony other local, state, commonwealth or fedeml
agency or association to promote Buyer's stile, enforcement, collection, or management of the
Lilllll~ Buyer agrees, covenants, represent$ and warraniS that it will not violate ony applicable
law or regulation including wilhoutlimitatibn any applicable law or regulation relaling ro tmfair
credit collection practices, in conoection wfth any of the Loans transferred to Buyer pursuant ro
!his Agreement. Buyer agrees, acknowled~es, confli!llS and undemands that there may be no
adequate remedy at law for a violalion of Ilk terms, Provisions, conditions and Jlmitlllions set
fooh In this Section 7.1 0 and that Seller shai I have the right to seek the entzy of an order by a
court of competent jurisdiction ef1jolning a?,Y violation hereof. Buyer agrees ro notifY Seller
within ten (1 0) Business Days of notice or Jinowledge of any Claim or demand.
Section 7.1 I. Status of Buver. BuJr represeniS, wammts and certifies to Seller that it is
(i) a finonclel institution, (ii) a sophisticate<( institutional pun:haser that is in the· bnsinass of

•

buying or originating loans of the type being purchased or that otherwise deals in such loans in
tl;e ;..rdi:-.uzy 'O!lls·::vf'h~ Bu;r~r's business,1a..cUor (iii) WI :J!lty IIIJ!t i(uaiiiill> as >11 u.:cz.:diied
investor under the federal securities Jaws. Buyer agrees, covenants, represents and WBmlllts that
all Information provided to Seller or its agents by or on behalf of Buyer in conoeclion with this
Agreement and the transactions contemplated hereby is ll'1JC and correct in all material reSJ)C(:ts
and does not fail 10 sUIIe any fil!:t required Ill make the inf01111111ion contained therein not
misl211dins.
!I
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Section 7.12. No Broker's!Fjnder's Fees. Buyer has not dealt with any broker, agent or
fmder in connection with the transaction cqntemplated by this Agreement that would give rise to
a claim for a brokerage commission or finder's fee. Buyer hereby indemnifies and agrees to
defend and hold harmless Seller from and *sainst any claims for brokerage fees or commissions
of any broker, agent or finder resulting frcnh the transaction COlltemplated by this Agreement.
Buyer acknowledges that Seller shall bave'no liability for the payment of Buyer's brokerage fees,
commissions or finder's tees in connection,with the tranSaction contemplated by this Agreement.
Section 7.13. Buver Jnsumoce Reouilll!llents· Buyer sball, et its sole cost and expense,
procure and maintain in full force and eff~ the following insurance coverages with an Insurance
canierwbich Is 111 least "A" rated by Best.
General liability

Excc.ss Liability

•

$2,000,000 General Aggregate
$2,000,000
Product Aggregate
1
$1,000,000 Each Occurrence
SS,OOO,OOO Each Accident
$5,000;000 Aggregate

Seller must be provided a certificate of insumnce evidencing that such coverage is in effect prior
to execution of this Agreement and upon e.lch assigrunentto a subsequent Buyer as provided in
~on 11.2 hereof. All cenllicllles of insUrance mall be amend~ to name Seller and its
ilffilietes as additional insured parties, and .!hall require thai Seller be provided with at least thirry
(30} days advance wrillen notice of cancelllation or material change in the Slated coverage of
such insurance. Amended certificates ofinl>urance shall be deliverad to the attention of the
Seller's Corporate Insurance Departmentallthe address provided in Exhibj! A, and approved by
said de~nt prior to L'l& commenceml:'lt of any ~<Jl!ectlc:l effons by the Buyt:r on the Leans.
Buyer shall furnish to Seller renewal ceni!if:ates of Insurance, on an annual basis, until all
col~ion effons with respect to the Loans have ceased.
Section 7.14. No l'roceedin!!. TherLs no litigntfon or adminisualive proceeding before
any court, tribunal or governmental body ptesenlly pending or, to the knowledge of Buyer,

threatened against Buyer which would bavd a material adverse effuct on the transactions
contemplated by, or Buyer's ability to parfij' its obligations under, this Agreement, or any of
tbe other Transaction Documents.

I

Section 7.15. S!lCUJitv Breach Detection and Resoonse. In addition 10 and not in
limilation of any oftbe other tellll!i of tbe Mutual Non-Disclosure Asreement allllcbed hereto and
incorpora!ed herein 11:1 Exhibit E,llOd forth~ avoidance of doubt, Buyer and SeHer agree thai the
provisions of the ~Detection and Response~isectlon of such Mutual Non-Disclosure Agreement
binds and shall continue 10 bind each psny
and shall survive perpetually and irrevocably..

ito,

Section 7.16. SuJYiY!ll gfRem~tigns, Warranties and Coven~. The
representations, warranties and covenants set forth in this Arlicle sball continue notwithstanding
lhe closing on the sale of any Loans.

•

ARTICLE VIII
'
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LIMITED REP!JRCHASE!REPRESENIATIQNS AND WARMNflES OF SELLER
Section 8.1. Limile4 R!lpullihase aJ Buyer's Option. The Buyer may, up to twice, atany
time within one hlllldred eighty ( 180) days'ofthe Tmnsfer Daae, submit a listing of Loans and
requl~e the Seller to 11!purcbsse such Loansl in the event that, with respect to each Loan on 311Cb
list, prior to the Cut·OffDate (unless otherWise expressly specified below), either:
(a)
All Obligors have filed an active banlauptcy proceeding as of the Cut-Off
Date wbicb bas not been adjudlcaled or dlscllarged and the Loan is listed or is reasonably likely
to be listed as one of the obligations to be t.ngulshed in such proceeding; or,

"')

'"

All Obligors wete de'clared legally deed prior to the Cut-Off Date; or,

,

I

(c)
The Seller, or any ofjlts duly appointed agents, had delivered 10 all
Obligors a n:lease of! lability or satisfaction of !heir obligations 10 the Seller, Including without
limilation a Form 1099-C; or

I

(d)
Th.<llthe Seller, acting alone or in concer1 with its duly appointed aeents,
Jc.nowingly c~eated a forged, liaudulent or ficlitioll5 Loan; or

•

tJ,

(e)
1ht the Seller, on Ttansfer Dnte, did net have go.-x! end m:ukel:!ble
title 10 the Loan (except for any defect in uile,lien or encumbrance arising from, n:lated 10, or
resulting from (l) the expiration of any s1anlte oflimilalions, or (ii) Seller's inability to produce
documentation for such Loan, either ofwhith shall negate Seller's obligation 10 repurchase the
Loan pUISUlllllto the terms of this Section s'.l); or
(f)
That, prior 10 the Tlrer Date, lhe Seller was not in subSiantial
compliance with any material provisions o~y applicable state, commonwealth and/or federal
consumer credit laws, including. without lhhltation and If and as applicable, the Truth-InLending Act, the Equal Credit Opportunity hi, the Fair Debt Collection Practices Act and the
Pair Credit Blllill!l Act, that Seller was required 10 comply with In its originalion (if the Loan was
ori:Jina!ed by the Seller) or servicing of the Loan; or

I

The debt was incurred liaudulently by an unauthorized user or applicant,
or an allegation ofidentity !heft has been mlute by L~e Obligor, which has been verified as fraud
and confumed by Seller; or
J
(g)

(b)

The Obligor disputed'the Loan in writing before the Tl1lll!lfer Date without

pendiag resolulion before the Transfer Datei or

'

(I)

TI~~< Ooiigor c;oos not 'reside in the Unlied Sillies or lis tem!Oties; or
l

(j)
Obligor Invoked ~e stay provisions of the Servieemembets Civil
Relief Act prior 10 the Transfer Date.

The

•

I

Section 8.2 Repwchw of loans. In the event that Buyer gives Seller written notice of
Buyer's election to have Sellerrepwchase t..lans pUISUBRtiO the provisions of Section 8.J.and
supplies the Seller with evidence satisfactorY to Seller that the same COIIStltute Loan.~ subject to
16C7JOCS•l Apr' 13 SqTwo PA Po$1 Seconds L<lon Solo~~~~
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•

repun:hase, on or before one hundred and ighty (180) days after the Transfer Date (the
"Repurchase Period''). then Seller shall reP,urcbasc the Loan(s) identified in such notice for an
amount equaiiO the Repurchase Price calcblated in accordance with the terms of Section 5.2.
Buyer may submit no more than two sucb hotlf!CIItions during the one hundred eighty (I 80) day
period from the Transfer Dete.
j
Notwithstanding any other provision of tltis Agreement: (i) repun;basc by Seller pursuant
10 Sections 8.1 and 8.2 constitutes the solejand exclusive remedy available 10 Buyer, and (ii)
Buyer lic:reby waives any other right or remedy, inciuding without limitation any and all right to
sue Seller or any of its affiliates at law or ib P.quity for damsges (includii!B, withoutlimitlltiol',,
for actual, special, indirect, consequential br pwlitive damages) or other rellet In the event or as
a result of the occurrence or existence of aby or all of the events or conditiom referenced In
Section 8.1 (a) through (j). respectively; pr?vlded however, that a fall we by Seller to fulfill Its
obligation(s) to repurchase any Loan as n:quired and in accordance with Sectiom 8. I and 8.2
shall be subject 10 Section 10.2 ofthe Agreement. Seller shall have no obligation to n:pwcbase
any Loan for which notice and all supportfug evidance have not been n:ceived by Seller within
the one hundred and eighty (180) day periOd following the Transfer Date. Within thirty (30)
days of receiving the Repun:base Price
Seller, Buyer shell rec::nvay thl! repu•-cbased Loan
10 Seller wing the same form of Bill ofSale and Assignment ofLoans Seller used 10 transfCr the
Loan 10 Buyer, along with any amounts duf= or collected by Buyer in connection with such Loan
md release iiS security interest on any repliicbastd Loan.

froln

•

~at

currk

Section 8.3. Disqepencies in
Balance. In the event
during the Repun;hase
Period either party gives notice 10 the o~ that the aggregate Cllm!!ll Balance provided to Buyer
by Seller (and upon which the Purchase Price calculation was based) for the Loans sold
bcreuJnder and not n:purch&sed as provldi:djln this Agreement differs from ihe actual aggregate
Current Balance of such Loans (after the &!(Plication of all applicable credits, payments, Jnaerest,
fees, expenses and deductions for rerumed payments) llll of the Cut.OffDate (the
"Discrepam:y"), and the parties agree that a Discrepancy has in fact occurred, then an amount
equal 10 the amount of the Discrepancy, mYJtiplied by 6.37"A> shall be paid by the positively
affected party to the other party, as applicable. For example, the figure provided as the Current
Balance for any Loan may include interest,Jcosts. fees and expenses and It is possible thai the
figme provided as the Current Balance for jUlY Loan may not reflect credits for payments made
by or on behalf of any Obligor and not posted prior 10 the Cut·Off Date. This figure may also
reflect payments made by or on behalf of aby Obligor which have been deposited and credited to
11:: Current Balance of such Loan, buttbat may subsequently be returned 10 Seller due to
insufficient funds 10 cover such payments. ; uyer acknowledges that Seller shall have no
liability beyond the above price adjustment for errors in calculation of the Current Balance.
Section 8.4.
f n
d
• gfSel~. Seller herebv r<:presents and
the Buyer, as or' the effective date of this Agreement and as of the Transfer Date that:

wliiTI!JliS to

(a)

•

Seller is a nstional

b~ng association duly organized, validly existing

and in good starufmg under the Jaws of the United States with full power and authority to enter
into this Agreement to sell the Loans and toi carry out the tenns and provisions hereof;
(b)
The execution and delivery of this Agreement and the performance
hereunder have been duly authorized on or Prior to the effective date of this Agreement, by all
16673,65•1 Ajl( 13SqTwoPAI'ootS=oodst.o.ns'areAss<""""
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I

~

necessary action on pan of the Seller Jd no provision o( applicable law or regulation or the
charter or bylaws of Seller or any judgmen!, injunction, older, decree or other instrument binding
upon Seller is or will be contmvened by Seller's execution and delivery of Ibis Agreement or
Seller's performam:es hereunder;

I

(c)
Assuming due aulhopzation, execution and delivery by Buyer, Ibis
Agreement !Uid all of !he obligations of Seller hereunder are the legal, valid and biDding
obligations of Seller, eDforceable in accoldlmce with the tenns of this Agreement, except as such
enforcement may be limited by receivershiP, insolvency, reorganization or olher similar laws
affecting the enforcement of creditors' righis generally and by general equity principles
(regmdless of whether such enforcement is/considered in a proceeding in equity or at Jaw);

(d)
No authorization, collSent, approval, liceme, qualification or formal
exemption from, nor any filina, decJIUBiio~ or regiSIJJlllon with, any govemmental agency or
regulatOI)' authority or any other body is re!quired in CO!IIIeCtion with the exccution, deliveJY or
performance by Seller of !his Agreement, ..\.hicb authorization, consent, approval, license,
qualification or formal exemption from, or1filing, deciiUBtion or registration bas not been
oblllined on or prior to the Transfer Date; ll!ld

•

cobent.

(e)
No authorization,
approval, liceme, qualificetion or formal
ex...>tllption from, Gor any filing. declilnlt~;,;l or regi.>t:atlon wiill. any govemmemel agency or
regulaiOI)' aulbority or 'other body is n:quirbd in coMeclion with the sale of any or all of the
Loans to be sold on tbe Transfer Date, wh!bh authorization, consen~ approval, license,
qualifiCIIIion or formal exemption, or fitin!l, declaration or registration bas not been oblaiJu:d on
or prior to such date.

I

Section 8.5. Survival ofR.epresen!Jitions. Warrnntjes and Coye!l!lllll!. The
represeniD!ioDS, W811lUlties' and covenants siet forth in this Article shall continue notwithsumd.ina
the closing on the sale of any Loans.

iTICLEIX
BUYER'S EVALUAIION AND ACCEPTANCE OF RISK OF
LOANS SOLD" A§.IS"
'

Buyer hereby ~IS, warrants, ~k.nowledges and agrees to the following, as of the
effective date of this Agreement and as of the Tre.nsler Date:

•

Seclion 9. I. Independent Eva)uatiob. Buyer's decision to enter into this Agreement and
to pur~hasc iih: Leans pumullltlo tills Asreemeol is ana WBS based upon Buyers own
independent evaluation of information deemed relevant by Beyer, including. but not limit.-:d to
tbe infotmation made available by Seller to! !he Buyer, and Buyer's independent evaluation of the
Loans and re.lat&:l info~ion. Buyer has ~lied solely on its own investigation and
deterJ?!ina';i<lD of the qual~, value and condi~on of the Loans and it has not relied upon any oral
orwntten infomllltion provided or to be proVJded by Seller or its employees, conllllctors
officers, representatives, directors or agents~
'
I

16673965·1 Apt' 13 Sq T..., PA Pos1 SOC<mds Loan Sole Agn:emenl

Page 830

13

•

Section 9.2. pue Diligence. Buyelj has bad lhe opportunity to conduct sueb due
diligeooe review and analyses of lbe lnfo~ation togelber wilb such records as are generally
available to 1he public from loeal, COIDlty, ~tate, commonwealth and tedera.l authorities, rceonl .
keeping offices and courts (including, wilboutllmitalion, any bllllkruptcy courts in which any
Obllgor(s), if any, may be subject to any Jll!nding bankruptcy proceedings), as Buyer deemed
necessary, proper or appropriate in order td make a completely infonned decision wilb respect to
the pun:hese and acquisition of 1he Loans./
Section 9.3. f.conomie Risk. Bu)'li;f acknowledges thatlhe Loans may billie limited or no
liquidity. Buyer has lhe financial wberewiihaJ to own lbe Loans for en indefinite period of time
and to bear lhe economic risk of an oulri~ purchase oflbe Loans and a total loss oflbe
Purchase Price for lbe Loans.
J

•

Section 9.4. Loam Sold As Is. W lb respect to !hls Section, the term "SeDer" shall
include wilboutlimilation its affiliates, ase'rns, directors, officers, representatives, contractors
and employees. THE BUYER ACKNOWJ..EDOES AND AGREES TiiAT THE SALE OF
ALL LOANS MADE BY SELLER PURSUANT TO THIS AGREEMENT SHALL BE
WITiiOUT RECOURSE, REPRESENTATION OR WARRANTY EXCEPT AS EXPRESSLY
PROVIDED IN THIS AGREEMENT, AND THAT SELLER HAS NOT MADE, DID NOT
MAKE AND SPECIFICALLY DISCLAIMS (AND BUYER IS NOT RELYING ON SELLER
WITH RESPEcrTO) ANY REPRESENTATIONS, WA..'Ut.ANTIES, PROMISES,
COVENANTS, AGREEMENTS OR GUARANTIEs OF ANY KIND OR CliARACTER
WHATSOEVER, WHETIIER EXPRESS pR IMPLIED, ORAL OR WRITTEN, PAST,
PRESENT OR FUTURE, OF, AS TO, CONCERNING OR WITH RESPECT TO THE
FOLLOWING:
(a)
THE
ANY LOAN OR LOANS;
(b)

OR LOANS; OR
(c)

•

MARKETAB~ITY,
I VALUE. QUALITY OR CONDITION OF

I
F

THE COLLECTABILITY OF THE EVIDENCE OF INDEBTEDNESS
ANY OTHER MA

PERTAINING TO THE LOANS.

IN ADDITION, SELLER EXPRESSLY DISCLAIMS ANY EXPRESS OR IMPLIED
WARRANTIES OF MERCHANTABILIW OR FITNESS FOR A PARTICULAR PURPOSE.
BUYER ACKNOWLEDGES AND AGRI;ES TiiAT ANY INFORMATION PROVIDED OR
TO BE PROVIDED WITH RESPECT TO! THE LOANS MAY HAVE BEEN OR COULD BE
OBTAINED FROM A VARIETY OF SO~CES (SUCH AS A PRIOR OWNER(S), IF ANY,
OF THE LOAN OR A THIRD PARTY V~DOR) AND THAT SELLER HAS NOT MADE
AHC WILL NOT BE OBUGA'ii::D TO lv!AK£ Ai-l iNDEPENDEN'I' INVESflGATION OR
VERIFICATION OF SUCH THIRD PJ..RTY SOURCED INFOIWATION, AND SELLER
MAKES NO REPRESENTATION AS Td SUCH INFORMATION. FJNAUY BUYER
ACKNOWLEDGES THAT ANY DOCUMENTS EXCLUDED FROM THE INFORMATION
PROVIDED TO BUYER COULD CONT>,.zN INFORMATION WHICH, IF KNOWN TO
BUYER, COULD HAVE A MA'TERiAL IMPACf ON ITS DETERMINATION OF vALUE
OF THE LOANS. EXECUTION OF THIS' AGREEMENT SHAU CONSTITUTE AN
ACKNOWLEDGMENT BY BUYER TJt}T, EXCEPT FOR REPRESENTATIONS AND
1667396$·1 Apr"IJSqTwoPAPOS15c<undsl.oooSalc~
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•

WARR.ANT1ES JOO>RESSLY SPECIFIED HEREIN, THE LOANS WERE ACCEPTED
WITHOUT REPRESENTATION OR WARRANTY, EXPRESS OR IMPLIED OR
OTHERWISE, IN AN "MJS," AND "WHERE IS" CONDITION BASED SOLELY ON
BUYER'S OWN INSPECTION. NO EVEf'IT OR CONDITlON SHAU ENTITLE BUYER
TO REFUSE TO PURCHASE A LOAN O,R TO REQUEST SELLER. TO REPURCHASE A
LOAN, EXCEPT AS SPECIFIED IN
AGREEMENT.

THI1

'

A:RTICLEX

I

!NDEMNIFICATIQN

•

Section I0.1. Buve[s lnt!emnificatlon. From and after the Transfer Date, but subject to
the other provisions of this Agreement, Bu)'w shall defend, indemnify and hold harmless Seller
or Seller's agents, affiliates, employees, controctors, officers, directors and representlllives
against and fiom any and allliabiliay for, abd fiom and against any and all losses or damages ·
SeHer llliiY suffer as a result ofany Claim cir threatened Claim thet Seller shall incur or suffer as
a result of: (i) any Degligcnt ad or omissio6 of Buyer or Buyer's agents, Affiliall'..$, employees,
controctors, officers, assignees, directors wfd repli!Selltatives in connection with the Loans and its
pwdlase of the Loans pursuant to the A~ment; (ii) the br=h or lnacx:urocy of any of Buyer's
rcp~seotstions or wammties ::s ~t forth inj thls Agzeern::nt and/or in t.'w oth.::r documcau
e~tecuted in connection with the selection of the Buyer to enter into this Agreement and the scle
of the Loans; (iii) the bresch of any of Buybr's covenants us set forth in this Agreement and/or in
the other documents executed in connectiolt with Buyer's purobase of the Loans or in the Mutual
Non-Disclosure Agteement attec:hed herelelos Exhibit E: l'r (lv) any Claim or threatened Claim
by any Obligor r::gw)lng l':r.Y ossigruoent, bforcemcnt, e::llection, servicil:!g or admiuisll1llion of
the Loans by Buyer or Buyer's agents, Afi.iliates, employees, conlraclors, officers, directors,
assignees and representatives on or after the Transrer Date.

I

Section 10.2. Seller's Tndemnmc;atjon. From snd after the TlllllSfer Dste, but subject to
the olhel' provisions of this Agreement, Seller shall defend, indemnify 1111d hold bannless Buyer
or Buyer's agents, Affiliates, employees, cdntractors, officers, directors and representatives
asalnsl and from any and allliabiHay for,
from and against1111y and ell losses or damages
Buyer may suffer as a result of any Claim or threatened Claim that Buyer shall incur or suffer as
a result of: (i) !!Dy negligent act or omlsslo* of Seller or Seller's agents, affiliates, employees,
conuactors, offu:ers, assignees, direc!ors l$f representatives in coonection wilb the Loans and its
sale of the Loans, porsnut to the Agreement; (ii) the brea~ or ina~uracy of any oft be Sellel's
representations or WIIJTIIDties as set forth lnjlhis Agreement and/or in tbe other documents
executed by the Seller in colllleetion with the sale of the Loans; (iii) the breach of lillY of Seller's
covenants us set forth In this Agreement anli in the olber documents executed in connection with
S:il~'s sll.ie of l!1e Loam.; or (iv) ~my Cl!ilnj ur lhrea~<:ned Claim by 1111)' Obligor regarding any
essl~ent, enforcement, servicing. collection or admlnlstmtion of the Loans by Seller or
Seller's agents, affdiates, employees, contnlcton;, officers, directors, assignees and
repteSCnll!tives arising prior to the Transfe~ Date. .

afd

•
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ARTICLEX1

I

ASSIGNMENT OF RIGHTS TO TIIIRP PARTIES
Section 11.1. As5iment of AI!Jent; Assignment of Lo!!M· Buyer may BSSign Ibis
Agreement to an Affi!lale as provided in Section 11.2. of this Agreement and may assign or grant
a security intc::est in the Loans for purpose' of collateralizing limmcing ammgements as
provided in Section 11.3. of this Agreement. Except as provided in Sections II ,2. and 11.3. of
this Agreement, Buyer shall not assign, en.!umber, uansfer, sell or otherwise convey its rights
under Ibis Agreement or any Loan purchasbi pursuant to the terms of this A~ent.

Agreeme~

No assignment or !Jansfer of the
or any Loan shall relieve Buyer of any of its
liabilities or obligations under this Agreement. Each transferee or BS3ignee of this Agreement
shall be bound by all oflhe terms and provjsions of this Agreement, and Buyer shall remain
liable for all obligations of Buyer to Seller rereunder, notwithstanding such essigomenL

le
'

I

Section 11.2. AsSi!IJ!Dlent to Affiliate. Such entity as may from time to time be the
Puyer hereunder may assign alI of its rig.l,tS and ob!ig~tions with res~ to the purchase and srue
of Loans occurring after such assigomenttb an Affilillle, if any, provided thetasslgnor and
assignee enter into an Assignment and Accbplllllce Agreement, substantially in the form of
Exhibit F a!tached hereto and, upon :lellveJ!r of:. copy of such fully ex~:Jtcd Assignment :md
Acceptance Agreement to the Seller, the ~gnee named in such document shall, as of the
"Effi:ctlve Datc"set forth in sw:b document, become the Buyer under the tenns of Ibis
Agreement, shall be bound by the terms o~lhis Agreement and shall, as of the time of such
wigomem be deemed to have made all offbc represenllllions, wammtles and covenailts of the
E!eyer :w.t forth in Article VII of Ibis Agreement. E:eb s-Jeh a.~grun:nt shell be effective only if
such assignment Is made to an Affiliate.

I

.

Section 11.3. Assignment ofi,oanS. The Buyer and any Affiliate may essigo its rights
under this Agreement (without assigning it$ obligations hereunder), or assigo or grant a security
ln1erest in the Loans purchased beJeunder, b applicable, to a financiallnstitution,IIUSlee or
agent for the benefit of secured parties, or tb or lhtough any other entity as collateral for a loan or
other struc:tUJed finance funding amngemi\IJtto be made for the purposes of financing lbe
purchase of such Loans, including without limilatlon into a trust or other special pwpose entity
for the pwpose of providing collateral in the context of a securltizelion of such Loans as a
financing veblele for the Buyer or an Affilike. Any Loan assigned pursuant Ibis Seclion 11.3
may not be subsequently sold, assigned or transferred to any person or entity. Notwithstanding
lbe assignment or col!ateralization ofLo~ and any of Buyer's rights under this Agreemem
pursuant to the terms of this Section 11.3, the Buyer and/or Affiliate which tranSfers such Loans
or rights shall rentaln liable for all obligatiqns of the Buyer beJeunder and with respect to such
Lvaas ;J~~d/Gr righ::~.
I

~teach

Section 11.4. &l!lli. Buyer agrees
of Seller, its regulatory authorities and their
respective represenlalives and auditors sbol) have lbe right upon twenty-four (24) bolllll prior
notice to Buyer to perform, at Seller's ex~, audits to examine Buyer's performance relating
to this Agreement, including wililoutlimltation this Article XI.

I
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ARTICLE XII

mEsiANo RECQRDS

Se~tion

~uycr

12.1. Confonnitv to Law.
agrees, at Its sole cost and expense, 10 abide by
all111ppli~:~~ble state, commonwealth and rederaJ laws, rules and regulations regarding the
bsndling, maimenance, servicing and colld:tion of all Loans and In the maintenance of all
documents and records relating to !he Loarls purcbllsed hereund=r, including, but not limited to,
the length of time sullh documents aod recdrds are to be rel8ined, and 10 make any rusclosures tn
Obligors as may be required by tile foregoing.

r

Section 12.2. Credit Bureau Rmrod;ng. Seller agrees to report all Loans
tnmsfened to another lender, as permitted the Falr Credit Reporting Act.

~ sold or

I

ARTICLE
XIII
I

.,

INFORMATIONAL TA.X REPORTING
I

Section 13.1. lnfqrmational Iu &:poning. Buyer hereby agrees to pe.1'orm oll of Its
obligalions with~ to federal, state anator commonwealth tax reponing relating to or arising
olll of the Loanssold and assigned pursuant to this Agreement Including, without limitalion, !he
obligations with~~ to Form I 099-C tuld badtup wilhbolding with respect to the same, if
required, for the period beginning after the [II'I!IIsfer Date. Seller reserves lhe right to notify
Edyer that Seil~i sluill file such rcpurting fonns rela&illli to Lo8115 ibm have received a paymem
during the period prior to their Illlll.sfer Oa'te. Upon reasonable request, e:acl! party will provide
the requesting party with copies, delivered 'in a commercially reasonable furmat, of their
respective Form I099.C.
ARTICLE XIV

~!NED CLAIMS
B~er

Section 14.1. Retained Claims.
and Sellengree that the sale of the Loa:ns
pursuant to this Agreement shall exclude tile tnmsfer to Buyer of any and all claims and/or
causes of action Seller has or may have: (i~against officers, directors, employees, imiders,
accountants, attorneys, other persons employed by Seller, underwriters or any other similar
person or pemms who have caused a loss tp SeDer in connection with !he initiation, origination
or a<iministrotion ofany of the Loans; (ii) against any third panles involved In any alleged tinud
or <Jther misconduct relating 10 !he maldJ18 br setvlc!r.g of eny of the Loans; or (iii) against any
other pany &om whom Seller contracted ~rvices in connection with any of !he Loans.

I

'

ARTICLE XV

I

11673965 ·1 Apr' 13 Sq T"" PA Post Sa:onds .._ Sllle Agrccm""

Page 834

17

•

•

NOTICES
· Seclion IS. I. No!jljc:;. All notices, lwvers, demends, requests and other
communications required or pennitted by tJlis Agreemenl {collectively, "Norjw'') shall be in
writing and given as follows by: {a} persomjl delivery, (b) established ovemighl commercial
courierwilh delivety charges prepaid or duly charged, or(c} regislered or certified mail, return
receipt requesled, first class postage prepaid. All Notices which relate 10 eny oflbe Loens !hall
SPeCify lhe Tnmsfer Dille of sucb Loans. Notices shall be addressed 10 Buyer at lhe address set
forlh on Exhibll B 10 Ibis Agreement and inl:orporaled herein, or as olberwise provided by Buyer
to Seller in writing. Notices shall be sentiO Seller at lhe address set forth on Exhibit A to this
Agreement and iDCosporated herein, or as olherwise provided by SeDer 10 Buyer in writing.
1
Notices given by personal delivery shall be presumed 10 bave been received upon tender 10 the
applicable natural person designated below 1to receive Notices or, In the absence of such a
designation, upon lender 10 lhe person signing this Agreement on belmlf oflhe applicable party
orolher officer oflhe recipient party. Notites given by oventight ~=r shall be presumed to
have been received lhe next Business Day after delivery 10 such overnight collllJiefCial courier.
Notices given by mall shall be presumed 10!hove been received on lbe third {3rd} day after
deposit into lhe United Sl81es P<l'llal syste~.

I

ARTICUXVl

I

Waiy~

WAIVER ANP RELEASE

Section 16.1.
end Relea:;e. !Buyer, on behalf of itself and each of its Affiliates,
and !heir respective officets, directors, succ$sorn or assignees, end all sub;;equent pr::rmill2d
ttansferees oflhe Loans, and all olber.s claiming by or through Buyer or subsequent nansferees,
hereby disclaims and Wllives any right or cause of action that it or any oflbem may now or in lhe
future bave agmlJist Seller, and any ofSellefs reSPeCtive affiliares, contractors, officers, directors,
em;Jioyees, attorneys, agents, and predecesSors in Interest es 11 result of the purcbase of lhe
Loms; orovjlfed,lu!weyer. that this Wlliver )md release shall not extend 10 any liability of Seller
arising from Seller'S failure to perfonn Its obligations in acc6rdBDca wilb the terms of !his
Agreement or eny liability of Seller to Bu~ indemnified p111SU&IU 10 Section I0.2. In addition,
Buyer, on behalf of itself and each ofits Affiliates, and their II!SpeCtive officers, directors,
successors or assignees !hereof, and all s~uent pennilted ttansferees oflhe Loans, and all
olbers claiming by or through Buyer or su~uent trensferees, hereby releases Seller, its
affiliates, agents, officers, directors, represl1ntaJives, contractors, employees, attorneys and their
successors and assigns, from eny and all CJPtms arising from or relaled to tbe Loens or arising
out of the violation of any applicable laws [mcluding. wilboutllmitalion, state, commonwealth
and federal securities Jaws). cxcepl for Clwr ind=nnilied pursuant IO Section I0.2.

AlffCLEXVII

•

MISCELLANEOUS PROVISIONS

Jm,, covenant, condition or provision hereof is

Section 17.1. Seyembj!jty. lfeny
unlawful, invalid, or unenfbrecable for any
10G7U65·1

reason whBISoever, and sucb illegality, invalidity,
or
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•

11Jlellforceability does not affect !he remaining pm1S of !his Agreement, !hen all such remaining
pan.s bereofshall be valid and enfon:eable ~d have lUll force and effect as If !he invalid or
uncnforeeable pan bad not been included. fn eddition,lhe parries hereto agree to amend !he
Agreement to edd a legally valid and enfon:eable provision, whicb will provide !he same or
substantially similar economic benefits or other benefits to !he affected party as the deleted,
11Jlellforeeable or invalid provision.

I

Seelion 17.2. Right.:! Cumu!atjye; W!!ivers. The rights of each party under lhls
Agreement are cumuJative and may be exericised as often as SUI:b party considcr.i appropriate
under lhe tenns and conditions SI;)Cciftcallykt forth. The rights of each party bereunder shall not
be capable of being waived or varied olh=rWise than by an express waiver or variation in writmg.
Airy failure to exercise Qr any delay in exerbising any of sui:b rights sboll not operate as a waiver
or variation of thai or any other such rlght.jAny defe;tive or partial exercise of any of sucb
rights shall not preclude any other or furthei" exercise of that or any olher sucb righL No act or
course of conduct or negotiation on !he Jlllri ofany party shall in any WDY preclude sucb party
from exeJCislng any such right or constiiuu! a suspension or any variation of any sucb right.
Section 17.3. Headlnf!S. The heatliks of !he Articles and Sections contained in this
Agreement are inserted for convenience only and shalloot affect the meaning or interPfC!.Biion of
this Agn:ement or any provision hereof.

•

I

Section 1"1.4. Construction. Unless !he context otherwise requires, singular nouns and
pronouns, when used herein, shall be d~ to include the plwal of such noun or pronoun, and
pronouns of one gender shall be dec~:~:clude !he equivalent pronoun of the other gender.
Section ! 7.5. Asslg.<m~nt Subject1to the .restrictio!ls set fonb in AJticle XJ, this
Agn:ement and the terms, coverumts, condl~ons, provisions, obligations, undertaltll1gs, rights and
benefits bereof, including any eddenda, Ex\Ublts and Schedules bereto, shall be binding upon,
and shall inure to the benefit of; the undersigned panies and their respecrive edministnliors,
repn:seo!.Biives, and permitted successors abd assigns.
Section 17.6. Prior UndersJalld!D!!SI This Agreement supersedes any and all prior
discussions and agJeements between Seller,and Buyer with respect to the pun:hase of the Loans
and olher matters contained herein.
Section 17.7. lmemts! Asreemen!- The Transaction Documents together with !he
Transfur Documents constitute lhe fmal and complete expression of the intent and understanding
of Buyer and Seller with respect to the ~actions contemplated herein. This Agreement shall
not be altered or modified except by a su~t writing, signed by Buyer and Seller.

S·~ion

•

exect~ted

17.<1. Coonljmlart..1. Tilis Ab-ee:ml:lll may b.e
Iii my nWlliler of
counlerpans, each of which shall be deemed to be an original and all of which together shall
constitute one and the seme Instrument, and any party hereto may execute this Agreement by
signing my such coun~ This Agreerr\ent shall be doemed to be binding when executed by
Buyer and SeDer and SJgnalllie pages have been exchanged by !he parties hereto via facsimile or
olli:r elecl!'ollic tneall$. Teleccpy or electrc!nic:ally provided si(!lllltures shall be deemed valid
and binding to the same extent as original signatures.

I
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•

ev~

Section 17.9. Non-Merw/Suml. Each and
covenant made by Buyer or Seller
in the Transaction Documents im:luding, ..ptbout limitation, any represenlalion, wammty,
covenant and any indemnity shall survive the execution and deli~ oflhe Transfer Documents
and Ibis Agreement, and!or any sale or olhbr transfer of any Loan(s) hereunder, and shall not
merge into lhe TIDIISfef DocwneniS, but i~ead shall be Independently enforceable.

Law/W~ver

Section 17.1 0. Govemjng
ofTri!!l By Jury. This Agreement shall be
construed, and lhe~ rights and obligations of Sell~~r and Buyer hereunder dctcnnined, in
accotdance wilh the laws of!he Slate ofD~Jaware, without regard to its conflicts oflaw
!Jrilu:lpl~ 1"he !!"riles to this Agreement Irrevocably M'.d uncondil!onal)y waive, to the
maximum extent allowed by Jaw, any righl' to a trial by jury for any claim or action arising out of
this Agreement.
Section 17.11. No Jblrd·Party Beneficiaries. Each of !he provisions ofthfs Agreement
Is for lhe sole and exclusive benefit oftlte parties hemo, and none of' !he provisions of this
Agreement shall be deemed to be for 1he benefit of any olher person or entity.

~ion

•

Assurnncesl

17 .12. Furth!'!
From and after lhe dale IJereot; each party 'Viii take
such action as the other party may reasonably request to c:arzy out 1he purposes of 1he Agreement
at 1he expense oflhe party requesting such 'action forlhe out-of-pocket costs of c:arzying out such
requested action.

I

Section 17. I 3. Expenses. Except es olherwise expressly provided In the Agreement, lhe
Buyer and 1he Seller wiD each bear Its ownlout-of·pocket expenses, including fee& and
disbursements of its anomeys end any olhe;\- agents or represwlll1ives, in connection wilh 1he
transsction contemplated by 1he Agreement. except that 1he Buyer will pay any tax, including
transfer tax, sales or use tax, arising from ll)e transfer of the Loans; provided however, that this
sentence wiD not apply wilh respect to net income IIIXes (including without limitation, lmmch
profit taxes, or minimum ta.~"" computed u\tder a!lemative me:!!ods, at least one ofv.>hich is
based on net income). and fmnchise taxes !hat are besed upon net income, or any tax upon or
measured by net income or gross r~ipts ~posed on any p1U1y (any excluded tax imposed on
any pany will be lhe sole responsibility of!he p1U1y upon whom the tax is imposed).
[Remalndet ofJge intentionally left blank]

I

•
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•

IN TESTIMONY WHEREOF, the parties hereto have executed this Agreement.

.

I

.

BUYER: CACH, LLC

•

•
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•

•
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IDXHJBITA

I

IQENTITY Of SELLER

Name: FlA CARD SERVICES, N.A..
Addre!lll:

655 Papenniii Road

Newark," DE 19884·1322

Contact Per.;on:

~anager of Sales Support
Attention: Joseph Orlando

Telephone No.:
Telecopy No.:

(302) 355~724
(302) 458-4305

'

•

•
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•

ll;XHIBIT B
IDENTITY Of BUYER

I
Name:
Address:

CACH, LLC

J

4340 S. Mo1111co, 211<1 Floor, Denver, CO 80237

Contect Person: Hart Williams
Telephone No.: (303) 713-2046
TelecopyNo.: L_) _ __
Tax J.DJSS No.:

•

Seller wiD document systemlllically Buyer's n11111e and telephone number on each Loan
purchased under !his Agreement Seller sbtjll maintain llwe accounts 011 its applicable computer
~cm{s) for :mch period of time as is requ!red pursuant to Seller's then-curn::Jt rer.ord retentin!!
policies ond procedures.

I

Seller will provide Buyer with o support J>I\I'SOD to handle inquiries related to the sale oflhe
Loans in 1his·AgreemenL

•
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EXHIBITC

I
I
THIS BILL OF SALE AND ASSIGNMENT OF LOANS is made and entt:Rd lmo between CACH,
BILL Of SALE AND ASS!QNMENT OF! OANS

LLC ("Purchaser") ami F1A CAJID SERVICEs, N.A. (''Sl!Jkr"). pursuant to the Loan Sale Agretment
dated April IS, 2013 (tbo "Asmment") entered into between Pun:hascr and ~ller. Cepitallu:d ~e~ms nO!
defined herein, sbell have the same meanlll!J asjdelined In the Asm=menL
In eoosideralion of the payments medelpursuant to the Agretment and such other good and valuable
considcialion, the R\lelpt and legal sut:iicicncy ()f which ere hmby a<:icnowledged. Seik:r .;oes ioe1eb;;: sell,
lrallsfer, convey, assign and deliVer to Pun:has<!r aU of Sel lor's righr, ride and intm:SI in and to each and all
of the Loans, as Included on the eleciiOnic fdel.:ren:nced in Schedule I of the Loan Agretmentas BAC PA
Pm Seccnds SqTwo Sale File 0413 FinaJ.xJsx! without recourse and without representation or wammty of
(a)

any l)'pe.ldnd, character or nature. express or lfnplled, except as specifically provided in the Agreement,
and subject II> BU)'llT'S and Seller's "'purchase lights as sot forth in the Agiec:JilenL

(I>~

traLrer,

Pun:haser hen:b)' accepts such sale,
convevance, assignment, and delivery of the Loans,
Including without limitation the right to all flrlrlc Ipal, lnlerest or Olhcr proceeds of any kind with respect II>
the Loans remaining due and owing as of the dut-Off Dale appUc:ableiO such Loans.

•

(c)
Nothing in Ibis Bill ofSale and Assilent of Loans shell be deemed to modify, limit or 11111end
any of the rights or obUgatlons of Pllrehnser oriSeller under1he Agreement Thfc Bill of S.le and
Assignment ofLollllS shaD Inure II> the benefit of, ami be binding upon, the ~ve, permitted successoJS
end assigns of Seller and Pllrehaser ami sllell ~governed by i!lld ccnstrued and interpreted In accordance
with the Agreement end the laws of the Stale of Delaware, witllout regard to suth stale's principles of
confllctsoflaw.
'
i
(d)
This Bill of Sale and Assfgnmomt of x..lons may be ex~uted by fllCsimile or dectronfc transmission
in multiple coumerpens, each ofwhich shall b.! en original, but together shall constitute one and the some
inslrumenL

I

liN WITNESS WHEREOF, eeth pany, lhrough Its duly authorized officer, has caused Ibis Bill of
Sale end Assignment ofl.oans to be executed iii their nemelhis
day of Apri~ 2013.

SELlER/ASSIGNOR:
FHA CARD SERVICIS, N.A.

CACH,LLC

Nw~.-,----------------

By:

8~-~----------------Name:

i'ille:

Title:

•

----·-~----
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n recent months, especially after the Eleventh
Circuit’s opinion in Crawford v. LVNV Funding
LLC,1 the issue of a proof of claim based on a
debt for which the statute of limitations had passed
has generated significant interest. In Crawford, the
court overruled the decisions of both the bankruptcy
and district courts, as well as a previously uniform
body of federal law, and held that the filing of a
proof of claim for a debt for which the statute of
limitations had expired was a violation of the Fair
Debt Collection Practices Act (FDCPA).2 Crawford
is especially troubling because the FDCPA only
applies to certain entities and certain types of debt,
specifically “debt collectors” collecting on “consumer debt,” both as defined by the FDCPA.3 Thus,
the practical effect of Crawford is the imposition of
liability under the FDCPA upon only certain claimants filing certain types of claims in a bankruptcy
case, such claims as are filed without penalty by any
other claimant. The court below, in affirming the
dismissal of the adversary proceedings, noted:
But Appellants are fighting an uphill battle,
and they candidly admit [that] they cannot
win their appeals without a change in the
law. Indeed, the elephantine body of persuasive authority weighs against Appellants’
position.... (“Federal courts have consistently
ruled that filing a proof of claim in bankrupt1 758 F.3d 1254 (11th Cir. 2014).
2 Id. at 1256; see also Susan E. Trent, “Crawford Surprises: Stale Debt, FDCPA and Proofs
of Claim,” XXXIII ABI Journal 10, 14, 82-83, October 2014.
3 A debt collector is defined as:
[A]ny person who uses any instrumentality of interstate commerce or the mails
in any business the principal purpose of which is the collection of any debts, or
who regularly collects or attempts to collect, directly or indirectly, debts owed
or due or asserted to be owed or due another.... The term does not include —
(A) any officer or employee of a creditor while, in the name of the creditor, collecting debts for such creditor.
15 U.S.C. § 1692a(6) (2014). The Act defines a debt as “any obligation or alleged obligation of a consumer to pay money arising out of a transaction in which the money,
property, insurance, or services [that] are the subject of the transaction are primarily
for personal, family, or household purposes, whether or not such obligation has been
reduced to judgment.” 15 U.S.C. § 1692a(5) (2014).

cy court (even one that is somehow invalid)
cannot constitute the sort of abusive debt collection practice proscribed by the FDCPA,
and that such a filing therefore cannot serve
as the basis for an FDCPA action.”).4
Despite this, the Crawford panel found an
FDCPA violation and created a split among the circuits by being the only one to rule that merely filing a proof of claim for a time-barred debt was an
FDCPA violation. Predictably, since the decision,
bankruptcy creditors-claimants, who may coincidentally be debt collectors under the FDCPA, have
been faced with an onslaught of litigation seeking damages and attorneys’ fees pursuant to the
FDCPA’s strict liability and fee-shifting provisions.5
Even more punitive is the retroactive application of
Crawford to claims filed before the Crawford decision was issued.

Statute of Limitations: A Definition
A statute of limitations is a legislatively proscribed period of time “establishing a time limit for
suing in a civil case, based on the date when the
claim accrued.”6 In most cases, the running of the
statute of limitations is an affirmative defense to a
suit that must be raised by a defendant.7 The limitations period for a specific type of action under state
law (e.g., a personal-injury claim) may vary from
state to state.8
It is often unclear which statute of limitations
applies to a particular claim. For example, contractual choice-of-law terms may discord with
4 Crawford v. LVNV Funding LLC, No. 2:12-CV-701-WKW [WO], 2013 U.S. Dist. LEXIS
66169, at *4 (M.D. Ala. May 9, 2013).
5 Crawford, 758 F.3d at 1259 n.4; 15 U.S.C. § 1692k(a)(3).
6 Black’s Law Dictionary 1422 (7th ed. 1999).
7 Fed. R. Civ. P. 8(c)(1).
8 For example, in Virginia, the statute of limitations for personal-injury claims is two years,
Va. Code Ann. § 8.01-243A (2014). However, in Tennessee, it is one year, Tenn. Code
Ann. § 28-3-104(a)(1) (2014).
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local conflict of laws statutes or precedent. There may be
a dispute over which cause of action, and its applicable
statute of limitations, applies to a claim. Are revolving
credit accounts written contracts, accounts stated or, in the
absence of a signed credit agreement, an unwritten account?
The statute of limitations in many states differs as to actions
on similar claims.
In addition, the beginning of the limitations period for an
open or revolving consumer account is generally the date of
the last transaction on the account. However, that date is also
subject to interpretation. Is it the date of the last payment, the
date of the creditor’s last non-suit collection attempt, or the
date of any creditor transaction on the account, such as final
delinquency or interest charges?
Finally, determining whether the statute of limitations
applies also involves facts that are uniquely within the defendant’s knowledge, such as where the debtor lived during the
life of the account and after delinquency. All of these factors
make determining which statute of limitations applies and
whether it has run more complicated, and the answer can
mean the difference between a suit’s surviving a motion to
dismiss or not.
In sum, the statute of limitations is an affirmative defense
that must be raised and proven by a defendant. It is axiomatic that if the burden of determining the applicable statute
of limitations falls on a plaintiff, a defendant’s case may be
compromised. When disputed, the ultimate determination of
whether a statute of limitations has passed on a claim is the
province of the court.9

Effect of the Running
of the Statute of Limitations
The running of the statute of limitations does not extinguish the debt, but rather only the remedy if a defense of
statute of limitations is properly raised and proven.10 “The
expiration of a statute of limitation[s] does not extinguish
the substantive right itself, just the right to enforce a remedy.... A statute of repose or duration, on the other hand,
provides a date upon which the substantive right itself
no longer exists.”11

The FDCPA and the Statute of Limitations

Enacted in 1978, the FDCPA arose as a result of “abundant evidence of the use of abusive, deceptive, and unfair
debt-collection practices by many debt collectors.” 12
Premised on the concept that “[a]b usive debt-collection
practices contribute to the number of personal bankruptcies,
to marital instability, to the loss of jobs, and to invasions
of individual privacy,”13 its drafters shared a concern that
“[e]xisting laws and procedures for redressing these injuries are inadequate to protect consumers.”14 To that end, the
9 Ottens v. McNeil, 239 P.3d 308, 316 (Utah Ct. App. 2010) (“The application of a statute of limitations is a
legal determination, which we review for correctness.”).
10 Gatewood v. CP Med. LLC, Adv. No. 5:14-ap-7068, No. 5:13-bk-73363, at 2-3 n.2 (Bankr. W.D. Ark. Feb.
6, 2015) (order granting summary judgment to defendant and dismissing complaint) (citation omitted);
but see Miss. Code Ann. § 15-1-3(1) (2014) (“The completion of the period of limitation prescribed to bar
any action, shall defeat and extinguish the right as well as the remedy.”); Heritage Mut. Ins. Co. v. Picha,
397 N.W.2d 156 (Wis. Ct. App. 1986) (“Wisconsin may be unique in holding that the running of a statute
of limitations not only extinguishes the remedy to enforce a right but also destroys the right itself.”).
11 Gatewood v. CP Med. LLC, Adv. No. 5:14-ap-7068, No. 5:13-bk-73363, at 2-3 n.2.
12 15 U.S.C. § 1692(a) (2014).
13 Id.
14 15 U.S.C. § 1692(b) (2014).

FDCPA is purposed “to eliminate abusive debt-collection
practices by debt collectors, to [e]nsure that those debt collectors who refrain from using abusive debt-collection practices are not competitively disadvantaged, and to promote
consistent State action to protect consumers against debtcollection abuses.”15
The FDCPA proscribes specific acts (e.g., communicating with third parties about a debt or contacting debtors
early in the morning or late at night). It also more generally prohibits debt collectors from engaging in harassing
or abusive behavior, employing unfair practices in the collection of debts and making false representations to collect
debts. However, nothing in the FDCPA prohibits the lawful collection of debts for which the statute of limitations
for a suit has run.16
Likewise, filing suit on an out-of-statute debt is not a
violation of the precise terms of the FDCPA. However,
“[f]ederal circuit and district courts have uniformly held
that a debt collector’s threatening to sue on a time-barred
debt and/or filing a time-barred suit in state court to recover
that debt violates §§ 1692e and 1692f.”17 Section 1692e of
title 15 prohibits the false representation of the character,
amount or legal status of any debt.18 Section 1692f prohibits using unfair or unconscionable means to collect or
attempt to collect any debt.19 As stated by the Phillips v.
Asset Acceptance LLC court:
Indeed, the unfairness of such conduct is particularly clear in the consumer context where courts have
imposed a heightened standard of care — that sufficient to protect the least sophisticated consumer.
Because few unsophisticated consumers would be
aware that a statute of limitations could be used to
defend against lawsuits based on stale debts, such consumers would unwittingly acquiesce to such lawsuits.20

Statute of Limitations and Bankruptcy Claims

A “claim” in bankruptcy is not the same as a claim eligible for suit. The Bankruptcy Code broadly defines “claim”
as a “right to payment, whether or not such right is reduced
to judgment, liquidated, unliquidated, fixed, contingent,
matured, unmatured, disputed, undisputed, legal, equitable,
secured, or unsecured.” 21 The definition is intentionally
expansive so that any party who may make a claim against
a debtor is notified of the bankruptcy,22 after which any disputes over the claim can be adjudicated.
The fact that a claim might be subject to disallowance
due to the running of an applicable statute of limitations
“does not defeat the existence of the claim in bankruptcy.”23
“Quite the contrary: the existence of the claim must be determined independent of limitations questions else the process
15 15 U.S.C. § 1692(e) (2014).
16 Johns v. Northland Grp. Inc., No. 14-2947, 2015 U.S. Dist. LEXIS 93, at *10 (E.D. Pa. Jan. 5, 2015) (holding that “[p]ursuant to the FDCPA, a debt collector may seek voluntary repayment of the time-barred
debt, so long as the debt collector does not initiate or threaten legal action in connection with the collection efforts”).
17 Crawford v. LVNV Funding LLC, 758 F.3d 1254, 1259 (11th Cir. 2014).
18 15 U.S.C. § 1692e (2014).
19 15 U.S.C. § 1692f (2014).
20 Phillips v. Asset Acceptance LLC, 736 F.3d 1076, 1083 (7th Cir. 2013) (emphasis added) (finding FDCPA
violation for suing on debt on which applicable statute of limitations had run).
21 11 U.S.C. § 101(5).
22 Johnson v. Home State Bank, 501 U.S. 78, 83 (1991) (“We have previously explained that Congress
intended by this language to adopt the broadest available definition of ‘claim.’”).
23 Roach v. Edge (In re Edge), 60 B.R. 690, 699 (Bankr. M.D. Tenn. 1986).
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of allowance under § 502 becomes redundant, if not circular.”24 By ruling that a proof of claim for an out-of-statute
debt is a violation of the FDCPA, the Eleventh Circuit has
effectively prohibited certain claimants from filing legitimate
bankruptcy claims, eschewing the claim-determination process for adjudicating the allowance of claims.
However, the most recent revision to Fed. R. Bankr.
P. 3001 (“Proof of Claim”) requires an open-end or revolving consumer credit claim to include the following information: The date of an account holder’s last transaction, the date
of the last payment on the account, and the date on which
the account was charged to profit and loss.25 The Advisory
Committee Notes to the Rule state:
Disclosure of the information required by paragraph (3) will assist the debtor in associating the
claim with a known account. It will also provide a
basis for assessing the timeliness of the claim.26
Clearly, the drafters of the Federal Bankruptcy Rules were
aware that out-of-statute claims are routinely filed, and crafted provisions to add transparency to those claims.

The Crawford Effect
In the months since Crawford, several courts outside of
the Eleventh Circuit have adopted its reasoning, allowing
FDCPA suits premised on the filing of out-of-statute claims
to proceed.27 One court resorted, sua sponte, to sanctions pursuant to Fed. R. Bankr. P. 9011.28 Disconcertingly shifting
the burden of affirmative defense away from a defendant to
a claimant, the court castigated the claimant for apparently
failing to investigate whether its claim was susceptible to a
statute-of-limitations defense.29
In contrast, other courts faced with this issue have understood that a proof of claim filed in a bankruptcy case differs
from a lawsuit based on an out-of-statute debt and have further held that even if a debt collector filing a proof of claim
in a bankruptcy is subject to the FDCPA, there is nothing
inherently false or fraudulent about filing a proof of claim.30
The potential for FDCPA liability imposes additional
procedural obligations on a discreet subset of bankruptcy
claimants: those defined by the FDCPA as “debt collectors.”
Such claimants would be required to attempt to reconcile not
only the Bankruptcy Code and the FDCPA, but also conflicting limitation periods among jurisdictions. A ban would also
24 Id.
25 Fed. R. Bankr. P. 3001(c)(3)(A).
26 Fed. R. Bankr. P. 3001, Advisory Committee Notes, 2012 Amendments (emphasis added).
27 See, e.g., Patrick v. PYOD LLC, 1:14-cv539-RLY-TAB, 2014 U.S. Dist. LEXIS 116092 (S.D. Ind. Aug. 20,
2014) (denying motion to dismiss and holding that filing proof of claim in bankruptcy for out-of-statute
debt is attempt to collect debt in violation of FDCPA because it creates misleading impression in leastsophisticated consumer that debt is legally enforceable); accord, Grandidier v. Quantum3 Grp. LLC,
No. 1:14-cv-00138-RLY-TAB, 2014 U.S. Dist. LEXIS 169279 (S.D. Ind. Dec. 8, 2014) (same).
28 In re Sekema, No. 14-40145, 2015 Bankr. LEXIS 239, at *7-*8 (Bankr. N.D. Ind. Jan. 7, 2015).
29 Id. at *4-*5.
30 LaGrone v. LVNV Funding LLC (In re LaGrone), Adv. No. 14 A 00578, No. 13 B 21423, 2015 Bankr.
LEXIS 212 (Bankr. N.D. Ill. Jan. 21, 2015) (holding that filing proof of claim in bankruptcy for out-ofstatute debt, alone, is no violation of FDCPA because it is not improper collection activity proscribed by
FDCPA such as false representations, threats of illegal action, deceptive means of collection, or unfair
or unconscionable collection methods); Marcinowski v. eCAST Settlement Corp. (In re Marcinowski),
Adv. No. 14 A 00678, No. 13 B 33571 (Bankr. N.D. Ill. Jan. 30, 2015) (order dismissing adversary proceeding for reasons set forth in LaGrone v. LVNV Funding LLC (In re LaGrone), Adv. No. 14 A 00578,
No. 13 B 21423, 2015 Bankr. LEXIS 212 (Bankr. N.D. Ill. Jan. 21, 2015)); Gatewood v. CP Med. LLC,
Adv. No. 5:14-ap-7068, No. 5:13-bk-73363 (Bankr. W.D. Ark. Feb. 6, 2015) (order granting summary
judgment to defendant and dismissing complaint; opining that while FDCPA and Bankruptcy Code can
be read together, and while filing proof of claim may be attempt to collect debt, and while creditor
and agent were debt collectors under FDCPA, nevertheless, time-barred proof of claim was not false,
deceptive or misleading, and debtor’s remedy to such claim lay in Code and Rules because FDCPA
and Code, while overlapping, serve different purposes and FDCPA is not controlling after debtor files
voluntary petition).

entrap those, such as attorneys, who assist non-debt-collector
creditors in the administration of their bankrupt accounts,
particularly by filing their proofs of claims. It is unlikely that
such outside parties would agree to file claims that subject
them to FDCPA liability.
In recent years, collection of out-of-statute consumer
debts has garnered significant interest at both the state and
federal level. The National Consumer Law Center recently
issued a report calling for the Consumer Financial Protection
Bureau (CFPB) to ban all collection of out-of-statute debt.31
Such a move would inevitably raise many questions. For
example, does the CFPB retain the authority to make such a
regulation? Even if the CFPB could regulate debt collection
in this manner, do its powers extend to actions in bankruptcy
that are permitted by its Code and Rules?32 Perhaps legislative action must precede regulation banning all collection
of out-of-statute debt. If so, what are its prospects? In any
event, it seems certain that if the U.S. Supreme Court grants
the writ of certiorari and reviews Crawford, it will dictate
how bankruptcy treats claims on out-of-statute debt and possibly substantially affect the collection of such debt, outside
of bankruptcy. abi
Reprinted with permission from the ABI Journal, Vol. XXXIV,
No. 4, April 2015.
The American Bankruptcy Institute is a multi-disciplinary, nonpartisan organization devoted to bankruptcy issues. ABI has
more than 12,000 members, representing all facets of the insolvency field. For more information, visit abi.org.

31 April Kuehnhoff and Margot Saunders, “Zombie Debt: What the CFPB Should Do About Attempts to
Collect Old Debt,” National Consumer Law Center, January 2015, available at www.nclc.org/images/pdf/
debt_collection/report-zombie-debt-2015.pdf (last visited March 3, 2015).
32 LaGrone, Adv. No. 14 A 00578, No. 13 B 21423, 2015 Bankr. LEXIS 212, at *14. For its part, the
Bankruptcy Code merely makes a proof of claim disallowed if it falls to a statute of limitations affirmative
defense. 11 U.S.C. § 502(b).
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FLASHPOINT: THE CIRCUIT SPLIT OVER CRAWFORD AND THE FDCPA
IN OUR BANKRUPTCY COURTS

Nick Wooten, LLM, CAM, MFP, CWM, AFA, CPM
Nick Wooten, LLC
I.

INTRODUCTION

This short paper focuses on the existing split between the 2nd and 9th Circuits
and other Federal Circuits including (at least) the 3rd, 7th and 11th regarding the
enforceability of the FDCPA in the context of debt-collector conduct in the
bankruptcy forum. As the architect of the Crawford decision and an advocate for
consumers and for Bankruptcy Courts the author finds this area of particular
importance to the judiciary and practitioners around the country.
II.

WHAT IS THE SPLIT?

Simmons v. Roundup Funding, LLC, 622 F. 3d 93 (2d Cir. 2010) held that
“the filing of a proof of claim in bankruptcy court cannot form the basis for an
FDCPA claim.” Simmons relied upon the holding in Walls v. Wells Fargo Bank,
276 F.3d 502 (9th Cir. 2002) which famously held that “no FDCPA action can be
based on an act that violates any provision of the Bankruptcy Code, because such
violations are dealt with exclusively by the Bankruptcy Code.” See, Walls at 510.
This position contrasts with the holdings in several other Circuits. In
Crawford v. LVNV Funding, LLC, 758 F. 3d 1254 (11th Cir. 2014), the 11th Circuit
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held that filing a proof of claim on time-barred debt was a violation of the FDCPA.
This decision followed rulings from the 3rd Circuit in Simon v. FIA Card Services,
NA, 732 F. 3d 259 (3rd Cir. 2013) and the 7th Circuit in Randolph v. IMBS, Inc., 368
F.3d 726 (7th Cir. 2004) which each held that the FDCPA and the Bankruptcy Code
could be enforced simultaneously in slightly different contexts.
III.

WHAT IS THE KEY LEGAL ISSUE REGARDING THIS SPLIT OF
AUTHORITY?
The issue to be resolved is whether the Code provides the sole remedies for

bankrupt debtors for the conduct of debt collectors related to the bankruptcy
proceeding or whether the FDCPA’s protections can also be enforced. The 7th
Circuit addressed this argument in detail in Randolph. “Because two federal
statutes are at issue, the question is not whether preemption prevents debtors from
proceeding under the FDCPA, but rather whether Congress in enacting the
Bankruptcy Code implicitly repealed the FDCPA.” See Randolph, 368 F.3d at 730.
Randolph also held that “when two federal statutes address the same subject in
different ways, the right question is whether one implicitly repeals the other—and
repeal by implication is a rare bird indeed (citations omitted). It takes either
irreconcilable conflict between the statutes or a clearly expressed legislative
decision that one replaces the other.” Id.
This was also the position taken by the 3rd Circuit in Simon which led to the
decision that the FDCPA was not impliedly repealed in bankruptcy proceedings.
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In Crawford, LVNV declined the opportunity to advocate for the position that the
Code had impliedly repealed the FDCPA both in brief and at oral arguments.
Interestingly enough, LVNV now takes that exact position in a number of postCrawford cases that are making their way through the appellate process.
IV.

WHAT ARE THE IMPLICATIONS OF THIS SPLIT FOR
BANKRUPTCY COURTS?

The underlying premise that the author has advocated as a consumer
advocate who frequently litigates in the bankruptcy forum is very straightforward.
First, it is generally well accepted that the filing of a proof of claim is analogous to
the filing of a civil lawsuit against the debtor. The authority for this position is
more than ample. For example, O’Neill v. Continental Airlines (In re Continental
Airlines), stated: “[T]he filing of a proof of claim is analogous to the filing of a
complaint in a civil action, with the bankrupt’s objection the same as the answer.”
928 F.2d 127, 129 (5th Cir. 1991) (citing In re Simmons, 765 F.2d 547 (5th Cir.
1985) and Nortex Trading Corp. v. Newfield, 311 F.2d 163, 164 (2d Cir. 1962).
Similarly, in Kline v. Zueblin (In re American Export Group Int'l Servs.), 167 B.R.
311 (Bankr. D.D.C. 1994), the bankruptcy court stated the creditor’s “proof of
claim is properly viewed as a complaint and the debtor’s adversary proceeding as a
counterclaim to that complaint.” 167 B.R. 311, 313 (Bankr. D.D.C. 1994). See
also Gibson v. Parish, 360 Fed. Appx. 974, 978-979 (10th Cir. Okla. 2010); Smith
v. Dowden, 47 F.3d 940, 943 (8th Cir. 1995) (addressing withdrawal of claim prior
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to initiation of adversary proceeding); Allen v. City Finance Co., 224 B.R. 347, 352
(S.D. Miss. 1998); In re Kenny, 75 Bankr. 515, 520 (Bankr. E.D. Mich. 1987)
(same); Fort v. SunTrust Bank (In re Int'l Payment Group, Inc.), 2011 WL
5330783 (Bankr. D.S.C. Nov. 3, 2011).
The similarities between Rule 41(a) of the Federal Rules of Civil Procedure
and Rule 3006 in the Federal Rules of Bankruptcy Procedures lend further support
to this analogy. Under Rule 41(a), a party may dismiss an action without a court
order by filing a notice of dismissal before the opposing party serves an answer.
Fed. R. Civ. P. 41(a)(1)(A)(i). Similarly, a creditor may only withdraw a proof of
claim without court order if its notice of withdrawal is filed before an objection or
adversary proceeding is filed. Fed. R. Bankr. P. 3006.1
Second, filing a proof of claim is clearly a form of debt collection. When a
creditor files a proof of claim in the bankruptcy court, “it is using a traditional
method of collecting a debt.” Gardner v. State of N.J., 329 U.S. 565, 573 (1947)
(holding state waived sovereign immunity by filing a proof of claim and thus
voluntarily invoking the jurisdiction of the federal courts).
Third, normal rules of civil procedure require the bankruptcy court to treat
an objection as the assertion of an affirmative defense to the proof of claim and any

1

Court permission to withdraw a proof of claim is also required if the creditor has accepted or
rejected the debtor’s plan or if the creditor has otherwise participated significantly in the case.
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adversary proceeding as a counterclaim to the proof of claim. See, O’Neill v.
Continental Airlines (In re Continental Airlines), 928 F.2d 127, 129 (5th Cir. 1991)
and Kline v. Zueblin (In re American Export Group Int'l Servs.), 167 B.R. 311
(Bankr. D.D.C. 1994).
This view of the bankruptcy claims process sets up a system that invites the
parties to “settle” all of their affairs and come to a netting of their accounts by
resolution of all of the claims that the parties have against each other. This allows
the bankruptcy claims process to bring finality, often in an expedited fashion, to all
of the existing litigation or potential litigation between the parties. The claims
process accomplishes this by taking a liberal view of the litigation between the
parties while the parties are under the Court’s jurisdiction. This allows the final
adjudicated proof of claim or judgment in an adversary proceeding to provide all
parties the closure that our adversary system seeks through the litigation process.
The other overarching theme that spoke through the Crawford decision was
the notion that debt collectors who have voluntarily accepted the yoke of the
FDCPA had created a “litigation exception” to their conduct in the bankruptcy
courts that existed in no other court in America. This appears to the author to be a
judicially created litigation privilege to engage in conduct that was clearly illegal
in every other forum in the United States. This was another fact that LVNV was
forced to concede; i.e., that LVNV could not pursue the debt represented by these
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stale claims in any other court in the country without running afoul of the FDCPA.
The basic argument in Crawford remains very simple: Debt collectors should not
be allowed to engage in conduct in the bankruptcy forum that is clearly forbidden
in every other forum in which they operate in the United States.
V.

THE CODE PROVIDES FOR THE FILING OF TIME-BARRED
CLAIMS
There is no dispute that the Code provides for the filing of time-barred

claims. There is also no dispute that in most states there is no legal prohibition on
a creditor filing suit on a time-barred debt. This argument is a red herring in the
sense that the debt collection industry has advocated that the Code must be
followed rather than the strictures of the FDCPA when considering a debt
collector’s rights to file stale claims. This is the basis of the industry’s preclusion
argument.
The fact of the matter is that the same arguments could be made for filing
suit against consumers in State or Federal Court on stale debts. The common law
and even statutory law does not prohibit this conduct by creditors. It is the
common law that has developed around the FDCPA that prevents debt collectors
from taking these actions. These restrictions and limitations are the “price of
poker” for debt collectors in all forums in which they operate. These come from
the FDCPA and not from the Code.
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The question is not whether Congress outwardly expressed and intended the
FDCPA to overlay the protections of the Bankruptcy Code. Rather, as the
Randolph court rightly stated, the question is whether debt collectors can comply
with both the provisions of the Bankruptcy Code and the FDCPA. When it comes
to filing proofs of claim based on time-barred debt there is nothing that prevents
debt collectors from complying with the requirements of the Bankruptcy Code and
the FDCPA. One Court recently wrote “[b]ecause the filing of a proof of claim is
an entirely voluntary process, there is no conflict with the FDCPA.” See Smith v.
Asset Acceptance LLC, 510 B.R. 225, 226 (S.D. Ind. 2013).
VI.

WHERE IS THE ISSUE HEADED?

Clearly this Circuit split is headed to the Supreme Court. There is no
guarantee as to what decision would be rendered by the Supreme Court on any
issue in any case. However, there appears to be a comfortable trend towards
finding that one federal statute displaces another only when there is no method
available for the implementation of both statutes. The resolution of this question is
probably at least 12-18 months away given the posture of various cases that are
currently on appeal.
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BUYING CLAIMS IN CONSUMER CASES
INDUSTRY AND LEGAL CHANGES
National Conference of Bankruptcy Judges
September, 2015
Miami, Florida
Alane A. Becket
Becket & Lee LLP
Bankruptcy Rule Changes effective December 1, 2011:
Rule 3001. Proof of Claim

*****

(c) SUPPORTING INFORMATION.
(1) Claim Based on a Writing. When a claim, or an interest in property of the debtor
securing the claim, is based on a writing, the original or a duplicate shall be filed with the proof
of claim. If the writing has been lost or destroyed, a statement of the circumstances of the loss or
destruction shall be filed with the claim.
(2) Additional Requirements in an Individual Debtor Case; Sanctions (or Failure to
Comply. In a case in which the debtor is an individual:
(A) If, in addition to its principal amount, a claim includes interest, fees,
expenses, or other charges incurred before the petition was filed, an itemized statement of
the interest, fees, expenses, or charges shall be filed with the proof of claim.
(B) If a security interest is claimed in the debtor's property, a statement of the
amount necessary to cure any default as of the date of the petition shall be filed with the
proof of claim.
(C) If a security interest is claimed in property that is the debtor's principal
residence, the attachment prescribed by the appropriate Official Form shall be filed with
the proof of claim. If an escrow account has been established in connection with the
claim, an escrow account statement prepared as of the date the petition was filed and in a
form consistent with applicable nonbankruptcy law shall be filed with the attachment to
the proof of claim.
(D) If the holder of a claim fails to provide any information required by this
subdivision (c), the court may, after notice and hearing, take either or both of the
following actions:
(i) preclude the holder from presenting the omitted information, in any
form, as evidence in any contested matter or adversary proceeding in the case,
unless the court determines that the failure was substantially justified or is
harmless; or
(ii) award other appropriate relief, including reasonable expenses and
attorney's fees caused by the failure.

*****
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COMMITTEE NOTE
Subdivision (c) is amended to prescribe with greater specificity the supporting information
required to accompany certain proofs of claim and, in cases in which the debtor is an individual,
the consequences of failing to provide the required information. …
Subdivision (c)(2) is added to require additional information to accompany proofs of claim filed
in cases in which the debtor is an individual. When the holder of a claim seeks to recover–in
addition to the principal amount of a debt–interest, fees, expenses, or other charges, the proof of
claim must be accompanied by a statement itemizing these additional amounts with sufficient
specificity to make clear the basis for the claimed amount.
…
Paragraph (D) of subdivision (c)(2) sets forth sanctions that the court may impose on a creditor
in an individual debtor case that fails to provide information required by subdivision (c). Failure
to provide the required information does not itself constitute a ground for disallowance of a
claim. See §502(b) of the Code. But when an objection to the allowance of a claim is made or
other litigation arises concerning the status or treatment of a claim, if the holder of that claim has
not complied with the requirements of this subdivision, the court may preclude it from presenting
as evidence any of the omitted information, unless the failure to comply with this subdivision
was substantially justified or harmless. The court retains discretion to allow an amendment to a
proof of claim under appropriate circumstances or to impose a sanction different from or in
addition to the preclusion of the introduction of evidence.
__________________________________
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Bankruptcy Rule Changes effective December 1, 2012:
Rule 3001. Proof of Claim**

*****
(c) SUPPORTING INFORMATION.
(1) Claim Based on a Writing. Except for a claim governed by paragraph (3) of this
subdivision, wWhen a claim, or an interest in property of the debtor securing the claim, is based
on a writing, the original or a duplicate a copy of the writing shall be filed with the proof of
claim. If the writing has been lost or destroyed, a statement of the circumstances of the loss or
destruction shall be filed with the claim.
*****
(3) Claim Based on an Open-End or Revolving Consumer Credit Agreement.
(A) When a claim is based on an open-end or revolving consumer credit
agreement—except one for which a security interest is claimed in the debtor’s real
property—a statement shall be filed with the proof of claim, including all of the
following information that applies to the account:
(i) the name of the entity from whom the creditor purchased the account;
(ii) the name of the entity to whom the debt was owed at the time of an
account holder’s last transaction on the account;
(iii) the date of an account holder’s last transaction;
(iv) the date of the last payment on the account; and
(v) the date on which the account was charged to profit and loss.
(B) On written request by a party in interest, the holder of a claim based on an
open-end or revolving consumer credit agreement shall, within 30 days after the request
is sent, provide the requesting party a copy of the writing specified in paragraph (1) of
this subdivision.
COMMITTEE NOTE
Subdivision (c) is amended in several respects. The former requirement in paragraph (1) to file
an original or duplicate of a supporting document is amended to reflect the current practice of
filing only copies. The proof of claim form instructs claimants not to file the original of a
document because it may be destroyed by the clerk’s office after scanning.
Subdivision (c) is further amended to add paragraph (3). Except with respect to claims secured
by a security interest in the debtor’s real property (such as a home equity line of credit),
paragraph (3) specifies information that must be provided in support of a claim based on an
open- end or revolving consumer credit agreement (such as an agreement underlying the
issuance of a credit card). Because a claim of this type may have been sold one or more times
prior to the debtor’s bankruptcy, the debtor may not recognize the name of the person filing the
proof of claim. Disclosure of the information required by paragraph (3) will assist the debtor in
associating the claim with a known account. It will also provide a basis for assessing the
timeliness of the claim. …
__________________________________
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Overview of the CFPB’s Mission and Supervisory Authority1
Alane A. Becket
Becket & Lee LLP
abecket@becket-lee.com
I.

The Consumer Financial Protection Bureau
On July 21, 2010, President Obama signed into law the Dodd-Frank Wall Street Reform

and Consumer Protection Act (“Dodd-Frank”), which specifically authorized the formation of
the Consumer Financial Protection Bureau (“CFPB” or the “Bureau”). The Bureau’s mission is
several-fold: to make current rules in the financial services marketplace more effective; to
consistently and fairly enforce rules; and to empower consumers to take more control over their
financial lives. Under Dodd-Frank, the Bureau is authorized to supervise, examine and enforce
“covered persons,” which includes banks and non-banks, as well as issue regulations under
enumerated consumer protection laws including the Fair Debt Collection Practices Act (FDPCA)
and the Fair Credit Reporting Act (FCRA), among others. The CFPB also has authority to
ensure covered persons do not otherwise commit unfair and deceptive acts or practices
(UDAAPs), which power is identical to the authority vested in the FTC. Oversight of UDAAPs
extends to persons who might be immune from traditional consumer protection laws; for
example, originating creditors who are exempt from the FDCPA.
The CFPB’s authority also extends to “service providers” defined as “any person that
provides a material service to a covered person in connection with the offering or provision by
such covered person of a consumer financial product or service”. Thus an entity might not be a
covered person, but if it provides services to a covered person, even only incidentally, it may be

1

The author acknowledges the contribution of Joann Needleman, Esquire, Clark Hill PLC, Philadelphia, PA
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subject to CFPB supervision. The CFPB’s reach thus extends to law firms and other vendors
providing services to covered entities.
The structure of the Bureau is multi-layered and unlike other federal agencies is governed
by a single director who reports only to the President. The relative verticals are as follows:
A.
Consumer Education and Engagement – tasked with developing financial
literacy and empowerment programs as well as addressing the specific needs of
older Americans, service members and students;
B.

Consumer Response Team – houses the consumer complaint portal;

C.
Research Markets & Regulation – charged with all research and data in all
financial services markets;
D.
Supervision, Enforcement and Fair Lending – the largest division of the
Bureau with over 800 enforcement lawyers; and
E.
Office of General Counsel – responsible for law and policy, including
decision as to whether to participate in a matter through amici curiae
The Bureau discharges its express supervision authority in three ways: by issuing civil
investigation demands (CIDs); by directing examinations either on-site or by deposition; or by
enforcement actions and consent orders. However, the Bureau has utilized its implied authority
through bulletins, white papers, research and examination manuals which enables it, in part, to
implement policy without formal rulemaking or legislation. It is in this arena where the CFPB
has dictated numerous policies, including but not limited to collecting of time-barred debt.
II. The CFPB’s Tea Leaves
A.

Supervision and Examination Manuals

In October of 2011, the CFPB issued its first Supervision and Examination Manual
which was meant to be a guide on how the Bureau would supervise and examine service
providers and covered persons under its jurisdiction for compliance with federal consumer
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financial protection law.

Every consumer protection statute was identified in the Manual,

including the FDCPA.
The Manual was updated to a second version in October of 2012, which articulated exact
examination procedures, including specific modules for debt collection. Since that time, some
chapters and subchapters have been updated.
B.

Rules and Bulletins

In 2012, the CFPB issued two final rules, which granted it authority to supervise certain
non-bank covered persons as well as define larger market participants in the debt collection
market place.
In July of 2013, the CFPB issued Bulletin 2013-07, which described certain acts and
practices relating to the collection of consumer debt which could constitute UDAAPs under
Dodd-Frank. While the collection of time-barred debt was not specifically identified, the broad
and subjective definitions paved the way for the CFPB to view the collection of time-barred debt
as unfair, deceptive or abusive.
C.

The Advanced Notice of Proposed Rulemaking for Debt Collection (ANPR)

On November 6, 2013, the CFPB issued its ANPR for debt collection practices, seeking
responses to 450 questions and sub-questions about the debt collection industry. In Section VI of
the ANPR, the CFPB expressed its significant concern about the collection of time-barred debt
and requested comment from the industry regarding appropriate disclosures in no less than
eleven (11) questions.
D.

States Weighing In

Dodd-Frank provides for the coordination between the CFPB and state regulators.
Dodd-Frank also empowers state Attorneys General as well as regulators to serve as “force
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multipliers” assisting in its enforcement. As evidence of this effort, the CFPB and the National
Association of Attorneys General signed a joint statement of principle to advance the goals of the
CFPB.

This partnership was evident this past January when the New York Attorney General

secured an $18 million dollar settlement with Encore Capital, a debt buyer, for allegedly filing
lawsuits beyond the applicable statute of limitations.
III.

2015 Priorities for the CFPB
•

Debt Collection Rules

•

Credit Reporting – possibility of requiring discharged debt to be deleted from
credit report Medical debt - credit reporting of medical debt
Student Loan – supporting policies which will permit dischargeability of
student loan debt.
Auto Financing – ability to pay rules
Small Dollar Lending - ability to pay and preclusions on periodic loans

•
•
•
IV.

Excerpt: CFPB Examination Procedures – Debt Collection2

General Considerations: Completing the following examination modules will allow examiners to
develop a thorough understanding of the regulated entities’ practices and operations. To
complete the modules, examiners should obtain and review the following as applicable:

2

•

Organizational charts and process flowcharts;

•

Board minutes, annual reports, or the equivalent to the extent available;

•

Relevant management reporting;

•

Policies and procedures;

•

Notes and disclosures;

•

Telephone recordings;

•

Operating checklists, worksheets, and review documents;

•

Monitoring procedures;

http://files.consumerfinance.gov/f/201210_cfpb_debt-collection-examination-procedures.pdf
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•

Compensation policies;

•

Relevant computer program and system details;

•

Consumer files, including original loan documents, and payment records
systems;

•

Historical examination information;

•

Audit and compliance reports, and management responses to findings;

•

Training programs and materials;

•

Scripts for employee use;

•

Third-party contracts and oversight materials, including monitoring reports
and findings;

•

Written correspondence with consumers;

•

Court documents; and

•

Consumer complaints and disputes, including those submitted to CFPB
Consumer Response Center, Consumer Sentinel, the Better Business Bureau,
or other sources as appropriate.

Depending on the scope of the examination, examiners should perform transaction testing
using sampling procedures, which may require use of a judgmental or statistical sample.
Examiners should also conduct interviews with management and staff to determine whether they
understand and consistently follow the policies, procedures, and regulatory requirements
applicable to debt collection, and implement effective controls. Examiners should review
relevant consumer complaints in scoping and conducting examinations, as appropriate. In many
instances, depending on the nature of the complaints, examiners should interview consumers.
V.

OUTCOME
The above summary shows the incredible influence by a federal agency in a very short

period of time. All three branches of government, whether at the state or federal level, have been
touched by the CFPB in very significant ways.
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Adapting to BAPCPA: How Court and Lawyer Involvement
Shielded Consumers from BAPCPA’s Worst Effects
Angela Littwin, Professor, University of Texas School of Law

“[T]he most striking feature of consumer bankruptcy practice is that it exists.
It not only exists—it is a booming practice area,
one of the few where middle to lower-middle class consumers
are not only served, but are the mainstay of the practice.”
– Jean Braucher 1

To paraphrase the late Professor Jean Braucher, who is missed throughout the
bankruptcy community, the most striking feature of post-BAPCPA consumer bankruptcy
practice is that it continues to exist and provide relief for middle to lower-middle class
consumers. This is not to minimize the damage BAPCPA inflicted. Attorney fees have risen
significantly, and the most comprehensive study to date suggests that BAPCPA played a
causal role. 2 This may have left reputable attorneys vulnerable to price undercutting by
lawyers and petition preparers who cut corners. 3 In addition, a recent analysis by the Federal
Reserve Bank of New York suggests that BAPCPA caused a large, permanent drop in the
number of consumer Chapter 7 cases, with below-median-income consumers experiencing the
largest filing decline. 4 Nevertheless, BAPCPA has not been the complete catastrophe for
consumer bankruptcy that many predicted, and approximately one million consumers per year
still seek bankruptcy relief. 5 This presentation considers the questions of why and how
consumer bankruptcy avoided disaster.
Why?
I argue that a key factor in preventing catastrophe is that consumer bankruptcy is a
judicial system, not an administrative one. Bankruptcy judges and lawyers want consumer
1

Jean Braucher, Lawyers and Consumer Bankruptcy: One Code, Many Cultures, 67 AM. BANKR. L.J. 501, 52526 (1993).
2
See Lois R. Lupica, The Consumer Bankruptcy Fee Study: Final Report, 20 AM. BANKR. INST. L. REV. 17, 8589 (2012). Professor Lupica has conducted the most comprehensive study of the post-BAPCPA increase in
consumer bankruptcy attorney fees. Regression analysis in the pin-cited pages suggests that BAPCPA caused
this upward trend.
3
Id. at 92-93 & 111-114.
4
Stefania Albanesi & Jaromir Nosal, Insolvency after the 2005 Bankruptcy Reform, FEDERAL RESERVE BANK OF
NEW YORK STAFF REPORTS, 9-12 (Staff Report No. 725, April 2015).
5
Administrative Office of U.S. Courts, Table F, Bankruptcy Filings (March 31, 2015).

Page 863

bankruptcy to be effective and made sure that system continued to run smoothly. This stands
in sharp contrast to administrative safety-net programs, which have a long, troubled history in
the United States. Programs such as welfare, Social Security disability, and even benefits for
veterans tend to create technical barriers that dwarf those imposed by BAPCPA and leave
claimants mired in bureaucracy for years at a time. These systems are relevant because
BAPCPA was not an isolated event. Rather, it was part of a broader trend, known as
“bureaucratic disentitlement,” 6 in which policymakers who do not have the political leverage
to eliminate part of the safety net instead erect procedural hurdles that make its benefits more
difficult to access. Key BAPCPA features, such as limiting judicial discretion, imposing steep
paperwork requirements, and attacking consumer lawyers, are all part of the “bureaucratic
disentitlement” playbook. From this perspective, BAPCPA’s unintended consequences –
immense costs and procedural hurdles for consumers without a corresponding increase in
distributions to creditors 7 – may very well have been intended. Death by a thousand
paper(work) cuts may have always been the point. 8
Despite the obvious differences between consumer bankruptcy and the administrative
redistributive programs, they are all subject to this type of attack because they are part of the
government safety net and thus trigger a fundamental moral anxiety: the fear that they enable
a strategic few to receive something for nothing while others work for what they get. When
the rates of program usage rise, this anxiety can harden into a conviction that beneficiaries
must be abusing the system. But the definition of abuse becomes confused—applying both to
specific non-needy persons taking advantage of a program’s generosity and to the entire
growing population of beneficiaries, who must be abusing the system because there could not
possibly be such a large number of people in genuine need. In other words, increasing system
use becomes the evidence of abuse. Consumer bankruptcy is particularly vulnerable to these
arguments because the consumer credit industry has a permanent stake in encouraging them.
Yet despite BAPCPA, consumer bankruptcy remains significantly more accessible –
meaning that consumers are less likely to be denied relief for procedural or cost reasons –
than administrative safety-net programs. I argue that the difference is judicial. Factors such as
paid attorneys, high-quality judges, and the prestige-enhancing association with its corporate
cousin help separate consumer bankruptcy from welfare programs. Debtor attorneys
6

Michael Lipsky, Bureaucratic Disentitlement in Social Welfare Programs, 58 SOC. SERV. REV. 3, 5-6 (1984).
Lupica, supra n. 2, at 90-91.
8
See, e.g., Ronald J. Mann, Bankruptcy Reform and the “Sweat Box” of Credit Card Debt, 2007 U. ILL. L. REV.
375 (2007) (arguing that BAPCPA’s most important effect would be to delay the bankruptcy filings of insolvent
consumers rather than to screen out high-income debtors).
7
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contribute to the smooth running of the system, protect their clients from overreaching, and
lobby against bankruptcy legislation that could potentially harm consumers further. Judges
drawn from the top tiers of the legal profession provide another bulwark against the type of
long-term decline seen in administrative programs. And the relationship with corporate
bankruptcy helps attract a high caliber of professionals to all areas of the field. In contrast,
administrative safety net programs suffer from shortages of lawyers available to help
claimants navigate their immense procedural hurdles. Additionally, the caliber of the
administrative officials who make benefits decisions tends to decline over the life of a
program. 9 Currently, a significant portion of the frontline decision makers in these
administrative benefits systems lack college degrees. The cumulative effect of these trends is
that the quality of decision making tends to be poor. Claimants suffer through multiple rounds
of appeals, remands, and further appeals before reaching a final result. Paradoxically,
consumer bankruptcy may be a judicial system that accomplishes its administrative functions
more effectively than many administrative programs do.
How did consumer bankruptcy survive relatively intact?
The short answer is that professionals in all roles adapted. I am still in the process of
interviewing consumer bankruptcy professionals about the strategies they developed – and
welcome volunteers – so what follows is a very preliminary outline. Because so many of
BAPCPA’s provisions were directed at the lawyers who represent consumer debtors, I am
beginning with them, although I have already learned of some surprising challenges other
professionals have faced.
Consumer Attorney Strategies:
•

Not surprisingly, hiring more staff, investing more in training themselves and
their staff members, spending more time on each case

•

Investing more heavily in technology

•

Covering the immediate post-BAPCPA case drought with funds from the preimplementation rush

•

Growing their businesses with referrals from attorneys who left the field

9

See, e.g., Angela Littwin, The Affordability Paradox: How Consumer Bankruptcy’s Greatest Weakness May
Account for its Surprising Success, 52 WM. & MARY L. REV. 1933, 1989-2006 (2011). Much of the “why”
material for this presentation derives from this article. Copies will be available at the panel.
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Other Mitigating Factors:
•

Due diligence and audits were much less of a problem than expected.

•

Once several key issues reached the circuit level, things returned to normal for
some lawyers.

•

Technology may have limited the damage caused by BAPCPA’s increased
paperwork requirements.
o Legal software made the paperwork easier than expected.
o Clients increasingly had computers or other electronic means of
retaining documents.

•

Some of the initial judicial decisions limited the reach of the most feared
BAPCPA provisions.

Changes in the composition of the debtor bar:
•

Anecdotally, many lawyers left the field, mostly “dabblers” or those near
retirement. This may appear to be a negative development, but the resulting
referrals to the remaining full-time bankruptcy practitioners may have enabled
many to survive.

•

Few new lawyers appear to be entering the field. This is a troubling trend that
implicates the long-term sustainability of consumer bankruptcy practice. It
could also result in a backlash when the next consumer-credit crisis occurs and
there are not enough bankruptcy specialists to meet the demand.
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Protecting Nest Eggs and Other Retirement Benefits in Bankruptcy
Tara Twomey
National Consumer Bankruptcy Rights Center
www.ncbrc.org
ttwoney@me.com

Synopsis
The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (BAPCPA) made
significant changes in the treatment of retirement benefits, assets, and contributions. The
numerous retirement-related amendments included in BAPCPA generally provided greater
protection to consumer debtors. They addressed the growing gap between the anachronistic
provisions of the Code and the shifting ways in which Americans save for retirement.
BAPCPA brought uniformity and clarity to the exemption of retirement funds, which had
long been subject to a patchwork of state laws and judicial decisions. Congress clarified that
social security benefits, often considered disposable income prior to BAPCPA, were no
longer included in "current monthly income" under 11 U.S.C. § 101(10A)(B). But ten years
after the enactment of BAPCPA, outstanding questions remain. For amendments that seemed
clear, the devil is often in the details.
 While social security is not disposable income, is it nevertheless bad faith not to
contribute such benefits to a chapter 13 plan?
 Can a debtor voluntarily contribute social security benefits to make the plan feasible?
 Can the debtor later decide to stop contributing social security benefits?
 Funds used to repay retirement loans are not projected disposable income, but are
retirement account distributions also off the table?
 Finally, the area showing the deepest splits among the courts is the debtor’s ability to
make voluntary retirement contributions during chapter 13.

I. Change in the Way Americans Save for Retirement
A. Dramatic Shift from Defined Benefit Plans (“DB”)
to Defined Contribution Plans (“DC”)
1. 1983 – workers with: DB – 62%, DC – 12%
2. 2010 – workers with: DB – 19%, DC – 68%
[From Center for Retirement Research at Boston College]
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3. Risk distribution pros and cons
a. Shift in investment risk from corporations and government to
households
b. Employer insolvency risk
B. Retirement Savings Crisis
1. Americans are living longer – for those who reached age 65 in 2011, they
are expected to live, on average, another 21 years to age 86.
2. Three strategies for retirement savings
a. Save during retirement years
Aon Hewitt, The Real Deal: 2012 Retirement Income Adequacy at
large Companies; Employment Benefit Research Institute
b. Spend less in retirement
c. Delay the age of retirement

II. Pre-BAPCPA Treatment of Retirement Assets and Benefits
A. Plans Subject to ERISA and Patterson
1. 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).
2. 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 as of the
commencement of the case. Some property specifically excluded from the
estate.
a. 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.”
3. In Patterson v. Shumate, 504 U.S. 753, 760 (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.”
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a. Is the plan “subject to ERISA”?
i. Employee benefit plan established by an employer engaged in
interstate commerce (with limited exceptions)
ii. “Each pension plan shall provide that benefits provided under the
plan may not be assigned or alienated…” 29 U.S.C. § 1056(d)(1).
b. 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, 301 B.R. 421 (Bankr. S.D.N.Y. 2003) (if plan’s
restriction on alienation is enforceable under ERISA, it need not be taxqualified to be excluded from estate under 541(c)(2)).
c. 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) (debtor could rely on anti-alienation clause although he
exercised control over plan assets in violation of ERISA requirements),
with In re Harris, 188 B.R. 444 (Bankr. M.D. Fla. 1995) (debtor's
interest in profit sharing plan was property of the estate, as plan was not
administered in compliance with ERISA and IRC), and In re Lane, 149
B.R. 760, 765-66 (Bankr. E.D.N.Y. 1993) (debtor-employer's interest
in benefit plan was not excluded from property of the estate since plan
failed to meet minimum contribution requirements). See also In re
Guidry, 493 U.S. 365 (1990) (refusing to impose equitable limitation
on ERISA anti-alienation provision).
4. Tricky areas
a. 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 commencement but before QDRO
entered), and 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 under state law exemption), and In re Remia,
503 B.R. 6 (Bankr. D. Mass. 2013) (divorce judgment gave debtor
interest in funds that could be exempted even in absence of QDRO),

Page 869

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).
b. 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); Private Capital Investments v.
Schollard, No. 07-CV-0757C SR, slip op. at 1 (Bankr. W. D. N.Y. June
10, 2014) (finding an owner and sole employee of ERISA antialienation provision is valid as long as there is another non-spouse
employee–like a daughter); In re Lane 149 B.R. 760 (Bankr. E.D.N.Y.
1993) (holding that because debtor is and always had been the only
participant in the retirement plan, it cannot be subject to the provisions
of ERISA).
c. 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., No. CIV.A.
09-0908, slip op. at 1 (Bankr. W.D. Pa. Feb. 26, 2010) (employer stock
option plan that vested immediately not subject to ERISA).

B. Exemptions and Rousey
1. 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.”).
2. Section 522(d)(10)(E) – “payment under a stock bonus, pension, profit-sharing,
annuity, or similar plan or contract on account of illness, disability, death, age,
or length of service, to the extent reasonably necessary for the support of the
debtor and any dependent of the debtor…”
3. Rousey v. Jacoway, 544 U.S. 320, 322, 325 (2005) (holding IRA funds exempt
under 522(d)(10)(E)).
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4. State law exemptions
a. Tex. Prop. Code Ann. § 42.0021(a).
b. Mich. Com. L. Ann. § 600.5451(j), (k), (l).
c. Illinois, 735 ILCS 5/12-1006; In re West, 507 B.R. 252 (Bankr. N.D. Ill.
2014) (interest in retirement plan property of the estate, but exempt
under state law).
d. Minn. Ann. Stat. § 550.37, subd. 24; Anderson v. Seaver, 269 B.R. 27
(B.A.P. 8th Cir. 2001) (IRA transferred by former spouse pursuant to
divorce decree not exempt).
e. Wis. Stat. § 815.18(3)(j); In re Kirchen, 344 B.R. 908 (Bankr. E.D. Wis.
2006) (inherited IRA not exempt).

C. Projected Disposable Income and Social Security
1. Majority of courts interpret disposable income broadly to include Social
Security benefits. Hagel v. Drummond, 184 B.R. 793 (9th Cir. 1995) (social
security disability benefits had to be included in calculating disposable
income); In re Cornelius, 195 B.R. 831 (Bankr. N.D.N.Y. 1995) (social
security received on behalf of minor daughter was disposable income); In re
Schnabel, 153 B.R. 809 (Bankr. N.D. Ill. 1993) (social security benefits were
disposable income).
a. Notwithstanding 42 U.S.C. § 407
(a) The right of any person to any future payment under this subchapter
shall not be transferable or assignable, at law or in equity, and none of
the moneys paid or payable or rights existing under this subchapter
shall be subject to execution, levy, attachment, garnishment, or other
legal process, or to the operation of any bankruptcy or insolvency law.
(b) No other provision of law, enacted before, on, or after April 20, 1983,
may be construed to limit, supersede, or otherwise modify the
provisions of this section except to the extent that it does so by express
reference to this section.
(emphasis added).
2. In re Brady, 86 B.R. 616 (Wd. Mo. 1987) (social security benefits not
disposable income).

Page 871

III. BAPCPA Retirement Provisions
A. Tax-Qualified Retirement Plans
Congress enacted a broad package of retirement-related provisions in the 2005
amendments that protected tax-qualified retirement plans. See 11 U.S.C. §§ 362(b)(19),
522(b)(3)(C), (b)(4), (d)(12), 523(a)(18), 1322(f). Section 362(b)(19) excepts from the
automatic stay withholding from the debtor’s income for repayment of loans from taxqualified accounts. Section 522(b)(3)(C) and 522(d)(12) protect retirement funds in certain
tax-exempt accounts. Section 522(b)(4) establishes a presumption in favor of exemption
when the retirement fund has received a favorable determination from the Internal Revenue
Service, and also applies the exemption to certain transfers from one tax-exempt account to
another. Section 523(a)(18) excepts from discharge retirement plan loans. Finally, section
1322(f) limits the ability of a debtor to alter the terms of a retirement plan loan in a chapter 13
plan and specifies that funds used to repay those loans are not “disposable income” for
purposes of the chapter 13 projected disposable income test. 11 U.S.C. § 1325(b)(5); see
Hamilton v. Lanning, 560 U.S. 505 (2010) (discussing the projected disposable income test in
chapter 13).
All of these sections have their origins in an amendment to the Consumer Bankruptcy
Reform Act of 1998, known as the “Hatch Amendment.” See H.R. 3150, 105th Cong. (1998);
144 Cong. Rec. S10596-01 (September 18, 1998) (Amendment 3600: Protection of
Retirement Savings). According to Senator Hatch, one of the co-sponsors of the amendment,
the statutory language was designed to: “Provide a uniform exemption for all types of taxfavored qualified pension plan assets in bankruptcy including Roth IRAs whose status under
current bankruptcy law is uncertain, protect retirement assets that are in the process of being
rolled over into new qualified plan, and protect loans from pension funds in bankruptcy.” Id.
Approval of the amendment was unanimous, see id., and the language of the amendment
carried through seven more years of congressional debate on bankruptcy reform virtually
unchanged, and was finally enacted as part of the Bankruptcy Abuse Prevention and
Consumer Protection Act of 2005, Pub. L. No. 109-8, 119 Stat. 23, § 224 (2005).

1. Retirement Funds Exemption
a. 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.”
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b. Devil in the Details
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).
• Daley v. Mostoller, 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, No. 09-82303-CIV, slip op. at 1 (S.D. Fla. April 6, 2010),
aff’d sub nom. 424 Fed. App'x. 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) (IRA funds debtor had
inherited from her late mother were not “retirement funds,” as that term was
used in bankruptcy exemption statute).
But see state law exemptions
B. Social Security Benefits
1. 58 million Americans 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. Social Security Not Projected Disposable Income
a. 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)(1)(B). Section 1325(b)(2) defines disposable 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).
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b. Baud v. Carroll, 634 F.3d 327 (6th Cir. 2011); 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, 697 F.3d 1314 (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).
3. A Question of Bad Faith
a. 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.
b. Courts have generally rejected attempts to reframe disposable income
objections as good faith objections.
c. Welsh v. Drummond, 711 F.3d 1120 (9th Cir. 2013); In re Thompson, 439
B.R. 140 (B.A.P. 8th Cir. 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.
2013); In re Worthington, 507 B.R. 276 (Bankr. S.D. Ind. 2014) (failure to
contribute all social security benefits does not constitute bad faith); 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).
4. Feasibility
a. 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.
b. 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,
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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). See also In re Franklin, 506
B.R. 765 (Bankr. C.D. Ill. 2014) (debtor may voluntarily contribute social
security proceeds to estate or use proceeds to fund a plan).
C. Retirement Loan Repayment as Projected Disposable Income
1. Statutory Provision - 1322(f) – any amounts required to repay loan from
retirement fund account does not constitute disposable income.
2. 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 full), and In re Wiggs, 2006
WL 2246432 (Bankr. N.D. Ill. 2006) (same), with In re Kofford, No. BR 1229134, slip op. at 1 (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).

D. Retirement Contributions in Bankruptcy
1. 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;
2. Three Views
a. 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).
b. 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, No. 12 B 43452, slip op. (Bankr. N.D. Ill. Oct. 22,
2013); In re Drapeau, 485 B.R. 29 (Bankr. D. Mass. 2013).
c. 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).
E. Retirement Account Distributions as Projected Disposable Income
1. 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 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); …
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2. 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 Cir. 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 prepetition 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).
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Development and Treatment of Divorce-Related and
Domestic Claims in Bankruptcy
Lynne F. Riley
riley@casneredwards.com

Synopsis
The 1994 Bankruptcy Code Amendments and the Bankruptcy Abuse Prevention and
Consumer Protection Act of 2005 (BAPCPA) sought to ease the impact of competing interests
by providing enhanced protections to non-debtor spouses and dependents through the addition of
divorce-related Bankruptcy Code provisions. These divorce and family-related provisions
encompass four areas of enhanced protection: (1) diminished applicability of the automatic stay
to domestic support obligation (DSO) creditors; (2) elevated priority status of DSOs; (3)
expanded non-dischargeability of DSOs and other divorce-related domestic debts; and (4)
heightened notice requirements to DSO creditors. These protections are further enhanced by
BAPCPA’s expansion of jurisdiction to family courts and the comity that already existed
between bankruptcy and family courts. Strategically timing the commencement of divorce and
bankruptcy proceedings for divorcing spouses can also impact the relief afforded to families
when these two areas of law intersect. And finally, repeal of the Defense of Marriage Act and
now the Supreme Court’s decision that same-sex couples have an equal right to marriage (and
therefore divorce) expands the availability of bankruptcy to same-sex couples and diminishes the
conflict of law issues that same-sex couples previously faced regarding the adjudication of
divorce and bankruptcy matters.
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Outline
I. Easing the Impact of Competing Interests through Enhanced Protections
1. Automatic Stay; §362
a. 1994 Amendments: Petition no longer stays certain domestic relations
proceedings
b. BAPCPA: Enhanced protections
•

Filing petition no longer stays collection/payment of DSO from property
that is not property of estate

•

In Chapter 13, can collect DSO from post-petition income if judicial order;
can probably get order postpetition; but confirmed plan is res judicata

•

No stay for non-economic matters (custody, visitation, dissolution)

•

Exceptions to stay for domestic support creditors under Social Security
Act (withholding & suspension licenses, credit reporting, etc.)

•

Mandatory relief: adjudication/enforcement of DSOs

•

For cause relief: adjudication of property rights in marital assets
• Bankruptcy court balances prejudice to debtor’s estate against
hardship incurred by movant if relief denied
• Family court adjudicates property rights of divorcing spouses then
bankruptcy court addresses impact on debtor’s case; trustee
oversees/intervenes in divorce case; bankruptcy court retains
jurisdiction for final review and judgment

•

Abstention and remand to divorce court

2. Elevated Priority Status of Support Claims; §507(a)(1)
a. 1994 Amendments:
•

Support claims upgraded from general unsecured to priority claim status

•

Ranked 7 of 9 categories

•

Precludes preference attack on support payments
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b. BAPCPA:
•

Defines DSO; Code §101(14A)

•

Expands scope of protected obligations

•

Priority status elevated to 1 of 10

•

Trustee’s “carve out” for administrative fees and expenses to liquidate
assets for DSO creditor

•

Trustee must give special notices to DSO creditor

•

Exempt property available to DSO creditor
• Limitation on debtor’s ability to protect exempt assets from DSO
creditors; §522(c)(1), (f)(1)
• Exempt property subject to execution
• Debtor precluded from avoiding DSO lien that impairs exemption

•

DSO protection in reorganizations
• Plan confirmation requires DSO payments be current § 1129
(a)(14); § 1225 (a)(7); § 1325 (a)(8)
• Must certify post-petition DSO payments are current for discharge:
§ 1228(a); § 1328(a)
• DSO arrearage paid as 1st priority unless holder agrees otherwise:
§ 1322 (a)(2); § 1222 (a)(2)
• Interest allowed on arrearage if authorized under state law; all
unsecured claims paid in full: § 1222 (b)(11); § 1322 (b)(10);
• Failure to pay DSO is “cause” to dismiss or convert:
§ 1112(b)(4)(P); § 1208(c)(10); § 1307(c)(1)
• But post-petition DSOs need not be current for discharge of
Chapter 11 individual debtor: § 1141(d)(2), (5)

3. Expanded Nondischargeability of support, property settlement and divorce-related
debts
a. Expanded Non-dischargeability of Support Claims; §523(a)(5)
•

Precludes discharge of DSO claims

•

Federal law determines what debts are “in nature of alimony, maintenance
and support;” bankruptcy court makes independent determination whether
it’s support under federal definition
• Intent of parties at time of divorce
• Income/needs of parties
• Amount/type of property division
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•
•
•
b.

Number/frequency of payments
Waiver of alimony/maintenance
Tax treatment; ability to modify

BAPCPA revamped §523(a)(15) to further strength rights of domestic creditors
•

Automatic exception for all non-support marital debts incurred in course
of divorce or separation or in connection with divorce or separationrelated agreement or decree

•

Excludes all marital and domestic relations debts from discharge

•

Only requirement: Incurred in connection with separation or divorce or
related action

•

Expanded jurisdiction of family courts to adjudicate § 523(a)(15) claims

•

Timing requirement deleted – now automatic

c. Why would debtor or DSO creditor file adversary proceeding?
•
•
•
•

Non-DSO marital debt still dischargeable in Chapter 13; § 1328(a)
Non-DSO marital debt might be for fraud, breach of fiduciary duty (60
day deadline)
Liquidation of exempt property to satisfy DSOs; § 522(c)(1)
Burden of proof: preponderance of evidence for all elements on party
seeking non-dischargeability

4. Trustee’s notices re: DSO creditors
a.

At case commencement
•
•

b.

To DSO creditor regarding right to use services of state’s child support
enforcement agency; § 704(c)(1)(A)
To state’s child support enforcement agency of DSO claim; § 704(c)(1)(B)
When discharge granted

•

to DSO creditor and state’s child support enforcement agency of granting
of discharge, address of debtor and his/her employer, any nondischargeable claims and/or reaffirmed debts; § 704(c)(1)(C)
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II. Concurrent and Exclusive Jurisdiction of Bankruptcy and Family Courts
1. Jurisdictional rules potentially enable one court to revisit/invade equitable results of
the other
•

General rule is bankruptcy court’s role usually limited to determining state court
decision’s impact in debtor’s case; state court decisions usually left undisturbed

2. Potential for results to collide
•
•
•
•
•
•

Collusion between debtor and spouse
Failure to adhere to state law guidelines/precedent
Federal definitions applicable
Trustee intervention to protect bankruptcy estate; reservation of final judgment in
lift stay orders
Fraudulent conveyance and related claims under trustee’s strong arm powers
State law defines property rights and interests

3. Exclusive Jurisdiction
a. Bankruptcy Court
•

Exclusive jurisdiction to determine what constitutes property of the
estate and modify or terminate automatic stay; §541;
28 U.S.C.§1334(b),(e)

b. Divorce Court
•

Exclusive jurisdiction to establish/modify DSO or to collect DSO
from property that is not property of the bankruptcy estate;
§362 (b)(2); except that Divorce Ct bound by discharge
injunction

c. Intersection
•

Divorce court can order collection from property that is not
property of the estate, but determination of what is property of the
estate is within exclusive jurisdiction of bankruptcy court

4. Concurrent Jurisdiction of Bankruptcy and Divorce Courts – applying federal law
a. Automatic Stay; §362
•

Divorce court can determine whether matter is subject to automatic
stay but must rule on applicability of stay prior to acting on
underlying domestic-relations matter; 28 U.S.C. §1334
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•

Intersection: Divorce court rules on applicability of stay but
bankruptcy court retains exclusive jurisdiction to modify or lift the
stay
• Impact of divorce court’s erroneous ruling that stay not applicable;
decision void as modification of stay without proper jurisdiction
• Impact of divorce court’s correct ruling that stay not applicable;
Rooker-Feldman bars bankruptcy court’s appellate review of state
court judgment
b. Determining whether debt is DSO for ruling on dischargeability under
§523(a)(5)
c. Adjudicating dischargeability of property settlement and non-support
marital obligations under §523(a)(15); expanded by BAPCPA
d. Adjudicate/enforce bankruptcy discharge injunction; §524(a)
III. Successive vs. Concurrent Proceedings
1. Benefits of joint petition
•
•

Ease of administration
stack exemptions; tenancy by entirety

2. Benefits of divorce decree before bankruptcy
•

Entry of final judgment/vesting of property

3. Impact of concurrent proceedings
•

Equitable liens and constructive trusts
•
•
•

Constructive trust established when divorce pending on petition date;
Davis v. Cox (1st Cir. 2004)
No equitable rights vest upon commencement of divorce action; Musso v.
Ostashko (2nd Cir. 2006)
Potential for greater inequality in property division

4. Preferential and fraudulent transfers when divorce predates bankruptcy petition
•
•
•

Preference exception for DSOs; §547(c)(7)
Support, property settlement and related agreements or transfers subject to
avoidance as fraudulent transfers;§548, §544
Bankruptcy courts unravel transfers/obligations made w/intent to hinder, delay or
defraud creditors even if property division/support obligation blessed by divorce
court
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IV. Concerns Regarding Bankruptcy Discharge
1. Bankruptcy discharge issues
•
•
•
•

Permanent discharge injunction; §524(a)
Prohibits state court from modifying divorce decree to reinstate discharged debts,
i.e. circumvent discharge injunction
State court may modify to increase support if otherwise justified
Potential for provisions in divorce decrees and separation agreements to be voided

2. Easing concerns
•

BAPCPA: Substantially curtails scope of debtor’s discharge as it relates to
domestic creditors and marital debts; renders discharge inapplicable to most
domestic relations debts

V. DOMA, Same-Sex Marriage, Conflict of Law Issues
1. Diminishing conflict of law issues
•

•
•

Repeal of Defense of Marriage Act
• §2 of DOMA authorized states to refuse to recognize valid same-sex
marriages performed in other states, and the rights, claims, and judgments
attendant to those marriages
• Uncertainty surrounded recognition of these marriages and the rights,
claims and judgment arising therefrom, in bankruptcy proceedings
Legalized same-sex marriage
• Coupled with repeal of DOMA, removes much uncertainty
Conflict of law and other issues impacted by these developments
• Joint filings; venue
• Same-sex married couples can file jointly in all states
• Proper venue for same-sex spouses filing jointly as long as one
spouse is domiciled or has assets in filing state
• Exemptions; special asset protections
• Can stack exemptions; utilize tenancy by entirety if applicable;
community property laws apply
• Fraudulent transfer/resulting trust issues/presumptions
• Presumption of gift between same-sex spouses
• Dischargeability
• Non-dischargeability protections for DSOs and other marital debts
• Priority and enforcement of DSOs
• DSO protections and enforcement mechanisms; payment of DSO
and establishment of lien for DSO immune from preference attack
• Automatic stay re: DSOs
•
Exceptions to stay for establishment and enforcement of DSOs
apply to same-sex spouses/ex-spouses
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TALKING POINTS—PREFERENCE LIABILITY & RECOVERY
Ponoroff
I.

1978 Act
o Historic elimination of intent element of cause
o Two steps forward, but one step back
o Dichotomy between equality and deterrence as reflected, respectively, in §§ 547(b)
and (c)

II.

BAPCPA’s Role in the Tension between State Collection Norms and Bankruptcy’s Equality
and Rehabilitation Goals

III.

Preference Reform 1978-2005—Most Significant
o Elimination of “45 days from time debt incurred” language from § 547(c)(2)
o Enactment of § 550(c)

IV.

Impact of BAPCPA on Preference and Preference-Related Laws
o Collectively the nine amendments have either narrowed the scope of preference
liability or expanded defenses
o Preference provisions in BAPCPA reflect a shift away from a creditor cooperation
model and toward a creditor competition model

V.

Flawed Premises Underlying BAPCPA’s Changes to the Preference Law
o Innocent transfers should be exempted from preference recovery—recoupment
limited to circumstances where either the debtor or the creditor did something “bad”
o Trustees routinely abuse the preference power by bringing claims of dubious value to
secure quick settlements

VI.

Three Key Amendments
o Further expansion of ordinary course of business defense by disjoining subjective
and objective components
o Extension of relation back period in § 547(e)(2) for security transfers from 10 to 30
days
o Enactment of a new low-dollar exception in § 547(c)(9) in commercial cases
transfers under (currently) $6,225

VII.

Ordinary Course of Business Defense
o Interpretation of “ordinary business terms”
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o Irrelevance of routine nature of transfer to goals of preference law properly
understood
VII.

Time of Transfer in Connection with Security Interests
o Why leave it to preference law to control delayed filing situations
o Lack of justification for 200 percent increase in grace period

VIII.

Low-Dollar Threshold in Commercial Cases
o In small cases de minimis may actually be de maximus
o A simultaneously over and underinclusive approach for controlling abusive use of
the preference power—even to the extent the problem exists at the level alleged
o Alternative approaches


Existing case management tools



ABI Chapter 11 Commission recommendations
Due diligence
Plead with particularity


IX.

Venue rules (to a point); increase floor in (c)(9) (not)

Ultimate Question
o Is the purpose of the preference law to regulate culpable behavior or promote unique
substantive goals in bankruptcy?
o The question concerning the purpose of the preference law as a microcosm of
broader issue in bankruptcy of extent of deference to be accorded to private state law
rights

X.

Proposal
o Voidable preference as a strict liability offense
o Limit exceptions to situations where transfer does not result in a depletion of the
estate during the preference period

XI

Summation
o BAPCPA as a step in the wrong direction in relation to preference liability—focus
on deterrence rather than ratable distribution and rehabilitation
o Relationship to broader question of purposes and policy of bankruptcy law: purely
procedural or advancing unique substantive goals
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What Do We Know About the Individual Chapter 11 Debtor?
Anne Lawton

In this paper, I present findings from a sample of approximately 370 individual chapter
11 debtors who filed for relief in calendar years 2004 or 2007. The purpose of the study is
largely descriptive, but I hope to provide data that will guide analysis of the impact, if any, of
BAPCPA’s changes on individual filing patterns in chapter 11. In an earlier study of the same
sample of individual chapter 11 debtors, I found that individual debtors do not fare well in
chapter 11, if plan confirmation and successful plan performance are the measures of success.
In this follow-up study, I provide more information about the financial characteristics of this
group of chapter 11 debtors and examine what happened to their cases during the chapter 11
process.

Outline
1.

The Case Samples
a. Cases taken from two large samples of chapter 11 debtors drawn from all chapter
11 cases filed in the 94 U.S. judicial districts pre- and post-BAPCPA.

2.

Why file chapter 11?
a. Are individuals forced into chapter 11 by involuntary filings?
i. Exceedingly rare
b. Cases started in another chapter and converted to chapter 11
i. Who files these motions to convert to chapter 11?
c. Chapter 13 debt limits
i. Did BAPCPA’s changes make chapter 11 less attractive for individuals?
1. For approximately 25% of the total group of individual debtors
(2004 & 2007), the chapter 13 debt limits posed no bar to filing
2. But, big change from 2004 to 2007
a. In 2004: about 1 in 3 (31%) of the debtors had liabilities
below the chapter 13 debt limits
b. In 2007: less than 1 in 5 (18%) had liabilities below the
chapter 13 debt limits
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3.

Debtor Characteristics
a. Petition identifiers?
i. Small business debtors?
ii. Debts as primarily business vs. primarily consumer?
1. Percentages flipped between 2004 & 2007
a. In 2004: more than half were consumer debtors
b. In 2007: more than half were business debtors
b. Measures of wealth
i. Assets
1. At least 90% own some form of real property
a. Compare with home ownership rates in U.S.
2. At least 90% have total assets of $5M or less
3. Median personal property value lower in 2007 compared with
2004
ii. Liabilities
1. Almost 90% have total liabilities of $5M or less
iii. Asset & Liability Ratios
1. Assets to Liabilities: median figure for both years shows assets at
approximately 80% of liabilities
2. Secured debt comprises largest portion of total liabilities
a. Example: In 2007, median figure is 77%. In other words,
more than half the debtors had secured debt that was at
least 77% of total scheduled liabilities.
3. Unsecured priority debt is small portion of total liabilities
iv. Income
1. Median income is significantly higher than that for the average
American family
2. Expense-to-income ratio: median figure shows approximately $1
in expenses for each $1 of income.

4.

What happens during the chapter 11 case?
a. Formation of an official committee of unsecured creditors
i. Rarely form in chapter 11
ii. Very few form in individual cases – less than 5%
1. Almost never in cases in which debtor identifies liabilities as
primarily consumer
b. Chapter 11 trustee and/or examiner appointment
i. Rarely appointed

Page 888

c. Case disposition
i. Dismissal is the most common form of disposition although not big
difference between dismissal and conversion percentages in 2007
ii. Plan proposal and confirmation
1. 47% of the individual debtors proposed a chapter 11 plan
2. Between 25% and 29% confirmed a plan
3. Of those debtors proposing a plan, a statistically higher percentage
confirmed and successfully performed plans in 2004 compared
with 2007
a. Is the difference a function of BAPCPA’s changes to the
discharge rules?
b. Or, is something else happening? The Great Recession’s
impact on successful plan performance?
4. Impact, if any, of BAPCPA’s changes on plan proposal and plan
confirmation?
a. Time from plan proposal to plan confirmation
i. Section 1129(e)’s 45-day rule for small business
debtors
b. Time to first plan proposal
i. Section 1121(e)’s 300-day plan-proposal deadline
for small business debtors
5. Does the absolute priority rule play a significant role in the planconfirmation process?
iii. Alternative measure of success
1. Includes dismissals with some payment to creditors or resolution
of reason for bankruptcy filing
a. Does not significantly alter success rates
2. What if we followed cases over time?
a. Fairly high rate of bankruptcy re-filing among individual
debtors
i. Debtors who had filed for relief prior to filing
their case
ii. Debtors who re-filed for relief after their 2004 or
2007 chapter 11 case
iii. “Serial” filers: debtors who filed multiple times for
relief or who filed both before and after their 2004
or 2007 case
b. Should we measure success over time, taking into account
the possibility that individual debtors may need to file
more than one bankruptcy case to successfully reorganize?
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5. What, if anything, does the data tell us about reforming chapter 11 for individual debtors?
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Title: “The Emerging Architecture for Coordinated Restructuring of International Corporate
Groups.”
For the last thirty years, bankruptcy lawyers have been working to facilitate the cross-border
restructuring of multinational enterprises. From Maxwell to Nortel, courts have been
developing techniques for coordinating bankruptcy cases across national lines. Law reform
efforts both in the EU and through multilateral organizations such as UNCITRAL’s Working
Group V have sought to facilitate these developments, promulgating a variety of soft and hard
law instruments. In particular, the EU Regulation on Insolvency Proceedings, The UNCITRAL
Model Law on Cross-Border Insolvencies, and the UNCITRAL Legislative Guide on Insolvency.
These instruments have moved the ball forward considerably.
The focus, until recently, however, has been on facilitating the cross-border administration of a
single entity from the court based at the debtor’s center of main interest (“COMI”) -- creating a
framework for cooperation by courts located in jurisdictions where the debtor has assets or an
establishment. This is a necessary building block for the legal regime, but it is incomplete.
Many, if not most, multinational enterprises are structured as corporate groups. The group
structure can simplify some cross-border issues, clarifying entitlements by locating claims and
assets within a single entity and legal regime. The group structure can, however, also
complicate matters. In particular, the concept of COMI, that works to centralize a case where a
single firm is involved, can pull a group case in multiple directions, as each member may have
its own COMI. This, in turn, may frustrate efforts to achieve a coordinated restructuring or
going concern sale of the enterprise.
This panel will focus on recent developments in in the EU, at UNCITRAL, and in practice that
frustrate or facilitate governance and administration in the insolvency of corporate groups.
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This short essay will explain those developments, and will briefly describe the presentations to
be made during the panel discussion.
Existing Instruments and the Problem of Corporate Groups
Two principal existing international instruments seek to coordinate the insolvency of a
multinational firm across national boundaries: The EU Insolvency Regulation and the UNCITRAL
Model Law on Cross Border Insolvency (the “Model Law,” or “Chapter 15” in the US). Both
follow the approach known as “Modified Universalism,” where a “main” bankruptcy case,
opened at the debtor’s center of main interest (“COMI”), coordinates and administers the
assets of the debtor. Where assets, operations and creditors are located in other jurisdictions
(the “Receiving Jurisdiction” or “Receiving Court”), the EU Regulation and UNCITRAL Model Law
provide a mechanism for recognizing a representative of the debtor and providing assistance
through the opening of a “secondary proceeding” under the EU Regulation or “ancillary
proceeding” under the Model Law. These instruments have made real advances, but, again, are
all focused on single firms.
Where a corporate group is involved, the single firm focus of these instruments and the
concept of COMI may cause mischief. The COMI of the various subsidiaries may be at the nerve
center of the group, but often it will be in the jurisdiction of registration. This is, for example,
the presumption in the EU after the Eurofoods decision. The answer in any given case is,
therefore, uncertain.
Emerging Tools and Approaches
Thus, in a group, the concept of COMI can help centralize the case, or it can prove a disruptive
and disorganizing force. Additional tools were (and are) necessary to address this problem.
First through case-law, and now through efforts to reshape the existing international
instruments, a number of tools and concepts have emerged to address the problems posed by
corporate groups. The panel will discuss this emerging architecture.
Informal Synthetic Treatment – Collins and Aikman
A principal exemplar of the emerging approach to groups can be found in the Collins and
Aikman case under the EU Regulation. In that case an automobile parts supplier with
subsidiaries throughout the EU opened a case in the UK. Creditors of group members located
in other EU countries asserted that they would be entitled to priority treatment under local law
if a secondary proceeding was opened. In order to save the cost and disruption of opening a
secondary case, the UK administrator promised the creditors that it would grant them a
distribution at least as good as the treatment they would have received in a territorial case.
The UK court allowed the administrator to honor this agreement, even though it was
inconsistent with the choice of law rule contained in Article 4 of the EU Regulation. This
approach has been followed in subsequent cases and has proven useful.
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Formalizing Synthetic Treatment in Group Cases
From this example emerge several key concepts that are the focus of current reforms in the EU
and of harmonization efforts at UNCITRAL. The first concept is the replacement of the COMI
concept with the concept of a “Coordinating Court” for the group. In the case pending in the
Coordinating Court, the members of the group would all have standing to participate, and the
members of the group can hammer out a coordinated “Group Solution” that maximizes the
value of the enterprise. The second concept has a variety of names. It is variously called
“Synthetic,” “Virtual,” “As-if,” or “No-worse Than” treatment. As a practical matter it means
that the Coordinating Court has the power to disapply its local priority rules and instead match
the treatment that creditors of a group member would have received if a territorial case was
opened at the member’s COMI.
The first two concepts: “Group Solution” and “As-if” treatment are tools in the hands of the
Coordinating Court. The third concept focuses on the Receiving Court – the court that is the
COMI of the group member. It mirrors the concept of cooperation and assistance provided for
under the Model Law, but it is tailored to the group context. This emerging third concept is
that their must be a procedure through which the Receiving Court can elect to defer to and/or
ratify the proceedings pending in the Coordinating Court if it is satisfied that participating in a
group solution is in the best interest of the group member. Such a procedure may involve an
undertaking by a representative of the Coordinating Court, a formal suspension of proceedings
by the Receiving Court and a ratification of a group solution in the Receiving Court, or it may
involve none of the above, where the law of the group member’s COMI allows the group
member to participate voluntarily in the group solution without opening a secondary or
ancillary case.
This vision is the motivation behind a series of recently adopted amendments to the EU
Regulation, and to efforts under way at UNCITRAL to draft text for the Model Law and
Legislative Guide to deal with groups. There are important differences in how a Group Solution
might be implemented in a case under the EU Regulation as it is currently being amended, or
under the emerging approach being discussed by UNCITRAL in Working Group V. The panelists
will each take on a piece of this puzzle.
Presentations:
Corporate Groups Under the EU Insolvency Regulation
Hon. David Richards, a Judge of the British High Court will describe the recent amendments to
the EU Insolvency Regulation. In particular, he will focus on the provisions in the Regulation
that allow the administrator in the Coordinating Case to enter into a binding undertaking to
apply distributional rules of a group member’s COMI jurisdiction rather than the priority
scheme of the forum court. He will also discuss new provisions that allow the court of the
group member’s COMI to decline to open a secondary proceeding so long as the abovementioned undertaking is respected.
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Corporate Groups – UNCITRAL Working Group V
Christopher Redmond, a partner at Husch and Blackwell, is a member of the US delegation to
UNCITRAL Working Group V. He will explain the related efforts at UNCITRAL to supplement the
existing Model Law and Legislative Guide. First, these efforts seek to allow for the creation of a
Coordinating Court that to facilitate the creation of a group solution, and to provide for the
court at a member’s COMI to cooperate with and/or provide assistance in implementing a
group solution where to do so is in the best interests of the group member.
Corporate Groups – Duties of Officers and Directors, The Mexican Example
Agustin Berdeja-Prieto, a partner at Berdeja Y Asociados, S.C., will discuss the problems faced
by the officers and directors of group members when a firm is in the zone of insolvency,
especially when it must consider whether to participate in a Group Solution. He will also
discuss the recent amendments to the Mexican insolvency law, with special attention to group
issues.
Avoidance and Extraterritoriality
Finally, Dan Glosband will explore recent developments with regard to avoidance and
extraterritoriality in cross-border cases. To skirt the prohibition against use of most of the
Bankruptcy Code avoidance powers in a chapter 15 case, foreign representatives have
attempted avoidance and recovery by deploying the avoidance law of the foreign proceeding,
principles of international comity, state avoidance law and state common law remedies. Along
the road to success or failure, they encountered the obstacles of personal and subject matter
jurisdiction, extraterritorial application of U.S. law, standing and (for common law claims) the in
pari delicto defense. If a foreign representative, or a trustee in a case under another chapter of
the Bankruptcy Code, does obtain an avoidance judgment, enforcement in other countries may
be problematic. Several recent decisions illuminate these issues.
Practical Impact
Judge Allan Gropper will conclude the formal presentations by exploring the practical effects, if
any, of these developments, taken together, on cross-border practice.
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UNCITRAL’S WORK IN THE DEVELOPMENT OF
A MODEL LAW ON ENTERPRISE GROUPS

Introduction
In the aftermath of the global financial crisis of 2008, the international community clearly
recognized the critical role that effective insolvency proceedings contribute to international
cross-border financial stability. The explosion of global trade during the last century has
elevated the drive to harmonize cross-border insolvency proceedings to the forefront of global
harmonization efforts. The initial attempts at cross-border insolvency harmonization first
emerged with the development of the Concordat by the International Bar Association. The
Concordat was an attempt to achieve voluntary cooperation between states with regard to crossborder insolvency proceedings. The Concordat was a catalyst to initiate cross-border
coordination among states, but advocates quickly realized that a voluntary system was not the
solution to the growing problems of the intersection between insolvency law and international
trade. Shortly after, the European Union (EU) began work on what led to the development of the
European Insolvency Regulations and following this, the United Nations Committee on
International Trade law (UNCITRAL) promulgated the UNCITRAL Model Law on CrossBorder Insolvency with Guide to Enactment and Interpretation.
The creation of both of these substantial works on cross-border insolvency law occurred
over a very short period of time, and clearly demonstrated the need and desire for coordinated
cross-border insolvency proceedings. Previously, the initiation of cross-border insolvency
proceedings by companies operating in multiple jurisdictions resulted in duplication of
administrative expenses, multiple proceedings (that could reach divergent results), a lack of
uniformity and consistency in the issuance of distribution to creditors and the general ability to
reorganize. This often led to liquidation and the cessation of business activities, creating a loss
of jobs and substantial losses to creditors and interested parties.
Judges, practitioners and academics recognized that coordinated cross-border insolvency
proceedings would need to be procedural and not substantive at the outset to be accepted and
implemented by states.
In 1995 after an initial colloquium sponsored by UNCITRAL and INSOL, strong support
emerged to develop an effective mechanism for dealing with cross-border insolvency
proceedings in order to promote the objectives of cooperation between courts and competent
authorities of states. This was to provide for greater legal certainty in trade and commerce, a fair
and efficient administration of cross-border insolvency proceedings to protect the interests of
creditors and other parties (including the debtor), and to provide for the further preservation of
the value of the debtor’s assets and the facilitation of the rescue of financially distressed
businesses.
After the issuance of a mandate by the UNCITRAL Commission, in the short two-year
period between 1995 and 1997, the UNCITRAL Model Law on Cross-Border Insolvency with
Guide to Enactment and Interpretation was promulgated and adopted by the General Assembly
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of the United Nations. Currently over twenty states have enacted and adopted the UNCITRAL
Model Law, including Canada, Japan, Mexico, Colombia, the US and the UK, among others. A
substantial number of other states are either in the process of adopting or considering adopting
the Model Law as part of their overall insolvency law. The list of enacting states is available
from the UNCITRAL website, www.uncitral.org.
Considering the success of the creation of the Model Law on Cross-Border Insolvency,
UNCITRAL established an exploratory meeting in December of 1999 to determine if there was
an interest to develop a legislative guide on insolvency laws for the reorganization and
liquidation of business entities. Following an exploratory meeting (where a comprehensive
statement, key objectives and core features were developed) the UNCITRAL Commission issued
a mandate to begin work in July 2001 to prepare a legislative guide on insolvency law. Between
2001 and 2004, UNCITRAL Working Group V (Insolvency Law) worked on and completed a
Legislative Guide on Insolvency Law. The Legislative Guide on Insolvency Law is currently
viewed as the international standard for insolvency law reform by states in addressing both
domestic and cross-border insolvency proceedings.
In recognizing additional needs in the area of cross-border insolvency law, the
UNCITRAL Commission issued a mandate for Working Group V (Insolvency Law) to undertake
further work on coordination and cooperation in cross-border insolvency cases with an emphasis
on the use of negotiation of cross-border insolvency agreements. In 2009, the UNCITRAL
Practice Guide on Cross-Border Insolvency Cooperation was approved by the UNCITRAL
Commission and subsequently endorsed and adopted by the General Assembly of the United
Nations.
With the approval of the UNCITRAL Commission, additional work to the Legislative
Guide on Insolvency Law was authorized, which resulted in Part III: The Treatment of
Enterprise Groups in Insolvency and Part IV: Directors’ Obligations in the Period Approaching
Insolvency that were completed in 2012 and 2013 respectively.
While the Model Law on Cross-Border Insolvency addressed a single company operating
in multiple jurisdictions, UNCITRAL Working Group V (Insolvency Law), pursuant to
mandates granted by the UNCITRAL Commission, are now addressing the issue of the
development of a model law on enterprise groups, that is, addressing groups of companies
operating in different jurisdictions to achieve an overall resolution through coordinated
insolvency proceedings. Further work mandated by the UNCITRAL Commission is to develop a
model law on the recognition of cross-border related insolvency judgments, both projects are
now ongoing.
UPDATES TO THE GUIDE TO ENACTMENT
Legislation based on the Model Law has been adopted in twenty-one nations. 1 The
Model Law is “a suggested pattern for lawmakers to consider’ and States have the flexibility to
depart from its text. 2 As a result, there are differences in the way States interpret and implement
1

U.N. COMM. ON INT’L TRADE LAW, UNCITRAL MODEL LAW ON CROSS-BORDER INSOLVENCY
WITH GUIDE TO ENACTMENT AND INTERPRETATION, U.N. SALES NO. E.14.V.2. (197).
2
Id.
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the Model Law. Along with the Model Law, UNCITRAL has provided a Guide to Enactment.
The Guide to Enactment is primarily designed to assist governments and legislators preparing the
necessary enacting legislation, but it also provides guidance to those charged with interpretation
and application of the Model Law. 3
In 2010, the United States delegation proposed to the UNCITRAL Commission that it
commence work on reviewing both the Model Law on Cross-Border Insolvency and the related
Guide to Enactment. 4 Work on both of the projects, using the methods set forth in this Article,
was completed at the Working Group V session in New York during the week of April 15-19,
2013. 5 On July 18, 2013, the UNCITRAL Commission approved the Guide to Enactment and
Interpretation of the Model Law on Cross-Border Insolvency 6
The 2013 Update to the Guide to Enactment (“2013 Update”) provides additional
guidance on several issues raised by judicial decisions across different States that have enacted
legislation based on the Model Law. 7 A few of the primary issues clarified by the 2013 Update
are discussed below.
A.

“INSOLVENCY”

The Model Law does not define the term “insolvency”. However, the 2013 Update
makes clear that the Model Law only applies to a debtor that is insolvent or in severe financial
distress. 8 Generally, a debtor is considered insolvent or in severe financial distress if the debtor
is unable to pay its debts as they mature or if the debtor’s liabilities exceed the value of its
assets. 9
B.

COLLECTIVE PROCEEDINGS.

In order for a foreign proceeding to qualify for relief under the Model Law, it must be a
collective proceeding. 10 This is because the purpose of the Model Law is “to provide a tool for
achieving a coordinated, global solution for all stakeholders of in insolvency proceeding.” 11
The UNCITRAL Model Law on Cross-Border Insolvency, Article 2: Definitions defines
a Foreign Proceeding as, “a collective judicial or administrative proceeding in a foreign State,
including an interim proceeding, pursuant to a law relating to insolvency in which proceeding the
assets and affairs of the debtor are subject to control or supervision by a foreign court, for the
purpose of reorganization or liquidation. 12 In In re Stanford International Bank Limited, an
3

Id. paras. 17-18
United States Proposal, supra note 43.
5
U.N. Comm’n on Int’l Trade Law, Working Group V (Insolvency Law), Rep. on its 43th Sess., April 15-19, 2013,
U.N. Doc. A/CN.9/766 (Apr. 26, 2013).
6
MODEL LAW, supra note 47, para. 18.
7
All of the decisions cited in this section may be found at Case Law on UNCITRAL Texts, UNCITRAL,
http://www.uncitral.org/uncitral/en/case_law.html.
8
MODEL LAW, supra note 47, para.48.
9
Id. para. 49.
10
Id. para. 69.
11
Id.
12
Id. at 37.
4
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English court held that a receivership of the U.S. Securities and Exchange Commission does not
qualify as a collective proceeding. 13 The English court found that the receiver did not act on
behalf of all creditors. 14 The court found that the receivership did not take into account all assets
and all liabilities. 15 Rather, the order appointing the receiver states that the receiver ought to
protect the investors’ interests and regulate the business of the debtor, rather than to reorganize
the corporation or realize assets for the benefit of all creditors. 16 The English court also set forth
that there is no procedure on providing uniform structure and distribution to creditors such as an
insolvency or bankruptcy code. 17
The 2013 Update suggests that when evaluating whether a proceeding is collective for
purposes of the Model Law, the key consideration is “whether substantially all of the assets and
liabilities of the debtor are dealt with in the proceeding, subject to local priorities and statutory
exceptions, and to local exclusions relating to the rights of secured creditors.” 18 Additionally the
2013 Update notes that a proceeding should not fail the “collective” test simply because a class
of creditors’ rights is unaffected by the proceeding. 19
C.

FACTORS CONSIDERED IN DETERMINING DEBTOR’S CENTER OF
MAIN INTERESTS (“COMI”)

As noted by the 2013 Update, “[t]he concept of a debtor’s centre of main interests is
fundamental to the operation of the Model Law.” 20 Proceedings commenced in the debtor’s
COMI are afforded “greater deference and, more immediate, automatic relief.” 21 Article 16 of
the Model Law establishes a presumption that the debtor’s registered office is presumed to be the
debtor’s COMI. 22 However, that presumption may be rebutted where the COMI is in a different
location than the place of registration. 23 The 2013 Update states that the factors to be considered
in determining a debtor’s COMI are: “(a) where the central administration of the debtor takes
place, and (b) which is readily ascertainable by creditors.” 24
When these two factors do not provide a clear answer as to a debtor’s COMI, a court may
consider other relevant factors including:
the location of the debtor’s books and records; the location where financing was
organized or authorized, or from where the cash management system was run; the
location in which the debtor’s principal assets or operations are found; the
location of the debtor’s primary bank; the location of employees; the location in
which commercial policy was determined; the site of the controlling law or the
13

In re Stanford Int’l Bank, [2009] EWHC (Ch) 1441 [85].
Id. para. 84.
15
Id.
16
Id.
17
Id.
18
MODEL LAW, supra note 47, para. 70.
19
Id.
20
Id. para. 144.
21
Id.
22
Id. para. 3.
23
Id. para. 145.
24
Id.
14
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law governing the main contracts of the company; the location from which
purchasing and sales policy, staff, accounts payable and computer systems were
managed; the location from which contracts (for supply) were organized; the
location from which reorganization of the debtor was being conducted; the
jurisdiction whose law would apply to most disputes; the location in which the
debtor was subject to supervision or regulation; and the location whose law
governed the preparation and audit of accounts and in which they were prepared
and audited. 25
D.

RELEVANT TIME PERIOD FOR DETERMINING CENTER OF MAIN
INTERESTS (“COMI”)

Under the Model Law, a foreign main proceeding is defined as a “foreign proceeding
taking place in the State where the debtor has the center of its main interests.” 26 The Model Law
does not expressly set forth a date for determining the center of main interests of debtors.
In In re Fairfield Sentry, Ltd., a shareholder of the debtor argued that the bankruptcy
court should have looked at the debtor’s entire operational history in determining where its
center of main interests was located. 27 The liquidator argued that the center of main interests
should be considered at the filing of the chapter 15 petition. 28 The Second Circuit affirmed the
bankruptcy court’s holding that the appropriate date for determining a debtor’s center of main
interests was the date that the Chapter 15 petition was filed. 29 In its analysis of the issue, the
Second Circuit noted that most courts in the United States examined a debtor’s COMIs as of the
time the Chapter 15 petition was filed. 30 The Second Circuit noted that recent European case
law may refer to a broader time frame for considering debtor’s COMI, but pointed out that the
European Union’s regulation enacting the Model Law differs from the United States’ version of
the Model Law. 31
The 2013 Update provided clarification on the issue by expressly stating that under the
Model Law, the appropriate date for determining a debtor’s center of main interests is the date of
commencement of the original insolvency proceedings. 32 The 2013 Update notes that “taking
the date of commencement to determine centre of main interest provides a test that can be
applied with certainty to all insolvency proceedings.” 33 The date of the commencement of the
foreign proceedings has been considered the preferred date in other jurisdiction including
Australia and Japan.

25

Id. para. 147.
Id. art. 2(b).
27
In re Fairfield Sentry Ltd., 714 F.3d 127, 133 (2d Cir. 2013).
28
Id.
29
Id at 132. The United States implemented the Model Law as chapter 15 of its Bankruptcy Code. See id.
30
Id.
31
Id. at 136.
32
MODEL LAW, supra note 47, para. 159.
33
Id.
26
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E.

PUBLIC POLICY EXCEPTION

Article 6 of the Model Law provides, “[n]othing in this Law prevents the court from
refusing to take an action governed by this Law if the action would be manifestly contrary to the
public policy of this State. 34 The Model Law does not define “public policy,” as that term may
differ from State to State. 35
In In re Gold & Honey, Ltd, a U.S. court refused to recognize Israeli proceedings on
several grounds, including public policy. 36 In that case, after insolvency proceedings were
commenced in the United States (and thus, after the automatic stay was in place), a receivership
of the debtor was ordered in Israel. 37 The U.S. court declined to recognize the Israeli
receivership proceeding because, among other things, affording recognition to the proceeding
“would reward and legitimize [the] violation of both the automatic stay and [subsequent orders
of the court] regarding the stay.” 38 The U.S. court found that the public policy exception had
been met where recognition of the Israeli “would severely hinder United States bankruptcy
courts’ abilities to carry out two of the most fundamental policies and purposes of the automatic
stay – namely preventing one creditor from obtaining an advantage over other creditors, and
providing for the efficient and orderly distribution of a debtor’s assets to all creditors in
accordance with their relative priorities.” 39
The 2013 Update emphasized that “the purpose of the expression ‘manifestly,’ used also
in many international legal texts as a qualifier of the expression ‘public policy,’ is to emphasize
that public policy exceptions should be interpreted restrictively and that Article 6 is only
intended to be invoked under exceptional circumstances concerning matters of fundamental
importance to the enacting state.” 40

34

Id. art. 6.
Id. art. 101.
36
In re Gold & Honey, Ltd., 401 B.R. 357, 373 (Bankr. E.D.N.Y. 2009).
37
Id. at 362.
38
Id. at 371.
39
Id. at 372.
40
MODEL LAW, supra note 47, para. 104.
35
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THE CHALLENGE OF DEVELOPING A MODEL LAW FOR GROUP ENTERPRISES

To set forth and make understandable the scope of the challenge that UNCITRAL faces
in its work on the development of a model law for group enterprises, one must first look at the
UNCITRAL Model Law on Cross-Border Insolvency. UNCITRAL’s Model Law on CrossBorder Insolvency involves a single company operating in multiple jurisdictions. If we contrast
this with a number of companies operating in different jurisdictions, we can readily determine
the scope of the challenge.
If we consider twenty different corporate entities operating in twenty different
jurisdictions as depicted by the above slide, the task of trying to coordinate twenty different
corporate entities in distinct jurisdictions becomes readily apparent.
THE PROBLEMS IN DEVELOPING A LAW FOR GROUP ENTERPRISES
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Slide 2 depicts the problems that are encountered in dealing with group enterprises that
are either insolvent or on the verge of insolvency.
First from Slide 1, none of the corporations have operations or an establishment in any of
the other group members’ COMI. In this circumstance, the Model Law on Cross-Border
Insolvency would not be able to be utilized since, if we take one group member and contrast that
to the other nineteen group members, the one group member has neither a main or non-main
proceeding or an establishment in any of the other nineteen jurisdictions.
Also, all twenty corporations are part of an integral process to manufacturing a widget
which is then marketed on a worldwide basis. Fifteen of the twenty entities provide primary
components for the manufacture of the widget with five of the corporations being supportive but
not essential.
As a result of the downturn in the economy, revenues have declined and the corporations
are operating at a loss.
In addition, only five of the corporations have any intercompany debt between them.
The bank, which has the overall financing in regard to the twenty entities, has recognized
the financial problems. The group enterprise has been proactive in dealing with the bank and
addressing the reality of the situation. The bank has further determined that it would be in the
bank’s best interest to agree to restructure the existing debt for if the companies were liquidated,
the bank would suffer a far greater loss than if it cooperated in the overall restructuring.
REALITY

As is not unusual in a group enterprise, all twenty corporations are part of an overall
financing package and all of the corporations are jointly and severally liable for the entire bank
debt.
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In addition, all twenty corporations are on a joint integrated cash management and
accounting system.
All group members are joint signatories on an agreement that provides for all of the
intellectual property needs for all of the group. Substantial discounts were obtained as a result of
the joint agreement. If the joint agreement is cancelled or defaulted upon, the intellectual
property costs shall be substantially increased to each of the respective corporations.
One parent corporation owns all twenty corporations and it is recognized that all equity in
the twenty corporations has evaporated as the bank debt is in excess of the value of the assets of
the twenty corporations and the parent has determined it will not provide any additional funding
and will write-off its investment. As a result, the parent’s decision not to provide additional
funding, five of the group members are insolvent and will not be able to be reorganized but will
have to be liquidated. Ten of the group members are on the verge of insolvency and will be
insolvent in the next few months. Five of the remaining corporations are currently solvent but,
as a result of the bank debt, have not determined if they will remain so.
As a result, based on negotiations with the bank that provides the financing to the group
and the group wants to achieve a group solution to allow for restructuring of the existing debt,
the liquidation of the five corporations that cannot continue as viable entities and to attempt to
preserve a substantial number of jobs and economic benefits for their respective jurisdictions.
THE PROBLEMS UNDER PRESENT LAW

The current law in many jurisdictions’ inability to address the restructuring of a group
enterprise is the basis for the UNCITRAL Working Group to develop a model law for group
enterprises.
Under existing insolvency law, each of the group members would be required to file an
insolvency proceeding in their own respective COMI jurisdiction. This creates a number of
problems. The first is the filing of twenty insolvency proceedings is cost-prohibitive and would
substantially reduce the ability of the group as a whole to restructure and reorganize.
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In a number of the group member’s jurisdictions the insolvency law does not provide for
reorganization but requires the companies to be liquidated. A number of those jurisdictions
where the manufacture of the primary component parts of the widget takes place and, if those
entities were liquidated, then an overall group solution could not be effectuated and restructuring
could not occur.
Also, a number of the group members’ COMI jurisdictions mandate the appointment of a
liquidator or trustee upon the filing of an insolvency proceeding and removing current
management from control. A liquidator or trustee would make an independent determination as
to whether or not to continue the operation of the group member and as a result, a liquidation
again may occur which would result in the inability to continue the manufacturing of the widget.
A group solution under these circumstances would be difficult, if not impossible, as a
result of the fact that many group members do not have any debt or obligations to group
members in other jurisdictions, and therefore would not have standing to appear or participate in
those proceedings. Even if the entity appeared voluntarily, many courts do not have the
authority or statutory basis to allow for a group solution in their existing jurisdiction.
To further complicate matters, the bank that provides financing to the group has related
that only group members whose COMI jurisdiction will recognize the priority of the bank’s liens
and debt over existing creditors, will continue to receive financing. This is a critical component
to pay for inventory, labor and necessary operating expenses to continue the operations.
As noted, these, among others, are reasons why there is strong support for the
development of a model law for group enterprises.
UNCITRAL’S WORK AND STRUCTURE TO DEVELOP A MODEL LAW FOR
GROUP ENTERPRISES

The Working Group has noted an important consideration is to recognize and respect the
independence of each group member. While that recognition is to be respected, the benefit of a
group solution will allow for group enterprise operations to continue, resulting in a substantial
benefit to the employees, creditors and to the respective jurisdictions in which each group
member operates.
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In December of 2013 the UNCITRAL Working Group V (Insolvency Law) determined
that after considering a number of projects, its top priority was to continue its work on the
development of a model law for group enterprises.
In July of 2010 the UNCITRAL Commission granted Working Group V (Insolvency
Law) a mandate to work on the cross-border insolvency of multinational enterprise groups. As a
result, Working Group V (Insolvency Law) meetings have been held since that date and most
recently in December, 2014 and May, 2015 to advance this work.
The next meeting of Working Group V (Insolvency Law) is set for December, 2015 at the
United Nations facility in Vienna, Austria.
To provide additional background and information, A/CN.9/WG.V/WP.124 is attached,
which is a working paper developed by the UNCITRAL Secretariat in October, 2014 entitled,
“Facilitating the cross-border insolvency of multinational enterprise groups” in preparation for
the December, 2014 Working Group meeting. Additionally, A/CN.9/WG.V/WP.128 is also
attached. This Working Group paper entitled “Facilitating the cross-border insolvency of
multinational enterprise groups” was developed by the UNCITRAL Secretariat for the Working
Group meeting in May of 2015. Both of these working papers detail the scope and extent of
approaches to address enterprise group issues and also detail the work and effort being
undertaken on this project.
DEVELOPMENT OF A FOUNDATION FOR MODEL LAW ON ENTERPRISE GROUPS

Initial considerations that have been discussed by the Working Group suggest that the
best approach is the development of a model law for group enterprises as opposed to legislative
provisions or a best practices guide.
Additionally, depending upon the final structure that is developed, there may need to be
recommendations for the implementation of domestic legislative provisions to be implemented
by each adopting jurisdiction to allow for the implementation of a model law for enterprise
groups.
The discussion in the Working Group is in flux and significant debate is ongoing at the
current time. The descriptions that I am providing are issues and proposals currently under
consideration by the Working Group, with no final resolution having yet been decided.
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BUILDING BLOCKS ON A MODEL LAW FOR ENTERPRISE GROUPS
A.

COORDINATION AND COOPERATION

As noted from the opening slide, with twenty group members in separate and distinct
jurisdictions with no cross-border operations, it is not readily possible to have a court that is able
to exercise jurisdiction over all the group members on a non-voluntary basis.
One of the key elements in developing a group solution is the desire and willingness of
the enterprise group members to work together to effectuate a group solution and to participate in
a court insolvency proceeding that can assist and coordinate that process.

Page 909

One of the first considerations after the group members have determined to work
voluntarily together to attempt to coordinate a group solution and effectuate an overall
restructuring is the need to determine a location to do so.
In selecting a jurisdiction, substantial discussion is suggested that such a jurisdiction
should be a COMI jurisdiction of one of the group members and not a location selected in a
forum shopping exercise. Although this concept is clearly desirable, the ultimate issue is what
location can a reorganization be effectuated to meet the goals of both the group members and
creditors implementing a group solution.
As part of that process, there needs to be coordination and cooperation both between the
group members and the court-selected venue to help develop and implement a group solution.
As part of this process it may be necessary for insolvent entities to open proceedings in
their group members’ COMI jurisdiction. As part of that process, upon the opening of the
insolvency proceeding the group member may request the COMI court to stay the proceedings
and allow the group member and its respective creditors to participate in the group
reorganization proceeding to attempt to work out a group solution.
One of the proposals being considered is that a representative should be selected from the
management of each insolvent group member to act as a representative in the reorganization
proceedings in attempting to develop a group solution.
In addition, also to be considered is the designation of a creditor representative from each
insolvent group member to act as a representative in the reorganization proceedings. Since the
interest of management and creditors are not always in sync, it is important as part of the overall
development of a group solution to have participation by all interested parties in the process;
otherwise, a group solution may not be able to be effectuated.
Therefore, the consideration of a group member’s representative committee for
management and a group member’s creditors’ committee from creditors of each of the respective
group members, is being considered. The reorganization court could establish guidelines and
deadlines for the development of a group solution in order to provide structure and related
deadlines.
One of the issues that is also being addressed is the need for the domestic jurisdiction to
provide for standing for the group representative members, both from management and from the
creditors of the group members, to appear and be heard in the reorganization proceeding.
Also being considered is for solvent group members and representatives, both from
management and from a creditor representative, to appear, to be heard and to participate in the
group reorganization proceeding.
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B.

GROUP SOLUTION

Also being addresses as part of the development of a group solution is if there will be a
specific treatment of each individual group member and the creditors on a stand-alone basis so
that that plan can be ultimately voted on by that creditor group.
Additionally being considered, on a separate and distinct basis is that creditors be
provided an overall group solution that will integrate all the different group members and address
their specific treatment.
As part of this process, if there is a determination that a member of the group needs to be
liquidated and not reorganized, then the group solution could provide for a procedure to
effectuate that liquidation to reduce the cost and enhance the value as much as possible. As
noted in this scenario, all of the corporations are duly and severally liable and therefore the
maximization of the liquidation of one or more of the group members can have a positive effect
and reduce the overall debt structure as part of the liquidation procedure.
Early in the process it has been suggested that an early determination be made to
determine if an overall group solution is feasible. Part of the balancing of the rights of the
parties, but especially in regard to the creditors, in this process, is for the creditors of a group
member to determine if they will defer to a reorganization proceeding to effectuate a group
solution. If that group solution does not have a reasonable prospect of success, then it may be
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better to have the insolvency proceeding filed in the group member’s COMI jurisdiction for the
benefit of its creditors.
C.

RELIEF AVAILABLE
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The relief available is consistent with that under the existing Model Law on Cross-Border
Insolvency. Those provisions include:
- stay of execution against a group member’s assets;
- suspension of the group member’s right to transfer, encumber or otherwise
dispose of any assets;
- stay the commencement of actions or proceedings concerning a group member’s
rights, obligations or liabilities;
- entrusting the administration or realization of all or part of a group member’s
assets to a group representative or another person designated by the group
reorganization court to protect and preserve the value of such assets; providing for
the examination of witnesses, the taking of evidence, or the delivery of
information concerning a group member’s assets, affairs, rights, obligations or
liabilities;
- granting any additional or provisions relief that may be available under the laws
of the group reorganization to court;
- the processing and voting on a plan and disclosure statement coordinated by the
group reorganization court when a group solution has been developed and
granting any additional or provisional relief that may be available under the laws
of the group reorganization court.
In addition to what is already specified under the model law for cross-border insolvency,
if a group solution can be arrived at, then there has been discussion as to the preparation of a
disclosure statement and plan detailing the scope and extent of a group solution which has been
arrived at.
The group solution should be set out in a clear and distinct manner, addressing the
treatment of each group member and their respective creditors. In arriving at a group solution
the economic consideration as to the treatment afforded to each group member is currently being
addressed. If the insolvency provisions of a group member’s COMI jurisdiction requires a
specific treatment to comply with that law, but the proposed global solution does not allow, from
an economic standpoint, compliance for that group member’s COMI jurisdiction, then that group
member may not be able to be included in the overall group solution. As part of the
development of a group solution, if the group member and respective creditors from that COMI
jurisdiction determine that the group solution is preferable to a liquidation or a stand-alone
treatment in the COMI jurisdiction, then the group member and the respective creditors should
determine if they are able to participate in the group solution. Discussion has focused on
treatment of a group member’s creditors being no worse off than what those respective creditors
could have achieved in an insolvency proceeding in the group member’s COMI jurisdiction.
This concept as discussed provides for a balancing of a group member participating in the group
solution and the group member’s respective creditors reserving their right to proceed in the
insolvency proceeding in the COMI jurisdiction if the treatment under the global solution is not
acceptable to that creditor group.
As noted, the plan would have to provide for the individual treatment of each group
member and its respective creditors and balloting by the group member’s creditors and parties
entitled to vote on such a plan.
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There has been discussion by the Working Group as to how to implement a group
solution once one is achieved. One proposal being discussed was to have voting by each group
member and the respective creditors in the reorganization proceeding to determine if the group
solution was acceptable to each of the group members and the respective creditors. Although the
overall group solution would be clearly identified and detailed as proposed, each individual
group member and the respective creditors should vote individually on the proposed treatment.
Under that scenario, if the group solution was accepted by each group member and the respective
creditors, then each of the group members would need to take that proposal to their respective
COMI jurisdiction for approval where approval for the same could become enforceable and
binding. Another proposal would be that once a group solution was arrived at, the balloting
would not take place in the central jurisdiction but would take place in each respective COMI
jurisdiction. While these proposals address the implementation of a group proposal, building
blocks would have to be arrived at and resolved prior to that process being determined by the
Working Group.
D.

FORM

Working Group V (Insolvency Law) fully supports and endorses the existing Model Law
on Cross-Border Insolvency. By attempting to develop a model law on group enterprises,
Working Group V (Insolvency Law) recognizes that the existing Model Law on Cross-Border
Insolvency is designed for individual entities and not for group enterprises. While in some
situations the existing Model Law on Cross-Border Insolvency has been utilized successfully in
group enterprise proceedings, additional provisions addressed herein may provide a greater
opportunity to develop a group solution, especially depending upon the limitations that may be
present, as previously noted, in various COMI jurisdictions. Thus, some of the essential
elements of the Model Law on Cross-Border Insolvency may not be applicable or appropriate for
a model law on cross-border insolvency of enterprise groups. As noted in the example of the
twenty corporations all in separate COMI jurisdiction, it would not be feasible to require
jurisdiction be based upon having a main or non-main proceeding or establishment in the
respective jurisdiction of each group member. Domestic legislation would have to allow for the
procedures that have been outlined herein to effectuate a process that would be feasible and
workable.
As noted, the concepts that are discussed herein are only in the process of discussion and
no final determinations have been made but progress is taking place and with such a complex
project being undertaken, this is fully one of the most complex and difficult projects that
Working Group V (Insolvency Law) has undertaken. Clearly there is a need that has been
recognized and the work is certainly worth the effort.

Page 914

NATIONAL CONFERENCE OF BANKRUPTCY JUDGES
89th Annual Conference
Fontainebleau Miami Beach
Miami Beach, FL
September 27-30, 2015

“DISCUSSION UNDER MEXICAN CORPORATE LAW AND THE 2014
INSOLVENCY REFORMS OF THE OBLIGATIONS OF OFFICERS AND
DIRECTORS IN THE RESTRUCTURING OF MULTINATIONAL
GROUPS”

By: Agustín Berdeja-Prieto*
BERDEJA Y ASOCIADOS, S.C.
Av. Prol. Paseo de la Reforma 61-4ºB
Col. Paseo de las Lomas
01330 México, D.F.
Tel: (52-55) 2591-1100
Tel. U.S.A.: (1-646) 257-3473
Fax: (52-55) 2591-1105
e-mail: aberdeja@berdelaw.com
____________________
*
Agustín Berdeja-Prieto obtained his J.D. (summa cum laude) from Universidad Iberoamericana in
1983 and his LL.M. from Harvard Law School in 1984. He is a partner at Berdeja y Asociados, S.C. in Mexico City.
The firm regularly represents foreign parties in cross-border financial transactions as well as creditors in
reorganizations and bankruptcies.

Page 915

“DISCUSSION UNDER MEXICAN CORPORATE LAW AND THE 2014

INSOLVENCY REFORMS OF THE OBLIGATIONS OF OFFICERS AND
DIRECTORS IN THE RESTRUCTURING OF MULTINATIONAL
GROUPS” 1/

I.

Insolvency Proceedings in Mexico – An Overview2/

From 1943 to 2000 insolvencies were governed by the Law on Bankruptcy and
Suspension of Payments (Ley de Quiebras y Suspensión de Pagos) (“LQSP”), a pro-debtor
statute. The old LQSP was often used to procrastinate and extend legal proceedings some times
for over 10 years to the detriment of creditors and the preservation of wealth in general.
The Commercial Insolvency Law (Ley de Concursos Mercantiles) (“LCM”) became
effective in May 2000. The LCM states that its provisions are considered of “public interest”. 3/
The LCM sought to balance the rights of debtors and creditors and to expedite insolvency
proceedings.
The LCM was amended on December 28, 2007 to, inter alia, contemplate pre-packaged
reorganization plans, to treat insolvency experts’ fees as ordinary operating expenses and to
clarify some of its provisions.4/ The LCM was further amended on January 11, 2014 to address
concerns arising from cases such as Vitro and Mexicana de Aviación. Prior to the 2014
amendments, the LCM had 342 provisions (articles); the 2014 reforms amended, derogated or

1/

This presentation is informative in nature and does not intend to be exhaustive or to give legal
advice. Furthermore, the concepts enunciated herein need to be put in context to reflect the particulars of any
particular scenario or case.
2/

Note that I have relied not only on the court precedents I found in my research but also on the
history of each applicable statute; on the opinions of renowned Mexican scholars; and on my interpretation of
Mexican civil, commercial and insolvency law. (Scholarly opinions have no binding effect per se, but in legal
systems such as Mexico’s, which are based on civil law and not on common law, they are often given weight by the
bar in general and by the judiciary in particular). Also, you should note that I am providing my own English
translation of the Mexican court precedents and provisions of the various Mexican laws and regulations cited herein.
3/

See article 1 of the LCM.

4/

See the D.O. of December 27, 2007.
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created a total of approx. 80 provisions.5/
II.

Jurisdiction

Insolvency proceedings may consist of 2 or 3 stages: (i) initial stage; (ii) reorganization
(concurso); and/or (iii) bankruptcy (quiebra).6/ In principle, reorganization (“conciliation”)
proceedings cannot last for more than 185 calendar days from the date of the publication of the
final reorganization judgment in the Federal Register (Diario Oficial de la Federación) (“D.O.”).
In certain circumstances, the proceedings can be extended for two additional periods of 90
calendar days each.7/
There are no special bankruptcy courts in Mexico. Only district courts have jurisdiction
over insolvency proceedings.8/ The 2014 amendments to the Organic Law of the Federal
Judiciary (Ley Orgánica del Poder Judicial de la Federación) establish that all reorganization
proceedings shall be conducted by the commercial district courts.9/
Pursuant to the Bill that introduced the LCM, “a distinction must be made between tasks
and faculties of a judicial nature and those the nature of which is actually commercial”. In
keeping with this concept, Federal Institute of Insolvency Specialists (Instituto Federal de
Especialistas de Concursos Mercantiles), known as “IFECOM” was created to, inter alia,
supervise services provided by insolvency examiners, conciliators and trustees, who must in turn
support the role of the courts in concurso proceedings, with a view to “alleviate the task of the
judge in concurso proceedings… without depriving the court of its primary function”, namely
that of administering legal justice.10/
III.

Presumption of Insolvency

Under Mexican law, not every Merchant is entitled to receive protection. Only those
debtors who have demonstrated that they are “insolvent” as this term is specifically defined by
the LCM may become a “Merchant”.11/ In general, an insolvency proceeding may take place
when a Merchant incurs in a general default of its obligations and this fact is verified and agreed
to by an insolvency examiner (visitador), or following the Merchant’s statement under oath that
it has fallen or is “imminent” that it will fall within the categories contemplated in articles 10 and
11 of the LCM.12/
5/

See the D.O. of January 10, 2014.

6/

See articles 1, 2 and 20 of the LCM.

7/

Id. article 145.

8/

Id. article 17.

9/

See article 53-Bis-II of the Organic Law of the Federal Judiciary.

10/

See articles 7 and 311 of the LCM.

11/

Id. articles 4-II, 9, 10, 11, 13, and 339 for “pre-packaged plans”.

12/

Id. article 20 Bis. “Imminent” in this context means not more than 90 days.
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A general default of a Merchant’s obligations takes place when (i) its due and payable
debts represent at least 35% of all outstanding debts at the time of the filing for insolvency; or
(ii) the value of its assets is not enough to cover at least 80% of all the due and payable debts. 13/
When 2 or more creditors or the district attorney (ministerio público) file for the reorganization
(involuntary petition), (i) and (ii) must be proven. As an exception, a pre-packaged plan can be
filed by the Merchant if it states under oath “that the signatories of the application represent at
least a simple majority of the aggregate of its debt14/… and that “it falls or it is imminent that it
will fall within the categories contemplated in articles 10 and 11 of the LCM”.15/
IV.

Protection from Creditor Enforcement Action

In the U.S., most actions and proceedings against the debtor and its subsidiaries, as the
case may be, are stayed.16/ On the other hand, in Mexico if any court other than the bankruptcy
court has admitted a lawsuit involving monies prior to the declaration of a reorganization
proceeding, such court shall continue with the process brought before it under the conciliator’s
surveillance, without such proceedings having to be accumulated to the reorganization
proceedings.17/ As of the 2014 amendments to the LCM, subsequent to the reorganization
judgment other proceedings involving monies against the Merchant may be brought before the
courts, without such proceedings having to be accumulated to the reorganization proceedings. 18/

13/

Id. articles 9 and 10.

14/

Id. article 339-II.

15/

Id. article 339-III.

16/

According to a renowned practitioner,
“Once a case (voluntary or involuntary) is commenced, all entities are
automatically and immediately precluded from (i) commencing or continuing
lawsuits or other proceedings that were or could have been instituted prepetition,
(ii) recovering prepetition claims against the debtor, (iii) enforcing prepetition
judgments against the debtor or property of the estate, (iv) any act to obtain
possession of or control over property of the estate or possession of property
from the estate, (v) any act to create, perfect or enforce liens against property of
the estate, (vi) any act to create, perfect or enforce liens against property of the
debtor to the extent such lien secures a prepetition claim, (vii) any act to collect,
assess or recover a prepetition claim against the debtor, (viii) the setoff of any
prepetition debt, and (ix) the commencement or continuation of certain
proceedings before the U.S. Tax Court.” [Citations omitted].
See Ranney-Marinelli, Alesia, Issues Arising Under United States Bankruptcy
Law, February 2009, presented at the American Bar Association, Spring
Meeting 2009, Business Law Section, Vancouver, B.C., Canada, Commercial
Financial Services Committee, Panel: “Hands Across the Borders – Comparative
Insolvency Regimes in the United States, Canada and Mexico”.

17/

See article 84, 1st para. of the LCM.

18/

Id. article 84, final para.

-4-

Page 918

V.

Regulation of Cross-Border Insolvencies-General

Since it was promulgated in 2000, the LCM contains a whole section regarding
“Cooperation in international proceedings”: Title Twelfth. Title Twelfth is divided in 5
Chapters, with a total of 34 detailed provisions.19/ Title Twelfth is modeled after the UNCITRAL
Model Law on Cross-Border Insolvency.
The goal of Title Twelfth was to integrate Mexico in the world of cross-border insolvency
proceedings. The tools are provided in the LCM for this effort of integration to proceed in a
semi-smooth fashion. The Mexican judiciary needs more preparation and experience to live up to
this challenge.
Title Twelfth has seldom been used in cross-border insolvencies. In my experience,
holding companies in reorganization proceedings abroad usually keep their Mexican subsidiaries
intact and continue to operate them as a going concern throughout the foreign proceedings.
VI.

Fiduciary Duties of Officers and Directors-General

Officers20/ and directors, whether board members or sole administrators,21/ have duties
under various commercial statutes.22/ In this section, I will summarize some of the most
important of such duties, with an emphasis on those that may be relevant in the context of a
reorganization:
(i)

The distribution of dividends must be supported by the financial condition of a

19/

Id. articles 278-310.

20/

Note that officers also have certain responsibilities as high-ranking employees under the Federal
Labor Law (Ley Federal del Trabajo), a subject that exceeds the scope of this presentation.
21/

The equivalent of a board of directors in a capital stock company (sociedad anónima) or “S.A.” is
the board of managers in a limited liability company (sociedad de responsabilidad limitada) or “S. de R.L.” The
equivalent of a sole administrator in an S.A. is a sole manager in a S. de R.L. See, inter alia, articles 74, 142, 143
and 155 of the General Law of Commercial Companies (Ley General de Sociedades Mercantiles) (“LGSM”). The
LGSM utilizes “administrator(s)” as a generic term to refer to all of the above. See, for example, articles 10, 1st para.
and 157 of the LGSM. At least one court decision has distinguished the scope of the term “administrator” from the
term “agent” (mandatario) for purposes of establishing varying obligations and liabilities between them. See
Amparo Directo 5973/99. Estructuras Laminadas del Guadiana, S. de R.L. de C.V. 26 de enero de 2001. Amparo
Directo 5983/99. Industria Química del Pacífico, S.A. de C.V. 26 de enero de 2001. Tercer Tribunal Colegiado en
Materia Civil del Primer Circuito. Unanimidad de votos. Ponente: Neófito López Ramos. Secretario: José Álvaro
Ornelas. Another court decision analyzes the scope of the responsibilities of board members and sole administrators
under the LGSM as compared with their possible responsibility under general principles of breach of contract. See
Amparo Directo 14/2011. Arie Alapi Gertner. 24 de febrero de 2011. Amparo Directo 15/2011. Bermad México,
S.A. de C.V. 24 de febrero de 2011. Cuarto Tribunal Colegiado en Materia Civil del Primer Circuito. Unanimidad
de votos. Ponente: Francisco J. Sandoval López. Secretario: Raúl Alfaro Telpalo.
22/

Note that my analysis is based on the legal framework of closely-held companies. Most foreign
holding companies incorporate their Mexican subsidiaries as closely-held companies. Listed companies are subject
to additional requirements under the Securities Market Law (Ley del Mercado de Valores), a subject which exceeds
the scope of this presentation.
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company and approved by a Shareholders’ Meeting. Failure to comply with any
of these requirements may make the board members jointly liable for any
improperly paid amount with the recipients thereof vis-à-vis creditors and the
company shareholders;23/
(ii)

A reserve fund must be created by separating an amount equivalent to 5% of a
company’s annual net profits until the amount of the reserve fund equals 1/5th of
its capital stock. The reserve fund must be reinstated whenever its amount falls
below such 1/5th. 24/ The board members may be liable for the lack of proper
creation and preservation of the reserve fund;25/

(iii)

The members of the board of managers or the sole manager are responsible for the
creation and proper keeping of the corporate books.26/ Failure to comply with this
obligation may result in liability;27/

(iv)

Closely-held companies may not buy their own shares but in certain limited
circumstances. Violation of this prohibition may result in liability for the officers
and/or board members of a company;28/

(v)

In general, board members shall have the responsibilities inherent to their position
as well as those derived from the obligations imposed on them by the law and a
company’s By-laws.29/ This broad language opens the possibility of suing those
who breach their obligations under a company’s By-laws, not only under the law;

(vi)

In the case of capital stock companies or S.A.’s, board members are jointly liable
towards the company for the existence of the contributions made by the
shareholders; compliance with the legal and statutory requirements applicable to
the distribution of dividends to the shareholders; the existence and keeping of the
accounting, control, registration and recording systems, as well as other
information required by law; and, the accurate implementation of the
Shareholders’ Meeting resolutions;30/

(vii)

Board members must inform in writing the Statutory Auditors of the existence of
“irregular actions” attributable to previous administrations; failure to comply with

23/

See article 19 of the LGSM.

24/

Id. article 20.

25/

Id. article 21.

26/

Id. article 73.

27/

Id. article 73, 2nd para.

28/

Id. articles 134 and 138.

29/

Id. article 157.

30/

Id. inter alia, articles 158 and 178.
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this obligation may give rise to liability;31/
(viii) Board members of capital stock companies must present to the Shareholder’s
Meeting, on an annual basis, a detailed financial report on the status of the
company for the previous fiscal year.32/ Failure to comply with this obligation
may give rise to the removal of, and liability by, the board members;33/ and,
(ix)

Board members may not undertake any corporate transactions once the term of a
company has expired or its dissolution has been decided or a cause for dissolution
has been proved. In the event of violation of this prohibition, the board members
are jointly liable for any losses or damages caused to the company.34/

VII.

Fiduciary Duties of Officers and Directors-Under the LCM

As an important development, the 2014 amendments to the LCM require that a corporate
decision be made authorizing management or legal representative to apply for the opening of
reorganization proceedings “in the terms and conditions set forth in the respective By-laws or by
the applicable corporate bodies, which shall provide indubitable evidence of the partners’ or
shareholders’ intent”.35/ While the LCM seems to provide an option to companies as to whether
to insert such requirement in their By-laws or not, at least one court decision has interpreted this
principle as mandating the adoption of such a corporate resolution.36/
The 2014 amendments to the LCM introduced Title Tenth Bis, “Responsibility of the
administrators”.37/ Unfortunately, the provisions of this Title are lengthy and unclear. For
example, they refer to the term “relevant employees”, a term that was not added to the definition
section of the LCM,38/ but that may have serious implications for key employees of the debtor,
31/

Id. article 160.

32/

Id. article 172.

33/

Id. article 176.

34/

Id. article 233.

35/

See article 20-VII of the LCM.

36/

A Circuit Court decided that an extraordinary (and not an ordinary) shareholders’ meeting should
be held approving the application for the opening of reorganization proceedings. See Amparo Directo 794/2013.
Décimo Primer Tribunal Colegiado en Materia Civil del Primer Circuito. Préstamos para Crecer, S.A. de C.V.,
SOFOM, E.N.R. 24 de marzo de 2014. Unanimidad de votos. Ponente: Fernando Rangel Ramírez. Secretaria: Isabel
Rosas Oceguera.
37/

See articles 270 Bis-270 Bis-2 of the LCM.

38/

Id. article 4. A brief definition is added at the end of article 270-Bis, which raises the question of
whether it applies throughout the statute:
“For purposes of this article, the term relevant employees shall encompass the
general director [manager] of a company to which this Law applies, as well as
those individuals who are employed or hold a position or assignment thereat,
and who knowingly adopt, order or carry out the applicable acts, omissions or
conducts.” (Text in brackets added to enhance the clarity of the translation).
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known as the “Merchant”, under the LCM.39/
In general, Title Tenth Bis imposes fiduciary duties on both board members and relevant
employees of a Merchant in the context of reorganization proceedings. It also creates an
obligation to indemnify the Merchant for losses and damages caused “with a fraudulent intent or
in bad faith…” or in violation of the LCM or any other law.40/ It is noteworthy that the new Title
applies in the context of domestic and, presumably, cross-border insolvencies. It is not
specifically referring to issues arising in the context of cross-border insolvencies, which poses a
challenge regarding the interplay between Title Tenth Bis and Title Twelfth.
Concrete examples of conducts that may give rise to liability by board members and/or
key employees of the Merchant include the following:
(i)

Voting at board of directors’ meetings or making decisions with a conflict of
interest relating to the assets of the Merchant;41/

(ii)

Knowingly favor any given shareholder or group of shareholders of the Merchant,
to the detriment of or causing damage to, the other shareholders;42/

(iii)

Without a legitimate right, by virtue of their employment, position or assignment,
obtaining economic benefits for themselves or for third parties, including any
given shareholder or group of shareholders;43/

(iv)

Knowingly generating, divulging, publishing, providing or ordering [preparation
of] false information;44/

(v)

Ordering or giving instructions to the effect that actual transactions are not
reflected in the Merchant’s records, as well as altering or ordering the alteration of
the Merchant’s records to hide the true nature of transactions completed, thus
affecting any item in the financial statements;45/

(vi)

Ordering or consenting to the recordation of false data in the Merchant’s
accounting records;46/

39/

Id. article 4-II.

40/

Id. article 270 Bis-IX.

41/

Id. article 270 Bis-I.

42/

Id. article 270 Bis-II.

43/

Id. article 270 Bis-III.

44/

Id. article 270 Bis-IV.

45/

Id. article 270 Bis-V.

46/

Id. article 270 Bis-VI. According to it:
“It shall be presumed prima facie that the data included in the accounting
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(vii)

Totally or partially destroying or modifying the Merchant’s accounting systems or
records or the documentation supporting its accounting records, prior to the expiry
of the obligation to maintain them under the law and with the purpose of hiding
their recordation or proof;47/ and,

(viii) Altering or ordering the modification of active or passive accounts or of the
contract conditions, or recording or ordering the registration of non-existent
transactions or expenses, or artificially increasing their value or intentionally
carrying out any illicit or forbidden action or transaction, creating in any of such
cases an indebtedness, loss or damage to the Merchant’s patrimony, for their own
benefit or for the benefit of third parties, whether directly or through any third
party.48/
The 2014 amendments make it clear that civil liability “shall be without prejudice of the
possibility of bringing any action of a criminal nature….”49/
The statute also establishes who may bring an action for indemnification of losses and
damages arising from the acts, omissions or conducts referred to in article 270-Bis. This type of
action may be brought exclusively by any Merchant who has qualified for the protection afforded
by article 10 of the LCM.50/ Such an action may also be brought by the shareholders of the
Merchant, whether individually or jointly, who hold shares with the right to vote, even if limited
or restricted, or without a right to vote, representing at least 25% of the capital stock of the
Merchant.51/
Interestingly, the plaintiff may settle in court for the indemnification amount of losses and
damages, provided the terms of the court settlement are approved by the conciliator or the
trustee, as the case may be.52/ In any event, all such actions must encompass the aggregate
amount of the liability towards the Merchant and not only the personal interests of the

records are false whenever the competent authorities, in the exercise of their
functions, shall require information from the Merchant relating to its accounting
records if the Merchant is unable to produce it and to substantiate its accounting
records.”
47/

Id. article 270 Bis-VII.

48/

Id. article 270 Bis-VIII. This provision includes a reference to “the registration of liabilities in
favor of any of the persons referred to in articles 116 and 117 of this Law”, which refer to related parties and
company insiders, respectively.
49/

Id. article 270 Bis-1, 1st para.

50/

Id. article 270 Bis-1-I.

51/

Id. article 270 Bis-1-II.

52/

Id. article 270 Bis-1-II, 2nd para. As an exception, the exercise of such actions shall not be subject
to compliance with the requirements established in articles 161 and 163 of the LGSM. Id. article 270 Bis-1-II, 3rd
para.
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plaintiff(s).53/
The 2014 amendments also contemplate broad exculpatory circumstances.54/ Specifically,
whenever the board members and/or relevant employees:
(i)

Have observed the requirements contemplated in the applicable law or the Bylaws for the approval of pertinent matters by the board of directors;55/

(ii)

Have made decisions or voted at board of directors’ meetings on the basis of
information provided by relevant employees, a legal entity that is providing
external audit services or independent experts, the capacity and credibility of
which shall give rise to no reasonable doubt;56/

(iii)

Have chosen the most viable alternative to the best of their knowledge, or the
possible monetary harm for the Merchant was unforeseeable, in both cases on the
basis of the information that was available at the time the relevant decision was
made,57/ or,

(iv)

Are implementing resolutions of a shareholders’ meeting, provided such
resolutions are not violating the law.58/

The statute of limitations for this type of action is 5 years from the date in which the
actions or omissions giving rise to liability took place.59/
VIII. Reorganization of Corporate Groups-Pre-2014
The regulation of corporate group reorganizations under the LCM was very limited prior
to the 2014 amendments.60/
Reorganization proceedings involving two or more Merchants could not be accumulated,
unless they involved controlling companies and their controlled companies or two or more
companies controlled by the same controlling company.61/

53/

Id. article 270 Bis-1-II, 3rd para.

54/

Id. article 270 Bis-2.

55/

Id. article 270 Bis-2-I.

56/

Id. article 270 Bis-2-II.

57/

Id. article 270 Bis-2-III.

58/

Id. article 270 Bis-2-IV.

59/

Id. article 270 Bis-1-II, 4th para.

60/

Id. article 15, as it was in effect through January 10, 2014.

61/

Id. article 15, as it was in effect through January 10, 2014.
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The LCM also included a definition of “controlling companies”62/ and a definition of
“controlled companies”.63/ Interestingly, in order to qualify as controlling, a company had to be
“a Mexican resident”.64/
In these cases, the reorganization proceedings could be accumulated but had to be
processed in separate files.65/
IX.

Reorganization Of Corporate Groups-Post-2014

As of January 11, 2014, a company may qualify as “controlling” without the need for a
Mexican residence.66/ Furthermore, the definition of each “controlling companies” and
“controlled companies” has been updated to reflect current corporate practices.67/ Likewise, a
new provision creates the concept of corporate group reorganizations per se.68/
The principle is that Merchants which are part of the same corporate group are entitled to
request simultaneously the opening of joint reorganization proceedings, without consolidating
the estates.69/ As a novelty, it is now sufficient for one member of a corporate group to meet any
of the thresholds contemplated in articles 10, 11 or 20 Bis70/ and that such status place one or
more members of the corporate group in the same situation, in order for a joint reorganization
judgment to be issued.
Creditors of Merchants which are part of a corporate group are also entitled to apply for
the opening of joint reorganization proceedings involving one or more members of a corporate
group.71/ In these cases, the application or petition for the opening of joint reorganization
proceedings will be processed in one file and the judge will be empowered to appoint only one
examiner, conciliator or trustee for the proceedings if he/she deems it appropriate.72/

62/

Id. article 15, second II, as it was in effect through January 10, 2014.

63/

Id. article 15, final para., as it was in effect through January 10, 2014.

64/

Id. article 15, second I, as it was in effect through January 10, 2014.

65/

Id. article 15, 2nd para., as it was in effect through January 10, 2014.

66/

Id. article 15.

67/

Id. article 15-I, II.

68/

Id. article 15 Bis.

69/

Id. article 15 Bis, 1st para.

70/

These provisions of the LCM refer to a Merchant’s “general default of its obligations”, which is a
requisite for the opening of reorganization proceedings under Mexican law, with the exception of article 20 Bis of
the LCM, which allows for a Merchant to state under oath that it is imminent that it will fall into a general default of
its obligations in order to request the opening of reorganization proceedings.
71/

See article 15 Bis, 2nd para. of the LCM.

72/

Id. article 15 Bis, 3rd para.
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Finally, joint reorganization proceedings may be accumulated to other reorganization
proceedings as set forth in article 15.73/
_____________________________

Berdeja y Asociados, S.C.

73/

Id. article 15 Bis, 4th para.
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DEVELOPMENTS IN CROSS-BORDER AVOIDANCE AND RECOVERY
Avoidance In Chapter 15 - General
Chapter 15 is generally hospitable to foreign representatives of foreign proceedings,
affording them automatic relief on recognition of a foreign main proceeding and discretionary
relief on recognition of either a foreign main proceeding or a foreign nonmain proceeding.1
While §1521 offers a broad menu of post-recognition discretionary relief, it specifically excludes
most of the avoidance provisions of the Bankruptcy Code (sections 522, 544, 545, 547, 548, 550
and 724(a)).2 The U.S. delegation to UNCITRAL had opposed inclusion in the Model Law of an
avoidance provision that did not address choice of law and choice of forum questions. 3 In
addition, since avoidance laws are designed to enhance equality of distribution to creditors,
mixing avoidance laws that are part of one bankruptcy system with the laws on distribution of
the estate of another system could yield an unbalanced result.4 That opposition translated into
the limitation in chapter 15 that makes avoidance under U.S. law available only in a full case
under another chapter of title 11.5 If the exercise of U.S. avoidance powers is desirable, then the
foreign representative will have to commence a full case under section 301, 302 or (in the case of
a foreign nonmain proceeding) 303 and then exercise the standing granted by section 1523 to
bring Bankruptcy Code avoidance actions.6

1

11 U.S.C. § 1520, Effects of recognition of foreign main proceeding; 11 U.S.C. § 1521, Relief that may be granted
upon recognition.
2
That leaves section 549 (Postpetition transactions), which automatically applies on recognition of a foreign main
proceeding via section 1520(a)(2), and section 553(b) (Setoff –reduction in insufficiency), which is not mentioned
anywhere in chapter 15. H.R. Rep. No. 109-31, 109th Cong., 1st Sess. 115 (2005) (“House Report”). See also In re
Loy, 2008 WL 906503 (foreign representative sought to avoid post-petition transfer of real property through a sale
free and clear under § 363(b) and (f), invoking both English law and § 549 but court held that either approach
required the commencement of an adversary proceeding and could not be accomplished through a sale free and
clear); Awal Bank, BSC v. HSBC Bank USA (In re Awal Bank, BSC), 455 B.R. 73 (Bankr. S.D.N.Y. 2011) (to
avoid a reduction in insufficiency, the foreign representatives relied on the section 553 exception and also
commenced a full case under title 11 to take advantage of section 1523 if necessary). Since section 550 is also
excluded by section 1521(a)(7), the court must rely on section 105(a) to enforce a recovery under section 553 or
549.
3
House Report at 116.
4
See, e.g. Collier on Bankruptcy,16th Edition, ¶ 547.01; Fogerty v. Petroquest Resources (In re Condor Insurance
Limited, 601 F. 3d 319, 326 (5th Cir. 2010).
5
House Report at 116. Reflecting a position similar to the section 1521(a)(7) exclusions, a recent decision of the
UK Privy Council dealt with whether domestic statutory law (there, Cayman Islands company law dealing with
compelling document production) could be applied to assist a foreign representative. Singularis Holdings Limited v.
PriceWaterhouseCoopers, [2014] UKPC 36. The court said no and suggested that lower court rulings in a different
Cayman Islands case permitting use of domestic statutory avoidance law to assist foreign representatives was
improper (specifically referencing the Cayman Islands Court of Appeal decision in Picard v. Primeo Fund, 2013 (1)
CILR 16). However, the concurring opinion of Lord Collins left open possible use of common law avoidance
principles by foreign representatives when (as in the Cayman Islands and other offshore former British
Commonwealth jurisdictions) there were no applicable statutory avoidance powers . Singularis at ¶ 51 et seq. See
also Robins, As one door closes, another door opens…, South Square Digest, February 2015.
6
11 U.S. Code § 1523 - Actions to avoid acts detrimental to creditors
(a) Upon recognition of a foreign proceeding, the foreign representative has standing in a case concerning the debtor
pending under another chapter of this title to initiate actions under sections 522, 544, 545, 547, 548, 550, 553, and
724(a).
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Avoidance In Chapter 15 – Foreign Avoidance Law
Chapter 15 does not specifically address the question of whether a foreign representative
can seek to avoid transfers under the avoidance law of the foreign proceeding. This issue arose
in the Condor case after the foreign representatives of a Nevis winding-up proceeding obtained
recognition as a foreign main proceeding and brought an adversary proceeding seeking to use
Nevis avoidance law to recover assets located in the United States. They alleged that $313
million was transferred by the Nevis debtor to a United States affiliate to prevent creditors from
reaching the money and that the transfers were fraudulent under Nevis law.7 The foreign
representatives asserted that the limitations of §1521(a)(7), dictating that avoidance actions could
only be brought in a case under chapter 7 or 11 via § 1523, only applied to actions under United
States avoidance laws and that avoidance actions relying on foreign law could be brought in a
chapter 15 case. The Bankruptcy Court disagreed and dismissed the adversary proceeding. The
district court affirmed, stating that §1521(a)(7) and §1523 are intended to exclude all of the
specified avoidance powers under either United States or foreign law unless a Chapter 7 or 11
bankruptcy proceeding is instituted.8
The Court of Appeals for the Fifth Circuit disagreed and reversed: “Congress did not
intend to restrict the powers of the U.S. court to apply the laws of the country where the main
proceeding pends. Refusing to do so would lend a measure of protection to debtors to hide assets
in the United States ….”9 The use of foreign avoidance law means that both avoidance and
distribution will be governed by the law of the foreign proceeding:
The drafters of Chapter 15, responsive to the concerns raised at the UNCITRAL
debates, confined actions based on U.S. avoidance law to full Chapter 7 and 11
bankruptcy proceedings-where the court would also decide the law to be applied
to the distribution of the estate. The application of foreign avoidance law in a
Chapter 15 ancillary proceeding raises fewer choice of law concerns as the court
is not required to create a separate bankruptcy estate. It accepts the helpful
marriage of avoidance and distribution whether the proceeding is ancillary
applying foreign law or a full proceeding applying domestic law-a marriage that
avoids the more difficult depecage rules of conflict law presented by avoidance
and distribution decisions governed by different sources of law…
The foreign representatives are not seeking to mix and match foreign and U.S.
law-they only seek the application of Nevis law.10
Condor recognized that the decision under section 304 (the predecessor cross-border
statute replaced by chapter 15) in In re Metzeler, anticipated the current statutory
(b) When a foreign proceeding is a foreign nonmain proceeding, the court must be satisfied that an action under
subsection (a) relates to assets that, under United States law, should be administered in the foreign nonmain
proceeding.
7
Condor at 320-321.
8
Id. The bankruptcy court for the Southern District of New York expressed skepticism of the lower courts’ Condor
ruling prior to the Fifth Circuit ruling. In re Atlas Shipping A/S, 404 B.R. 726 (Bankr.S.D.N.Y.2009)
9
Id. at 327
10
Id.
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structure in permitting use of foreign avoidance law and preventing use of U.S. avoidance
law:
In sum, under section 304, avoidance actions under foreign law were
permitted when foreign law applied and would provide for such relief.
Congress essentially made explicit In re Metzeler's articulation of the bar
on access to avoidance powers created by the U.S.Code by foreign
representatives in ancillary proceedings.11
Condor represented an attempt to use foreign avoidance law to reach assets within the
territorial jurisdiction of the United States. An attempt by the foreign representative of the
Fairfield Sentry, et al hedge funds to use British Virgin Islands (“BVI”) avoidance law was not
as well received when there were no U.S. assets involved.12 In Fairfield Sentry, the BVI
liquidator had obtained recognition of the BVI case as a foreign main proceeding.13 Prior to
seeking recognition, the liquidator filed suit in New York state court against investors who had
redeemed shares.14 The suits were based on common law theories all premised on the supposed
share values on which redemption amounts were calculated and paid. The values turned out to
be imaginary since the funds were 100% invested with Bernard L. Madoff Investment Securities
LLC and its account values were fictitious.15 Following recognition, the liquidator removed the
state court suits to the Bankruptcy Court and filed over 200 additional suits, adding claims under
BVI avoidance law to the state law claims.16
Defendants who had initially been sued in state court moved the Bankruptcy Court to
either remand the cases or to abstain from exercising jurisdiction. The Bankruptcy Court denied
the motion, ruling that it had core bankruptcy jurisdiction under 28 U.S.C. §1334(a) because the
BVI avoidance claims and the state law claims directly affect the court’s functions under chapter
15. Alternatively, the Bankruptcy Court ruled that it had “related to” jurisdiction under 28
U.S.C. § 1334(b). On appeal, the District Court ruled that while recognition was a core
proceeding, a proceeding within a chapter 15 case is subject to a separate analysis of subject
matter jurisdiction. Prosecution of the actions, whether under New York common law or BVI
avoidance law, constituted discretionary relief that the court could grant under either §1521(a)
(5) or §1521(a) (7):
(5) entrusting the administration or realization of all or part of the debtor's
assets within the territorial jurisdiction of the United States to the foreign
representative or another person, including an examiner, authorized by the court;
(7) granting any additional relief that may be available to a trustee, except
for relief available under sections 522, 544, 545, 547, 548, 550, and 724(a) [of
title 11].17
The District Court noted that the Bankruptcy Court relied primarily on §1521(a) (5) but
that §1521(a) (5) did not support jurisdiction:
11

In re Metzeler, 78 B.R. 674, 677 (Bankr.S.D.N.Y.1987)
In re Fairfield Sentry Ltd., et al, 458 B.R. 665 (S.D.N.Y. 2011) (Fairfield Sentry)
13
Id. at 672.
14
Id. at 671.
15
Id.
16
Id. at 672.
17
Id. at 676-677.
12
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Section 1521(a)(5) cannot be the basis for concluding that core jurisdiction
exists, although it is the sole basis for the relief Plaintiffs' seek (included by
Plaintiffs) in the amended complaints. These actions seek to recover certain asset
transfers from the foreign debtors and therefore “realiz [e]” assets of the foreign
debtor, but section 1521(a)(5) contains a specific territorial limitation. The court
may entrust the “realization of all or part of the debtor's assets within the
territorial jurisdiction of the United States.” 11 U.S.C. § 1521(a)(5) (emphasis
added). “Within the territorial jurisdiction of the United States ... refers to tangible
property located within the territory of the United States and intangible property
deemed under applicable nonbankruptcy law to be located within that territory....”
Id. § 1502(8). The foreign representatives seek recovery of foreign assets by
challenging foreign transfers. In these cases, there are no assets sought “within the
territorial jurisdiction of the United States.”18
The liquidator relied on Condor for authority that he could assert avoidance actions under
foreign law but the District Court noted that Condor dealt with assets within the territorial
jurisdiction of the United States and did not “address the scenario here, where no assets sought
are located within the territorial jurisdiction of the United States. It does not apply in this context,
and it does not support Plaintiffs' view of section 1521(a)(7) in this case.”19 The District Court
also ruled that the Bankruptcy Court did not have jurisdiction to hear and determine the actions
under the Supreme Court’s decision in Stern v. Marshall, 131 S.Ct. 2594 (2011) but that is
another subject.20
The District Court approach in Fairfield Sentry seems to confuse issues of subject matter
jurisdiction and the allocation of jurisdiction of the bankruptcy and district courts to make final
orders. The bankruptcy court in the Hellas Telecommunications case (discussed below),
involving avoidance and unjust enrichment claims, concluded that Second Circuit authority
supported exercise of “related to” jurisdiction over claims that could have an effect on the
foreign insolvency estate.21 Its discussion and references to precedent are more persuasive than
the District Court’s analysis in Fairfield Sentry.
Avoidance In Chapter 15 - Comity To Foreign Law
In contrast, two cases dealing with maritime attachments permitted the attachments to be
vacated by granting comity to foreign proceedings. In re Atlas Shipping A/S22 and CSL Australia
Pty. Ltd. v. Britannia Bulkers PLC23 both involved ex parte Rule B maritime attachments by
foreign creditors that caught funds of foreign debtors passing electronically through New York
banks. In both cases, the courts granted comity to Danish bankruptcy proceedings where the
18

Id. at 677.
Id. at 681.
20
Id. at 687-689.
21
In re Hellas Telecommunications (Luxembourg) II SCA, 524 B.R. 488 (Bankr. S.D.N.Y. 2015) (Hellas), citing
Parmalat Capital Fin. Ltd. v. Bank of Am. Corp., 639 F.3d 572, 579 (2d Cir.2011).
22
404 B.R. 726 (Bankr. S.D.N.Y. 2009)
23
2009 U.S. Dist. LEXIS 81173 (S.D.N.Y. Sept. 8, 2009) .
19
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attachments would be dissolved as a matter of law. The Atlas court recounted the history of
avoiding attachments under section 304 based on comity to the foreign law and foreign
proceeding:
There is little doubt that under § 304 and the Second Circuit's decision in Cunard and its
progeny, the Rule B attachments would be dissolved as a result of the Court exercising its
discretion and granting comity to the Danish proceedings. Section 304 specifically
permitted a court to order turnover of the foreign debtor's property, provided that such
turnover was consistent with principles of comity. 11 U.S.C. §§ 304(b)(2), 304(c); see
generally Altos Hornos, 412 F.3d at 425; Koreag, 961 F.2d at 349. The Second Circuit's
decision in Cunard also supports a finding that such turnover would in fact comport with
principles of comity. In Cunard, Salen, a Swedish company, filed a bankruptcy
proceeding in Sweden. About two weeks later, Cunard obtained a Rule B attachment
against Salen's bank accounts in New York in support of a London arbitration pursuant to
the terms of a maritime charter. Salen thereafter filed a motion seeking to dissolve the
Rule B attachment. Judge Sweet granted Salen's motion on the grounds that comity with
the Swedish courts dictated that result. Cunard S.S. Co. Ltd v. Salen Reefer Servs. AB, 49
B.R. 614, 618 (S.D.N.Y. 1985). The Second Circuit affirmed the decision. (internal
footnotes omitted)
In Atlas, seven attachments were levied after the Danish bankruptcy began while two
preceded it. The court found that unrebutted evidence of Danish law demonstrated that
attachments could not be made after the commencement of the Danish proceedings and that prebankruptcy attachments lapsed upon commencement of the bankruptcy.24 The question, then,
was whether anything in chapter 15 required a result different than that under section 304. The
court noted that principles of comity remained pervasive throughout chapter 15 and that those
principles informed the operative sections that permit entrustment of the attached assets to the
foreign representatives:
Whatever the outer bounds of discretionary relief chapter 15 allows, this case does not
push the boundaries. The relief sought by the foreign representative is expressly provided
for in §§ 1521(a)(5) and 1521(b). The Court need not venture into the area of “additional
assistance,” “consistent with principles of comity” under § 1507.25
Enforcement (Or Not) Of Avoidance Judgments In The UK
In the now notorious case of Rubin v. Eurofinance SA the UK Supreme Court poured
cold water on the international insolvency community when it refused to recognize judgments of
foreign courts in avoidance proceedings when the defendants were not physically present in the
foreign country and did not defend the cases; i.e. default judgments.26 The foreign courts
involved were the U.S. Bankruptcy Court for the Southern District of New York and the
Supreme Court of New South Wales, each of which entered default judgments avoiding,
24

Atlas, 404 B.R. 726, 736.
Id. at 741. Section 1521(a)(5) permits entrustment of the administration or realization of assets within the
territorial jurisdiction of the U.S. to the foreign representative while section 1521(b) permits entrustment of assets to
the foreign representative for purposes of distribution. In either case, the interests of creditors must be sufficiently
protected.
26
Rubin v. Eurofinance, [2012] UKSC 46, [2013] 1 A.C. 236.
25
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respectively, fraudulent and preferential transfers.27 Using the U.S. litigation for illustration, the
defendant Eurofinance had appeared in the chapter 11 case from which the avoidance proceeding
emanated, was served personally with the complaint but did not appear and defend in the
adversary proceeding. The chapter 11 proceeding was granted recognition under the UK
equivalent of chapter 1528 but the Chancery Court refused to enter an order enforcing the
judgment for avoidance and recovery of the fraudulent transfer. The Court of Appeal reversed
and ordered enforcement of the judgment but the Supreme Court reversed again.
The court, in a decision criticized for an abundance of reasons, began with a recitation of
English principles for recognition of foreign judgments.29 Under the so-called Dicey rule, taken
from a treatise on the conflict of laws first released in 1886, a foreign court is recognized as
having jurisdiction over a defendant only if the defendant was present in the foreign country
when the case began or if the defendant agreed prior to the commencement of the case to submit
to the jurisdiction of the foreign court.30 The UK Supreme Court considered and rejected
whether a special rule existed for recognition of in personam judgments in insolvency
proceedings and criticized prior precedent that might have supported such special treatment.31
The court also rejected arguments that the judgments could be enforced through application of
the Cross-Border Insolvency Regulations, the UK version of the UNCITRAL Model Law.
Instead, it adhered to Dicey’s rule, the traditional English law of judgment recognition. The
decision is seen as a setback to a universal approach to insolvency proceedings with broader
implications than just shrinking the recovery potential of foreign insolvency estates.
Avoidance in Chapter 15 – The Hellas Cases
The UK liquidators in Hellas have been assiduously probing for cracks in the antiavoidance armor of section 1521(a)(7).32 Beginning in June 2005, through complicated
transactions detailed in the liquidators’ complaint, certain funds (“Sponsors”) affiliated with TPG
Capital and Apax Partners acquired a Greek telecommunications services provider through an
SPV in a leveraged transaction. The SPV ultimately became a subsidiary of a Hellas entity, as
did a later-acquired business unit of a Greek mobile network operator. A year and a half later, in
December 2006, a multi-step financing transaction generated €1.57 billion that enabled the
payment of debt, transaction costs and, most significantly, redemption of €973.7 million in
equity securities owned by the Sponsors.33 The heavily leveraged Hellas enterprise was sold in

27

Id. at 249.
Cross-Border Insolvency Regulations 2006.
29
For a discussion of the negative implications of Rubin and Singularis (Note 5, supra), see Adrian Walters, Giving
Effect to Foreign Restructuring Plans in Anglo-US Private International Law, (2015) Nottingham Insolvency and
Business Law –Journal, 375. My thanks to Professor Walters for his comments on my drafts of this paper.
30
Id. at 250-251.
31
Id. at 272-278. (“It follows that, in my judgment, Cambridge Gas [2007] 1 AC 508 was wrongly decided.”
Cambridge Gas upheld the recognition by the court in the Isle of Man of the confirmation of a chapter 11 plan that
dealt, in part, with stock owned by a subsidiary of the debtor even though the subsidiary was not present in the U.S.
and had not submitted to jurisdiction).
32
Hellas, supra, 524 B.R. 488 (Bankr. S.D.N.Y. 2015); In re Hellas Telecommunications (Luxembourg) II SCA,
526 B.R. 499 (Bankr. S.D.N.Y. 2015) (Hellas Reargument)
33
Id. at 497-499. TPG and Apax allegedly controlled the Sponsors, which owned Hellas,
28

7
ACTIVE/82659574.1

Page 936

February 2007, raised €500 million from Apax in June 2008 and indirectly paid TPG and Apax
consulting fees of €1.22 million.34
The complaint names as defendants TPG, Apax, the Sponsors and affiliated individuals
(and an unnamed class of transferees) and alleges that the redemptions comprised actual and
constructive fraudulent transfers under the New York Debtor and Creditor Law (“NYDCL”),
even though all of the initial transfers were made outside of the U.S. The liquidators also seek to
recover the consulting fees through an unjust enrichment claim.35 Judge Martin Glenn required
nearly 50 pages to carefully address the numerous issues implicated by the Hellas litigation.
The following summary of his conclusions just touches on his comprehensive analysis and
generally omits internal citations.
1. Can the plaintiffs obtain personal jurisdiction in the New York bankruptcy court over the
foreign-based defendants?
Constitutional due process requirements must be met for defendants to be subject to
personal jurisdiction (certain minimum contacts with the forum and exercise of jurisdiction is
reasonable in the circumstances ).36 General jurisdiction exists if an individual defendant is
domiciled in the forum or if a corporation has its principal place of business in the forum
territory or has “continuous and systematic” affiliation with the forum.37 Since the bankruptcy
court has federal jurisdiction and nationwide service of process, nationwide contacts (as opposed
to contacts specifically with New York) satisfy due process requirements.38 The court found that
it had general jurisdiction over most defendants, with the exception of a TPG London entity and
certain Apax entities, which had no U.S. domicile, place of incorporation or principal place of
business.39
Specific (as opposed to general) jurisdiction exists if the defendant’s suit-related conduct
in the forum caused the plaintiff’s injury. In Hellas, that conduct occurred overseas and did not
expose the non-U.S. defendants to specific personal jurisdiction.40 Consequently, the court
dismissed the claims against all non-U.S. defendants. This left the question of the
reasonableness of exercising jurisdiction over the U.S. defendants who were subject to general
jurisdiction. The court applied a five-factor test derived from Supreme Court precedent and
found that exercise of jurisdiction would be reasonable.41
34

Id. At 498.
Id. At 496.
36
Id. at 504.
37
Id. at 505.
38
Id.
39
Id. at 507.
40
Id. 510-512. See also In re Arcapita Bank B.S.C., 529 B.R. 57 (Bankr. S.D.N.Y. 2015) (no general jurisdiction
over two Bahraini entities who maintained no U.S. offices or staff; correspondent bank accounts maintained by one
defendant and parent of the second defendant not sufficient to confer specific jurisdiction when use of the accounts
was not integral to the allegations of the complaint); cf. Picard v. Cohmad Sec. Corp. (In re BLMIS), 418 B.R. 75
(Bankr.S.D.N.Y. 2009) and Picard v. Chais (In re Bernard L. Madoff Inv. Sec. LLC), 440 B.R. 274 (Bankr.
S.D.N.Y. 2010) (“defendants who profited by their maintenance of BLMIS accounts and receipt of transfers
subjected themselves to personal jurisdiction of this Court with regard to the Trustee's claims arising from such
transfers.”).
41
Id. at 512. “The Court must take into account five factors in this inquiry: (1) the burden that the exercise of
jurisdiction will impose on the defendant; (2) the interests of the forum state in adjudicating the case; (3) the
35
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2. Does the bankruptcy court have subject matter jurisdiction over the avoidance and common
law claims?
Taking a page from the district court Fairfield Sentry decision, supra, the defendants
asserted that the bankruptcy court lacked “core subject matter jurisdiction…” 42 The plaintiffs
countered that “the Defendants conflate the concepts of ‘subject matter jurisdiction’ and ‘core
proceedings’” and “ that the U.S.Code's division of proceedings into ‘core’ and ‘non-core’ has
nothing to do with subject matter jurisdiction, but instead ‘allocates the authority to enter final
judgment between the bankruptcy court and the district court.’”43 The court agreed and
concluded that it had “related to” subject matter jurisdiction over this adversary proceeding
under 28 U.S.C. § 1334(b) [under the Second Circuit standard that] “the outcome of a proceeding
might have any ‘conceivable effect’ on the bankrupt estate, or whether the proceeding has a
‘significant connection’ with the bankrupt estate.”44
Further, “…in the context of a case under former Bankruptcy Code section 304—the precursor to
chapter 15—the Second Circuit noted that “[t]he fact that a § 304 proceeding, by definition,
involves a bankruptcy estate located abroad does not short circuit the ‘related to’ analysis.”
Parmalat Capital Fin. Ltd. v. Bank of Am. Corp., 639 F.3d 572, 579 (2d Cir.2011).45
3. Should New York law apply to the transfers and, if so, does the NYDCL have extraterritorial
effect?
A bankruptcy court applies the choice of law rules of the forum state – here, New York when no significant federal policy requires the application of a federal conflicts rule.46 The first
step under the New York choice of law rules is to determine if there is an actual conflict
(different substantive rules having a significant possible effect on outcome) among the laws that
could apply: New York, U.K., Luxembourg.47 The parties agreed that there were no actual
conflicts concerning the actual fraudulent transfer and unjust enrichment counts (Counts I and
III) but there were differences concerning the constructive fraudulent conveyance claim (Count
II); i.e. UK and Luxembourg law require some proof of intent and not just proof of a lack of fair
consideration.48
When an actual conflict exists, the court must discern which jurisdiction has the greatest
interest in the litigation.49 While the relevant conduct occurred more substantially in

plaintiff's interest in obtaining convenient and effective relief; (4) the interstate judicial system's interest in obtaining
the most efficient resolution of the controversy; and (5) the shared interest of the states in furthering substantive
social policies.” Schutte Bagclosures Inc. v. Kwik Lok Corp., No. 12 Civ. 5541(JGK), 48 F.Supp.3d 675, *687,
(S.D.N.Y. 2014)
42
Hellas at 513-514.
43
Id.
44
Id. at 515.
45
Id.
46
Id. at 516.
47
Id.
48
Id. at 518.
49
Id. at 519. No discussion of choice of avoidance law would be complete without a reference to the Second
Circuit’s Maxwell decision. In parallel reorganization proceedings in the U.S. and UK, the court applied a “relative
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Luxembourg than in the UK, the effects of the EU Insolvency Regulation might have required
application of UK law. No matter, since “[t]he Court concludes that either Luxembourg or U.K.
law applies to Count II, not New York law. The Plaintiffs only pleaded Count II under New
York law in their Complaint. Count II of the Complaint is therefore DISMISSED.”
While the court initially raised the question of whether the NYDCL had extraterritorial
effect, it ultimately did not reach the question since it dismissed the two relevant counts on other
grounds.50 Following dismissal of the claims to avoid actual fraudulent transfers, the plaintiffs
sought to amend their complaint to plead these claims under English, or in the alternative,
Luxembourgish law.51 As of the writing of this paper (mid-July, 2015), the Motion for Leave to
Amend has not been heard.
The extraterritorial application of U.S. avoidance law looms large in the Madoff cases
where the District Court withdrew the reference in a number of cases to determine the issue on a
consolidated basis. 52 The Madoff trustee sought to use section 550(a)(2) of the Bankruptcy
Code to recover funds from customers of foreign feeder funds which pooled investments of nonU.S. customers, invested those funds with Madoff, made withdrawals and transferred the
withdrawn funds “to their foreign customers and other foreign transferees.”53 While the chain of
transfers originated in New York, they could not be recovered through domestic application of
section 550(a)(2) and, consequently, “the Court concludes that the subsequent transfers that the
Trustee seeks to recover here are foreign transfers and thus would require an extraterritorial
application of section 550(a).”54
Since there is a presumption against the extraterritorial application of U.S. statutes, the
court must determine “whether such an extraterritorial application was intended by Congress.
The Supreme Court has explained that “ ‘unless there is the affirmative intention of the Congress
clearly expressed’ to give a statute extraterritorial effect, ‘we must presume it is primarily
concerned with domestic conditions.’ Morrison, 130 S.Ct. at 2877 (quoting Aramco, 499 U.S. at
248, 111 S.Ct. 1227).”55 After noting the analogous precedent of the District Court Maxwell
decision holding that section 547 (preferences) does not apply extraterritorially, the court
concluded that “section 550(a) does not apply extraterritorially to allow for the recovery of
subsequent transfers received abroad by a foreign transferee from a foreign transferor.”56
The extraterritoriality issue remains active in the Madoff case. First, since the District
Court’s ruling was interlocutory, there has been no appeal. Second, the trustee asserts in several

interests” test to defer to English avoidance proceedings on principles of international comity. In re Maxwell
Communications Corporation plc, 93 F.3d 1036 (2d Cir.1996).
50
Id. at 517 ( “As explained below, the Court concludes that the NYDCL actual fraudulent conveyance claim must
be dismissed for lack of standing, making it further unnecessary to reach the issue of the extraterritorial effect of the
statute.”).
51
Motion for Leave to Amend the Complaint, In re Hellas Telecommunications (Luxembourg) II SCA (Hosking v.
TPG Capital Management, et al), Case no. 12-1031, Adv. Proc. No. 14-01848 (Bankr. S.D.N.Y. Mar. 19, 2015).
52
Sec. Investor Prot. Corp. v. Bernard L. Madoff Inv. Sec. LLC, 513 B.R. 222 (S.D.N.Y. 2014).
53
Id. at 227.
54
Id. at 228.
55
Id. See Morrison v. Nat'l Australia Bank Ltd., 561 U.S. 247, 130 S.Ct. 2869, 2877, 177 L.Ed.2d 535 (2010).
56
Id. at 232. See In re Maxwell Communication Corp. (“Maxwell I”), 186 B.R. 807, 816 (S.D.N.Y.1995).
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pending cases that the relevant transfers were “domestic” and no extraterritorial application of
section 550(a)(2) is required.57
4. Do the Liquidators have standing to bring claims for avoidance of constructive fraudulent
transfers under state law?
Section 1521(a)(7) prevents the liquidators from using section 544 to grant them standing
to deploy the NYDCL, raising the issue of whether they have such standing on any other basis.58
This devolves to a question of whether they have such authority as liquidators under UK law:
“The Plaintiffs' standing, then, turns on whether U.K. law vests the Plaintiffs, as liquidators, with
the authority to assert causes of action on behalf of the Debtor's creditors.”59 While the
respective experts of the plaintiffs and defendants disagreed on the point, the court dismissed
Count I, the claim under the NYDCL to avoid transfers with actual intent to hinder, delay or
defraud creditors: “Based on the parties' arguments and the expert declarations, the Court
concludes that U.K. law does not vest a liquidator with standing to assert claims on behalf of
creditors broadly, despite there being clear authority vested in a liquidator to assert claims on
behalf of the insolvent company.”60
5. Do the Wagoner and in pari delicto doctrines eliminate standing to bring enrichment claims
when the debtor was complicit in the alleged wrongdoing?
The U.S. Apax and TPG defendants, over which the court had personal jurisdiction,
sought to dismiss the unjust enrichment claim against them on standing and other grounds.61 The
lack of standing argument was premised on in pari delicto grounds and the Second Circuit's
Wagoner rule, which provides that “when a bankrupt corporation has joined with a third party in
defrauding its creditors, the trustee cannot recover against the third party for the damage to the
creditors.”62 Like the Wagoner rule, “[t]he doctrine of in pari delicto is a well-established
principle of New York law based on the notion that ‘one wrongdoer may not recover against

57

See, e.g., Picard v. Bureau of Labor Insurance, No. 11-ap-02732 (Bankr.S.D.N.Y.), Picard v. HSBC Bank plc, et
al., No. 09-1364 (Bankr.S.D.N.Y.). See also Kismet Acquisition LLC v. Diaz-Barba (In re Icenhower), 757 F.3d
1044 (9th Cir. 2014) (section 549 invoked with respect to assets that court found were property of the estate and
“Congress intended extraterritorial application of the Bankruptcy Code as it applies to property of the estate.”)
58
Id. at 521 (“It is well settled that in order to set aside a fraudulent conveyance [under NYDCL section 276], one
must be a creditor of the transferor; those who are not injured by the transfer lack standing to challenge it.” Eberhard
v. Marcu, 530 F.3d 122, 131–35 (2d Cir.2008) (concluding that the history and plain language of NYDCL section
276 dictate that creditors have standing to assert an actual fraudulent conveyance claim under New York law).
Standing to assert a NYDCL actual fraudulent conveyance claim, however, is not necessarily limited to creditors
only—other plaintiffs vested with the authority to assert claims on behalf of creditors, for example, have standing.”)
59
Id. at 523-524.
60
Id. at 526. The District Court in Barnet v. Drawbridge Special Opportunities Fund LP, 2104 WL 4393320
(S.D.N.Y. 2014) dismissed similar NYDCL claims for the same lack of standing. However, it let stand claims for
aiding and abetting breach of fiduciary duty, unjust enrichment and tortious interference with contractual relations.
The same chapter 15 case, In re Octaviar Admin. Pty Ltd., No. 12 13443 (Bankr. S.D.N.Y.) brought us the Second
Circuit ruling that section 109(a) applies to chapter 15 petitions. In re Katherine Elizabeth Barnet, 737 F. 3d 238 (2d
Cir. 2013).
61
Id. at 529
62
Id. at 531; Shearson Lehman Hutton, Inc. v. Wagoner, 944 F.2d 114, 117 (2d Cir.1991).
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another.’”63 Because the defendants allegedly dominated and controlled the management of
Hellas and exercised that control to accomplish the challenged transactions, they arguably fell
within an exception to the Wagoner/in pari delicto defense that excludes fiduciaries who are
insiders or in some other way control the corporation.64 The court declined to dismiss the unjust
enrichment account because the Wagoner/in pari delicto defense “raises factual issues that
cannot be resolved on a motion to dismiss.”65
6. Does Section 546(e) preempt the unjust enrichment claim?
The defendants moved for reargument of the Motion to Dismiss, asserting that the initial
Hellas decision did not address their argument that section 546(e) bars the unjust enrichment
claim.66 The court granted the motion and acknowledged that several decisions held that section
546(e) preempted unjust enrichment claims; in those cases “the allegations underlying the
plaintiffs' unjust enrichment claim were substantially identical to the allegations underpinning
the plaintiffs' constructive fraudulent transfer claims.”67 Because the allegations underlying the
unjust enrichment claim in Hellas were similar to allegations of an actual fraudulent transfer,
they were not protected by section 546(e) which carves out intentional fraud.68
The court also ruled that dismissal of the unjust enrichment claim would be inappropriate
because it is unclear whether section 546(e) applies extraterritorially. While the court did “not
decide now whether section 546(e) applies extraterritorially to the transfers underlying the
Plaintiffs' unjust enrichment claim, it seems doubtful that Congress intended section 546(e) to
apply to these predominantly foreign transfers.”69 Finally, dismissal would be premature due to
outstanding issues as to whether U.S., UK or Luxembourg law should apply to the unjust
enrichment claim and, if so, whether the foreign laws had applicable safe harbor provisions.70

63

Id.
Id. at 534.
65
Id.
66
Hellas Reargument at 503. Section 546(e) provides: “(e) Notwithstanding sections 544, 545, 547, 548 (a)(1)(B),
and 548 (b) of this title, the trustee may not avoid a transfer that is a… settlement payment, as defined in section 101
or 741 of this title, made by or to (or for the benefit of) a … financial institution that is made before the
commencement of the case, except under section 548 (a)(1)(A) of this title.”
67
Id. at 509.
68
Id. at 510, discussing Official Comm. of Unsecured Creditors of Lehman Bros. Holdings Inc. v. JPMorgan Chase
Bank, N.A. (In re Lehman Bros. Holdings Inc.), 469 B.R. 415 (Bankr.S.D.N.Y.2012).
69
Id. at 514.
70
Id. at 514-515.
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REGULATION (EU) 2015/848 OF THE EUROPEAN PARLIAMENT AND OF THE COUNCIL
of 20 May 2015
on insolvency proceedings
(recast)
THE EUROPEAN PARLIAMENT AND THE COUNCIL OF THE EUROPEAN UNION,

Having regard to the Treaty on the Functioning of the European Union, and in particular Article 81 thereof,
Having regard to the proposal from the European Commission,
After transmission of the draft legislative act to the national parliaments,
Having regard to the opinion of the European Economic and Social Committee (1),
Acting in accordance with the ordinary legislative procedure (2),
Whereas:
(1)

On 12 December 2012, the Commission adopted a report on the application of Council Regulation (EC)
No 1346/2000 (3). The report concluded that the Regulation is functioning well in general but that it would be
desirable to improve the application of certain of its provisions in order to enhance the effective administration
of cross-border insolvency proceedings. Since that Regulation has been amended several times and further
amendments are to be made, it should be recast in the interest of clarity.

(2)

The Union has set the objective of establishing an area of freedom, security and justice.

(3)

The proper functioning of the internal market requires that cross-border insolvency proceedings should operate
efficiently and effectively. This Regulation needs to be adopted in order to achieve that objective, which falls
within the scope of judicial cooperation in civil matters within the meaning of Article 81 of the Treaty.

(4)

The activities of undertakings have more and more cross-border effects and are therefore increasingly being
regulated by Union law. The insolvency of such undertakings also affects the proper functioning of the internal
market, and there is a need for a Union act requiring coordination of the measures to be taken regarding an
insolvent debtor's assets.

(5)

It is necessary for the proper functioning of the internal market to avoid incentives for parties to transfer assets
or judicial proceedings from one Member State to another, seeking to obtain a more favourable legal position to
the detriment of the general body of creditors (forum shopping).

(6)

This Regulation should include provisions governing jurisdiction for opening insolvency proceedings and actions
which are directly derived from insolvency proceedings and are closely linked with them. This Regulation should
also contain provisions regarding the recognition and enforcement of judgments issued in such proceedings, and
provisions regarding the law applicable to insolvency proceedings. In addition, this Regulation should lay down
rules on the coordination of insolvency proceedings which relate to the same debtor or to several members of
the same group of companies.

(7)

Bankruptcy, proceedings relating to the winding-up of insolvent companies or other legal persons, judicial
arrangements, compositions and analogous proceedings and actions related to such proceedings are excluded
from the scope of Regulation (EU) No 1215/2012 of the European Parliament and of the Council (4). Those
proceedings should be covered by this Regulation. The interpretation of this Regulation should as much as
possible avoid regulatory loopholes between the two instruments. However, the mere fact that a national
procedure is not listed in Annex A to this Regulation should not imply that it is covered by Regulation (EU)
No 1215/2012.

(1) OJ C 271, 19.9.2013, p. 55.
(2) Position of the European Parliament of 5 February 2014 (not yet published in the Official Journal) and position of the Council at first
reading of 12 March 2015 (not yet published in the Official Journal). Position of the European Parliament of 20 May 2015 (not yet
published in the Official Journal).
(3) Council Regulation (EC) No 1346/2000 of 29 May 2000 on insolvency proceedings (OJ L 160, 30.6.2000, p. 1).
(4) Regulation (EU) No 1215/2012 of the European Parliament and of the Council of 12 December 2012 on jurisdiction and the
recognition and enforcement of judgments in civil and commercial matters (OJ L 351, 20.12.2012, p. 1).
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(8)

In order to achieve the aim of improving the efficiency and effectiveness of insolvency proceedings having crossborder effects, it is necessary, and appropriate, that the provisions on jurisdiction, recognition and applicable law
in this area should be contained in a Union measure which is binding and directly applicable in Member States.

(9)

This Regulation should apply to insolvency proceedings which meet the conditions set out in it, irrespective of
whether the debtor is a natural person or a legal person, a trader or an individual. Those insolvency proceedings
are listed exhaustively in Annex A. In respect of the national procedures contained in Annex A, this Regulation
should apply without any further examination by the courts of another Member State as to whether the
conditions set out in this Regulation are met. National insolvency procedures not listed in Annex A should not
be covered by this Regulation.

(10)

The scope of this Regulation should extend to proceedings which promote the rescue of economically viable but
distressed businesses and which give a second chance to entrepreneurs. It should, in particular, extend to
proceedings which provide for restructuring of a debtor at a stage where there is only a likelihood of insolvency,
and to proceedings which leave the debtor fully or partially in control of its assets and affairs. It should also
extend to proceedings providing for a debt discharge or a debt adjustment in relation to consumers and selfemployed persons, for example by reducing the amount to be paid by the debtor or by extending the payment
period granted to the debtor. Since such proceedings do not necessarily entail the appointment of an insolvency
practitioner, they should be covered by this Regulation if they take place under the control or supervision of a
court. In this context, the term ‘control’ should include situations where the court only intervenes on appeal by a
creditor or other interested parties.

(11)

This Regulation should also apply to procedures which grant a temporary stay on enforcement actions brought
by individual creditors where such actions could adversely affect negotiations and hamper the prospects of a
restructuring of the debtor's business. Such procedures should not be detrimental to the general body of creditors
and, if no agreement on a restructuring plan can be reached, should be preliminary to other procedures covered
by this Regulation.

(12)

This Regulation should apply to proceedings the opening of which is subject to publicity in order to allow
creditors to become aware of the proceedings and to lodge their claims, thereby ensuring the collective nature of
the proceedings, and in order to give creditors the opportunity to challenge the jurisdiction of the court which
has opened the proceedings.

(13)

Accordingly, insolvency proceedings which are confidential should be excluded from the scope of this Regulation.
While such proceedings may play an important role in some Member States, their confidential nature makes it
impossible for a creditor or a court located in another Member State to know that such proceedings have been
opened, thereby making it difficult to provide for the recognition of their effects throughout the Union.

(14)

The collective proceedings which are covered by this Regulation should include all or a significant part of the
creditors to whom a debtor owes all or a substantial proportion of the debtor's outstanding debts provided that
the claims of those creditors who are not involved in such proceedings remain unaffected. Proceedings which
involve only the financial creditors of a debtor should also be covered. Proceedings which do not include all the
creditors of a debtor should be proceedings aimed at rescuing the debtor. Proceedings that lead to a definitive
cessation of the debtor's activities or the liquidation of the debtor's assets should include all the debtor's creditors.
Moreover, the fact that some insolvency proceedings for natural persons exclude specific categories of claims,
such as maintenance claims, from the possibility of a debt-discharge should not mean that such proceedings are
not collective.

(15)

This Regulation should also apply to proceedings that, under the law of some Member States, are opened and
conducted for a certain period of time on an interim or provisional basis before a court issues an order
confirming the continuation of the proceedings on a non-interim basis. Although labelled as ‘interim’, such
proceedings should meet all other requirements of this Regulation.

(16)

This Regulation should apply to proceedings which are based on laws relating to insolvency. However,
proceedings that are based on general company law not designed exclusively for insolvency situations should not
be considered to be based on laws relating to insolvency. Similarly, the purpose of adjustment of debt should not
include specific proceedings in which debts of a natural person of very low income and very low asset value are
written off, provided that this type of proceedings never makes provision for payment to creditors.
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(17)

This Regulation's scope should extend to proceedings which are triggered by situations in which the debtor faces
non-financial difficulties, provided that such difficulties give rise to a real and serious threat to the debtor's actual
or future ability to pay its debts as they fall due. The time frame relevant for the determination of such threat
may extend to a period of several months or even longer in order to account for cases in which the debtor is
faced with non-financial difficulties threatening the status of its business as a going concern and, in the medium
term, its liquidity. This may be the case, for example, where the debtor has lost a contract which is of key
importance to it.

(18)

This Regulation should be without prejudice to the rules on the recovery of State aid from insolvent companies
as interpreted by the case-law of the Court of Justice of the European Union.

(19)

Insolvency proceedings concerning insurance undertakings, credit institutions, investment firms and other firms,
institutions or undertakings covered by Directive 2001/24/EC of the European Parliament and of the Council (1)
and collective investment undertakings should be excluded from the scope of this Regulation, as they are all
subject to special arrangements and the national supervisory authorities have wide-ranging powers of
intervention.

(20)

Insolvency proceedings do not necessarily involve the intervention of a judicial authority. Therefore, the term
‘court’ in this Regulation should, in certain provisions, be given a broad meaning and include a person or body
empowered by national law to open insolvency proceedings. In order for this Regulation to apply, proceedings
(comprising acts and formalities set down in law) should not only have to comply with the provisions of this
Regulation, but they should also be officially recognised and legally effective in the Member State in which the
insolvency proceedings are opened.

(21)

Insolvency practitioners are defined in this Regulation and listed in Annex B. Insolvency practitioners who are
appointed without the involvement of a judicial body should, under national law, be appropriately regulated and
authorised to act in insolvency proceedings. The national regulatory framework should provide for proper
arrangements to deal with potential conflicts of interest.

(22)

This Regulation acknowledges the fact that as a result of widely differing substantive laws it is not practical to
introduce insolvency proceedings with universal scope throughout the Union. The application without exception
of the law of the State of the opening of proceedings would, against this background, frequently lead to
difficulties. This applies, for example, to the widely differing national laws on security interests to be found in the
Member States. Furthermore, the preferential rights enjoyed by some creditors in insolvency proceedings are, in
some cases, completely different. At the next review of this Regulation, it will be necessary to identify further
measures in order to improve the preferential rights of employees at European level. This Regulation should take
account of such differing national laws in two different ways. On the one hand, provision should be made for
special rules on the applicable law in the case of particularly significant rights and legal relationships (e.g. rights
in rem and contracts of employment). On the other hand, national proceedings covering only assets situated in
the State of the opening of proceedings should also be allowed alongside main insolvency proceedings with
universal scope.

(23)

This Regulation enables the main insolvency proceedings to be opened in the Member State where the debtor has
the centre of its main interests. Those proceedings have universal scope and are aimed at encompassing all the
debtor's assets. To protect the diversity of interests, this Regulation permits secondary insolvency proceedings to
be opened to run in parallel with the main insolvency proceedings. Secondary insolvency proceedings may be
opened in the Member State where the debtor has an establishment. The effects of secondary insolvency
proceedings are limited to the assets located in that State. Mandatory rules of coordination with the main
insolvency proceedings satisfy the need for unity in the Union.

(24)

Where main insolvency proceedings concerning a legal person or company have been opened in a Member State
other than that of its registered office, it should be possible to open secondary insolvency proceedings in the
Member State of the registered office, provided that the debtor is carrying out an economic activity with human
means and assets in that State, in accordance with the case-law of the Court of Justice of the European Union.

(25)

This Regulation applies only to proceedings in respect of a debtor whose centre of main interests is located in the
Union.

(1) Directive 2001/24/EC of the European Parliament and of the Council of 4 April 2001 on the reorganisation and winding-up of credit
institutions (OJ L 125, 5.5.2001, p. 15).
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(26)

The rules of jurisdiction set out in this Regulation establish only international jurisdiction, that is to say, they
designate the Member State the courts of which may open insolvency proceedings. Territorial jurisdiction within
that Member State should be established by the national law of the Member State concerned.

(27)

Before opening insolvency proceedings, the competent court should examine of its own motion whether the
centre of the debtor's main interests or the debtor's establishment is actually located within its jurisdiction.

(28)

When determining whether the centre of the debtor's main interests is ascertainable by third parties, special
consideration should be given to the creditors and to their perception as to where a debtor conducts the adminis
tration of its interests. This may require, in the event of a shift of centre of main interests, informing creditors of
the new location from which the debtor is carrying out its activities in due course, for example by drawing
attention to the change of address in commercial correspondence, or by making the new location public through
other appropriate means.

(29)

This Regulation should contain a number of safeguards aimed at preventing fraudulent or abusive forum
shopping.

(30)

Accordingly, the presumptions that the registered office, the principal place of business and the habitual residence
are the centre of main interests should be rebuttable, and the relevant court of a Member State should carefully
assess whether the centre of the debtor's main interests is genuinely located in that Member State. In the case of a
company, it should be possible to rebut this presumption where the company's central administration is located
in a Member State other than that of its registered office, and where a comprehensive assessment of all the
relevant factors establishes, in a manner that is ascertainable by third parties, that the company's actual centre of
management and supervision and of the management of its interests is located in that other Member State. In the
case of an individual not exercising an independent business or professional activity, it should be possible to
rebut this presumption, for example where the major part of the debtor's assets is located outside the Member
State of the debtor's habitual residence, or where it can be established that the principal reason for moving was
to file for insolvency proceedings in the new jurisdiction and where such filing would materially impair the
interests of creditors whose dealings with the debtor took place prior to the relocation.

(31)

With the same objective of preventing fraudulent or abusive forum shopping, the presumption that the centre of
main interests is at the place of the registered office, at the individual's principal place of business or at the
individual's habitual residence should not apply where, respectively, in the case of a company, legal person or
individual exercising an independent business or professional activity, the debtor has relocated its registered office
or principal place of business to another Member State within the 3-month period prior to the request for
opening insolvency proceedings, or, in the case of an individual not exercising an independent business or
professional activity, the debtor has relocated his habitual residence to another Member State within the 6-month
period prior to the request for opening insolvency proceedings.

(32)

In all cases, where the circumstances of the matter give rise to doubts about the court's jurisdiction, the court
should require the debtor to submit additional evidence to support its assertions and, where the law applicable to
the insolvency proceedings so allows, give the debtor's creditors the opportunity to present their views on the
question of jurisdiction.

(33)

In the event that the court seised of the request to open insolvency proceedings finds that the centre of main
interests is not located on its territory, it should not open main insolvency proceedings.

(34)

In addition, any creditor of the debtor should have an effective remedy against the decision to open insolvency
proceedings. The consequences of any challenge to the decision to open insolvency proceedings should be
governed by national law.

(35)

The courts of the Member State within the territory of which insolvency proceedings have been opened should
also have jurisdiction for actions which derive directly from the insolvency proceedings and are closely linked
with them. Such actions should include avoidance actions against defendants in other Member States and actions
concerning obligations that arise in the course of the insolvency proceedings, such as advance payment for costs
of the proceedings. In contrast, actions for the performance of the obligations under a contract concluded by the
debtor prior to the opening of proceedings do not derive directly from the proceedings. Where such an action is
related to another action based on general civil and commercial law, the insolvency practitioner should be able to
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bring both actions in the courts of the defendant's domicile if he considers it more efficient to bring the action in
that forum. This could, for example, be the case where the insolvency practitioner wishes to combine an action
for director's liability on the basis of insolvency law with an action based on company law or general tort law.

(36)

The court having jurisdiction to open the main insolvency proceedings should be able to order provisional and
protective measures as from the time of the request to open proceedings. Preservation measures both prior to
and after the commencement of the insolvency proceedings are important to guarantee the effectiveness of the
insolvency proceedings. In that connection, this Regulation should provide for various possibilities. On the one
hand, the court competent for the main insolvency proceedings should also be able to order provisional and
protective measures covering assets situated in the territory of other Member States. On the other hand, an
insolvency practitioner temporarily appointed prior to the opening of the main insolvency proceedings should be
able, in the Member States in which an establishment belonging to the debtor is to be found, to apply for the
preservation measures which are possible under the law of those Member States.

(37)

Prior to the opening of the main insolvency proceedings, the right to request the opening of insolvency
proceedings in the Member State where the debtor has an establishment should be limited to local creditors and
public authorities, or to cases in which main insolvency proceedings cannot be opened under the law of the
Member State where the debtor has the centre of its main interests. The reason for this restriction is that cases in
which territorial insolvency proceedings are requested before the main insolvency proceedings are intended to be
limited to what is absolutely necessary.

(38)

Following the opening of the main insolvency proceedings, this Regulation does not restrict the right to request
the opening of insolvency proceedings in a Member State where the debtor has an establishment. The insolvency
practitioner in the main insolvency proceedings or any other person empowered under the national law of that
Member State may request the opening of secondary insolvency proceedings.

(39)

This Regulation should provide for rules to determine the location of the debtor's assets, which should apply
when determining which assets belong to the main or secondary insolvency proceedings, or to situations
involving third parties' rights in rem. In particular, this Regulation should provide that European patents with
unitary effect, a Community trade mark or any other similar rights, such as Community plant variety rights or
Community designs, should only be included in the main insolvency proceedings.

(40)

Secondary insolvency proceedings can serve different purposes, besides the protection of local interests. Cases
may arise in which the insolvency estate of the debtor is too complex to administer as a unit, or the differences
in the legal systems concerned are so great that difficulties may arise from the extension of effects deriving from
the law of the State of the opening of proceedings to the other Member States where the assets are located. For
that reason, the insolvency practitioner in the main insolvency proceedings may request the opening of
secondary insolvency proceedings where the efficient administration of the insolvency estate so requires.

(41)

Secondary
Therefore,
secondary
insolvency

(42)

First, this Regulation confers on the insolvency practitioner in main insolvency proceedings the possibility of
giving an undertaking to local creditors that they will be treated as if secondary insolvency proceedings had been
opened. That undertaking has to meet a number of conditions set out in this Regulation, in particular that it be
approved by a qualified majority of local creditors. Where such an undertaking has been given, the court seised
of a request to open secondary insolvency proceedings should be able to refuse that request if it is satisfied that
the undertaking adequately protects the general interests of local creditors. When assessing those interests, the
court should take into account the fact that the undertaking has been approved by a qualified majority of local
creditors.

(43)

For the purposes of giving an undertaking to local creditors, the assets and rights located in the Member State
where the debtor has an establishment should form a sub-category of the insolvency estate, and, when
distributing them or the proceeds resulting from their realisation, the insolvency practitioner in the main
insolvency proceedings should respect the priority rights that creditors would have had if secondary insolvency
proceedings had been opened in that Member State.

insolvency proceedings may also hamper the efficient administration of the insolvency estate.
this Regulation sets out two specific situations in which the court seised of a request to open
insolvency proceedings should be able, at the request of the insolvency practitioner in the main
proceedings, to postpone or refuse the opening of such proceedings.
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(44)

National law should be applicable, as appropriate, in relation to the approval of an undertaking. In particular,
where under national law the voting rules for adopting a restructuring plan require the prior approval of
creditors' claims, those claims should be deemed to be approved for the purpose of voting on the undertaking.
Where there are different procedures for the adoption of restructuring plans under national law, Member States
should designate the specific procedure which should be relevant in this context.

(45)

Second, this Regulation should provide for the possibility that the court temporarily stays the opening of
secondary insolvency proceedings, when a temporary stay of individual enforcement proceedings has been
granted in the main insolvency proceedings, in order to preserve the efficiency of the stay granted in the main
insolvency proceedings. The court should be able to grant the temporary stay if it is satisfied that suitable
measures are in place to protect the general interest of local creditors. In such a case, all creditors that could be
affected by the outcome of the negotiations on a restructuring plan should be informed of the negotiations and
be allowed to participate in them.

(46)

In order to ensure effective protection of local interests, the insolvency practitioner in the main insolvency
proceedings should not be able to realise or re-locate, in an abusive manner, assets situated in the Member State
where an establishment is located, in particular, with the purpose of frustrating the possibility that such interests
can be effectively satisfied if secondary insolvency proceedings are opened subsequently.

(47)

This Regulation should not prevent the courts of a Member State in which secondary insolvency proceedings
have been opened from sanctioning a debtor's directors for violation of their duties, provided that those courts
have jurisdiction to address such disputes under their national law.

(48)

Main insolvency proceedings and secondary insolvency proceedings can contribute to the efficient administration
of the debtor's insolvency estate or to the effective realisation of the total assets if there is proper cooperation
between the actors involved in all the concurrent proceedings. Proper cooperation implies the various insolvency
practitioners and the courts involved cooperating closely, in particular by exchanging a sufficient amount of
information. In order to ensure the dominant role of the main insolvency proceedings, the insolvency
practitioner in such proceedings should be given several possibilities for intervening in secondary insolvency
proceedings which are pending at the same time. In particular, the insolvency practitioner should be able to
propose a restructuring plan or composition or apply for a suspension of the realisation of the assets in the
secondary insolvency proceedings. When cooperating, insolvency practitioners and courts should take into
account best practices for cooperation in cross-border insolvency cases, as set out in principles and guidelines on
communication and cooperation adopted by European and international organisations active in the area of
insolvency law, and in particular the relevant guidelines prepared by the United Nations Commission on
International Trade Law (Uncitral).

(49)

In light of such cooperation, insolvency practitioners and courts should be able to enter into agreements and
protocols for the purpose of facilitating cross-border cooperation of multiple insolvency proceedings in different
Member States concerning the same debtor or members of the same group of companies, where this is
compatible with the rules applicable to each of the proceedings. Such agreements and protocols may vary in
form, in that they may be written or oral, and in scope, in that they may range from generic to specific, and may
be entered into by different parties. Simple generic agreements may emphasise the need for close cooperation
between the parties, without addressing specific issues, while more detailed, specific agreements may establish a
framework of principles to govern multiple insolvency proceedings and may be approved by the courts involved,
where the national law so requires. They may reflect an agreement between the parties to take, or to refrain from
taking, certain steps or actions.

(50)

Similarly, the courts of different Member States may cooperate by coordinating the appointment of insolvency
practitioners. In that context, they may appoint a single insolvency practitioner for several insolvency proceedings
concerning the same debtor or for different members of a group of companies, provided that this is compatible
with the rules applicable to each of the proceedings, in particular with any requirements concerning the qualifi
cation and licensing of the insolvency practitioner.

(51)

This Regulation should ensure the efficient administration of insolvency proceedings relating to different
companies forming part of a group of companies.
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(52)

Where insolvency proceedings have been opened for several companies of the same group, there should be
proper cooperation between the actors involved in those proceedings. The various insolvency practitioners and
the courts involved should therefore be under a similar obligation to cooperate and communicate with each other
as those involved in main and secondary insolvency proceedings relating to the same debtor. Cooperation
between the insolvency practitioners should not run counter to the interests of the creditors in each of the
proceedings, and such cooperation should be aimed at finding a solution that would leverage synergies across the
group.

(53)

The introduction of rules on the insolvency proceedings of groups of companies should not limit the possibility
for a court to open insolvency proceedings for several companies belonging to the same group in a single
jurisdiction if the court finds that the centre of main interests of those companies is located in a single Member
State. In such cases, the court should also be able to appoint, if appropriate, the same insolvency practitioner in
all proceedings concerned, provided that this is not incompatible with the rules applicable to them.

(54)

With a view to further improving the coordination of the insolvency proceedings of members of a group of
companies, and to allow for a coordinated restructuring of the group, this Regulation should introduce
procedural rules on the coordination of the insolvency proceedings of members of a group of companies. Such
coordination should strive to ensure the efficiency of the coordination, whilst at the same time respecting each
group member's separate legal personality.

(55)

An insolvency practitioner appointed in insolvency proceedings opened in relation to a member of a group of
companies should be able to request the opening of group coordination proceedings. However, where the law
applicable to the insolvency so requires, that insolvency practitioner should obtain the necessary authorisation
before making such a request. The request should specify the essential elements of the coordination, in particular
an outline of the coordination plan, a proposal as to whom should be appointed as coordinator and an outline of
the estimated costs of the coordination.

(56)

In order to ensure the voluntary nature of group coordination proceedings, the insolvency practitioners involved
should be able to object to their participation in the proceedings within a specified time period. In order to allow
the insolvency practitioners involved to take an informed decision on participation in the group coordination
proceedings, they should be informed at an early stage of the essential elements of the coordination. However,
any insolvency practitioner who initially objects to inclusion in the group coordination proceedings should be
able to subsequently request to participate in them. In such a case, the coordinator should take a decision on the
admissibility of the request. All insolvency practitioners, including the requesting insolvency practitioner, should
be informed of the coordinator's decision and should have the opportunity of challenging that decision before
the court which has opened the group coordination proceedings.

(57)

Group coordination proceedings should always strive to facilitate the effective administration of the insolvency
proceedings of the group members, and to have a generally positive impact for the creditors. This Regulation
should therefore ensure that the court with which a request for group coordination proceedings has been filed
makes an assessment of those criteria prior to opening group coordination proceedings.

(58)

The advantages of group coordination proceedings should not be outweighed by the costs of those proceedings.
Therefore, it is necessary to ensure that the costs of the coordination, and the share of those costs that each
group member will bear, are adequate, proportionate and reasonable, and are determined in accordance with the
national law of the Member State in which group coordination proceedings have been opened. The insolvency
practitioners involved should also have the possibility of controlling those costs from an early stage of the
proceedings. Where the national law so requires, controlling costs from an early stage of proceedings could
involve the insolvency practitioner seeking the approval of a court or creditors' committee.

(59)

Where the coordinator considers that the fulfilment of his or her tasks requires a significant increase in costs
compared to the initially estimated costs and, in any case, where the costs exceed 10 % of the estimated costs, the
coordinator should be authorised by the court which has opened the group coordination proceedings to exceed
such costs. Before taking its decision, the court which has opened the group coordination proceedings should
give the possibility to the participating insolvency practitioners to be heard before it in order to allow them to
communicate their observations on the appropriateness of the coordinator's request.
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(60)

For members of a group of companies which are not participating in group coordination proceedings, this
Regulation should also provide for an alternative mechanism to achieve a coordinated restructuring of the group.
An insolvency practitioner appointed in proceedings relating to a member of a group of companies should have
standing to request a stay of any measure related to the realisation of the assets in the proceedings opened with
respect to other members of the group which are not subject to group coordination proceedings. It should only
be possible to request such a stay if a restructuring plan is presented for the members of the group concerned, if
the plan is to the benefit of the creditors in the proceedings in respect of which the stay is requested, and if the
stay is necessary to ensure that the plan can be properly implemented.

(61)

This Regulation should not prevent Member States from establishing national rules which would supplement the
rules on cooperation, communication and coordination with regard to the insolvency of members of groups of
companies set out in this Regulation, provided that the scope of application of those national rules is limited to
the national jurisdiction and that their application would not impair the efficiency of the rules laid down by this
Regulation.

(62)

The rules on cooperation, communication and coordination in the framework of the insolvency of members of a
group of companies provided for in this Regulation should only apply to the extent that proceedings relating to
different members of the same group of companies have been opened in more than one Member State.

(63)

Any creditor which has its habitual residence, domicile or registered office in the Union should have the right to
lodge its claims in each of the insolvency proceedings pending in the Union relating to the debtor's assets. This
should also apply to tax authorities and social insurance institutions. This Regulation should not prevent the
insolvency practitioner from lodging claims on behalf of certain groups of creditors, for example employees,
where the national law so provides. However, in order to ensure the equal treatment of creditors, the distribution
of proceeds should be coordinated. Every creditor should be able to keep what it has received in the course of
insolvency proceedings, but should be entitled only to participate in the distribution of total assets in other
proceedings if creditors with the same standing have obtained the same proportion of their claims.

(64)

It is essential that creditors which have their habitual residence, domicile or registered office in the Union be
informed about the opening of insolvency proceedings relating to their debtor's assets. In order to ensure a swift
transmission of information to creditors, Regulation (EC) No 1393/2007 of the European Parliament and of the
Council (1) should not apply where this Regulation refers to the obligation to inform creditors. The use of
standard forms available in all official languages of the institutions of the Union should facilitate the task of
creditors when lodging claims in proceedings opened in another Member State. The consequences of the
incomplete filing of the standard forms should be a matter for national law.

(65)

This Regulation should provide for the immediate recognition of judgments concerning the opening, conduct and
closure of insolvency proceedings which fall within its scope, and of judgments handed down in direct
connection with such insolvency proceedings. Automatic recognition should therefore mean that the effects
attributed to the proceedings by the law of the Member State in which the proceedings were opened extend to all
other Member States. The recognition of judgments delivered by the courts of the Member States should be based
on the principle of mutual trust. To that end, grounds for non-recognition should be reduced to the minimum
necessary. This is also the basis on which any dispute should be resolved where the courts of two Member States
both claim competence to open the main insolvency proceedings. The decision of the first court to open
proceedings should be recognised in the other Member States without those Member States having the power to
scrutinise that court's decision.

(66)

This Regulation should set out, for the matters covered by it, uniform rules on conflict of laws which replace,
within their scope of application, national rules of private international law. Unless otherwise stated, the law of
the Member State of the opening of proceedings should be applicable (lex concursus). This rule on conflict of laws
should be valid both for the main insolvency proceedings and for local proceedings. The lex concursus determines
all the effects of the insolvency proceedings, both procedural and substantive, on the persons and legal relations
concerned. It governs all the conditions for the opening, conduct and closure of the insolvency proceedings.

(67)

Automatic recognition of insolvency proceedings to which the law of the State of the opening of proceedings
normally applies may interfere with the rules under which transactions are carried out in other Member States.
To protect legitimate expectations and the certainty of transactions in Member States other than that in which
proceedings are opened, provision should be made for a number of exceptions to the general rule.

(1) Regulation (EC) No 1393/2007 of the European Parliament and of the Council of 13 November 2007 on the service in the Member
States of judicial and extrajudicial documents in civil and commercial matters (service of documents), and repealing Council Regulation
(EC) No 1348/2000 (OJ L 324, 10.12.2007, p. 79).

Page 949

5.6.2015

EN

Official Journal of the European Union

L 141/27

(68)

There is a particular need for a special reference diverging from the law of the opening State in the case of rights
in rem, since such rights are of considerable importance for the granting of credit. The basis, validity and extent
of rights in rem should therefore normally be determined according to the lex situs and not be affected by the
opening of insolvency proceedings. The proprietor of a right in rem should therefore be able to continue to assert
its right to segregation or separate settlement of the collateral security. Where assets are subject to rights in rem
under the lex situs in one Member State but the main insolvency proceedings are being carried out in another
Member State, the insolvency practitioner in the main insolvency proceedings should be able to request the
opening of secondary insolvency proceedings in the jurisdiction where the rights in rem arise if the debtor has an
establishment there. If secondary insolvency proceedings are not opened, any surplus on the sale of an asset
covered by rights in rem should be paid to the insolvency practitioner in the main insolvency proceedings.

(69)

This Regulation lays down several provisions for a court to order a stay of opening proceedings or a stay of
enforcement proceedings. Any such stay should not affect the rights in rem of creditors or third parties.

(70)

If a set-off of claims is not permitted under the law of the State of the opening of proceedings, a creditor should
nevertheless be entitled to the set-off if it is possible under the law applicable to the claim of the insolvent
debtor. In this way, set-off would acquire a kind of guarantee function based on legal provisions on which the
creditor concerned can rely at the time when the claim arises.

(71)

There is also a need for special protection in the case of payment systems and financial markets, for example in
relation to the position-closing agreements and netting agreements to be found in such systems, as well as the
sale of securities and the guarantees provided for such transactions as governed in particular by Directive
98/26/EC of the European Parliament and of the Council (1). For such transactions, the only law which is relevant
should be that applicable to the system or market concerned. That law is intended to prevent the possibility of
mechanisms for the payment and settlement of transactions, and provided for in payment and set-off systems or
on the regulated financial markets of the Member States, being altered in the case of insolvency of a business
partner. Directive 98/26/EC contains special provisions which should take precedence over the general rules laid
down in this Regulation.

(72)

In order to protect employees and jobs, the effects of insolvency proceedings on the continuation or termination
of employment and on the rights and obligations of all parties to such employment should be determined by the
law applicable to the relevant employment agreement, in accordance with the general rules on conflict of laws.
Moreover, in cases where the termination of employment contracts requires approval by a court or administrative
authority, the Member State in which an establishment of the debtor is located should retain jurisdiction to grant
such approval even if no insolvency proceedings have been opened in that Member State. Any other questions
relating to the law of insolvency, such as whether the employees' claims are protected by preferential rights and
the status such preferential rights may have, should be determined by the law of the Member State in which the
insolvency proceedings (main or secondary) have been opened, except in cases where an undertaking to avoid
secondary insolvency proceedings has been given in accordance with this Regulation.

(73)

The law applicable to the effects of insolvency proceedings on any pending lawsuit or pending arbitral
proceedings concerning an asset or right which forms part of the debtor's insolvency estate should be the law of
the Member State where the lawsuit is pending or where the arbitration has its seat. However, this rule should
not affect national rules on recognition and enforcement of arbitral awards.

(74)

In order to take account of the specific procedural rules of court systems in certain Member States flexibility
should be provided with regard to certain rules of this Regulation. Accordingly, references in this Regulation to
notice being given by a judicial body of a Member State should include, where a Member State's procedural rules
so require, an order by that judicial body directing that notice be given.

(75)

For business considerations, the main content of the decision opening the proceedings should be published, at
the request of the insolvency practitioner, in a Member State other than that of the court which delivered that
decision. If there is an establishment in the Member State concerned, such publication should be mandatory. In
neither case, however, should publication be a prior condition for recognition of the foreign proceedings.

(1) Directive 98/26/EC of the European Parliament and of the Council of 19 May 1998 on settlement finality in payment and securities
settlement systems (OJ L 166, 11.6.1998, p. 45).
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(76)

In order to improve the provision of information to relevant creditors and courts and to prevent the opening of
parallel insolvency proceedings, Member States should be required to publish relevant information in crossborder insolvency cases in a publicly accessible electronic register. In order to facilitate access to that information
for creditors and courts domiciled or located in other Member States, this Regulation should provide for the
interconnection of such insolvency registers via the European e-Justice Portal. Member States should be free to
publish relevant information in several registers and it should be possible to interconnect more than one register
per Member State.

(77)

This Regulation should determine the minimum amount of information to be published in the insolvency
registers. Member States should not be precluded from including additional information. Where the debtor is an
individual, the insolvency registers should only have to indicate a registration number if the debtor is exercising
an independent business or professional activity. That registration number should be understood to be the unique
registration number of the debtor's independent business or professional activity published in the trade register,
if any.

(78)

Information on certain aspects of insolvency proceedings is essential for creditors, such as time limits for lodging
claims or for challenging decisions. This Regulation should, however, not require Member States to calculate
those time-limits on a case-by-case basis. Member States should be able to fulfil their obligations by adding
hyperlinks to the European e-Justice Portal, where self-explanatory information on the criteria for calculating
those time-limits is to be provided.

(79)

In order to grant sufficient protection to information relating to individuals not exercising an independent
business or professional activity, Member States should be able to make access to that information subject to
supplementary search criteria such as the debtor's personal identification number, address, date of birth or the
district of the competent court, or to make access conditional upon a request to a competent authority or upon
the verification of a legitimate interest.

(80)

Member States should also be able not to include in their insolvency registers information on individuals not
exercising an independent business or professional activity. In such cases, Member States should ensure that the
relevant information is given to the creditors by individual notice, and that claims of creditors who have not
received the information are not affected by the proceedings.

(81)

It may be the case that some of the persons concerned are not aware that insolvency proceedings have been
opened, and act in good faith in a way that conflicts with the new circumstances. In order to protect such
persons who, unaware that foreign proceedings have been opened, make a payment to the debtor instead of to
the foreign insolvency practitioner, provision should be made for such a payment to have a debt-discharging
effect.

(82)

In order to ensure uniform conditions for the implementation of this Regulation, implementing powers should
be conferred on the Commission. Those powers should be exercised in accordance with Regulation (EU)
No 182/2011 of the European Parliament and of the Council (1).

(83)

This Regulation respects the fundamental rights and observes the principles recognised in the Charter of
Fundamental Rights of the European Union. In particular, this Regulation seeks to promote the application of
Articles 8, 17 and 47 concerning, respectively, the protection of personal data, the right to property and the
right to an effective remedy and to a fair trial.

(84)

Directive 95/46/EC of the European Parliament and of the Council (2) and Regulation (EC) No 45/2001 of the
European Parliament and of the Council (3) apply to the processing of personal data within the framework of this
Regulation.

(85)

This Regulation is without prejudice to Regulation (EEC, Euratom) No 1182/71 of the Council (4).

(1) Regulation (EU) No 182/2011 of the European Parliament and of the Council of 16 February 2011 laying down the rules and general
principles concerning mechanisms for control by the Member States of the Commission's exercise of implementing powers (OJ L 55,
28.2.2011, p. 13).
2
( ) Directive 95/46/EC of the European Parliament and of the Council of 24 October 1995 on the protection of individuals with regard to
the processing of personal data and on the free movement of such data (OJ L 281, 23.11.1995, p. 31).
(3) Regulation (EC) No 45/2001 of the European Parliament and of the Council of 18 December 2000 on the protection of individuals with
regard to the processing of personal data by the Community institutions and bodies and on the free movement of such data (OJ L 8,
12.1.2001, p. 1).
(4) Regulation (EEC, Euratom) No 1182/71 of the Council of 3 June 1971 determining the rules applicable to periods, dates and time limits
(OJ L 124, 8.6.1971, p. 1).
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(86)

Since the objective of this Regulation cannot be sufficiently achieved by the Member States but can rather, by
reason of the creation of a legal framework for the proper administration of cross-border insolvency proceedings,
be better achieved at Union level, the Union may adopt measures in accordance with the principle of subsidiarity
as set out in Article 5 of the Treaty on European Union. In accordance with the principle of proportionality, as
set out in that Article, this Regulation does not go beyond what is necessary in order to achieve that objective.

(87)

In accordance with Article 3 and Article 4a(1) of Protocol No 21 on the position of the United Kingdom and
Ireland in respect of the area of freedom, security and justice, annexed to the Treaty on European Union and the
Treaty on the Functioning of the European Union, the United Kingdom and Ireland have notified their wish to
take part in the adoption and application of this Regulation.

(88)

In accordance with Articles 1 and 2 of Protocol No 22 on the position of Denmark annexed to the Treaty on
European Union and the Treaty on the Functioning of the European Union, Denmark is not taking part in the
adoption of this Regulation and is not bound by it or subject to its application.

(89)

The European Data Protection Supervisor was consulted and delivered an opinion on 27 March 2013 (1),

HAVE ADOPTED THIS REGULATION:
CHAPTER I
GENERAL PROVISIONS

Article 1
Scope
1.
This Regulation shall apply to public collective proceedings, including interim proceedings, which are based on
laws relating to insolvency and in which, for the purpose of rescue, adjustment of debt, reorganisation or liquidation:
(a) a debtor is totally or partially divested of its assets and an insolvency practitioner is appointed;
(b) the assets and affairs of a debtor are subject to control or supervision by a court; or
(c) a temporary stay of individual enforcement proceedings is granted by a court or by operation of law, in order to
allow for negotiations between the debtor and its creditors, provided that the proceedings in which the stay is
granted provide for suitable measures to protect the general body of creditors, and, where no agreement is reached,
are preliminary to one of the proceedings referred to in point (a) or (b).
Where the proceedings referred to in this paragraph may be commenced in situations where there is only a likelihood of
insolvency, their purpose shall be to avoid the debtor's insolvency or the cessation of the debtor's business activities.
The proceedings referred to in this paragraph are listed in Annex A.
2.

This Regulation shall not apply to proceedings referred to in paragraph 1 that concern:

(a) insurance undertakings;
(b) credit institutions;
(c) investment firms and other firms, institutions and undertakings to the extent that they are covered by Directive
2001/24/EC; or
(d) collective investment undertakings.
Article 2
Definitions
For the purposes of this Regulation:
(1) ‘collective proceedings’ means proceedings which include all or a significant part of a debtor's creditors, provided
that, in the latter case, the proceedings do not affect the claims of creditors which are not involved in them;
(1) OJ C 358, 7.12.2013, p. 15.
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(2) ‘collective investment undertakings’ means undertakings for collective investment in transferable securities (UCITS)
as defined in Directive 2009/65/EC of the European Parliament and of the Council (1) and alternative investment
funds (AIFs) as defined in Directive 2011/61/EU of the European Parliament and of the Council (2);
(3) ‘debtor in possession’ means a debtor in respect of which insolvency proceedings have been opened which do not
necessarily involve the appointment of an insolvency practitioner or the complete transfer of the rights and duties
to administer the debtor's assets to an insolvency practitioner and where, therefore, the debtor remains totally or at
least partially in control of its assets and affairs;
(4) ‘insolvency proceedings’ means the proceedings listed in Annex A;
(5) ‘insolvency practitioner’ means any person or body whose function, including on an interim basis, is to:
(i) verify and admit claims submitted in insolvency proceedings;
(ii) represent the collective interest of the creditors;
(iii) administer, either in full or in part, assets of which the debtor has been divested;
(iv) liquidate the assets referred to in point (iii); or
(v) supervise the administration of the debtor's affairs.
The persons and bodies referred to in the first subparagraph are listed in Annex B;
(6) ‘court’ means:
(i) in points (b) and (c) of Article 1(1), Article 4(2), Articles 5 and 6, Article 21(3), point (j) of Article 24(2),
Articles 36 and 39, and Articles 61 to 77, the judicial body of a Member State;
(ii) in all other articles, the judicial body or any other competent body of a Member State empowered to open
insolvency proceedings, to confirm such opening or to take decisions in the course of such proceedings;
(7) ‘judgment opening insolvency proceedings’ includes:
(i) the decision of any court to open insolvency proceedings or to confirm the opening of such proceedings; and
(ii) the decision of a court to appoint an insolvency practitioner;
(8) ‘the time of the opening of proceedings’ means the time at which the judgment opening insolvency proceedings
becomes effective, regardless of whether the judgment is final or not;
(9) ‘the Member State in which assets are situated’ means, in the case of:
(i)

registered shares in companies other than those referred to in point (ii), the Member State within the territory
of which the company having issued the shares has its registered office;

(ii)

financial instruments, the title to which is evidenced by entries in a register or account maintained by or on
behalf of an intermediary (‘book entry securities’), the Member State in which the register or account in which
the entries are made is maintained;

(iii) cash held in accounts with a credit institution, the Member State indicated in the account's IBAN, or, for cash
held in accounts with a credit institution which does not have an IBAN, the Member State in which the credit
institution holding the account has its central administration or, where the account is held with a branch,
agency or other establishment, the Member State in which the branch, agency or other establishment is
located;
(iv)

property and rights, ownership of or entitlement to which is entered in a public register other than those
referred to in point (i), the Member State under the authority of which the register is kept;

(v)

European patents, the Member State for which the European patent is granted;

(1) Directive 2009/65/EC of the European Parliament and of the Council of 13 July 2009 on the coordination of laws, regulations and
administrative provisions relating to undertakings for collective investment in transferable securities (UCITS) (OJ L 302, 17.11.2009,
p. 32).
2
( ) Directive 2011/61/EU of the European Parliament and of the Council of 8 June 2011 on Alternative Investment Fund Managers and
amending Directives 2003/41/EC and 2009/65/EC and Regulations (EC) No 1060/2009 and (EU) No 1095/2010 (OJ L 174, 1.7.2011,
p. 1).
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copyright and related rights, the Member State within the territory of which the owner of such rights has its
habitual residence or registered office;

(vii) tangible property, other than that referred to in points (i) to (iv), the Member State within the territory of
which the property is situated;
(viii) claims against third parties, other than those relating to assets referred to in point (iii), the Member State
within the territory of which the third party required to meet the claims has the centre of its main interests,
as determined in accordance with Article 3(1);
(10) ‘establishment’ means any place of operations where a debtor carries out or has carried out in the 3-month period
prior to the request to open main insolvency proceedings a non-transitory economic activity with human means
and assets;
(11) ‘local creditor’ means a creditor whose claims against a debtor arose from or in connection with the operation of
an establishment situated in a Member State other than the Member State in which the centre of the debtor's main
interests is located;
(12) ‘foreign creditor’ means a creditor which has its habitual residence, domicile or registered office in a Member State
other than the State of the opening of proceedings, including the tax authorities and social security authorities of
Member States;
(13) ‘group of companies’ means a parent undertaking and all its subsidiary undertakings;
(14) ‘parent undertaking’ means an undertaking which controls, either directly or indirectly, one or more subsidiary
undertakings. An undertaking which prepares consolidated financial statements in accordance with Directive
2013/34/EU of the European Parliament and of the Council (1) shall be deemed to be a parent undertaking.

Article 3
International jurisdiction
1.
The courts of the Member State within the territory of which the centre of the debtor's main interests is situated
shall have jurisdiction to open insolvency proceedings (‘main insolvency proceedings’). The centre of main interests shall
be the place where the debtor conducts the administration of its interests on a regular basis and which is ascertainable
by third parties.
In the case of a company or legal person, the place of the registered office shall be presumed to be the centre of its main
interests in the absence of proof to the contrary. That presumption shall only apply if the registered office has not been
moved to another Member State within the 3-month period prior to the request for the opening of insolvency
proceedings.
In the case of an individual exercising an independent business or professional activity, the centre of main interests shall
be presumed to be that individual's principal place of business in the absence of proof to the contrary. That
presumption shall only apply if the individual's principal place of business has not been moved to another Member State
within the 3-month period prior to the request for the opening of insolvency proceedings.
In the case of any other individual, the centre of main interests shall be presumed to be the place of the individual's
habitual residence in the absence of proof to the contrary. This presumption shall only apply if the habitual residence
has not been moved to another Member State within the 6-month period prior to the request for the opening of
insolvency proceedings.
2.
Where the centre of the debtor's main interests is situated within the territory of a Member State, the courts of
another Member State shall have jurisdiction to open insolvency proceedings against that debtor only if it possesses an
establishment within the territory of that other Member State. The effects of those proceedings shall be restricted to the
assets of the debtor situated in the territory of the latter Member State.
3.
Where insolvency proceedings have been opened in accordance with paragraph 1, any proceedings opened
subsequently in accordance with paragraph 2 shall be secondary insolvency proceedings.
(1) Directive 2013/34/EU of the European Parliament and of the Council of 26 June 2013 on the annual financial statements, consolidated
financial statements and related reports of certain types of undertaking, amending Directive 2006/43/EC of the European Parliament and
of the Council and repealing Council Directives 78/660/EEC and 83/349/EEC (OJ L 182, 29.6.2013, p. 19).
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4.
The territorial insolvency proceedings referred to in paragraph 2 may only be opened prior to the opening of main
insolvency proceedings in accordance with paragraph 1 where
(a) insolvency proceedings under paragraph 1 cannot be opened because of the conditions laid down by the law of the
Member State within the territory of which the centre of the debtor's main interests is situated; or
(b) the opening of territorial insolvency proceedings is requested by:
(i) a creditor whose claim arises from or is in connection with the operation of an establishment situated within the
territory of the Member State where the opening of territorial proceedings is requested; or
(ii) a public authority which, under the law of the Member State within the territory of which the establishment is
situated, has the right to request the opening of insolvency proceedings.
When main insolvency proceedings are opened, the territorial insolvency proceedings shall become secondary
insolvency proceedings.

Article 4
Examination as to jurisdiction
1.
A court seised of a request to open insolvency proceedings shall of its own motion examine whether it has
jurisdiction pursuant to Article 3. The judgment opening insolvency proceedings shall specify the grounds on which the
jurisdiction of the court is based, and, in particular, whether jurisdiction is based on Article 3(1) or (2).
2.
Notwithstanding paragraph 1, where insolvency proceedings are opened in accordance with national law without a
decision by a court, Member States may entrust the insolvency practitioner appointed in such proceedings to examine
whether the Member State in which a request for the opening of proceedings is pending has jurisdiction pursuant to
Article 3. Where this is the case, the insolvency practitioner shall specify in the decision opening the proceedings the
grounds on which jurisdiction is based and, in particular, whether jurisdiction is based on Article 3(1) or (2).

Article 5
Judicial review of the decision to open main insolvency proceedings
1.
The debtor or any creditor may challenge before a court the decision opening main insolvency proceedings on
grounds of international jurisdiction.
2.
The decision opening main insolvency proceedings may be challenged by parties other than those referred to in
paragraph 1 or on grounds other than a lack of international jurisdiction where national law so provides.

Article 6
Jurisdiction for actions deriving directly from insolvency proceedings and closely linked with them
1.
The courts of the Member State within the territory of which insolvency proceedings have been opened in
accordance with Article 3 shall have jurisdiction for any action which derives directly from the insolvency proceedings
and is closely linked with them, such as avoidance actions.
2.
Where an action referred to in paragraph 1 is related to an action in civil and commercial matters against the same
defendant, the insolvency practitioner may bring both actions before the courts of the Member State within the territory
of which the defendant is domiciled, or, where the action is brought against several defendants, before the courts of the
Member State within the territory of which any of them is domiciled, provided that those courts have jurisdiction
pursuant to Regulation (EU) No 1215/2012.
The first subparagraph shall apply to the debtor in possession, provided that national law allows the debtor in
possession to bring actions on behalf of the insolvency estate.
3.
For the purpose of paragraph 2, actions are deemed to be related where they are so closely connected that it is
expedient to hear and determine them together to avoid the risk of irreconcilable judgments resulting from separate
proceedings.
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Article 7
Applicable law
1.
Save as otherwise provided in this Regulation, the law applicable to insolvency proceedings and their effects shall
be that of the Member State within the territory of which such proceedings are opened (the ‘State of the opening of
proceedings’).
2.
The law of the State of the opening of proceedings shall determine the conditions for the opening of those
proceedings, their conduct and their closure. In particular, it shall determine the following:
(a) the debtors against which insolvency proceedings may be brought on account of their capacity;
(b) the assets which form part of the insolvency estate and the treatment of assets acquired by or devolving on the
debtor after the opening of the insolvency proceedings;
(c) the respective powers of the debtor and the insolvency practitioner;
(d) the conditions under which set-offs may be invoked;
(e) the effects of insolvency proceedings on current contracts to which the debtor is party;
(f)

the effects of the insolvency proceedings on proceedings brought by individual creditors, with the exception of
pending lawsuits;

(g) the claims which are to be lodged against the debtor's insolvency estate and the treatment of claims arising after the
opening of insolvency proceedings;
(h) the rules governing the lodging, verification and admission of claims;
(i)

the rules governing the distribution of proceeds from the realisation of assets, the ranking of claims and the rights
of creditors who have obtained partial satisfaction after the opening of insolvency proceedings by virtue of a right
in rem or through a set-off;

(j)

the conditions for, and the effects of closure of, insolvency proceedings, in particular by composition;

(k) creditors' rights after the closure of insolvency proceedings;
(l)

who is to bear the costs and expenses incurred in the insolvency proceedings;

(m) the rules relating to the voidness, voidability or unenforceability of legal acts detrimental to the general body of
creditors.

Article 8
Third parties' rights in rem
1.
The opening of insolvency proceedings shall not affect the rights in rem of creditors or third parties in respect of
tangible or intangible, moveable or immoveable assets, both specific assets and collections of indefinite assets as a whole
which change from time to time, belonging to the debtor which are situated within the territory of another Member
State at the time of the opening of proceedings.
2.

The rights referred to in paragraph 1 shall, in particular, mean:

(a) the right to dispose of assets or have them disposed of and to obtain satisfaction from the proceeds of or income
from those assets, in particular by virtue of a lien or a mortgage;
(b) the exclusive right to have a claim met, in particular a right guaranteed by a lien in respect of the claim or by
assignment of the claim by way of a guarantee;
(c) the right to demand assets from, and/or to require restitution by, anyone having possession or use of them contrary
to the wishes of the party so entitled;
(d) a right in rem to the beneficial use of assets.
3.
The right, recorded in a public register and enforceable against third parties, based on which a right in rem within
the meaning of paragraph 1 may be obtained shall be considered to be a right in rem.
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4.
Paragraph 1 shall not preclude actions for voidness, voidability or unenforceability as referred to in point (m) of
Article 7(2).

Article 9
Set-off
1.
The opening of insolvency proceedings shall not affect the right of creditors to demand the set-off of their claims
against the claims of a debtor, where such a set-off is permitted by the law applicable to the insolvent debtor's claim.
2.
Paragraph 1 shall not preclude actions for voidness, voidability or unenforceability as referred to in point (m) of
Article 7(2).

Article 10
Reservation of title
1.
The opening of insolvency proceedings against the purchaser of an asset shall not affect sellers' rights that are
based on a reservation of title where at the time of the opening of proceedings the asset is situated within the territory
of a Member State other than the State of the opening of proceedings.
2.
The opening of insolvency proceedings against the seller of an asset, after delivery of the asset, shall not constitute
grounds for rescinding or terminating the sale and shall not prevent the purchaser from acquiring title where at the time
of the opening of proceedings the asset sold is situated within the territory of a Member State other than the State of
the opening of proceedings.
3.
Paragraphs 1 and 2 shall not preclude actions for voidness, voidability or unenforceability as referred to in
point (m) of Article 7(2).

Article 11
Contracts relating to immoveable property
1.
The effects of insolvency proceedings on a contract conferring the right to acquire or make use of immoveable
property shall be governed solely by the law of the Member State within the territory of which the immoveable property
is situated.
2.
The court which opened main insolvency proceedings shall have jurisdiction to approve the termination or
modification of the contracts referred to in this Article where:
(a) the law of the Member State applicable to those contracts requires that such a contract may only be terminated or
modified with the approval of the court opening insolvency proceedings; and
(b) no insolvency proceedings have been opened in that Member State.

Article 12
Payment systems and financial markets
1.
Without prejudice to Article 8, the effects of insolvency proceedings on the rights and obligations of the parties to
a payment or settlement system or to a financial market shall be governed solely by the law of the Member State
applicable to that system or market.
2.
Paragraph 1 shall not preclude any action for voidness, voidability or unenforceability which may be taken to set
aside payments or transactions under the law applicable to the relevant payment system or financial market.
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Article 13
Contracts of employment
1.
The effects of insolvency proceedings on employment contracts and relationships shall be governed solely by the
law of the Member State applicable to the contract of employment.
2.
The courts of the Member State in which secondary insolvency proceedings may be opened shall retain
jurisdiction to approve the termination or modification of the contracts referred to in this Article even if no insolvency
proceedings have been opened in that Member State.
The first subparagraph shall also apply to an authority competent under national law to approve the termination or
modification of the contracts referred to in this Article.

Article 14
Effects on rights subject to registration
The effects of insolvency proceedings on the rights of a debtor in immoveable property, a ship or an aircraft subject to
registration in a public register shall be determined by the law of the Member State under the authority of which the
register is kept.

Article 15
European patents with unitary effect and Community trade marks
For the purposes of this Regulation, a European patent with unitary effect, a Community trade mark or any other
similar right established by Union law may be included only in the proceedings referred to in Article 3(1).

Article 16
Detrimental acts
Point (m) of Article 7(2) shall not apply where the person who benefited from an act detrimental to all the creditors
provides proof that:
(a) the act is subject to the law of a Member State other than that of the State of the opening of proceedings; and
(b) the law of that Member State does not allow any means of challenging that act in the relevant case.
Article 17
Protection of third-party purchasers
Where, by an act concluded after the opening of insolvency proceedings, a debtor disposes, for consideration, of:
(a) an immoveable asset;
(b) a ship or an aircraft subject to registration in a public register; or
(c) securities the existence of which requires registration in a register laid down by law;
the validity of that act shall be governed by the law of the State within the territory of which the immoveable asset is
situated or under the authority of which the register is kept.
Article 18
Effects of insolvency proceedings on pending lawsuits or arbitral proceedings
The effects of insolvency proceedings on a pending lawsuit or pending arbitral proceedings concerning an asset or a
right which forms part of a debtor's insolvency estate shall be governed solely by the law of the Member State in which
that lawsuit is pending or in which the arbitral tribunal has its seat.
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CHAPTER II
RECOGNITION OF INSOLVENCY PROCEEDINGS

Article 19
Principle
1.
Any judgment opening insolvency proceedings handed down by a court of a Member State which has jurisdiction
pursuant to Article 3 shall be recognised in all other Member States from the moment that it becomes effective in the
State of the opening of proceedings.
The rule laid down in the first subparagraph shall also apply where, on account of a debtor's capacity, insolvency
proceedings cannot be brought against that debtor in other Member States.
2.
Recognition of the proceedings referred to in Article 3(1) shall not preclude the opening of the proceedings
referred to in Article 3(2) by a court in another Member State. The latter proceedings shall be secondary insolvency
proceedings within the meaning of Chapter III.

Article 20
Effects of recognition
1.
The judgment opening insolvency proceedings as referred to in Article 3(1) shall, with no further formalities,
produce the same effects in any other Member State as under the law of the State of the opening of proceedings, unless
this Regulation provides otherwise and as long as no proceedings referred to in Article 3(2) are opened in that other
Member State.
2.
The effects of the proceedings referred to in Article 3(2) may not be challenged in other Member States. Any
restriction of creditors' rights, in particular a stay or discharge, shall produce effects vis-à-vis assets situated within the
territory of another Member State only in the case of those creditors who have given their consent.

Article 21
Powers of the insolvency practitioner
1.
The insolvency practitioner appointed by a court which has jurisdiction pursuant to Article 3(1) may exercise all
the powers conferred on it, by the law of the State of the opening of proceedings, in another Member State, as long as
no other insolvency proceedings have been opened there and no preservation measure to the contrary has been taken
there further to a request for the opening of insolvency proceedings in that State. Subject to Articles 8 and 10, the
insolvency practitioner may, in particular, remove the debtor's assets from the territory of the Member State in which
they are situated.
2.
The insolvency practitioner appointed by a court which has jurisdiction pursuant to Article 3(2) may in any other
Member State claim through the courts or out of court that moveable property was removed from the territory of the
State of the opening of proceedings to the territory of that other Member State after the opening of the insolvency
proceedings. The insolvency practitioner may also bring any action to set aside which is in the interests of the creditors.
3.
In exercising its powers, the insolvency practitioner shall comply with the law of the Member State within the
territory of which it intends to take action, in particular with regard to procedures for the realisation of assets. Those
powers may not include coercive measures, unless ordered by a court of that Member State, or the right to rule on legal
proceedings or disputes.

Article 22
Proof of the insolvency practitioner's appointment
The insolvency practitioner's appointment shall be evidenced by a certified copy of the original decision appointing it or
by any other certificate issued by the court which has jurisdiction.
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A translation into the official language or one of the official languages of the Member State within the territory of which
it intends to act may be required. No legalisation or other similar formality shall be required.

Article 23
Return and imputation
1.
A creditor which, after the opening of the proceedings referred to in Article 3(1), obtains by any means, in
particular through enforcement, total or partial satisfaction of its claim on the assets belonging to a debtor situated
within the territory of another Member State, shall return what it has obtained to the insolvency practitioner, subject to
Articles 8 and 10.
2.
In order to ensure the equal treatment of creditors, a creditor which has, in the course of insolvency proceedings,
obtained a dividend on its claim shall share in distributions made in other proceedings only where creditors of the same
ranking or category have, in those other proceedings, obtained an equivalent dividend.

Article 24
Establishment of insolvency registers
1.
Member States shall establish and maintain in their territory one or several registers in which information
concerning insolvency proceedings is published (‘insolvency registers’). That information shall be published as soon as
possible after the opening of such proceedings.
2.
The information referred to in paragraph 1 shall be made publicly available, subject to the conditions laid down in
Article 27, and shall include the following (‘mandatory information’):
(a) the date of the opening of insolvency proceedings;
(b) the court opening insolvency proceedings and the case reference number, if any;
(c) the type of insolvency proceedings referred to in Annex A that were opened and, where applicable, any relevant
subtype of such proceedings opened in accordance with national law;
(d) whether jurisdiction for opening proceedings is based on Article 3(1), 3(2) or 3(4);
(e) if the debtor is a company or a legal person, the debtor's name, registration number, registered office or, if different,
postal address;
(f) if the debtor is an individual whether or not exercising an independent business or professional activity, the debtor's
name, registration number, if any, and postal address or, where the address is protected, the debtor's place and date
of birth;
(g) the name, postal address or e-mail address of the insolvency practitioner, if any, appointed in the proceedings;
(h) the time limit for lodging claims, if any, or a reference to the criteria for calculating that time limit;
(i) the date of closing main insolvency proceedings, if any;
(j) the court before which and, where applicable, the time limit within which a challenge of the decision opening
insolvency proceedings is to be lodged in accordance with Article 5, or a reference to the criteria for calculating that
time limit.
3.
Paragraph 2 shall not preclude Member States from including documents or additional information in their
national insolvency registers, such as directors' disqualifications related to insolvency.
4.
Member States shall not be obliged to include in the insolvency registers the information referred to in
paragraph 1 of this Article in relation to individuals not exercising an independent business or professional activity, or
to make such information publicly available through the system of interconnection of those registers, provided that
known foreign creditors are informed, pursuant to Article 54, of the elements referred to under point (j) of paragraph 2
of this Article.
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Where a Member State makes use of the possibility referred to in the first subparagraph, the insolvency proceedings
shall not affect the claims of foreign creditors who have not received the information referred to in the first
subparagraph.
5.
The publication of information in the registers under this Regulation shall not have any legal effects other than
those set out in national law and in Article 55(6).

Article 25
Interconnection of insolvency registers
1.
The Commission shall establish a decentralised system for the interconnection of insolvency registers by means of
implementing acts. That system shall be composed of the insolvency registers and the European e-Justice Portal, which
shall serve as a central public electronic access point to information in the system. The system shall provide a search
service in all the official languages of the institutions of the Union in order to make available the mandatory
information and any other documents or information included in the insolvency registers which the Member States
choose to make available through the European e-Justice Portal.
2.
By means of implementing acts in accordance with the procedure referred to in Article 87, the Commission shall
adopt the following by 26 June 2019:
(a) the technical specification defining the methods of communication and information exchange by electronic means
on the basis of the established interface specification for the system of interconnection of insolvency registers;
(b) the technical measures ensuring the minimum information technology security standards for communication and
distribution of information within the system of interconnection of insolvency registers;
(c) minimum criteria for the search service provided by the European e-Justice Portal based on the information set out
in Article 24;
(d) minimum criteria for the presentation of the results of such searches based on the information set out in Article 24;
(e) the means and the technical conditions of availability of services provided by the system of interconnection; and
(f) a glossary containing a basic explanation of the national insolvency proceedings listed in Annex A.
Article 26
Costs of establishing and interconnecting insolvency registers
1.
The establishment, maintenance and future development of the system of interconnection of insolvency registers
shall be financed from the general budget of the Union.
2.
Each Member State shall bear the costs of establishing and adjusting its national insolvency registers to make them
interoperable with the European e-Justice Portal, as well as the costs of administering, operating and maintaining those
registers. This shall be without prejudice to the possibility to apply for grants to support such activities under the
Union's financial programmes.

Article 27
Conditions of access to information via the system of interconnection
1.
Member States shall ensure that the mandatory information referred to in points (a) to (j) of Article 24(2) is
available free of charge via the system of interconnection of insolvency registers.
2.
This Regulation shall not preclude Member States from charging a reasonable fee for access to the documents or
additional information referred to in Article 24(3) via the system of interconnection of insolvency registers.
3.
Member States may make access to mandatory information concerning individuals who are not exercising an
independent business or professional activity, and concerning individuals exercising an independent business or
professional activity when the insolvency proceedings are not related to that activity, subject to supplementary search
criteria relating to the debtor in addition to the minimum criteria referred to in point (c) of Article 25(2).
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4.
Member States may require that access to the information referred to in paragraph 3 be made conditional upon a
request to the competent authority. Member States may make access conditional upon the verification of the existence
of a legitimate interest for accessing such information. The requesting person shall be able to submit the request for
information electronically by means of a standard form via the European e-Justice Portal. Where a legitimate interest is
required, it shall be permissible for the requesting person to justify his request by electronic copies of relevant
documents. The requesting person shall be provided with an answer by the competent authority within 3 working days.
The requesting person shall not be obliged to provide translations of the documents justifying his request, or to bear any
costs of translation which the competent authority may incur.

Article 28
Publication in another Member State
1.
The insolvency practitioner or the debtor in possession shall request that notice of the judgment opening
insolvency proceedings and, where appropriate, the decision appointing the insolvency practitioner be published in any
other Member State where an establishment of the debtor is located in accordance with the publication procedures
provided for in that Member State. Such publication shall specify, where appropriate, the insolvency practitioner
appointed and whether the jurisdiction rule applied is that pursuant to Article 3(1) or (2).
2.
The insolvency practitioner or the debtor in possession may request that the information referred to in
paragraph 1 be published in any other Member State where the insolvency practitioner or the debtor in possession
deems it necessary in accordance with the publication procedures provided for in that Member State.

Article 29
Registration in public registers of another Member State
1.
Where the law of a Member State in which an establishment of the debtor is located and this establishment has
been entered into a public register of that Member State, or the law of a Member State in which immovable property
belonging to the debtor is located, requires information on the opening of insolvency proceedings referred to in
Article 28 to be published in the land register, company register or any other public register, the insolvency practitioner
or the debtor in possession shall take all the necessary measures to ensure such a registration.
2.
The insolvency practitioner or the debtor in possession may request such registration in any other Member State,
provided that the law of the Member State where the register is kept allows such registration.

Article 30
Costs
The costs of the publication and registration provided for in Articles 28 and 29 shall be regarded as costs and expenses
incurred in the proceedings.

Article 31
Honouring of an obligation to a debtor
1.
Where an obligation has been honoured in a Member State for the benefit of a debtor who is subject to insolvency
proceedings opened in another Member State, when it should have been honoured for the benefit of the insolvency
practitioner in those proceedings, the person honouring the obligation shall be deemed to have discharged it if he was
unaware of the opening of the proceedings.
2.
Where such an obligation is honoured before the publication provided for in Article 28 has been effected, the
person honouring the obligation shall be presumed, in the absence of proof to the contrary, to have been unaware of
the opening of insolvency proceedings. Where the obligation is honoured after such publication has been effected, the
person honouring the obligation shall be presumed, in the absence of proof to the contrary, to have been aware of the
opening of proceedings.
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Article 32
Recognition and enforceability of other judgments
1.
Judgments handed down by a court whose judgment concerning the opening of proceedings is recognised in
accordance with Article 19 and which concern the course and closure of insolvency proceedings, and compositions
approved by that court, shall also be recognised with no further formalities. Such judgments shall be enforced in
accordance with Articles 39 to 44 and 47 to 57 of Regulation (EU) No 1215/2012.
The first subparagraph shall also apply to judgments deriving directly from the insolvency proceedings and which are
closely linked with them, even if they were handed down by another court.
The first subparagraph shall also apply to judgments relating to preservation measures taken after the request for the
opening of insolvency proceedings or in connection with it.
2.
The recognition and enforcement of judgments other than those referred to in paragraph 1 of this Article shall be
governed by Regulation (EU) No 1215/2012 provided that that Regulation is applicable.

Article 33
Public policy
Any Member State may refuse to recognise insolvency proceedings opened in another Member State or to enforce a
judgment handed down in the context of such proceedings where the effects of such recognition or enforcement would
be manifestly contrary to that State's public policy, in particular its fundamental principles or the constitutional rights
and liberties of the individual.

CHAPTER III
SECONDARY INSOLVENCY PROCEEDINGS

Article 34
Opening of proceedings
Where main insolvency proceedings have been opened by a court of a Member State and recognised in another Member
State, a court of that other Member State which has jurisdiction pursuant to Article 3(2) may open secondary insolvency
proceedings in accordance with the provisions set out in this Chapter. Where the main insolvency proceedings required
that the debtor be insolvent, the debtor's insolvency shall not be re-examined in the Member State in which secondary
insolvency proceedings may be opened. The effects of secondary insolvency proceedings shall be restricted to the assets
of the debtor situated within the territory of the Member State in which those proceedings have been opened.

Article 35
Applicable law
Save as otherwise provided for in this Regulation, the law applicable to secondary insolvency proceedings shall be that
of the Member State within the territory of which the secondary insolvency proceedings are opened.

Article 36
Right to give an undertaking in order to avoid secondary insolvency proceedings
1.
In order to avoid the opening of secondary insolvency proceedings, the insolvency practitioner in the main
insolvency proceedings may give a unilateral undertaking (the ‘undertaking’) in respect of the assets located in the
Member State in which secondary insolvency proceedings could be opened, that when distributing those assets or the
proceeds received as a result of their realisation, it will comply with the distribution and priority rights under national
law that creditors would have if secondary insolvency proceedings were opened in that Member State. The undertaking
shall specify the factual assumptions on which it is based, in particular in respect of the value of the assets located in the
Member State concerned and the options available to realise such assets.
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2.
Where an undertaking has been given in accordance with this Article, the law applicable to the distribution of
proceeds from the realisation of assets referred to in paragraph 1, to the ranking of creditors' claims, and to the rights of
creditors in relation to the assets referred to in paragraph 1 shall be the law of the Member State in which secondary
insolvency proceedings could have been opened. The relevant point in time for determining the assets referred to in
paragraph 1 shall be the moment at which the undertaking is given.

3.
The undertaking shall be made in the official language or one of the official languages of the Member State where
secondary insolvency proceedings could have been opened, or, where there are several official languages in that Member
State, the official language or one of the official languages of the place in which secondary insolvency proceedings could
have been opened.

4.
The undertaking shall be made in writing. It shall be subject to any other requirements relating to form and
approval requirements as to distributions, if any, of the State of the opening of the main insolvency proceedings.

5.
The undertaking shall be approved by the known local creditors. The rules on qualified majority and voting that
apply to the adoption of restructuring plans under the law of the Member State where secondary insolvency proceedings
could have been opened shall also apply to the approval of the undertaking. Creditors shall be able to participate in the
vote by distance means of communication, where national law so permits. The insolvency practitioner shall inform the
known local creditors of the undertaking, of the rules and procedures for its approval, and of the approval or rejection
of the undertaking.

6.
An undertaking given and approved in accordance with this Article shall be binding on the estate. If secondary
insolvency proceedings are opened in accordance with Articles 37 and 38, the insolvency practitioner in the main
insolvency proceedings shall transfer any assets which it removed from the territory of that Member State after the
undertaking was given or, where those assets have already been realised, their proceeds, to the insolvency practitioner in
the secondary insolvency proceedings.

7.
Where the insolvency practitioner has given an undertaking, it shall inform local creditors about the intended
distributions prior to distributing the assets and proceeds referred to in paragraph 1. If that information does not
comply with the terms of the undertaking or the applicable law, any local creditor may challenge such distribution
before the courts of the Member State in which main insolvency proceedings have been opened in order to obtain a
distribution in accordance with the terms of the undertaking and the applicable law. In such cases, no distribution shall
take place until the court has taken a decision on the challenge.

8.
Local creditors may apply to the courts of the Member State in which main insolvency proceedings have been
opened, in order to require the insolvency practitioner in the main insolvency proceedings to take any suitable measures
necessary to ensure compliance with the terms of the undertaking available under the law of the State of the opening of
main insolvency proceedings.

9.
Local creditors may also apply to the courts of the Member State in which secondary insolvency proceedings could
have been opened in order to require the court to take provisional or protective measures to ensure compliance by the
insolvency practitioner with the terms of the undertaking.

10. The insolvency practitioner shall be liable for any damage caused to local creditors as a result of its noncompliance with the obligations and requirements set out in this Article.

11. For the purpose of this Article, an authority which is established in the Member State where secondary
insolvency proceedings could have been opened and which is obliged under Directive 2008/94/EC of the European
Parliament and of the Council (1) to guarantee the payment of employees' outstanding claims resulting from contracts of
employment or employment relationships shall be considered to be a local creditor, where the national law so provides.
(1) Directive 2008/94/EC of the European Parliament and of the Council of 22 October 2008 on the protection of employees in the event of
the insolvency of their employer (OJ L 283, 28.10.2008, p. 36).
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Article 37
Right to request the opening of secondary insolvency proceedings
1.

The opening of secondary insolvency proceedings may be requested by:

(a) the insolvency practitioner in the main insolvency proceedings;
(b) any other person or authority empowered to request the opening of insolvency proceedings under the law of the
Member State within the territory of which the opening of secondary insolvency proceedings is requested.
2.
Where an undertaking has become binding in accordance with Article 36, the request for opening secondary
insolvency proceedings shall be lodged within 30 days of having received notice of the approval of the undertaking.

Article 38
Decision to open secondary insolvency proceedings
1.
A court seised of a request to open secondary insolvency proceedings shall immediately give notice to the
insolvency practitioner or the debtor in possession in the main insolvency proceedings and give it an opportunity to be
heard on the request.
2.
Where the insolvency practitioner in the main insolvency proceedings has given an undertaking in accordance
with Article 36, the court referred to in paragraph 1 of this Article shall, at the request of the insolvency practitioner,
not open secondary insolvency proceedings if it is satisfied that the undertaking adequately protects the general interests
of local creditors.
3.
Where a temporary stay of individual enforcement proceedings has been granted in order to allow for negotiations
between the debtor and its creditors, the court, at the request of the insolvency practitioner or the debtor in possession,
may stay the opening of secondary insolvency proceedings for a period not exceeding 3 months, provided that suitable
measures are in place to protect the interests of local creditors.
The court referred to in paragraph 1 may order protective measures to protect the interests of local creditors by
requiring the insolvency practitioner or the debtor in possession not to remove or dispose of any assets which are
located in the Member State where its establishment is located unless this is done in the ordinary course of business. The
court may also order other measures to protect the interest of local creditors during a stay, unless this is incompatible
with the national rules on civil procedure.
The stay of the opening of secondary insolvency proceedings shall be lifted by the court of its own motion or at the
request of any creditor if, during the stay, an agreement in the negotiations referred to in the first subparagraph has been
concluded.
The stay may be lifted by the court of its own motion or at the request of any creditor if the continuation of the stay is
detrimental to the creditor's rights, in particular if the negotiations have been disrupted or it has become evident that
they are unlikely to be concluded, or if the insolvency practitioner or the debtor in possession has infringed the
prohibition on disposal of its assets or on removal of them from the territory of the Member State where the
establishment is located.
4.
At the request of the insolvency practitioner in the main insolvency proceedings, the court referred to in
paragraph 1 may open a type of insolvency proceedings as listed in Annex A other than the type initially requested,
provided that the conditions for opening that type of proceedings under national law are fulfilled and that that type of
proceedings is the most appropriate as regards the interests of the local creditors and coherence between the main and
secondary insolvency proceedings. The second sentence of Article 34 shall apply.

Article 39
Judicial review of the decision to open secondary insolvency proceedings
The insolvency practitioner in the main insolvency proceedings may challenge the decision to open secondary
insolvency proceedings before the courts of the Member State in which secondary insolvency proceedings have been
opened on the ground that the court did not comply with the conditions and requirements of Article 38.
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Article 40
Advance payment of costs and expenses
Where the law of the Member State in which the opening of secondary insolvency proceedings is requested requires that
the debtor's assets be sufficient to cover in whole or in part the costs and expenses of the proceedings, the court may,
when it receives such a request, require the applicant to make an advance payment of costs or to provide appropriate
security.

Article 41
Cooperation and communication between insolvency practitioners
1.
The insolvency practitioner in the main insolvency proceedings and the insolvency practitioner or practitioners in
secondary insolvency proceedings concerning the same debtor shall cooperate with each other to the extent such
cooperation is not incompatible with the rules applicable to the respective proceedings. Such cooperation may take any
form, including the conclusion of agreements or protocols.
2.

In implementing the cooperation set out in paragraph 1, the insolvency practitioners shall:

(a) as soon as possible communicate to each other any information which may be relevant to the other proceedings, in
particular any progress made in lodging and verifying claims and all measures aimed at rescuing or restructuring the
debtor, or at terminating the proceedings, provided appropriate arrangements are made to protect confidential
information;
(b) explore the possibility of restructuring the debtor and, where such a possibility exists, coordinate the elaboration and
implementation of a restructuring plan;
(c) coordinate the administration of the realisation or use of the debtor's assets and affairs; the insolvency practitioner
in the secondary insolvency proceedings shall give the insolvency practitioner in the main insolvency proceedings an
early opportunity to submit proposals on the realisation or use of the assets in the secondary insolvency
proceedings.
3.
Paragraphs 1 and 2 shall apply mutatis mutandis to situations where, in the main or in the secondary insolvency
proceedings or in any territorial insolvency proceedings concerning the same debtor and open at the same time, the
debtor remains in possession of its assets.

Article 42
Cooperation and communication between courts
1.
In order to facilitate the coordination of main, territorial and secondary insolvency proceedings concerning the
same debtor, a court before which a request to open insolvency proceedings is pending, or which has opened such
proceedings, shall cooperate with any other court before which a request to open insolvency proceedings is pending, or
which has opened such proceedings, to the extent that such cooperation is not incompatible with the rules applicable to
each of the proceedings. For that purpose, the courts may, where appropriate, appoint an independent person or body
acting on its instructions, provided that it is not incompatible with the rules applicable to them.
2.
In implementing the cooperation set out in paragraph 1, the courts, or any appointed person or body acting on
their behalf, as referred to in paragraph 1, may communicate directly with, or request information or assistance directly
from, each other provided that such communication respects the procedural rights of the parties to the proceedings and
the confidentiality of information.
3.
The cooperation referred to in paragraph 1 may be implemented by any means that the court considers
appropriate. It may, in particular, concern:
(a) coordination in the appointment of the insolvency practitioners;
(b) communication of information by any means considered appropriate by the court;
(c) coordination of the administration and supervision of the debtor's assets and affairs;
(d) coordination of the conduct of hearings;
(e) coordination in the approval of protocols, where necessary.
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Article 43
Cooperation and communication between insolvency practitioners and courts
1.
In order to facilitate the coordination of main, territorial and secondary insolvency proceedings opened in respect
of the same debtor:
(a) an insolvency practitioner in main insolvency proceedings shall cooperate and communicate with any court before
which a request to open secondary insolvency proceedings is pending or which has opened such proceedings;
(b) an insolvency practitioner in territorial or secondary insolvency proceedings shall cooperate and communicate with
the court before which a request to open main insolvency proceedings is pending or which has opened such
proceedings; and
(c) an insolvency practitioner in territorial or secondary insolvency proceedings shall cooperate and communicate with
the court before which a request to open other territorial or secondary insolvency proceedings is pending or which
has opened such proceedings;
to the extent that such cooperation and communication are not incompatible with the rules applicable to each of the
proceedings and do not entail any conflict of interest.
2.
The cooperation referred to in paragraph 1 may be implemented by any appropriate means, such as those set out
in Article 42(3).

Article 44
Costs of cooperation and communication
The requirements laid down in Articles 42 and 43 shall not result in courts charging costs to each other for cooperation
and communication.

Article 45
Exercise of creditors' rights
1.

Any creditor may lodge its claim in the main insolvency proceedings and in any secondary insolvency proceedings.

2.
The insolvency practitioners in the main and any secondary insolvency proceedings shall lodge in other
proceedings claims which have already been lodged in the proceedings for which they were appointed, provided that the
interests of creditors in the latter proceedings are served by doing so, subject to the right of creditors to oppose such
lodgement or to withdraw the lodgement of their claims where the law applicable so provides.
3.
The insolvency practitioner in the main or secondary insolvency proceedings shall be entitled to participate in
other proceedings on the same basis as a creditor, in particular by attending creditors' meetings.

Article 46
Stay of the process of realisation of assets
1.
The court which opened the secondary insolvency proceedings shall stay the process of realisation of assets in
whole or in part on receipt of a request from the insolvency practitioner in the main insolvency proceedings. In such a
case, it may require the insolvency practitioner in the main insolvency proceedings to take any suitable measure to
guarantee the interests of the creditors in the secondary insolvency proceedings and of individual classes of creditors.
Such a request from the insolvency practitioner may be rejected only if it is manifestly of no interest to the creditors in
the main insolvency proceedings. Such a stay of the process of realisation of assets may be ordered for up to 3 months.
It may be continued or renewed for similar periods.
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The court referred to in paragraph 1 shall terminate the stay of the process of realisation of assets:

(a) at the request of the insolvency practitioner in the main insolvency proceedings;
(b) of its own motion, at the request of a creditor or at the request of the insolvency practitioner in the secondary
insolvency proceedings if that measure no longer appears justified, in particular, by the interests of creditors in the
main insolvency proceedings or in the secondary insolvency proceedings.
Article 47
Power of the insolvency practitioner to propose restructuring plans
1.
Where the law of the Member State where secondary insolvency proceedings have been opened allows for such
proceedings to be closed without liquidation by a restructuring plan, a composition or a comparable measure, the
insolvency practitioner in the main insolvency proceedings shall be empowered to propose such a measure in
accordance with the procedure of that Member State.
2.
Any restriction of creditors' rights arising from a measure referred to in paragraph 1 which is proposed in
secondary insolvency proceedings, such as a stay of payment or discharge of debt, shall have no effect in respect of
assets of a debtor that are not covered by those proceedings, without the consent of all the creditors having an interest.

Article 48
Impact of closure of insolvency proceedings
1.
Without prejudice to Article 49, the closure of insolvency proceedings shall not prevent the continuation of other
insolvency proceedings concerning the same debtor which are still open at that point in time.
2.
Where insolvency proceedings concerning a legal person or a company in the Member State of that person's or
company's registered office would entail the dissolution of the legal person or of the company, that legal person or
company shall not cease to exist until any other insolvency proceedings concerning the same debtor have been closed,
or the insolvency practitioner or practitioners in such proceedings have given consent to the dissolution.

Article 49
Assets remaining in the secondary insolvency proceedings
If, by the liquidation of assets in the secondary insolvency proceedings, it is possible to meet all claims allowed under
those proceedings, the insolvency practitioner appointed in those proceedings shall immediately transfer any assets
remaining to the insolvency practitioner in the main insolvency proceedings.

Article 50
Subsequent opening of the main insolvency proceedings
Where the proceedings referred to in Article 3(1) are opened following the opening of the proceedings referred to in
Article 3(2) in another Member State, Articles 41, 45, 46, 47 and 49 shall apply to those opened first, in so far as the
progress of those proceedings so permits.

Article 51
Conversion of secondary insolvency proceedings
1.
At the request of the insolvency practitioner in the main insolvency proceedings, the court of the Member State in
which secondary insolvency proceedings have been opened may order the conversion of the secondary insolvency
proceedings into another type of insolvency proceedings listed in Annex A, provided that the conditions for opening
that type of proceedings under national law are fulfilled and that that type of proceedings is the most appropriate as
regards the interests of the local creditors and coherence between the main and secondary insolvency proceedings.
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2.
When considering the request referred to in paragraph 1, the court may seek information from the insolvency
practitioners involved in both proceedings.

Article 52
Preservation measures
Where the court of a Member State which has jurisdiction pursuant to Article 3(1) appoints a temporary administrator
in order to ensure the preservation of a debtor's assets, that temporary administrator shall be empowered to request any
measures to secure and preserve any of the debtor's assets situated in another Member State, provided for under the law
of that Member State, for the period between the request for the opening of insolvency proceedings and the judgment
opening the proceedings.

CHAPTER IV
PROVISION OF INFORMATION FOR CREDITORS AND LODGEMENT OF THEIR CLAIMS

Article 53
Right to lodge claims
Any foreign creditor may lodge claims in insolvency proceedings by any means of communication, which are accepted
by the law of the State of the opening of proceedings. Representation by a lawyer or another legal professional shall not
be mandatory for the sole purpose of lodging of claims.

Article 54
Duty to inform creditors
1.
As soon as insolvency proceedings are opened in a Member State, the court of that State having jurisdiction or the
insolvency practitioner appointed by that court shall immediately inform the known foreign creditors.
2.
The information referred to in paragraph 1, provided by an individual notice, shall in particular include time
limits, the penalties laid down with regard to those time limits, the body or authority empowered to accept the
lodgement of claims and any other measures laid down. Such notice shall also indicate whether creditors whose claims
are preferential or secured in rem need to lodge their claims. The notice shall also include a copy of the standard form
for lodging of claims referred to in Article 55 or information on where that form is available.
3.
The information referred to in paragraphs 1 and 2 of this Article shall be provided using the standard notice form
to be established in accordance with Article 88. The form shall be published in the European e-Justice Portal and shall
bear the heading ‘Notice of insolvency proceedings’ in all the official languages of the institutions of the Union. It shall
be transmitted in the official language of the State of the opening of proceedings or, if there are several official
languages in that Member State, in the official language or one of the official languages of the place where insolvency
proceedings have been opened, or in another language which that State has indicated it can accept, in accordance with
Article 55(5), if it can be assumed that that language is easier to understand for the foreign creditors.
4.
In insolvency proceedings relating to an individual not exercising a business or professional activity, the use of the
standard form referred to in this Article shall not be obligatory if creditors are not required to lodge their claims in
order to have their claims taken into account in the proceedings.

Article 55
Procedure for lodging claims
1.
Any foreign creditor may lodge its claim using the standard claims form to be established in accordance with
Article 88. The form shall bear the heading ‘Lodgement of claims’ in all the official languages of the institutions of the
Union.
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The standard claims form referred to in paragraph 1 shall include the following information:

(a) the name, postal address, e-mail address, if any, personal identification number, if any, and bank details of the
foreign creditor referred to in paragraph 1;
(b) the amount of the claim, specifying the principal and, where applicable, interest and the date on which it arose and
the date on which it became due, if different;
(c) if interest is claimed, the interest rate, whether the interest is of a legal or contractual nature, the period of time for
which the interest is claimed and the capitalised amount of interest;
(d) if costs incurred in asserting the claim prior to the opening of proceedings are claimed, the amount and the details
of those costs;
(e) the nature of the claim;
(f) whether any preferential creditor status is claimed and the basis of such a claim;
(g) whether security in rem or a reservation of title is alleged in respect of the claim and if so, what assets are covered
by the security interest being invoked, the date on which the security was granted and, where the security has been
registered, the registration number; and
(h) whether any set-off is claimed and, if so, the amounts of the mutual claims existing on the date when insolvency
proceedings were opened, the date on which they arose and the amount net of set-off claimed.
The standard claims form shall be accompanied by copies of any supporting documents.
3.
The standard claims form shall indicate that the provision of information concerning the bank details and the
personal identification number of the creditor referred to in point (a) of paragraph 2 is not compulsory.
4.
When a creditor lodges its claim by means other than the standard form referred to in paragraph 1, the claim shall
contain the information referred to in paragraph 2.
5.
Claims may be lodged in any official language of the institutions of the Union. The court, the insolvency
practitioner or the debtor in possession may require the creditor to provide a translation in the official language of the
State of the opening of proceedings or, if there are several official languages in that Member State, in the official
language or one of the official languages of the place where insolvency proceedings have been opened, or in another
language which that Member State has indicated it can accept. Each Member State shall indicate whether it accepts any
official language of the institutions of the Union other than its own for the purpose of the lodging of claims.
6.
Claims shall be lodged within the period stipulated by the law of the State of the opening of proceedings. In the
case of a foreign creditor, that period shall not be less than 30 days following the publication of the opening of
insolvency proceedings in the insolvency register of the State of the opening of proceedings. Where a Member State
relies on Article 24(4), that period shall not be less than 30 days following a creditor having been informed pursuant to
Article 54.
7.
Where the court, the insolvency practitioner or the debtor in possession has doubts in relation to a claim lodged
in accordance with this Article, it shall give the creditor the opportunity to provide additional evidence on the existence
and the amount of the claim.

CHAPTER V
INSOLVENCY PROCEEDINGS OF MEMBERS OF A GROUP OF COMPANIES
SECTION 1

Cooperation and communication
Article 56
Cooperation and communication between insolvency practitioners
1.
Where insolvency proceedings relate to two or more members of a group of companies, an insolvency practitioner
appointed in proceedings concerning a member of the group shall cooperate with any insolvency practitioner appointed
in proceedings concerning another member of the same group to the extent that such cooperation is appropriate to

Page 970

L 141/48

EN

Official Journal of the European Union

5.6.2015

facilitate the effective administration of those proceedings, is not incompatible with the rules applicable to such
proceedings and does not entail any conflict of interest. That cooperation may take any form, including the conclusion
of agreements or protocols.
2.

In implementing the cooperation set out in paragraph 1, insolvency practitioners shall:

(a) as soon as possible communicate to each other any information which may be relevant to the other proceedings,
provided appropriate arrangements are made to protect confidential information;
(b) consider whether possibilities exist for coordinating the administration and supervision of the affairs of the group
members which are subject to insolvency proceedings, and if so, coordinate such administration and supervision;
(c) consider whether possibilities exist for restructuring group members which are subject to insolvency proceedings
and, if so, coordinate with regard to the proposal and negotiation of a coordinated restructuring plan.
For the purposes of points (b) and (c), all or some of the insolvency practitioners referred to in paragraph 1 may agree
to grant additional powers to an insolvency practitioner appointed in one of the proceedings where such an agreement
is permitted by the rules applicable to each of the proceedings. They may also agree on the allocation of certain tasks
amongst them, where such allocation of tasks is permitted by the rules applicable to each of the proceedings.

Article 57
Cooperation and communication between courts
1.
Where insolvency proceedings relate to two or more members of a group of companies, a court which has opened
such proceedings shall cooperate with any other court before which a request to open proceedings concerning another
member of the same group is pending or which has opened such proceedings to the extent that such cooperation is
appropriate to facilitate the effective administration of the proceedings, is not incompatible with the rules applicable to
them and does not entail any conflict of interest. For that purpose, the courts may, where appropriate, appoint an
independent person or body to act on its instructions, provided that this is not incompatible with the rules applicable to
them.
2.
In implementing the cooperation set out in paragraph 1, courts, or any appointed person or body acting on their
behalf, as referred to in paragraph 1, may communicate directly with each other, or request information or assistance
directly from each other, provided that such communication respects the procedural rights of the parties to the
proceedings and the confidentiality of information.
3.
The cooperation referred to in paragraph 1 may be implemented by any means that the court considers
appropriate. It may, in particular, concern:
(a) coordination in the appointment of insolvency practitioners;
(b) communication of information by any means considered appropriate by the court;
(c) coordination of the administration and supervision of the assets and affairs of the members of the group;
(d) coordination of the conduct of hearings;
(e) coordination in the approval of protocols where necessary.

Article 58
Cooperation and communication between insolvency practitioners and courts
An insolvency practitioner appointed in insolvency proceedings concerning a member of a group of companies:
(a) shall cooperate and communicate with any court before which a request for the opening of proceedings in respect
of another member of the same group of companies is pending or which has opened such proceedings; and
(b) may request information from that court concerning the proceedings regarding the other member of the group or
request assistance concerning the proceedings in which he has been appointed;
to the extent that such cooperation and communication are appropriate to facilitate the effective administration of the
proceedings, do not entail any conflict of interest and are not incompatible with the rules applicable to them.
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Article 59
Costs of cooperation and communication in proceedings concerning members of a group of companies
The costs of the cooperation and communication provided for in Articles 56 to 60 incurred by an insolvency
practitioner or a court shall be regarded as costs and expenses incurred in the respective proceedings.

Article 60
Powers of the insolvency practitioner in proceedings concerning members of a group of companies
1.
An insolvency practitioner appointed in insolvency proceedings opened in respect of a member of a group of
companies may, to the extent appropriate to facilitate the effective administration of the proceedings:
(a) be heard in any of the proceedings opened in respect of any other member of the same group;
(b) request a stay of any measure related to the realisation of the assets in the proceedings opened with respect to any
other member of the same group, provided that:
(i)

a restructuring plan for all or some members of the group for which insolvency proceedings have been opened
has been proposed under point (c) of Article 56(2) and presents a reasonable chance of success;

(ii) such a stay is necessary in order to ensure the proper implementation of the restructuring plan;
(iii) the restructuring plan would be to the benefit of the creditors in the proceedings for which the stay is
requested; and
(iv) neither the insolvency proceedings in which the insolvency practitioner referred to in paragraph 1 of this
Article has been appointed nor the proceedings in respect of which the stay is requested are subject to
coordination under Section 2 of this Chapter;
(c) apply for the opening of group coordination proceedings in accordance with Article 61.
2.
The court having opened proceedings referred to in point (b) of paragraph 1 shall stay any measure related to the
realisation of the assets in the proceedings in whole or in part if it is satisfied that the conditions referred to in point (b)
of paragraph 1 are fulfilled.
Before ordering the stay, the court shall hear the insolvency practitioner appointed in the proceedings for which the stay
is requested. Such a stay may be ordered for any period, not exceeding 3 months, which the court considers appropriate
and which is compatible with the rules applicable to the proceedings.
The court ordering the stay may require the insolvency practitioner referred to in paragraph 1 to take any suitable
measure available under national law to guarantee the interests of the creditors in the proceedings.
The court may extend the duration of the stay by such further period or periods as it considers appropriate and which
are compatible with the rules applicable to the proceedings, provided that the conditions referred to in points (b)(ii)
to (iv) of paragraph 1 continue to be fulfilled and that the total duration of the stay (the initial period together with any
such extensions) does not exceed 6 months.
SECTION 2

Coordination
S u bsec ti on 1
Pro ce dure
Article 61
Request to open group coordination proceedings
1.
Group coordination proceedings may be requested before any court having jurisdiction over the insolvency
proceedings of a member of the group, by an insolvency practitioner appointed in insolvency proceedings opened in
relation to a member of the group.
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2.
The request referred to in paragraph 1 shall be made in accordance with the conditions provided for by the law
applicable to the proceedings in which the insolvency practitioner has been appointed.
3.

The request referred to in paragraph 1 shall be accompanied by:

(a) a proposal as to the person to be nominated as the group coordinator (‘the coordinator’), details of his or her
eligibility pursuant to Article 71, details of his or her qualifications and his or her written agreement to act as
coordinator;
(b) an outline of the proposed group coordination, and in particular the reasons why the conditions set out in
Article 63(1) are fulfilled;
(c) a list of the insolvency practitioners appointed in relation to the members of the group and, where relevant, the
courts and competent authorities involved in the insolvency proceedings of the members of the group;
(d) an outline of the estimated costs of the proposed group coordination and the estimation of the share of those costs
to be paid by each member of the group.
Article 62
Priority rule
Without prejudice to Article 66, where the opening of group coordination proceedings is requested before courts of
different Member States, any court other than the court first seised shall decline jurisdiction in favour of that court.

Article 63
Notice by the court seised
1.
The court seised of a request to open group coordination proceedings shall give notice as soon as possible of the
request for the opening of group coordination proceedings and of the proposed coordinator to the insolvency practi
tioners appointed in relation to the members of the group as indicated in the request referred to in point (c) of
Article 61(3), if it is satisfied that:
(a) the opening of such proceedings is appropriate to facilitate the effective administration of the insolvency
proceedings relating to the different group members;
(b) no creditor of any group member expected to participate in the proceedings is likely to be financially disadvantaged
by the inclusion of that member in such proceedings; and
(c) the proposed coordinator fulfils the requirements laid down in Article 71.
2.
The notice referred to in paragraph 1 of this Article shall list the elements referred to in points (a) to (d) of
Article 61(3).
3.

The notice referred to in paragraph 1 shall be sent by registered letter, attested by an acknowledgment of receipt.

4.

The court seised shall give the insolvency practitioners involved the opportunity to be heard.

Article 64
Objections by insolvency practitioners
1.

An insolvency practitioner appointed in respect of any group member may object to:

(a) the inclusion within group coordination proceedings of the insolvency proceedings in respect of which it has been
appointed; or
(b) the person proposed as a coordinator.
2.
Objections pursuant to paragraph 1 of this Article shall be lodged with the court referred to in Article 63 within
30 days of receipt of notice of the request for the opening of group coordination proceedings by the insolvency
practitioner referred to in paragraph 1 of this Article.
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The objection may be made by means of the standard form established in accordance with Article 88.
3.
Prior to taking the decision to participate or not to participate in the coordination in accordance with point (a) of
paragraph 1, an insolvency practitioner shall obtain any approval which may be required under the law of the State of
the opening of proceedings for which it has been appointed.

Article 65
Consequences of objection to the inclusion in group coordination
1.
Where an insolvency practitioner has objected to the inclusion of the proceedings in respect of which it has been
appointed in group coordination proceedings, those proceedings shall not be included in the group coordination
proceedings.
2.
The powers of the court referred to in Article 68 or of the coordinator arising from those proceedings shall have
no effect as regards that member, and shall entail no costs for that member.

Article 66
Choice of court for group coordination proceedings
1.
Where at least two-thirds of all insolvency practitioners appointed in insolvency proceedings of the members of
the group have agreed that a court of another Member State having jurisdiction is the most appropriate court for the
opening of group coordination proceedings, that court shall have exclusive jurisdiction.
2.
The choice of court shall be made by joint agreement in writing or evidenced in writing. It may be made until
such time as group coordination proceedings have been opened in accordance with Article 68.
3.

Any court other than the court seised under paragraph 1 shall decline jurisdiction in favour of that court.

4.
The request for the opening of group coordination proceedings shall be submitted to the court agreed in
accordance with Article 61.

Article 67
Consequences of objections to the proposed coordinator
Where objections to the person proposed as coordinator have been received from an insolvency practitioner which does
not also object to the inclusion in the group coordination proceedings of the member in respect of which it has been
appointed, the court may refrain from appointing that person and invite the objecting insolvency practitioner to submit
a new request in accordance with Article 61(3).

Article 68
Decision to open group coordination proceedings
1.
After the period referred to in Article 64(2) has elapsed, the court may open group coordination proceedings
where it is satisfied that the conditions of Article 63(1) are met. In such a case, the court shall:
(a) appoint a coordinator;
(b) decide on the outline of the coordination; and
(c) decide on the estimation of costs and the share to be paid by the group members.
2.
The decision opening group coordination proceedings shall be brought to the notice of the participating
insolvency practitioners and of the coordinator.
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Article 69
Subsequent opt-in by insolvency practitioners
1.
In accordance with its national law, any insolvency practitioner may request, after the court decision referred to in
Article 68, the inclusion of the proceedings in respect of which it has been appointed, where:
(a) there has been an objection to the inclusion of the insolvency proceedings within the group coordination
proceedings; or
(b) insolvency proceedings with respect to a member of the group have been opened after the court has opened group
coordination proceedings.
2.
Without prejudice to paragraph 4, the coordinator may accede to such a request, after consulting the insolvency
practitioners involved, where
(a) he or she is satisfied that, taking into account the stage that the group coordination proceedings has reached at the
time of the request, the criteria set out in points (a) and (b) of Article 63(1) are met; or
(b) all insolvency practitioners involved agree, subject to the conditions in their national law.
3.
The coordinator shall inform the court and the participating insolvency practitioners of his or her decision
pursuant to paragraph 2 and of the reasons on which it is based.
4.
Any participating insolvency practitioner or any insolvency practitioner whose request for inclusion in the group
coordination proceedings has been rejected may challenge the decision referred to in paragraph 2 in accordance with the
procedure set out under the law of the Member State in which the group coordination proceedings have been opened.

Article 70
Recommendations and group coordination plan
1.
When conducting their insolvency proceedings, insolvency practitioners shall consider the recommendations of
the coordinator and the content of the group coordination plan referred to in Article 72(1).
2.
An insolvency practitioner shall not be obliged to follow in whole or in part the coordinator's recommendations
or the group coordination plan.
If it does not follow the coordinator's recommendations or the group coordination plan, it shall give reasons for not
doing so to the persons or bodies that it is to report to under its national law, and to the coordinator.
S u bsec ti on 2
G e ne ra l p rovisio n s
Article 71
The coordinator
1.

The coordinator shall be a person eligible under the law of a Member State to act as an insolvency practitioner.

2.
The coordinator shall not be one of the insolvency practitioners appointed to act in respect of any of the group
members, and shall have no conflict of interest in respect of the group members, their creditors and the insolvency
practitioners appointed in respect of any of the group members.

Article 72
Tasks and rights of the coordinator
1.

The coordinator shall:

(a) identify and outline recommendations for the coordinated conduct of the insolvency proceedings;
(b) propose a group coordination plan that identifies, describes and recommends a comprehensive set of measures
appropriate to an integrated approach to the resolution of the group members' insolvencies. In particular, the plan
may contain proposals for:
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the measures to be taken in order to re-establish the economic performance and the financial soundness of the
group or any part of it;

(ii) the settlement of intra-group disputes as regards intra-group transactions and avoidance actions;
(iii) agreements between the insolvency practitioners of the insolvent group members.
2.

The coordinator may also:

(a) be heard and participate, in particular by attending creditors' meetings, in any of the proceedings opened in respect
of any member of the group;
(b) mediate any dispute arising between two or more insolvency practitioners of group members;
(c) present and explain his or her group coordination plan to the persons or bodies that he or she is to report to under
his or her national law;
(d) request information from any insolvency practitioner in respect of any member of the group where that information
is or might be of use when identifying and outlining strategies and measures in order to coordinate the proceedings;
and
(e) request a stay for a period of up to 6 months of the proceedings opened in respect of any member of the group,
provided that such a stay is necessary in order to ensure the proper implementation of the plan and would be to the
benefit of the creditors in the proceedings for which the stay is requested; or request the lifting of any existing stay.
Such a request shall be made to the court that opened the proceedings for which a stay is requested.
3.
The plan referred to in point (b) of paragraph 1 shall not include recommendations as to any consolidation of
proceedings or insolvency estates.
4.
The coordinator's tasks and rights as defined under this Article shall not extend to any member of the group not
participating in group coordination proceedings.
5.

The coordinator shall perform his or her duties impartially and with due care.

6.
Where the coordinator considers that the fulfilment of his or her tasks requires a significant increase in the costs
compared to the cost estimate referred to in point (d) of Article 61(3), and in any case, where the costs exceed 10 % of
the estimated costs, the coordinator shall:
(a) inform without delay the participating insolvency practitioners; and
(b) seek the prior approval of the court opening group coordination proceedings.

Article 73
Languages
1.
The coordinator shall communicate with the insolvency practitioner of a participating group member in the
language agreed with the insolvency practitioner or, in the absence of an agreement, in the official language or one of
the official languages of the institutions of the Union, and of the court which opened the proceedings in respect of that
group member.
2.

The coordinator shall communicate with a court in the official language applicable to that court.

Article 74
Cooperation between insolvency practitioners and the coordinator
1.
Insolvency practitioners appointed in relation to members of a group and the coordinator shall cooperate with
each other to the extent that such cooperation is not incompatible with the rules applicable to the respective
proceedings.
2.
In particular, insolvency practitioners shall communicate any information that is relevant for the coordinator to
perform his or her tasks.
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Article 75
Revocation of the appointment of the coordinator
The court shall revoke the appointment of the coordinator of its own motion or at the request of the insolvency
practitioner of a participating group member where:
(a) the coordinator acts to the detriment of the creditors of a participating group member; or
(b) the coordinator fails to comply with his or her obligations under this Chapter.
Article 76
Debtor in possession
The provisions applicable, under this Chapter, to the insolvency practitioner shall also apply, where appropriate, to the
debtor in possession.
Article 77
Costs and distribution
1.
The remuneration for the coordinator shall be adequate, proportionate to the tasks fulfilled and reflect reasonable
expenses.
2.
On having completed his or her tasks, the coordinator shall establish the final statement of costs and the share to
be paid by each member, and submit this statement to each participating insolvency practitioner and to the court
opening coordination proceedings.
3.
In the absence of objections by the insolvency practitioners within 30 days of receipt of the statement referred to
in paragraph 2, the costs and the share to be paid by each member shall be deemed to be agreed. The statement shall be
submitted to the court opening coordination proceedings for confirmation.
4.
In the event of an objection, the court that opened the group coordination proceedings shall, upon the application
of the coordinator or any participating insolvency practitioner, decide on the costs and the share to be paid by each
member in accordance with the criteria set out in paragraph 1 of this Article, and taking into account the estimation of
costs referred to in Article 68(1) and, where applicable, Article 72(6).
5.
Any participating insolvency practitioner may challenge the decision referred to in paragraph 4 in accordance with
the procedure set out under the law of the Member State where group coordination proceedings have been opened.
CHAPTER VI
DATA PROTECTION

Article 78
Data protection
1.
National rules implementing Directive 95/46/EC shall apply to the processing of personal data carried out in the
Member States pursuant to this Regulation, provided that processing operations referred to in Article 3(2) of Directive
95/46/EC are not concerned.
2.
Regulation (EC) No 45/2001 shall apply to the processing of personal data carried out by the Commission
pursuant to this Regulation.
Article 79
Responsibilities of Member States regarding the processing of personal data in national insolvency registers
1.
Each Member State shall communicate to the Commission the name of the natural or legal person, public
authority, agency or any other body designated by national law to exercise the functions of controller in accordance
with point (d) of Article 2 of Directive 95/46/EC, with a view to its publication on the European e-Justice Portal.
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2.
Member States shall ensure that the technical measures for ensuring the security of personal data processed in their
national insolvency registers referred to in Article 24 are implemented.
3.
Member States shall be responsible for verifying that the controller, designated by national law in accordance with
point (d) of Article 2 of Directive 95/46/EC, ensures compliance with the principles of data quality, in particular the
accuracy and the updating of data stored in national insolvency registers.
4.
Member States shall be responsible, in accordance with Directive 95/46/EC, for the collection and storage of data
in national databases and for decisions taken to make such data available in the interconnected register that can be
consulted via the European e-Justice Portal.
5.
As part of the information that should be provided to data subjects to enable them to exercise their rights, and in
particular the right to the erasure of data, Member States shall inform data subjects of the accessibility period set for
personal data stored in insolvency registers.

Article 80
Responsibilities of the Commission in connection with the processing of personal data
1.
The Commission shall exercise the responsibilities of controller pursuant to Article 2(d) of Regulation (EC)
No 45/2001 in accordance with its respective responsibilities defined in this Article.
2.
The Commission shall define the necessary policies and apply the necessary technical solutions to fulfil its respon
sibilities within the scope of the function of controller.
3.
The Commission shall implement the technical measures required to ensure the security of personal data while in
transit, in particular the confidentiality and integrity of any transmission to and from the European e-Justice Portal.
4.
The obligations of the Commission shall not affect the responsibilities of the Member States and other bodies for
the content and operation of the interconnected national databases run by them.

Article 81
Information obligations
Without prejudice to the information to be given to data subjects in accordance with Articles 11 and 12 of Regulation
(EC) No 45/2001, the Commission shall inform data subjects, by means of publication through the European e-Justice
Portal, about its role in the processing of data and the purposes for which those data will be processed.

Article 82
Storage of personal data
As regards information from interconnected national databases, no personal data relating to data subjects shall be stored
in the European e-Justice Portal. All such data shall be stored in the national databases operated by the Member States or
other bodies.

Article 83
Access to personal data via the European e-Justice Portal
Personal data stored in the national insolvency registers referred to in Article 24 shall be accessible via the European
e-Justice Portal for as long as they remain accessible under national law.

Page 978

L 141/56

EN

Official Journal of the European Union

5.6.2015

CHAPTER VII
TRANSITIONAL AND FINAL PROVISIONS

Article 84
Applicability in time
1.
The provisions of this Regulation shall apply only to insolvency proceedings opened after 26 June 2017. Acts
committed by a debtor before that date shall continue to be governed by the law which was applicable to them at the
time they were committed.
2.
Notwithstanding Article 91 of this Regulation, Regulation (EC) No 1346/2000 shall continue to apply to
insolvency proceedings which fall within the scope of that Regulation and which have been opened before 26 June
2017.

Article 85
Relationship to Conventions
1.
This Regulation replaces, in respect of the matters referred to therein, and as regards relations between Member
States, the Conventions concluded between two or more Member States, in particular:
(a)

the Convention between Belgium and France on Jurisdiction and the Validity and Enforcement of Judgments,
Arbitration Awards and Authentic Instruments, signed at Paris on 8 July 1899;

(b) the Convention between Belgium and Austria on Bankruptcy, Winding-up, Arrangements, Compositions and
Suspension of Payments (with Additional Protocol of 13 June 1973), signed at Brussels on 16 July 1969;
(c)

the Convention between Belgium and the Netherlands on Territorial Jurisdiction, Bankruptcy and the Validity and
Enforcement of Judgments, Arbitration Awards and Authentic Instruments, signed at Brussels on 28 March 1925;

(d) the Treaty between Germany and Austria on Bankruptcy, Winding-up, Arrangements and Compositions, signed at
Vienna on 25 May 1979;
(e)

the Convention between France and Austria on Jurisdiction, Recognition and Enforcement of Judgments on
Bankruptcy, signed at Vienna on 27 February 1979;

(f)

the Convention between France and Italy on the Enforcement of Judgments in Civil and Commercial Matters,
signed at Rome on 3 June 1930;

(g) the Convention between Italy and Austria on Bankruptcy, Winding-up, Arrangements and Compositions, signed at
Rome on 12 July 1977;
(h) the Convention between the Kingdom of the Netherlands and the Federal Republic of Germany on the Mutual
Recognition and Enforcement of Judgments and other Enforceable Instruments in Civil and Commercial Matters,
signed at The Hague on 30 August 1962;
(i)

the Convention between the United Kingdom and the Kingdom of Belgium providing for the Reciprocal
Enforcement of Judgments in Civil and Commercial Matters, with Protocol, signed at Brussels on 2 May 1934;

(j)

the Convention between Denmark, Finland, Norway, Sweden and Iceland on Bankruptcy, signed at Copenhagen on
7 November 1933;

(k) the European Convention on Certain International Aspects of Bankruptcy, signed at Istanbul on 5 June 1990;
(l)

the Convention between the Federative People's Republic of Yugoslavia and the Kingdom of Greece on the Mutual
Recognition and Enforcement of Judgments, signed at Athens on 18 June 1959;

(m) the Agreement between the Federative People's Republic of Yugoslavia and the Republic of Austria on the Mutual
Recognition and Enforcement of Arbitral Awards and Arbitral Settlements in Commercial Matters, signed at
Belgrade on 18 March 1960;
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(n) the Convention between the Federative People's Republic of Yugoslavia and the Italian Republic on Mutual Judicial
Cooperation in Civil and Administrative Matters, signed at Rome on 3 December 1960;
(o) the Agreement between the Socialist Federative Republic of Yugoslavia and the Kingdom of Belgium on Judicial
Cooperation in Civil and Commercial Matters, signed at Belgrade on 24 September 1971;
(p) the Convention between the Governments of Yugoslavia and France on the Recognition and Enforcement of
Judgments in Civil and Commercial Matters, signed at Paris on 18 May 1971;
(q) the Agreement between the Czechoslovak Socialist Republic and the Hellenic Republic on Legal Aid in Civil and
Criminal Matters, signed at Athens on 22 October 1980, still in force between the Czech Republic and Greece;
(r)

the Agreement between the Czechoslovak Socialist Republic and the Republic of Cyprus on Legal Aid in Civil and
Criminal Matters, signed at Nicosia on 23 April 1982, still in force between the Czech Republic and Cyprus;

(s)

the Treaty between the Government of the Czechoslovak Socialist Republic and the Government of the Republic of
France on Legal Aid and the Recognition and Enforcement of Judgments in Civil, Family and Commercial Matters,
signed at Paris on 10 May 1984, still in force between the Czech Republic and France;

(t)

the Treaty between the Czechoslovak Socialist Republic and the Italian Republic on Legal Aid in Civil and Criminal
Matters, signed at Prague on 6 December 1985, still in force between the Czech Republic and Italy;

(u) the Agreement between the Republic of Latvia, the Republic of Estonia and the Republic of Lithuania on Legal
Assistance and Legal Relationships, signed at Tallinn on 11 November 1992;
(v) the Agreement between Estonia and Poland on Granting Legal Aid and Legal Relations on Civil, Labour and
Criminal Matters, signed at Tallinn on 27 November 1998;
(w) the Agreement between the Republic of Lithuania and the Republic of Poland on Legal Assistance and Legal
Relations in Civil, Family, Labour and Criminal Matters, signed at Warsaw on 26 January 1993;
(x) the Convention between the Socialist Republic of Romania and the Hellenic Republic on legal assistance in civil
and criminal matters and its Protocol, signed at Bucharest on 19 October 1972;
(y) the Convention between the Socialist Republic of Romania and the French Republic on legal assistance in civil and
commercial matters, signed at Paris on 5 November 1974;
(z) the Agreement between the People's Republic of Bulgaria and the Hellenic Republic on Legal Assistance in Civil and
Criminal Matters, signed at Athens on 10 April 1976;
(aa) the Agreement between the People's Republic of Bulgaria and the Republic of Cyprus on Legal Assistance in Civil
and Criminal Matters, signed at Nicosia on 29 April 1983;
(ab) the Agreement between the Government of the People's Republic of Bulgaria and the Government of the French
Republic on Mutual Legal Assistance in Civil Matters, signed at Sofia on 18 January 1989;
(ac) the Treaty between Romania and the Czech Republic on judicial assistance in civil matters, signed at Bucharest on
11 July 1994;
(ad) the Treaty between Romania and the Republic of Poland on legal assistance and legal relations in civil cases, signed
at Bucharest on 15 May 1999.
2.
The Conventions referred to in paragraph 1 shall continue to have effect with regard to proceedings opened before
the entry into force of Regulation (EC) No 1346/2000.
3.

This Regulation shall not apply:

(a) in any Member State, to the extent that it is irreconcilable with the obligations arising in relation to bankruptcy
from a convention concluded by that Member State with one or more third countries before the entry into force of
Regulation (EC) No 1346/2000;
(b) in the United Kingdom of Great Britain and Northern Ireland, to the extent that is irreconcilable with the obligations
arising in relation to bankruptcy and the winding-up of insolvent companies from any arrangements with the
Commonwealth existing at the time Regulation (EC) No 1346/2000 entered into force.
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Article 86
Information on national and Union insolvency law
1.
The Member States shall provide, within the framework of the European Judicial Network in civil and commercial
matters established by Council Decision 2001/470/EC (1), and with a view to making the information available to the
public, a short description of their national legislation and procedures relating to insolvency, in particular relating to the
matters listed in Article 7(2).
2.

The Member States shall update the information referred to in paragraph 1 regularly.

3.

The Commission shall make information concerning this Regulation available to the public.

Article 87
Establishment of the interconnection of registers
The Commission shall adopt implementing acts establishing the interconnection of insolvency registers as referred to in
Article 25. Those implementing acts shall be adopted in accordance with the examination procedure referred to in
Article 89(3).

Article 88
Establishment and subsequent amendment of standard forms
The Commission shall adopt implementing acts establishing and, where necessary, amending the forms referred to in
Article 27(4), Articles 54 and 55 and Article 64(2). Those implementing acts shall be adopted in accordance with the
advisory procedure referred to in Article 89(2).

Article 89
Committee procedure
1.
The Commission shall be assisted by a committee. That committee shall be a committee within the meaning of
Regulation (EU) No 182/2011.
2.

Where reference is made to this paragraph, Article 4 of Regulation (EU) No 182/2011 shall apply.

3.

Where reference is made to this paragraph, Article 5 of Regulation (EU) No 182/2011 shall apply.

Article 90
Review clause
1.
No later than 27 June 2027, and every 5 years thereafter, the Commission shall present to the European
Parliament, the Council and the European Economic and Social Committee a report on the application of this
Regulation. The report shall be accompanied where necessary by a proposal for adaptation of this Regulation.
2.
No later than 27 June 2022, the Commission shall present to the European Parliament, the Council and the
European Economic and Social Committee a report on the application of the group coordination proceedings. The
report shall be accompanied where necessary by a proposal for adaptation of this Regulation.
3.
No later than 1 January 2016, the Commission shall submit to the European Parliament, the Council and the
European Economic and Social Committee a study on the cross-border issues in the area of directors' liability and
disqualifications.
4.
No later than 27 June 2020, the Commission shall submit to the European Parliament, the Council and the
European Economic and Social Committee a study on the issue of abusive forum shopping.
(1) Council Decision 2001/470/EC of 28 May 2001 establishing a European Judicial Network in civil and commercial matters (OJ L 174,
27.6.2001, p. 25).
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Article 91
Repeal
Regulation (EC) No 1346/2000 is repealed.
References to the repealed Regulation shall be construed as references to this Regulation and shall be read in accordance
with the correlation table set out in Annex D to this Regulation.
Article 92
Entry into force
This Regulation shall enter into force on the twentieth day following that of its publication in the Official Journal of the
European Union.
It shall apply from 26 June 2017, with the exception of:
(a) Article 86, which shall apply from 26 June 2016;
(b) Article 24(1), which shall apply from 26 June 2018; and
(c) Article 25, which shall apply from 26 June 2019.

This Regulation shall be binding in its entirety and directly applicable in the Member States in
accordance with the Treaties.
Done at Strasbourg, 20 May 2015.
For the European Parliament

For the Council

The President

The President

M. SCHULZ

Z. KALNIŅA-LUKAŠEVICA
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ANNEX A
Insolvency proceedings referred to in point (4) of Article 2
BELGIQUE/BELGIË

— Het faillissement/La faillite,
— De gerechtelijke reorganisatie door een collectief akkoord/La réorganisation judiciaire par accord collectif,
— De gerechtelijke reorganisatie door een minnelijk akkoord/La réorganisation judiciaire par accord amiable,
— De gerechtelijke reorganisatie door overdracht onder gerechtelijk gezag/La réorganisation judiciaire par transfert sous
autorité de justice,
— De collectieve schuldenregeling/Le règlement collectif de dettes,
— De vrijwillige vereffening/La liquidation volontaire,
— De gerechtelijke vereffening/La liquidation judiciaire,
— De voorlopige ontneming van beheer, bepaald in artikel 8 van de faillissementswet/Le dessaisissement provisoire, visé
à l'article 8 de la loi sur les faillites,
БЪЛГАРИЯ

— Производство по несъстоятелност,
ČESKÁ REPUBLIKA

— Konkurs,
— Reorganizace,
— Oddlužení,
DEUTSCHLAND

— Das Konkursverfahren,
— Das gerichtliche Vergleichsverfahren,
— Das Gesamtvollstreckungsverfahren,
— Das Insolvenzverfahren,
EESTI

— Pankrotimenetlus,
— Võlgade ümberkujundamise menetlus,
ÉIRE/IRELAND

— Compulsory winding-up by the court,
— Bankruptcy,
— The administration in bankruptcy of the estate of persons dying insolvent,
— Winding-up in bankruptcy of partnerships,
— Creditors' voluntary winding-up (with confirmation of a court),
— Arrangements under the control of the court which involve the vesting of all or part of the property of the debtor
in the Official Assignee for realisation and distribution,
— Examinership,
— Debt Relief Notice,
— Debt Settlement Arrangement,
— Personal Insolvency Arrangement,
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ΕΛΛΑΔΑ

— Η πτώχευση,
— Η ειδική εκκαθάριση εν λειτουργία,
— Σχέδιο αναδιοργάνωσης,
— Απλοποιημένη διαδικασία επί πτωχεύσεων μικρού αντικειμένου,
— Διαδικασία Εξυγίανσης,
ESPAÑA

— Concurso,
— Procedimiento de homologación de acuerdos de refinanciación,
— Procedimiento de acuerdos extrajudiciales de pago,
— Procedimiento de negociación pública para la consecución de acuerdos de refinanciación colectivos, acuerdos de
refinanciación homologados y propuestas anticipadas de convenio,
FRANCE

— Sauvegarde,
— Sauvegarde accélérée,
— Sauvegarde financière accélérée,
— Redressement judiciaire,
— Liquidation judiciaire,
HRVATSKA

— Stečajni postupak,
ITALIA

— Fallimento,
— Concordato preventivo,
— Liquidazione coatta amministrativa,
— Amministrazione straordinaria,
— Accordi di ristrutturazione,
— Procedure di composizione della crisi da sovraindebitamento del consumatore (accordo o piano),
— Liquidazione dei beni,
ΚΥΠΡΟΣ

— Υποχρεωτική εκκαθάριση από το Δικαστήριο,
— Εκούσια εκκαθάριση από μέλη,
— Εκούσια εκκαθάριση από πιστωτές
— Εκκαθάριση με την εποπτεία του Δικαστηρίου,
— Διάταγμα Παραλαβής και πτώχευσης κατόπιν Δικαστικού Διατάγματος,
— Διαχείριση της περιουσίας προσώπων που απεβίωσαν αφερέγγυα,
LATVIJA

— Tiesiskās aizsardzības process,
— Juridiskās personas maksātnespējas process,
— Fiziskās personas maksātnespējas process,
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LIETUVA

— Įmonės restruktūrizavimo byla,
— Įmonės bankroto byla,
— Įmonės bankroto procesas ne teismo tvarka,
— Fizinio asmens bankroto procesas,
LUXEMBOURG

— Faillite,
— Gestion contrôlée,
— Concordat préventif de faillite (par abandon d'actif),
— Régime spécial de liquidation du notariat,
— Procédure de règlement collectif des dettes dans le cadre du surendettement,
MAGYARORSZÁG

— Csődeljárás,
— Felszámolási eljárás,
MALTA

— Xoljiment,
— Amministrazzjoni,
— Stralċ volontarju mill-membri jew mill-kredituri,
— Stralċ mill-Qorti,
— Falliment f'każ ta' kummerċjant,
— Proċedura biex kumpanija tirkupra,
NEDERLAND

— Het faillissement,
— De surséance van betaling,
— De schuldsaneringsregeling natuurlijke personen,
ÖSTERREICH

— Das Konkursverfahren (Insolvenzverfahren),
— Das Sanierungsverfahren ohne Eigenverwaltung (Insolvenzverfahren),
— Das Sanierungsverfahren mit Eigenverwaltung (Insolvenzverfahren),
— Das Schuldenregulierungsverfahren,
— Das Abschöpfungsverfahren,
— Das Ausgleichsverfahren,
POLSKA

— Postępowanie naprawcze,
— Upadłość obejmująca likwidację,
— Upadłość z możliwością zawarcia układu,
PORTUGAL

— Processo de insolvência,
— Processo especial de revitalização,
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ROMÂNIA

— Procedura insolvenței,
— Reorganizarea judiciară,
— Procedura falimentului,
— Concordatul preventiv,
SLOVENIJA

— Postopek preventivnega prestrukturiranja,
— Postopek prisilne poravnave,
— Postopek poenostavljene prisilne poravnave,
— Stečajni postopek: stečajni postopek nad pravno osebo, postopek osebnega stečaja and postopek stečaja zapuščine,
SLOVENSKO

— Konkurzné konanie,
— Reštrukturalizačné konanie,
— Oddlženie,
SUOMI/FINLAND

— Konkurssi/konkurs,
— Yrityssaneeraus/företagssanering,
— Yksityishenkilön velkajärjestely/skuldsanering för privatpersoner,
SVERIGE

— Konkurs,
— Företagsrekonstruktion,
— Skuldsanering,
UNITED KINGDOM

— Winding-up by or subject to the supervision of the court,
— Creditors' voluntary winding-up (with confirmation by the court),
— Administration, including appointments made by filing prescribed documents with the court,
— Voluntary arrangements under insolvency legislation,
— Bankruptcy or sequestration.
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Insolvency practitioners referred to in point (5) of Article 2
BELGIQUE/BELGIË

— De curator/Le curateur,
— De gedelegeerd rechter/Le juge-délégué,
— De gerechtsmandataris/Le mandataire de justice,
— De schuldbemiddelaar/Le médiateur de dettes,
— De vereffenaar/Le liquidateur,
— De voorlopige bewindvoerder/L'administrateur provisoire,
БЪЛГАРИЯ

— Назначен предварително временен синдик,
— Временен синдик,
— (Постоянен) синдик,
— Служебен синдик,
ČESKÁ REPUBLIKA

— Insolvenční správce,
— Předběžný insolvenční správce,
— Oddělený insolvenční správce,
— Zvláštní insolvenční správce,
— Zástupce insolvenčního správce,
DEUTSCHLAND

— Konkursverwalter,
— Vergleichsverwalter,
— Sachwalter (nach der Vergleichsordnung),
— Verwalter,
— Insolvenzverwalter,
— Sachwalter (nach der Insolvenzordnung),
— Treuhänder,
— Vorläufiger Insolvenzverwalter,
— Vorläufiger Sachwalter,
EESTI

— Pankrotihaldur,
— Ajutine pankrotihaldur,
— Usaldusisik,
ÉIRE/IRELAND

— Liquidator,
— Official Assignee,
— Trustee in bankruptcy,

Page 987

5.6.2015

5.6.2015

EN

Official Journal of the European Union

L 141/65

— Provisional Liquidator,
— Examiner,
— Personal Insolvency Practitioner,
— Insolvency Service,
ΕΛΛΑΔΑ

— Ο σύνδικος,
— Ο εισηγητής,
— Η επιτροπή των πιστωτών,
— Ο ειδικός εκκαθαριστής,
ESPAÑA

— Administrador concursal,
— Mediador concursal,
FRANCE

— Mandataire judiciaire,
— Liquidateur,
— Administrateur judiciaire,
— Commissaire à l'exécution du plan,
HRVATSKA

— Stečajni upravitelj,
— Privremeni stečajni upravitelj,
— Stečajni povjerenik,
— Povjerenik,
ITALIA

— Curatore,
— Commissario giudiziale,
— Commissario straordinario,
— Commissario liquidatore,
— Liquidatore giudiziale,
— Professionista nominato dal Tribunale,
— Organismo di composizione della crisi nella procedura di composizione della crisi da sovraindebitamento del
consumatore,
— Liquidatore,
ΚΥΠΡΟΣ

— Εκκαθαριστής και Προσωρινός Εκκαθαριστής,
— Επίσημος Παραλήπτης,
— Διαχειριστής της Πτώχευσης,
LATVIJA

— Maksātnespējas procesa administrators,
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LIETUVA

— Bankroto administratorius,
— Restruktūrizavimo administratorius,
LUXEMBOURG

— Le curateur,
— Le commissaire,
— Le liquidateur,
— Le conseil de gérance de la section d'assainissement du notariat,
— Le liquidateur dans le cadre du surendettement,
MAGYARORSZÁG

— Vagyonfelügyelő,
— Felszámoló,
MALTA

— Amministratur Proviżorju,
— Riċevitur Uffiċjali,
— Stralċjarju,
— Manager Speċjali,
— Kuraturi f'każ ta' proċeduri ta' falliment,
— Kontrolur Speċjali,
NEDERLAND

— De curator in het faillissement,
— De bewindvoerder in de surséance van betaling,
— De bewindvoerder in de schuldsaneringsregeling natuurlijke personen,
ÖSTERREICH

— Masseverwalter,
— Sanierungsverwalter,
— Ausgleichsverwalter,
— Besonderer Verwalter,
— Einstweiliger Verwalter,
— Sachwalter,
— Treuhänder,
— Insolvenzgericht,
— Konkursgericht,
POLSKA

— Syndyk,
— Nadzorca sądowy,
— Zarządca,

Page 989

5.6.2015

5.6.2015

EN

Official Journal of the European Union

PORTUGAL

— Administrador da insolvência,
— Administrador judicial provisório,
ROMÂNIA

— Practician în insolvență,
— Administrator concordatar,
— Administrator judiciar,
— Lichidator judiciar,
SLOVENIJA

— Upravitelj,
SLOVENSKO

— Predbežný správca,
— Správca,
SUOMI/FINLAND

— Pesänhoitaja/boförvaltare,
— Selvittäjä/utredare,
SVERIGE

— Förvaltare,
— Rekonstruktör,
UNITED KINGDOM

— Liquidator,
— Supervisor of a voluntary arrangement,
— Administrator,
— Official Receiver,
— Trustee,
— Provisional Liquidator,
— Interim Receiver,
— Judicial factor.
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ANNEX C
Repealed Regulation with list of the successive amendments thereto

Council Regulation (EC) No 1346/2000
(OJ L 160, 30.6.2000, p. 1)
Council Regulation (EC) No 603/2005
(OJ L 100, 20.4.2005, p. 1)
Council Regulation (EC) No 694/2006
(OJ L 121, 6.5.2006, p. 1)
Council Regulation (EC) No 1791/2006
(OJ L 363, 20.12.2006, p. 1)
Council Regulation (EC) No 681/2007
(OJ L 159, 20.6.2007, p. 1)
Council Regulation (EC) No 788/2008
(OJ L 213, 8.8.2008, p. 1)
Implementing Regulation of the Council (EU) No 210/2010
(OJ L 65, 13.3.2010, p. 1)
Council Implementing Regulation (EU) No 583/2011
(OJ L 160, 18.6.2011, p. 52)
Council Regulation (EU) No 517/2013
(OJ L 158, 10.6.2013, p. 1)
Council Implementing Regulation (EU) No 663/2014
(OJ L 179, 19.6.2014, p. 4)
Act concerning the conditions of accession of the Czech Republic, the Republic of Estonia, the Republic of Cyprus, the
Republic of Latvia, the Republic of Lithuania, the Republic of Hungary, the Republic of Malta, the Republic of Poland,
the Republic of Slovenia and the Slovak Republic and the adjustments to the Treaties on which the European Union is
founded
(OJ L 236, 23.9.2003, p. 33)
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ANNEX D
Correlation table
Regulation (EC) No 1346/2000

This Regulation

Article 1

Article 1

Article 2, introductory words

Article 2, introductory words

Article 2, point (a)

Article 2, point (4)

Article 2, point (b)

Article 2, point (5)

Article 2, point (c)

—

Article 2, point (d)

Article 2, point (6)

Article 2, point (e)

Article 2, point (7)

Article 2, point (f)

Article 2, point (8)

Article 2, point (g), introductory words

Article 2, point (9), introductory words

Article 2, point (g), first indent

Article 2, point (9)(vii)

Article 2, point (g), second indent

Article 2, point (9)(iv)

Article 2, point (g), third indent

Article 2, point (9)(viii)

Article 2, point (h)

Article 2, point 10

—

Article 2, points (1) to (3) and (11) to (13)

—

Article 2, point (9)(i) to (iii), (v), (vi)

Article 3

Article 3

—

Article 4

—

Article 5

—

Article 6

Article 4

Article 7

Article 5

Article 8

Article 6

Article 9

Article 7

Article 10

Article 8

Article 11(1)

—

Article 11(2)

Article 9

Article 12

Article 10

Article 13(1)

—

Article 13(2)

Article 11

Article 14

Article 12

Article 15

Article 13, first indent

Article 16, point (a)

Article 13, second indent

Article 16, point (b)

Article 14, first indent

Article 17, point (a)

Article 14, second indent

Article 17, point (b)
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This Regulation

Article 14, third indent

Article 17, point (c)

Article 15

Article 18

Article 16

Article 19

Article 17

Article 20

Article 18

Article 21

Article 19

Article 22

Article 20

Article 23

—

Article 24

—

Article 25

—

Article 26

—

Article 27

Article 21(1)

Article 28(2)

Article 21(2)

Article 28(1)

Article 22

Article 29

Article 23

Article 30

Article 24

Article 31

Article 25

Article 32

Article 26

Article 33

Article 27

Article 34

Article 28

Article 35

—

Article 36

Article 29

Article 37(1)

—

Article 37(2)

—

Article 38

—

Article 39

Article 30

Article 40

Article 31

Article 41

—

Article 42

—

Article 43

—

Article 44

Article 32

Article 45

Article 33

Article 46

Article 34(1)

Article 47(1)

Article 34(2)

Article 47(2)

Article 34(3)

—

—

Article 48

Article 35

Article 49

Article 36

Article 50

Article 37

Article 51
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This Regulation

Article 38

Article 52

Article 39

Article 53

Article 40

Article 54

Article 41

Article 55

Article 42

—

—

Article 56

—

Article 57

—

Article 58

—

Article 59

—

Article 60

—

Article 61

—

Article 62

—

Article 63

—

Article 64

—

Article 65

—

Article 66

—

Article 67

—

Article 68

—

Article 69

—

Article 70

—

Article 71

—

Article 72

—

Article 73

—

Article 74

—

Article 75

—

Article 76

—

Article 77

—

Article 78

—

Article 79

—

Article 80

—

Article 81

—

Article 82

—

Article 83

Article 43

Article 84(1)

—

Article 84(2)

Article 44

Article 85

—

Article 86

Article 45

—

—

Article 87

—

Article 88
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This Regulation

—

Article 89

Article 46

Article 90(1)

—

Article 90(2) to (4)

—

Article 91

Article 47

Article 92

Annex A

Annex A

Annex B

—

Annex C

Annex B

—

Annex C

—

Annex D
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Introduction
1.
At its forty-fourth session in December 2013, following a three-day
colloquium, the Working Group agreed to continue its work on the cross-border
insolvency of multinational enterprise groups by developing provisions on a number
of issues that would extend the existing provisions of the UNCITRAL Model Law
on Cross-Border Insolvency (UNCITRAL Model Law) and part three of the
UNCITRAL Legislative Guide on Insolvency Law (UNCITRAL Legislative Guide),
as well as involving reference to the UNCITRAL Practice Guide on Cross-Border
Insolvency Cooperation. While the Working Group considered that those provisions
might, for example, form a set of model provisions or a supplement to the existing
UNCITRAL Model Law, it noted that the precise form they might take could be
decided as the work progressed.
2.
Those issues agreed by the Working Group as establishing the outline for its
future work were discussed at its forty-fifth session in April 2014. They form the
basis of this working paper, which considers those issues in the context of a possible
legislative regime to facilitate the conduct of cross-border insolvency proceedings
affecting multiple members of an enterprise group. That context is intended to
provide a means of connecting the various issues discussed at the forty-fifth session
of the Working Group and serve as a starting point for discussion at the
forty-sixth session. The form such a regime might take, for example, model law or
model legislative provisions or additional guidance on the implementation and
interpretation of existing provisions, is a question to be decided by the Working
Group. It might be borne in mind, however, that adding further material to, or
changing the approaches adopted in, part three of the Legislative Guide, which was
completed only in 2009, might require appropriate justification, such as by
reference to developments or changes in insolvency practice.

I. The goals of a cross-border insolvency regime for groups
3.
At the outset, it might be helpful to identify some of the goals of a regime to
facilitate the conduct of insolvency proceedings affecting multiple group members.
One approach might be to follow the structure of the UNCITRAL Model Law and
create a legislative regime for access, recognition, relief and cooperation, to address
insolvency proceedings affecting different debtors that are connected by
membership of the same enterprise group. Such a regime might be extended in the
group context to include provisions on:
(a) Identifying the jurisdiction(s) in which insolvency proceedings for the
insolvent group members might be commenced;
(b) Facilitating participation of multiple members in a single proceeding or a
coordination proceeding, possibly by way of voluntary submission to jurisdiction,
and extending procedural coordination to enterprise groups;
(c) Limiting the number of insolvency proceedings that commence with
respect to group members;

2

V.14-06482

Page 997

A/CN.9/WG.V/WP.I24

(d) Permitting voluntary participation of solvent group members in the
proceedings concerning insolvent members, particularly when those proceedings are
for reorganization;
(e) Appointing a limited number of insolvency representatives, as
recommended in part three of the UNCITRAL Legislative Guide;
(f) Coordinating reorganization plans, as recommended in part three of the
UNCITRAL Legislative Guide; and
(g)

Recognizing post-commencement finance granted in another jurisdiction.

II. Key elements of a group regime
4.
A simple scenario might be helpful to structure the discussion on these key
elements:
Insolvency proceedings for enterprise group members A and B commence in
country Z. A is the parent company of the enterprise group. Creditors
are seeking to commence proceedings against group members C and D in
country Y.

A. Access'
5.
The first issue might relate to the provision of access to foreign courts for
purposes of requesting recognition and relief.
6.
The Working Group agreed at its forty-fifth session 2 that different rights of
access might be required depending on the nature of the insolvency proceedings
affecting the group. Article 9 of the UNCITRAL Model Law refers to access for a
foreign representative. In the group context, in accordance with Model Law,
article 2 (d), access might be provided to the insolvency representative appointed to
insolvency proceedings concerning group member A to make applications with
respect to A or other group members, such as B, particularly where B is
participating in an insolvency solution for the group as a whole. Access might also
be provided to some other authorized person, such as the representative of a solvent
group member that is participating in insolvency proceedings concerning group
members (see paras. 58 and 61-63 below).
7.
Access for foreign creditors is addressed in article 13 of the Model Law and is
limited to the access provided to local creditors. In the group context, the Working
Group agreed that access for foreign creditors might only be appropriate in specific
circumstances. 3 One example given was where creditor claims were to be treated
"synthetically" in insolvency proceedings conducted in a different jurisdiction (see
paras. 27-29 below). This situation might need to be distinguished from more
UNCITRAL Model Law, articles 9 and 13, Guide to Enactment and Interpretation paras. 25-28,
108 and 118; UNCITRAL Legislative Guide, part three, recommendation 239(a) and
commentary, chapter III, paras. 11-13.
2 Report of Working Group V (Insolvency Law) on the work of its forty-fifth session (New York,
21-25 April 2014), A/CN.9/803, para. 18.
3 Ibid., para. 19.
1

3
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general issues of access, such as to information, discussed in paragraphs 56-58
below, where greater, rather than more restricted, access might be appropriate in the
group context.
8.
The Working Group also suggested that group members might have access
analogous to that of creditors under the Model Law;` the Working Group might
wish to consider whether, in many situations, it might be sufficient to allow access
for the foreign representatives of those members and to the representatives of
solvent members.

B.

Recognition of foreign proceedings 5
9. Recognition under the UNCITRAL Model Law focuses upon insolvency
proceedings commenced with respect to an individual debtor and is based upon
whether those proceedings commenced at the location where the debtor had its
centre of main interests (COMI) or an establishment at the time proceedings
commenced. 6 The resulting status of the recognized proceeding, as either main or
non-main (see Model Law, article 17), is linked directly to the relief that can be
provided to the foreign proceeding. This framework might be used in the group
context and possibly extended to provide types of relief additional to those available
under articles 20 and 21 of the Model Law (relief is discussed below).
10. Preliminary questions to consider with respect to recognition of insolvency
proceedings involving different group members might include the purpose for which
recognition could be sought and the basis upon which it might be granted.

1. Purpose of recognition
11. Recognition in other jurisdictions (including country Y) of the proceedings
concerning A and B commenced in country Z might be sought to achieve several
outcomes. These outcomes might focus on limiting the number of proceedings
commenced with respect to all group members and seeking relief and assistance to
deal with assets and affairs of the various group members in different jurisdictions.
2. Basis of recognition: status of the proceedings in country Z — use of the
distinction between main and non-main proceedings
12. A difficult question for consideration in the group context concerns the basis
on which proceedings concerning group members might commence and thus ground
an application for recognition.
13. The UNCITRAL Model Law criteria of COMI and establishment can be
applied in the enterprise group context for each individual group member. Several
cases concerning the cross-border reorganization of enterprise groups have been
concentrated in a limited number of jurisdictions, based upon courts in those
jurisdictions finding that most, if not all, of the group members had their COMI in
Ibid.
UNCITRAL Model Law, articles 15-24 and Guide to Enactment and Interpretation, paras. 29-34,
127-208; UNCITRAL Legislative Guide, part three, recommendation 239(b) and commentary,
chapter III, paras. 11-13.
6 See UNCITRAL Model Law, Guide to Enactment and Interpretation, paras. 157-160.

4
5
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those jurisdictions. In the scenario outlined above, the proceedings for A and B
might have commenced in country Z on the basis that country Z is the COMI of
those two group members, determined in accordance with the factors indicated in
the Guide to Enactment and Interpretation (paras. 145-147). Those proceedings
might be recognized under the Model Law as main proceedings, with the applicable
effects. Any local proceedings that might be commenced in country Y or other
jurisdictions for A and B after recognition of the proceedings in country Z would be
non-main proceedings and subject to the provisions of chapter V of the Model Law,
e.g. under article 28, those proceedings would be limited to the assets located in that
State or that, for reasons of cooperation and coordination, should be administered in
that State. If the proceedings in country Z were based upon establishment, rather
than COMI, they could still be recognized, but as non-main proceedings and the
effects of recognition would be slightly more limited. The focus of relief in that case
might be upon seeking to avoid or limit the commencement of main proceedings.
14. The COMI and establishment criteria could also be applied to analyse the
situations of C and D. Thus, the representative of A and B may also seek to open
main proceedings in country Z against group members C and D if it could be shown
that the COMI of those subsidiaries or an establishment was located in country Z.
The representative might then seek recognition of those proceedings (as main or
non-main proceedings) in country Y.
15. The use of the Model Law approach in that way may, however, be
insufficiently flexible to facilitate the insolvency treatment of enterprise groups and
could lead to extensive litigation on issues of COMI. It may not always be possible
to limit commencement to a small number of jurisdictions in which COMI (or
establishment) might be found and for larger groups that restriction might prove to
be an insurmountable obstacle to reorganization.
16. One suggestion has been to allow group members such as C and D to
commence proceedings in country Z, irrespective of any connection they might have
to that jurisdiction, on the basis that they are members of the same enterprise group
as A and B. The goals of such a course of action would include facilitating the
negotiation of an insolvency solution for the group as a whole, thus maximizing
value for all group members; simplifying the conduct of the different insolvency
proceedings, especially the need for coordination and cooperation, thus reducing
costs and enabling the use of mechanisms such as procedural coordination 7 and
appointment of the same insolvency representative. 8
17. If such proceedings could be commenced in country Z, safeguards to protect
the interests of creditors of C and D might include: ensuring that they are no worse
off than they would have been had local proceedings commenced in country Y,
providing an assurance that their claims will be dealt with in the proceedings in
country Z, possibly by applying the law of country Y (see below, paras. 27-29) and
recognizing in country Z the priorities of those claims under the applicable law. The
court in country Z might be required to adhere to a standard such as that that
approach was reasonable and rational in the best interests of the group and
necessary to maximize the value of the group. A rebuttable presumption might be

7
8

UNCITRAL Legislative Guide, part three, chapter II, paras. 22-37, recommendations 202-207.
Ibid., paras. 142-145, recommendations 232-233.

5
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created to assist, for example, to the effect that commencement in country Z is
reasonable. If not rebutted, those proceedings could be recognized elsewhere.
18. A number of factors might be identified as being relevant to the choice of
country Z for commencement of the insolvency proceedings concerning A, B, C and
D. Those might include that it is the COMI of one group member — in this case, the
group parent A, but it need not necessarily be linked to the COMI of the parent, but
rather to the COMI of at least one group member; country Z could be the location of
the central administration of the group; the size and nature of the group makes the
choice of country Z seem reasonable and not unexpected from a creditor's
standpoint; or there is a significant and ascertainable connection between the part of
the enterprise group involving group members A, B, C and D and country Z.
19. If recognition of the insolvency proceedings for A, B, C and D was required
elsewhere, for example, to obtain relief, the relevant legislative regime would need
to adopt a broader approach than the Model Law approach of recognizing
proceedings only on the basis of COMI and establishment.
20. There are likely to be objections to such a course of action. Using the wording
of the Guide to Enactment and Interpretation (para. 145), it could be said that
commencing proceedings for C and D in country Z is not an outcome that would be
readily ascertainable by creditors of C and D; their legitimate expectations would be
that in the event of insolvency, proceedings would be conducted in a different
venue. There are jurisdictional issues concerning the basis upon which the courts of
country Z could take jurisdiction over C and D absent a connection with country Z
such as COMI, establishment or presence of assets and the basis upon which
country Y and other jurisdictions might defer to the proceedings commenced in
country Z.

C. Relied'
1. Introduction
21. At its forty-fifth session, 10 the Working Group noted that part three of the
UNCITRAL Legislative Guide did not address the provision of relief in the
international context and that the provisions of the UNCITRAL Model Law might
be extended for that purpose. It was further noted, however, that a stay, of the kind
automatically applicable under article 20 of the Model Law upon recognition of a
foreign proceeding, was likely to be required in the group context for a slightly
different purpose, that is, to limit the commencement of local proceedings and deter
action by local creditors that might be detrimental to any solution being pursued for
the group as a whole. Moreover, relief in a group context was likely to be based
upon factors beyond those specified under the Model Law, involving different
debtors in different jurisdictions connected by virtue of membership of the same
enterprise group, rather than the assets and affairs of a single debtor.

UNCITRAL Model Law, articles 20-21 and Guide to Enactment and Interpretation, paras. 35-39
and 176-195.
10 Report of Working Group V (Insolvency Law) on the work of its forty-fifth session (New York,
21-25 April 2014), A/CN.9/803, paras. 27-29.
9
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2. Application of a stay in the group context: revision of the European Insolvency
Regulation (EIR)"
22. An example of a stay available in the context of proceedings for enterprise
group members is provided by article 42d of the draft revisions to the EIR. This
article permits an insolvency representative appointed in insolvency proceedings
commenced with respect to an enterprise group member to request, to the extent
appropriate to facilitate the effective administration of the proceedings, a stay of any
measure related to the realization of the assets in proceedings commenced with
respect to any other group member, subject to certain conditions. These include that:
(a) A reorganization plan for all or some group members subject to
insolvency proceedings has been proposed and has a reasonable chance of success;
(b)
the plan;

Such a stay is necessary in order to ensure the proper implementation of

(c) The plan would be to the benefit of the creditors in the proceedings for
which the stay is requested; and
(d)
below).

No group coordination proceeding has commenced (see paras. 45-46

23. Before ordering the stay, the court is to hear the insolvency representative
appointed in the proceedings to be affected by the stay. The initial stay is limited to
three months, but can be extended for another three months subject to certain
conditions. The court ordering the stay may require the insolvency representative
requesting the stay to take any measure (available under national law) necessary to
protect the interests of creditors in the proceedings to be affected by the stay.

3. Relief that might be required in the enterprise group context
24. Types of relief that might be required in the group context, based upon the
scenario outlined above, could include:
(a) A stay on commencement (or continuation) of insolvency proceedings
concerning A and B in country Y;
(b) A stay on commencement (or continuation) of proceedings concerning
C and D in country Y on the basis of a proposal that the claims of creditors of
those two group members can be dealt with in the proceedings in country Z (see
paras. 27-29 below);
(c) Commencement of local insolvency proceedings in country Y for C and

D in cases where creditors' claims against C and D cannot be addressed in the
proceedings in country Z. Commencement of the insolvency proceedings against C
and D in the scenario above could be sought by an insolvency representative

11

European Council Regulation No. 1346/2000 of 29 May 2000 on insolvency proceedings.
References to the EIR in this paper are to the document entitled "Council of the European
Union, Proposal by the Presidency as a compromise for adoption on 5-6 June 2014, Brussels,
3 June 2014" [10284/14 Addl, JUSTCIV 134; EJUSTICE 54; CODEC 1366] Proposal for a
Regulation of the European Parliament and of the Council amending Council Regulation (EC)
No 1346/2000 on insolvency proceedings [First reading] available at
http://conflictoflaws.net/News/2014/06/Council-insolvency.pdf.

7
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appointed in the proceedings concerning A and B. It will be recalled that under
article 9 of the Model Law, recognition of the foreign proceeding or the foreign
representative in order to commence a local proceeding is not required;
(d) The effects of recognition under article 20 of the Model Law and relief
and assistance for the proceedings in country Z of the kind available under article 21
of the Model Law to deal with assets and affairs of A, B, C and D in country Y (and
possibly other jurisdictions), including a stay of the right to enforce foreign security
rights where global reorganization is proposed; 12
(e)

Extension of any stay to include solvent group members, if required; 13

and
of post-application
court
recognizing
by
a
(f) Approval
post-commencement finance approved elsewhere and the priority accorded to it (see
paras. 36-38 below); and
(g) Approval by a recognizing court of the use of assets in the recognizing
jurisdiction to secure post-commencement finance provided to a group member in a
different jurisdiction.
25. Conflict may arise between different applications e.g. an application from
local creditors to commence insolvency proceedings and from foreign insolvency
representatives to stay that commencement. Possible factors to be considered by the
court in deciding whether to commence local proceedings are identified below in
paragraphs 31 and 32. A specific rule might be required to enable the local court to
coordinate the different applications.
26. Notice of the local application would need to be provided to relevant group
insolvency representatives. Safeguards for creditors similar to those applicable
under article 22 of the Model Law are likely to be appropriate.

4. Addressing the claims of foreign creditors in local proceedings
27. At its forty-fifth session, 14 the Working Group expressed interest in exploring
the use of so-called "synthetic" measures and how they might facilitate the conduct
of enterprise group insolvencies. The following discussion attempts to address the
issues raised by the Working Group.

(a) Examples of the use of so - called "synthetic" measures
28. In various cases involving the insolvency of enterprise group members under
the EIR, the insolvency representatives of the main proceedings have offered, in
order to minimize the commencement of secondary proceedings, to treat foreign
creditors in the main proceeding as far as possible according to the creditors' local
law. Examples include In the matter of Collins & Aikman Europe, SA, 15 Re MG
Rover Group Limited' 6 and Re MG Rover Bella SA/N1 7, 17 and Re Nortel

UNCITRAL Legislative Guide, recommendation 46(b).
See UNCITRAL Legislative Guide, part three, chapter II, paras. 39-46 and part two,
recommendations 46, 48, 50 and 51.
14 Report of Working Group V (Insolvency Law) on the work of its forty-fifth session (New York,
21-25 April 2014), A/CN.9/803, paras. 21-22.
15 [2006] EWHC 1343, [2006] BCC 861.
16 Unreported, 8 April 2005.

12
13
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Networks SA. 18 In some instances, the entitlement of the foreign creditors under the
foreign law was greater than their entitlement under the law of the main
proceedings. In each case, the court of the main proceeding approved the payment
of those entitlements in accordance with the foreign law in order to achieve the
purpose of the main proceedings.
29. These synthetic measures have been used in an enterprise group context where
a group-wide solution is being devised or pursued in main proceedings (which may
have commenced in a single jurisdiction) for multiple group members and the
commencement of secondary proceedings for any of those group members in other
jurisdictions would have adversely affected the achievement of that solution.
Although used in a group context, these measures have been applied in respect of
individual group members.

(b) Safeguarding the interests of local creditors in country Y
30. Provisions addressing the use of those types of measure might include firstly,
safeguards for creditors, such as requiring that they should be no worse off as a
result of treatment of their claims in the foreign proceeding than they would have
been had a local proceeding commenced (unless creditors agreed to different
treatment), and second, that those creditors could participate or be represented in the
foreign proceeding. Where "no worse off' treatment could not be guaranteed, a
local proceeding could be commenced. Notice of the application for the local
proceeding would desirably be provided to the representative of the foreign
proceedings, who might have some degree of control over the commencement' of
those local proceedings (see para. 35 below).

Factors relevant to a decision to commence proceedings in country Y

(c)

31. Commencement of proceedings in country Y might be appropriate in the above
scenario where, for example:
(a) "No worse off' treatment of the creditors of C and D cannot be assured
in the proceedings in country Z;
(b) The law applicable to those claims in country Y cannot be applied in the
proceedings in country Z;
(c)

Claims in country Y are not of a purely monetary nature;

(d) Claims in country Y cannot realistically be treated in the proceeding in Z,
because, for example, of the nature of the claim. Some claims, for example, might
require some sanction by the courts of country Y;
(e) Priority claims in country Y will have a significant impact on the
insolvency estates in the proceedings in country Z;
(f) There are irreconcilable differences between the insolvency law of
country Z and the applicable law in country Y;

17
18

[2006] EWHC 2377.
[2009] EWHC 206, [2009] BCC 343.
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(g) The law of country Y offers conditions not available under the law of
country Z, such as for termination of contracts or avoidance of claims that will
benefit the global solution for the group or will assist achievement of the purposes
of the proceedings in country Z; and
(h) The benefit of commencing proceedings in country Y will outweigh the
disadvantages of commencing and coordinating multiple proceedings.
(d) Factors relevant to a decision to decline to commence proceedings in country Y

32, The court in country Y might decline to commence local proceedings where a
variety of possible factors were present, such as that those proceedings:
(a)

Lacked purpose (Appeal Court in SAS Rover France); 19

(b) Would not improve the protection of stakeholder interests in country Y,
which could be adequately protected in the proceedings in country Z (SAS Rover
France);
(c) Would not improve the realization of assets located in country Y (SAS
Rover France);
(d)

Were not required to address claims or realization of assets in country Y;

(e) Would impede achievement of the purpose of the proceedings in country
Z, e.g. reorganization, where the proceedings being sought in country Y were
liquidation;
(f)

Were not in the global best interests of the enterprise group as a whole;

and
(g) Were opposed by the insolvency representative of the proceedings in
country Z.
(e) Powers of the insolvency representative appointed in country Z

33. An insolvency representative appointed in country Z might require certain
powers in order to address the claims of creditors from country Y (and possibly
other jurisdictions) in the proceedings in country Z:
(a) The ability to seek to prevent or limit the commencement of proceedings
in country Y (and possibly other jurisdictions), provided the interests of potential
stakeholders in those proceedings could be adequately protected, 2° or to seek a stay
should those proceedings commence;
(b) The right to be heard on any application for commencement of
proceedings in country Y (and possibly other jurisdictions); and
(c) The ability to respect priorities applicable in country Y (and possibly
other jurisdictions) where a group member has an establishment without local
proceedings necessarily having to be commenced, to give appropriate assurances to
19

SAS Rover France, decision of the Court of Appeal of Versailles, 15 December 2005, available

in French at wwwlegifrance.gouv.fr/affichJuriJudi.do?oldAction=rechExpJuriJudi&idTexte=
JURITEXT000006947365&fastReqId=8319899408cfastPos=3,
20 Adequate protection of creditor interests is required by the UNCITRAL Model Law art. 22,
Guide to Enactment and Interpretation, paras. 196-199.
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creditors in country Y to that effect and make payments to those creditors that might
be greater than strictly permitted under the law applicable to the proceedings in
country Z.
34. With respect to any assurance that might be given by an insolvency
representative to local creditors to achieve this "synthetic" treatment of their claims,
the draft EIR revision 21 contains a number of provisions (article 28a) relating to the
form in which that assurance should be given ("in writing"); the law applying to
approval requirements; parties required to approve ("known local creditors"); legal
effect of the undertaking ("binding on the insolvency estate"); provision of notice of
the undertaking; measures to ensure compliance; challenges to distribution in
accordance with the undertaking; and liability for damage resulting from
non-compliance with the undertaking. The giving of an undertaking does not
remove the right of local creditors to apply for the commencement of secondary
proceedings, but does provide the basis for the local court not to commence those
proceedings where it is satisfied that the general interests of local creditors are
adequately protected (article 29a.2) by the undertaking. The foreign representative
is entitled to be notified of any such request and must be given the opportunity to be
heard. A stay of commencement of secondary proceedings may be granted for up to
three months to enable negotiations between the debtor and creditors and other
protective measures may apply to protect the interests of local creditors during the
stay. A decision to commence secondary proceedings can be challenged by the
foreign representative of the main proceedings.
35. Where local proceedings in country Y are required, the insolvency
representative of the proceedings in country Z might need, in addition to powers of
the type included as discretionary relief under article 21 or, following recognition,
under articles 11, 12, 23 and 24 of the UNCITRAL Model Law, the following:
(a) The ability to control the commencement of proceedings in country Y
(and possibly other jurisdictions) and determine whether and when such proceedings
should be commenced and what type of proceeding they should be (e.g. liquidation
or reorganization);
(b) The right to be notified of applications for commencement of such
proceedings;
(c) The right to participate in meetings of creditors in country Y (and
possibly other jurisdictions);
(d) The right to seek conversion of proceedings in country Y, e.g. from
liquidation to reorganization, to assist achievement of the purpose of the
proceedings in country Z;
(e)
and D;

The ability to coordinate negotiation of a reorganization plan for A, B, C

(f) The right to propose a coordinated reorganization plan in whichever
jurisdictions approval of that plan was required; and

21

It should be noted that the proposed revisions to the EIR are based on maintaining the
distinction between main and secondary (non-main) proceedings for individual enterprise group
members.
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(g) The right to request any additional procedural measures under the law
applicable to insolvency proceedings in country Y that might be necessary to
promote the group reorganization.
5. Additional forms of relief: post - application and post commencement finance 22

36. The provision of post-application and post-commencement finance in the
enterprise group context is addressed in part three, chapter II of the UNCITRAL
Legislative Guide, recommendations 211-216. Based on the recommendations
included in part two of the Legislative Guide (recommendations 63-68), they deal
with the issues relevant to provision of such finance between group members,
including the relevant criteria to be considered, but do not address cross-border
aspects.
37. At its forty-fifth session, 23 although broadly agreeing on the importance of
post-application and post-commencement finance, the Working Group did not reach
agreement as to how that topic should be approached in the cross-border context.
One suggestion, to consider the provision of such finance in the context of relief,
was agreed to be a good starting point. The relief sought might include, as noted in
paragraph 24 (f) and (g) above, approval for, or recognition of, post-commencement
finance granted in another jurisdiction and the priority accorded to it, as well as use
of assets in the recognizing jurisdiction to secure post-commencement finance
provided to a group member in a different jurisdiction. In considering whether such
relief should be granted, the court might take into consideration, in addition to the
criteria included in recommendation 212 of the Legislative Guide, issues such as
whether the provision of finance balances group and individual member's interests,
safeguards the global best interests of all group members taken together and protects
the interests of local creditors.
38. The question of cross-border provision of finance was discussed in the context
of the insolvency of financial institutions in document A/CN.9/WG.V/WP.109,
paragraph 48. That paragraph refers to recital 22 of the draft European Commission
directive (COM (2012) 280/3), which notes that the provision of financial support
from one entity of a cross-border group to another entity of the same group is
currently restricted under many national laws. Although those laws are designed to
protect the creditors and shareholders of each entity, they do not take into account
the interdependency of the entities of the same group or the group interest. The
paragraph notes the measures included in the proposal, including the possibility of
voluntary agreements drawn up and approved (in accordance with national laws) in
advance of financial difficulties occurring. Chapter III, articles 16-22 of the
proposal address the content and approval of financing agreements; conditions
required to provide finance and the decision to provide finance; opposition to the
provision of finance, as well as disclosure.

22

UNCITRAL Legislative Guide, part three, recommendations 211-216 and commentary
chapter II, paras. 47-51 and 55-74.
23 Report of Working Group V (Insolvency Law) on the work of its forty-fifth session (New York,
21-25 April 2014), A/CN.9/803, paras. 30-31.
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D. Cooperation and coordination 24
39. Part three of the UNCITRAL Legislative Guide includes a number of
recommendations that expand the cooperation provisions of chapter IV of the
UNCITRAL Model Law for application in the enterprise group context. Those
recommendations might be included in a legislative regime of the type being
considered.
1. Extending the coordination and cooperation provisions of part three of the
Legislative Guide to solvent group members
40. At its forty-fifth session, 25 the Working Group noted that in addition to
extending access provisions to solvent group members, consideration might also be
given to extending the provisions of part three, chapter III of the Legislative Guide
on cooperation and coordination to include such group members or their
representatives where they participate in an insolvency solution such as group
reorganization. So, for example, recommendations on cooperation between courts
and insolvency representatives might include representatives of solvent group
members; similarly, recommendations on cooperation between insolvency
representatives might be extended to include those representatives of participating
solvent group members.

41. Consideration might need to be given to whether such recommendations
should be drafted as broadly as recommendations 240-250 or whether such
cooperation would only be relevant in specific circumstances and thus limited, for
example, to issues directly involving or concerning the participating solvent group
members.
2. Identifying a coordinating court

42. At its forty-fifth session, 26 the Working Group discussed the possibility of
identifying a coordinating court that could play a role, for example, in promoting
the negotiation and evaluating the feasibility of a reorganization plan for the group.
It was suggested 27 that there should be a minimum connection between any chosen
location and the group and that the choice should be rational (see paras. 17 and 18
above). Recommendations 240-245 of part three of the UNCITRAL Legislative
Guide relating to cooperation by the courts would be relevant, as would
recommendation 246 and 248 relating to cooperation between courts and insolvency
representatives in the international context.
43. A coordinating court might be chosen on grounds similar to those suggested
above in paragraph 18. Additional factors might include that that location is:
(a) Where viable post-commencement finance for the group reorganization
is available; and

UNCITRAL Legislative Guide, part three, recommendations 240-250 and chapter III,
paras. 14-40.
25 Report of Working Group V (Insolvency Law) on the work of its forty-fifth session (New York,
21-25 April 2014), A/CN,9/803, paras. 23-25.
26 Ibid., paras. 35-36.
27 Ibid.
24
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(b) Suitable for promoting and evaluating a coordinated reorganization plan
(where the plan would be approved by the courts of the jurisdictions in which
approval is required).
44. The coordinating court might be determined by other courts cooperating and
coordinating their activities in keeping with principles of net global benefit for the
group and protection of the interests of local creditors. In so doing, those courts may
play a proactive role or simply take a permissive or hands off approach and defer to
the coordinating court. 28
3. Group coordination proceedings
45. The draft revisions to the EIR include the concept of a group coordination
proceeding (articles 42d1-17) that can be started once insolvency proceedings
concerning individual group members have commenced in order to coordinate those
proceedings. The purpose of those provisions is to recommend a comprehensive set
of measures appropriate to an integrated approach to the resolution of the group
members' insolvencies, in particular, measures to be taken in order to re-establish
the economic performance and financial health of the group or any part of it;
settlement of intra-group disputes concerning intra-group transactions; and
avoidance actions and agreements between insolvency representatives of the
insolvent group members (article 42d12). The revisions establish: pre-conditions for
requesting the commencement of such a proceeding, persons who may request
commencement, procedures to be followed, choice of the coordinating court,
procedures for objecting to inclusion of group members in the proceeding, opt-in
subsequent to commencement, group coordination plans, costs and distribution.
46. Those provisions reflect and extend recommendations 202-210 of part three,
chapter II of the UNCITRAL Legislative Guide concerning procedural coordination
of insolvency proceedings affecting group members, where those proceedings are
conducted in the same jurisdiction. As suggested above, procedural coordination
could be relevant in the situation where multiple group proceedings are commenced
in country Z.
4. Appointment of a group coordinator
47. Part three, chapter III, paragraph 37 of the Legislative Guide discusses the
possibility of appointing a court representative to coordinate multiple international
proceedings in the cross-border group context. It outlines the possible role such a
person might play, but does not address how that person might be appointed or
which court might make the appointment. It notes, however, that that person should
be considered neither an additional insolvency representative nor a substitute for an
existing insolvency representative. It also notes that the appointing court will
typically outline the terms of the person's authority and the extent of their powers to
act. No specific recommendations are included on this point in part three, although
the possibility of such an appointment is mentioned in recommendation 241(c),
dealing with cooperation to the maximum extent possible involving courts, which
mirrors the language of article 27(a) of the UNCITRAL Model Law.

28

Deferral is discussed in the UNCITRAL Practice Guide, chapter II, paras. 18-20 and chapter III,
paras. 75-78.
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48. As noted above, the EIR draft revisions contain provision for appointment of a
group coordinator in the context of a group coordination proceeding. The
coordinator must be a person eligible to be appointed as an insolvency
representative, a person other than one appointed in the individual proceedings
participating in the group coordination, and have no conflict of interest in respect of
the group members participating in the group coordination, their creditors or their
insolvency representatives. There appears to be no requirement for the coordinator
to be connected to the jurisdiction of the court chosen under draft article 42d6 to
have exclusive jurisdiction over the group coordination.
49. The EIR revisions address proposal and appointment (including revocation) of
the coordinator; tasks and obligations of the coordinator; cooperation between the
coordinator and the insolvency representatives of group members and costs.
50. The coordinator's obligations (article 42d12 (1)) are to:
(a) Identify and outline recommendations for the coordinated conduct of the
insolvency proceedings;
(b) Propose a group coordination plan that identifies, describes and
recommends a comprehensive set of measures appropriate to an integrated approach
to the resolution of the group members' insolvencies. In particular, the plan may
contain proposals for:
(i) The measures to be taken in order to re-establish the economic
performance and the financial soundness of the group or any part of it;
(ii) The settlement of intra-group disputes as regards intra-group transactions
and avoidance actions; and
(iii) Agreements between the insolvency representatives of the insolvent
group members.
51. The coordinator may also (article 42d12 (2)):
(a) Be heard and participate, in particular by attending creditors' meetings,
in any of the insolvency proceedings opened with respect to any member of the
group;
(b) Mediate any dispute arising between two or more insolvency
representatives of group members;
(c) Present and explain the group coordination plan to the persons or bodies
required to receive such a report under applicable national law;
(d) Request information from any insolvency representative in respect of any
group member where that information is or might be of use when identifying and
outlining strategies and measures in order to coordinate the insolvency proceedings
concerning group members; and
(e) Request a stay for a period of up to six month of the proceedings opened
with respect to any group member, provided that such a stay is necessary in order to
ensure the proper implementation of the plan and would be to the benefit of the
creditors in the insolvency proceedings for which the stay is requested, or request
the cessation of any existing stay. This request shall be made to the court that
opened the insolvency proceedings for which a stay is requested.
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52. Recommendations on coordination are specifically prohibited from including
consolidation of insolvency proceedings or insolvency estates (article 42d12 (3))
and the coordinator's rights and tasks extend only to those group members
participating in the group coordination (42d12 (4)).

E. Other issues
1. Participants: Insolvency representatives 29
53. At its forty-fifth session, 3° the Working Group noted recommendation 251 of
part three of the UNCITRAL Legislative Guide and considered ways in which it
would be possible to achieve the appointment of the same or a single insolvency
representative to all group members subject to insolvency proceedings. Where those
proceedings commence in the same jurisdiction, such an appointment should be
possible in accordance with recommendation 251. When those proceedings
commence in different jurisdictions, additional solutions would be required.
One approach might be for courts to recognize licensed foreign practitioners for
appointment in their jurisdiction. A key concern noted by the Working Group was in
respect of regulatory issues, particularly of a disciplinary nature, that were likely to
arise if an insolvency representative were to be appointed outside the jurisdiction in
which they were licensed or regulated and whether that regulatory regime could
extend to activities undertaken in a foreign jurisdiction.
54. A different approach might be to consider appointment of a co-insolvency
representative in jurisdictions where local proceedings are required or, as envisaged
in article 21(1)(e) of the UNCITRAL Model Law as a form of discretionary relief,
designation by the recognizing court of a person to administer or realize assets
located in the recognizing jurisdiction. Consideration might be given to whether that
designated person could act at the direction of a lead insolvency representative, to
ensure coordination of the proceedings and enable that insolvency representative to
have some degree of control over the various proceedings concerning group
members (see paras. 45-52 above on group coordination proceedings and
coordinators).
55. The Working Group also noted the need to maintain the possibility of a debtor
in possession, which is included in the definition of 'a foreign representative in the
Model Law, continuing in that position in the group context.
2. Participants: Creditors 31
56. At its forty-fifth session, 32 the Working Group generally agreed on the
desirability of strengthening the participation of creditors and interested parties in
insolvency proceedings concerning group members. Recommendations 126-136 of
UNCITRAL Legislative Guide, part three, recommendations 251-252 and chapter III,
paras. 43-47.
30 Report of Working Group V (Insolvency Law) on the work of its forty-fifth session (New York,
21-25 April 2014), A/CN.9/803, para. 32.
UNCITRAL Legislative Guide, recommendations 126-136 and commentary, part two,
chapter III, paras. 75-115.
32 Report of Working Group V (Insolvency Law) on the work of its forty-fifth session (New York,
21-25 April 2014), A/CN.9/803, paras. 33-34.
29
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the UNCITRAL Legislative Guide address the right to participation; voting;
convening of meetings of creditors; creditor representation; and committee
membership, rights and functions; employment of professionals by a creditor
committee; liability of creditor committees; and removal or replacement of
members of a creditor committee. Issues of confidentiality are addressed in
recommendation 111.
57. Additional issues that might need to be addressed in the group context could
include the following, some of which are noted in recommendation 204 of part three
of the Legislative Guide on procedural coordination:
(a) Access to initial information on location, types and ownership of assets
and asset value;
(b) Reporting on the status of cases, significant dispositions of assets and
payment of claims;
(c) Cooperation between insolvency representatives and creditor committees
and/or creditor representatives;
(d) Cooperation between creditor committees in concurrent insolvency
proceedings concerning enterprise group members;
(e)

Creditor access to courts or insolvency representatives to assert claims;

(f)

Rationalization of claims procedures;

(g)

Streamlining resolution of creditor disputes; and

(h)

Issues of the law applicable to creditor committees.

58. Some of these issues might be addressed by:
(a) Establishing, in reorganization and possibly also liquidation, a group
creditor committee to facilitate provision of notice, access to information and
streamline decision-making, subject to safeguards to prevent domination by
powerful creditors;
(b)

Appointing a representative for creditors of each group member;

(c) Appointing a representative for solvent group members involved in
group reorganization; and
(d) Establishing a committee of all group representatives, including those of
solvent group members, to facilitate coordination, work with creditors, negotiate
reorganization plans, coordinate treatment of foreign creditors' claims in the main
proceedings, and discuss post-commencement finance.

3. Reorganization 33
59. At its forty-fifth session, 34 the Working Group considered various scenarios
involving reorganization and focused on identification of the (lead) coordinating

UNCITRAL Legislative Guide, part three, recommendations 237-238 and commentary,
chapter II, paras. 146-152.
34 Report of Working Group V (Insolvency Law) on the work of its forty-fifth session (New York,
21-25 April 2014), A/CN.9/803, paras. 35-37.
33
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court and the role it could play in any group reorganization solution — this issue is
discussed in paragraphs 42-44 above.
(a) Coordinated reorganization plans
60. The application of recommendation 237 of part three of the UNCITRAL
Legislative Guide in the cross-border context might be considered.
(b) Inclusion of solvent group members
61. With respect to the participation of solvent group members in a reorganization
plan, the Working Group generally agreed that recommendation 238 of part three of
the Legislative Guide should be extended to the international context and the scope
broadened to encompass more in terms of cooperation and coordination, for
example, in the context of the liquidation of group members on a going concern
basis. 35
62. Additional provisions might address how that participation could proceed and
how the interests of the solvent group member might be protected. Mention is made
in para. 58(c) and (d) above of enabling solvent group members involved in a group
reorganization to appoint a representative that might, for example, participate in a
committee of representatives of both insolvent and solvent group members to
facilitate coordination, work with creditors, negotiate reorganization plans,
coordinate treatment of foreign creditors' claims in the main proceedings, and
discuss post-commencement finance. Provisions addressing cooperation between
courts and insolvency representatives and between insolvency representatives
(recommendations 240-250) might be extended to include representatives of those
solvent group members, who might be given standing in the insolvency proceedings
concerning group members, to the extent considered appropriate, to protect the
interests of the solvent group member participating in any group-wide solution.
63. One area of particular concern to solvent group members would be ensuring
the confidentiality of commercially sensitive information, particularly in the context
of any disclosure statements provided to support a group reorganization plan. Some
of the measures taken to ensure the protection of creditors of insolvent group
members might also be relevant to the creditors of participating solvent group
members, although consideration and protection of those creditors' interests should
be taken into account in the decision to participate in the group insolvency
proceedings in the first instance.

35

Ibid., paras. 24-25.
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Introduction
1.
At its forty-fourth session in December 2013, following a three-day
colloquium, the Working Group agreed to continue its work on the cross-border
insolvency of multinational enterprise groups1 by developing provisions on a
number of issues that would extend the existing provisions of the UNCITRAL
Model Law on Cross-Border Insolvency (UNCITRAL Model Law) and part three of
the UNCITRAL Legislative Guide on Insolvency Law (UNCITRAL Legislative
Guide), as well as involving reference to the UNCITRAL Practice Guide on
Cross-Border Insolvency Cooperation. While the Working Group considered that
those provisions might, for example, form a set of model provisions or a supplement
to the existing UNCITRAL Model Law, it noted that the precise form they might
take could be decided as the work progressed. The Working Group considered this
topic at its forty-fifth (April 2014) and forty-sixth (December 2014) sessions.
2.
This note addresses two areas of relevance to the cross-border treatment of
enterprise group insolvency, drawing upon the issues discussed and the points
agreed at the forty-sixth session of Working Group V (December 2014). 2 Part I
focuses on the provisions of domestic law that may be required to enable enterprise
groups to address financial distress through a coordinated group insolvency solution
developed for the group as a whole or for some of its parts. This part covers several
issues, such as commencement of insolvency proceedings, procedural coordination
and the participation of solvent group members, that are covered by the UNCITRAL
Legislative Guide on Insolvency Law, part two and part three, chapter II
(the Legislative Guide) and typically would be included in a domestic insolvency
law, rather than in a legislative framework for cross-border recognition and
assistance. However, the existence of domestic law provisions addressing those
issues is likely to be of considerable assistance in developing and implementing a
group insolvency solution in the cross-border context.
3.
Part II focuses on a cross-border recognition regime and provides a set of draft
legislative provisions that is based on the concepts and structure of the UNCITRAL
Model Law on Cross-Border Insolvency (the Model Law) and addresses
recognition, relief and cooperation in cross-border insolvency proceedings
concerning members of an enterprise group. The draft legislative text responds to
numerous comments made at the forty-sixth session of Working Group V that it is
difficult to identify the topics and manner in which they should be addressed in
order to better facilitate the cross-border insolvency of enterprise groups without
seeing the outline of a draft legislative text and understanding the possible structure
of enterprise group insolvency solutions.
4.
Without seeking to pre-empt the decision the Working Group must make as to
the form a text on the cross-border insolvency of enterprise groups might take, the
draft text set out in part II provides a set of provisions that would be enacted by a
State to provide a regime for cross-border recognition of, and assistance for, foreign
insolvency proceedings concerning group members, where those proceedings are a
__________________
1

2

Official Records of the General Assembly, Sixty-fifth Session, Supplement No. 17 (A/65/17),
para. 259 (a); A/CN.9/763, paras. 13-14; Official Records of the General Assembly,
Sixty-eighth Session, Supplement No. 17 (A/68/17), para. 326.
For the report of the forty-sixth session, see document A/CN.9/829.
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part of what, for the moment, is termed a “group insolvency solution”. Those
provisions could form an additional part of the Model Law or be developed as a
stand-alone instrument.
5.
The common purpose of a “group insolvency solution” would be the
reorganization or sale as a going concern of the whole or part of the business or
assets of one or more of the members of an enterprise group that would, or would be
likely to, either maintain or add value to the enterprise group as a whole or to those
members of the enterprise group. Such a solution may involve multiple insolvency
proceedings, possibly commenced in several States, that are coordinated through
one (or, if necessary, several) jurisdiction(s). It is intended to be a flexible concept
that may be achieved in different ways, depending on the circumstances of the
specific group, its structure, business model, degree and type of integration between
group members and so forth.
6.
Several scenarios are included in the Annex to this paper (referred to as
Scenarios 1 and 2) to facilitate discussion of the more complex points of developing
and implementing a group insolvency solution. References to the scenarios are made
throughout the following discussion.
7.
The draft provisions are based on a “foreign group proceeding”, which is
defined to be a foreign proceeding (as defined in the Model Law) that is
participating in a group insolvency solution. The draft text makes no distinction
between main and non-main insolvency proceedings; proceedings that might, be
regarded as main or non-main proceedings under the Model Law are to be
recognized under this regime as a foreign group proceeding if they are shown to be
participating in the development and implementation of a group insolvency solution.
The consequences of the distinction between main and non-main proceedings in the
Model Law (i.e. the relief available automatically on recognition of a main
proceeding) are not part of this draft, which provides that relief is available on a
discretionary basis for all recognized proceedings.
8.

In addition to recognition, the draft provisions include:

(a) Provisional relief, based on article 19 of the Model Law and available
once an application for recognition has been made and relief is urgently required;
(b) Relief available on recognition of the foreign group proceeding. This
provision is based on articles 20 and 21 of the Model Law, with additional forms of
relief that are likely to be required in the group context. At this stage, no provision
has been included for automatic relief and the Working Group may wish to consider
whether the draft should include any relief or other effects that would apply
automatically on recognition of a foreign group proceeding, similar to those effects
specified in articles 12, 20, 23 and 24 of the Model Law; and
(c) Cooperation involving courts and foreign representatives, based upon the
recommendations of the Legislative Guide, part three, chapter III.
9.
A number of articles of the Model Law are not repeated as they would
principally be relevant only if the text to be developed was a stand-alone model

3
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law.3 The scope and relevance of those articles to any text being developed would
need to be considered.
10. Certain new terms are suggested in the draft provisions (see article 2) to
capture concepts relevant to the group context; the Working Group may wish to
consider the suitability of that terminology.

I. Provisions for possible inclusion in domestic insolvency law
A.

Introduction
11. Enterprise groups that do business across borders are often characterized by
complex vertical or horizontal structures and varying degrees of integration and
interrelationship between group members. Those interrelationships, which typically
determine how the group operates and is structured when the business is solvent,
may be disturbed by the onset of financial difficulty affecting one, some or even all
of the group members that can lead to insolvency. Problems can arise in insolvency
simply because the group is constituted by members that are each recognized as
having a separate legal personality and existence. Where the group business depends
upon some degree of integration between group members, concerning for example
provision of financing, components, raw materials and intellectual property, the
effect of insolvency on those relationships and the possibility that multiple
insolvency proceedings may commence for the multiple separate legal entities
within the group can make reorganization of the group’s business (whether in whole
or part) impossible.
12. Part three, chapter II of the Legislative Guide proposes a number of
mechanisms, such as joint application for commencement, procedural coordination
and in limited circumstances, substantive consolidation (Legislative Guide,
part three, recs. 199-210 and 219-231), that are designed to facilitate the insolvency
treatment of enterprise groups, albeit in a domestic context. Chapter III, which deals
with international considerations, does not include analogous provisions, but rather
focuses on extending the cooperation and coordination provisions of the Model Law
to cover multiple proceedings in different jurisdictions concerning different group
members.
13. Some consideration might be given to the extent to which the
recommendations of part three, chapter II of the Legislative Guide would be
relevant in the cross-border context and thus might be included in a revised
legislative form in a new text. The following issues have been identified as raising
particular concerns in the enterprise group context and might also be the subject of
legislative provisions.

B.

Commencement of insolvency proceedings
14. A key issue in facilitating the cross-border insolvency of groups relates to
whether and how insolvency proceedings for multiple group members might be
concentrated in a single or a limited number of jurisdictions. In both Scenarios 1

__________________
3

For example, arts. 3 to 14.
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and 2 of the Annex, this issue is relevant to commencement of proceedings in
State C for D, E and G (Scenario 1) and D, E and F (Scenario 2). The following
discussion is framed in the context of a number of group members participating in a
group insolvency solution.
1.

Centralizing proceedings relating to group members
15. As previously noted (A/CN.9/WG.V/WP.124, para. 13), several cases have
occurred in practice in which the centre of main interests (COMI) of a number of
group members has been determined to be located in the same jurisdiction, as shown
in Scenario 2. Such a determination may be based upon factors of the kind referred
to in paragraphs 145-147 of the Guide to Enactment and Interpretation of the Model
Law, in particular that such a jurisdiction is where the central administration of the
various group members takes place. Other factors may also be relevant to
determining COMI in a group context. These may include the connection and level
of integration and reliance between the particular group members by virtue of their
group membership and that development and implementation of a group insolvency
solution (whether for the whole group or separate parts) will require the
participation of certain group members (see Scenarios 1 and 2). While the COMI of
each of the members of the enterprise group may be found to be located in
one place, it is more likely to occur with respect to distinct parts or divisions of the
group that can be reorganized separately. There may be several such locations
within one enterprise group (as shown in Scenario 1).
16. Legislative provisions giving effect to the substance of paragraphs 145-147 of
the Guide to Enactment and Interpretation and to other factors that might be
relevant to the determination of the COMI of group members might be of assistance
in developing and implementing a group insolvency solution through one or several
central coordinating jurisdiction(s).
17. Even when the COMI of several or many group members is determined to be
located in one place, insolvency proceedings for those group members might still be
required in other places to deal with assets, business affairs and creditor claims in
those places. Those proceedings might be akin to non-main proceedings under the
Model Law were that distinction to be used. Additional measures might be required
to assist the conduct of those proceedings and their coordination with the
proceedings taking place at C in Scenario 2. These might include measures
enabling the claims of creditors in D, E and F to be treated in the proceedings in C
under the laws of D, E and F and measures limiting the commencement or
continuation of insolvency proceedings in D, E and F. While some of those
measures might be available as forms of relief additional to those available under
articles 20 and 21 of the Model Law under a recognition regime as discussed below
in part II, the enactment of relevant provisions in domestic laws might also be
required.

2.

The COMI of group members is in different locations
18. A different situation will arise where the COMIs (determined in accordance
with the types of factors indicated above) of only a limited number of group
members are located in the same jurisdiction, as indicated in Scenario 1. While that
situation may prove sufficient to enable that jurisdiction to function as the

5

V.15-01607

Page 1018

A/CN.9/WG.V/WP.128

coordinating centre of the group insolvency solution, other group members that do
not have their COMI in that jurisdiction may be treated in several ways:
(a) Proceedings for those other group members (in Scenario 1, companies D,
E and G) might commence in C on the basis of criteria such as the location of an
establishment or the presence of assets, if applicable. Those proceedings might be
analogous to non-main proceedings under the Model Law;
(b) Creditors in D, E and G (Scenario 1) do not seek to commence
proceedings in those jurisdictions, but are notified of the proceedings taking place
in C;4
(c) The claims of creditors of companies D, E and G arising in those
jurisdictions on the basis that they are the location of the COMIs of D, E and G, may
be treated in C under the laws of D, E and G respectively, subject to safeguards
protecting the interests of those creditors and approval by the courts of D, E and G;
(d) Proceedings for companies D, E and G may commence in D, E and G
respectively on the basis of the location of their COMIs. Where a group insolvency
solution is being pursued, it is desirable that these other proceedings assist the
achievement of that group insolvency solution as much as possible through
coordination and cooperation and be limited, as far as possible, to the assets and
business affairs of the group member in D, E or G (analogous to the type of
proceeding that may be commenced following recognition of a foreign main
proceeding under article 28 of the Model Law);
(e) The courts in D, E and G might decline to commence proceedings in
those jurisdictions in favour of the proceedings taking place in C, on criteria along
the lines of those set forth in paragraph 32 of A/CN.9/WG.V/WP.124. 5 Alternatively,
proceedings may commence in D, E and G, but be stayed or suspended pending the
outcome of the proceedings in C and implementation of the group insolvency
solution; or
(f) Where COMI-based proceedings commence in D, E or G and measures
of the type available in paragraphs (c) or (e) are not available or those proceedings
cannot be limited to local assets and affairs as indicated in paragraph (d), the
proceedings in D, E or G will run in parallel with the proceedings in C.
Development and implementation of a group insolvency solution must be achieved
through coordination and cooperation. The more dispersed the proceedings are, the
greater the reliance on coordination and cooperation in order to implement a group
insolvency solution.

__________________
4
5

This possibility is suggested in document A/CN.9/829, para. 45.
These criteria included that the proceedings in D, E or G: (a) lacked purpose; (b) would not
improve the protection of stakeholder interests in D, E or G, which could be adequately
protected in the proceedings in C; (c) would not improve the realization of assets located in D, E
or G; (d) were not required to address claims or realization of assets in D, E or G; (e) would
impede achievement of the purpose of the proceedings in C; (f) were not in the global best
interests of the enterprise group as a whole; and (g) were opposed by the insolvency
representative of the proceedings in country C.
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C.

Participants
19. At its forty-sixth session, the Working Group recognized the need to identify
the parties, including creditors and other stakeholders, that should be permitted to
participate in proceedings directed towards achieving a group insolvency
solution and to consider whether that participation might be facilitated by
appointment of a representative (A/CN.9/829, para. 52). Participation and
representation of creditors is discussed in some detail in recommendations 126-136
of the Legislative Guide. In the cross-border context, a foreign creditor’s right of
participation is recognized in article 13 of the Model Law, although it is limited to
what is permitted for creditors under the law of the enacting State. In the enterprise
group context, creditor participation is discussed in the Legislative Guide,
part three, chapter II, paragraph 26.
20. In addition to creditors, there are other stakeholders who may have an interest
in participating in insolvency proceedings in the group context. These stakeholders
may fall within the term “parties in interest” as explained by the Legislative Guide
(subpara. 12 (d) (d)), which recommends that they have a right to be heard and to
appeal (rec. 137), or within the phrase “interested persons” as used in the Model
Law (e.g. Preamble, arts. 1 and 22). Article 22 requires the court to ensure the
interests of those persons are protected when relief is ordered.
21. An important aspect of the issue of participation in the group context concerns
which creditors and other stakeholders of which group members are being
considered. Where a solution for a number of group members is being developed,
the insolvency representatives of those group members will clearly need to be
involved, whether individually or through a committee that might be formed by the
different insolvency representatives of the members participating in a group solution
(discussed further below). Other parties that may need to participate (leaving aside
for separate consideration the extent of that participation) may include creditors of
those group members, solvent group members whose participation is necessary to
the success of the group solution (see below), and possibly other stakeholders. Some
of the issues relating to participation might be resolved through the use of crossborder insolvency agreements, referred to in draft articles 10 and 17 below.
22. As to the proceedings in which participation of those parties might be relevant,
a broad approach might be desirable. It may be relevant in Scenario 1, for example,
for a representative of the creditors of D to participate in proceedings in E as well as
in G. In other words, creditors’ interests might need to be represented more widely
than in the proceedings of the member of which they are creditors, especially when
that member is participating in a more broadly-based insolvency solution.
23. The Working Group may wish to consider whether any of the
recommendations referred to above should be reframed as legislative provisions for
inclusion in a legislative regime addressing enterprise groups and whether
additional provisions may be required.

D.

Solvent group members
24. At its forty-sixth session, the Working Group also recognized the need to
consider voluntary participation of solvent group members, as well as their creditors
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and other stakeholders, in reorganization proceedings. The Legislative Guide, part
three, paragraph 152 and recommendation 238 suggest the inclusion of specific
provisions in domestic law. Appointment of a representative of a solvent group
member to act in relevant insolvency proceedings relating to a group insolvency
solution might also be required.

E.

Summary of part I
25. Part I has outlined a number of topics for possible treatment in a draft
legislative text addressing enterprise groups, including:
(a) Recommendations of part three, chapter II of the Legislative Guide such
as joint application for commencement, procedural coordination and substantive
consolidation;
(b) Factors relevant to determination of the COMI of an enterprise group
member, including those outlined in paragraphs 145-147 of the Guide to Enactment
and Interpretation of the Model Law and additional factors specific to enterprise
groups;
(c) The possibility of supporting the implementation of a group insolvency
solution by limiting the commencement or continuation of some proceedings;
limiting the scope of some proceedings commenced to local assets; declining to
commence proceedings in deference to foreign proceedings; and recognizing and
approving the treatment of creditor claims in foreign proceedings;
(d) Permitting the participation of solvent group members in a group
insolvency solution; and
(e) Identifying those creditors and other stakeholders that might participate
in proceedings that are part of a group insolvency solution and considering the
means of facilitating that participation; for that purpose recommendations from the
Legislative Guide, parts two and three might be relevant.

II. Draft legislative provisions on the cross-border insolvency of
enterprise groups
Preamble
The purpose of these provisions is to address the structure and conduct of
cross-border insolvency proceedings taking place in more than one State concerning
two or more members of an enterprise group in a manner that:
(a) Facilitates the development of a range of approaches to the resolution of
insolvency, whether affecting the whole or part of the enterprise group;
(b) Takes account of the particularities of the enterprise group context,
including the need to address [independent] [integrated] businesses conducted
through the separate legal entities that comprise the enterprise group;
(c) Fosters coordination of and cooperation between insolvency proceedings
affecting members of an enterprise group;
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(d) Permits the participation of any group member, whether solvent or
insolvent, that is affected by the insolvency of other group members; and
(e) Facilitates reorganization, going concern sale or liquidation of businesses
in a manner that maximizes value and protects the interests of creditors and other
stakeholders of affected group members.

A.

General Provisions
Article 1. Scope of application6
1.
These provisions apply in the context of the insolvency of one or more
members of an enterprise group where:
(a) Assistance is sought in this State by a foreign court, a foreign group
representative or an enterprise group member in connection with a foreign group
proceeding [concerning an enterprise group member] [relating to an enterprise
group insolvency solution]; or
(b) Assistance is sought in connection with a proceeding under the law of
this State in a foreign State where a foreign group proceeding [concerning an
enterprise group member] [relating to an enterprise group insolvency solution] is
pending or has been applied for; or
(c) A foreign group proceeding and a proceeding under the law of this State
[concerning an enterprise group member] [relating to an enterprise group insolvency
solution] are taking place concurrently; or
(d) Creditors of different group members, group members other than those
subject to insolvency proceedings or other interested persons have an interest in
requesting the commencement of, or participating in, a proceeding under the law of
this State.
2.
This Law does not apply to a proceeding concerning [designate any types of
entities, such as banks or insurance companies, that are subject to a special
insolvency regime in this State and that this State wishes to exclude from this Law].
Article 2. Definitions
For the purposes of these provisions:
(a) “Enterprise” means any entity, regardless of its legal form, that is
engaged in economic activities and may be governed by the insolvency law;7
(b) “Enterprise group” means two or
interconnected by control or significant ownership;8

more

enterprises

that

are

(c) “Control” means the capacity to determine, directly or indirectly, the
operating and financial policies of an enterprise;9
__________________
6
7

8

UNCITRAL Model Law on Cross-Border Insolvency, art. 1.
UNCITRAL Legislative Guide on Insolvency Law, part three, Introduction, subpara. 4 (b) and
footnote 3.
Ibid., subpara. 4 (a).
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(d) “Enterprise
subparagraph (b);

group

member”

means

an

enterprise

referred

to

in

(e) “Foreign group member representative” means a person or body,
including one appointed on an interim basis, authorized in a [foreign group]
proceeding [referred to in subparagraph (h)] to administer the reorganization or the
liquidation of the assets or affairs of a debtor that is an enterprise group member or
to act as a representative of such a proceeding;10
(f) “Enterprise group committee” means a committee comprising foreign
group member representatives;
(g) “Enterprise group committee representative” means a person or body
designated by an enterprise group committee to act as its representative;
(h) “Foreign group proceeding” means a collective judicial or administrative
proceeding in a foreign State, including an interim proceeding, pursuant to a law
relating to insolvency in which proceeding the assets and affairs of a debtor that is a
member of an enterprise group are subject to control or supervision by a foreign
court, for the purpose of reorganization or liquidation in [the context of] an
enterprise group insolvency solution; 11
(i)
“Enterprise group insolvency solution” means a proposal for coordinated
reorganization, sale as a going concern or liquidation (of the whole or part of the
business or assets) of two or more members of an enterprise group that would, or
would be likely to, either maintain or add value to the enterprise group as a whole or
to those group members. An enterprise group insolvency solution may be
coordinated through a proceeding in a State that is the centre of main interests of at
least one enterprise group member.

B.

Recognition of a foreign proceeding and relief
Article 3. Recognition of a foreign group proceeding12
1.
A foreign group member representative13 may apply to the court for
recognition of a foreign group proceeding.
2.

An application for recognition shall be accompanied by:

(a) A certified copy of the decision commencing the foreign group
proceeding and appointing the foreign group member representative; or

__________________
9
10

11
12
13

Ibid., subpara. 4 (c).
Based on Model Law, art. 2, subpara. (d). It is assumed, as in the Model Law, that the foreign
representative could also be a debtor in possession: see Guide to Enactment and Interpretation,
para. 71.
Based on Model Law, art. 2, subpara. (a).
Ibid., art. 15.
As appropriate, the following articles that refer to the foreign group member representative
could also apply to an enterprise group committee representative, where such a committee was
formed.
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(b) A certificate from the foreign court affirming the existence of the foreign
group proceeding and of the appointment of the enterprise group member
representative; or
(c) In the absence of evidence referred to in subparagraphs (a) and (b), any
other evidence acceptable to the court of the existence of the foreign group
proceeding and of the appointment of the foreign group member representative.
3.

An application for recognition shall also be accompanied by evidence that:

(a) A group insolvency solution [is being developed] [has been developed]
for the whole or a part of the enterprise group; 14
(b) There is a reasonable prospect of implementing the group insolvency
solution; and
(c) The foreign group proceeding is [a necessary or integral part of]
[participating in] the group insolvency solution.
4.
The court may require a translation of documents supplied in support of the
application for recognition into an official language of this State.
Article 4. Presumptions concerning recognition 15
1.
If the decision or certificate referred to in article 3, paragraph 2 indicates that
the foreign group proceeding is a proceeding within the meaning of article 2,
subparagraph (h) and that the foreign group member representative is a person or
body within the meaning of article 2, subparagraph (e), the court is entitled to so
presume.
2.
The court is entitled to presume that documents submitted in support of the
application for recognition are authentic, whether or not they have been legalized.
3.
In the absence of proof to the contrary, a group member’s registered office or
principal place of business16 is presumed to be the centre of that group member’s
main interests. 17

__________________
14

15
16

17

Details of the evidence required to satisfy these requirements could be developed as substantive
provisions or included in any commentary or guide to enactment accompanying the text.
Model Law, art. 16.
Principal place of business has replaced the reference in art. 16, para. 3 of the Model Law to
“habitual residence” on the basis that while the latter is unlikely to be relevant to the enterprise
group context, principal place of business may be relevant for unincorporated group members.
As noted above in para. 14, the factors that are relevant to determination of the centre of main
interests in the group context may be wider than those applicable in the case of a single debtor.
This could be explained in any commentary or guide to enactment accompanying this text and
the relevant factors enumerated.
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Article 5. Decision to recognize a foreign group proceeding 18
1.
[Subject to any applicable public policy exception,] 19 a foreign group
proceeding shall be recognized if:
(a) The foreign group proceeding is a proceeding within the meaning of
article 2, subparagraph (h);
(b) The foreign group member representative applying for recognition is a
person or body within the meaning of article 2, subparagraph (e);
(c)

The application meets the requirements of article 3, paragraph 2;

(d)

The application has been submitted to the court referred to in article ...; 20

(e)

The requirements of article 3, paragraph 3, are met.

and

2.
An application for recognition of a foreign group proceeding shall be decided
upon at the earliest possible time.
3.
Recognition may be modified or terminated if it is shown that the grounds for
granting it were fully or partially lacking or have ceased to exist.
4.
For the purposes of paragraph 4, the foreign group member representative
shall inform the court of changes in the status of the foreign group proceeding or in
the status of their own appointment occurring after the application for recognition is
made.21
Article 6. Relief that may be granted upon application for recognition of a
foreign group proceeding22
1.
From the time of filing an application for recognition until the application is
decided upon, the court may, at the request of the foreign group member
representative, where relief is urgently needed to protect the assets of the enterprise
group member subject to a foreign group proceeding or the interests of the creditors,
grant relief of a provisional nature, including:
(a)

Staying execution against the enterprise group member’s assets;

(b) Staying the commencement or continuation of insolvency proceedings in
this State with respect to the enterprise group member;
(c) Entrusting the administration or realization of all or part of the enterprise
group member’s assets located in this State to the foreign group member
representative or another person designated by the court, in order to protect and
preserve the value of assets that, by their nature or because of other circumstances,
are perishable, susceptible to devaluation or otherwise in jeopardy;
__________________
18
19

20

21
22

Model Law, art. 17.
It may be appropriate to include in the draft text an article along the lines of art. 6 of the Model
Law.
It may be appropriate to include in the draft text an article along the lines of art. 4 of the Model
Law.
Based on the Model Law, art. 18.
Based on the Model Law, art. 19.
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(d) Recognizing existing arrangements concerning the funding of enterprise
group members participating in the group insolvency solution where the funding
entity is located in this State and authorizing the continued provision of finance
under those funding arrangements;
(e)
2.

Any relief mentioned in article 7, paragraph 1.

[Insert provisions of the enacting State relating to notice.]

3.
Unless extended under article 7, subparagraph 1(g), the relief granted under
this article terminates when the application for recognition is decided upon.
4.
The court may refuse to grant relief under this article if such relief would
interfere with the administration of a [foreign group proceeding] [group insolvency
solution].
Article 7. Relief that may be granted upon recognition of a foreign group
proceeding 23
1.
Upon recognition of a foreign group proceeding, where necessary to protect
the assets of the enterprise group member or the interests of creditors and facilitate
the implementation of a group insolvency solution, the court may, at the request of
the foreign group member representative, grant any appropriate relief, including:
(a) Staying the commencement or continuation of individual actions or
individual proceedings concerning the assets, rights, obligations or liabilities of the
enterprise group member;
(b) Staying the commencement or continuation of insolvency proceedings in
this State with respect to the enterprise group member to enable a group insolvency
solution to be developed;
(c)

Staying execution against the assets of the enterprise group member;

(d) Suspending the right to transfer, encumber or otherwise dispose of any
assets of the enterprise group member, except where authorized by the court;
(e) Entrusting the administration or realization of all or part of the assets of
the enterprise group member located in this State to the enterprise group member
representative or another person designated by the court;
(f) Providing for the examination of witnesses, the taking of evidence or the
delivery of information concerning the assets, affairs, rights, obligations or
liabilities of the enterprise group member;
(g)

Extending any provisional relief granted;

(h) Recognizing existing arrangements concerning the funding of enterprise
group members participating in the group insolvency solution and authorizing the
continued provision of finance under those funding arrangements where the funding
entity is located in this State;
(i) Subject to article 8, approving treatment in the foreign group proceeding
of the claims of creditors located in this State; or
__________________
23

This article is based upon arts. 20 and 21 of the Model Law, with some additions.
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(j) Granting any additional relief that may be available to [insert the title of
a person or body administering a reorganization or liquidation under the law of the
enacting State] under the laws of this State.
2.
Upon recognition of a foreign group proceeding the court may, at the request
of the foreign group member representative, entrust the distribution of all or part of
the assets of the enterprise group member located in this State to the foreign group
member representative or another person designated by the court, provided that the
court is satisfied that the interests of creditors in this State are adequately protected.
Article 8. Protection of creditors and other interested persons 24
1.
In granting or denying relief under article 6 or 7, or in modifying or
terminating relief under paragraph 3 of this article, the court must be satisfied that
the interests of the creditors and other interested persons, including the debtor, are
adequately protected.25
2.
The court may subject relief granted under article 6 or 7 to conditions it
considers appropriate.
3.
The court may, at the request of the foreign group member representative or a
person affected by relief granted under article 6 or 7, or at its own motion, modify
or terminate such relief.

C.

Cooperation with foreign courts and foreign representatives
Article 9. Cooperation and direct communication between a court of this State
and foreign courts or foreign group member representatives26
1.
In the matters referred to in article 1, the court shall cooperate to the maximum
extent possible with foreign courts or foreign group member representatives, either
directly or through a [insert the title of a person or body administering a
reorganization or liquidation under the law of the enacting State] or other person
appointed to act at the direction of the court to facilitate the development and
implementation of a group insolvency solution.
2.
The court is entitled to communicate directly with, or to request information or
assistance directly from, foreign courts or foreign group member representatives
concerning members of the same enterprise group and in particular with respect to
implementation of a group insolvency solution and the role of the respective courts
when such a solution is to be implemented.

__________________
24
25

26

Model Law, art. 22.
Any commentary or guide to enactment prepared to accompany this draft text might explain in
more detail the notion of adequate protection and the standard that might be applicable, for
example, that creditors of the enacting State whose claims are to be treated in the foreign group
proceeding under draft article 7 (1)(i) should be no worse off than if those claims were treated in
a proceeding under the laws of the enacting State. The Working Group may wish to consider
whether this standard should be specified in draft article 8.
Legislative Guide, part three, recs. 240 and 242.
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Article 10. Cooperation to the maximum extent possible under article 9 27
Cooperation to the maximum extent possible for the purposes of article 9 may
be implemented by any appropriate means, including:
(a) Communication of information by any means considered appropriate by
the court;28
(b) Participation in communication with the foreign court or foreign group
member representative;
(c) Coordination of the administration and supervision of the affairs of the
enterprise group members [subject to foreign group proceedings] [participating in a
group insolvency solution];
(d)

Coordination of concurrent foreign group proceedings;

(e)

Appointment of a person or body to act at the direction of the court;

(f) Approval of the treatment of creditors of the enacting State in a foreign
group proceeding;
(g) Approval of cross-border insolvency agreements to facilitate the
implementation of a group insolvency solution;29 and
(h) [The enacting State may wish to list additional forms or examples of
cooperation].
Article 11. Conditions applicable to cross-border communication involving
courts30
Communication for the purposes of article 9, paragraph 2, is subject to the
following conditions:
(a) The time, place and manner of communication shall be determined
between the courts or between the courts and foreign group member representatives;
(b) Notice of any proposed communication shall be provided to interested
persons in accordance with applicable law;
(c) A foreign group member representative is entitled to participate in a
communication. An interested person may participate in a communication in
accordance with applicable law and when determined by the court to be appropriate;
(d) The communication may be recorded and a written transcript prepared as
directed by the courts. That transcript may be treated as an official transcript of the
communication and filed as part of the record of the proceedings;
(e) Communications shall be treated as confidential only in exceptional
cases to the extent considered appropriate by the courts and in accordance with
applicable law; and
__________________
27
28

29
30

Ibid., rec. 241.
This might include providing to the foreign court or the foreign group member representative
copies of documents issued by the court or that have been or are to be filed with the court
concerning the enterprise group members subject to foreign group proceedings.
See UNCITRAL Practice Guide on Cross-Border Insolvency Cooperation (2009).
Legislative Guide, part three, rec. 243.
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(f) Communication should respect: (i) the mandatory rules of the
jurisdictions involved in the communication; (ii) the substantive and procedural
rights of interested persons; and (iii) the confidentiality of information.
Article 12. Effect of communication under article 9 31
Participation by a court in communication pursuant to article 9, paragraph 2
does not imply:
(a) A compromise or waiver by the court of any powers, responsibilities or
authority;
(b)
(c)
rights;
(d)

A substantive determination of any matter before the court;
A waiver by any of the parties of any of their substantive or procedural
A diminution of the effect of any of the orders made by the court;

(e) Submission to the jurisdiction of other courts participating in the
communication; or
(f) Any limitation, extension or enlargement of the jurisdiction of the
participating courts. Each court is entitled at all times to exercise its independent
jurisdiction and authority with respect to matters presented to it and the conduct of
the parties appearing before it.
Article 13. Coordination of hearings32
1.

The court may conduct a hearing in coordination with a foreign court.

2.
The substantive and procedural rights of parties and the jurisdiction of each
court may be safeguarded by reaching agreement on the conditions to govern the
coordinated hearings.33
3.
Notwithstanding the coordination of hearings, each court remains responsible
for reaching its own decision on the matters before it.
Article 14. Cooperation and direct communication between the [insert the title of
a person or body administering a reorganization or liquidation with respect to an
enterprise group member under the law of the enacting State] and foreign courts
and foreign group member representatives 34
1.
In the matters referred to in article 1, the [insert the title of a person or body
administering a reorganization or liquidation with respect to an enterprise group
member under the law of the enacting State] shall, in the exercise of its functions
and subject to the supervision of the court, cooperate to the maximum extent
__________________
31
32
33

34

Ibid., rec. 244.
Ibid., rec. 245.
These conditions might include: the rules applicable to the conduct of the hearing; the
requirements for the provision of notice; the method of communication to be used; the
conditions applicable to the right to appear and be heard; the manner of submission of
documents to the court and their availability to a foreign court; and limitation of the jurisdiction
of each court to the parties appearing before it.
Legislative Guide, part three, recs. 246 and 248.
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possible with foreign courts and foreign group member representatives to facilitate
the development and implementation of a group insolvency solution.
2.
The [insert the title of a person or body administering a reorganization or
liquidation with respect to an enterprise group member under the law of the
enacting State] is entitled, in the exercise of its functions and subject to the
supervision of the court, to communicate directly with or to request information or
assistance directly from foreign courts and foreign group member representatives.
Article 15. Cooperation to the maximum extent possible under article 14 35
For the purposes of article 14, cooperation to the maximum extent possible
may be implemented by any appropriate means, including:
(a) Sharing and disclosure of information concerning enterprise group
members participating in a group insolvency solution, provided appropriate
arrangements are made to protect confidential information;
(b) Negotiation of cross-border insolvency agreements to facilitate the
implementation of a group insolvency solution;
(c) Allocation of responsibilities between [insert the title of a person or
body administering a reorganization or liquidation with respect to an enterprise
group member under the law of the enacting State] and foreign group member
representatives;
(d) Coordination of the administration and supervision of the affairs of the
enterprise group members [subject to foreign group proceedings] [participating in a
group insolvency solution];36 and
(e) Coordination
reorganization plans.

with

respect

to

the

proposal

and

negotiation

of

Article 17. Authority to enter into cross-border insolvency agreements 37
A cross-border insolvency agreement may be entered into to facilitate the
implementation of a group insolvency solution.
Article 18. Appointment of a single or the same insolvency representative38
1.
The court may coordinate with foreign courts with respect to the appointment
of a single or the same group member representative to administer insolvency
proceedings concerning members of the same enterprise group in different States,
provided that the group member representative is qualified for appointment in each
of the relevant States.

__________________
35
36

37
38

Ibid., rec. 250.
This may include: day-to-day operations where the business is to be continued;
post-commencement finance; safeguarding of assets; use and disposition of assets; exercise of
avoidance powers; communication with creditors and meetings of creditors; submission and
admission of claims, including intra-group claims; and distributions to creditors.
UNCITRAL Legislative Guide, rec. 253.
Ibid., rec. 251.
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2.
To the extent required by applicable law, the group member representative is
subject to the supervision of each appointing court.

D.

Coordination of concurrent proceedings
Chapter V, articles 28 to 32 of the Model Law address issues of coordination
between concurrent proceedings and the adjustment of relief between the different
proceedings. The Working Group may wish to consider whether provisions of that
nature are required in a new text and if so, the content of those provisions.
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Annex
Scenario 1

1.
Scenario 1 represents an enterprise group with seven separate legal entities,
each with its COMI in a different jurisdiction. Two “group solutions” are proposed:
the first centred in jurisdiction B (involving entity B and some of entity A’s assets or
operations) and the second centred in jurisdiction C (involving entities C, D, E, G
and some of entity A’s assets or operations). F is a group member not involved in
either group solution.
2.
To facilitate those group solutions, the proceedings in C would need to be able
to obtain relief from the courts in the other relevant jurisdictions. For example, the
representatives of proceedings in C would need to appear in jurisdiction D and
request relief regarding the assets or operations of entities A, C, D, E and G (if any)
located in jurisdiction D. It should be possible to request such relief even though the
COMIs of most of those entities are not in C (meaning that the proceeding in C
would, under the existing Model Law, not be seen as the “main” proceeding for A,
D, E and G), and even though jurisdiction D might normally see itself as the proper
jurisdiction for a main proceeding for entity D.
3.
Similarly, the court in A would need to be able to provide or coordinate relief
in response to separate requests from B and C, regarding the two separate group
solutions, even though entity A’s COMI is in A. Scenario 1 does not depict the
ownership structure of the group (unlike Scenario 2) but only its geographic
distribution. The legislative provisions that might be required to facilitate
development and implementation of a group insolvency solution are discussed in
above in part I.
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Scenario 2
A

B
C

D

F

E

G

1.
Scenario 2 represents a company with two major product lines. Product 1
is manufactured, sold and installed by subgroups D and E and product 2 by
subgroup F. Company G is a solvent sales company in another jurisdiction, but D, E,
F and G all have inter-company indebtedness to C. With the exception of C and F,
which are co-located, the other group companies are located in different States. The
overall group COMI is in State C; this is not disputed. The main asset-owning
companies are shaded on the chart. Management faces three possibilities:
(a) Addressing
subsidiaries whole;

the

insolvency

and

restructuring

of

C,

keeping

all

(b) As in (a), but also involving insolvencies and restructuring of D, E and F
if it proves necessary to control the actions of creditors or if material debt
forgiveness is required by the creditors of those companies, with the same office
holders being appointed to C, D, E and F based on the group COMI being located in
State C; or, as a last resort,
(c) If (b) is not possible for any reason, such as a holdout by creditors of D,
there will be attempts to restructure the businesses of D and E together, based on the
COMI of D and, separately, of C and F together based on the shared COMI.
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Introduction
1.
Part three of the UNCITRAL Legislative Guide on Insolvency Law deals with
the treatment of enterprise groups in insolvency and provides background on the
nature of enterprise groups; reasons for conducting business through enterprise
groups; what constitutes an enterprise group by reference to concepts such as
ownership and control; and regulation of enterprise groups. Part four of the
Legislative Guide addresses the obligations of directors in the period approaching
insolvency, discussing issues associated with directors’ obligations in that period
and, in particular, the rationale for imposing obligations specific to that period by
way of the operation of insolvency, rather than corporate, law. Neither part
addresses the specific issues that might affect the obligations of directors who
perform that function for one or more enterprise group members.
2.
At its forty-fourth session (December 2013), the Working Group agreed on the
importance of addressing the obligations of directors of enterprise group companies
in the period approaching insolvency, given that there were clearly difficult practical
problems in that area and that solutions would be of great benefit to the operation of
efficient insolvency regimes. At the same time, the Working Group noted possible
solutions needed to be considered carefully so that they did not hinder business
recovery, make it difficult for directors to continue to work to facilitate that
recovery, or influence directors to prematurely commence insolvency proceedings.
In light of those considerations, the Working Group agreed that an examination of
how part four of the Legislative Guide could be applied in the enterprise group
context and identification of additional issues (e.g. conflicts between a director’s
obligations to its own company and the interests of the group) would be helpful.
3.
Deliberations on this topic commenced at the Working Group’s
forty-sixth session (December 2014) on the basis of a draft prepared by the
Secretariat following consultation with an informal expert group as requested by the
Working Group (A/CN.9/WG.V/WP.125).
4.
This note has been prepared by the Secretariat on the basis of the
deliberations and conclusions of the Working Group at its forty-sixth session
(December 2014) (A/CN.9/829, paras. 12-32). Set out below are revisions to draft
recommendations 267 to 270 (previously numbered 255 (EG), 256 (EG),
256 (EG) (bis) and 256 (EG) (ter)), together with the first draft of an accompanying
commentary. In accordance with the decision of the Working Group, the text has
been prepared as an additional section of part four of the Legislative Guide. Notes
for the Working Group on revisions to the recommendations are included in the
footnotes.
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UNCITRAL Legislative Guide on Insolvency Law,
part four: Directors’ obligations in the period approaching
insolvency — enterprise groups
Introduction and purpose of this section
1.
This section of part four builds upon recommendations 255 to 266 of the
first section, which address the obligations of directors of an individual company in
the period approaching insolvency. Focusing on the nature of the obligations and the
steps that might be taken to discharge those obligations (as established in
recommendations 255 and 256), this section proposes how those recommendations
could be revised for application in the context of enterprise groups.
Recommendations 257 to 266 of the first section of part four continue to apply in
the enterprise group context as drafted, however cross-references in those
recommendations to recommendations 255 and 256 should be read as references to
recommendations 267 and 268.
2.
Additional recommendations (recommendations 269 and 270) have been
drafted to address the situation where a director is appointed to, or holds a
managerial or executive position in, more than one group member and conflicts
arise in discharging the obligations owed to the different members.
3.
This section uses the same terminology as other parts of the Legislative Guide.
To provide orientation to the reader, this section should be read in conjunction with
part three and the first section of part four.

I. Background
4.
The first section of part four of the Legislative Guide considers the obligations
of directors of individual companies in the period approaching insolvency,
providing information on how those obligations are treated under current laws.
While some jurisdictions have developed provisions to impose obligations on
directors in the period approaching insolvency, the relative advantages and
disadvantages of such regimes remain the subject of debate.1 The first section of
part four underlines the need for early action to be taken when businesses face
financial difficulty in order to avoid rapid decline and to facilitate rescue and
reorganization. It also notes that while there has been an appropriate refocusing of
insolvency laws in many countries towards increasing the options for that early
action to be taken, there has been little corresponding attention paid to creating
appropriate incentives for directors to use those options. 2 The first section
encourages the development of appropriate incentives by identifying for
incorporation in the law relating to insolvency the basic obligations a director of an
enterprise may have in the period approaching insolvency and the steps that might
be taken to discharge those obligations. Those obligations would become
enforceable only once insolvency proceedings commenced.
__________________
1
2

Ibid., paras. 8-10.
Legislative Guide, part four, para. 6.
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5.
In the enterprise group context, the issue of directors’ obligations in the period
approaching insolvency does not appear to be clearly or widely addressed by
national legislation. While the concept of enterprise groups has been considered and
developed in many jurisdictions, the question of the obligations of directors in such
situations remains somewhat confused.3
6.
Part three of the Legislative Guide, which addresses the insolvency treatment
of enterprise groups, notes that enterprise groups are often characterized by varying
degrees of economic integration (from highly centralized to relatively independent)
and types of organizational structure (vertical or horizontal) that create complex
relationships between group members and may involve different levels of ownership
and control. These factors, together with adherence to the single entity principle and
the widespread lack of any explicit acknowledgement of the group reality in the
legislation applicable to individual group members, raise a number of issues for
directors of enterprise group members. Adherence to the single entity principle
typically requires directors to promote the success and pursue the interests of the
company they direct, respecting the limited liability of that company and ensuring
that its interests are not sacrificed to those of the enterprise group, irrespective of
the interests of the group as a whole, the position of the director’s company in the
group structure, the degree of independence or integration among group members
and the incidence of ownership and control. But where that company’s business is
part of an enterprise group and reliant, at least to some extent, on other group
members for the provision of vital functions (e.g. for financing, accounting, legal
services, suppliers, markets, management direction and decision-making or
intellectual property), addressing the financial difficulties of that company in
isolation is likely to be difficult, if not, in some cases, impossible. Part three
discusses in some detail the current economic reality of enterprise groups and, in the
context of insolvency, the impact of treating enterprise group members as unrelated
entities on resolving the financial difficulties of some group members or of the
group more widely.4
7.
The requirement to act in the interests of the directed company may be further
complicated in the group context when a director of one group member performs
that function or holds a managerial or executive position in other group members. In
such a situation, it may be difficult for the director to separately identify the
interests of each of those group members and treat them in isolation: the interests of
those group members may need to be balanced against each other, against the
possibly competing economic goals or needs of other group members and against
those of the enterprise group collectively. Moreover, achieving that balance may
require assessment of both short and long term implications for the interests of the
different group members and may even require the acceptance of some detriment,
even if only in the short term, to the interests of individual group members in order
to achieve a longer term benefit.
8.
Some examples of situations in which a director might need to balance the
interests of individual group members and those of the group more widely may
include where one group member provides finance to another group member or acts
__________________
3

4

A/CN.9/WG.V/WP.115, para. 40. This paper outlines the manner in which a number of different
jurisdictions address this issue.
Legislative Guide, part three, chap. I.
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as a guarantor for finance provided by an external lender to another group member,
in an attempt to keep the group as a whole afloat, including its own business; where
one group member agrees to transfer its business or assets or surrender a business
opportunity to another group member or to contract with that member on terms that
could not be considered commercially viable, but where to do so may ultimately
benefit the business of group member agreeing to the transfer; or where a group
member enters into cross-guarantees with other group members to assist the group
as a whole to use its assets more effectively in financing group operations.
9.
Such considerations might be relevant in the period approaching insolvency,
when greater control and coordination of the groups’ activities may be required to
maximize efficiency and design solutions to resolve the financial difficulties of the
group as a whole or for some of its parts. At that time, there may also be more
opportunities for advantage to be taken of more vulnerable and dependent group
members in order to benefit other members, such as through transfers of assets,
diversion of business opportunities and use of those group members to conduct
more risky transactions or activities or to absorb losses and bad assets.
10. To address the best interests of the directed group member, a director may
require a degree of flexibility to weigh the various competing interests and act for
the benefit of other group members or the group as a whole where that action
coincides with the best interests of the directed member. To the extent that the
course of action a director chooses to follow in such circumstances is reasonable
and instrumental in avoiding insolvency or minimizing its impact on the directed
group member they should not be liable for breach of their obligations.
11. While, as noted above, few laws address directors’ obligations in the enterprise
group context, courts in different jurisdictions have accorded differing degrees of
recognition to the practical reality of the manner in which enterprise groups operate.
While the focus is still upon directors exercising their powers for the benefit of their
own group member or members, some jurisdictions may permit directors to have
regard, for example, to the direct or derivative commercial benefits accruing to that
group member from pursuing a particular course of action with other group
members and to the extent to which their group member’s prosperity or continued
existence depends on the well-being of the group as a whole. Typically, however,
collective benefit is not a sufficient justification by itself. Moreover, directors might
also be required to take into account any reasonably foreseeable detriments that
might flow to their group member as a result of the course of action taken and to
consider the position of their group member’s unsecured creditors, particularly
where that member’s solvency might be affected. The latter consideration is of
particular importance where the transaction is a guarantee or security for a loan to
another group member.
12. Other jurisdictions have allowed directors of group companies to act in the
interests of the overall group when certain conditions are met, such as that the group
has a balanced and firmly established structure; that the group member took part in
the long-term and coherent group policy; and that the directors in good faith
reasonably assumed that any detriment suffered by their group member would in
due course be made good by other advantages. Another approach permits a director
of a group member to act in the interests of the parent provided it does not prejudice
the group member’s ability to pay its own creditors and the directors are authorized,
either by the constitution of the group member or by shareholders, depending on
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whether the group member is wholly or partly owned. Under those laws, the group
member should not be insolvent at the time the director acts, nor should it become
insolvent by virtue of that action.
13. This section identifies the extent to which a director of an enterprise group
member may take account of considerations beyond the group member they direct in
fulfilling their obligations in the period approaching insolvency and the safeguards
that should apply. Those considerations will, to a greater or lesser extent, reflect
aspects of the economic reality of the enterprise group. This section proposes
principles for inclusion in the law concerning the obligations of directors of
enterprise group companies in the period approaching insolvency. These principles
may serve as a reference point and can be used by policymakers as they examine
and develop appropriate legal and regulatory frameworks. Whilst recognizing the
desirability of achieving the goals of insolvency law (outlined in part one, chapter I,
paragraphs 1-14 and recommendation 1) through early action and appropriate
behaviour by directors, it is also acknowledged that there are threats and pitfalls for
entrepreneurs that may result from overly draconian rules.
14. This section does not deal with the obligations of directors that may apply
under criminal law, company law or tort law. It focusses only on those obligations
that may be included in the law relating to insolvency and become enforceable once
insolvency proceedings commence.

II. Elements of the obligations of directors of enterprise group
companies in the period approaching insolvency
A.

The nature of the obligations
15. The underlying rationale of imposing obligations on directors in the proximity
of insolvency is addressed in the first section of part four, paragraphs 1 to 7, and
remains equally applicable in the enterprise group context. The obligations of
directors of a group member continue to be the same basic obligations as established
in recommendation 255, but provision might be made to permit the broader context
of the economic reality of the enterprise group to be taken into account in
determining the steps that should be taken by a director to avoid liability for breach
of those obligations. Relevant factors to be considered might include the position of
the enterprise group member in the enterprise group, the degree of integration
between enterprise group members (as mentioned in recommendation 217 of
part three) and the possibility of maximizing value in the group by designing a
solution to the group’s financial difficulties that includes the whole group or some
of its parts. Such solutions may require a director of a group member in financial
difficulty to take steps that may appear, at first glance, to be detrimental to that
group member, but that will ultimately achieve a better result for it and ensure the
continuation of its business and maximization of its value. Taking those same steps
in circumstances where they are not likely to benefit the group member in financial
difficulty may expose directors to liability for failure to discharge their obligations
reasonably.
16. One consideration for directors evaluating the steps to be taken to address the
group member’s financial difficulties is the impact of those steps on creditors of that
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group member, especially when wider group interests are to be accommodated.
Recommendation 255 requires directors to have due regard to the interests of
creditors, as well as of other stakeholders. The interests of creditors of the group
member may be safeguarded by establishing a “no worse off” standard — i.e. that
creditors will be no worse off under the steps that are taken than they would have
been had those steps not been taken.
17. The first section of this part discusses the types of steps that a director might
reasonably be expected to take in order to address financial difficulty, avoid the
onset of insolvency and, where it is unavoidable, to minimize its impact (part four,
chap. II, para. 5). Those steps would continue to be relevant in the group context
and might be supplemented by additional steps, depending on the factual situation,
that will effectively require some degree of mutual assistance and cooperation with
other group members. Those additional steps might be affected by the position of
the group member in the enterprise group and require consideration of whether more
value might be preserved or created by assisting the implementation of a solution
for the enterprise group as a whole or some of its parts, than by taking steps that
relate only to the individual group member. Consideration might be given to
assessing the directed member’s obligations, both financial and legal, to other group
members; the transactions that should (or should not) be entered into with other
group members; possible sources and availability of post-commencement finance,
including its provision by the directed group member to other group members; and
the impact of possible solutions, whether limited to the directed group member or
involving the group more widely, on creditors and other stakeholders of the directed
group member. A director might also consider taking steps to organize informal
negotiations with creditors, such as voluntary restructuring negotiations, with a
view to devising a solution for the enterprise group as a whole or some of its parts
where that will benefit the directed group member.
18. Where insolvency is unavoidable and formal proceedings are to be
commenced, a director might consider the court in which those proceedings should
commence, particularly when there is a possibility of making a joint application
with other group members and procedurally coordinating those proceedings, as
discussed in part three.5
Recommendations 267-268
Purpose of legislative provisions
The purpose of these provisions addressing the obligations of those
responsible for making decisions concerning the management of an enterprise group
member that arise when insolvency is imminent or unavoidable is:
(a) To protect the legitimate interests of creditors and other stakeholders of
the enterprise group member;
(b) To ensure that those responsible for making decisions concerning the
management of an enterprise group member are informed of their roles and
responsibilities in those circumstances;

__________________
5

Legislative Guide, part three, recs. 202-210.
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(c) To recognize the impact of the enterprise group member’s position in the
enterprise group upon the manner in which the group member should be managed to
address its imminent or unavoidable insolvency and the obligations of those
responsible for making decisions concerning the management of that group member,
including in situations where they are also responsible for making decisions
concerning the management of other group members; and
(d) To permit an enterprise group member to be managed, where appropriate,
in a manner that will maximize value in the enterprise group by promoting
approaches to resolve insolvency for the enterprise group as a whole or for some of
its parts, whilst ensuring that the creditors of that group member and its other
stakeholders are no worse off than if that group member had not been managed so as
to promote such approaches to resolution.
Paragraphs (a)-(d) should be implemented in a way that does not:
(a) Unnecessarily adversely affect successful business reorganization of the
enterprise group member, taking into account the possible benefit of maximizing the
value of the enterprise group and promoting an insolvency solution for the
enterprise group as a whole or some of its parts, the position of the group member in
the enterprise group and the degree of integration between group members;
(b) Discourage participation in the management of companies, particularly
those experiencing financial difficulty; or
(c) Prevent the exercise of reasonable business judgement or the taking of
reasonable commercial risk.
Contents of legislative provisions
The obligations 6
Variant 1
267. (255) The law relating to insolvency should specify that from the point in time
referred to in recommendation 257, the persons specified in accordance with
recommendation 258 will have the obligation(s) to have due regard to the interests
of creditors and other stakeholders of the enterprise group member of which they
are a director and insofar as not inconsistent with that obligation, they may take

__________________
6

Note to the Working Group
Variant 1 parallels recommendation 255 of part four, with some additional wording referring to
the group context and additional considerations in subparagraph (b) specifically addressing the
group context, as agreed by the Working Group at its forty-sixth session (A/CN.9/829,
paras. 16-19).
Variant 2 has been prepared by the Secretariat to emphasize the primary importance of a
director’s obligations to the companies of which he or she is a director. Accordingly, Variant 2
specifies, in paragraph (a), that recommendation 255 is the starting point for the obligations of a
director in the group context. Paragraph (b), which introduces the group context, incorporates
wording from the chapeau and paragraph (b) of Variant 1 that extends the considerations to be
taken into account in satisfying the obligations in recommendation 255 to include aspects
specific to the group context and to give effect to several suggestions made at the
forty-sixth session (e.g. A/CN.9/829, para. 18).
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steps to promote an insolvency solution for the enterprise group as a whole or some
of its parts. In order to do so, reasonable steps may include those directed to:
(a)

Avoiding insolvency of their group member; and

(b) Where insolvency of that group member is unavoidable, minimizing its
impact on the creditors and other stakeholders of that group member, taking into
account the possible benefit of maximizing the value of the enterprise group as a
whole, the position of the enterprise group member in the enterprise group and the
degree of integration between enterprise group members.
Variant 2
267. (255) (a) The law relating to insolvency should specify that the obligations
established in recommendation 255 will apply to a director of a company that is a
member of an enterprise group.
(b) Insofar as not inconsistent with those obligations, the director of an
enterprise group member may take reasonable steps to promote a solution that
addresses the insolvency of the enterprise group as a whole or some of its parts. In
so doing, the director may take into account the possible benefits of maximizing the
value of the enterprise group as a whole, the position of the enterprise group
member in the enterprise group and the degree of integration between enterprise
group members, whilst ensuring that the creditors of the group member and its other
stakeholders are no worse off than if steps had not been taken to promote such a
solution.
Reasonable steps for the purposes of recommendation 267 7
268. (256) For the purposes of recommendation[s] 255 and 267, and to the extent
[possible] [not inconsistent with the obligations of the director to the group member
of which they are director] reasonable steps in the enterprise group context might
include, in addition to the steps outlined in recommendation 256:
1.
(a) Evaluating the current financial situation of the enterprise group member
and of the enterprise group to consider whether more value might be preserved or
created by considering a solution for the enterprise group as a whole or some of its
parts;
(b) Considering the financial and other obligations of the group member to
other enterprise group members, whether transactions should be entered into with
other enterprise group members, and possible sources and availability of
post-commencement finance;
(c) Evaluating whether the enterprise group member’s creditors and other
stakeholders would be better off under an insolvency solution for the enterprise
group as a whole or some of its parts;
(d) Assisting the implementation of an insolvency solution for the group as a
whole or some of its parts; and
__________________
7

Note to the Working Group: Draft recommendation 268 has been revised as agreed by the
Working Group at its forty-sixth session (A/CN.9/829, paras. 21-24).
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(e) Holding and participating in informal negotiations with creditors, such as
voluntary restructuring negotiations, 8 where organized for the enterprise group as a
whole or some of its parts.
2.
Where formal insolvency proceedings are to be commenced, considering the
court in which they should be commenced, whether a joint application9 with other
relevant enterprise group members is possible or appropriate and whether
proceedings should be procedurally coordinated.10

B.

Identifying the parties who owe the obligations
19. In the group context, identifying those responsible for management decisions
may be more complex than in the case of a single company. Various layers of
management and influence can affect the affairs of any single group member and the
manner in which it conducts its business, particularly in the vicinity of insolvency.
Such influence may undermine the ability of the directors of a group member to take
appropriate steps to address the financial difficulties of the directed member or
involve that member in the financial difficulties of other group members, to the
detriment of the creditors of the directed group member. This may occur in
numerous circumstances, such as where the boards of the two members consist of
substantially the same persons; where the majority of the board of one group
member is nominated by the other member, which is in a position of control; where
one group member controls the management and financial decision-making of the
group; and where one group member interferes in a sustained and pervasive manner
in the management of another group member, typically in the situation of a parent
and controlled group member.
20. There may also be some groups in which it is difficult to identify the precise
boundaries between group members because management responsibilities across
different boards are blurred. In addition, relevant executives and decision makers
may be employed by group members several steps removed from the group member
in question and the separate identity and liability of that group member may be
generally disregarded in the daily business of the group. In such situations, serious
issues may arise as to the obligations of such persons with respect both to the actual
business conducted by the group member in question and to the group member by
which they are employed.
21. Persons that might be considered to be a director in the group context could
include another group member or the director of another group member, including a
shadow director11 of that other group member. While some laws do not permit a
group member to be formally appointed as a director of another group member, such a
group member might nevertheless be regarded as a shadow director of that other
member when it exercises influence over or directs the activities of that group member.
22. Paragraphs 13 to 16 of the first section of this part discuss the parties who owe
the obligations discussed above. Recommendation 258 adopts a broad formulation,

__________________
8
9
10
11

Legislative Guide, part one, paras. 2-18.
Ibid., part three, recs. 199-201.
Ibid., part three, recs. 202-210.
Ibid., part four, footnote 11 to para. 13.
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providing that it should include any person formally appointed as a director and
other person exercising factual control and performing the functions of a director.
Paragraph 15 of the commentary notes the types of function that may be expected to
be performed by such a person.

C.

Conflicting obligations
23. It may often be the case in enterprise groups that a director performs that
function or holds a management or executive position in more than one group
member, whether as a result of the ownership and control structure of the group, the
alliances between group members, family ties across the group or some other aspect
of the manner in which the business or businesses of the group are organized.12
Whatever the reason, a director who sits on the boards of a number of different
group members may face, in the period approaching insolvency, potential conflicts
between the obligations owed to those different group members as they attempt to
identify the course of action most likely to preserve value and provide the best
solution to the financial difficulties of each group member. The nature and
complexity of the conflict may relate to the position of the directed entities in the
group hierarchy, the related degree of integration between group members and the
incidence of control and ownership. Where a director sits on the boards of the parent
and controlled group members, for example, they may need to be able to
demonstrate that any transaction involving the parent took into account and was fair
and reasonable to the controlled group member.
24. In addition, the interests of the directed group members may be closely
intertwined with the group more widely, requiring the economic reality of the group
as a whole to be considered. In such circumstances, steps that may be regarded as
detrimental to company operating as a stand-alone entity may be reasonable when
considered in that broader context. The business of a subsidiary, for example, may
be generally dependent on the business of the group more widely and it may be
appropriate for that subsidiary to provide funding in the short term for other
members in order to keep that wider business operating and ultimately save the
business of the subsidiary itself.
25. Directors facing such a conflict might be expected to act reasonably and take
adequate and appropriate steps to address the situation. That might require a
director, depending on the factual situation, to identify the precise nature of the
conflict in accordance with applicable law and determine how it might be addressed.
It may be sufficient in some circumstances for the director to disclose the conflict to
the affected boards of directors, while in other circumstances wider disclosure to
creditors and other stakeholders, including the boards of directors of other group
members, may be desirable. Such disclosure may be sufficient to support the
director’s continuing integrity and any lack of the impartiality or independence
required can be assessed against the circumstances disclosed.
26. It may be appropriate in some circumstances for the director to step back from
participating in any decisions relating to the conflict that are to be taken by the
affected boards or attending meetings at which related issues are to be discussed.

__________________
12

See Legislative Guide, part three, paras. 6-15.
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Appointment of additional or substitute board member may be possible in some
cases and, if the conflict cannot be resolved, the director may consider, as a last
resort, resigning from one or other of the affected boards. This might potentially
include resignation from the board of an insolvent or a solvent group member. While
that option of resignation may free the director of the dilemma, it simultaneously
neglects the larger problem and may exacerbate the situation, especially in the
period approaching insolvency, if it leaves the affected group member or members
without the expertise necessary to address their financial difficulties.
27. A good board process that analyses the situation of the respective group
members giving rise to the conflict and records the reasons for the action taken may
be helpful to the director in discharging obligations with respect to the conflict.
Recommendations 269-270
Purpose of legislative provisions
The purpose of provisions on conflict of obligations is to address the situation
where a director of one enterprise group member holds that position or a
management or executive position in another or other enterprise group members,
whether the parent or a controlled group member. That situation may give rise, in
the period approaching insolvency, to a conflict between the obligations owed to the
different group members, which may have an impact upon the steps to be taken to
discharge those obligations.
Contents of legislative provisions
[Conflict of obligations] [Conflicting obligations]
269. (256 bis) The law relating to insolvency should address the situation where,
in the period approaching insolvency, a director of an enterprise group member who
holds that position or a management or executive position in another or in other
enterprise group members has a conflict between the obligations owed in relation to
the creditors and other stakeholders of those different group members.
Reasonable steps for the purposes of recommendation 269
Variant 1 13
270. (256 ter) The insolvency law may specify that a director faced with such
conflicting obligations should take reasonable steps to manage those conflicts,
including obtaining advice to establish the exact nature of the different obligations;
disclosing to creditors, other directors of relevant members and other stakeholders
situations likely to lead to conflicting obligations; not participating in any decision
by the board of directors of the same group member on the matters giving rise to
such conflicts; [seeking the appointment of] [appointing] an additional director
when the conflicting obligations cannot be reconciled; and, as a last resort,

__________________
13

Note to the Working Group: Variant 1 includes revisions agreed by the Working Group at its
forty-sixth session (A/CN.9/829, paras. 27-29). Since the appointment of an additional director
might not be within the powers of the conflicted director, different drafting is proposed for that
action.
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resigning where there is no alternative course of action available and resignation
will not exacerbate the situation.
Variant 2 14
270. (256 ter) The insolvency law may specify that a director faced with
conflicting obligations should take reasonable steps to manage those conflicts.
Those steps may include obtaining professional advice to establish the exact nature
of the conflicting obligations and how to manage them, and disclosing to other
directors, creditors and other stakeholders the nature of the conflict and the
situations in which the conflict is likely to arise. In determining whether conflicts
are adequately managed, a director should consider whether the steps taken are
sufficient so that the creditors and other stakeholders of the group members of
which they are a director are in no worse a position than they would have been had
the conflicts not arisen. As a last resort, the director may need to resign from any
group member in relation to which the conflict is not adequately manageable.
Variant 3 15
270. (256 ter) The insolvency law may specify that a director faced with such
conflicting obligations should take reasonable steps to manage those conflicts.
Reasonable steps may include:
(a) Obtaining advice to establish the exact nature of the different
obligations;
(b) Identifying the parties to whom the conflict of obligations must be
disclosed and disclosing relevant information;
(c) Identifying when the director should not (i) participate in any decision by
the boards of directors of any of the relevant group members on the matters giving
rise to such conflicts, or (ii) be present at any board meeting at which such issues
are to be considered;
(d) [Seeking the appointment of] [Appointing] an additional director when
the conflicting obligations cannot be reconciled; and
(e) As a last resort, where there is no alternative course of action available
and resignation will not exacerbate the situation, resigning from the relevant
board(s) of directors.
__________________
14

15

Note to the Working Group: Variant 2 was proposed at the forty-sixth session, but not
considered for lack of time (A/CN.9/829, para. 30).
Note to the Working Group: Variant 3 is a drafting suggestion prepared by the Secretariat. It
is based upon Variant 1, but seeks to specify the steps to be taken more broadly. Rather than
listing, for example, the specific persons to whom the director should disclose a conflict of
interest, it indicates the reasonable step to be identifying the parties to whom disclosure should
be made and then disclosing relevant information. The commentary to the recommendation
might indicate some of the parties to whom disclosure might be appropriate, including other
members of the boards of affected group members or possibly board of directors of other group
members. Paragraph (c) builds upon some text added at the forty-sixth session to include the
possibility of a director absenting themselves from a meeting that is to consider issues to which
the conflict relates. In paragraph (d), since the appointment of such an additional director might
not be within the powers of the conflicted director, different drafting is proposed.
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Insolvency Law
Cross-border recognition and enforcement of
insolvency-related judgements
Note by the Secretariat
Introduction
1.
At its forty-seventh session (2014), the Commission gave Working Group V
(Insolvency Law) a mandate to develop a model law or model legislative provisions
to provide for the recognition and enforcement of insolvency-related judgements.
At its forty-sixth session in December 2014, Working Group V (Insolvency
2.
Law) considered a number of issues relevant to the development of a legislative text
on the recognition and enforcement of insolvency-related judgements, including the
types of judgements that might be covered, procedures for recognition and grounds
to refuse recognition. The Working Group agreed that the text should be developed
as a stand-alone instrument, rather than forming part of the UNCITRAL Model Law
on Cross-Border Insolvency (the Model Law), 1 but that the Model Law provided an
appropriate context for the new instrument.
3.
The draft text set forth below is drafted in the form of a model law to be given
effect through enactment by a State and thus, when it refers to “this State”, it means
the enacting State. The content and structure of the draft text draws upon the
Model Law, as suggested by the Working Group (A/CN.9/829, para. 63). References
to the relevant Model Law sources of certain definitions and articles are indicated in
the footnotes (e.g. draft articles 8 and 9 follow elements of articles 15, 16 and 17 of
the Model Law).
__________________
1

A/CN.9/829, paras. 60 and 74.
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4.
The draft text seeks to give effect to the conclusions of the Working Group at
its forty-sixth session, particularly with respect to the types of judgement to be
included (A/CN.9/829, paras. 54 to 58), procedures for obtaining recognition and
enforcement (A/CN.9/829, paras. 65 to 67) and the grounds for refusal of
recognition (A/CN.9/829, paras. 68 to 71).
One issue not considered in the draft is the treatment of judgements arising in
5.
what might be considered competing insolvency proceedings (A/CN.9/829,
para. 75). This issue might be relevant in the types of scenario outlined in working
paper A/CN.9/WG.V/WP.128 concerning cross-border treatment of the insolvency of
enterprise groups, which is also to be discussed at the Working Group’s
forty-seventh session.
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Draft model law on the recognition and enforcement of
insolvency-related judgements
Preamble
The purpose of this Law is to provide for recognition and enforcement of
insolvency-related judgements in cross-border insolvency cases in a predictable and
transparent manner, in order to promote:
(a) Cooperation between the courts of this State and courts of other States
involved in cross-border insolvency cases;
(b)

Greater legal certainty for trade and investment;

(c)

Fair and efficient administration of cross-border insolvency cases;

(d) Protection and maximization of the value of the debtor’s assets and
affairs, and distributions to creditors; and
(e) Simplification of the procedure and reduction in the cost and time
required for recognition and enforcement of insolvency-related judgements.
Article 1. Scope of application
1.

This Law applies where:

(a) Recognition and enforcement of an insolvency-related judgement is
sought in this State by a foreign representative or other person entitled to seek
enforcement of such a judgement in connection with a foreign proceeding; or
(b) Recognition and enforcement of an insolvency-related judgement is
sought in a foreign State in connection with a proceeding under the law of this State.
2.

This Law does not apply to […].
Article 2. Definitions
For the purposes of this Law:

(a) “Foreign proceeding” means a collective judicial or administrative
proceeding pursuant to a law relating to insolvency in which the assets and affairs of
a debtor are [or were] subject to control or supervision by the court for the purpose
of reorganization or liquidation;2
(b) “Foreign representative” means a person or body, including one
appointed on an interim basis, authorized in a foreign proceeding to administer the
reorganization or the liquidation of the debtor’s assets or affairs or to act as a
representative of the foreign proceeding;3
(c) “Judgement” means any judicial or administrative decision, whatever it
may be called, including a decree or order, and a determination of costs and

__________________
2
3

This definition is based on the Model Law, art. 2, subpara. (a).
Ibid., art. 2, subpara. (d).
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expenses provided that the determination related to a judicial or administrative
decision,4 and any decision ordering provisional or protective measures; 5
(d) “Insolvency-related judgement” means a judgement that is closely
related to a foreign proceeding and was issued after the commencement of that
proceeding. A judgement is presumed to be “closely related to a foreign proceeding”
if it has an effect upon the insolvency estate of the debtor and either: (i) is based on
a law relating to insolvency; or (ii) due to the nature and legal basis of its
underlying claims, would not have been issued without the commencement of the
foreign proceeding.6 An insolvency-related judgement would include any equitable
relief, including the establishment of a constructive trust, provided in that
judgement or required for its enforcement. Insolvency-related judgements may
include judgements concerning any of the following matters:
(i)

Turnover of property of the insolvency estate;

(ii)

Sums due to the insolvency estate;

(iii) Sale of assets by the insolvency estate;
(iv) Requirements for accounting related to the insolvency proceeding;
(v)

Variant 1

Overturn of transactions involving the debtor or assets of the insolvency estate
that have the effect of either reducing the value of the estate or upsetting the
principle of equitable treatment of creditors;7
(v)

Variant 2

Resolution of actions to avoid or otherwise render acts detrimental to creditors
ineffective,8 including undervalued transactions, preferential transactions and
transactions intended to defeat, delay or hinder the ability of creditors to
collect claims where the effect of the transaction was to put assets beyond the
reach of creditors or potential creditors or to otherwise prejudice the interests
of creditors;9
(vi) Modification or enforcement of a stay of actions in a foreign
proceeding;10
(vii) Validity of a secured claim;
__________________

This definition is taken from the Convention of 30 June 2005 on Choice of Court Agreements
(2005 Hague Convention), art. 4.
5 This last phrase relating to provisional measures is taken from the draft global judgements
convention prepared by The Hague Conference on Private International Law, 2001 version,
art. 23.
6 The draft article might indicate that for the purposes of this model law, an insolvency-related
judgement would not include a judgement imposing a criminal penalty.
7 The wording of this variant is based on the UNCITRAL Legislative Guide on Insolvency Law,
rec. 87.
8 The wording of this variant is based on the UNCITRAL Model Law on Cross-Border Insolvency,
art. 23.
9 This wording is taken from the Legislative Guide, rec. 87.
10 Some consideration might be given to the issue of possible overlap with provisions of the
Model Law, such as art. 22, para. 3.
4
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(viii) A cause of action pursued by a creditor with approval of the court, based
on [an insolvency] [a foreign] representative’s decision not to pursue that
cause of action;
(ix) Liability of a director in the period approaching insolvency;11
(x) Confirmation of a plan of reorganization or liquidation or approval of a
[composition] [voluntary restructuring agreement];
(xi) Whether a particular debt can be discharged; and
(xii) Recognition of the discharge of a debtor.
Article 3. International obligations of this State 12
To the extent that this Law conflicts with an obligation of this State arising out
of any treaty or other form of agreement to which it is a party with one or more
other States, the requirements of the treaty or agreement prevail.
Article 4. Competent court or authority 13
The functions referred to in this Law relating to recognition and enforcement
of insolvency-related judgements shall be performed by [specify the court, courts,
authority or authorities competent to perform those functions in the enacting State].
Article 5. Authorization to seek enforcement of an insolvency-related judgement in a
foreign State 14
A party entitled to enforce an insolvency-related judgement given under the
law of this State is authorized to act in a foreign State to seek enforcement of that
judgement, as permitted by the applicable foreign law.
Article 6. Additional assistance under other laws 15
Nothing in this Law limits the power of a court or a [insert the title of any
other person or body administering the recognition and enforcement of an
insolvency-related judgement under the law of the enacting State] to provide to a
party seeking recognition and enforcement of an insolvency-related judgement in
this State additional assistance or relief under other laws of this State, in particular
those laws relating to decisions concerning the commencement, conduct,
administration and conclusion of insolvency proceedings.
Article 7. Interpretation 16
In the interpretation of this Law, regard is to be had to its international origin
and to the need to promote uniformity in its application and the observance of good
faith.
__________________
11

12
13
14
15
16

See Legislative Guide, part four dealing with the obligations of directors of a company in the
period approaching insolvency, recs. 255, 259 and 260.
This draft article repeats art. 3 of the Model Law.
Ibid., art. 4, with revisions specific to insolvency-related judgements.
Ibid., art. 5.
Ibid., art. 7.
Ibid., art. 8.
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Article 8. Recognition and enforcement of an insolvency-related judgement 17
1.
A foreign representative or other person entitled under the law of the State in
which the judgement was issued to seek enforcement of an insolvency-related
judgement may request the court in this State to recognize and enforce that
judgement.18
2.
A party seeking recognition and enforcement of an insolvency-related
judgement shall provide:
(a)

A copy of the insolvency-related judgement;

(b) A certified statement of whether the insolvency-related judgement is a
final judgement or, if not, the identification of the appellate court where any appeal
is pending, and the status of the appeal;
(c) Evidence that the party against whom relief is sought received notice of
the proceeding in which the insolvency-related judgement was issued and had an
opportunity to be heard prior to the issue of the judgement; and
(d) Evidence that the party against whom relief is sought was provided
notice of the request in this State for recognition and enforcement of the
insolvency-related judgement.
3.
The court may require translation of documents supplied in support of
recognition of the insolvency-related judgement into an official language of this
State.
4.
The court is entitled to presume that documents submitted in support of a
request for recognition of the insolvency-related judgement are authentic, whether
or not they have been legalized.
Article 9. Decision to recognize and enforce an insolvency-related judgement 19
An insolvency-related judgement shall be recognized and may, upon
recognition, be enforced without review of the merits of the judgement provided:
(a) The insolvency-related judgement is within the meaning of article 2,
subparagraph (c);
(b) The person seeking enforcement of the insolvency-related judgement is a
person within the meaning of article 2, subparagraph (b), or another person entitled
to seek enforcement of the judgement under article 8, paragraph 1;
(c)

The requirements of article 8, paragraph 2, are met;

(d) The court from which recognition is sought is the court referred to in
article 4; and
(e)

Article 10 does not apply.

__________________
17

18

19

This draft article is based on art. 15 of the Model Law, paras. 1, 2 and 4. Draft para. 4 of this
article is based on art. 16, para. 2, of the Model Law.
An insolvency-related judgement may also be raised as a defence to an action concerning the
same matter/claim in the enacting or another State.
This draft article is based on art. 17 of the Model Law.
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Article 10. Grounds to refuse recognition of an insolvency-related judgement 20
The court may decline to recognize an insolvency-related judgement if the
party against whom relief is sought demonstrates that:
(a) The insolvency-related judgement is subject to review in the originating
State or the time limit for seeking review has not expired and the originating State
would not enforce the insolvency-related judgement because of the availability of
such review;
(b) The party against whom the
insolvency-related judgement was instituted:

proceeding

giving

rise

to

the

(i) Was not notified of the institution of that proceeding in sufficient time
and in such a manner as to enable a defence to be arranged, unless the party
entered an appearance and presented their case without contesting notification
in the originating court, provided that the law of the originating State
permitted notification to be contested; or
(ii) Was notified of the institution of that proceeding in a manner that is
incompatible with fundamental principles of this State concerning service of
documents;
(c) The insolvency-related judgement was obtained by fraud in connection
with a matter of procedure;
(d) Recognition and enforcement of the insolvency-related judgement would
be manifestly contrary to the public policy of this State;
(e) The proceeding in which the insolvency-related judgement was issued
was manifestly contrary to the fundamental principles of procedural fairness of this
State;
(f) The insolvency-related judgement is inconsistent with a prior judgement
given in this State in a dispute between the same parties;
(g) The insolvency-related judgement is inconsistent with an earlier
judgement given in another State involving the same parties, provided that the
earlier judgement fulfils the conditions necessary for its recognition in this State;
(h) Recognition and enforcement of the insolvency-related judgement would
interfere with the administration of the debtor’s insolvency proceedings 21 or would
be inconsistent with a stay or other order entered in insolvency proceedings in this
or another State;
(i)

Variant 1

The party against whom the proceeding giving rise to the insolvency-related
judgement was instituted did not consent to the exercise of jurisdiction in that
proceeding and the foreign court exercised jurisdiction over that party solely
on a basis that was unreasonable or unfair. A basis of jurisdiction is not
__________________
20

21

These grounds are based upon those discussed and agreed upon at the Working Group’s
forty-sixth session (A/CN.9/829, paras. 68-71).
At the forty-sixth session, it was suggested that this ground might be included as an alternative
to restricting recognition to judgements emanating from proceedings that might be regarded as
main or non-main proceedings (A/CN.9/829, para. 70).
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unreasonable or unfair solely because it is not an acceptable basis of
jurisdiction for courts in this State.
(i)

Variant 2

The party against whom the proceeding giving rise to the insolvency-related
judgement was instituted did not consent to the exercise of jurisdiction in that
proceeding and the foreign court exercised jurisdiction over that party solely
on
one of the following grounds:
(i) The presence of that party’s property in the jurisdiction of the foreign
court, when the property is unrelated to the insolvency-related judgement;
(ii)

The nationality of a different party; or

(iii) Any other basis that was unreasonable or unfair; a basis of jurisdiction is
not unreasonable or unfair solely because it is not an acceptable basis of
jurisdiction for courts in this State.
Article 11. Severability 22
Recognition or enforcement of a severable part of a judgment shall be granted
where recognition or enforcement of that part is applied for, or only part of the
judgment is capable of being recognized or enforced under this Law.
Article 12. Provisional relief 23
1.
From the time recognition and enforcement of an insolvency-related
judgement is sought until a decision is made, the court may grant relief of a
provisional nature where relief is urgently needed, including:
(a) Staying the disposition of any assets of any party or parties against whom
the insolvency-related judgement has been issued; or
(b) Granting other legal or equitable relief, as appropriate, within the scope
of the insolvency-related judgement.
2.
[Insert provisions (or refer to provisions in force in the enacting State) relating
to notice.]
3.
Unless extended by the court, relief granted under this article terminates when
a decision on recognition and enforcement of the insolvency-related judgement
is made.

__________________
22

23

At its forty-sixth session, the Working Group noted that it might be advisable to provide for
severability so as to enable enforcement of only a part of a judgement in cases where grounds
for refusal of other parts might exist; certain elements such as a punitive damages award might
thus be excluded (A/CN.9/829, para. 61). This draft article is based on article 15 of the
2005 Hague Convention (see note 4).
This draft article is based upon paras. 1, 2 and 3 of art. 19 of the Model Law; para. 4 of
article 19 is included among the grounds for refusal of recognition under draft art. 10,
subpara. (h).
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CONTRACTING OUT OF SECONDARY
INSOLVENCY PROCEEDINGS: THE MAIN
LIQUIDATOR’S UNDERTAKING IN THE
MEANING OF ARTICLE 18
IN THE PROPOSAL TO AMEND
THE EU INSOLVENCY REGULATION
Prof. Dr. Bob Wessels*
INTRODUCTION
The European Insolvency Regulation1 aims to improve the efficiency
and effectiveness of insolvency proceedings having cross-border effects
within the European Union. For that purpose, the Insolvency Regulation
lays down rules on jurisdiction common to all member states of the
European Union (Member States), rules to facilitate recognition of
insolvency judgments, and rules regarding the applicable law. The model of
the Regulation will be known. It allows for one main proceeding, opened in
one Member State, with the possibility of opening secondary proceedings in
other EU Member States. The procedural model can only be successful if
these proceedings are coordinated:
Main insolvency proceedings and secondary proceedings can…contribute
to the effective realization of the total assets only if all the concurrent
proceedings pending are coordinated. The main condition here is that the
various liquidators must cooperate closely, in particular by exchanging a
sufficient amount of information. In order to ensure the dominant role of
the main insolvency proceedings, the liquidator in such proceedings
should be given several possibilities for intervening in secondary
insolvency proceedings which are pending at the same time. For example,
he should be able to propose a restructuring plan or composition or apply
for realisation of the assets in the secondary insolvency proceedings to be
2
suspended.

In this article, I will analyze a proposal that is included in the
amendments to the EU Insolvency Regulation (InsReg). These amendments
have been made by the European Commission on December 12, 2012. The

* International legal advisor, Dordrecht, The Netherlands; Emeritus professor of
International Insolvency Law, University of Leiden, Leiden Law School, The Netherlands. The
author can be reached via info@bobwessels.nl
1. See generally European Union Insolvency Regulation, Council Regulation 2000/1346,
2000 O.J. (L 160) 1 (EC) [hereinafter EU Insolvency Regulation]. It applies to 27 EU Member
States, with the exception of Denmark.
2. Id. recital 20 (emphasis added).
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proposal provides that the liquidator, appointed in the main insolvency
proceedings,
. . . may also give the undertaking that the distribution and priority rights
which local creditors would have had if secondary proceedings had been
opened will be respected in the main proceedings. Such an undertaking
shall be subject to the form requirements, if any, of the State of the
opening of the main proceedings and shall be enforceable and binding on
the estate.3

In Part I, I will first discuss the powers that a liquidator, appointed in
main insolvency proceedings has, including their effects outside the
Member State, the court of which has appointed the liquidator. 4 Thereafter,
attention will be given to InsReg Articles 31(1) and (2) which reflect the
fundamental foundation of the Insolvency Regulation, i.e. the coordination
of main insolvency proceedings and secondary insolvency proceeding in
which the liquidator in the main proceedings and the liquidators in the
secondary proceedings shall be duty bound to communicate information to
each other and to cooperate with each other. On the other hand, InsReg
Article 31(3) is a reflection of the dominant role of the main proceedings:
the liquidator in the secondary proceedings shall give the liquidator in the
main proceedings an early opportunity of submitting proposals on the
liquidation or use of the assets in the secondary proceedings. 5 Then, in Part
II, I will highlight some of the provisions in Chapter III of the Regulation
(Secondary Insolvency Proceedings) to illustrate the nature and function of
secondary insolvency proceedings with a focus on the coordination of main
insolvency proceedings and secondary insolvency proceedings, as well as to
clarify aspects of the so-called “‘dominant”‘ role of the main insolvency
proceedings. In the following section, I provide a short overview of crossborder insolvency practice in Europe, which serves as the cradle on the
European Commission’s proposal regarding the “as if” undertaking, given
by a main liquidator. After stating the Court of Justice of the European
Union’s view on the question of how to combine and align main and
secondary proceedings which have different or even contrasting aims in
Part IV, I turn in Part V to the European Commission’s proposals of
December 2012 and in Part VI to the amendments suggested by the
European Parliament (EP), the text of which was approved on February 5,
3. Proposal for a Regulation of the European Parliament and of the Council Amending
Council Regulation (EC) No. 1346/2000 On Insolvency Proceedings, para. 28(a)(1), COM (2012)
744 final (Dec. 12, 2012) [hereinafter Proposal to Amend the EU Insolvency Regulation].
4. EU Insolvency Regulation, supra note 1, art. 2(b) provides as a definition for liquidator,
“… any person or body whose function is to administer or liquidate assets of which the debtor has
been divested or to supervise the administration of his affairs. Those persons and bodies are listed
in Annex C”. Annex C lists around 100 national names of these “liquidators”.
5. See Margreet de Boer and Bob Wessels, The Dominance of Main Insolvency Proceedings
under the European Insolvency Regulation, in INTERNATIONAL INSOLVENCY LAW: THEMES AND
PERSPECTIVES 185 (Paul Omar ed., 2008).
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2014. I will then offer for debate in Part VII some critical observations to
the constituent (or lacking) elements of an “as if” undertaking, and in Part
VIII, some queries about the law applicable in such “as if” undertakings.
I. DOMESTIC POWERS OF THE LIQUIDATOR IN MAIN
INSOLVENCY PROCEEDINGS
InsReg Article 18 acknowledges the general authority of the main
liquidator to exercise his powers in other Member States.6 InsReg Article 19
comprises a rule relating to the proof of his appointment.7 In principle the
liquidator, appointed by a court that has jurisdiction pursuant to InsReg
Article 3(1) to open main insolvency proceedings, has the authority to
exercise all the powers conferred on him by the lex concursus in the other
Member States. Recognition of main proceedings under InsReg Article 16
takes place “automatically,” and includes recognition of the liquidator
appointed in such proceedings. 8 His powers shall be recognized
“automatically” too in all Member States.9 In these states the liquidator may
exercise the powers conferred to him by the lex concursus, the law of the
State in which main proceedings have been opened.10 The liquidator can
exercise his powers abroad (within the area of the 27 Member States) in
principle without any prior or further formality, especially without having
to obtain an exequatur, without having to propose a form of bail and,
furthermore, without the need to ensure publication of his appointment in
one or more other Member States.
The number of powers that a liquidator in the main insolvency
proceedings may have and the nature of such powers and their legal effects
are all determined by the lex concursus. Furthermore, the lex concursus is
decisive with regard to the liquidator’s legal tasks, duties, the scope of his
power, and the grounds and procedure for his removal. Therefore, for
instance, in Dutch main insolvency proceedings, the appointed liquidator
will also be subject to supervision by the supervisory judge (rechtercommissaris) when taking steps in other Member States. The Spanish
professors Virgós and Garcimartín submit that the lex concursus will also
be decisive in determining the liquidator’s liability for failure or weakness
of performance, including the standard of care required.11 I submit that the
possibility cannot be excluded that certain (third) parties could start liability
6.
7.
8.
9.
10.

EU Insolvency Regulation, supra note 1, art. 18.
Id. art. 19.
Id. art. 16.
Id.
I agree with the proposition of Berends A.J., Grensoverschrijdende insolventie, Nederlands
Instituut voor het Bank- en Effectenbedrijf, 152, (1999) that Article 18(1) is, in this regard, helpful
as a practical repetition of Article 4(2)(c), but is unnecessary. See EU Insolvency Regulation,
supra note 1.
11. MIGUEL VIRGÓS & FRANCISCO GARCIMARTÍN, THE EC REGULATION ON INSOLVENCY
PROCEEDINGS: A PRACTICAL COMMENTARY ¶ 364 (Kluwer Law International 2004).
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proceedings before the courts of the state within the territory where certain
acts by the liquidator have caused damages, when to such claims the law of
the latter Member State (including its provisions on private international
law) will be applicable.
The liquidator in the main insolvency proceedings only has authority to
exercise his powers in the other Member States within the limits of the
Insolvency Regulation, specifically outlined in the first sentence of Article
18(1), and therefore only “as long as no other insolvency proceedings have
been opened there nor any preservation measure to the contrary has been
taken there further to a request for the opening of insolvency proceedings in
that State.”12 This limitation relates to the possibility of opening secondary
insolvency proceedings pursuant to InsReg Article 3(2). 13 The VirgósSchmit Report refers to this limitation as a logical restriction, since the
assets cannot be subject to the powers of two different liquidators:
Once territorial proceedings have been opened, the direct powers of the
liquidator in the main proceedings no longer apply to assets situated in the
state of the opening of the territorial proceedings. The liquidator in the
territorial proceedings has exclusive powers over those assets. This does
not imply that the main liquidator loses all influence over the debtor’s
estate situated in the other ... state, but that that influence must be
exercised through the powers conferred on that liquidator by [the
Regulation] to coordinate the territorial proceedings and the main
proceedings.14

As indicated, the limitation in Article 18(1)’s first sentence also
concerns situations in which provisional protective measures are
incompatible with the exercise of the powers of the main liquidator which
have already been adopted as a consequence of the request to open
secondary proceedings. Examples of measures of this type in the
Netherlands are provided for in the Dutch Bankruptcy Act
(Faillissementswet) and include the placing under seal of the estate (which,
however, in practice hardly takes place),15 as well as measures to protect the
interests of creditors.16
The second sentence of InsReg Article 18(1) explicitly provides for the
main liquidator’s power to remove the debtor’s assets from the territory of
the Member State in which they are situated, subject to InsReg Articles 5

12. EU Insolvency Regulation, supra note 1, art. 18.
13. Id. art. 3(2).
14. Miguel Virgós & Etienne Schmit, Report on the Convention of Insolvency Proceedings,
para.
163,
Council
6500/1996
(May
3,
http://aei.pitt.edu/952/1/insolvency_report_schmidt_1988.pdf.

15. Dutch Bankr. Act art. 7.
16. Pursuant to id. arts. 225, 290.
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and 7 (provisions on rights in rem and reservation of title respectively).17
The provision creates a substantive rule, as this power may also be
exercised when the lex concursus does not include a power of this nature. It
is therefore a pure “European Union” power. One may submit that the
power to remove assets already flows from the first sentence of InsReg
Article 18(1), and Article 4(2)(c) stating the lex concursus determines “the
respective powers of the debtor and the liquidator.” 18 The express
stipulation follows however from the need to remove any doubt.19
In addition to the limitations on the liquidator’s powers, InsReg Article
18(3) provides that the liquidator in the main proceedings shall, in
exercising his powers, “comply with the law of the Member State within the
territory of which he intends to take action, in particular with regard to
procedures for the realization of assets.” 20 Such powers may not include
coercive measures or the right to rule on legal proceedings or disputes.21
The Virgós-Schmit Report explains how compliance with a Member
State’s law takes shape.22 The following points can be noted: the general
principle of prohibition of the exercise of coercive powers in another state
applies to a “foreign” main liquidator, thus he may only take action in other
states if he complies with this principle. 23 For this reason, Article 18(1)
expressly prohibits direct recourse to coercive measures. In fact, according
to the Virgós-Schmit Report: “Any use of force or coercive action is

17. EU Insolvency Regulation, supra note 1, art. 18(1) (“[The liquidator] may in particular
remove the debtor’s assets from the territory of the Member State in which they are situated,
subject to Articles 5 and 7.”); Id. arts. 5, 7.
18. Id. arts. 18(1), 4(2)(c).
19. See Virgós & Schmit, supra note 14, para. 161, in which it is stipulated that when
removing assets the liquidator must respect Articles 5 and 7, as the main proceedings cannot affect
rights in rem of creditors or third parties over assets situated, at the time of the opening, in a
Member State other than the state of the opening of proceedings.
20. EU Insolvency Regulation, supra note 1, art. 18(3).
21. Id. art. 18(2) relates to the liquidator appointed in secondary proceedings and therefore by
a court which has jurisdiction pursuant to Article 3(2). He “may in any other Member State claim
through the courts or out of court that moveable property was removed from the territory of the
State of the opening of proceedings to the territory of that other Member State after the opening of
the insolvency proceedings.” Id. Furthermore, he may “bring any action to set aside which is in
the interests of the creditors.” Id. On these additional powers of the secondary liquidator, see BOB
WESSELS, INTERNATIONAL INSOLVENCY LAW, ¶ 10762 (3rd ed. 2012).
22. Virgós & Schmit, supra note 14, para. 164.
23. The Insolvency Regulation, quite rightly, is built on the principle that a person may not act
as judge in its own case. Such a situation would be in direct conflict with e.g. the English law
“principle of natural justice nemo judex in sua causa”. See Ex parte Pinochet, [2000] AC (HL)
119 (mentioned in THE EC REGULATION ON INSOLVENCY PROCEEDINGS: A COMMENTARY AND
ANNOTATED GUIDE, ¶ 8.165 (G. Moss et al. eds., 2d ed. 2009)). See also K. Staak, Der deutsche
Insolvenzverwalter im europäischen Insolvenzrecht. Eine Analyse der EG-Verordnung Nr.
1346/2000 des Rates vom 29. Mai 2000 über Insolvenzverfahren unter besonderer
Berücksichtigung
der
Person
des
deutschen
Insolvenzverwalters,
Europäischen
Hochschulschriften, Reihe II, Rechtswissenschaft, Vol. 3889, Frankfurt am Main: Peter Lang
2004, at 144.
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excluded.”24 In any given case where the persons affected by a liquidator’s
act do not voluntarily agree to the liquidator’s performance, and coercive
measures are required with regard to assets or persons, the liquidator must
apply to the authorities of the state where the assets or persons are located
to have these measures adopted and implemented. Scholars Moss and Smith
correctly submit that local courts should have a “big-hearted” attitude:
“Also, as a matter of principle, local law and courts should as far as
possible make available to liquidators in main proceedings all the remedies
available to local liquidators, so as to avoid discrimination against a
European Union citizen. This may sometimes necessitate the opening of
secondary proceedings.” 25 The English text (“shall comply”), however,
appears to be stricter than various other texts, such as texts in the
Netherlands: “eerbiedigen” (which is the equivalent of “to respect”),
France: “doit respecter,” and in Spanish: “deberá respectar.” The rationale
is that the main liquidator “must take the constraints of the outside world as
a given.”26 The liquidator shall exercise his powers without infringing the
laws of the state in which he takes action.
Where local law provides for certain formal procedures for the
realization of assets, the liquidator shall comply with the law of the state in
which the assets are located. The lex concursus of the main proceedings
establishes the extent of the powers of the liquidator and the manner in
which such powers may be exercised. Only the lex concursus of the main
proceedings is decisive with regard to, for example, whether the sale of
immoveable property can be a private market transaction or whether a sale
by public auction is necessary. Once the lex concursus has determined the
form of sale, the procedures by which the assets are realized must, however,
be in accordance with the provisions of the national law of the approached
Member State. If the latter lex fori concursus requires a sale by public
auction, the procedure for carrying out this sale in the state where the
immoveable property is situated shall therefore be determined by the law of
that latter state. On the other hand, if Dutch insolvency law prescribes the
approval of the court when a liquidator intends, for example, to start civil
law proceedings, the foreign main liquidator does not need this approval, as
Article 18(3) does not function as a conflict of law rule.27
The Insolvency Regulation does not provide for any form of objection
to the main liquidator’s performance. Due to the lack of provisions
regarding objections to the exercise of powers by the liquidator and the lack
24. Virgós & Schmit, supra note 14, para. 164.
25. THE EC REGULATION ON INSOLVENCY PROCEEDINGS: A COMMENTARY

AND

ANNOTATED GUIDE, ¶ 8.165 (G. Moss et al. eds., 2d ed. 2009).
26. See, e.g., Virgós & Garcimartín, supra note 11, para. 369, and Staak, supra note 23, at 143,
who correctly submits that the principle of the lex concursus of the main insolvency proceedings
stays intact, with due respect to the lex fori of the other Member State.
27. See A.J. Berends, Insolventie in het internationaal privaatrecht 342 (2005) (doctoral
thesis, Vrije Universiteit Amsterdam).
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of provisions requiring the liquidator to act or prevent the liquidator from
acting, the Virgós-Schmit Report submits that the authorities of the Member
States within which the powers are intended to be exercised shall have
jurisdiction to decide if the grounds for opposition lie in the non-recognition
of the proceedings opened in another Member State, or of the judgment
appointing the liquidator. 28 The examples in the Virgós-Schmit Report
relate to a situation in which the grounds for opposition are a breach by the
liquidator of the provisions of the Regulation that govern the exercise of his
powers in other Member States, such as InsReg Article 18(1) or InsReg
Article 3(3).29 Alternatively, “[i]f the opposition concerns the substance of
the exercise of those powers, i.e. the justification for a measure which the
liquidator intends to take, jurisdiction lies with the judicial authorities of the
state of the opening of the proceedings.”30
II. SECONDARY PROCEEDINGS
As explained, secondary proceedings can cut off the powers of the main
liquidator in as far as these are determined by the lex concursus of the
Member State, the court of which has opened main proceedings and
appointed her or him. The model of main insolvency proceedings opened in
one Member State, with the possibility of opening secondary insolvency
proceedings in other Member States, has its roots in the European
Convention on Certain Aspects of Bankruptcy, signed in Istanbul on June 5,
1990.31 Its introduction at that time was based on the utility of secondary
proceedings from the perspective of local creditors.32 Consequently, main
insolvency proceedings opened in one Member State do not deprive courts

28. Virgós & Schmit, supra note 14, para. 166.
29. Id.
30. See also M. Bogdan, in THE EC REGULATION

ON INSOLVENCY PROCEEDINGS: A
COMMENTARY AND ANNOTATED GUIDE, supra note 25, ¶ 8.166. It should be noted that a Dutch
main liquidator in main liquidation proceedings will be subject to Article 69 of the Dutch
Faillissementswet:

1. Each of the creditors, the appointed creditors committee and also the bankrupt, may
file a petition with the supervisory judge to object against any act of the liquidator or to
procure that the supervisory judge orders the liquidator to perform or refrain from
performing any intended act. 2. Within three days the supervisory judge must issue his
decision having heard the liquidator.
Dutch Bankr. Act art. 69. For an extended analysis of Article 18, see WESSELS, supra note 21, ¶
10754.
31. For a list of signatories and ratifications, see European Convention on Certain
International
Aspects
of
Bankruptcy,
COUNCIL
OF
EUROPE,
http://conventions.coe.int/Treaty/en/Treaties/Html/136.htm (last visited May 31, 2014). Article
44(k) has replaced the Istanbul Convention, which was signed by seven states and ratified by only
one Member State (Cyprus). Id.
32. See Manfred Balz, The European Convention on Insolvency Proceedings, 70 AM. BANKR.
L.J. 485, 494 (1996).
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in other Member States of the authority to open secondary proceedings.33 If
these proceedings are opened they shall be secondary insolvency
proceedings within the meaning of Chapter III of the Regulation
(“Secondary Insolvency Proceedings”). The universal effect of the main
proceedings throughout the European Union does not apply to the
secondary proceedings, opened in another Member State, while the effects
of the secondary proceedings may not be challenged in other Member
States. 34 Because the procedural and substantive effects of the secondary
proceedings are determined by the lex concursus, through rules contained in
InsReg Articles 4 and 28, the focus of the secondary insolvency
proceedings is the protection of local interests.35
Various types of secondary proceedings are listed by country in Annex
B to the Regulation. 36 They amount to approximately sixty types of
proceedings operational in 27 Member States. They are liquidation
proceedings—although the Insolvency Regulation uses the term “windingup proceedings”—within the meaning of Article 1(1). 37 Such liquidation
proceedings aim to “realize the assets of the debtor, including where the
proceedings have been closed by a composition or other measure
terminating the insolvency, or closed by reason of the insufficiency of the
assets.”38
A. FUNCTION OF SECONDARY PROCEEDINGS
Although Annex B lists “national” insolvency “winding-up”
proceedings, the primary function of secondary proceedings dictates the
view that while a secondary proceeding may be “in name” a national
proceeding, it is however necessary to understand that they have a function
to operate within the scope of the EU Insolvency Regulation. This function
can be explained in three ways:
(i) Although secondary proceedings are opened in another Member
State (in which the debtor has an “establishment”), 39 the secondary

33. See EU Insolvency Regulation, supra note 1, art. 16(2).
34. See id. art. 17(2).
35. See, e.g., S. Kolmann, Kooperationsmodelle im Internationalen Insolvenzrecht. Empfielt
sich für das Deutsche internationale Insolvenzrecht eine Neuorientierung? Schriften zum
Deutschen und Europäischen Zivil-, Handels- und Prozessrecht, Bielefeld: Verlag Ernst und
Werner Gieseking (2001) (doctoral dissertation), who at page 13 characterizes this focus
understandably as a “protective function“ (Schutzfunction).
36. See generally Signe Viimsalu, The Meaning and Functioning of Secondary Insolvency
Proceedings, (2011) (doctoral thesis, University of Tartu, Estonia).
37. EU Insolvency Regulation, supra note 1, art. 1(1) (“collective insolvency proceedings
which entail the partial or total divestment of a debtor and the appointment of a [creditor]”; these
are listed in Annex A, amounting to around one hundred).
38. See id. arts. 2(c), 3(3).
39. See id. arts. 3(2), 2(h).
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proceedings are concerned with the same (insolvent) debtor as the main
insolvency proceedings;40
(ii) Despite the secondary proceedings only being permitted to be
proceedings as listed in Annex B, and therefore winding-up proceedings
with territorial effect,41 Chapter III of the Insolvency Regulation provides
the liquidator appointed in the main insolvency proceedings with several
powers to change the character of the secondary proceedings and to align
the proceedings in accordance with developments in the main proceedings
(see below); and
(iii) Despite “local” creditors being able to lodge claims in secondary
proceedings, they are also allowed to lodge claims in the main proceedings
or in any other secondary proceedings pending in other member States.42
Virgós and Garcimartín refer to secondary proceedings as having an
auxiliary function, and therefore, should be considered in the context of the
main proceedings.43 The Insolvency Regulation does not, however, aim to
ring-fence secondary proceedings; these proceedings have their formal
character and comprise assets, located in its territory, but the Regulation’s
concept of the universality of the main proceedings “is allowed to become
fragmented . . but [is] not finally renounced.” 44 The mutual connection
between both proceedings is founded on the maxim that, ultimately, the
administration concerns one debtor with one estate and one group of
creditors. The Regulation stems from the need for “coordination of the

40. Article 2(h) defines “establishment” as “. . . any place of operations where the debtor
carries out a non-transitory economic activity with human means and goods.” Id. art. 2(h). The
Court of Justice of the European Union applies strict criteria. See Case C-396/09, Interedil Srl v.
Fallimento Interedil Srl, 2011 E.C.R. I-09915, para. 64, holding “that the term ‘establishment’
within the meaning of Article 3(2) must be interpreted as requiring the presence of a structure
consisting of a minimum level of organisation and a degree of stability necessary for the purpose
of pursuing an economic activity. The presence alone of goods in isolation or bank accounts does
not, in principle, meet that definition.” The court goes on to say that “. . . in order to ensure legal
certainty and foreseeability concerning the determination of the courts with jurisdiction, the
existence of an establishment must be determined, in the same way as the location of the centre of
main interests, on the basis of objective factors which are ascertainable by third parties.” Id. para.
63.
41. See EU Insolvency Regulation, supra note 1, arts. 3(2), 27.
42. Id. art. 32.
43. Virgós & Garcimartín, supra note 11, ¶ 290. For a discussion of the supportive function of
secondary proceedings, see, e.g., H. Duursma-Kepplinger, D. Duursma & E. Chalupsky,
Europäische Insolvenzverordnung Kommentar, Wien: Springer 2002, art. 27, nr. 11; K. Staak, Der
deutsche Insolvenzverwalter im europäischen Insolvenzrecht. Eine Analyse der EG-Verordnung
Nr. 1346/2000 des Rates vom 29. Mai 2000 über Insolvenzverfahren unter besonderer
Berücksichtigung
der
Person
des
deutschen
Insolvenzverwalters,
Europäischen
Hochschulschriften, Reihe II, Rechtswissenschaft, Vol. 3889, Frankfurt am Main: Peter Lang
2004, at 483; U. Ehricke, Das Verhältnis des Hauptinsolvenzverwalters zum
Sekundärinsolvenzverwalter bei grenzüberschreitenden Insolvenzen nach der EuInsVo, in
Zeitschrift für Wirtschaftrecht (ZIP) 25-26/2005 at 1106.
44. See IAN F. FLETCHER, INSOLVENCY IN PRIVATE INTERNATIONAL LAW: NATIONAL AND
INTERNATIONAL APPROACHES ¶ 7.136 (James J. Fawcett ed., 2d ed. 2005).
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measures to be taken regarding an insolvent debtor’s assets.”45 This may be
referred to as the principle of unity of estate.46
B. POWERS OF LIQUIDATOR IN MAIN INSOLVENCY PROCEEDINGS
TO INTERFERE WITH SECONDARY PROCEEDINGS
The concept of one debtor with one estate to satisfy all creditors is
reflected—though less systematically—by the powers assigned to the
liquidator in the main insolvency proceedings by the Insolvency
Regulation. The following illustrates these rights and powers:
(i) He has the power to apply for secondary proceedings in other
member states;47
(ii) He can ask liquidators in the secondary proceedings for
information;48
(iii) He can demand that they cooperate with him;49
(iv) He can exercise the power to put forward certain proposals in the
context of the secondary proceedings;50
(v) He may request a stay of the process of liquidation in these
secondary proceedings;51
(vi) He may request the termination of a stay;52
(vii) He may propose a rescue plan in the secondary proceedings,53 also
during the stay of the process of liquidation;54
(viii) He shall lodge in other proceedings claims which have already
been lodged in the main proceedings;55
(ix) He has the power to participate in the other proceedings on the
same basis as the creditors;56

45. See EU Insolvency Regulation, supra note 1, art. 3.
46. According to the Court of Justice of the EU’s Advocate General Sharpston, “[t]he
‘principle of unity’ means that there is a single set of insolvency proceedings”, and “[t]he
‘principle of universality’ means that those proceedings extend to all the debtor’s assets, wherever
they may be situated. The secondary proceedings may only be winding up proceedings and have
effects only in respect of assets located in that Member State . . . . The system laid down by the
Regulation has appropriately been referred to by one commentator as one of ‘co-ordinated
universality.’” See Bob Wessels, The Changing Landscape of Cross-border Insolvency Law in
Europe, XII JURIDICA INTERNATIONAL 116 (2007). See also Case C-328/12, Ralph Schmid v
Lilly Hertel, http://curia.europa.eu (Sep. 10, 2013) (reference to a law review published in Estonia
(!)).
47. EU Insolvency Regulation, supra note 1, art. 29.
48. Id. art. 31(1).
49. Id. art. 31(2).
50. Id. art. 31(3).
51. Id. art. 33(1).
52. Id. art. 33(2).
53. Id. art. 34(1).
54. Id. art. 34(3).
55. Id. art. 32(2).
56. Id. art. 32(3).
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(x) He has the right to request the return to the main proceedings of
anything already obtained by creditors as they have satisfied their claims by
any means on the assets of the debtor situated in the other member state;57
and
(xi) He has the power to collect any remaining assets from the
secondary proceedings if all claims in these proceedings have been met.58
These powers have their origin in the Insolvency Regulation, and
therefore may be regarded as the “union” powers of the main liquidator. In
addition, the liquidator may use his or her domestic powers in the whole of
the European Union, with the exception of Denmark.59 The recitals devote
only a few words to the guiding notion of unity of the estate. Recital 3
states that,
[t]he activities of undertakings have more and more cross-border effects
and are therefore increasingly being regulated by Community law. While
the insolvency of such undertakings also affects the proper functioning of
the internal market, there is a need for a Community act requiring
coordination of the measures to be taken regarding an insolvent debtor’s
assets.60

See also Recital 12, explaining the characteristics of main proceedings
and secondary proceedings, adding that “[m]andatory rules of coordination
with the main proceedings satisfy the need for unity in the Community.”61
Furthermore, as observed, Recital 20 states that “[m]ain insolvency
proceedings and secondary proceedings can, however, contribute to the
effective realization of the total assets only if all the concurrent proceedings
pending are coordinated. The main condition here is that the various
liquidators must cooperate closely, in particular by exchanging a sufficient
amount of information,” 62 while Recital 21 sets out the principle that
“[e]very creditor, who has his habitual residence, domicile or registered
office in the Community, should have the right to lodge his claims in each
of the insolvency proceedings pending in the Community relating to the
debtor’s assets.”63
To summarize, the Insolvency Regulation’s concept of the EU-wide
universality of main proceedings is that, ultimately, the administration
concerns one debtor with one estate and one group of creditors: the
principle of unity of estate. This maxim dominates the mutual relationship
between the main insolvency proceedings opened in one Member State, and
one or more secondary proceedings opened in another Member State in
57.
58.
59.
60.
61.
62.
63.

Id. art. 20.
Id. art. 35.
See id. art. 18.
Id. recital 3.
Id. recital 12.
Id. recital 20.
Id. recital 21.
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order to protect the local interests. In line with this maxim, the Insolvency
Regulation assigns the liquidator in the main insolvency proceedings with
ten specific powers, which may therefore be regarded as “union” powers.64
In addition, the liquidator in the main proceedings has in principle the
authority to exercise all the powers conferred upon him by the lex
concursus in other Member States. These so-called domestic powers may
be exercised within the limits of the Insolvency Regulation, “as long as no
other insolvency proceedings have been opened. . . .” 65 Once secondary
proceedings have been opened in another Member State, the liquidator in
the secondary proceedings is attributed exclusive, domestic power over the
assets situated in that Member State depriving the main liquidator of his
domestic powers in this respect.66 This does not mean that the secondary
proceedings are completely separated from the main proceedings and that
the main liquidator has become broken-winged. On the contrary, as the
main insolvency proceedings and the secondary proceedings are
interdependent proceedings, the liquidator in the secondary proceedings has
to fulfil his task under the “dominance” of the main liquidator.
Coordination of the secondary proceedings and the main proceedings is
essential for the effective realization of the total assets. InsReg Article 31(1)
and (2) provide for the mutual duty to communicate any information which
may be relevant to the other proceedings—within limits as to the extent of
the details or national legislation—and to cooperate.67
Equally essential in this respect is that the main liquidator may
intervene in secondary proceedings. In summary:
 The main liquidator shall be given by the liquidator of the
secondary proceedings “an early opportunity of submitting proposals
on the liquidation or use of the assets in the secondary proceedings.”68
This obligation regards important assets or decisions only. A rule is lacking
on how conflicts between the main liquidator and the secondary liquidator
are to be decided. It is submitted that the main liquidator has locus standi
under the applicability of the secondary proceedings.
 The main liquidator may apply for (i) realization of assets in
secondary proceedings to be suspended for a certain period; (ii) a stay
of the process of liquidation on a request of the main liquidator, to be
considered by the court in relation to the interests of the creditors in
the main proceedings; 69 or (iii) an anticipated termination of a stay
provided by Article 33(2). 70 As the Insolvency Regulation does not
64. Id. arts. 31, 33, 34.
65. Id.; see also id. art. 18(1) (which relates to the possibility of opening secondary insolvency
proceedings pursuant to Article 3(2)).
66. Id. art. 5(5)(2)(b).
67. Id. arts. 31(1), (2).
68. Id. art. 31(3).
69. Id. art. 33(1).
70. Id. art. 33(2).
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provide explicitly for cross-border information of courts in proceedings in
different Member States, it is up to the main liquidator to ground that a stay
of the proceedings is in the interests of the creditors of the main
proceedings.
 The main liquidator may file a proposal for a rescue plan, a
composition or a comparable measure in the secondary proceedings in
case this is allowed under the law applicable to secondary
proceedings.71 When such a measure was proposed by those other than the
main liquidator, it needs the consent of the liquidator in the main
proceedings in order to become final; failing his agreement, such a measure
may become final if the financial interests of the creditors in the main
proceedings are not affected by the measure proposed.72 Here, again, the
court eventually has to consider the proposed measure in weighing the
financial interests of the creditors in the main proceedings, while the
Insolvency Regulation does not provide for cross-border communication
between courts in different member states.73 During a stay of the process of
liquidation, only the main liquidator or the debtor with the former’s consent
may propose a rescue plan, etc.74
The main proceedings are being more or less fragmented by the
opening of one or more secondary insolvency proceedings in other member
states; the liquidator in the main proceedings is empowered to leave his
mark upon the general course of the total insolvency-unwinding.
Considering the union powers conferred upon the liquidator in the main
proceedings, assigning him as a dominant player, he may well be labelled
as the liquidator “en-chef.” In this way, the Insolvency Regulation’s
concept of European Union universality—the principle of unity of estate—
is respected without injuring the justified protection of local interests.
III. TREATMENT “AS IF” SECONDARY PROCEEDINGS HAD
BEEN OPENED
In Europe, there is a large body of literature dealing with all sorts of
aspects and problems related to reorganization or insolvency of
multinational corporate groups, providing views and ideas which all have
their pros and cons.75 In the absence of formal regulation many solutions
71. See id. art. 34.
72. Id. art. 34(1).
73. It is beyond the scope of this article to further elaborate that the Insolvency Regulation also
does not forbid cross-border communication between courts.
74. Cf. EU Insolvency Regulation, supra note 1, art. 34(3).
75. See Bob Wessels, Multinational Groups of Companies under the EC Insolvency
Regulation: Where Do We Stand?, in ONDERNEMINGSRECHT 243–249; Bob Wessels, The
Ongoing Struggle of Multinational Groups of Companies under the EC Insolvency Regulation, 6
EUR. COMP. L. 169–77 (2009); IRIT MEVORACH, INSOLVENCY WITHIN MULTINATIONAL
ENTERPRISE GROUPS (2009); Irit Mevorach, The ‘Home Country’ of a Multinational Enterprise
Group Facing Insolvency, in NORTON ANNUAL REVIEW OF INTERNATIONAL INSOLVENCY 89–
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have been presented. In my book, I categorized ten options of choices for
solution of group insolvencies, the seventh being “a treatment “as if”
secondary proceedings were opened.” 76
The argument is as follows: the Insolvency Regulation is based on the
possibility of having secondary proceedings running parallel to main
proceedings, while these secondary proceedings ultimately act as supportive
proceedings for the main insolvency proceedings. 77 In legal practice, the
different ranking of claims, which is a logical consequence of opening
secondary proceedings, has been overcome in cases where courts have
treated creditors in other Member States “as if” a secondary insolvency
proceeding had indeed been opened in their respective jurisdiction, and thus
simplifying proceedings through consolidation of local priorities.78 The “as
if” approach therefore results in the treatment of such creditors as they
could expect under their national law. Examples of cases applying the
method are MG Rover,79 Collins & Aikman80 and Nortel Networks,81 shortly
explained below.
According to German author Hirte, the chosen solution is “a form of
‘procedural consolidation’” which allows for different insolvency
procedures but unites them in a single forum, avoids at least some
transaction costs and discrepancies; in a way, this represents a step toward a
group insolvency. 82 In the same line of thinking, the English author
Mevorach submits that she is in favor of “the use of COMI in order to
achieve ‘procedural consolidation’”, although stating that the concept needs
“clear rules.”83
In European case law, the “as if” treatment has been followed in cases
of enterprises in which subsidiary companies operate in other Member
States and are regarded as “establishment” for the purpose of opening of

116 (2009); CHRISTOPH G. PAULUS, EUROPÄISCHE INSOLVENZVERORDNUNG. KOMMENTAR 175
(Frankfurt am Main: Verlag Recht und Wirtschaft, 4th ed., 2013); Nora Wouters & Alla Raykin,
Corporate Group Cross-border Insolvencies between the United States & European Union: Legal
& Economic Developments, 29 EMORY BANKR. DEV. J. 387 (2013).
76. WESSELS, supra note 21, ¶ 10425. I introduced the ‘as if’ treatment in the second edition
of this book, in 2006.
77. Id. ¶
78. See Gabriel Moss, Group Insolvency – Choice of Forum and Law: the European
Experience Under the Influence of English Pragmatism, 32 BROOK. J. INT’L L. 1005 (2007).
79. In re MG Rover Belux SA/NV (In Administration), In the Matter of The Insolvency Act
1986, [2006] (High Court of Justice Chancery).
80. In re Collins & Aikman Europe SA, [2006] EWHC (Ch) 1343.
81. In re Nortel Network, [2009] EWHC (Ch) 206.
82. See Heribert Hirte, Towards a Framework for the Regulation of Corporate Groups’
Insolvencies, EUR. COMP. FIN. L. REV. 213, 218 (2008).
83. Irit Mevorach, Approprate Treatment of Corporate Groups in Insolvency: A Universal
View, 8 EUR. BUS. ORG. L. REV. 179, 189 (2007).
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secondary proceedings.84 The opening of secondary proceedings has been
prevented in the following cases,85 both occurring in 2006:
 High Court of Justice Birmingham, March 30, 2006 (MG Rover
Belux SA/NV). A Belgian company, a subsidiary of MG Rover, is debtor in
main proceedings, opened in England. The liquidators in the main
proceedings applied for permission to make distributions to the unsecured
creditors as a class in accordance with Belgian law. The court observed that
it had discretion to so permit, and that InsReg Article 3
does not oblige the supervising court to insist upon the adoption of its
domestic law to every aspect of the insolvency or to insist that local rights
can only be taken into account if secondary insolvency proceedings are
commenced. I can accordingly give permission for a payment that does
not strictly accord with English law if it is just and convenient to do so and
helps achieve the objective of the administration.86

 High Court of Justice, June 9, 2006 (Collins & Aikman). On July
15, 2005 the English High Court made administration orders for 24 of the
European Collins & Aikman companies on the basis that the proceedings in
the UK were main proceedings. 87 After a successful business sale of a
number of the companies, the administrators sought directions from the
Court to distribute the sale proceeds to creditors in accordance with the
local laws of their jurisdiction. The administrators had given assurances in
these jurisdictions.88 Based on provisions in the Insolvency Act 1986 and
the rule in Ex parte James,89 the Court considered that it expects its officers
(administrators in England and Wales are officers of the Court) to act in an
honorable and high minded way.90 A high ethical standard is expected and
required of an officer of the Court—potentially outweighing other
considerations including the prospect of a better realization for the estate.
Given the due care that administrators had given to all of the creditors’
interests, the court gave the directions requested by the administrators,
observing that alternatives open to the administrators were not considered
an attractive option, while opening secondary proceedings in the other
84. A view that theoretically is not without problems See WESSELS, supra note 21, ¶ 10538.
85. For literature, see John Alderton & Antoine Adeline, The EC Regulation on Insolvency
Proceedings: Streamlining Cross-Border Insolvency? The Contrasting Approaches of the Courts
in England and France, 3 INT’L CORP. RESCUE 257 (2006); see also R. Dammann & M. Sénéchal,
La procédure secondaire du Règlement (CE) n° 1346/2000: mode d’emploi, Lamy Droit des
Affaires (October 2006); see also Stephen Taylor, Avoiding Secondary Proceedings in EU
Insolvency Regulation Cases, 4 INT’L CORP. RESCUE 7 (2007).
86. In re MG Rover Belux SA/NV, [2006] EWHC (Ch) 1296.
87. In re Collins & Aikman, [2006] EWHC (Ch) 1343.
88. Id. para. 10.
89. Ex parte James, in Re Condon (1873-74) L.R. 9 Ch. App. 609 (Eng.), [1874-80] All E.R.
Rep. 388. On the alleged diminished role of the rule after the UK Supreme Court’s judgment in
Bloom v. The Pensions Regulator, [2010] EWHC (Ch) 3010 (Eng.), see William Wilson, The Rule
in Ex Parte James: What’s Left?, 27 INSOLVENCY INTELLIGENCE 12 (2014).
90. In re Collins & Aikman, para. 17.
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Member States (registered offices of subsidiaries as “establishment[s]”)
could lead to delay, expense, and undesirable complication and
uncertainty.91 Within this discretion the administrators treated creditors in
other Member States as if a secondary proceeding has been opened there.92
Subsequently, in 2009, Nortel Networks filed for insolvency:
 High Court of Justice February 11, 2009 (Nortel Network). On
January 14, 2009 the High Court of Justice opened insolvency proceeding
regarding Nortel Networks, including some 18 subsidiaries of some 15 EU
Member State jurisdictions (centre of main interests (COMI) of all
continental subs is in England). A few weeks later an application is made
with a view to obtaining assistance from the courts of these various
Member States in the form of prior notification to the Joint Administrators
of any request or application for the opening of secondary insolvency
proceedings in those jurisdictions and the giving to the Joint Administrators
of an opportunity to be heard on any such application.
According to Judge Patten, in the decision of February 11, 2009, this is
intended to enable them to explain to the relevant court why such
proceedings would not be in the interests of the creditors: “It is not, of
course, the function of this court or the purpose of the letters of request to
indicate to the courts to which the letters are sent how they should
determine any application to open secondary proceedings.” 93 The High
Court observed it had “an inherent jurisdiction to issue a letter of request to
a foreign court in appropriate circumstances and the only issue which I have
to decide is whether I should exercise this jurisdiction in this particular
case”94 Judge Patten provided four main grounds:
(i)
The request for the assistance of the various foreign courts
stems directly from the duty of cooperation imposed by InsReg Article
31(2).95
(ii)
“Although framed in terms of cooperation between officeholders, the duty has been treated by the courts of Member States as
incorporating or reflecting a wider obligation which extends to the courts
which exercise control of insolvency procedures in their respective
jurisdictions.”96 Patten J considers in Re Stojevic (November 9, 2004, 28 R
225/04w), a judgment of the Vienna Higher Regional Court, in which it
said, “Although the wording of Art 31 of the EU Insolvency Regulation
only obliges the trustees in bankruptcy to cooperate, this also applies to the

91.
92.
93.
94.
95.
96.

Id. paras. 41, 42, 45.
Id. para. 49.
In re Nortel Network, [2009] EWHC (Ch) 206.
Id. para. 9.
Id. para. 10.
Id. para. 11.
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court according to the prevailing opinion and under the UNCITRAL model
law.”97
(iii)
For this obligation to be effective—so the Court—“it is
obviously desirable for the court dealing with an application to open
secondary insolvency proceedings to be provided with the reasons why
such proceedings might have an adverse impact on the main proceedings.”98
An example of the advantage of permitting the Joint Administrators in
English main proceedings to be heard in relation to the opening of
secondary proceedings in another Member State can be found in the
decision of the Court of Appeal of Versailles in Rover France SAS [2006]
I.L.Pr. 32.
(iv)
Article 33(1) allows a court that has opened secondary
proceedings to stay the process of liquidation at the request of the liquidator
in the main proceedings subject to suitable measures being taken to
guarantee the interests of creditors in the secondary proceedings. 99 This
would therefore halt the realization of assets located in the State of the
secondary proceedings. But it would not prevent the continuation of
winding-up proceedings in the Member States in which each of the
Companies is incorporated, 100 and the effect of the commencement and
continuation of such proceedings is likely to be to cause the relevant
Company to cease to trade, save for the purposes of winding up. 101 The
Joint Administrators took the view that the continuation of trading is
necessary in order to achieve the re-organization of the Nortel Group.
After this argumentation, surprisingly but rightly using French and
Austrian judgments, Judge Patten concludes,
In these circumstances, it seems to me highly desirable that the assistance
of the foreign courts specified in the Schedule to the draft order should be
sought with a view to enabling the Joint Administrators to be heard prior
to the opening of any secondary insolvency proceedings in these
jurisdictions and I will therefore authorize the sending of appropriate
letters of request to the judicial authorities in those States.102

97.
98.
99.
100.

Id.
Id. para. 12.
Id. para. 13.
Id. (referring to In re Collins & Aikman, Higher Regional Court of Graz, Oct. 20, 2005, 3
R 149/05).
101. Id.
102. As an aside, the High Court judgment seems a strong argument to advance cross-border
cooperation between courts, although it must be said—with all due respect—that Article 31 only
applies when main proceedings have been opened in one Member State (in the Nortel case, the
UK) and in another Member State secondary proceedings indeed have been opened. This was
clearly not the case at that stage of the proceedings because the very purpose of issuing the letters
of request was if possible to avert the opening of secondary proceedings in other Member States.
Also, the reference to the Vienna court’s decision seems to overlook that Austria is one of only a
few Member States that lists the “bankruptcy court” (Konkursgericht) in Annex C, which lists
“liquidators.” For this reason, Article 31 applies to the Austrian court in its role as “liquidator.”
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The “as if” method chosen by the courts to prevent the formal opening
of secondary insolvency proceedings and treat “local” creditors as if
secondary proceedings had been opened has led to a name-game to express
this approach in between the traditional well-known theories of
universalism (universality) and territorialism (territoriality). U.S. scholars
have introduced an expression for this pragmatic approach. Professor
Janger, from Brooklyn Law School, introduced the term “virtual
territoriality.” 103 Virtual territoriality envisions a global, procedurally
centralized insolvency case that, to the extent possible, respects the
entitlements created by the various jurisdictions where the debtor conducts
his activities. 104 The procedural insolvency laws of the “home” country
should govern the case, but even in a case where all assets are administered
centrally, the choice of substantive law should be determined by ordinary,
non-insolvency related, choice-of-law principles. It is Janger’s purpose to
facilitate (i) the administration of a global insolvency case, and
simultaneously (ii) the international acceptance of rescue based domestic
insolvency regimes.105 In choosing for the latter, Janger argues that “virtual
territoriality” respects local policy choices, such as the entitlements that
exist under local “debtor/creditor laws.” 106 It comes to no surprise that
Janger uses the Collins & Aikman case as a practical example.107
Professor Janger’s proposal has been criticized by Professor Jay L.
Westbrook. 108 Westbrook disagrees with the divide between universalism
(placing the administration of the case in one main proceeding) and
territorialism (allocating the debtor’s assets into local pools, each governed
by local priority rules). He submits that such an approach rests upon two
conceptual errors saying, “[i]t ties local law to the assets that happen to be
seized locally, rather than identifying legitimate local interests that should
be served in a global set of proceedings.”109 Because multinational creditors
generally make claims in all significant local proceedings, Janger’s
approach prefers local distribution rules but it does not necessarily protect
local creditors and leaves deserving local creditors to suffer in cases where
circumstances have landed more substantial assets elsewhere. 110 Thus,
Westbrook submits as a second objection that the theory relies upon a

For other legal disputes (e.g., fee disputes in the Rover case), see WESSELS, supra note 21,
¶ 10846b et seq.
103. Edward J. Janger, Virtual Territoriality, 48 COLUM. J. TRANSNAT’L L. 401, 402 (2010).
104. Id. at 402.
105. Id.
106. Id. at 401.
107. Id. at 436–38.
108. Jay Lawrence Westbrook, A Comment on Universal Proceduralism, 48 COLUM. J.
TRANSNAT’L L. 503, 505 (2010).
109. Id. at 503.
110. Id.
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substance-procedure distinction that is “as clumsy here as it is elsewhere in
the law.”111 According to Westbrook, Janger’s distinctions
are readily shown to illustrate the impossibility of separating, for example,
the control effects of the bankruptcy moratorium (which may require
determining the substance of the claim) from its purely procedural aspects.
Finally, this approach attempts to avoid forum shopping while opening the
way for forum stashing, encouraging irresponsible debtors to switch their
assets to haven jurisdictions with management friendly laws.112

Close to Janger’s proposals, Professor Pottow’s proposal, of the
University of Michigan Law School, names the proceedings resulting from
“virtual territoriality” as “synthetic secondary proceedings.”113 According to
Pottow, these types of proceedings should be limited to: “(1) real property
disputes; (2) disputes where local judicial authority is needed to exercise
equitable or other nonmonetary bankruptcy-related relief; and (3) other
extraordinary circumstances pursuant to some safety valve escape
clause.”114 Excluded from these topics are disputes involving a divergence
in priority rules between the main and secondary jurisdiction. Here the term
“synthetic secondary proceedings” is suggested, within the confines of the
main proceedings, and the creation of an international registry of
“approved” bankruptcy priorities by a respected non-state actor. The
adoption of that registry should be by express statutory provision in
jurisdictions where such authorization is required, or by judges in the
exercise of their discretion in places where it is not. Under Pottow’s idea,
the non-state actor could be International Insolvency Institute (III).115
In France this kind of “as if” treatment has been named “virtual
contractual secondary proceedings” by Menjucq and Dammann. 116 If I
understand correctly, the approach has, what the Dutch call, older papers. It
goes back to the theory of “Neuorientierung,” or New Orientation proposed
by Professor Von Wilmowsky of the University of Erfurt, Germany. In
1997, he expressed fundamental criticism concerning both traditional
concepts—universality and territoriality—because both claim applicability
with regard to all types of legal questions in an international insolvency
111. Id.
112. Id. at 503–04.
113. John A. E. Pottow, A New Role for Secondary Proceedings in International Bankruptcies,
46 TEX. INT’L L.J. 579 (2011).
114. Id. at 599.
115. According to its website, the International Insolvency Institute is a non-profit, limitedmembership organization “. . . dedicated to advancing and promoting insolvency as a respected
discipline in the international field. Its primary objectives include improving international cooperation in the insolvency area and achieving greater co-ordination among nations in
multinational business reorganizations and restructurings.” INT’L INSOLVENCY INST.,
www.iiiglobal.org.
116. See Michel Menjucq & Reinhard Dammann, Regulation No. 1346/2000 on Insolvency
Proceedings: Facing the Companies Group Phenomenon, 9 BUS. L. INT’L 145, 154 (2008).
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context.117 Under the universality approach, the lex concursus of the State in
which primary or main proceedings are opened is decisive on the question
of “asset deployment” (reorganization or liquidation) and on the question of
“asset distribution” (distribution of the proceeds or allocation of losses
respectively).118 Von Wilmowsky advocates a split. Questions concerning
“asset deployment” should be determined by the lex concursus of the State
in which the insolvency proceedings are opened, whereas distribution,
including the ranking and preferences of a claim, should be decided by the
law of the group of persons for whose benefit the insolvency law
intervenes. 119 With regard to “asset deployment,” Von Wilmowsky,
favoring a choice of applicable insolvency law, agrees with the ideas of
Rasmussen in that the debtor should be able to make a choice under his bylaws as to which insolvency law is decisive for the opening of insolvency
proceedings.120
Conversely, with regard to the question of “distribution,” Von
Wilmowsky submits that every State should intervene on behalf of the
creditors it aims to protect, although the money that will be distributed
should not be limited to the money available in the insolvency proceedings
in the respective State.121
IV. OVERARCHING PRINCIPLE OF SINCERE COOPERATION
EX ARTICLE 4(3) EU TREATY
One of the goals of main insolvency proceeding is the reorganization of
the debtor’s affairs. If these affairs include assets in another Member State,
the opening in the latter state of secondary proceedings—which must be
winding-up proceedings—may clash with the prime goal of the main
insolvency proceedings. How to solve this matter? Is it possible to align
main and secondary proceeding goals?
An example is provided by the judgment of November 22, 2012 of the
Court of Justice of the European Union in the Bank Handlowy case. 122
Following the approval of a rescue plan (procédure de sauvegarde as main
117. See Peter von Wilmowsky, Internationales Insolvenzrecht–Plädoyer für eine
Neuorientierung, in WERTPAPIER-MITTEILUNGEN (WM) 1997, 1461 [hereinafter Wilmowsky,
Internationales Insolvenzrecht]; Peter von Wilmowsky, Choice of Law in International
Insolvencies–A Proposal For Reform, in LEGAL ASPECTS OF GLOBALISATION: CONFLICT OF
LAWS, INTERNET, CAPITAL MARKETS AND INSOLVENCY IN A GLOBAL ECONOMY 197 et seq.
(Jürgen Basedow & Toshiyuki Kono eds., 2000). The views of Von Wilmosky have been
criticized by Kolmann, supra note 35, at 468, and Berends, supra note 10, at 53, but have been
supported by Liersch, Sicherungsrechte im Internationalen Insolvenzrecht, in NEUE ZEITSCHRIFT
FÜR DAS RECHT DER INSOLVENZ UND SANIERUNG (NZI) (2002), at 15.
118. Wilmowsky, Internationales Insolvenzrecht, supra note 117, at 1463.
119. Id.
120. Id. at 1464.
121. Id.
122. Case C-116/11, Bank Handlowy w Warszawie “SA” v. Christianapol Sp. z.o.o.,
http://curiaeuropa.eu, (2012).

Page 1075

2014]

Contracting Out of Secondary Insolvency Proceedings

83

insolvency proceedings) by the French court in the city of Meaux, the
Polish court, confronted with the request to open secondary proceedings,
“asked the Tribunal de commerce de Meaux whether” the insolvency
proceedings in France—which were main proceedings for the purposes of
the Regulation—were still pending. 123 The answer given by the French
court did not provide the necessary clarification.124 The referring court then
consulted an expert. 125 The Polish court (Sąd Rejonowy Poznań-Stare
Miasto w Poznaniu) then decided to stay the proceedings pending before it
and to refer questions to the Court of Justice of the EU for a preliminary
ruling.126 The InsReg Article 27 was interpreted as meaning that it permits
the opening of secondary insolvency proceedings in the Member State in
which the debtor has an establishment, where the main proceedings have a
protective purpose; “It is for the court having jurisdiction to open secondary
proceedings to have regard to the objectives of the main proceedings and to
take account of the scheme of the Regulation, in keeping with the principle
of sincere cooperation.”127
The Court of Justice of the EU reasoned:
The interpretation … to the effect that the opening of main proceedings
having a protective purpose precludes the opening of secondary
proceedings, in addition to being incompatible with the wording of the
provisions in question, runs counter to the recognised role of secondary
proceedings in the system established by the Regulation. Although
secondary proceedings are intended, inter alia, to protect local interests,
they may also, as stated in recital 19 in the preamble to the Regulation,
serve other purposes, which is why they may be opened at the request of
the liquidator in the main proceedings, when the efficient administration
of the estate so requires.
As observed by the referring court, the fact remains that the opening of
secondary proceedings, which, under Article 3(3) of the Regulation, must
be winding-up proceedings, risks running counter to the purpose served by
main proceedings, which are of a protective nature.
It should be noted that the Regulation provides for a certain number of
mandatory rules of coordination intended to ensure, as expressed in recital
12 in the preamble thereto, the need for unity in the Community. In that
system, the main proceedings have a dominant role in relation to the
secondary proceedings, as stated in recital 20 in the preamble to the
Regulation.
The liquidator in the main proceedings thus has certain prerogatives at his
disposal which allow him to influence the secondary proceedings in such a
123.
124.
125.
126.
127.

Id. at 6.
Id.
Id.
Id.
Id. at 12.
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way that the protective purpose of the main proceedings is not jeopardised.
Under Article 33(1) of the Regulation, he may request an order for stay of
the process of liquidation for up to three months, which may be continued
or renewed for similar periods. Under Article 34(1) of the same regulation,
the liquidator in the main proceedings may propose closing the secondary
proceedings with a rescue plan, a composition or a comparable measure.
Article 34(3) provides that, during the stay of the process of liquidation
under Article 33(1) of the Regulation, only the liquidator in the main
proceedings or the debtor, with the liquidator’s consent, may propose such
measures.
The principle of sincere cooperation laid down in Article 4(3) EU requires
the court having jurisdiction to open secondary proceedings, in applying
those provisions, to have regard to the objectives of the main proceedings
and to take account of the scheme of the Regulation, which, …, aims to
ensure efficient and effective cross-border insolvency proceedings through
mandatory coordination of the main and secondary proceedings
guaranteeing the priority of the main proceedings.128

Therefore, the principle of sincere cooperation laid down in InsReg
Article 4(3) requires the court with jurisdiction over secondary proceedings
to address the challenge of (i) giving adequate regard to the objectives of
the main insolvency proceedings, and (ii) takng into account the scheme of
the Regulation, which aims to ensure efficient and effective cross-border
insolvency proceedings through mandatory coordination of the main and
secondary proceedings and guaranteeing the priority of the main
proceedings. 129 In doing so, the “secondary” court will be challenged to
communicate with the liquidator in the main proceedings and to ensure that
he will cooperate.130
128. Id. at 10.
129. EU Insolvency Regulation, supra note 1, art. 4(3).
130. The European Commission, with assistance from the International Insolvency Institute,
supports a large study (by Leiden Law School and Nottingham Law School) for the development
of principles and guidelines courts in the EU can use when they are involved in cross-border
insolvency cases. Several elements of these EU Cross-Border Insolvency Court-to-Court
Principles and Guidelines (in development) build further upon the Global Principles for
Cooperation in International Cases (Global Principles), laid down in a report from June 2012,
presented to the American Law Institute (ALI) and International Insolvency Institute (III). These
Global Principles were drafted by Professors Ian F. Fletcher (University College London, UK) and
myself. See AM. LAW INST., Global Rules on Conflict-of-Laws Matters in Insolvency Cases, in
TRANSNATIONAL INSOLVENCY: GLOBAL PRINCIPLES FOR COOPERATION IN INTERNATIONAL
INSOLVENCY
CASES
ann.
at
200
(2012),
available
at
http://www.iiiglobal.org/component/jdownloads/finish/557/5932.htm. These Global Principles
build further on the American Law Institute’s Principles of Cooperation among the member-states
of the North American Free Trade Agreement (NAFTA). These Principles were evolved within
the American Law Institute’s Transnational Insolvency Project, conducted between 1995 and
2000, for which the Reporter was Professor Jay L. Westbrook, with the objective to provide a nonstatutory basis for cooperation in international insolvency cases involving two or more of the
NAFTA states, consisting of the United States, Canada and Mexico. See AM. LAW INST.,
PRINCIPLES OF COOPERATION AMONG THE NAFTA COUNTRIES, TRANSNATIONAL INSOLVENCY:
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V. SINCE 2012: AMENDING THE EU INSOLVENCY
REGULATION
The European Insolvency Regulation has been in force for over twelve
years. InsReg Article 46 (“Reports”) reads,
No later than [June 1,] 2012, and every five years thereafter, the
Commission shall present to the European Parliament, the Council and the
Economic and Social Committee a report on the application of this
Regulation. The report shall be accompanied if need be by a proposal for
adaptation of this Regulation.131

On December 12, 2012, the proposal for a Regulation amending the
Insolvency Regulation was published. 132 It contains an Explanatory
Memorandum, 13 recitals and 51 amendments. It is accompanied by a
report on the application of the Insolvency Regulation (Report), as per
InsReg Article 46,133 and a so-called “Impact Assessment.”134
In the Explanatory memorandum it is stated that the Insolvency
Regulation is generally considered to operate successfully in facilitating
cross-border insolvency proceedings within the European Union. 135 The
consultation of stakeholders and legal and empirical studies commissioned
by the European Commission however have revealed a range of problems
in the application of the Regulation in practice. Moreover, the Regulation
COOPERATION AMONG THE NAFTA COUNTRIES (2003). The development of the European
project (known as “JudgeCo project”) can be followed via my weblog, at www.bobwessels.nl. The
JudgeCo project as such only touches lightly on the topic of communication between courts and
liquidators.
131. EU Insolvency Regulation, supra note 1, art. 46.
132. Proposal to Amend the EU Insolvency Regulation, supra note 3, at 1. I should mention that
I served as an expert to the European Commission in Brussels, assigned with drafting the text of
the proposal.
133. Report from the Commission to the European Parliament, the Council and the European
Economic and Social Committee on the Application of Council Regulation (EC) No. 1346/2000 on
Insolvency Proceedings, COM (2012) 743 final (May 29, 2000), in EXTERNAL EVALUATION OF
REGULATION NO. 1346/2000/EC ON INSOLVENCY PROCEEDINGS, available at
http://ec.europa.eu/justice/civil/files/evaluation_insolvency_en.pdf [hereinafter the HeidelbergLuxembourg-Vienna Report, indicating the universities coordinating the work].
134. See Commission Staff Working Document, Impact Assessment, Accompanying the
Document Revision of Regulation (EC) No. 1346/2000 on Insolvency Proceedings, SWD (2012)
416 final (Dec. 12, 2012); Commission Staff Working Document, Executive Summary of the
Impact Assessment, Accompanying the Document Revision of Regulation (EC) No. 1346/2000 on
Insolvency Proceedings, SWD (2012) 417 final (Dec. 12, 2012). I served as an advisor to the
consultancy firm preparing the report for this assessment. Also on 12 December 2012 a
Communication was published, containing ‘A new approach to business failure and insolvency’.
See Communication from the Commission to the European Parliament, the Council and the
European Economic and Social Committee on A New European Approach to Business Failure and
Insolvency, available at http://leidenlawblog.nl/articles/european-business-rescue-looking-for-thebest-approach. For its follow-up, see European Commission’s Recommendation, “New Approach
to
Business
Failure
and
Insolvency”,
(Mar.
12
2014)
available
at
http://bobwessels.nl/blog/page/11/.
135. Proposal to Amend the EU Insolvency Regulation, supra note 3, Explanatory
Memorandum.
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“does not sufficiently reflect current EU priorities and national practices in
insolvency law, in particular in promoting the rescue of enterprises in
difficulties.” 136 It further clarifies that “[t]he overall objective of the
revision of the Insolvency Regulation is to improve the efficiency of the
European framework for resolving cross-border insolvency cases in view of
ensuring a smooth functioning of the internal market and its resilience in
economic crises. . . .”137
The Commission’s proposal in general has received positive
reactions.138 It should be noticed that the developments in changes of the
cross-border insolvency regime in the Insolvency Regulation is a part of a
larger wave (albeit slow) of change in insolvency regimes in Europe.139
The Explanatory Memorandum signals “five main shortcomings” in the
present Insolvency Regulation: (1) the limited scope of the Regulation; (2)
the ongoing practice of “forum shopping” due to the inconsistent
application of the vague concept of the debtor’s “centre of main interests”
(COMI); (3) the inadequate system of publication and registration of
insolvency proceedings; (4) the lack on rules dealing with the insolvency of
multinational groups; and (5) the lack of coordination between main and
secondary insolvency proceedings.140

Scope of the Regulation. The proposal extends the scope
of the Regulation by revising the definition of insolvency proceedings to
include hybrid and pre-insolvency proceedings as well as debt discharge
proceedings and other insolvency proceedings for natural persons which
currently do not fit the definition in InsReg Article 1(1).
136. Id.
137. Id.
138. See David Marks, European Insolvency Regulation: Where Does it Go Next?, 10 INT’L
CORP. RESCUE 22 (2013); Horst Eidenmüller, A New Framework for Business Restructuring in
Europe: The EU Commission Proposals for a Reform of the European Insolvency Regulation and
Beyond (Eur. Corporate Governance Inst., Law Working Paper No. 199/2013), available at
http://ssrn.com/abstract=2230690; M. Menjucq, La proposition de règlement modifiant le
règlement (CE) no. 1346/2000 sur les procédures d’insolvabilité: une evolution mais pas de
revolution, Revue des procédures collectieves, Janvier 2013, 18; Gabriel Moss, A Very Decent
Proposal: the European Commission’s Proposal for Reforming the EC Regulation on Insolvency
Proceedings 1346/2000, 26 INSOLVENCY INTELLIGENCE 55 (2013). Rather critical is G.
McCormack, Reforming the European Insolvency Regulation: A Legal and Policy Perspective, 10
J. PRIVATE INT’L L. 41 (2014).
139. See IAN F. FLETCHER & BOB WESSELS, HARMONIZATION OF INSOLVENCY LAW IN
EUROPE
147
(Kluwer
2012)
(the
concluding
chapter
is
available
via
http://bobwessels.nl/wordpress/wp-content/uploads/2012/12/Perspectives-on-harmonisation-ofinsolvency-law-in-Europe-Ch-7.pdf); Bob Wessels, 5th Edwin Coe Lecture in Brussels: On the
Future of European Insolvency Law (Oct. 11, 2012) (forthcoming), available at
http://bobwessels.nl/wordpress/wp-content/uploads/2012/10/ON-THE-FUTURE-OFEUROPEAN-INSOLVENCY-LAW-Wessels-2012-10-21.pdf; Bob Wessels, Themes of the
Future: Rescue Businesses and Cross-border Cooperation, 27 INSOLVENCY INTELLIGENCE 49
(2014).
140. Proposal to Amend the EU Insolvency Regulation, supra note 3, Explanatory
Memorandum.

Page 1079

2014]

Contracting Out of Secondary Insolvency Proceedings

87


Jurisdiction. The proposal clarifies the existing jurisdiction
rules and improves the procedural framework for determining
jurisdiction.141

Publicity of proceedings and lodging of claims. The
proposal requires Member States to publish the relevant court decisions in
cross-border insolvency cases in a publicly accessible electronic register
and provides for the interconnection of national insolvency registers. It also
introduces standard forms for the lodging of claims.

Groups of companies. The proposal provides for a
coordination of the insolvency proceedings concerning different members
of the same group of companies by obliging the liquidators and courts
involved in the different main proceedings to cooperate and communicate
with each other; in addition, it gives the liquidators involved in such
proceedings the procedural tools to request a stay of the respective other
proceedings and to propose a rescue plan for the members of the group
subject to insolvency proceedings.142

Lack of coordination between main and secondary
insolvency proceedings. For present purposes, it is noticeable that
secondary proceedings will change in nature and function rather drastically.
The proposal provides for a more efficient administration of insolvency
proceedings: (i) by enabling the court to refuse the opening of secondary
proceedings if this is not necessary to protect the interests of local creditors;
(ii) by abolishing the requirement that secondary proceedings must be
winding-up proceedings (and therefore deleting Annex B); and (iii) by
improving the cooperation between main and secondary proceedings, in
particular by extending the cooperation requirements to the courts
involved.143 These changes have been proposed in InsReg Article 18(1) and
a new Article 29a(2), as well as the deletion of the “liquidation only”
requirement for secondary proceedings in a revised InsReg Article 3(3).144
The proposal broadens the duties of cross-border cooperation and
communication for liquidators, 145 extends these duties to the courts
141. See Frederico M. Mucciarelli, The Unavoidable Persistence of Forum Shopping in
European Insolvency Law (Working Paper Ser.), available at http://ssrn.com/abstract=2375654.
142. For mixed reactions, see Horst Eidenmüller and Tilmann Frobenius, Ein neues Konzept zur
Bewältigung von Gruppeninsolvenzen: Verfahrenskonsolidierung im Kontext nationaler und
internationaler Reformvorhaben, available at http://ssrn.com/abstract=2258874; Eidenmüller,
supra note 138; Irit Mevorach, The New Proposed Regime for EU Corporate Groups in
Insolvency: A Critical Note, 4 CORP. RESCUE & INSOLVENCY 89 (2013).
143. See Bob Wessels, Some Remarks on Exchange of Information in International Insolvency
Cases, in J. REIZIGER, A.M. VAN DER SCHEE E.A. (RED.), CURATOR EN INFORMATIE, 203–24
(Kluwer, 2013), available at http://bobwessels.nl/wordpress/wp-content/uploads/2013/07/InsoladJaarboek-2013.pdf; Michelle Reumers, Cooperation Between Liquidators and Courts in
Insolvency Proceedings of Related Companies Under the Proposed Revised EIR, 7 EUR. COMP. &
FIN. L. REV. 544 (2013).
144. Proposal to Amend the EU Insolvency Regulation, supra note 3, arts. 18(1), 29a(2), 3(3).
145. Id. art. 31.
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involved, 146 creates a new regime for mandatory cooperation and
communication between liquidators and courts, 147 and explicitly allows
“protocols” as a legitimate form of cooperation.148 The communication and
cooperation duties apply by way of analogy to such duties in-group
insolvencies.149
In paragraph 3.1.3 of the Explanatory Memorandum (“Secondary
insolvency proceedings”) the European Commission explains that
“[s]everal modifications are proposed with the aim of improving the
efficient administration of the debtor’s estate in situations where the debtor
has an establishment in another Member State.”150 The proposal, however,
will not affect the possibility of the liquidator to request the opening of
secondary proceedings, on the basis of InsReg Article 29(a),
where this would facilitate the administration of complex cases, for
example where a considerable number of employees have to be laid off in
the State of the establishment. In such cases, the opening of local
proceedings and the appointment of a local liquidator may still be useful to
ensure an efficient administration of the debtor’s estate.151

The European Commission explains that allowing the main liquidator
to give an “undertaking” to local creditors elsewhere prevents creditors
from requesting the secondary proceedings.152 Creditors should be treated
“as if” secondary proceedings had been opened:
The court seized with a request for opening secondary proceedings should
be able, if so requested by the liquidator in the main proceedings, to refuse
the opening or to postpone the decision if such opening would not be
necessary to protect the interests of local creditors. This could, for
example, be the case if an investor made an offer to buy the company on a
going-concern basis and that offer would give more to the local creditors
than a liquidation of the company’s assets. The opening of secondary
proceedings should also not be necessary, if the liquidator of the main
proceedings promises to the local creditors that they would be treated in
the main proceedings as if secondary proceedings had been opened and
that the rights they would have had in such a case with respect to the
determination and ranking of their claims would be respected in the
distribution of the assets. The practice of such ‘synthetic secondary
proceedings’ has been developed in several cross-border insolvency cases
where main proceedings were opened in the United Kingdom (notably in
the insolvency proceedings concerning Collins & Aikman, MG Rover and
Nortel Networks). The English courts accepted that the English liquidators
146.
147.
148.
149.
150.
151.
152.

Id. art. 31a.
Id. art. 31b.
Id. art. 31(1), 31a(3)(d).
Id. art. 42a, 42b.
Id. Explanatory Memorandum, para. 3.1.3.
Id.
Id.
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were entitled to distribute part of the assets according to the law of the
Member State where the establishment was located. Since such a practice
is currently not possible under the law of many Member States, the
proposal introduces a rule of substantive law enabling the liquidator to
give such undertakings to local creditors with binding effect on the
estate.153

The Commission therefore codified a cross-border practice, set out in
Part IV above, that has been received as useful, or even as “rather
promising,” an approach that “could serve as a model for an improvement”
of the Insolvency Regulation.154
Horst Eidenmüller is critical because the basic model of the legal
system for the Insolvency Regulation remains in a mode of “modified” or
“mitigated” universalism or, as I prefer to call it, in “coordinated”
universality.155 Eidenmüller submits that the chosen route of the possibility
of “synthetic secondary proceedings” is a distinctly second-best approach
for addressing the central regulatory problem in international insolvency
cases. These proceedings,
are conditioned on an undertaking by the liquidator appointed in the main
insolvency proceeding that guarantees local creditors a treatment
replicating their position under “real” secondary proceedings. “Synthetic
secondary proceedings” address some of the problems associated with
secondary proceedings such as higher transaction costs or problems with
respect to transnational restructurings. However, the condition just
described retains one of the underlying flaws of territorialism, namely, that
it might skew investment decisions. Moreover, whenever the required
undertaking is not given, the full machinery of a main proceeding, coupled
with a potential multiplicity of secondary proceedings, may be set in
motion, with all the negative economic effects, for example, high
transaction costs, this imposes on transnational restructurings. Agreeing to
a bankruptcy contract in a complex transnational corporate restructuring,
for example, is an extremely complicated and costly task, and the costs
might even skyrocket if disputes under such a contract arise and
enforcement issues surface.156

153. Id.
154. Quotations are taken from the Heidelberg-Luxembourg-Vienna Report, supra note 133, at
356.

155. Eidenmüller, supra note 138, at 18.
156. Eidenmüller is concerned about the imprecise cooperation duties reflecting the
coordination model between main and secondary insolvency proceedings (“. . . these efforts might
prove counter-productive since they could potentially impose higher transaction costs”) and
defends that the “. . . correct standard would be the achievement of a Pareto-superior outcome, id
est, the possibility of enhancing the net value of the assets available for distribution in all
proceedings involved.” Id. at 18–19.
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VI. THE “AS IF” UNDERTAKING
With regard to an “as if” undertaking, the proposal of the European
Commission of December 2012 contains the following text formulating
Amendment (28) to InsReg Article 18(1):
1. The liquidator appointed by a court which has jurisdiction pursuant to
Article 3(1) may exercise all the powers conferred on him by the law of
the State of the opening of proceedings in another Member State, as long
as no other insolvency proceedings have been opened there nor any
preservation measure to the contrary has been taken there further to a
request for the opening of insolvency proceedings in that State. Subject to
Articles 5 and 7, he may in particular remove the debtor’s assets from the
territory of the Member State in which they are situated. He may also give
the undertaking that the distribution and priority rights which local
creditors would have had if secondary proceedings had been opened will
be respected in the main proceedings. Such an undertaking shall be
subject to the form requirements, if any, of the State of the opening of the
main proceedings and shall be enforceable and binding on the estate.157

The italicized sentence is new.
It is manifest that an “undertaking” is an English legal concept. As I
understand English law, the idea behind giving such an undertaking, in the
meaning of Article 18(1)’s last sentence (proposal), is the insolvency office
holder’s obligation to temper his strict adherence to the rules with a respect
for honest dealing and justice.158 In England, from this principle in ex parte
James it follows, that the insolvency office holder must not take advantage
of creditors without giving credit for their debts nor insist on taking
windfalls from another’s mistake. 159 Furthermore, under English law as I
understand it, an administrator can be sued by creditors or subsequent office
holders if it is found that he has misapplied or retained money or other
property of the company, has become accountable for money or other
property of the company, has breached a fiduciary or other duty in relation
to the company, or has been guilty of misfeasance.160 However, in case an
“undertaking” will be included in the text of the EU Insolvency Regulation,
these “English” explanations do not bear consequences, not only because of
the fact that not all insolvency office holders in other EU Member States are
“officers of the court”, but because an “undertaking” has to be regarded and
interpreted as an “autonomous” term. The Court of Justice of the EU held in
2012 in the Bank Handlowy case:
157. Proposal to Amend the EU Insolvency Regulation, supra note 3, art. 18(1) (emphasis
added).
158. See Ex parte James, in Re Condon, (1873-74) L.R. 9 Ch. App. 609, [1874-80] All E.R.
Rep. 388.
159. See Re T & N Ltd, [2005] EWHC (Ch) 2870.
160. See Insolvency Act, 1986, para. 75, sch. B1 (Eng.). For the equivalent provision in the case
of liquidators, see id. § 212.
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“Although it is true that, where there are doubts with respect to their
wording, provisions of European Union law must be given an autonomous
and uniform interpretation, having regard to the context of the provision
and the objective pursued by the legislation in question, the Court has
nevertheless held that that principle holds true only for those provisions
which make no express reference to the law of the Member States for the
purpose of determining their meaning and scope (see, to that effect, Case
C-396/09 Interedil Srl, [2011] ECR I-09915, paragraph 42 . . .).
Accordingly, questions such as the conditions for and effects of the
closure of insolvency proceedings, about which Article 4(2)(j) of the
Regulation makes an express reference to national law, cannot be given an
autonomous interpretation, but must be decided under the lex concursus
designated as applicable.161
In December 2013, the European Parliament (EP) presented its final
report on the European Commission’s December 2012 proposal (EP
Report). 162 Compared to the European Commission’s December 2012
proposal, there are quite some differences. The EP suggests over 60
amendments to the Commission’s proposal, not all that important, but there
are several that will certainly be debated in the near future.163 Four of these
suggested amendments are as follows:
(i) Substitute the name of “liquidator” to “insolvency
representative”.
This is the UNCITRAL approach, although the “representative” aspect
triggers the question: representing the debtor? The creditors? A mixed bag
of interests?164
161. Case C-116/11, Bank Handlowy w Warszawie SA v. Christianapol Sp. z o.o.,
http://curiaeuropa.eu (2012).
162. Report on the Proposal for a Regulation of the European Parliament and of the Council
Amending Council Regulation (EC) No 1346/2000 on Insolvency Proceedings, COM (2012) 0744,
available
at
http://www.europarl.europa.eu/oeil/popups/ficheprocedure.do?lang=en&reference=2012/0360(CO
D) [hereinafter EP Final Report]. For the Report of the Committee on Legal Affairs, see Draft
Report on the Proposal for a Regulation of the European Parliament and of the Council
Amending Council Regulation (EC) No 1346/2000 on Insolvency Proceedings, COM (2012) 0744,
available
at
http://www.europarl.europa.eu/oeil/popups/ficheprocedure.do?lang=en&reference=COM(2012)07
44 [hereinafter EP Draft Report]. See also The Opinion of the European Economic and Social
Committee (EESC) on the Communication from the Commission to the European Parliament, the
Council and the European Economic and Social Committee (EESC)—A New European Approach
to Business Failure and Insolvency, COM (2012) 742 final, available at
http://www.eesc.europa.eu/?i=portal.en.int-opinions.25551; Proposal to Amend the EU Insolvency
Regulation, supra note 3. The EESC Opinion does not contain recommendations on the topic of
an “as if” undertaking.
163. See EP Final Report, supra note 162.
164. Id. amend. 3. As explained, the term “liquidator” covers a broad concept. In the Dutch text
of the Insolvency Regulation the word “liquidator” in Article 2(b) has been translated as
“curator”, which, under the Dutch Bankruptcy Act, refers to the person in charge of the
bankruptcy liquidation proceeding (faillissement). The “curator” in the Dutch text of the
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(ii) Remove out-of-court procedures from the definition of
collective insolvency proceedings (InsReg Art. 1). For England this
would mean that for instance proceedings in which an administrator is
appointed out of court or a company voluntary arrangement are outside the
definition’s scope.165
(iii) Prevent forum shopping by introducing a minimum threemonth period before the opening of main proceedings for a debtor to
establish its COMI. 166 A three-month looking-back period is also
introduced to determine the existence of an “establishment.”167
(iv) Introduce a new class of proceedings for groups for companies
(“group coordination proceedings”). These proceedings can be opened in
any Member State where a member company, performing “crucial
functions” within the group, has its COMI.168
In its Explanatory Statement, the EP still hold valid its observation that
“there are certain areas of insolvency law where harmonization is
worthwhile and achievable” 169 and that it cannot be neglected that
“disparities between national insolvency laws create competitive
advantages or disadvantages and difficulties for companies with crossborder activities which could become obstacles to a successful restructuring
of insolvent companies.”170 It welcomes the Commission’s suggestions on
secondary proceedings, but suggests some changes and additions:
In addition, the draft report also formulates minimum criteria an
undertaking given by an insolvency representative to local creditors needs
to fulfil in order to be enforceable and binding. It also clarifies that any
decision to postpone or refuse the opening of secondary proceedings can
be challenged by local creditors. Last but not least, the draft report also
addresses the important question of what happens if the insolvency

Regulation also includes the administrator (bewindvoerder) in Dutch proceedings concerning
reorganisation (surseance van betaling) and the natural person’s debt discharge
(schuldsaneringsregeling natuurlijke personen). The broad definition of “curator” may therefore
create uncertainty in terms of its use in the Netherlands. The same could be said for Germany
(Verwalter) and the United Kingdom (liquidator), but not for France, where the word “syndic” (a
term currently employed in Article 2(b) to refer to any person acting in a national insolvency
proceeding, although it does not appear in Annex C) is used. The disadvantage of using
“insolvency representative” is that—in a Dutch context—it reopens a debate of several decades on
the question whether the appointed insolvency office holders represents the creditors or the debtor.
S/he represents nobody, s/he performs impartially a legal task taking into account the interests of
the creditors but in certain circumstances also other interests, such as employment.
165. Id. amend. 4. In England the European Parliament’s amendments have received a critical
reception. See, e.g., Chris Laughton, The European Insolvency Regulation: Amendment Proposals
from the European Commission and the European Parliament—What Next?, 55 EUROFENIX 20
(2014).
166. EP Final Report, supra note 162, amend. 27.
167. Id. amend. 21.
168. Id. amend. 60.
169. Id. Explanatory Statement.
170. Id. at 47.
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representative is not complying with the undertaking. In such a case the
local creditors should have the right to seek protection via a court order for
instance by prohibiting removal from assets (Art. 29a (2b)).171

The EP’s considerations have resulted in an amendment of Recital 19a,
which relates to the EP’s amendment of Article 18 in the proposal, and
Recital 19b, which relates to the EP’s amendment of Article 29a in the
proposal. On February 5, 2014, the final text was adopted. 172 The EP’s
proposal, laid down in the resolution, will now be subject to discussions
between the Parliament, the Council and the Commission. With European
elections in May and new politicians replacing the existing Commissioners
during the period of revising the proofs (October 2014), there should be no
surprise that the next step will not be taken in 2014 anymore. As indicated
above, the EP also introduces additional requirements for the undertaking a
liquidator can make to avoid opening secondary insolvency proceedings in
other Member States, including the possibility of appointing in that latter
state a “trustee,” with restricted powers, to ensure that the main liquidator
will duly perform the undertaking.
These amendments are, in the Final Report EP, presented in the
following way (see Table 1):
Table 1.
Recital 19a
Text proposed by the Commission
(19a) Secondary proceedings
may also hamper the efficient
administration of the estate.
Therefore, the court opening
secondary proceedings should be
able, on request of the liquidator,
to postpone or refuse the opening
if these proceedings are not
necessary to protect the interests
of local creditors. This should
notably be the case if the
liquidator, by an undertaking
binding on the estate, agrees to
treat local creditors as if secondary
proceedings had been opened and

Amendment by EP
(19a) Secondary proceedings
may also hamper the efficient
administration of the estate.
Therefore, the court opening
secondary proceedings should be
able, on request of the insolvency
representative, to postpone or
refuse the opening if these
proceedings are not necessary to
protect the interests of local
creditors. This should notably be
the case if the insolvency
representative, by an undertaking
binding on the estate, agrees to
treat local creditors as if

171. Id.
172. See European Parliament Legislative Resolution of 5 February 2014 on the Proposal for a
Regulation of the European Parliament and of the Council Amending Council Regulation (EC) No
1346/2000 on Insolvency Proceedings, COM (2012) 0744. The resolution was backed by 580
votes; 69 MEPs disagreed (19 abstentions).
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secondary proceedings had been
opened and to apply the rules of
ranking of the Member State
where the opening of secondary
proceedings has been requested
when distributing the assets
located in that Member State.
This Regulation should confer on
the insolvency representative the
possibility
to
give
such
undertakings and to lay down
objective criteria which such
undertakings need to meet.

See justification for Article 18.
Recital 19b
Text proposed by the Commission
(19b) In order to ensure an
effective protection of local
interests, the liquidator of the main
proceedings should not be able to
realise or re-locate the assets
situated in the Member State
where an establishment is located
in an abusive manner, in
particular, with the purpose of
frustrating the possibility that such
interests be effectively satisfied if
afterwards secondary proceedings
were opened.

See justification for Article 29a.
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I leave aside the recommendation of the EP to rename the “liquidator.”
On the matter of the “undertaking” that can be given by the liquidator in the
main insolvency proceedings, the amendments suggested for the text of the
Regulation by the EP are the most far-reaching (see Table 2).
Table 2.
Article 18(1)
Text proposed by the Commission
1. The liquidator appointed by a
court which has jurisdiction
pursuant to Article 3(1) may
exercise all the powers conferred on
him by the law of the State of the
opening of proceedings in another
Member State, as long as no other
insolvency proceedings have been
opened there nor any preservation
measure to the contrary has been
taken there further to a request for
the
opening
of
insolvency
proceedings in that State. Subject to
Articles 5 and 7, he may in
particular remove the debtor’s
assets from the territory of the
Member State in which they are
situated. He may also give the
undertaking that the distribution and
priority rights which local creditors
would have had if secondary
proceedings had been opened will
be respected in the main
proceedings. Such an undertaking
shall be subject to the form
requirements, if any, of the State of
the opening of the main proceedings
and shall be enforceable and
binding on the estate.”

Amendment by the EP
1.
The
insolvency
representative appointed by a court
which has jurisdiction pursuant to
Article 3(1) or, in the case of a
debtor in possession proceedings
in
accordance
with
that
jurisdiction, either the insolvency
representative or the debtor may
exercise all the powers conferred
on him by the law of the State of
the opening of proceedings in
another Member State, as long as
no other insolvency proceedings
have been opened there nor any
preservation measure to the
contrary has been taken there
further to a request for the opening
of insolvency proceedings in that
State. Subject to Articles 5 and 7,
he may in particular remove the
debtor’s assets from the territory of
the Member State in which they
are situated. He may also give an
enforceable
and
binding
undertaking that the distribution
and priority rights which local
creditors would have had if
secondary proceedings had been
opened will be respected in the
main proceedings. Such an
undertaking shall specify the
factual assumptions upon which it
is based, in particular with respect
to the distribution of local claims
over the priority and ranking
system under the law governing
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the secondary proceedings, the
value of distributable assets within
the secondary proceedings, the
options available to realise such
value, the proportion of creditors
in
the
main
proceedings
participating in the secondary
proceedings and the costs that
would have to be incurred by the
opening of secondary proceedings.
Requirements concerning the form
which the undertaking is to take, if
any, shall be laid down by the laws
of the State of the opening of the
main proceedings.”
The Regulation itself shall lay down the minimum criteria an undertaking needs to
fulfil in order to not only serve legal clarity but also provide minimum protection to
local creditors.

In Article 29 (“Right to request the opening of proceedings”) several
changes have been suggested with the view on secondary proceedings (see
Table 3 and Table 4).
Table 3.
Article 29(a)(2)
Text proposed by the Commission
2. Upon request by the
liquidator in the main proceedings,
the court referred to in paragraph 1
shall postpone the decision of
opening or refuse to open
secondary proceedings if the
opening of such proceedings is not
necessary to protect the interests of
local creditors, in particular, when
the liquidator in the main
proceedings
has
given
the
undertaking referred to in Article
18(1) and complies with its terms.

Amendment by the EP
2. Upon request by the
insolvency representative in the
main proceedings, the court
referred to in paragraph 1 shall
postpone the decision of opening or
refuse
to
open
secondary
proceedings if the insolvency
representative
in
the
main
proceedings provides sufficient
evidence that the opening of such
proceedings is not necessary to
protect the interests of local
creditors, in particular, when the
insolvency representative in the
main proceedings has given the
undertaking referred to in Article
18(1) and complies with its terms.

Clarification with regard to burden of proof.
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The EP suggests three paragraphs in addition to Article 29a, as
proposed in the Commission’s proposal:
2a. Local creditors shall have the right to challenge the decision to
postpone or to refuse the opening of secondary proceedings within three
weeks of the decision having been made available to the public under
point (a) of Article 20a.
2b. Local creditors shall have the right to petition the court conducting the
main proceedings to require the insolvency representative in the main
proceedings to take suitable measures necessary to protect the interests of
the local creditors. Such requirement may include a prohibition against a
removal of assets from the Member State in which the opening of
secondary proceedings has been postponed or refused, a postponement of
the distribution of proceeds in the main proceedings or an obligation on
the insolvency representative in the main proceedings to provide security
for the performance of the undertakings.
2c. The court referred to in paragraph 1 (i.e. the court that has jurisdiction
to open secondary proceedings) may appoint a trustee whose powers are
restricted. The trustee shall ensure that the undertaking is duly performed
and shall participate in its implementation if this is necessary for the
protection of the interests of local creditors. The trustee shall have the
right to petition in accordance with paragraph 2b.173

Finally the EP suggests amending Article 29a(4) (see Table 4).
Table 4.
Article 29a(4)
Text proposed by the Commission

Amendment by the EP

4.
The
insolvency
representative
in
the
main
proceedings shall be immediately
notified of the decision to open
secondary proceedings and shall
have the right to challenge that
decision within three weeks after
receipt of that notification. In
justified cases the court opening
secondary proceedings may shorten
that period to not less than one
week after receipt of the
notification.”
In order to ensure legal certainty a time limit is introduced.
4. The liquidator in the main
proceedings shall be notified of the
decision to open secondary
proceedings and shall have the right
to challenge that decision.”

173. EP Final Report, supra note 162, amend. 44–46.
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VII. THE MAIN ELEMENTS OF AN “AS IF” UNDERTAKING
The provided text in the proposal of the European Commission and the
amendments suggested by the European Parliament fall—if I understand
correctly—into two categories: (i) queries and remarks regarding the draft
text (to the constituent (or lacking) elements of an “as if” undertaking); and
(ii) queries about the law applicable in such “as if” undertakings (matters of
conflict of laws).174 For the latter subject, see Part VIII.
Below I will first pose a few questions related to the first category,
leaving aside for the moment a discussion about the premise of “synthetic
secondaries.”175
A. “AS IF” UNDERTAKING IN ARTICLE 18
The EP suggests for Article 18(1) that the insolvency representative
(liquidator) may “also give an enforceable and binding undertaking that the
distribution and priority rights which local creditors would have had if
secondary proceedings had been opened will be respected in the main
proceedings.” 176 The word “also” serves to add a “Union” power of
substantial nature to the “domestic” powers a main liquidator may exercise
beyond the Member State within which he is appointed. The place in the
provision is therefore not very logical.
In the EP’s proposal it may be questioned, but in the Commission’s text
the answer is clear: the undertaking shall be enforceable and binding on the
estate.177
B. LEGAL NATURE OF AN “AS IF” UNDERTAKING; WHO ARE “LOCAL
CREDITORS”?
On first sight, an “as if” undertaking can be regarded as a unilateral
promise. Article 18(1) in both text-versions are, however, silent on the
question of to whom the addressed party of such a promise is. Logically,
given its nature and context, the addressees of the undertaking are “local
creditors” in another Member State. But, who are they? There is no
definition of “local.” InsReg Article 32 provides that any creditor may
lodge his claim in the main and in any secondary proceedings. Will “local
creditors” include creditors of claims already lodged in the main
proceedings (seemingly Westbrook’s first objection) or for instance, should
these creditors be creditors having their COMI outside the Member State
where the main proceedings have been opened? I suggest to include a
174. EP Final Report, supra note 162.
175. I am leaving aside also the broader context of such an undertaking, e.g., will it function in
those cases in which in the secondary Member State the majority of the assets is located (example:
main proceedings opened against a holding company in Member State A, possibility of opening
secondary proceedings in Member State B where the largest subsidiary is located)?
176. EP Final Report, supra note 162, amend. 35 (emphasis omitted).
177. Id.
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localization rule, probably to add to the list of definitions in Article 2(g).
For instance, a “local creditor” in the meaning of Article 18(1) is the holder
of a claim, able to prove that if secondary proceedings would have been
opened in the other Member State, he would have a distribution or priority
right, etc. Another possibility would be to use the concept from InsReg
Article 3(4), so that a “local creditor” is a creditor “who has his domicile,
habitual residence or registered office in the Member State within the
territory of which the establishment is situated, or whose claim arises from
the operation of that establishment.”178
C. CONTENTS OF THE “AS IF” UNDERTAKING
The undertaking relates to “the distribution and priority rights which
local creditors would have had if secondary proceedings had been
opened.”179 These “rights” are to be determined by the lex concursus of the
Member State where fictionally secondary proceedings are not opened.
Regarding new Recital 19a, the Commission proposes,
Secondary proceedings may also hamper the efficient administration of
the estate. Therefore, the court opening secondary proceedings should be
able, on request of the liquidator, to postpone or refuse the opening if
these proceedings are not necessary to protect the interests of local
creditors. This should notably be the case if the liquidator, by an
undertaking binding on the estate, agrees to treat local creditors as if
secondary proceedings had been opened and to apply the rules of ranking
of the Member State where the opening of secondary proceedings has
been requested when distributing the assets located in that Member State.
This Regulation should confer on the liquidator the possibility to give such
undertakings.180

Applying that Member State’s “rules of ranking” may not lead to the
same outcome in cases where there may be two or more Member States that
could have opened secondary proceedings, whilst it is unclear whether
terms like “distribution,” “priority rights,” or “ranking” should be

178. EU Insolvency Regulation, supra note 1, art. 3(4) provides:
4. Territorial insolvency proceedings referred to in paragraph 2 may be opened prior to
the opening of main insolvency proceedings in accordance with paragraph 1 only:
(a) where insolvency proceedings under paragraph 1 cannot be opened because of the
conditions laid down by the law of the Member State within the territory of which the
centre of the debtor’s main interests is situated; or
(b) where the opening of territorial insolvency proceedings is requested by a creditor
who has his domicile, habitual residence or registered office in the Member State within
the territory of which the establishment is situated, or whose claim arises from the
operation of that establishment.

179. EP Final Report, supra note 162, art. 18(1).
180. Id. recital 19a.
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interpreted on the basis of the lex concursus of the main proceedings or the
lex concursus secundary.
D. RIGHTS TO BE RESPECTED IN THE MAIN PROCEEDINGS
These “rights”—so the text in both versions—“will be respected in the
main proceedings.”181 In simpler terms, it is possible that an employee in
another Member State is much better off than an employee in the main
proceedings. This result may be tolerable to a certain extent, but it may be
regarded as against the imputation-rule of InsReg Article 20(2) or the
enforcements of a judgment of this nature may be regarded as manifestly
contrary to a Member State’s public policy (InsReg Article 26). For that
reason, I suggest that words to the effect that in such a situation paritas
creditorum/equal treatment is not breached, should be included.
E. MINIMUM CRITERIA OF AN “AS IF” UNDERTAKING
The EP sets—in its own words—minimum criteria for an undertaking.
It shall specify:
(i) the factual assumptions upon which it is based, in particular with
respect to the distribution of local claims over the priority and ranking
system under the law governing the secondary proceedings; (ii) the value
of distributable assets within the secondary proceedings; (iii) the options
available to realize such value; (iv) the proportion of creditors in the main
proceedings participating in the secondary proceedings; and (v) the costs
that would have to be incurred by the opening of secondary
proceedings.182

In as far as these specified criteria are mandatory (“shall”), it is
uncertain what the consequences will be when one or more of these criteria
are not, or just vaguely, taken into account. In addition, it may be the case
that under certain circumstances other facts may be of relevance too, such
as the rescue of a debtor with cross-border operations, the additional value
such a rescue may have as the total enterprise can be sold (without
disturbing secondary proceedings) to a third party, and the value the rescue
would have for maintaining employment and operational activities forming
a base for corporate tax in the other Member State.
The criteria mentioned differ in nature: the assumptions may be formed
in a shorter period, while the valuation will take time. In practice, all these
situations will differ, and therefore, it calls for a more flexible rule in which
the undertaking contains the sufficient information for a reasonable local
creditor to be able to decide to accept the offer made, or similar words,

181. Id. art. 18(1).
182. Id. amend. 35.
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seems to suffice. What has now been presented by the EP in the text could
be worded in a recital.
F. A “NO WORSE OFF” RULE IN AN “AS IF” UNDERTAKING?
Enhanced net value of assets available for distributions in the main
proceedings and the “as if” proceeding invokes the idea of creditor
protection, in which, at minimum, local creditors will be treated no worse
than creditors in the main proceedings.
G. A CONDITIONAL “AS IF” UNDERTAKING?
If the unilateral promise should lead to an acceptance by local creditors,
several questions arise. Is the main liquidator allowed to include conditions
to its undertaking? For instance, my undertaking should be accepted by
80% of the local creditors, or, my undertaking is ready for acceptance only
when third-party X offers an amount of $Y for all or certain described
assets. In this area, it is also important to assess whether the main liquidator
only makes the undertaking once, or whether he is allowed—when the
initial undertaking is rejected—to present a second or third undertaking.
The latter creates the danger of “undertaking shopping,” or bargaining.
Honest dealing suggests the undertaking should be unconditional and made
for a period of x days (e.g., five working days), without the possibility of
revocation.183
H. AGREEMENT BY THE LOCAL CREDITORS; HOLD OUT CREDITORS?
Because there is no rule on how to treat hold out creditors, “getting-toyes” ends up a cumbersome negotiation process that is complicated, timeconsuming, costly, and ultimately against the goal of efficient
administration of a debtor’s estate. Professor Fletcher and I have suggested,
in our June 2012 Global Principles Report, 184 an efficacious rule—albeit
one that involves an element of steamrollering over principles of due
process—in Global Principles 36 (Plan Binding on Participant) and Global
Principles 37 (Plan Binding: Personal Jurisdiction):
36.1. If a Plan of Reorganization is adopted in a main proceeding pending
in a court with international jurisdiction with respect to the debtor . . . and
there is no parallel proceeding pending with respect to the debtor, the Plan
should be final and binding upon the debtor and the creditors who
participate in the main proceeding.

183. For form requirements, see infra Part VII.I.
184. TRANSNATIONAL INSOLVENCY: GLOBAL

PRINCIPLES

INTERNATIONAL INSOLVENCY CASES , supra note 130.
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36.2. For this purpose, participation includes (i) filing a claim; (ii) voting
on the Plan; or (iii) accepting a distribution of money or property under
the Plan.
37. If a Plan of Reorganization is adopted in a main proceeding in a court
with international jurisdiction with respect to the debtor. . . and there is no
parallel proceeding pending with respect to the debtor, the Plan should be
final and binding upon an unsecured creditor who received adequate
individual notice and over whom the court has jurisdiction in ordinary
commercial matters under the local law.185

I. FORM REQUIREMENTS FOR THE “AS IF” UNDERTAKING
The EP recommends that “requirements concerning the form which the
undertaking is to take, if any, shall be laid down by the laws of the State of
the opening of the main proceedings.”186 The recommendation results in 27
different systems of form requirements, as it may be the case that main
insolvency proceedings for instance could take place in the UK, but they
also can be opened in Croatia, Italy or Belgium. The “undertaking” is a
“Union” power and the form requirements should not be ‘national’ (in the
form and the language requirements of the four member States mentioned),
but should be harmonized in a European set of rules, which evidently also a
benefits local creditors.
In suggesting “European” rules, I propose: (i) the undertaking should be
in writing; (ii) the undertaking should be in English as well as in the
language of jurisdiction of the secondary proceeding; (iii) “known”
creditors should be informed by individual notice; 187 and (iv) the
undertaking should be published in a “European” register and/or a register
in the other Member State. 188 More consideration is due regarding the
question of whether registration, as noted in (iv), binds the hold out
creditors or creditors that are silent, either deliberately or because the
undertaking has not reached them. I suggest “European” rules would take
the text of Global Principles 36 and 37 (mentioned above) into account.
J. APPOINTMENT OF A LOCAL TRUSTEE
The EP indicates that the court that has jurisdiction to open secondary
proceedings may appoint a trustee.189 This “synthetic” trustee is a hybrid
185. Id. at 151. The underlying rationale is the UK provision for binding dissenting or nonresponding creditors, including unknown creditors under a CVA. See Insolvency Act, 1986, §
5(2)(b) (Eng.). A decision approving a CVA taken in accordance with § 4A “binds every person
who in accordance with the rules (i) was entitled to vote at that meeting (whether or not he was
present or represented at it), or (ii) would have been so entitled if he had had notice of it, as if he
were a party to the voluntary arrangement.” Id. § 4A.
186. EP Final Report, supra note 162, amend. 35.
187. See EU Insolvency Regulation, supra note 1, art. 40(1).
188. See id. art. 21(1).
189. EP Final Report, supra note 162, amend. 46.
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beast. The court may appoint such a trustee—but its discretion seems broad,
as there is no indication of what circumstances would warrant an
appointment. Which person is to be appointed? There is no Annex D, listing
trustees with their national names. This is obvious, as such a ‘trustee’ is a
new concept, but the Commission’s proposal does not provide for such an
Annex D. Therefore, under the present proposals, a trustee can be anyone
unlike a liquidator, whose appointment is restricted as listed in Annex C.
The trustee has the job to “control” the due performance of the main
liquidator’s undertaking. Where automatic recognition of insolvency
judgments by Member States’ courts is based on mutual trust, 190 there
seems to be suspicion towards the performance of a “Union” power by the
main liquidator. The task of the trustee is, to “ensure that the undertaking is
duly performed and shall participate in its implementation if this is
necessary for the protection of the interests of local creditors.” 191 It is
unclear which reasons led to the suggested amendment. Is the main
liquidator mistrusted? Or is it generally the weak way in which liquidators
are professionally and ethically regulated, as seen in some Member States
with limited of even absent rules? And if “secondary” jurisdictions are
reluctant to trust the main liquidator, is appointing a trustee the best
solution?
In cross-border cases, it is rather standard that the main liquidator
retains local counsel to assist him. Decisive here are the knowledge of the
local procedural rules and the local language. I am not aware of a study
related to the way “local” creditors have assessed the requirement of local
assistance with filing claims, such as through the main liquidator’s local
lawyer. The trustee does seem to be acting in the interest of local creditors.
Will they be asked by the court whether they feel it necessary to appoint a
trustee? Who will bear the costs? The appointment itself is at the court’s
discretion. It seems obvious to assume that the court will take into
account—when weighing against the cost of having a fully empowered
main liquidator involved at the local level—the contents of the undertaking
and the explanations given by the main liquidator as well as the delay and
costs of a trustee.192
Proposed Recital 20 expresses the following: “In their cooperation,
liquidators and courts should take into account best practices for
cooperation in cross-border insolvency cases as set out in principles and
guidelines on communication and cooperation adopted by European and

190. EU Insolvency Regulation, supra note 1, recital 22 (“Recognition of judgments delivered
by the courts of the Member States should be based on the principle of mutual trust . . . .”).
191. EP Final Report, supra note 162, amend. 46.
192. This additional layer of non-judicial supervision not only adds costs and complexity, but
flies in the face of the principle that all insolvency office holders act in the interests of all the
debtor’s creditors. See Laughton, supra note 165, at 23.
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international associations active in the area of insolvency law.”193 It fits in
the system of the present proposal to widen the guidance by best practices
to support a reasonable, impartial and independent exercise of the power to
give an undertaking by best practices which have their focus on
professional/ethical rules for the liquidator, such as the European Bank for
Reconstruction and Development’s Insolvency Office Holder Principles.194
VIII. THE LAW APPLICABLE
As indicated previously, the second group of legal matters are related to
issues of conflict of laws, queries about the law applicable to such “as if”
undertakings. I will—very briefly—set out the EU system for determining
applicable law in cross-border legal matters.
Since December 17, 2009, the European Union has two regulations in
force on the subject of determining the law applicable to contractual
obligations and to non-contractual obligations (Rome I and Rome II). 195
Rome I applies “in situations involving a conflict of laws, to contractual
obligations in civil and commercial matters.”196 However, in Article 1(2) of
Rome I, some ten matters are excluded from its scope, including:
(a) questions involving the status or legal capacity of natural persons;…
(e) arbitration agreements and agreements on the choice of court;… (g) the
question whether an agent is able to bind a principal, or an organ to bind a
company or other body corporate or unincorporated, in relation to a third
party;… [or] (i) obligations arising out of dealings prior to the conclusion
of a contract…197

At first glance, it seems that legal disputes concerning an “as if’
undertaking given prior to the acceptance by (local) creditors is outside the
scope of Rome I. Article 12 of Rome I set out the scope of the law
applicable.198
193. Proposal to Amend the EU Insolvency Regulation, supra note 3, recital 20.
194. Or the Insolvency Office Holders’ principles and best practices, presently being drafted by
Leiden Law School and discussed within INSOL Europe, the largest insolvency practitioners
organization. See TURNAROUND, RESCUE, & INSOLVENCY LEIDEN, www.tri-leiden.eu.
195. Council Regulation 593/2008, On the Law Applicable to Contractual Obligations (Rome
I), O.J. (L 177) 6 (EC) [hereinafter Rome I]; Council Regulation 864/2007, On the Law Applicable
to Non-Contractual Obligations (Rome II), O.J. (L 199) 40 (EC) [hereinafter Rome II].
196. Rome I, supra note 195, art. 1(1).
197. Id. art. 1(2).
198. Id. art. 12 (Scope of the Law Applicable) provides:
1. The law applicable to a contract by virtue of this Regulation shall govern in
particular:
(a) interpretation; (b) performance; (c) within the limits of the powers conferred on the
court by its procedural law, the consequences of a total or partial breach of obligations,
including the assessment of damages in so far as it is governed by rules of law; (d) the
various ways of extinguishing obligations, and prescription and limitation of actions;
(e) the consequences of nullity of the contract.
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Rome I is based on the principle of freedom of choice.199 Parties to a
contract are to choose the governing law. It may be applied to only a part or
the whole of the contract. 200 Article 10 (Consent and material validity)
provides in paragraph 1 that “[t]he existence and validity of a contract, or of
any term of a contract, shall be determined by the law which would govern
it under this Regulation if the contract or term were valid.”201 Article 10(2)
of Rome I, however, says that
Nevertheless, a party, in order to establish that he did not consent, may
rely upon the law of the country in which he has his habitual residence if it
appears from the circumstances that it would not be reasonable to
determine the effect of his conduct in accordance with the law specified in
paragraph 1.202

Provided that all the parties agree, the applicable law may be changed at
any time. If the law chosen is that of a country other than that relating most
closely to the contract, the provisions of the latter law still need to be
respected. If the contract relates to one or more Member States, the
applicable law chosen, other than that of a Member State, must not
contradict the provisions of Union law.203
In the absence of a choice, specific rules exist which are determined by
the nature of the contract. Article 4(1) of Rome I provides that the law
governing the contract shall be determined as set out in eight rules. 204
Primarily, the law will be determined as follows: “(a) a contract for the sale
of goods shall be governed by the law of the country where the seller has
his habitual residence; (b) a contract for the provision of services shall be
governed by the law of the country where the service provider has his
habitual residence . . . .”205
For contracts concerning immovable property, the law of the country
where the property is located is applied, except in the cases of temporary
and private tenancy, a maximum six consecutive months.206 In such cases,
the applicable law is that of the country of residence of the landlord. A sale
of goods by auction is subject to the law of the country of the auction.
There are two general back-up rules in Rome I, Article 4(3) and Article
4(4). Article 4(3) provides that “where it is clear from all the circumstances

2. In relation to the manner of performance and the steps to be taken in the event of
defective performance, regard shall be had to the law of the country in which
performance takes place.

199.
200.
201.
202.
203.
204.
205.
206.

Id. art. 3.
Id. art. 3(1).
Id. art. 10(1).
Id. art. 10(2).
Id. art. 3(4).
Id. art. 4(1).
Id. arts. 4(1)(a), (b).
Id. art. 4(1)(d).
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of the case that the contract is manifestly more closely connected with a
country other than that indicated in paragraphs 1 or 2, the law of that other
country shall apply.” 207 The other one is Article 4(4): “Where the law
applicable cannot be determined pursuant to paragraphs 1 or 2, the contract
shall be governed by the law of the country with which it is most closely
connected.”208
Rome II applies in a situation “involving a conflict of laws, to noncontractual obligations in civil and commercial matters.” 209 It is the
intention that Rome I and Rome II dovetail. Rome II shall not apply to “the
liability of the State for acts and omissions in the exercise of State authority
(acta iure imperii).” 210 “Claims arising out of acta iure imperii should
include claims against officials who act on behalf of the State and liability
for acts of public authorities, including liability of publicly appointed
office-holders. Therefore, these matters should be excluded from the scope
of this Regulation.”211 A query therefore is whether this exclusion applies to
the main liquidator and the “synthetic” trustee if these are to be regarded as
“public officers.”
Rome II Article 4(1) provides the general rule that unless otherwise
provided for in this Regulation, the law applicable to a non-contractual
obligation arising out of a tort/delict shall be the law of the country in
which the damage occurs irrespective of (i) the country in which the event
giving rise to the damage occurred; and irrespective of the country or
countries in which the indirect consequences of that event occur. For cases
in which certain exchange of information between the main liquidator and
“local” creditors and/or the “synthetic” trustee can be expected, as it is also
possible that the undertaking will be subject of further negotiations. Under
European jurisdictions the question might arise that expectations have been
raised, leading to a reliance by a third perty, but that nevertheless the
contract is not concluded. In that case, Rome II Article 12 (Culpa in
contrahendo) may apply. It provides:
1. The law applicable to a non-contractual obligation arising out of
dealings prior to the conclusion of a contract, regardless of whether the
contract was actually concluded or not, shall be the law that applies to the
contract or that would have been applicable to it had it been entered into.
2. Where the law applicable cannot be determined on the basis of
paragraph 1, it shall be:
(a) the law of the country in which the damage occurs, irrespective of the
country in which the event giving rise to the damage occurred and

207.
208.
209.
210.
211.

Id. art. 4(3).
Id. art. 4(4).
Rome II, supra note 195, art. 1(1).
Id.
Id. recital 9.
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irrespective of the country or countries in which the indirect consequences
of that event occurred; or
(b) where the parties have their habitual residence in the same country at
the time when the event giving rise to the damage occurs, the law of that
country; or
(c) where it is clear from all the circumstances of the case that the noncontractual obligation arising out of dealings prior to the conclusion of a
contract is manifestly more closely connected with a country other than
that indicated in points (a) and (b), the law of that other country.212

In the recitals to Rome II it is stated:
(29) Provision should be made for special rules where damage is caused
by an act other than a tort/delict, such as unjust enrichment, negotiorum
gestio and culpa in contrahendo.
(30) Culpa in contrahendo for the purposes of this Regulation is an
autonomous concept and should not necessarily be interpreted within the
meaning of national law. It should include the violation of the duty of
disclosure and the breakdown of contractual negotiations. Article 12
covers only non-contractual obligations presenting a direct link with the
dealings prior to the conclusion of a contract. This means that if, while a
contract is being negotiated, a person suffers personal injury, Article 4 or
other relevant provisions of this Regulation should apply.
(31) To respect the principle of party autonomy and to enhance legal
certainty, the parties should be allowed to make a choice as to the law
applicable to a non-contractual obligation. This choice should be
expressed or demonstrated with reasonable certainty by the circumstances
of the case. Where establishing the existence of the agreement, the court
has to respect the intentions of the parties. Protection should be given to
weaker parties by imposing certain conditions on the choice.213

Not only Rome I and Rome II may have their influence. They are both
influential pieces of regulation on the substance of the law. Other regulation
may have their influence in matters of procedure. Which court will have
jurisdiction to decide a certain legal dispute related to the given “as if’
undertaking? Will it be the court in charge of the main insolvency
proceedings, the court in the secondary jurisdiction, or the court based on
the rules of the Brussels I Regulation? The present division in these matters
is that “actions which derive directly from those [main insolvency]
proceedings and which are closely connected to them” will be heard and

212. Id. art. 12.
213. Id. recitals 29–31.
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determined by the court having jurisdiction based on the EU Insolvency
Regulation.214
It follows from the above summarized, the present European system on
private international law (or: conflicts-of-law) does not suit well on the “as
if” undertaking. The insolvency office holder giving the undertaking may
be, in its domestic system, either a “private” or a “public” officer, the legal
nature of the undertaking itself may be regarded as “private” or “public”.
Under certain circumstances Rome I may apply, in slightly different
circumstances certain matters will be qualified as falling under the scope of
Rome II. It goes without saying that the myriad of rules creates
uncertainties and is not a system that is conducive to rescue and insolvency
matters, which require timely action, efficiency, and few unnecessary costs.
For this reason, I submit that the proposal to amend the EU Regulation
should create its own rules for the law applicable for an “as if” undertaking
and should exclude this figure from the scope of both Rome I as well as
Rome II.
When creating rules for an “as if” undertaking, it is tempting to choose
as a starting point the lex concursus, or the law of the Member State in
which the main insolvency proceeding is opened, as the liquidator
appointed in such a proceeding conduct the undertaking (Article 18 of the
Proposal, as cited above). The undertaking should be seen as an
“autonomous” legal concept, and the law applicable to related matters
should be a mix of legal rules that support the legal expectations of
creditors in another Member State. To supplement these rules guaranteeing
the effective performance of the undertaking, any disputes between the
liquidator, the addressee of an “as if” undertaking, or a third party claiming
an interest in the case disputes should in principle be decided by the court
of the Member State where secondary proceedings were opened without the
presence of an “as if” undertaking.
CONCLUSION
In this article, a new mechanism to be included in the EU Insolvency
Regulation is analyzed. It was proposed by the European Commission on
December 12, 2012 as part of a general amendment to the European
Insolvency Regulation. The proposal provides that the insolvency office
holder (or liquidator), appointed in the main insolvency proceedings “may
also give the undertaking that the distribution and priority rights which local
creditors would have had if secondary proceedings had been opened will be
respected in the main proceedings. Such an undertaking shall be subject to

214. Case
C-339/07,
Seagon
v.
Deko
Marty,
http://curia.europa.eu/juris/document/document.jsf;jsessionid=9ea7d2dc30d582b712cc0f6642029
140b449009f253f.e34KaxiLc3qMb40Rch0SaxuObNr0?text=&docid=76240&pageIndex=0&docl
ang=en&mode=lst&dir=&occ=first&part=1&cid=9614 (2009).
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the form requirements, if any, of the State of the opening of the main
proceedings and shall be enforceable and binding on the estate.”215 In this
article, this mechanism also is referred to as an “as if” undertaking. The
words “as if” express that the undertaking treats its addressees, creditors
located in another Member State, “as if” secondary insolvency proceedings
had been opened when in fact these proceedings have not. The concept is
also know in American legal literature as “synthetic secondary
proceedings.” It has been the subject of recent debate by Professors Janger,
Westbrook, and Pottow, but the article has demonstrated that the idea has
its origin in German literature, dating over fifteen years ago.
Having generally explained the system of the European Insolvency
Regulation, now twelve years in legal force, I discussed the powers held by
a liquidator appointed in main insolvency proceedings, including their
effects outside the Member State where these proceedings are pending. The
fundamental foundation of the EU Insolvency Regulation is provided in
InsReg Articles 31(1) and (2)—the coordination of main insolvency
proceedings and secondary insolvency proceedings in which the liquidator
in the main proceedings and the liquidators in the secondary proceedings
are duty bound to communicate information to each other and to cooperate
with each other. On the other hand, InsReg Article 31(3) reflects the
dominant role of the main proceedings: the liquidator in the secondary
proceedings shall give the liquidator in the main proceedings an early
opportunity of submitting proposals on the liquidation or use of the assets in
the secondary proceedings. The nature and function of secondary
insolvency proceedings was explained in Part III with a focus on the
coordination of main insolvency proceedings and secondary insolvency
proceedings, and clarified aspects of the so-called “dominant” role of the
main insolvency proceedings. Part IV gave a short overview of cross-border
insolvency court practice in Europe, which serves as the cradle on the
European Commission’s proposal regarding the “as if” undertaking by a
main liquidator. In Part V, stressed the Court of Justice of the European
Union’s emphasis on cross-border cooperation and indicates an answer on
the question of how to combine and align main and secondary proceedings,
which have different or even contrasting aims. After describing the core of
the European Commission’s proposals from December 2012 to amend the
EU Insolvency Regulation, along with the additional amendments by the
European Parliament (EP) in February 2014, I critically analyze the so
called “as if” undertaking. The remarks made relate to the draft text of
proposed Article 18 as well as to the question which is the law applicable if
such an “as if” undertakings takes place.
To clarify the “as if” undertaking under InsReg Article 18 (as proposed)
a distinction should be made between powers a main liquidator derives
215. See Proposal to Amend the EU Insolvency Regulation, supra note 3, art. 18(1).
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from its own national legal system and those which have their basis in the
Insolvency Regulation. The “as if” undertaking has the latter basis and
therefore, the legal figure must be interpreted autonomously, unrelated to
the main proceeding. Suggestions are made to solve the question of who the
“local creditors” are, as the addressees of an “as if” undertaking; what the
contents of such an undertaking should be (and whether it should at least
contain minimum requirements, including a “no worse off” rule); and under
which circumstances “rights” of these local creditors will be respected in
the main proceedings. Other uncertainties in the proposal are touched upon,
such as how hold-out creditors should be treated. Here, the ALI-III Global
Principles 2012 can provide a solution. An additional question concerns
form requirements applicable to an “as if” undertaking. Contrary to what
the European Commission has suggested, I proposed to establish a set of
European form requirements.
Finally, the European Parliament’s suggestion that the court that has
jurisdiction to open secondary proceedings may appoint a trustee is
criticized. Furthermore, it is submitted that European rules on the law
applicable to contractual and non-contractual obligation are inadequate to
deal with the “as if” undertaking. These rules leave too many uncertainties
and are not geared to the needs of rescue and insolvency matters which
require timely action, efficiency, and fewer costs. Regarding matters of
substantial Law I submit that the proposal to amend the EU Regulation
creates its own rules for the law applicable for an “as if” undertaking, for
which I made some suggestions. To avoid unnecessary uncertainties
regarding the scope of my submission, a change to exclude this figure from
the scope of both Rome I and Rome II should be made as well.216

216. On Thursday. December 4, 2014 in the European Union the Council of Justice Ministers
adopted a political agreement on the renewed text of the Insolvency Regulation which has been
agreed with the European Parliament. It is directly clear that the new Regulation is nearly twice
the size of Regulation 1346/2000, now with 83 recitals (coming from 33), and 91 articles (coming
from 47), including around 20 articles relating to group insolvencies. The “undertaking” analyzed
in this article has found its way to Article 36 (recast) (“Right to give an undertaking in order to
avoid secondary proceedings”), including eleven paragraphs (some of which address the concerns
expressed in my contribution). See for its text, http://bobwessels.nl/2014/12/2014-12-doc4-textnew-eu-insolvency-regulation-available/.
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SILOS: ESTABLISHING THE
DISTRIBUTIONAL BASELINE IN
CROSS-BORDER BANKRUPTCIES
Edward J. Janger*
INTRODUCTION
The first two decades of law reform related to cross-border bankruptcy
are the paired story of the UNCITRAL Model Law (Chapter 15 in the
United States) and the EU Insolvency Regulation (the EU Reg).1 Both seek
to create an architecture whereby a court located at a debtor’s center of
main interest (COMI) can coordinate the insolvency of a debtor with assets
and operations in multiple jurisdictions. The Model Law focuses on the
automatic recognition of foreign representatives, and the creation of an
ancillary proceeding to administer local assets and claims or transfer them
for administration in the main case.2 The EU Reg creates a structure where
the main case, “opened” at the debtor’s COMI, administers the case, while
secondary winding up proceedings are opened in jurisdictions where the
debtor has an establishment. 3 Both statutes focus on centralizing
administrative power in the “main case.” Centralized, or at least
coordinated, administration should facilitate rescue (reorganization) where
efficient, and allow for a value maximizing liquidation or going-concern
sale where necessary.
Law reform efforts have paid relatively less attention to how assets
should be administered in the main case pending at the debtor’s COMI.4
Indeed, short of establishing a norm of cooperation with the main case, the
same can be said with regard to ancillaries. Governing law has been

* David M. Barse Professor, Brooklyn Law School. The author would like to thank Andrew
Ceppos, Philip Guffy, Kristen Peltonen, and Emily Shoor for helpful and able research assistance,
and Dean Nick Allard and the Dean’s Research Fund for generous support of this project. This
article is dedicated to the memory of Brittany McGrath ‘14 whose comments I will forever miss.
1. See U.N. COMM’N ON INT’L TRADE LAW, UNCITRAL MODEL LAW ON CROSS-BORDER
INSOLVENCY WITH GUIDE TO ENACTMENT AND INTERPRETATION, U.N. Sales No. E.14.V.2
(2014) [hereinafter MODEL LAW]; 11 U.S.C. § 1501 et seq.; Council Regulation 2000/1346, On
Insolvency Proceedings, 2000 O.J. (L 160) 1 (EC) [hereinafter EU Insolvency Regulation].
2. MODEL LAW, supra note 1, arts. 15–17 (recognition), 20–21 (effect of recognition and
discretionary relief).
3. EU Insolvency Regulation, supra note 1, arts. 3–4.
4. It would be wrong to say that no attention was paid. Jay Westbrook has written
thoughtfully on the topic of how to administer assets for distribution (Jay Lawrence Westbrook,
Universal Priorities, 33 TEX. INT’L L.J. 27 (1998)) and lays out an approach to the priority rules
applicable in the main proceeding. John Pottow too has given serious thought to the issue. John A.
E. Pottow, Greed And Pride In International Bankruptcy: The Problems Of And Proposed
Solutions To “Local Interests”, 104 MICH. L. REV. 1899 (2006). Indeed, there are similarities
between Pottow’s approach and mine that will be discussed below. The issue is only just being
addressed seriously within law reform efforts for the first time.
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assumed to be domestic bankruptcy law in the main, and a subset of
domestic bankruptcy law in the ancillary jurisdiction, though with a norm
of deference to and cooperation with the coordinating court (comity). Law
reformers and harmonizers have not ignored domestic bankruptcy law. On a
parallel track, UNCITRAL has promulgated the Legislative Guide on
Insolvency that provides a template for modernizing domestic bankruptcy
law.5 The Legislative Guide does not, however, address cross-border issues.
As such, the next decade, or at least the next round, of law reform is
likely to be devoted to developing and harmonizing the procedures for
administering the main case pending at the debtor’s center of main interest
in a manner that facilitates cooperation in cross-border cases.6 In particular,
the goal of these efforts should be to adopt measures that: (1) facilitate
cooperation by ancillary courts; (2) minimize the effects and incentives for
forum shopping; and (3) minimize the conflicts of interest faced by those
charged with administering assets in multiple jurisdictions. I would like to
further suggest that the success of these efforts is going to turn largely on
the ability to distinguish harmonized and global bankruptcy procedures
from locally determined substantive rights—finding the proper scope for lex
fori (law of the forum) and lex situs (law of the location of the property or
cause of action) respectively.
Modified universalism has animated the first generation of bankruptcy
harmonization, and operated based on the hope that differences of outcome
in individual cases that resulted from differences among local laws would
be tolerated under the principle of comity. Under modified universalism, an
ancillary court is encouraged to follow the direction of the main court, so
long as the main case is in a jurisdiction with a reasonable or modern
bankruptcy system. Deviations from a territorial distribution under local
law should be tolerated based on the assumption that, over time, national
gains and losses would be a “rough wash,” and that, in the aggregate,
“transactional gain” would outweigh the cost.7
This approach has worked reasonably well, particularly where common
law countries are involved, and there is a willingness to apply a relatively
strong norm of comity.8 But, where differences of outcome have seemed

5. U.N. COMM’N ON INT’L TRADE LAW, UNCITRAL LEGISLATIVE GUIDE ON INSOLVENCY
LAW, U.N. Sales No. E.05.V.10 (2004) [hereinafter UNCITRAL LEGISLATIVE GUIDE].
6. I have made this suggestion elsewhere. Edward J. Janger, Universal Proceduralism, 32
BROOK. J. INT’L L. 819 (2007); Edward J. Janger, Virtual Territoriality, 48 COLUM. J.
TRANSNAT’L L. 401 (2010); Edward J. Janger, Reciprocal Comity, 46 TEX. INT’L L.J. 441 (2011).
7. Jay Lawrence Westbrook, Theory and Pragmatism in Global Insolvencies: Choice of Law
and Choice of Forum, 65 AM. BANKR. L.J. 457 (1991) [hereinafter Westbrook, Theory and
Pragmatism].
8. In re Maxwell Commc’n Corp. plc, [1992] B.C.C. 372; Cambridge Gas Transp. Corp. v.
Official Comm. of Unsecured Creditors of Navigator Holdings Plc, [2007] 1 A.C. 508 at 16;
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significant (Qimonda) 9 or secured creditors are involved (Treco) 10 this
willingness to cooperate has broken down. In those cases, the need to
protect local creditor expectations has trumped the norm of international
cooperation. Concerns about local entitlements have trumped comity.
Problems have also emerged where corporate groups are involved, and it
has proven difficult to determine the relationship between the cases pending
at the group’s center and cases opened by subsidiaries in foreign
countries.11 As a result, there has been consistent uncertainty about whether
a secondary or ancillary court will cooperate with the court of the main
proceeding, or apply its own law to local assets in order to protect local
creditor expectations.
The comity-based approach relies on courts to enforce foreign
judgments notwithstanding differences of treatment. The problem with this
lies not with the courts, that often do cooperate ex post, but with the parties
themselves. Where differences of treatment exist along with uncertainties
about enforcement, opportunities for arbitrage and gaming arise. These
opportunities for a party to litigate or bargain for an increased distribution
can delay administration and frustrate the goal of global coordination, even
when cross-border cooperation is clearly in the firm’s best interest. Indeed,
as Judge Allan Gropper has pointed out elsewhere, the need to avoid the
threat of local secondary or ancillary proceedings (or “secondaries”) and the
cost of seeking recognition has simply led debtors in many cases to pay the
non-financial creditors who are beyond the reach of the forum court.12 This
functional territorial blackmail can be expensive, limits the ability of global
companies to restructure, and undercuts the goal of equal treatment.
In the last few years a second approach has emerged, focusing on
choice-of-law rather than comity. A comity-based approach demands
cooperation from the ancillary court and acquiescence to different
distributional outcomes. A choice-of-law approach has the potential to
make cooperation a two-way street. Under a choice-of-law (or virtually
territorial) approach, the main case pending at the debtor’s COMI would
respect the territorial priorities and distributions that would have been

McGrath v. Riddell (In re HIH Cas. & Gen. Ins. Ltd.), [2008] UKHL 21 at 36, 1 W.L.R. 852
(H.L.) 863 (Lord Hoffmann).
9. Jaffé v. Samsung Elec. Co., Ltd. (In re Qimonda), 737 F.3d 14 (4th Cir. 2013); In re
Qimonda AG, 462 B.R. 165 (Bankr. E.D. Va. 2011).
10. In re Treco, 240 F.3d 148 (2d Cir. 2001).
11. Re Enron Directo Sociedad Limitada (July 4, 2002) (unreported); Daisytek ISA Limited,
[2004] BPIR 30; MG Rover, [2005] EWHC (Ch) 874; Case C-341/04, Eurofood IFSC Ltd., 2006
E.C.R. I-3854.
12. Allan Gropper, The Payment of Priority Claims in Cross-Border Insolvencies, 46 TEX.
INT’L L.J. 559, 569 (2010) (“U.S. debtors in Chapter 11 reorganization cases with substantial
assets . . . abroad . . . invariably try to pay in full not only foreign priority creditors but all foreign
creditors, with the possible exception of foreign financial creditors (usually banks) . . . .”).
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applied had a case been opened in the secondary jurisdiction. This approach
minimizes (and may eliminate) differences in treatment, and along with it,
the incentives and opportunities for gaming.
Instead of imposing its own priority rules, the main might respect
foreign priorities, to mirror a hypothetical territorial distribution. Framed as
a procedure, John Pottow has labeled this approach a synthetic secondary.13
Framed as a choice-of-law principle, I have called it “virtual
territoriality.”14 Framed as a corollary to the principle of comity, I have also
called it “reciprocal comity.”15 Whatever the name, the vision is the same:
allow the case pending at the debtor’s COMI to distribute assets according
to a hypothetical territorial distribution.
As a practical matter, this approach was pioneered in the Collins &
Aikman case. Collins & Aikman Europe SA was an automobile parts maker
whose European operations were centered in the United Kingdom but
previously had operations and subsidiaries in other EU countries. 16 The
administrator promised certain foreign creditors that if they refrained from
opening secondary cases, they would be given the distribution they would
have received had they opened the local case. The UK court permitted this,
after some common law hoop-jumping, even though it was arguably
inconsistent with Article 4 of the EU Reg’s requirement that the forum
court apply its own bankruptcy law.17 This approach has been followed in
other cases in the United Kingdom,18 and current proposed amendments to
the EU Reg would expressly validate this approach.19 Similarly, the report
of Working Group V following the Fourth UNCITRAL International
Insolvency Law Colloquium in December 2013 suggested that

13. John A. E. Pottow, A New Role for Secondary Proceedings in International Bankruptcies,
46 TEX. INT’L L.J. 580, 584 (2011).
14. Janger, Virtual Territoriality, supra note 6, at 408.
15. Janger, Reciprocal Comity, supra note 6, at 456.
16. Re Collins & Aikman Europe SA, [2006] EWHC (Ch) 1343.
17. EU Insolvency Regulation, supra note 1, art. 4. Article 4 requires the “country of opening”
to apply its own bankruptcy law (subject to a number of exceptions). It provides in pertinent part:
“Save as otherwise provided in this Regulation, the law applicable to insolvency proceedings and
their effects shall be that of the Member State within the territory of which such proceedings are
opened, hereafter referred to as the ‘State of the opening of proceedings’.” Id.
18. See, e.g., In re MG Rover, [2005] BPIR 1162 (Ch) (Eng.); see also Barr v. Charterhouse
Group Int’l, Inc. (In re Everfresh Beverages, Inc.), 238 B.R. 558 (Bankr. S.D.N.Y. 1995); In re
Artimm, S.r.L., 335 B.R. 149 (Bankr. C.D. Cal. 2005) (carve-out for U.S. pension fund claim
from U.S. assets being sent to Italy for Italian distribution).
19. Proposal for a Regulation of the European Parliament and of the Council Amending
Council Regulation (EC) No 1346/2000 On Insolvency Proceedings, COM (2012) 744 final (Dec.
12, 2012) [hereinafter Proposal to Amend the EU Insolvency Regulation]. For a discussion of the
proposed amendments, see Bob Wessels’s contribution to this volume, Contracting Out of
Secondary Insolvency Proceedings: The Main Liquidator’s Undertaking in the Meaning of Article
18 in the Proposal to Amend the EU Insolvency Regulation, 9 BROOK. J. CORP. FIN. & COM. L. 63
(2014).
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UNCITRAL’s work regarding corporate groups and directors’ obligations
might also use “choice-of-law” to facilitate cross-border coordination.20 It
also listed the harmonization of choice-of-law principles in cross-border
bankruptcies as among its highest priorities for future work.21
This idea—using choice of law principles to implement virtual
territoriality—is motivated by a principle that might be called “global best
interests.” In a coordinated case, the distributional baseline, for the purposes
of negotiation and perhaps, someday, cramdown, would be determined by
calculating the amount that would be received in a hypothetical territorial
liquidation. Local claims would be entitled to a minimum distribution based
on their local priorities, though limited to the assets that would have been
available in a territorial case had one been filed. The practical task imposed
on courts (and administrators) is to calculate the hypothetical territorial
distribution. This task places great pressure on the ability to locate claims
and assets for the purpose of distribution.
In this Article, I will seek to make two related points. First, I will
explore some of the difficulties with locating claims and assets, but argue
that ultimately the task is not too hard. Second, I will try to explain why it is
worth the trouble, by articulating a principle of global best interests that can
offer a practical basis for allocating value in, and a normative basis for,
pursuing global reorganizations.
I.

IMPLEMENTING CHOICE-OF-LAW IN CROSS-BORDER
CASES

In previous articles, I have argued for an approach to cross-border
bankruptcies called “universal proceduralism.” 22 Universal proceduralism
contemplates a centrally administrated bankruptcy case located at the
debtor’s COMI that handles distribution and other matters of substance
according to a choice-of-law principle that I call “virtual territoriality.”23
This approach is situated within the academic debate between the
competing approaches of “cooperative territoriality” advocated by Lynn
LoPucki and “modified universalism” pioneered by Jay Westbrook. 24
Current law reform efforts have been animated by a commitment to
modified universalism, and, up until now, the differences between modified
universalism and universal proceduralism have not mattered much as a
20. U.N. Comm’n on Int’l Trade Law, Working Group V (Insolvency Law), Rep. on its 44th
Sess., July 7–25, 2014, para. 5, U.N. Doc A/CN.9/798 [hereinafter Forty-fourth Session Working
Group Report].
21. Id. para. 24.
22. See articles cited supra note 6.
23. Id.
24. Lynn Lopucki, The Case for Cooperative Territorialism in International Bankruptcy, 98
MICH. L. REV. 2216 (2000); Westbrook, Theory and Pragmatism, supra note 7.
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practical matter. This is because, with a few key exceptions, the broad
architecture contemplated by the UNCITRAL Model Law, the UNCITRAL
Legislative Guide, and the EU Regulation are broadly consistent with either
approach. The next phase of reform—addressing the problem of corporate
groups—however, will place the differences in high relief.
The model law is silent with regard to the law to be applied in main and
ancillary cases. The assumption, of course, is that the forum court (main or
ancillary) will apply its own law. But this leaves open a question, familiar
to first-year law students in the United States confronted with the Erie
decision: does that law include the forum’s own choice-of-law principles?25
To put it another way, under its domestic bankruptcy law, does a forum
court have the authority to apply foreign law to a legal question? If the
answer is yes, then a further question arises: which choice-of-law questions
are determined by choice of forum or lex fori, and which choice-of-law
questions are determined by the location of the cause of action itself or lex
situs? The EU Insolvency Regulation and the Legislative Guide are not
silent on this point, and the approach they follow has caused some practical
problems. 26
A. CHOICE-OF-LAW UNDER THE EU REGULATION AND
LEGISLATIVE GUIDE
The current approach to choice-of-law in cross-border bankruptcies is
hobbled by an anachronistic view of the distinction between substance and
procedure. 27 It is axiomatic that a forum court should apply its local
procedural law to a case. Forum choice determines choice of procedure. By
contrast, the governing law with regard to substantive rights is determined
by the location of the claim, or, where property based claims are involved,
by the location of the property. Bankruptcy law has historically been
viewed as procedural, and, therefore, choice of forum has dictated the
choice of applicable bankruptcy law.

25. Erie R.R. v. Tompkins, 304 U.S. 64 (1938); Klaxon v. Stentor, 313 U.S. 487 (1941).
26. Article 4 of the EU Reg (EU Insolvency Regulation, supra note 1, art. 4) and
recommendations 31–34 of the Legislative Guide (UNCITRAL LEGISLATIVE GUIDE, supra note
5, recs. 31–34) do create problems for Universal Proceduralism, and they are the focus of the
discussion below.
27. Paradoxically, in the US, the “bankruptcy is procedural” argument has been seized by
bankruptcy minimalists to argue that domestic bankruptcy law should be limited to the procedures
necessary for administering the debtor’s assets. THOMAS JACKSON, THE LOGIC AND LIMITS OF
BANKRUPTCY LAW (2001); Charles W. Mooney Jr., A Normative Theory of Bankruptcy Law:
Bankruptcy As (Is) Civil Procedure, 61 WASH. & LEE L. REV. 931 (2004). By contrast, in the
cross-border bankruptcy context, the procedural nature of bankruptcy law has been embraced by
bankruptcy maximalists to enforce centralization in the main case. See, e.g., Jay Lawrence
Westbrook, Locating the Eye of the Financial Storm, 32 BROOK. J. INT’L L. 1019 (2007).
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But the formal designation of bankruptcy law as procedural breaks
down under modern practice. Rules relating to priority, treatment of
contracts, avoidance, and governance all reside within modern bankruptcy
statutes, and the effects of those rules are quite substantive.28 Nonetheless,
the modified universalist clings to the historical classification of bankruptcy
as procedural and embraces the category creep. If bankruptcy law is
formally categorized as procedural, then forum choice determines
applicable law. Westbrook has argued, for example, that the major aspects
of bankruptcy law—control, priority, avoidance and bankruptcy policy—
should all be determined by forum choice.29 The existing instruments, as
well, continue to treat bankruptcy law as a procedural black box.30
The Legislative Guide embraces a broad view of lex fori concursus.
Recommendation 30 states clearly that the forum court should apply its
private international law (choice-of-law) rules to determine the validity of
claims: “The law applicable to the validity and effectiveness of rights and
claims existing at the time of the commencement of insolvency proceedings
should be determined by the private international law rules of the State in
which insolvency proceedings are commenced.”31
However, the forum’s bankruptcy law will govern the treatment of
those claims in an insolvency proceeding. Recommendation 31 states: “The
insolvency law of the State in which insolvency proceedings are
commenced (lex fori concursus) should apply to all aspects of the
commencement, conduct, administration and conclusion of those
insolvency proceedings and their effects.”32
There are a number of exceptions to this rule—for labor claims,
settlement of payments and a few others—but the rule is clear, the forum’s
bankruptcy law is treated as unitary. Indeed, Recommendation 34 brings the
point home, stating, “[a]ny exceptions . . . should be limited in number and
be clearly set forth or noted in the insolvency law.”33

28. 11 U.S.C. § 507 (priority), § 365 (executory contracts), §§ 544–550 (avoidance), §§ 321–
333 (governance) (2012).
29. Westbrook, Locating the Eye of the Financial Storm, supra note 27, at 1021 (“The close
integration among bankruptcy rules and policies in each jurisdiction applies to the big four of
bankruptcy policy: control, priority, avoidance, and reorganization policy.”). See also Westbrook,
Theory and Pragmatism, supra note 7; Jay Lawrence Westbrook, Choice of Avoidance Law in
Global Insolvencies, 17 BROOK. J. INT’L L. 499 (1991).
30. UNCITRAL LEGISLATIVE GUIDE, supra note 5, recs. 30–34; EU Insolvency Regulation,
supra note 1, arts. 3–4.
31. UNCITRAL LEGISLATIVE GUIDE, supra note 5, rec. 30.
32. Id. rec. 31.
33. Id. rec. 34.
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The EU Reg takes a similar approach. Article 4 provides:
Save as otherwise provided in this Regulation, the law applicable to
insolvency proceedings and their effects shall be that of the Member State
within the territory of which such proceedings are opened, hereafter
referred to as the ‘State of the opening of proceedings’.34

Again, there are exceptions, and the list is somewhat longer than in the
Legislative Guide, but the basic approach is that the forum court will apply
its own bankruptcy law, lock, stock, and barrel.
This approach has led to a paradox under both the EU Reg and the
Model Law. On the one hand, a debtor’s foreign assets and claims are dealt
with in the “main” case where the law of the COMI is applied for
distributional and other purposes. On the other hand, local creditors are free
to (and the administrator may need to) open a secondary or ancillary case.
Under the Model Law, the ancillary court would need to decide whether to
administer assets locally or send them to the main for central
administration.35 This decision would require a further determination as to
whether local creditor interests were “sufficiently” or “adequately
protected.” 36 Under the EU Reg, the secondary proceeding would
necessarily be a winding-up proceeding applying local law.37 Presumably,
only residual assets would be available for central administration.
This has created a difficult dynamic, particularly in Europe. Rescue,
going concern sale, or coordinated liquidation, can often only be
accomplished if one can avoid opening secondaries. Cases like Collins &
Aikman managed a workaround, but such a result would not have been
possible without the flexibility of a common law court.38 The Model Law
does not by its terms empower a court to engage in a choice-of-law inquiry,
so unless such power exists within local law, the baseline for “adequate
protection” would be local entitlements.
B. PROPOSAL FOR CHANGE
The Collins & Aikman approach has gained additional vitality as a
result of pending proposals to amend the EU Reg. 39 Those proposals, if
adopted, would codify a version of the Collins & Aikman approach. The
proposed amendments to the EU Reg give the administrator in the main
case the power to make a binding promise to foreign creditors that he would
34. EU Insolvency Regulation, supra note 1, art. 4(1).
35. 11 U.S.C. § 1521(a) (2012).
36. 11 U.S.C. § 1521(b). Chapter 15 uses the term “sufficient protection.” Article 21 of the
Model Law uses the term “adequate protection.”
37. EU Insolvency Regulation, supra note 1, art. 3(3)
38. Re Collins & Aikman Europe SA, [2006] EWHC (Ch) 1343 (Eng.). See supra text
accompanying note 16.
39. Proposal to Amend the EU Insolvency Regulation, supra note 19.
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match their hypothetical territorial distribution. 40 Second, the proposal
would give the administrator in the main case the power to offer that
promise as a defense to the opening of a secondary.41
The proposed amendments achieve this result in two statutory steps.
First, proposed Article 18(1) allows the liquidator to make a binding
promise to comply with a hypothetical territorial distribution, and allows
the court in the main proceeding to honor that promise:
The liquidator appointed by a court . . . . may . . . give the undertaking that
the distribution and priority rights which local creditors would have had if
secondary proceedings had been opened will be respected in the main
proceedings. Such an undertaking . . . shall be enforceable and binding on
the estate.42

Second, to give teeth to this promise outside the main jurisdiction, the
liquidator has standing to appear in a foreign jurisdiction to oppose the
opening of a secondary. In a case where the undertaking described above
has been given, the court in the non-main jurisdiction is strongly
importuned not to open a case:
Upon request by the liquidator in the main proceedings, the court referred
to . . . shall postpone the decision of opening or refuse to open secondary
proceedings if the opening of such proceedings is not necessary to protect
the interests of local creditors, in particular, when the liquidator in the
main proceedings has given the undertaking referred to in Article 18 (1)
and complies with its terms.43

While these two provisions are framed as procedural, they give the
liquidator the power to make a binding promise that might otherwise have
been beyond her power. There should be no mistake that the effect of this is
substantive. Courts will be required to interpret and enforce these
“undertakings,” and in order to do so, it will be necessary to make a
substantive determination—to calculate “the distribution . . . which local
creditors would have had if secondary proceedings had been opened.”44
The European Union is not the only place where this approach is
catching on. UNCITRAL has recognized that in its current work on
corporate groups and officers and directors’ obligations, the ability to
calculate and enforce a hypothetical territorial distribution through the use
of a synthetic secondary may facilitate cross-border administration of a

40.
41.
42.
43.
44.

Id. para. 28(a)(1).
Id.
Id.
Id. para. 34(2).
Id. para. 28(a)(1).
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bankruptcy case.45 It has also listed a project to harmonize choice-of-law
rules as an avenue for future work.46
Finally, the need for reform is highlighted by the inconsistent approach
to foreign law courts have followed using a comity-based approach. For
example, in Condor, the foreign representative of a Saint Kitts and Nevis
debtor exercised its foreign avoidance powers in a Chapter 15 case.47 In that
case, a foreign insurance company opened an ancillary case in the United
States, seeking to avoid a fraudulent conveyance to its U.S. subsidiary.48
The Fifth Circuit held that, while Chapter 15 does not grant a foreign
representative the U.S. Bankruptcy Code’s avoidance powers, the foreign
administrator could pursue an avoidance action using the avoidance powers
available under the law of the main jurisdiction, Nevis. By contrast, in
Qimonda, U.S. licensees of a German corporation were able to claim
protections available under the U.S. law limiting the debtor’s power to
reject intellectual property licenses even though the patents were held by a
German licensor, and German law, it was argued, would have allowed
rejection.49
The synthetic secondary/virtual territoriality approach embodied in the
proposed amendments to the EU Reg might alleviate the tension and
inconsistency embodied in the recent cases. However, these proposals also
turn modified universalism on its head by validating a virtual territorial
approach to distribution. In order to determine whether the promise is being
honored, it will be necessary to locate claims, assets, applicable bankruptcy
priorities, and applicable non-bankruptcy property rights. This is not
impossible, but it may be complicated. How to do so is discussed in the
next section.
C. LOCATING CLAIMS AND ASSETS FOR THE PURPOSE OF
DISTRIBUTION
Harmonizing choice-of-law rules for the purpose of distribution might
seem like a daunting task. However, some of the work has been done
already. The Global Principles for Cross-border Insolvencies of the
45.
46.
47.
48.
49.

Forty-fourth Session Working Group Report, supra note 20, para. 16.
Id. para. 24.
Tacon v. Petroquest Res. Inc. (In re Condor Ins. Ltd.), 601 F.3d 319, 323 (5th Cir. 2010).
Id. at 320. See also 11 U.S.C. §§ 1519–1521 (2012).
Jaffé v. Samsung Elec. Co., Ltd. (In re Qimonda), 737 F.3d 14 (4th Cir. 2013). Global
Rule 11 of the ALI/III Principles would apply the law of the “seat” of the IP owner (licensor) to
govern the IP license. AM. LAW INST., Global Rules on Conflict-of-Laws Matters in Insolvency
Cases, in TRANSNATIONAL INSOLVENCY: GLOBAL PRINCIPLES FOR COOPERATION IN
INTERNATIONAL INSOLVENCY CASES ann. at 200, r.11, (2012), available at
http://www.iiiglobal.org/component/jdownloads/finish/557/5932.htm [hereinafter Global Rules].
The court in Qimonda does not do a private international law analysis, however, so the question is
not definitively answered.
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American Law Institute and International Insolvency Institute offer a
template. The choice-of-law “Annex” to the ALI/III Principles articulates a
set of choice-of-law principles for cross-border cases. 50 In this section, I
will set forth the contours of the Annex approach—not to endorse it, but
simply to point out that a broadly intuitive approach to locating claims and
assets will work for the vast majority of questions faced by a bankruptcy
court. Broadly speaking there are four types of assets that concern us: (1)
real property; (2) tangible movables; (3) intangibles; and (4) property
whose ownership is registered in a registry. There are three types of claims
against the debtor that matter: (1) secured claims—in rem; (2) claims
against the debtor that are entitled to priority; and (3) claims against the
debtor that would be entitled to pari passu treatment.
1. Assets
The Annex suggests the following rules for locating assets. Real
property is located where it is physically located, unless there is a registry,
in which case it is located where the registry is located.51 Tangible movable
property is also located where it is physically located, unless it is in transit,
has been moved in a forum shop, is mobile goods, or is registered.52 If it is
in transit, it is located where it is going.53 If it was recently moved in a
forum shop it is located where it used to be.54 Registered property, tangible
or intangible, is located where the registry is located.55 These are common
sense rules, and predictable. Indeed, they track the approach followed in the
United States by Article 9 of the Uniform Commercial Code prior to the
2000 amendments.56 While there are rules for locating intellectual property
rights, labor contracts, executory contracts and stock,57 the Global Rules do
not have a general rule for locating intangibles. This would be a task for the
UNCITRAL project. One possibility would be to locate them where the
debtor is located (as does the Uniform Commercial Code). Another
approach might be to use general rules for locating contracts at the site of
the transaction, to the extent there are rules for doing that. In short, there
are a few intricacies, but the obstacle, if any, to a virtually territorial
approach is not the ability or inability to articulate predictable principles for
locating assets.

50.
51.
52.
53.
54.
55.
56.
57.

Global Rules, supra note 49.
Id. r. 6.
Id. r. 7, 8.
Id. r. 7.2(b).
Id. r. 14.
Id. r. 6, 8.
UCC § 9-301 (pre-2000).
Global Rules, supra note 49, r. 10–11, 19–20.
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2. Claims
The Annex suggests that claims should be located where the debtor is
located. 58 As a general rule, this makes sense, but it requires a bit of
unpacking and depends on the type of claim that we are talking about. The
overarching principle of universalism is that a creditor knows where a
debtor is located when they extend credit and can take that into account
when they loan. For most debt contracts, this rule works. Indeed, to the
extent that a pari pasu claim is involved, the creditor could presumably
have asserted that claim against the debtor wherever assets are located and a
foreign judgment would be recognized. The result is the same as treating
the claim as if it were located at the COMI. So far, the exercise of locating
claims is reasonably straightforward. For secured claims, however, the
property aspect of the transaction will often be governed by the location of
the collateral, not the debtor.59 Where priorities are involved as well, the
location of the debtor rule breaks down and the analysis becomes more
complicated. We will take these situations in order.
a. Secured Claims
Once an asset has been located, the inquiry becomes simple, up to a
point. Assets located in a particular jurisdiction are governed by the
property law and secured credit law of that jurisdiction. However,
bankruptcy law often alters the treatment of secured creditors, and thus one
must ask whether the bankruptcy law that governs the property rights of
secured parties is going to be the bankruptcy law of the jurisdiction where
the asset is located or the bankruptcy law of the jurisdiction where the
debtor is located. A territorialist would choose the former. A universalist,
the latter. A virtual territorialist would say that the main proceeding ought
to treat the assets located in a foreign jurisdiction in the same manner as
they would have been treated in a territorial case had one been opened.
58. Id. r. 9.
59. The bankruptcy treatment of the locally determined property right could, as a practical
matter, be handled under the bankruptcy law of the COMI or the jurisdiction where the property is
located. This is an important distinction. Whether the stay limits the rights of the secured creditor,
whether the property can be used or sold by the trustee, and the nature of adequate protection are
all bankruptcy questions, and determining the applicable bankruptcy law may be as important as
determining the applicable property law. In theory, this is one place where the modified
universalist and the universal proceduralist would appear to part ways. The modified universalist
would give universal effect to the bankruptcy law of the COMI. The universal proceduralist would
allow the local assets to be administered under local bankruptcy law (whether in a secondary or in
the main). As a practical matter, however, the difference may not be as great as it appears. The EU
Reg excludes most in rem rights from coverage by the choice of law rule in Article 4. EU
Insolvency Regulation, supra note 1, art. 4. The Legislative Guide advocates a broader approach
to lex fori, but as a practical matter, it is comity rather than choice of law that will determine
whether an ancillary or secondary court will acquiesce to the (foreign) main court’s assertion of
jurisdiction over local assets.
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This latter approach is synthetic, but the other approaches might give
rise to forum shopping by debtors for better bankruptcy treatment, or create
an incentive to open a secondary that might endanger cooperation and
coordination. The synthetic approach is followed by the Annex. Rule 15.1
states that “insolvency proceedings shall not affect the rights in rem of
creditors or third parties . . . in respect of . . . assets . . . which are situated
within the territory of another state at the time of the opening of
proceedings.”60 In other words, if a secondary is opened, then assets located
in that jurisdiction will be governed by the bankruptcy law of that
jurisdiction. Therefore, symmetry would require that, if no secondary is
opened, the main case should determine the treatment of the secured
creditor based on what would have happened had a secondary been
opened.61
b. Priority Claims
Jay Westbrook has written thoughtfully about the treatment of priority
claims in cross-border cases. He advocates an approach called “universal
priority.”62 Under that approach, the priority rules of the debtor’s COMI
would govern regardless of the location where the claim arose. The
difficulty with this approach is that some priorities are regulatory and local
in nature, such as employee priorities, or priorities linked to the local law of
fraud or local tort law. To apply foreign priorities might disturb the
incentives built into the local remedial scheme. As an alternative, wearing
his modified universalist hat, Westbrook suggests universal priority with
cross filing. In other words, the local priorities might be applied in the
ancillary, and then again in the main. This has the difficulty of potentially
proliferating priorities, and also granting a windfall to a creditor who might
earn a double priority. The virtual territorialist would instead situate the
contract claim based on ordinary choice-of-law principles, locating the site
of the contract, and granting the priority that would apply (if any) under
local law. Again, this is the approach followed by the ALI/III principles.
Principle 35 states that:
A claim that is governed by the law of a state other than that in which
insolvency proceedings are taking place should in principle have only the
priority it would have in a strictly territorial process conducted in the state

60. Global Rules, supra note 49, r. 15.1.
61. Here, the Annex deviates from the modified universalist approach. The modified
universalist would not do this. They would ask the ancillary to cooperate in administering secured
claims according to the bankruptcy law of the debtor’s COMI.
62. Westbrook, Universal Priorities, supra note 4.
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whose law governs the insolvency proceedings, and restricted to assets
located in that state.63

It is important to note, however, that this result is not mandated by the
Model Law or consistent with the Legislative Guide’s recommendations on
governing law.
c. Pari Passu Claims
For general unsecured claims, the modified universalist and the virtual
territorialist reach the same result. To the extent that the claim is a recourse
claim against the debtor, an unsecured creditor could pursue that claim in
any jurisdiction where the debtor had assets by domesticating the judgment
and seizing assets to the extent permitted by that jurisdiction’s laws. The
same would be true if a secondary were opened in that jurisdiction. Local
creditors might claim in the secondary, but foreign creditors as well could
claim through the foreign representative. The difference between the virtual
territorialist and the modified universalist disappears where pari passu
claims are involved, and the III/ALI principles recognize this through
Principle 34 which mandates recognition and allowance of claims across
jurisdictions.
One place where the Annex fails to achieve clarity is with regard to
bilateral contracts. Rule 19 of the Annex states that the law governing
bilateral contracts shall be the “jurisdiction of opening.” 64 This rule is
problematic, as the governing law may change depending on whether the
contract rights are being enforced in the “main” or the “secondary,” each of
which has its own “jurisdiction of opening.” This is precisely the confusion
that led to the dispute in Qimonda. 65 The modified universalist would
resolve this dispute by saying that the bankruptcy treatment of an executory
contract will be handled by the law applicable to the main case. The virtual
territorialist would choose instead the law of the jurisdiction to which the
contract has its greatest relation—the situs of the transaction. For what it’s
worth, in Qimonda the result of both inquiries would likely have been
Germany rather than the United States.66
The point here is, again, not to choose which result is right, but to
suggest that the exercise of choosing the applicable law is not futile.
However, where the two inquiries diverge, virtual territoriality would limit
the incentive to forum shop for the favorable rule.

63. Global Rules, supra note 49, r. 35.
64. Id. r. 19.
65. See Jaffé v. Samsung Elec. Co., Ltd. (In re Qimonda), 737 F.3d 14 (4th Cir. 2013); In re
Qimonda AG, 462 B.R. 165 (Bankr. E.D. Va. 2011).
66. See supra text accompanying note 49.
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d. Corporate Groups
A second place where territorialism reasserts itself, even for unsecured
non-priority claims is if the debtor has created foreign subsidiaries.
Subsidiaries limit the assets against which local creditors may claim. The
existence of territorial subsidiaries simplifies the choice of law inquiry in
some ways and complicates it in others. With regard to legal nonbankruptcy treatment and calculation of a hypothetical territorial
distribution, the existence of a subsidiary actually simplifies matters. Assets
and claims are more likely to be located in the same jurisdiction. Creditor
expectations may be linked more tightly to territorial assets. With regard to
bankruptcy treatment, this is a place where the gap between modified
universalism and virtual territoriality becomes quite wide. Corporate groups
pose a problem for the modified universalist, in that they undercut equality
of treatment, and lock in the asset/claim inequalities that pari passu
treatment washes away for a consolidated debtor. The universal
proceduralist would respect the corporate form and leave it at that. The
modified universalist would take a different approach depending on
whether the subsidiaries were truly operationally distinct or merely formal.
In the next section, I will explain why, as a practical matter, the divide may
not be as great as it seems, but for the moment, the difference seems quite
fundamental.
Corporate groups are not just a problem for equality of treatment. They
also complicate matters for centralized control. Officers and directors of
subsidiaries face a difficult question: should they answer to the corporate
parent and equity owner, or to local creditors (if the debtor is locally
insolvent)? These questions loom large for the modified universalist.
Should the interest of the group control the interest of the subsidiary? The
question is not complicated for the universal proceduralist. The duties of
directors and officers are determined by local law. The problem for the
universal proceduralist is whether centralized control and coordinated
governance is possible in the face of such conflicting duties.
But again, as I will explain in Part II, the difference may not be as great
as it seems. First, the clarity added by corporate groups may actually make
it easier to calculate a hypothetical territorial distribution, and hence a
baseline entitlement. This in turn will make it possible to distinguish the
territorial entitlement from the value that is created by coordinated
administration (and is a proper subject for bargaining). To the extent that
the value to the subsidiary (over and above the hypothetical territorial
distribution) can be quantified, this may actually help the directors explain
to local stakeholders and courts why it is the entity’s best interest to follow
the instructions of the corporate parent.
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D. ACTION ITEMS—CHOICE-OF-LAW IN CURRENT
INTERNATIONAL INSTRUMENTS
To the extent that it is deemed desirable to implement a choice-of-law
based approach to cross border cases as outlined above, it will be necessary
to make several adjustments to existing international instruments. The
Model Law does not discuss choice-of-law, and many civil law jurisdictions
that have adopted the Model Law might take the absence of authority as a
denial of the power to engage in a private international law inquiry. It might
be worthwhile for UNCITRAL to consider suggesting in its enactment
guide a provision empowering countries to engage in the sort of choice-oflaw inquiry described above where none exists under national law.
Similarly, Article 34 of the Legislative Guide calls for strict limitation to
the number of exceptions from the scope of bankruptcy law. 67 Thus, if
choice-of-law is to be considered for purposes of distribution to secured and
priority creditors, then it might be useful to add a subsection to Article 34 to
govern cross-border cases. Finally, to the extent that these rules for locating
assets and claims make sense, it might also make sense for UNCITRAL to
undertake a project that would encourage harmonization around these rules.
II. WHY BOTHER?
Locating claims and assets can be difficult. Asking courts to apply
foreign law can be confusing. Westbrook has argued that seeking to do so
will not increase fairness and may undercut the goal of coordinated
administration of cross border bankruptcy rather than furthering it.
Hopefully, the discussion above demonstrates that the task is not a fool’s
errand. The question remains: why bother? What is to be gained from the
effort to locate claims and assets for the purpose of distribution? In this
section, I will argue that the benefit of a virtual territorial approach is that
(1) it will facilitate rather than hinder cooperation by limiting incentives to
forum shop; (2) it will provide a global distributional baseline for
determining best interests (Pareto optimality); (3) it will provide a global
basis for distinguishing pre-bankruptcy entitlements from bankruptcycreated going concern value; and (4) it will mute the sovereignty objection
and thereby facilitate cooperation among courts.
Situating claims and assets is worth the trouble because it makes it
possible to calculate a hypothetical territorial liquidation that respects the
corporate form. This calculated hypothetical “local” distribution establishes
what a claimant would receive in the absence of a globally coordinated
administration. The amount that such a creditor would actually realize if
they resorted to local remedies is the baseline against which a proposed

67. UNCITRAL LEGISLATIVE GUIDE, supra note 5, art. 34.
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coordinated disposition can be judged. It also establishes the quantum of
firm value that is based on “entitlement,” and the benefits of coordinated
administration (or “transactional gain”) that is the proper subject of
bargaining.
A. THE ABSENCE OF GLOBAL CRAMDOWN
The generally accepted rationale for cross-border bankruptcy is that
coordinated governance of a multinational enterprise will maximize value
for stakeholders. 68 The greatest obstacles to value maximizing
restructurings are coordination problems and conflicts of interest. These
obstacles loom large in domestic cases, and even larger when one seeks to
coordinate the restructuring of a multinational enterprise. There is no
mechanism to bind (cramdown) dissenters across borders, and for that
reason most global reorganizations reach only financial creditors. Even
then, this coordination can only be achieved when the benefits of
coordination are very large. Therefore, the acid test of a global
restructuring regime is not the ability to gather assets, but the ability to
obtain recognition, across borders, of the automatic stay, and, even more
importantly, to bind a non-consenting claimant.
Comity and cooperation help in this regard, but, as has been discussed,
they require a local court to accept outcome differences that will often
implicate strongly held creditor interests and fundamental national policies.
The calculation of a hypothetical distribution in a territorial liquidation
provides the basis for a “justice” based claim to recognition, and undercuts
both the entitlement claims of local creditors and the sovereignty objection
of local courts.
B. GLOBAL BEST INTERESTS AND THE DISTRIBUTIONAL BASELINE
To confirm a Chapter 11 plan in the United States, one must satisfy the
so-called “best interests” test.69 Every creditor must receive at least what
they would have received in a hypothetical Chapter 7 liquidation. 70 In
cramdown, secured creditors are entitled to at least the liquidation value of
their collateral and unsecured creditors are entitled to their pro rata share of
the proceeds of the liquidated unencumbered assets before any junior
creditor can receive a distribution. 71 The condition is one of Pareto
optimality. It limits the cases where one can seek to reorganize, but it also
establishes the limit to one’s moral and legal entitlement to a firm’s value.

68.
69.
70.
71.

11 U.S.C. § 1501(a) (2012).
11 U.S.C. § 1129(a)(7).
11 U.S.C. § 1129(b)(2)(B)(ii).
11 U.S.C. § 1129(b).
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In a domestic bankruptcy, value above and beyond the liquidation value
is, in effect, created by the availability of a bankruptcy forum. While
creditors can force a liquidation using state law remedies, the ability to
preserve going concern value by reorganizing or conducting a going
concern sale is value created by federal bankruptcy law. 72 This same
distinction between liquidation-based entitlements and bankruptcy created
going concern value can be made with even more moral force in crossborder cases with regard to territorial entitlements. When a cross-border
enterprise fails, local creditors have the power to compel the liquidation of
local assets, but not more. The cross-border bankruptcy architecture created
by the Model Law, EU Reg and other international instruments is what
creates the possibility of rescue or coordinated liquidation.
This recognition of the limits of territorial entitlement goes a long way
toward minimizing the practical difference between the universal
proceduralist and the modified universalist. The modified universalist fears
that recognition of local entitlements will give local creditors a veto over
the treatment of local assets, or that local asset inequalities will hamstring
consensus on a coordinated disposition. This may be true in cases where the
benefits of coordination are small, but in such cases coordinated
administration may not actually be worth the trouble. The cases where
coordinated administration is important are the ones where the firm’s going
concern increment exceeds the costs of coordination.
The cost of territorialism is that this increment of value will be lost
because of the problem of territorial holdouts. The cost of modified
universalism is that this value may also be lost if secondaries must be
opened and outcome differences cause ancillary courts to resist or cooperate
only after a considerable fight. Unfortunately, neither cramdown nor Pareto
optimality are enshrined in the cross-border architecture. Local liquidation
value is not stated as a baseline entitlement, and there has not been a
mechanism, until now, to impose this limit on a non-consenting local
creditor.
The genius of the proposed amendments to the EU Reg is that the
combined effect of the undertaking contemplated by Article 18(1), and the
discretion granted to the local court by Article 29a(2) to decline to open a
secondary is to provide just such a mechanism for binding non-consenting
foreign creditors to decisions made in the main case. The prerequisite is
compliance with the global best interests standard described above.
This Pareto optimality condition stands in sharp contrast to the “rough
wash” in return for “transactional gain” rationale for comity in cross-border

72. Melissa Jacoby and I have made this point in a more detailed and systematic fashion
elsewhere. Melissa B. Jacoby & Edward J. Janger, Ice Cube Bonds: Allocating the Price of
Process in Chapter 11 Bankruptcy Cases, 123 YALE L.J. 862, 925 (2014).
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cases. The modified universalist instead turns to Kaldor-Hicks based
efficiency claims, and these are hard sells when the institutions for
enforcement are weak, as they are in the cross-border context. 73 The
concept of the hypothetical territorial liquidation, offered by the virtual
territorialist, offers a way to render the cross-border apparatus consistent
with the usual bankruptcy criterion of “best interests.”74 This is particularly
important where the court at the debtor’s COMI must obtain cooperation
through persuasion rather than command.
C. THE PRACTICAL POLITICAL EFFECTS OF A GLOBAL BEST
INTERESTS TEST
To make the point of the preceding section more concrete, creditors
often base their objections to reorganization on a supposed legal
entitlement, without realizing that legal entitlements have different practical
values in different contexts. This point is most easily demonstrated in
connection with a secured creditor who claims ownership of collateral and
objects to any disposition that she does not approve. As a practical matter,
her security interest may have a variety of values depending on the manner
of disposition. As a legal matter, in a cross-border case, a secured creditor
only has the power to insist on a territorial foreclosure under the procedures
of local law. An unsecured creditor only has the power to levy on assets and
sell them on the courthouse steps. It may be possible to obtain a higher
value for these assets if sold as a group, or if not sold at all, but this is not
necessarily value that the creditor has the power or right to realize.
One does not want purely theoretical legal entitlements to stand in the
way of a cooperative coordinated solution that would grant them a greater
actual distribution. The hypothetical territorial liquidation baseline gives the
debtor in the main case the ability to move past rough wash to transactional
gain in the individual case. The administrator can call the objector’s bluff
and say, “This is what you’d get if we liquidated. We’re offering you at
least that much.”
Where courts are involved, the ability to calculate a hypothetical
territorial liquidation also makes it possible to decide whether it is in the
best interests of the estate to open a secondary case, and to decide whether
the debtor’s proposed disposition of the estate complies with the
undertaking described in proposed Article 18(1) of the EU Reg. Under the
Model Law knowing the hypothetical territorial distribution would allow an

73. The condition of Pareto optimality requires that everyone be made better off, while the
Kaldor-Hicks efficiency criterion requires only that society as a whole be made better off, even if
some members of society are made worse off.
74. See Edward J. Janger, Virtual Territoriality, 48 COLUM. J. TRANSNAT’L L. 401 (2010).
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ancillary court to determine whether creditors’ expectations are being
sufficiently protected.
Once a distributional baseline has been calculated, however, it is
possible to distinguish claims of entitlement based on ownership of or
control over a portion of the estate from negotiations over reorganization
value (that only exists as a result of the ability to arrange a coordinated
cross-border disposition of those assets).
D. FORUM SHOPPING
In addition to establishing a distributional baseline, granting the main
proceeding the power to offer foreign creditors at least their hypothetical
territorial distribution reduces the stakes associated with forum choice and
the incentive to open secondaries. Therefore, to the extent that debtors still
engage in forum shopping, it is more likely to be based on the efficiency of
a nation’s bankruptcy statute and the expertise of a nation’s bankruptcy
courts than it is to be based on strategic gaming. Finally, to the extent that it
is necessary to open a secondary or ancillary proceeding, the incentive will
derive from the needs of estate administration rather than attempts to
capitalize on priorities or creditor rights available in the secondary
jurisdiction.
E. RESPECTING NATIONAL POLICY CHOICES
Differences among bankruptcy laws exist for a reason. Bankruptcy law
allocates the cost of business failure among various constituencies, and
different countries take different views of how these losses should be
allocated. Some countries think it is essential to fully protect employees.
Others care deeply about fraud victims, tax claimants, tort claimants, and so
on. The relative priority positions are different, but not necessarily
idiosyncratic. They have expressive content, and they also reflect a balance
that is dependent on rights and entitlements that may exist elsewhere in the
legal system. Similarly, governance rights are allocated differently in
different systems. Some bankruptcy cases are run for the benefit of
shareholders, some unsecured creditors, some secured creditors, etc. Again,
this allocation of governance rights is likely to be considered, and may be
balanced against other policy choices contained in the nation’s business
laws. Allowing the main court to respect the distributional baseline
described above also carries with it a respect of the policy choices made by
other countries.
F. CORPORATE GROUPS AND THE CORPORATE FORM
The concept of global best interests based on a hypothetical territorial
distribution also provides a way for cross-border bankruptcy to manage and
address the problem of corporate groups. It both limits the effects of asset
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inequality and limits the scope of conflicting duties faced by directors of
territorial subsidiaries.
1. Equality of Treatment
Indeed, Collins & Aikman was a group case, and the promised territorial
distributions in that case were based on the existence of subsidiaries in the
relevant countries. By locating claims and assets, and indeed subsidiaries, it
was possible to centrally administer a case at the debtor’s COMI while
respecting the corporate form. 75
One concern about the virtual territoriality/synthetic secondary
approach raised by Westbrook and also by Irit Mevorach is that recognition
of the corporate form with regard to assets and claims may elevate form
over substance for many firms that are functionally and operationally
centralized at the group-COMI. 76 Indeed, many groups manage cash
centrally, and Westbrook has described territoriality, in such situations, as
creating a sort of “asset roulette.”77 Using a “territorial liquidation” standard
as the baseline for entitlement considerably limits the extent to which this
will be a problem. A territorial claimant asserting local priority or security
would bear the burden of establishing that the particular asset would be
available for liquidation in the territorial case. This would considerably
reduce the size of such entitlements, and hence, the bargaining leverage of
the claimants against the subsidiary.
2. Governance: Clarifying Directors’ Duties in Reorganization
Cases
Another problem that has bedeviled cross-border bankruptcy cases is
that where a firm organizes through territorial subsidiaries, the fiduciary
duties of the directors, and potential obligations for wrongful trading may
demand that they open a secondary case, while they may receive
instructions from the corporate parent not to do so, and instead to cooperate
with the global case. Again, if one can calculate a hypothetical territorial
distribution, and promise to honor that distribution and/or share a portion of
the reorganization value, then the local directors can justify their decision to
follow instructions emanating from the main case by stating that it is
maximizing value for the local claimants against the local subsidiary.

75. See text accompanying note 16 supra.
76. Jay Lawrence Westbrook, Breaking Away: Local Priorities and Foreign Assets, 46 TEX.
INT’L L.J. 601, 606–09 (2011); Irit Mevorach, Cross-Border Insolvency of Enterprise Groups: The
Choice of Law Challenge, 9 BROOK. J. CORP. FIN. & COM. L. 226, 232–34 (2014).
77. Symposium, International Insolvency Symposium: The Priority Dilemma, 46 TEX. INT’L
L.J. 437 (2011) (quoting Professor Westbrook’s spoken remarks).
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CONCLUSION
In sum, the goal of this essay has been twofold. First, I seek to establish
that it is practically possible within a centrally administered case to
calculate a hypothetical territorial distribution that can be used to establish a
distributional baseline for claimants across jurisdictions. Second, I argue
that this hypothetical territorial distribution, based on a choice-of-law
approach, should form the basis for establishing the Pareto optimality of
distributions in a coordinated administration. This ability to distinguish
local liquidation value from going concern value will allow the debtor to
quantify the transactional gain associated with cross-border cooperation,
and further to quantify the transactional gain obtained by each claimant.
This ability to distinguish claims based on entitlement from claims that seek
to reallocate reorganization surplus will reduce the cost of comity, as
differences of outcome should disappear as a political and moral
consideration
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BEYOND CARVE-OUTS AND TOWARD
RELIANCE: A NORMATIVE FRAMEWORK
FOR CROSS-BORDER INSOLVENCY CHOICE
OF LAW
John A. E. Pottow*
The title of this Article purports to develop a normative framework for
cross-border insolvency choice of law. That can be a task of varying scope,
so at the outset any pretense of ambition for a wholly new choice of law
model should be dispelled. Indeed, at the most generalized level,
bankruptcy choice of law theory has already been fully ventilated in the
well-rehearsed universalism versus territorialism debates.1 And it has been
settled. The universalists, at least as a normative matter, appear to have
won: choice of law, as it is increasingly accepted, should be determined by
the debtor’s center of main interests (COMI). 2 But no sooner did the
universalists claim theoretical superiority than did they bow to concessions
animated by such pragmatic concerns as reality, begetting the nowdominant paradigm of modified universalism.3 One could argue this raises a
nomenclature question: is “modified universalism” an independent
normative theory for choice of insolvency law in cross-border proceedings
or is it merely a pragmatic gloss put on the universalist theory, which
retains the normative theoretical core?4 For purposes of this Article, I prefer
to cast modified universalism as its own normative theory. Modified
* © John A. E. Pottow, John Philip Dawson Collegiate Professor of Law, University of Michigan
Law School, 2014. Thanks to all participants at the symposium for comments and especially Pete
Osornio (Michigan J.D. Class of 2014) for research help. Ted Janger, the Center for the Study of
Business Law and Regulation at Brooklyn Law School, and the International Insolvency Institute
all get credit for the wisdom of the need for this symposium.
1. E.g., Lynn M. LoPucki, The Case for Cooperative Territoriality in International
Bankruptcy, 98 MICH. L. REV. 2216 (2000); Jay Lawrence Westbrook, Theory and Pragmatism in
Global Insolvencies: Choice of Law and Choice of Forum, 65 AM. BANKR. L.J. 457 (1991)
[hereinafter Westbrook, Theory and Pragmatism].
2. See U.N. COMM. ON INT’L TRADE LAW, MODEL LAW ON CROSS-BORDER INSOLVENCY
WITH GUIDE TO ENACTMENT AND INTERPRETATION, U.N. Sales No. E.99.V.3 (1997) [hereinafter
UNCITRAL MODEL LAW]; Council Regulation 1346/2000, On Insolvency Proceedings, art. 12,
2000 O.J. (L 160) 1 (EC) [hereinafter EU Insolvency Regulation].
3. See John A. E. Pottow, Procedural Incrementalism: A Model for International Bankruptcy,
45 VA. J. INT’L L. 935, 952 (2005) [hereinafter Pottow, Procedural Incrementalism]. Although as
others well note, universalism, “modified” enough, can dissolve into territorialism. Charles W.
Mooney, Jr., Harmonizing Choice-of-Law Rules for International Insolvency Cases: Virtual
Territoriality, Virtual Universalism, and the Problem of Local Interests, 9 BROOK. J. CORP. FIN.
& COM. L. 120, 132–35 (2014); see also Edward J. Janger, Silos: Establishing the Distributional
Baseline in Cross-Border Bankruptcies, 9 BROOK. J. CORP. FIN. & COM. L. 180, 189 (2014)
(noting that the EU proposals turn “modified universalism on its head by validating a virtual
territorial approach to distribution”) [hereinafter Janger, Silos]; Edward J. Janger, Virtual
Territoriality, 48 COLUM. J. TRANSNAT’L L. 401, 418 (2010) [hereinafter Janger, Virtual
Territoriality].
4. See generally Pottow, Procedural Incrementalism, supra note 3, at 952–53 (discussing
modified universalism’s outgrowth from universalism).
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universalism is more specifically a second-order choice of law theory. It
argues that the theoretical purity of universalism is desirable as a first-order
matter, but because that purity is not yet attainable and because incremental
advancement toward universalism is preferable to failed swings for the
fences,5 a second-order approach is warranted. This second-order theory is
mindful of pragmatic constraints and counsels that it is normatively
desirable to “modify” universalism with some territorialist concessions. 6
Thus, non-trivial accommodation of local law not only can but also should
be tolerated in cross-border insolvency proceedings.7
Viewed in this manner, modified universalism is a form of
incrementalism, a thus-far successful approach to cross-border insolvency
reform. As deployed in the UNCITRAL Model Law,8 chapter 15 of the U.S.
Bankruptcy Code, 9 and to a large degree the EU Insolvency
Regulation, 10 modified universalism is more specifically an instance of
procedural incrementalism, a form of incrementalism that moves for
gradually increasing subjugation of sovereignty on seemingly less
threatening, procedural matters as a form of acclimation to the imposition
of foreign law upon (or at least foreign court control over) domestic
insolvency proceedings.11 As operationalized, the modified universalism of
these current regimes finds doctrinal outlet in a presumptive universalist
choice of law rule—COMI lex fori concursus—but which backtracks with a
series of carve-outs under which local insolvency law can apply in nonCOMI states.12 We can thus fairly characterize the present state of affairs
even more specifically as a carve-out-based regime of modified
universalism.
If this assessment is correct, that modified universalism—the stipulated
normatively superior (at present) framework for cross-border insolvency—
pursues an incremental trajectory, then the question naturally arises: what is
the next stage along this uncharted but dimly perceptible path toward fuller
and complete universalism? Specifically, which carve-outs are ready for
retirement to yield to COMI-state law? The question is not merely one of
academic interest. UNCITRAL’s Working Group V has put the issue
squarely in the crosshairs by seeking input for reforms from scholars and
practitioners alike 13 with particular focus on choice of law issues
5. See id.
6. See, e.g., Jay Lawrence Westbrook, A Global Solution to Multinational Default, 98 MICH.
L. REV. 2276 (2000).
7. See, e.g., UNCITRAL MODEL LAW, supra note 2, art. 28.
8. UNCITRAL MODEL LAW, supra note 2.
9. 11 U.S.C. §§ 1501 et seq (2012).
10. EU Insolvency Regulation, supra note 2.
11. See Pottow, Procedural Incrementalism, supra note 3, at 952.
12. See EU Insolvency Regulation, supra note 2; 11 U.S.C. § 1501; UNCITRAL MODEL LAW,
supra note 2.
13. U.N. Comm. on Int’l Trade Law, Working Group V (Insolvency Law), Rep. on its 45th
Sess., Apr. 21–25, 2014, U.N. Doc. A/CN.9/803 (May 6, 2014).
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(recognizing that as just mentioned, at a grander level the universalismterritorialism debate is already one about choice of law).14
The purpose of this Article is two-fold. First, this Article seeks to
address the third-order choice of law considerations under present debate in
answering the question of what’s next. That is, accepting universalism as a
first-order normative theory, and then accepting modified universalism as a
second-order normative theory, how might we theoretically anchor—as a
matter of normative analysis—the best way to take the next step in
reforming a carve-out-based choice of law regime? Rather than rely upon
serendipitous fits and starts, which seem to drive the field to a certain extent
in directing the vector of carve-out reform, this Article proposes a
framework based on actual, defensive litigant reliance as the third-order
theoretical principle to guide the doctrinal development within modified
universalism. Second, this Article tries to flesh out some choice of law rules
that might flow from, or at the very least be consistent with, such a reliancebased normative framework. Because the prescriptive/evaluative aspect of
this Article builds upon current efforts, however, it is first necessary to
review the bidding of where cross-border insolvency reform has moved on
choice of law. This Article thus divides into these three parts—reviewing
the bidding, explaining the suggested framework, and assessing the current
proposals —and unfolds accordingly (with one interlude). The reader
should be forewarned before proceeding: we are deeply inside baseball
here. This is a technical paper for experts; it assumes substantial familiarity
with the subject matter of cross-border insolvency. You have been warned.
I.

REVIEWING THE BIDDING: CURRENT CROSS-BORDER
INSOLVENCY CHOICE OF LAW DEVELOPMENTS

Modified universalism makes “give-backs” to territorialists in order to
garner broader acceptance of projects like the EU Insolvency Regulation
and UNCITRAL Model Law. There are two broad mechanisms through
which these territorialist give-backs manifest themselves: choice of law
carve-outs and secondary proceedings. (Technically, as the unassailable Ian
Fletcher points out,15 the former mechanism—choice of law carve-outs—
can actually divide into two analytically distinct subsets: restriction on the
scope of lex fori concursus, 16 and explicit selection of non-lex fori

14. Pottow, Procedural Incrementalism, supra note 3, at 944 (“In a critical respect, the
‘problem’ of transnational insolvencies, at least at one level, might be nothing more than an
admittedly challenging choice of law issue: whose (policy-rich) laws of distribution, priority, and
avoidance should govern the insolvency of the multi-jurisdiction debtor?” ).
15. BOB WESSELS & IAN F. FLETCHER, AM. LAW INST., Global Rules on Conflict-of-Laws
Matters in Insolvency Cases, in TRANSNATIONAL INSOLVENCY: GLOBAL PRINCIPLES FOR
COOPERATION IN INTERNATIONAL INSOLVENCY CASES ann. at 200, 252–53 (2012), available at
http://www.iiiglobal.org/component/jdownloads/finish/557/5932.htm [hereinafter GP Annex].
16. E.g., EU Insolvency Regulation, supra note 2, art. 6.
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concursus for specific litigation matters, such as lex laboris. 17 While
conceptually discrete, however, these are both carve-outs from the
presumptive choice of law rule of lex fori concursus.) Let us first turn to the
latter territorialist mechanism of lex fori concursus disapplication—
secondary proceedings—in reviewing the current proposals to reform the
EU Insolvency Regulation (and cognate innovations) from a modified
universalist’s perspective.
A. SECONDARY PROCEEDINGS: A NECESSARY EVIL
Secondary proceedings, by contrast to the subject-specific choice of law
exclusion of a carve-out, are wholesale vetoes of the COMI lex fori
concursus, deploying what perhaps should be considered lex secondus.
More precisely, secondary proceedings allow application of a different
forum’s lex fori concursus upon the opening of the secondary proceeding in
the new forum. While commentators, and not without reason, have
characterized these secondary proceedings as enabling a local creditor veto
over COMI law, blackmail, etc., 18 secondary proceedings can also be
properly conceived, and perhaps even better conceived, as choice of law
carve-outs writ large (albeit contingent). That is, when (but only when) the
contingency arises that a local creditor possessing claims under local law
chooses to open a secondary proceeding, then (but only then) the COMI
state insolvency law will be presumptively displaced in favor of the local
state’s insolvency law: lex secondus. 19 (Chapter 15 allows parallel
proceedings under sections 1528–29, which are a looser form of secondary
proceedings but have the same flavor of allowing for the primacy of local
law, albeit in a territorially limited matter.)20
From a normative perspective, secondary proceedings present
something of an embarrassment to universalists. As I have argued
elsewhere, however, secondaries are a necessary evil: a pit stop on the road
17. Id. art. 10.
18. Janger, Silos, supra note 3, at 182 (describing secondary proceedings as the “functional
territorial [equivalent of] blackmail”).
19. Yes, I know, I am conflating choice of forum with choice of law. Jay Westbrook has
already admonished us to keep the two distinct, see Westbrook, Theory and Pragmatism, supra
note 1, at 461 (“[T]here is a difference between choice of forum, the explicit focus of the
universalist rule, and choice of law, a result of universalism often implicitly assumed.”), and he is
right, but as I have also already admonished, choice of forum can have, at times, important and
even dispositive effects on choice of law. See John A. E. Pottow, The Maxwell Case, in
BANKRUPTCY LAW STORIES 222, 229 (Robert K. Rasmussen ed., 2007). Furthermore, local
insolvency law can choose foreign law (including COMI law) on a transaction-by-transaction
basis, as was indeed the implication of Maxwell. In re Maxwell Commc’n Corp. plc by Homan, 93
F.3d 1036 (2d Cir. 1996).
20. 11 U.S.C. § 1528 (2012) (“The effects of such case shall be restricted to the assets of the
debtor that are within the territorial jurisdiction of the United States . . . .”); 11 U.S.C. §
1529(2)(B) (“[I]f such foreign proceeding is a foreign main proceeding, the stay and suspension
referred to in section 1520(a) shall be modified or terminated if inconsistent with the relief granted
in the United States.”).
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toward universalism that was required to secure the buy-in of skeptical
states. 21 For the modified universalist, secondary proceedings should be
tolerated, but they should be slowly, in successive waves of reform,
restricted in scope.22
As a self-described universalist, I may have surprised some in seeming
not just to apologize for but to applaud secondary proceedings.
Specifically, I have endorsed the use of so-called “synthetic secondary
proceedings” to treat foreign creditor priority claims in the COMI forum “as
if” (to use Bob Wessel’s terminology)23 secondary proceedings have been
opened. 24 There are reasons for this seeming capitulation. Synthetic
secondaries are welcome in my view because they both reduce the valuegobbling transaction costs of local proceedings and cabin the scope and
incidence (by pre-emption) of true secondary proceedings. With increasing
disuse of true secondaries will likely come increasing acceptance of COMIstate law more generally, and so synthetic secondaries are a territorialist
step backward for a universalist leap forward. 25 Ted Janger calls these
proceedings an application of “virtual territoriality” 26 and others have
offered the even more evocative label of “virtual contractual secondary
proceedings.”27 Although we vary in our enthusiasm, we all arrive at the
same place: all agree that synthetic secondaries are better than full
secondaries (three cheers for the Collins & Aikman case, and more for
Nortel),28 but even better would be no secondaries at all.

21. John A. E. Pottow, A New Role for Secondary Proceedings in International Bankruptcies,
46 TEX. INT’L L.J. 579, 584 (2011) [hereinafter Pottow, Secondary Proceedings] (“In sum, the
most accurate understanding (from the normative perspective of a universalist) of secondary
proceedings is that they are a necessary evil. They are required to dampen territorialist and
competitive impulses.”).
22. Id. at 589 (declaring that future reform efforts should limit the scope of secondary
proceedings to real property disputes, disputes where local judicial authority is needed to exercise
equitable or other non-monetary bankruptcy-related relief, and other extraordinary circumstances
pursuant to some safety valve escape clause).
23. Bob Wessels, Contracting Out of Secondary Insolvency Proceedings: The Main
Liquidator’s Undertaking in the Meaning of Article 18 in the Proposal to Amend the EU
Insolvency Regulation, 9 BROOK. J. CORP. FIN. & COM. L. 63, 76 (2014).
24. Pottow, Secondary Proceedings, supra note 21, at 584 (“In other words, all that is
advocated is a centripedal push of the activity of putative secondary proceedings to resolution in
the COMI, without necessary change in actual outcome.”).
25. Aggressive universalist that I am, even I allow for secondary proceedings for certain
matters such as in rem real property disputes, equitable proceedings under local law, etc. Id.
26. Janger, Virtual Territoriality, supra note 3.
27. Michael Menjucq & Reinhard Dammann, Regulation No. 1346/2000 on Insolvency
Proceedings: Facing the Companies Group Phenomenon, 9 BUS. L. INT’L. 145, 154 (2008) (using
the phrase “virtual contractual secondary proceedings” to describe the practice of providing
creditors the same treatment as if secondary proceedings had been opened).
28. Re Collins & Aikman Europe SA, [2006] EWHC (Ch) 1343; Re Nortel Networks SA &
ORS, [2009] EWHC (Ch) 206.
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B. SECONDARY PROCEEDINGS: DOUBLING DOWN ON EVIL?
Taking secondary proceedings as here for now, the current wave of EU
reform—the proposals to amend the Regulation (ping-ponging back and
forth between the EU Commission, Council, and Parliament) 29 —builds
upon the assumption these proceedings will remain part of the procedural
landscape for some time. The amendments, however, seek to “drastically”
change the way secondary proceedings are to be used,30 but in a way that
might give a universalist heartburn, namely, by expanding their incidence.
Initially, this sounds like bad news for the modified universalist, but upon
reflection the expansion as proposed should be encouraged. First,
expanding the use of secondaries to non-liquidation purposes means that if
the (normatively regrettable) local law veto is exercised, it at least need not
lead to the winding up of the multinational subsidiary.31 Second, and more
importantly, the expansion of the powers of the primary liquidator
(insolvency representative) strengthens the notion of what I have called
“jurisdictional hierarchy,” by expressly increasing the domains in which the
COMI officer has dominance over the secondary proceeding officers,
especially in corporate group proceedings.32 For example, the first right to
propose a group-wide plan of reorganization vested in the COMI officer
mirrors the U.S. chapter 11 concept of exclusivity that is specifically
designed to empower debtors-in-possession in the domestic reorganization
context.33 Third, and perhaps most exciting from a theoretical perspective,
the recitals from the EU amendments contain all sorts of language (albeit in
the maddening, compromise-laden generalities that constitute legal Eurospeak) that recognize the ugly side of secondary proceedings. Thus, while
there is still some encomium about the grand importance of protecting local
creditors, there is also candid assessment that secondary proceedings can
“hamper” reorganizations.34

29. See Proposal for a Regulation of the European Parliament and of the Council Amending
Council Regulation (EC) No 1346/2000 on Insolvency Proceedings, COM (2012) 744 final (Dec.
12, 2012) [hereinafter Proposal]; Draft Report on the Proposal for a Regulation of the European
Parliament and of the Council Amending Council Regulation (EC) No 1346/2000 on Insolvency
Proceedings, COM (2012) 0744 (Dec. 20, 2012) (Parliament Draft Report).
30. Wessels, supra note 23, at 87.
31. Proposal, supra note 29, para. 5 (“[T]he requirement that secondary proceedings must be
winding-up proceedings should be abolished.”).
32. Pottow, Secondary Proceedings, supra note 21, at 583.
33. Proposal, supra note 29, para. 45, art. 42(d)(1)(c) (empowering the liquidator with the
right “to propose a rescue plan . . . for all or some members of the group for which insolvency
proceedings have been opened and to introduce it into any of the proceedings opened with respect
to another member of the same group”); 11 U.S.C. § 1121(b) (2012) (“Except as otherwise
provided in this section, only the debtor may file a plan until after 120 days after the date of the
order for relief under this chapter.”).
34. Proposal, supra note 29, para. 12, recital 19(a) (noting that the opening of secondary
proceedings can “hamper the efficient administration of the estate”).
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C. SUMMARY: DUBIOUS REFORM IN SEARCH OF A NORMATIVE
ANCHOR
Assessing the direction of the circulating EU amendments from a
modified universalist perspective leads to a middling but passing grade
regarding the change in the role of secondary proceedings. True, the recitals
starting to call out the potential evils of secondaries are a step in the right
direction, but some disappointments remain. At the most basic level,
secondaries persist as an instantiation of choice of law veto. Additionally,
and perhaps more importantly, there does not seem to be serious movement
in the choice of law provisions; none of the amendments confronts the issue
of the carve-outs from lex fori concursus. And most troublingly from the
vantage of this Article’s ambitions, there is no apparent normative compass
guiding these reforms. That is, for synthetic secondaries, the report simply
recognizes generalized feedback from respondents to questionnaires
expressing “dissatisfaction” with secondary proceedings; 35 it cites the
success of Collins & Aikman as a workaround,36 but then shies away from
striking a new path guided by a strong normative vision. Rather, the
amendments seem to have restricted their changes to secondary proceedings
(and other choice of law provisions) to the level of housekeeping: necessary
and deft cleanups, to be sure, but nothing moving the ball forward in any
significantly normative way. 37 This restricted scope is perhaps not
surprising given the touchiness with which choice of law gets treated in
insolvency. Consider the voluminous Legislative Guide (LG) propounded
by UNCITRAL.38 While generally not bashful about offering prescriptive
recommendations for domestic insolvency laws for countries seeking to
update their regimes (including such micromanagement as spelling out
super-majoritarian voting rules in reorganization proceedings), 39 the LG
does not touch choice of law with a ten-foot pole, other than meekly
suggesting that if countries want to persist in having priority payment
provisions for preferred creditors in local law, they should minimize those
unwelcome attributes of a bankruptcy law regime.40

35. Id. at 4 (noting that “half of the respondents were dissatisfied with the coordination
between main and secondary proceedings.”).
36. Id. at 7.
37. I know, housekeeping was essentially the scope of its mandate, id. at 3 (noting that, after
consultation with stakeholders and receipt of results of studies, improving efficiency was the
primary objective of the revision of the Insolvency Regulation), so I’m not blaming the
technocrats here—in fact, I think they did a great technocratic job. Ten points for Ravenclaw.
38. U.N. COMM’N ON INT’L TRADE LAW, UNCITRAL LEGISLATIVE GUIDE ON INSOLVENCY
LAW, U.N. Sales No. E.05.V.10 (2005) [hereinafter UNCITRAL LEGISLATIVE GUIDE].
39. Id. recs. 145–151.
40. Id. rec. 187 (“The insolvency law should minimize the priorities accorded to unsecured
claims.”). I would translate this into more direct speech thus: “We all know they’re just gravy
trains for favored local lobbies, so if you have no shame and include them in your bankruptcy
laws, at least be discreet about it and don’t do it too much.”
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D. FUMBLING TOWARD NORMATIVITY: THE GLOBAL PRINCIPLES
ANNEX
All of this discussion should lead the knowledgeable reader to want to
explore the Global Principles Annex (GP Annex), with its comparatively
ambitious agenda for a choice of law regime to supplement the EU
Insolvency Regulation. 41 There, carve-outs abound as the modified
universalist approach to choice of law.42 The GP Annex is certainly a bold
innovation, but at the same time it too is unnecessarily timid in its embrace
of modified universalism. That is, by its own terms, it worries that perhaps
the provisions of EU Insolvency Regulation, and certainly the choice of law
suggestions in the LG, are too universalist for international rollout, having
too few carve-outs from COMI insolvency law for the Reporters’ comfort.43
In that sense, the GP Annex is a theoretical step backward.44 Indeed, this
reveals the greatest risk with an incrementalist reform system (procedural or
otherwise). The glass half full narrative is that modest reforms will tear
down sovereign mistrust and participant-actors’ skepticism of the evils of
applying foreign insolvency law. The half empty narrative, however, is that
these modest reforms will get readily enacted with self-congratulatory backslapping but then stall without further progress when the truly difficult
sovereignty concessions have to be made (e.g., selection of priority and
distribution rules).45 Worse, “critical carve-out mass” might be reached that
encourages protectionist-minded lobbyists to seek to add their own carveouts into the mix, resulting in rent-seeking chaos and the loss of any
universalist core.46
Viewed from the half empty perspective, it is easy to dismiss the GP
Annex as “just a bunch of carve-outs” and bemoan its increased carve-out
usage when compared with other instruments. But that would be a mistake.
Carefully analyzed, the carve-outs have a common normative thread.
Indeed, the painstakingly crafted Comments and Reporters’ Notes to each
41. GP Annex, supra note 15, Statement of the Reporters.
42. E.g., id. r. 19–21 cmt. (“Based on perceived impressions of the importance of certain social
policies and on several high-profile court cases, the Reporters believe that a [carve-out] rule of
global application should be proposed with regard to current contracts of employment in case of
the insolvency of the employer.”).
43. Id. Statement of the Reporters (“With respect, the Reporters consider that so limited a
range of exceptions to the dominant role of the lex concursus is unlikely to prove commercially
convenient or acceptable to the majority of parties engaged in international trade and business,
given the present stage of uneven development of national laws governing such sensitive matters
as security interests, set-off, and transaction avoidance.”).
44. Of course, the Reporters will fairly retort that they score a huge victory in scope—the
intended reach of the GP Annex is to be universal, not just European—and so it can be argued that
with wider scope and exposure to more diverse legal systems comes a necessary reduction in
ambition regarding acceptance of universalist choice of law principles.
45. See Pottow, Procedural Incrementalism, supra note 3, at 1012 (“[I]t might well be that as
the cession of sovereignty gets increasingly painful, states will reach a balking point.”).
46. As an example, see The Innovation Act, H.R. 3309, 113th Cong. § 6(d) (2013), enacted as
11 U.S.C. § 365(n).
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Rule in the GP Annex demonstrate that the drafters were trying to anchor
each carve-out in a justified principle of insolvency or commercial law
policy.47 The proposal of this Article is to draw that common normative
thread out into the open and propose a unifying theme. Thus, this Article
contends that the better approach is to use this normative vision to guide
from the top-down an analysis of which, if any, carve-outs should exist
from a strong lex fori concursus rule in a modified universalist regime,
rather than justify which, if any, current carve-outs are theoretically
defensible from a bottoms-up, issue-by-issue approach.48
II. PROPOSED NORMATIVE FOCUS: PROTECTING
DEFENSIVE RELIANCE INTERESTS.
As a clarifying reminder, the normative focus proposed in this next
section presupposes a modified universalist insolvency regime. That is, the
most top-level normative framework is stipulated to be universalism; the
transactional gains and operational simplicity are taken as givens in need of
no further theoretical defense.49 But the modified universalist system allows
clawback from this ideal, and as currently operationalized, that clawback is
by way of carve-outs. Thus, the “lower-level” focus of this normative
discussion is how best to design and identify the appropriate carve-outs.
A. FIRST PRINCIPLES: PARTY RELIANCE
As a starting point, then, we might blend the normative into the
descriptive and examine the current carve-outs of the status quo (at least the
status quo of current reform proposals). Looking at Rules 15 through 23 of
the GP Annex that permit carve-outs to the lex fori concursus, such as “in
rem” (security); 50 labor contracts; 51 set-off defenses; 52 and voidable
transactions, 53 it is submitted that a common theme of reliance can be
divined. For example, the avoidance carve-outs protect the party accused of
a voidable transaction’s defense to avoidance available under local law.54
The presumed reliance of a local worker to the protections accorded under
domestic insolvency law is similarly vindicated.55 Broadening the focus of
reliance to ex ante business expectations, it can also be argued (at least
plausibly) that secured lenders equally rely upon the insolvency protections
47. GP Annex, supra note 15, cmts. passim.
48. The GP Annex takes a bottoms-up approach under this taxonomy.
49. See, e.g., Westbrook, Theory and Pragmatism, supra note 1, at 466; Lucian Arye Bebchuk
& Andrew T. Guzman, An Economic Analysis of Transnational Bankruptcies, 42 J.L. & ECON.
775 (1999).
50. GP Annex, supra note 15, r. 15.
51. Id. r. 20.
52. Id. r. 17.
53. Id. r. 22.
54. Id.
55. Id. r. 20.
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of transaction-state law regarding rights upon default.56 Thus, the carve-outs
from strict application of lex fori concursus can each, to a greater or lesser
extent, be justified as protecting this “local law reliance interest.” This
should not be a provocative position; the Reporters themselves frequently
cite reliance interests in their commentary.57
Accordingly, I propose that rather than have a reliance tail wagging the
choice of law carve-out dog, we should promote reliance to the status of
dog proper: reliance should become the necessary and (nearly) exclusive
justification for a choice of law carve-out. That is, a more theoretically pure
approach to insolvency choice of law would be to have a global rule that
whenever a party to a transaction actually and reasonably relies upon the
provisions of domestic insolvency law, that substantive law should govern
resolution of an insolvency-related dispute. That pure a rule, however, is
unlikely to come about. Even setting aside administrability concerns for
present discussion, such a party-focused rule would be a radical departure
from the interest-focused analysis of modern choice of law rules in many
legal systems.58 Indeed, it even seems like a reversion to the vested rights
approach of a bygone era, 59 perhaps prompting concern by private
international law scholars that this would be the worst of all possible
worlds.60
Let me nevertheless defend this seemingly provocative normative
stance from such global attack. First, “contacts”—really, state-based
reliance interests—are not the proper reliance interests that should be
protected in insolvency choice of law rules. (In earlier work, I have argued
for a general carve-out in favor of local state insolvency law as a bone to
throw to territorialists in the truest pragmatic spirit of modified

56. Id. r. 15–16 cmt. (“The extent to which the rights of a secured creditor are capable of being
affected by the debtor’s insolvency is an essential aspect of the creditor’s assessment of the net
risk to which he is exposed, and can have a significant bearing upon the decision whether to
extend credit, and if so, on what terms.”).
57. Id. Statement of the Reporters (describing the “enhanced certainty and predictability of . . .
outcomes” as “a worthwhile goal”).
58. See, e.g., RESTATEMENT (SECOND) OF CONFLICT OF LAWS § 6 (1971) (articulating a “most
significant contacts” test); see also id. cmt. c (articulating the principle that the law of the
jurisdiction with the “most significant relationship” to a dispute should govern).
59. See RESTATEMENT (FIRST) OF CONFLICT OF LAWS § 1 (1934).
60. See, e.g., J.H.C. Morris, Law and Reason Triumphant, or How Not to Review a
Restatement, 21 AM. J. COMP. L. 322, 330 (1973) (calling the Restatement (Second) of Conflicts
“the most impressive, comprehensive and valuable work on the conflict of laws that has ever been
produced in any country, in any language, at any time.”). However, the Restatement (Second) has,
much as its predecessor, faced considerable criticism. See, e.g., Douglas Laycock, Equal Citizens
of Equal and Territorial States: The Constitutional Foundations of Choice of Law, 92 COLUM. L.
REV. 249, 253 (1992) (“Trying to be all things to all people, [the Restatement (Second) of
Conflicts] produced mush.”); Symeon C. Symeonides, The Need for A Third Conflicts
Restatement (and A Proposal for Tort Conflicts), 75 IND. L.J. 437, 448 (2000) (“Courts need and
are entitled to more guidance than either the Second Restatement or the iconoclastic literature of
the last two decades have provided.”).
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universalism, 61 but here I am engaging in a more theoretically pure
analysis.) Indeed, state interests are already well protected in the standard
escape clause public policy exceptions within the universalist choice of law
regimes,62 so it is hardly fair to suggest that party-focused reliance leaves
state public policies out in the cold. Second, as will be revealed below, I am
not necessarily against “presumed” party reliance as a back-door protection
of state interests in certain policy-sensitive areas, such as labor rights, that
have traditionally bedeviled multinational insolvency proposals. 63 (Some
might label this a fudge, and there may be some force to that criticism, but I
will counter their purity with pragmatism.) Accordingly, I am trying to
capture the fairness-oriented concerns undergirding some, if not all, of the
GP Annex exceptions in suggesting that party reliance—and not state
reliance—should be elevated to become the proper focus of attention in
crafting choice of insolvency law carve-out rules within a modified
universalist system.
B. SECOND PRINCIPLES: DEFENSIVE RELIANCE
Even if the theoretical purity of an exclusively reliance-based choice of
law regime could overcome pragmatism objections, it would still encounter
challenges based on the multi-party nature of bankruptcy law. Consider, for
example, avoidance law. Creditor A, recipient of a voidable preference
under COMI-state law, pleads that under the private international law rules
of her state the obligation would be covered by home-state law, and under
home-state law she has an absolute defense to avoidance. The GP Annex
accommodates this “defendant reliance” by exempting the application of
COMI state avoidance law to “save” the defendant from liability and
thereby protect A’s legitimate legal expectations.64 An intrinsic fallacy with
this approach, however, is a vividness focus on A’s interest to the extent of
61. John A. E. Pottow, Greed and Pride in International Bankruptcy: The Problems of and
Proposed Solutions to “Local Interests”, 104 MICH. L. REV. 1899, 1939 (2006) [hereinafter
Pottow, Greed and Pride].
62. E.g., 11 U.S.C. § 1506 (2012) (“Nothing in this chapter prevents the court from refusing to
take an action governed by this chapter if the action would be manifestly contrary to the public
policy of the United States.”).
63. See EU Insolvency Regulation, supra note 2, rec. 11 (noting that the varying views on
rights in rem and contracts of employment make it impractical to introduce insolvency
proceedings that are universal in scope).
64. The GP Annex contains three examples demonstrating the application of Global Rules 22
and 23. Two of those examples illustrate how the GP Annex “saves” creditors who rely on a
certain state’s law from the application of COMI law. GP Annex, supra note 15, r. 22–23 cmt.,
Reporters’ Notes. Example (a) is the quintessential example of a creditor who relies on local law
being saved from the application of COMI law by the GP Annex. Example (c) provides an
example of how the GP Annex saves a creditor who structures a transaction relying on usage of
trade, rather than local law. By contrast, example (b) illustrates how the GP Annex does not
“save” creditors who do not rely on either local law or usage of trade. Instead, the GP Annex
dictates that COMI law should apply if the only motive for structuring a transaction is to avoid the
application of avoidance law.
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diffuse-parties B through Z’s interests, represented by a bankruptcy trustee,
liquidator, etc. Creditors B through Z surely have a fair retort that under
COMI law they legitimately expect a bankruptcy estate will not be unfairly
depleted by transactions of the sort that A just protected. Yet the GP Annex,
following all major reforms to date, protects A at the expense of B through
Z in the name of reliance.
The vividness (or perhaps salience) bias of concentrated losses versus
diffuse gains is not hard to understand in the realm of voidable transactions:
the creditor who writes the cheque back to the bankruptcy estate smarts; the
other creditors, whose unsecured dividend increases marginally as a result,
may barely notice. To be sure, some gains are too diffuse to count: when a
criminal defendant’s rights are violated securing a wrongful conviction, we
generally do not talk about the diffuse gain received by having someone
dangerous off the street. The real question, then, for bankruptcy, is not just
what a given party relies upon in arranging its legal affairs, but whether that
expectation is concentrated enough that it warrants special protection in the
face of countervailing antithetical expectations of myriad other parties that
will necessarily be compromised. Thus, mere incantations of “reliance,” on
their own, cannot suffice to justify automatic legal protection; more
searching scrutiny is required.
To help sort the types of reliance and find those sufficiently special to
warrant choice of law protection in bankruptcy, a subsidiary consideration
might be deployed: whether the expectation should be considered
“affirmative” or “defensive.” Let us revisit the sympathy one might have
toward the voidable preference defendant.65 It is not just the concentration
of loss upon the party that inclines us to offer protection but also the fact
that it is a loss and not a gain. To be sure, technically this is swapping one
cognitive bias (vividness) for another (endowment). But the law, perhaps to
the lament of economists, privileges loss aversion in all sorts of ways that
differ from gain protection. 66 I build happily upon that scaffolding in
submitting that the sympathy accorded a voidable transaction recipient
might markedly exceed that accorded, say, a secured transaction lender who
was “legitimately expecting” State A’s law to allow it to have unqualified
priority in insolvency and who would be disappointed to find that an
insolvency proceeding under (COMI) State B’s law might surcharge that
priority. The loss of a potential priority seems a different order of
expectation to protect than being tagged with civil liability to disgorge a

65. Preference recipients are especially sympathetic under U.S. law because of their lack of
culpability. See 11 U.S.C. § 547 (voiding preference transfers under a strict liability regime).
66. See, e.g., Eyal Zamir, Loss Aversion and the Law, 65 VAND. L. REV. 829 (2012) (noting,
for example, how the loss-focused law of tort gives rise to greater remedies than the law of unjust
enrichment and how the Constitution’s Takings Clause limits the government’s power to take
property without just compensation while no provision limits the government’s power to confer
benefits).
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“wrongful” transaction. We can thus conceive the use of reliance
expectations in choice of law as a sword as being categorically different
from their use as a shield, perhaps inclining us to protect the latter more
than the former.67
Accordingly, a focus on “defensive” reliance can help solve an
especially prevalent reliance question in the bankruptcy context: whose
reliance? But that theoretical starting point is still not enough; the idea also
needs to be implemented. That implementation can take several forms. At
the cleanest level, if one wants to operationalize a defensive reliance-based
normative framework for choice of law in the most theoretically pure
manner, one could simply abolish all the carve-outs from COMI law that
seem to grasp around reliance justifications and replace them with an
omnibus reliance exception. To wit, global application of COMI law could
be tempered by a freestanding exception as follows: “Any party who has
actually and reasonably relied upon local insolvency law in conducting its
affairs with the debtor shall not be subjected to the application of the
COMI-state’s insolvency law.” This straightforward rule would not only
adhere more directly to the normative principles I contend (rightly)
undergird the present carve-outs but also have the additional attraction of
drafting simplicity. Relaxing the need for theoretical purity, however, I
might reject such a blanket rule and instead use the principle of defensive
litigant reliance as a “framework” to guide further movement along the
paths already blazed by current international insolvency instruments, such
as the EU amendments or GP Annex. Path dependency has its virtues, and
modified universalism, by definition, recognizes the desirability of
pragmatics over purity.
In Part IV, infra, I will suggest where such a framework leads, but
first we must detour briefly to a reconsideration of the merits of so-called
“bankruptcy contractualism.” This is not an indulgence. It is a discussion
that is necessitated by the Article’s proposed normative refocus of crossborder insolvency law onto reliance.
III. INTERLUDE: CONTRACTUALISM RECONSIDERED
If a normatively desirable approach to choice of insolvency law rules
involves protecting legitimate party expectation, we run squarely into the
world of contractualism, which espouses allowing parties freedom to

67. This example is not perfect. From the perspective of the disappointed secured creditor,
there has been a “loss” of expected entitlement, but that loss still does not rise to the level of the
disgorged preference recipient. Perhaps a better analogy might be that of the disappointed
unsecured creditor who cajoled a trustee into pursuing a preference action that is subsequently
abandoned. That “loss” clearly does not engage the same endowment concerns of the preference
recipient’s disgorgement.
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choose their own bankruptcy law regime.68 Assuming that such party choice
is permissible (i.e., the contra-indicating policy concerns are put to rest),69
then we have given away the choice of law farm. That is, if parties to a
transaction have agreed contractually that the law, including the insolvency
law, of State C will apply to any dispute arising out of a loan, then the
COMI state’s law in insolvency proceedings is rendered irrelevant. This is
not a problem if what we truly care about under our normative framework is
protecting these parties’ legitimate expectations. In other words, it is
difficult to adopt a normative approach to insolvency choice of law that
centers on reliance without taking a stand (and presumably a strongly
supportive one) on the merits of contractualism.
Increasingly unfettered party autonomy in choice of law contracts is
clearly gaining ascendency.70 Furthermore, in the international commercial
context, courts have been especially permissive to forum selection clauses.71
Accordingly, it seems the anti-contractualist has an uphill battle in cabining
the scope of free party choice between sophisticated legal actors of
governing legal law. On the other hand, and for similar reasons to those
discussed in the preceding section, the unique multi-party context of
insolvency draws into sharp relief the very problem with extending the
presumptively free governing force of party-selected choice of law clauses:
insolvency is not just a proceeding between the parties to a contract.
Bankruptcy involves many other parties not at the contracting table.
Consider the example of a bank and debtor who agree to structure their loan
subject to a choice of law rule that the insolvency law of State X, which
subordinates tort claims, will apply. Both debtor and bank will happily
lower the cost of credit at the expense of the non-present (and perhaps notyet-existent) tort victims.72
American insolvency law guards against this concern of two parties’
control over the fate of the many, for example, by invalidating certain ex
ante agreements to waive the automatic stay upon filing bankruptcy.73 Such
68. See, e.g., Robert K. Rasmussen, Resolving Transnational Insolvencies Through Private
Ordering, 98 MICH. L. REV. 2252 (2000).
69. For a discussion of countervailing concerns, see John A. E. Pottow, The Myth (and
Realities) of Forum Shopping in Transnational Insolvency, 32 BROOK. J. INT’L L. 785, 816 (2007)
(pointing out that contractualism is systematically biased in favor of those creditors “likely to
have, process, and credit-adjust to [] notice and [against] those likely to not”).
70. Regulation 593/2008, of the European Parliament and of the Council of 17 June 2008 on
the Law Applicable to Contractual Obligations, 2008 O.J. (L 177) 6 (EC); Regulation 864/2007,
of the European Parliament and of the Council of 11 July 2007 on the Law Applicable to NonContractual Obligations, 2007 O.J. (L 199) 40 (EC).
71. M/S Bremen v. Zapata Off-Shore Co., 407 U.S. 1 (1972); Carnival Cruise Lines, Inc. v.
Shute, 499 U.S. 585 (1991).
72. See Barry E. Adler, Bankruptcy Primitives, 12 AM. BANKR. INST. L. REV. 219, 243 (2004)
(noting that shareholders and lenders can externalize risk on nonconsensual creditors and arguing
that such creditors be given priority above even secured creditors).
73. E.g., Farm Credit of Cent. Florida, ACA v. Polk, 160 B.R. 870, 873 (M.D. Fla. 1993); In
re Sky Grp. Int’l, Inc., 108 B.R. 86, 89 (Bankr. W.D. Pa. 1989) (“To grant a creditor relief from
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agreements between the debtor and a lender, courts reason, cannot bind the
bankruptcy trustee, because the trustee enjoys the protection of the stay for
the protection of all creditors.
The GP Annex takes some good first steps to curb this potential for
mischief by requiring some “connection” between State X and the parties to
the loan. 74 As a practical matter, however, such connection is easy to
concoct in a modern age. 75 Thus, unless a truly restrictive test for
“connections” is set up—which is possible doctrinally, although not yet
proposed—then the (utilitarian) policymaker has to confront the difficult
task of weighing the benefits of vindication of party choice against the costs
of third-party exclusion.76
Three observations flow from and should guide resolution of this
tension. First, if categorical exclusions can correctly anticipate ex ante all
potentials for third-party abuse, then a free contractual choice regime can be
defended. For example, Barry Adler has endorsed a system of bankruptcy
contractualism with the precondition that all tort creditors have automatic
priority for preferred distribution. 77 Second, vindicating party choice of
forum and/or governing law need not be an all-or-nothing proposition.
stay simply because the debtor elected to waive the protection afforded the debtor by the
automatic stay ignores the fact that it also is designed to protect all creditors and to treat them
equally. The orderly liquidation procedure contemplated by the Code would be placed in jeopardy,
especially where (as here) none of the creditors who brought the involuntary petition was a party
to the Agreement in which debtor allegedly waived its right to the automatic stay.”).
74. E.g., GP Annex, supra note 15, r. 16.1 (making Rule 15 on Secured Creditors inapplicable
if the state where the assets are situated has no substantial relationship to the parties or the
transaction); r. 18 (making Rule 17 on Set-off inapplicable if the law of the state chosen by the
parties has no substantial relationship to the parties or the transaction); r. 23 (making Rule 22 on
Defenses to Avoidance of Detrimental Acts inapplicable if proof is provided that the state whose
law that applies has no “substantial relationship to the parties or the transaction”).
75. The European Parliament attempted to address this concern in insolvency cases involving
groups by proposing a presumption that allows the application of a certain state’s law when a
group member or members existing in that state contribute at least ten percent to the consolidated
balance-sheet total and consolidated turnover. European Parliament, Comm. on Legal Affairs,
Report on the Proposal for a Regulation of the European Parliament and of the Council
Amending Council Regulation (EC) No 1346/2000 on Insolvency Proceedings, amend. 26(ja)(ii),
(COM(2012)0744 – C7-0413/2012 – 2012/0360(COD)) (Nov. 9, 2013) [hereinafter Parliament
Report].
76. Even this analysis sidesteps the administrability concerns of multi-creditor negotiations.
For a sobering analysis, see Elizabeth Warren & Jay Lawrence Westbrook, Contracting Out of
Bankruptcy: An Empirical Intervention, 118 HARV. L. REV. 1197 (2005).
77. Adler, supra note 72, at 243; see also Robert K. Rasmussen, Debtor’s Choice: A Menu
Approach to Corporate Bankruptcy, 71 TEX. L. REV. 51, 67 (1992) (“The question of the
appropriate treatment of nonconsensual claimants when a firm is insolvent is the subject of a rich
literature. This Article does not, and need not, enter this debate. Rather, once policymakers decide
the optimal treatment of nonconsensual creditors, this treatment should be unalterable by any debt
contract. In other words, the priority status of tort claimants should not depend on which
bankruptcy option a firm selects. Thus, a bankruptcy regime consisting primarily of default rules
can readily accommodate the existence of nonconsensual claimants.”); cf. Henry Hansmann &
Reinier Kraakman, Toward Unlimited Shareholder Liability for Corporate Torts, 100 YALE L.J.
1879 (1991) (arguing against even shareholder limited liability where plaintiff is tort victim).
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Consider, for example, family law contracts (antenuptial, postnuptial, etc.).
For some of the same reasons as insolvency law (implication of the rights of
non-contracting third parties, i.e., children),78 many domestic systems will
give only presumptive—not dispositive—weight to the parties’
contractually expressed preferences for legal distributions. 79 A similar
presumption-based approach to contractualism could be deployed in multinational insolvency to see if the hypothetically exploited tort victim actually
arises in any given case. Third, harkening back to the distinction earlier
about parties’ expectations serving as either a sword or a shield, choice of
law rules could be otherwise less solicitous to party choice involving
preferred distribution (swords) to ones involving defensive protections from
liability (shields). 80 This third point blends with the second point to
underscore that a “looser” approach to vindicating party expectation as
expressed through contracted choice of law clauses can indeed be
justified—even in a context of extra-party concerns.
IV. DEPLOYING A RELIANCE-BASED CHOICE OF LAW
FRAMEWORK.
Earlier I proposed how a theoretically pure reliance-based choice of law
principle might be implemented as a categorical rule. Now it is time, as
modified universalism commands, to relax the commitment to theoretical
purity and build upon the incrementalist path already laid out by prior
78. Allison A. Marston, Planning for Love: The Politics of Prenuptial Agreements, 49 STAN.
L. REV. 887, 898 (1997) (“The most common types of provisions that courts have held invalid
contravening public policy concern children, including waiver of child support, custody, or
visitation rights.”); see, e.g., N.J. STAT. ANN. § 37:2-35 (West, Westlaw through 2014 Sess.) (“A
premarital or pre-civil union agreement shall not adversely affect the right of a child to support.”);
CONN. GEN. STAT. ANN. § 46b-36d (West, Westlaw through 2014 Sess.) (“The right of a child to
support may not be adversely affected by a premarital agreement. Any provision relating to the
care, custody and visitation or other provisions affecting a child shall be subject to judicial review
and modification.”).
79. For example, in the United Kingdom, prenuptial agreements are not legally binding.
Courts retain broad discretion to distribute family assets as they see fit, so as to bring about
fairness between the couple. Matrimonial Causes Act, 1973, c. 18, §§ 23–24 (U.K.). A prenup is
merely one of the factors the court will take into account when distributing assets. Id. § 7. Similar
issues arise regarding forum selection clauses. See Stewart Org., Inc. v. Ricoh Corp., 487 U.S. 22
(1988) (viewing enforcement not as a question of contract formation, but instead as a question of
whether the action should be transferred from a noncontractual forum to the contractual forum
depending upon the factors outlined in the transfer of venue statute, 28 U.S.C. § 1404(a) (2012),
namely, convenience of parties and witnesses and “the interest of justice”).
80. This final point may need some unpacking. A contract necessarily involves at least two
actors, and so one party’s shield may be another’s sword. My thinking here is that parties might
structure a transaction to provide protection from avoidance under (appropriate) local law.
Accordingly, a logical extension of the argument advanced in this Article regarding the role
reliance should play in choice of cross-border insolvency law is that a general theory of
bankruptcy contractualism should be embraced. So long as “embraced” allows cautious
application of the principles derived from the theory and not a full-throated commitment to “the
contract trumps all,” then this Article’s author approves and endorses the logical extension of this
Article’s arguments!
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efforts in the field. We can go through some of the current carve-outs, such
as those relating to set-offs and labor laws, both to see how they fare under
our reliance-focused framework and to make appropriate remedial
recommendations as needed.
A. SET-OFF
To start, let us consider the case of set-off. After a comprehensive
discussion, the Reporters of the GP Annex adopted the exception from lex
fori concursus for a local state set-off law in circumstances when set-off is
allowed by the passive claim’s law. 81 This is basically a defendantprotective position based on reliance. Note that other approaches could have
been proposed that would vindicate different policies. For example, one
could have proposed allowing a set-off only if both COMI law and local
law allow for set-off. This would be considered a “debtor-protective” stance
(or, equally, an “anti-set-off” stance); both of those positions can be
justified normatively as a matter of policy, but not on the reliance grounds
advanced here. Similarly, one could have suggested allowing a set-off if
either COMI or local law allows. While promoting a plausible normative
policy (maximal creditor self-help in bankruptcy), this approach similarly
cannot be said to follow reliance vindication.
Against this backdrop, it might be assumed that the GP Annex set-off
exception scores well on this Article’s proposed framework. It does, but it
also does not. First, the positive: by focusing on the defendant’s local law,82
the exception properly restricts itself to the domain of “protective”
expectations, which vindicates defensive reliance. The reason for
withholding full marks, however, is that the carve-out assumes that the
creditor has, in fact, relied on that local law (or, even more precisely,
assumes that the creditor relied upon the non-application of COMI law in
lending to the debtor). While of course administrability concerns might
justify an approach of such presumed reliance, a modified universalist
should want to minimize carve-outs as much as possible to maximize the
reach of COMI-law rule. 83 Accordingly, a better approach would be one
that allows defenses to COMI law not when they are presumed, but only
when they are actually needed. This might be considered “calling the
reliance bluff” of the putative setter-off. Indeed, this consideration is
already cogently mentioned in the Reporters’ notes, where they ask whether
set-off should be allowed upon its entitlement under passive claim law or

81. GP Annex, supra note 15, r. 17.
82. I realize this discussion frames set-off as an attack on a defendant. Of course, it could also
be characterized as a privilege accorded the setter-off. I think it is nevertheless fair to think of an
offsetting creditor as resisting payment of its claim to the estate and hence as a putative defendant.
(If not, the analysis of this discussion can be carried over to preference recipients.)
83. Pottow, Secondary Proceedings, supra note 21, at 588–89.
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whether there should be a further requirement that the party invoking setoff must show that such a right has formed part of its legitimate
expectations arising in the context of the lending relationship between the
creditor and the insolvent debtor, so as to have been part of the calculation
of risk during the process of becoming a creditor on the terms agreed.84

Yes, of course it should. The setter-off is the one who wants the Get-Outof-COMI-Free Card; let the burden lie accordingly.85
Thus, a better rule under the suggested normative framework of this
Article would be to amend Rule 17 of the GP Annex to read something like
this for the conditions of allowing set-off: “If set-off is permitted by the law
applicable to the insolvent debtor’s claim and the party with the right to setoff demonstrates it relied upon the application of that law to the exclusion
of the law of the state of the main insolvency proceeding in lending to the
debtor.” For those tut-tutting on administrability grounds that such an
approach necessarily draws a fact-intensive debate into each set-off claim, I
threaten them with offering an alternative reformulation that is less likely to
ground viable litigation: “and the offsetting party demonstrates it was
unaware of the debtor’s COMI.” That way, the truly “local” creditors who
are purportedly unsophisticated in dealing with multinational conglomerates
would get a pass, but the rest would be bound by the Gebhard maxim of
when you do business with a foreign company, you know you’re getting
yourself into foreign law.86 In the spirit of incrementalism, if the alternative
proposal is deemed too aggressive for the present state of affairs, consider it
a negotiating anchor to make the primary proposal seem more reasonable!
More seriously, if we want to circumscribe normatively well grounded rules
doctrinally by functional considerations—an eminently sensible impulse—
then such “cut-offs” should not just be expeditious (e.g., no carve-out for

84. GP Annex, supra note 15, r. 17–18 cmt.
85. I am unapologetic that this apparently reverses the British Parliament’s statutory semioverruling of Forster v. Wilson, (1843) 152 Eng. Rep. 1165. In Forster, one Wilson was in debt to
a bank that had gone bankrupt. He acquired several classes of £5 notes payable from the bank to
the bearer. Some of the notes were from customers on account of antecedent debt and other notes
provided that “the defendants were to pay so much only as they should receive from the assignees
. . . .” Wilson argued that he had a right to set-off for all classes of notes. The Court held that
Wilson and his co-defendants possessed the latter class of notes solely as trustees for third parties.
In essence, they themselves had not relied on the notes. The purpose of the right of set-off, the
court said, is to do “substantial justice” between the parties, “where a debt is really due from the
bankrupt to the debtor to his estate.” In this case, the court found the latter classes of notes were
not debts that were due since the defendants were to pay only as much as they received. Since
there was no reliance, the defendants did not have a right of set-off as to those notes. When it
enacted a set-off statute, Insolvency Act, 1986, c. 45, § 323 (Eng.), the British Parliament allowed
for the assignment of claims while eschewing the analysis of the court in Forster. Cf. Stein v.
Blake, [1996] A.C. 243 (declaring that the right of set-off is automatic and self-executing).
86. Canada S. Ry. Co. v. Gebhard, 109 U.S. 527, 537 (1883) (“[E]very person who deals with
a foreign corporation impliedly subjects himself to such laws of the foreign government, affecting
the powers and obligations of the corporation with which he voluntarily contracts, as the known
and established policy of that government authorizes.”).
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creditors whose names begin with “P”), but should be guided by principles
themselves furthering the higher-level ideal (here, universalism). In this
specific instance, therefore, one could respond to concerns of excessive
litigation with an evidentiary presumption. Given the universalist reluctance
toward carve-outs, in this case that presumption could be that the defendant
did not rely on local law. (If that rule were thought to be too broad, further
tweaks could be added: e.g., a presumption of no local law reliance for a
creditor whose COMI is outside the local jurisdiction, a counterpresumption of local law reliance for a creditor who conducts business
solely within the local jurisdiction, etc.).
In sum, the GP Annex carve-out for set-off is consistent with this
Article’s framework; to be fully consonant, however, it should include an
actual reliance test.
B. LABOR LAW
Labor law presents a different challenge, because here it is harder to
justify a lex fori concursus carve-out from an expectations-based normative
lens. In fact, it stretches the fiction of legal knowledge to its breaking point.
(As an informal self-survey, I can attest I was unaware of any insolvency
labor entitlements until I became employed as a bankruptcy professor.)87
Rather, the labor law carve-out is for “certain social policies,” as the GP
Annex Reporters candidly admit.88 In fact, the EU Insolvency Regulation
reveals the inappositeness of expectations to its rule by saying point-blank
that the justification of the labor law carve-out is “in order to protect
employees and jobs.” 89 To be clear, pro-labor is a perfectly defensible
insolvency law policy—indeed, I have argued elsewhere for the
permissibility of such a policy-based carve-out from lex fori concursus90—
but a lex laboris carve-out cannot honestly be justified on the grounds of
protecting expectations.91 Consider: if the purpose of the carve-out is, as the
87. By contrast, I suspect most directors and officers are acutely aware of their
responsibilities—and defenses—under local law. For this reason, and for the desire to favor
“defensive” carve-outs from lex fori concursus, a reliance-based choice of law regime would
protect local officers from liability if entitled to immunity under local law regardless of COMI
law. Indeed, “presumed reliance” might even be an appropriate evidentiary standard.
88. GP Annex, supra note 15, r. 19–21 cmt. (“Based on perceived impressions of the
importance of certain social policies and on several high-profile court cases, the Reporters believe
that a rule of global application should be proposed with regard to current contracts of
employment in case of the insolvency of the employer.”).
89. EU Insolvency Regulation, supra note 2, rec. 28 (“In order to protect employees and jobs,
the effects of insolvency proceedings on the continuation or termination of employment and on
the rights and obligations of all parties to such employment must be determined by the law
applicable to the agreement in accordance with the general rules on conflict law.”).
90. Pottow, Secondary Proceedings, supra note 21, at 589.
91. The Legislative Guide gamely tries. The rationale for the lex laboris carve-out, according
to the Guide, is “protecting the reasonable expectations of employees with respect to their contract
of employment, recognizing that workers may have a relatively weaker bargaining position than
their employer, and ensuring non-discrimination amongst workers working in the same state,
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EU Insolvency Regulation intones, to protect jobs, then a COMI rule that
was more protective of employees than local insolvency law should be
enthusiastically embraced rather than subordinated by carve-out. Yet to be
theoretically consistent, one interested in protecting expectations alone
would try to “save” the local workers in such a situation by restricting them
to the more limited benefits of local law—all to vindicate their purported
expectations. I doubt many laborers would begrudge being treated
“discriminatorily” from other domestic workers by the application of more
favorable COMI law in these circumstances.92
The lex laboris rule is even more confusing when it is coupled with the
ambition of the GP Annex that priority payout not be carved out from the
application of lex fori concursus. 93 This means the “insolvency effects”
carve-out from COMI law is limited to presumably such matters as ipso
facto termination of labor agreements but not—which one might predict
many employees owed back wages care about—priority distribution. 94
While I applaud this carve-out-within-a-carve-out approach (indeed, it
comports with an approach I have commended earlier), 95 it once again
seems intellectually difficult to square with a reliance-based normative
mission. Either the workers legitimately expect the application of local
law—with the full panoply of its insolvency goodies—or they do not. This
hybrid approach surely cannot be founded on a fine empirical line between
just what they do expect and what they don’t. Rather, it is a policy balance:
this is what they can rely on, but no more. Again, to belabor the point, I do
not object to this line-drawing-cum-sausage-making; my intention simply is
to underscore the tension between policy-driven compromises, such as the
current lex laboris concursus, and more normatively driven approaches, be
they animated by substantive policies (e.g., protecting employees) or more
“meta” legal principles (e.g., protecting reliance).
Employment contracts are the most politically sensitive area of
insolvency choice of law discussion, perhaps next to secured credit. 96
Accordingly, my modified universalist inclination is to defer subjugation to
whether they are employed by a local or by a foreign employer.” UNCITRAL LEGISLATIVE
GUIDE, supra note 38, at 70 (emphasis added).
92. Pottow, Greed and Pride, supra note 61, at 1914 (“[W]e cannot say with certainty whether
the content of local law on its own inclines legally privileged creditors toward universalism or
territorialism; we can only say with certainty that it inclines them toward the application of the
most favorable law.”).
93. GP Annex, supra note 15, r. 20.
94. Cf. Re Collins & Aikman Europe SA, [2006] EWHC (Ch) 1343 (suggesting such priority
distributions motivate restructuring plan design).
95. Pottow, Secondary Proceedings, supra note 21, at 589.
96. See UNCITRAL LEGISLATIVE GUIDE, supra note 38, at 131 (“[T]he relationship between
employee and employer raises some of the most difficult questions in insolvency law . . . . The
difficult question is generally the extent to which [non-insolvency statutory] provisions will have
an impact on the insolvency, raising issues that are much broader than termination of the contract
and priority of monetary claims . . . .”).

Page 1147

222

BROOK. J. CORP. FIN. & COM. L.

[Vol. 9

COMI state law for as long as possible along the incrementalist path; I
would let states apply local state law to local workers as and not push the
envelope. The problem is fitting that within my normative framework. I
have two choices on how to do so (absent hypocrisy): first, I can repair to
categorical treatment and simply say that for policy reasons, labor law is
“off the table” for universalist choice of law subject to reliance-based carveouts. Second, I can try to shoehorn the lex laboris rules suggested thus far
into a reliance, or at least “deemed” reliance, analysis. My critique above
portends an uphill battle.97 Worse, deemed reliance drags me into the very
quagmire I criticize the British Parliament for regarding set-off
expectations. In part for that reason, I would recommend treating
employment contracts as a straight-out categorical exception—yes, a carveout (a meta-carve-out?)—from the approach espoused in this Article.
Especially if the carve-out does not encompass priority distribution along
the lines of the GP Annex approach, it seems justifiable on an
“extraordinary state interests” ground (i.e., control of the labor markets,
minimizing pitchfork-based uprisings, etc.). 98 Nothing precludes such a
“policy overlay” upon an otherwise reliance-based regime, especially in a
world of modified universalism.
One point of reflection in closing on this possible cop-out: a decade or
two ago, were I writing this same assessment, I would have assumed that
tax priorities fell into the same sensitive policy domain and would have to
be carved out from the lex fori concursus for political necessity.99 Now, tax
priorities are being abolished left and right; they do not even make the list
of carve-outs under many of the proposals to date.100 So some qualification
might be in order regarding my pessimism for the universalization of
employee rights. They too may change with time. But for now, discretion is
the better part of valor.
C. SECURITY INTERESTS
Rights in rem are mostly subject to a registration system, and so the
contractualist analysis above governs whether to require actual reliance on
non-COMI law in light of this registration. While of course a modified
97. See supra discussion accompanying notes 91–92.
98. Id.
99. See Barbara K. Morgan, Should the Sovereign Be Paid First? A Comparative International
Analysis of the Priority for Tax Claims in Bankruptcy, 74 AM. BANKR. L.J. 461, 461–62 (2000)
(asserting that a fundamental question that a country attempting to develop a bankruptcy system
must face is whether tax claims should be subject to insolvency laws and, if so, to what extent tax
claims should be afforded priority treatment); see also INT’L INSOLVENCY INST., REPORT ON TAX
CLAIMS (2005) (surveying differing national treatments of tax claims in insolvency proceedings);
cf. AM. L. INST., PRINCIPLES OF COOPERATION AMONG THE NAFTA COUNTRIES 13 (2003)
(recommending that rather than adopt parallel legislation regarding treatment of tax claims, such
claims should be the subject of an international agreement).
100. See, e.g., The Enterprise Act, 2002, § 251 (U.K.) (abolishing the priority of the Crown).
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universalist would like to subject these claims to COMI law as well (absent
actual reliance) and eliminate the carve-out—bristling at the
characterization of what is essentially a bankruptcy distribution priority as
an inviolable property right—I am less insistent, given the careful
distinctions already addressed by the Reporters and others between what
might and what might not rise to the level of truly violating “rights in rem.”
Thus, for example, a limited moratorium on the realization of the security
interest that holds the secured creditor at bay for a bit may not even be a
“violation” of rights in rem so long as the underlying lien remains
preserved. 101 If so, then the value-destructive risk of leaving secured
creditors with unfettered rights to pull the plug on a reorganization
proceeding afoot under a debtor-protective COMI law becomes less
worrisome, because the (protective) stay would escape carve-out treatment.
For non-registered charges, however, I would revert to the requirement of
demonstrating actual reliance and/or lack of knowledge of the foreign
COMI of the debtor. (Real property, for path-dependent jurisprudential
reasons, can stick with a strict lex situs rule.)102
*

*

*

In sum, the modified universalist following a normative framework of
reliance-based exceptions to lex fori concursus would counsel restricting
the carve-outs to demonstrated instances of actual, defensive reliance. Such
a framework could additionally accommodate, or at least not be
intellectually embarrassed by, residual carve-outs for certain extraordinary
policy categories (such as labor rights) or historically rooted categories
(such as the situs rule for real property). Finally, a reliance-based regime
could also tolerate a role for contractual choice of law selection, which may
in reality functionally eclipse any secured credit rules, if the contracts were
held in check and given presumptive, but not dispositive force, with careful
scrutiny of adverse third-party effects. Two closing comments on
administration and forum shopping seem in order. On administration: some
instances of “deemed reliance” would not be antithetical to this Article’s
normative enterprise. Perhaps creditors of a certain size or whose operations
do not transcend national borders could be deemed to have relied on local
law per se.103 American bankruptcy law has all sorts of “small potatoes”
exceptions and flatters itself still to be intellectually coherent.104 Similarly,
101. GP Annex, supra note 15, at 39 (asserting that a temporary moratorium does not interfere
with the right in rem itself but merely affects the exercising of the right).
102. Pottow, Secondary Proceedings, supra note 21, at 588–89 n.63.
103. See 11 U.S.C. § 101(51D) (2012) (defining “small business debtor”); see also Wessels,
supra note 23, at 98–99 (discussing the need for a definition of localization in Article 2(g) of the
EU Insolvency Regulation and proposing some possibilities).
104. 11 U.S.C. § 547(c)(8)–(9) (excepting from preference attack transactions below a certain
dollar amount).
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for policy reasons we might, or might not, want to deem individual
directors to have relied upon the defenses of local corporate law. The key
point is to countenance some sliding by through a flexible conception of
reliance for smaller fish but call the reliance bluff for other, larger, more
sophisticated creditors, who often don’t in reality truly rely on the
provisions of local law at all when dealing with an international debtor, but
rather use a choice of law arbitrage potential to gain strategic advantage.
Secondly, on forum shopping: much debate between universalism and
territorialism has centered on the ability to police or facilitate forum
shopping. 105 One of the vectors of complaint has been the difficulty in
situating assets (under territorialism) and determining a debtor’s COMI
(under universalism).106 The approach of this Article—by allowing in some
instances the persistence of carve-outs—at one level is the worst of all
worlds because it requires both the situation of assets and the location of
COMI. That is, however, a necessary outcome of the pragmatics of
modified universalism.
CONCLUSION.
Choice of law in multinational bankruptcy proceedings stands at an
important crossroads. While universalism has gained an intellectual
foothold, the realities of the modern political landscape require its
deployment at present only in modified form. But the degree of how much
to “modify” universalism back into territorialism is now under discussion.
The scope and extent of COMI law carve-outs are being examined by
international institutions, such as UNCITRAL, that stand ready to advance
further reform. 107 Within these confines, this Article has proposed a
normative approach centered on reliance: rather than vague exhortations to
the importance of protecting “local creditors,” explicit requirement should
be made for actual, defensive reliance on the application of local law to the
exclusion of COMI law before a litigant may evade the lexi fori concursus.
Yet rather than be fully committed to the normative implications of this
argument—having a general rule of actual reliance cutting across all choice
of law circumstances—this Article further aligns itself with the modified
universalist project of incremental reform and prefers to build upon extant
regimes; wheel re-inventing is neither welcome nor required. As such, this
Article proposes to apply the reliance-based rule only in the subset of
instances already identified as appropriate areas for carve-out. In a similar
vein, this framework will bow to the political necessities of modified
universalism and tolerate limited policy-based categorical carve-outs to
105. Jay Lawrence Westbrook, Multinational Financial Distress: The Last Hurrah of
Territorialism, 41 TEX. INT’L L.J. 321 (2006); Lynn M. LoPucki, Global and Out of Control?, 79
AM. BANKR. L.J. 79 (2005).
106. Pottow, supra note 69.
107. Working Group V (Insolvency Law), supra note 13.
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persist, such as lex laboris. It is submitted that this new framework, with its
focus on reliance and actual legitimate expectations, in addition to enjoying
intellectual consistency, will ultimately serve a cabining effect on putative
carve-outs by reserving the application of non-COMI law only when truly
“required.” More importantly, the axis of cabining is one of principle, and
so those left behind will be hard-placed to criticize the advance (i.e., when
someone does not, in fact, rely on local law, it is hard to demand from a
moral high ground that he should nevertheless enjoy the windfall of local
law on bankruptcy distribution in a multi-jurisdictional proceeding). This
new approach to choice of insolvency law can thus further the ultimate toplevel normative goal: a truly universalist cross-border insolvency system.
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CROSS-BORDER INSOLVENCY OF
ENTERPRISE GROUPS:
THE CHOICE OF LAW CHALLENGE
Irit Mevorach*
INTRODUCTION
It is not surprising that the problems of choice of law and international
group insolvency have not been sufficiently addressed during the initial
development of cross-border insolvency frameworks.1 The choice of law
problem raises difficult questions and affects substantive rights in the
context of cross-border insolvency.2 International group enterprises come
about in different legal and operational structures, requiring a sufficiently
nuanced regime that could properly accommodate the diverse types of
groups.3 Generally, the regulation of groups is difficult, as it raises a
concern of defeating the economic merits of the corporate form.4
Addressing the combined problem of international groups and choice of law
presents significant challenges, and requires careful analysis of economic
structures and their implications on both creditors’ expectations regarding
their substantive rights and the ability to achieve efficient solutions in
insolvency. This Article aims to provide a roadmap of choice of law
solutions in international enterprise group cases, and to compare these
solutions with the existing cross-border insolvency practice and the crossborder insolvency frameworks.

* Dr. Irit Mevorach, Senior Counsel, World Bank; Associate Professor, University of
Nottingham. The views expressed in the paper are those of the author and do not represent the
views of the World Bank, its board of directors or the countries they represent. The author would
like to thank the participants at the Brooklyn Journal of Corporate, Financial & Commercial Law
Symposium on Choice of Law in Cross-Border Bankruptcy Cases for their helpful comments to
the earlier draft of this paper.
1. The EU Regulation on Insolvency Proceedings (Council Regulation 1346/2000, On
Insolvency Proceedings, 2000 O.J. (L 160) 1 (EC) [hereinafter EU Insolvency Regulation]) that
entered into force in 2002 includes a choice of law regime, but the UNCITRAL Model Law (U.N.
COMM. ON INT’L TRADE L., UNCITRAL MODEL LAW ON CROSS-BORDER INSOLVENCY WITH
GUIDE TO ENACTMENT AND INTERPRETATION, U.N. Sales No. E.14.V.2 (1997) [hereinafter
MODEL LAW]) of 1997 does not. See infra Part V. Both frameworks currently do not explicitly
address group insolvencies.
2. See generally Jay Lawrence Westbrook, Theory and Pragmatism in Global Insolvencies:
Choice of Law and Choice of Forum, 65 AM. BANKR. L.J. 457 (1991) [hereinafter Westbrook,
Theory and Pragmatism].
3. See IRIT MEVORACH, INSOLVENCY WITHIN MULTINATIONAL ENTERPRISE GROUPS 30–31,
127 (Oxford Univ. Press 2009).
4. See Tom Hadden, Regulating Corporate Groups: An International Perspective, in
CORPORATE CONTROL AND ACCOUNTABILITY: CHANGING STRUCTURES AND THE DYNAMICS OF
REGULATION 343, 358–60 (1993); CLIVE M. SCHMITTHOFF, The Wholly Owned and the
Controlled Subsidiary, in CLIVE M. SCHMITTHOFF’S SELECT ESSAYS ON INTERNATIONAL TRADE
LAW 218 (Chia-Jui Cheng ed., 1978); PHILLIP I. BLUMBERG, THE MULTINATIONAL CHALLENGE
TO CORPORATION LAW: THE SEARCH FOR A NEW CORPORATE PERSONALITY (1993).
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Part I of this Article discusses the main schools of thought with regard
to the resolution of cross-border insolvency, and considers which theory
generally provides a more compelling choice of law solution for
international insolvency cases. Part II considers how the preferred choice of
law solution may apply in cases of groups, and what might be the specific
concerns in its application to such cases. Part III looks at the diversity of
group structures and considers the choice of law solutions that may be
applied in these different circumstances. Part IV analyzes the EU
Insolvency Regulation and the UNCITRAL Model Law on Cross-Border
Insolvency in terms of their choice of law mechanisms (to the extent such
exist) and their application to group cases.
This Article argues that in general, an efficient and fair international
insolvency process requires a “universalist” approach, whereby a single
jurisdiction governs the proceeding and applies its laws (the laws of the
forum) regarding the insolvency matters, subject to limited exceptions. It
also argues that universalism applied to the international group as a whole
is often the preferred approach, since many groups operate a single global
business that require a group-wide solution in the course of insolvency. The
concern that group-wide global solutions that encompass several companies
would interfere with the corporate form is of lesser relevance in this regard
and is generally unjustified, since the choice of law determination does not
entail “lifting of the corporate veil.” Rather, it is a private international law
determination linked to expectations regarding forum and law that should
derive from ascertaining a real connection to a home country. Indeed, given
the diversity of group structures, a one size fits all solution is not
appropriate, and while some groups will require a global group-wide
solution in insolvency, others may not. Still, although a toolkit of solutions
is required, the focus should be on the universalist solutions that would
target many group (or parts of groups) that enter insolvency as a whole, and
that would promote rescues and going concern sales.
The universalist approach suggested in this Article for the private
international law problem should not be confused with issues concerning
the substantive rules of group insolvency and solutions such as “substantive
consolidation” (the pooling of assets and debts of the different group
entities together in the course of insolvency) that do entail “veil lifting.”
The substantive consolidation dilemma is outside the scope of this paper.5
This Article focuses on the private international law solution that may
5. The application of such a solution requires more caution. The starting position should be
respect of the corporate form. Substantive consolidation should only be applied when the group
was heavily integrated and its assets and debts were intermingled. See MEVORACH, supra note 3,
at 215–29; see also U.N. COMM’N ON INT’L TRADE LAW, UNCITRAL LEGISLATIVE GUIDE ON
INSOLVENCY LAW, PART THREE, rec. 220, U.N. Sales No. E.12.V.16 (2012) [hereinafter
UNCITRAL LEGISLATIVE GUIDE PART THREE]. For a different approach, see Leif M. Clark,
Managing Distribution to Claimants in Cross-Border Enterprise Group Insolvency, 9 BROOK. J.
CORP. FIN. & COM. L. 111 (2014).
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support any type of group treatment, including procedural or substantive
consolidation, as may be appropriate in the circumstances.
I. THE SUPREMACY OF THE UNIVERSALIST ONE LAW
LINKED TO ONE FORUM SOLUTION
The design of cross-border insolvency frameworks requires
consideration of the opposing theories of universalism and territorialism.6
Universalism is founded on the idea of “unity of bankruptcy;” for every
given debtor there should logically be a unified process of administration of
the estate in the event of insolvency.7 It corresponds with the assertion that,
as insolvency should entail a collective process, an effective insolvency
system should be symmetrical with the market—covering all or nearly all
transactions and stakeholders in that market.8 Territorialism, on the other
hand, stresses state sovereignty and emphasizes the importance of and
unique distinctions between national legal regimes. It strives to ensure
minimum interference with domestic policies. It also suggests that nations
may be concerned about subordinating their own bankruptcy laws and
policies to the laws and policies of another jurisdiction.9 Indeed, legal
systems often tend to take a territorialist stance in the absence of binding
global frameworks.10
Specifically, under universalism, cross-border insolvencies would be
administered by a single court that would apply a single insolvency law.11
In the absence of unified international institutions,12 the application of such
regime could be achieved by harmonizing the private international law rules
pertaining to insolvency.13 Thus, the rules would identify the “home
country” of the multinational debtor, namely the forum to which the debtor
has the most substantial connections. Assets of the debtor located in other
countries would be transferred to this jurisdiction.
6. See IAN F. FLETCHER, INSOLVENCY IN PRIVATE INTERNATIONAL LAW 15 (James J.
Fawcett ed., 2d ed. 2005).
7. See id. at 11–12.
8. The concept of collectivism in insolvency is widely accepted in bankruptcy theory. See id.
at 8–10.
9. Lynn M. LoPucki, The Case for Cooperative Territoriality in International Bankruptcy, 98
MICH. L. REV. 2216 (2000); Reuven S. Avi-Yonah, National Regulation of Multinational
Enterprises: An Essay on Comity, Extraterritoriality, and Harmonization, 42 COLUM. J.
TRANSNAT’L L. 5, 8–9, 12 (2003); Frederick Tung, Is International Bankruptcy Possible?, 23
MICH. J. INT’L L. 31 (2001).
10. See Ian F. Fletcher, Insolvency in Private International Law 12 (James J. Fawcett ed., 2d
ed. 2005).
11. Westbrook, Theory and Pragmatism¸ supra note 2, 458; Jay Lawrence Westbrook, A
Global Solution to Multinational Default, 98 MICH. L. REV. 2276, 2277 (2000) [hereinafter
Westbrook, A Global Solution].
12. That is to say, a single international bankruptcy law and a single international bankruptcy
court system. See Westbrook, A Global Solution, supra note 11.
13. Ordinary private international law principles would continue to govern questions of noninsolvency law such as the validity of claims.

Page 1155

2014]

Cross-Border Insolvency of Enterprise Groups

229

Ideally, the forum administering the case would apply its own rules
regarding matters of insolvency—the lex fori concursus (the law of the state
of the opening of proceedings)—to govern the commencement, conduct,
administration, and conclusion of the insolvency proceedings.14 Insolvency
is regarded as based on procedural norms that are typically within the
domain of the forum under private international law regimes. In addition,
insolvency embodies fundamental values, which should be protected by the
forum.15 The application of the law of the forum where insolvency
proceedings are administered avoids potentially costly and extensive
litigation to determine issues of applicable law. As long as the insolvency
law of the forum is uniformly applied in its entirety, the case is governed by
a single coherent system. Under a unified approach to cross-border
insolvency, stakeholders can expect increased predictability, which in turn
can reduce transaction costs and risk premiums.16 Universalism also accords
with the idea that all creditors wherever located should be treated
equitably.17
Territorialism suggests that the universalist single law/single forum
approach is unrealistic and instead the cross-border insolvency framework
should follow the territorialist inclination of states.18 Often, national private
international laws of insolvency that afford insolvency proceedings of the
national system with universal effects do not reciprocally acknowledge the
effects of foreign insolvency proceedings conducted under the laws of a

14. See Jay Lawrence Westbrook, Locating the Eye of the Financial Storm, 32 BROOK. J.
INT’L L. 1019, 1021–22 (2007). This concentrated choice of law concept applies only to
insolvency matters and does not affect rules in regard to the creation of rights and claims. The
latter continues to be governed by general conflict of law rules. Thus, the insolvency forum will
need to apply its conflict of law rules to determine which laws govern the validity and
effectiveness of a right or claim.
15. FLETCHER, supra note 6, at 89.
16. Westbrook, A Global Solution, supra note 11, at 2286; Andrew T. Guzman, International
Bankruptcy: In Defence of Universalism, 98 MICH. L. REV. 2177, 2179, 2181, 2270 (2000);
Robert K. Rasmussen, Resolving Transnational Insolvencies Through Private Ordering, 98 MICH.
L. REV. 2252, 2255. Indeed the lex fori concursus is the dominant rule, adopted in the EU
Insolvency Regulation, supra note 1, art. 4(1); U.N. COMM’N ON INT’L TRADE LAW, UNCITRAL
LEGISLATIVE GUIDE ON INSOLVENCY LAW, rec. 31, U.N. Sales No. E.05.V.10 (2004) [hereinafter
UNCITRAL LEGISLATIVE GUIDE]; AM. LAW INST., Global Rules on Conflict-of-Laws Matters in
Insolvency Cases, in TRANSNATIONAL INSOLVENCY: GLOBAL PRINCIPLES FOR COOPERATION IN
INTERNATIONAL INSOLVENCY CASES ann. at 200, r. 12, (2012), available at
http://www.iiiglobal.org/component/jdownloads/finish/557/5932.htm [hereinafter Global Rules].
It is often subject to exceptions, though. See discussion infra Part V.
17. FLETCHER, supra note 6, at 11–12. Cf. Edward J. Janger, Universal Proceduralism, 32
BROOK. J. INT’L L. 819 (2007), who would favour a solution of one court but multiple laws to
avoid incentives for forum shopping or the need for excessive harmonization.
18. Lynn M. LoPucki, The Case for Cooperative Territoriality in International Bankruptcy, 98
MICH. L. REV. 2216 (2000); Reuven S. Avi-Yonah, National Regulation of Multinational
Enterprises: An Essay on Comity, Extraterritoriality, and Harmonization, 42 COLUM. J.
TRANSNAT’L L. 5, 8–9, 12 (2003); Frederick Tung, Is International Bankruptcy Possible?, 23
MICH. J. INT’L L. 31 (2001).
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foreign state.19 Thus, under territorialism, insolvency should be handled on
a separate territorial basis, that is, in each jurisdiction where the company
has assets. The universalist concept of a single forum and law presiding
over an international insolvency is also regarded by territorialists as
unfeasible, due to the potential difficulty in identifying a “home country”
for a multinational corporation for the purpose of insolvency.20 Finally,
even if such a place can be ascertained, territorialists remain concerned that
local creditors might be in a disadvantageous position because of the
difficulty of participating in foreign proceedings and because creditor rights
may be adversely affected by the change of the forum and laws.21
However, territorialism does not address the special problems of
international insolvencies. It could actually prove counter-productive for
reorganization or efficient liquidations of an entire international company if
each jurisdiction involved handles a fraction of the case. Fragmented
administration and multiplicity of applicable laws could increase the cost of
the process and make it difficult to reach a package sale or a restructuring of
the business as a whole.22 Furthermore, notwithstanding the pessimistic
prediction that a one law linked to one forum approach would be
“politically impossible and wholly unworkable,”23 evidence suggests that
cross-border insolvency frameworks adopting versions of universalism have
thus far managed to produce quite consistent, predictable, and appropriate
results.24
Nonetheless, universalism requires some mitigation to take into account
local policies, expectations, and diversity of enterprise structures. Indeed,
the key existing cross-border insolvency frameworks adopt a modified
version of universalism.25 Proponents of universalism have also proposed
modified universalism as the best solution in the short- to medium-term.26

19. FLETCHER, supra note 6, at 12.
20. See Lynn M. LoPucki, Cooperation in International Bankruptcy: A Post-Universalist
Approach, 84 CORNELL L. REV. 696, 716–25; 751–53 (1999).
21. See id. at 713–18.
22. Professor LoPucki has suggested, though, that territorialism may have a ‘cooperative’
element whereby States will retain full sovereignty, yet may collaborate in international
insolvency cases when they find it mutually beneficial. LoPucki, supra note 9; LoPucki, supra
note 20.
23. See, e.g., Tung, supra note 9.
24. See Irit Mevorach, Jurisdiction in Insolvency: A Study of European Courts’ Decisions, 6 J.
PRIVATE INT’L L. 327 (2010) [hereinafter Mevorach, Jurisdiction in Insolvency]; Irit Mevorach,
On the Road to Universalism: A Comparative and Empirical Study of the UNCITRAL Model Law
on Cross-Border Insolvency, 12 EUR. BUS. ORG. L. REV. 517 (2011) [hereinafter Mevorach, On
the Road to Universalism] (claiming that the Model Law has been a catalyst of universalism); JAY
LAWRENCE WESTBROOK, AN EMPIRICAL LOOK AT CHAPTER 15 (2010) (as presented to the
National Conference of Bankruptcy Judges). Cf. Jeremy Leong, Is Chapter 15 Universalist or
Territorialist? Empirical Evidence from United States Bankruptcy Court Cases, 29 WISC. INT’L
L.J. 110 (2012).
25. See infra Part V.
26. See Westbrook, A Global Solution, supra note 11.
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Under modified universalism, a cross-border insolvency system would
identify the main insolvency jurisdiction that would administer the case,
and whose laws would apply to most of the insolvency matters. Indeed,
modified universalism’s aim would be to administer the case by taking a
global collective perspective. Yet, modified universalism would also
subject the global approach to certain specific exceptions to accommodate
local expectations, for example, regarding rights in rem.27 Furthermore,
additional proceedings may be opened and regarded as “ancillary,” in aid of
a “main” (i.e., primary) proceeding. A modified universalist regime may
also provide for “secondary” proceedings in cases in which this would
better fit with creditors’ expectations, for example because the enterprise
had a significant presence in the jurisdiction, or where it would assist the
proceedings in the main forum. If secondary proceedings are opened, the
local forum may apply its own laws with regard to assets located in the
jurisdiction, though indeed the more the system allows secondary
proceedings to take place, the less it may benefit from the advantages of
universalism.28 Under modified universalist regimes, recognition of foreign
insolvency proceedings and assistance to the foreign courts may not be
automatic. Domestic courts might retain discretion to evaluate the fairness
of the home country procedures and laws, or apply public policy safety
valves to deny recognition or assistance and protect the interests of local
creditors.29 Modified universalism accommodates situations where a
number of full parallel processes take place, and still provides for
cooperation towards a harmonized solution to the multiple proceedings.
Universalism can be further supported by “contractualist” solutions.
The contractualist theory suggests, with regard to international insolvency,
giving full effect to parties’ choice of the international insolvency regime.
This theory has gained little support.30 Indeed, it fails to appreciate the
multiparty nature of insolvency regimes and the divergence in the nature of
claimants.31 However, ad hoc contractualism in the course of the
international insolvency, whereby parties agree on how to coordinate the
cross-border insolvency process by way of agreement on “protocols,” could
contribute to an effective implementation of global universalist solutions in
insolvency.32
Thus, the universalist one law linked to one forum approach, achieved
by the harmonization of private international laws of insolvency, is an
27. See EU Insolvency Regulation, supra note 1, art. 5–15; see also Global Rules, supra note
16, r. 15–22. Cf. UNCITRAL LEGISLATIVE GUIDE PART THREE, supra note 5, recs. 32–33.
28. See infra Part V on the EU Insolvency Regulation scheme.
29. See infra Part V on the Model Law scheme.
30. See Rasmussen, supra note 16, at 2255.
31. See Elizabeth Warren & Jay Lawrence Westbrook, Contracting Out of Bankruptcy: An
Empirical Intervention, 118 HARV. L. REV. 1197, 1201, 1248–54 (2005).
32. See Irit Mevorach, Towards a Consensus on the Treatment of Enterprise Groups in
Insolvency, 18 CARDOZO J. INT’L & COMP. L. 359, 405 (2010).
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effective way to deal with cross-border insolvencies. It should be subject to
safety valves and exceptions in a restrained manner so that exceptions do
not “swallow” the universalist rule,33 and it should be sufficiently flexible to
accommodate different enterprise structures. Such an approach
accommodates territorialism concerns, without considerably sacrificing
insolvency objectives. Contractualism also fits well within a modified
universalist paradigm where it contributes to the achievement of a global
approach without undermining those same concerns of territorialism.
II. UNIVERSALISM AND THE GROUP CONTEXT
Cross-border insolvencies involving groups present greater
complexities compared with cases of single company insolvency, and the
appropriateness of universalism to resolve such cases is accordingly less
straightforward. Indeed, territorialist arguments against a global perspective
to multinational default are stronger in an enterprise group context, i.e.,
where the “single law linked to a single forum” approach purports to apply
to a group as a whole. In cases involving groups, the problems highlighted
by territorialists and mentioned above—such as predictability of a home
country forum, possible defeat of creditor entitlement by the alteration of
the forum and law, and interference with state sovereignty—might be more
pronounced. Group enterprises may operate as conglomerates of
independent and separate entities located in different jurisdictions.
Dislocating the insolvency forum from the entities’ home country to
another forum (a group forum of some sort), and applying that other
forum’s laws, could therefore distort such expectations and preclude state
control over locally formed and controlled entities. Arguably, a universalist
approach applied to the group as a whole may not be necessary at all, and
territorialism may better fit with the way groups operate.34
The reality, though, is more multifaceted. There is, in fact, a wide range
of group structures, and group entities often operate beyond national
33. See Jay Lawrence Westbrook, Breaking Away: Local Priorities and Global Assets, 46
TEX. INT’L L.J. 601 (2011); Leif M. Clark & Karen Goldstein, Sacred Cows: How to Care for
Secured Creditors’ Rights in Cross-Border Bankruptcies, 46 TEX. INT’L L.J. 513 (2011). Cf.
Edward J. Janger, Reciprocal Comity, 46 TEX. INT’L L.J. 441 (2011) (who suggests giving a
greater role to local priorities in the context of modified universalist solutions); John A. E. Pottow,
A New Role for Secondary Proceedings in International Bankruptcies, 46 TEX. INT’L L.J. 579
(2011) [hereinafter Pottow, A New Role for Secondary Proceedings in International Bankruptcies]
(discussing the merits of synthetic secondary proceedings over traditional secondary proceedings).
Pottow suggests that secondary proceedings are a necessary evil, required to get skeptical states to
subscribe to universalism. Id. at 581, 584. See also John A. E. Pottow, Beyond Carve-Outs and
Toward Reliance: A Normative Framework for Cross-Border Insolvency Choice of Law, 9
BROOK. J. CORP. FIN. & COM. L. 202, 205–06 (2014) [hereinafter Pottow, Beyond Carve-Outs and
Toward Reliance].
34. LoPucki, supra note 20, at 750. See also the regime proposed for international enterprise
groups in the UNCITRAL LEGISLATIVE GUIDE PART THREE, supra note 5, which is mainly based
on cooperation of multiple territorial proceedings. See infra Part V.
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borders through their close affiliation with the other entities, even when the
enterprise is formally segregated into separate entities in different countries.
Moreover, the group as a whole may be functionally integrated and operate
a single business or single lines of businesses across entities. In some
circumstances, the enterprise may even be so heavily integrated that assets
and debts were intermingled in the ordinary course of business.35 A one size
fits all solution that provides for separate territorial proceedings at the
location of the subsidiaries for any group in cross-border insolvency would
often diverge from the way multinational groups actually operate and
therefore fail to facilitate beneficial global group-wide solutions.36
Furthermore, at least with regard to those international groups whose
subsidiaries are significantly linked to the home country group’s nerve
center the application of local policies to the group entities might be in any
event limited in the ordinary course of business. Therefore, taking a
multinational approach in insolvency in such cases would not defeat state
sovereignty in functional terms.37
Territorialists argue that even if there is some sense in universalism in a
group context, it is impractical since it is impossible to identify a group
home country in which proceedings could be centrally administered with
sufficient predictability.38 Yet, this concern should be evaluated in view of
the diversity of group structures, and the fact that in practice some common
group organizational forms may have a clear group center. In other words,
territorialist concerns regarding the feasibility of universalism in a group
context are overstated to some extent and require closer evaluation of group
economic reality and its effect on the need for a global approach in
insolvency, on expectations, and on local control.
There may also be a concern that universalism applied to groups would
defeat the fundamental company law principle of the corporate form. Yet,
this concern is largely misconceived. Indeed, the key economic rationale for
respecting the corporate form and, in a group context, applying entity
principles39 is the reduction of transaction costs and encouragement of

35. See MEVORACH, supra note 3, ch. 5.
36. A coordinated group-wide approach can avoid separate sales of assets resulting from
disintegration which may be value destroying as was apparent in the case of KPNQwest N.V. See
ROBERT VAN GALEN, THE EUROPEAN INSOLVENCY REGULATION AND GROUPS OF COMPANIES
(2003) (presented at the INSOL Europe Annual Congress). It can also avoid lack of smooth
cooperation between affiliates. An example is the Lehman Brothers case where the UK
administrators of Lehman Brothers International (Europe) (LBIE) refused to become a party to a
cross-border protocol proposed by the U.S. Bankruptcy court. See In re Lehman Brothers
International (Europe) (in administration), [2011] EWHC (Ch) 2022.
37. See also Westbrook, A Global Solution, supra note 11, 2298–99, 2310–11.
38. See LoPucki, supra note 20 at 716–18.
39. The respect of corporate personality and limited liability in the regulation of groups can be
contrasted with “enterprise law,” which suggests considering the group as the relevant “entity.”
See Phillip I. Blumberg, The Corporate Entity in an Era of Multinational Corporations, 15 DEL. J.
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commerce through the segregation of assets and debts (“asset partitioning”)
among affiliates in a group.40 However, private international laws that
would take account of group interconnectedness in order to ascertain the
proper forum and the applicable law would not interfere with asset
segregation within the group.
Conflict of law rules are characteristically based on connecting factors
linking the legal relationship to the appropriate forum and applicable law.
The connecting factor in corporate insolvency that determines both forum
and laws choices is primarily based on geography, i.e. the presence of the
main economic activity of the debtor in a particular country. In the case of
integrated groups, there is no reason why the geographical link of a debtor
to a jurisdiction would not be created through its connection to other
entities in a group that have presence in that forum. Thus, a universalist
approach applied to groups would determine the choice of law and forum in
accordance with economic reality, taking account of the specific group
scenario. Accordingly, it would in many cases find that the entire integrated
group has a unified main forum to which all entities are connected. The
universalist approach would have no say, though, on the issue of liability
between affiliates and the segregation of asset and debts. Indeed, in the
course of insolvency of enterprise groups (wherever the case may take place
and under which laws), it may be determined by the presiding forum, based
on the applicable law, that a parent should be liable for the debts of the
subsidiary, or that proceedings should be substantively consolidated. Such
solutions that an insolvency law might provide would no doubt directly
interfere with asset partitioning, as they would allow the “lifting” of the
“corporate veil.” Therefore, clearly and strictly defined pre-requisites may
apply in such scenarios, such as the proof of fraud, wrongful trading by
shadow corporate directors or very strong integration.41 However, such
determination of whether to treat the entities separately or link them
substantively is a different matter, separate from the private international
law aspects of the administration of a group insolvency case.
III. APPLYING THE GROUP FORUM LAWS: NOT A ONE SIZE
FITS ALL SOLUTION
Many cross-border insolvency cases of groups involve economically
integrated enterprises because such enterprises are prone to the “domino
effect,” with the insolvency of one or few entities of the group cascading

CORP. L. 283 (1990); Clive M. Schmitthoff, The Wholly Owned and the Controlled Subsidiary, J.
BUS. L. 218, 219–22 (1978).
40. Henry Hansmann & Reinier Kraakman, The Essential Role of Organizational Law, 110
YALE L.J. 387 (2000).
41. See MEVORACH, supra note 3, at 215–29, 294–318.
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throughout the entire integrated enterprise.42 Integration may be in terms of
the group business, where the entire group or some parts thereof have run a
single or an interdependent business. In the more rare cases, the integration
is in terms of the assets and debts, whereby the affairs and liabilities of the
different entities have been intermingled and inseparable.43
In any event, the existence of integration would suggest that some
degree of coordination in the course of insolvency would be critical for
achieving efficient solutions, connecting the different entities proceedings
together—potentially centralizing all proceedings in a single jurisdiction
and governing the process by a single set of laws. Centralization of the
process and concentration of the laws may be particularly important where
the envisaged solution is reorganization or a going concern sale of the
integrated business. In a piecemeal liquidation, it is possible to break the
integrated group into pieces and address the insolvency on a jurisdictionby-jurisdiction basis. Even then, a group may benefit from a joint “package
sale” of its assets; however, the going concern value of the joint business
could be lost and reorganization of the enterprise might be impossible in the
absence of a group-wide approach. Achieving such group-wide solutions
may be possible through cooperation across borders. Still, mere cooperation
between parallel processes taking place in different countries and subject to
different laws may not be sufficiently effective. In particular, coordinated
solutions may be hampered where different insolvency laws would apply to
the different entities in insolvency. It may be especially difficult to achieve
group-wide reorganizations where rules—for example, regarding voting,
plan confirmation, and new financing—are different,44 and even more so
where multiple jurisdictions are involved. Concentration of the laws and
processes in one or two jurisdictions could facilitate the reorganization
significantly.45
Concentration of laws and proceedings is also particularly sensible
where substantive consolidation is envisaged for the enterprise, since
substantive consolidation would require treating the enterprise as a single
entity for distributional purposes, ignoring the random position of assets in
different jurisdictions.46 Indeed, such a solution should be applied sparingly.
42. Non-integrated groups are less likely to collapse as a whole and thus the question of
whether to apply universalist or territorialist solutions to the group would not normally arise.
43. See MEVORACH, supra note 3, at 30–31, 132.
44. See, e.g., the Enron case in which a complex plan needed to be designed in order to
overcome the differences between the chapter 11 and scheme of arrangement regimes (In re
Enron, No. 01-16034, 2001 Extra LEXIS 304 (Bankr. S.D.N.Y. Dec. 10, 2001)).
45. Subject to the same exceptions to the lex concursus rule that would apply in a single
company insolvency case. The nature and rationale for such exceptions is beyond the scope of the
paper. But see the discussion in Pottow, Beyond Carve-Outs and Toward Reliance, supra note 33;
Edward J. Janger, Silos: Establishing the Distributional Baseline in Cross-Border Bankruptcies, 9
BROOK. J. CORP. FIN. & COM. L. 180, 184–87 (2014).
46. Such a solution was achieved by way of agreement between the liquidators in the BCCI
case. The assets and debts of the different entities were pooled together under the supervision of
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The rationale for applying substantive consolidation and the extent to which
such solution should be pursued in relevant circumstances is, as noted
earlier, beyond the scope of this paper.47 What is relevant for the purpose of
the private international law and choice of law analysis is that the crossborder insolvency framework be able to support a group solution, including
where substantive consolidation is necessary. If different laws apply to the
group enterprise’s insolvency, each set of laws may impose different preconditions for applying substantive consolidation. For example, the parent
company’s forum laws may provide for substantive consolidation only
where assets and liabilities of the group entities were intermingled in the
course of business, while the subsidiary’s forum laws may require as a
condition for substantive consolidation proof of creditor reliance on the
group as a whole. Legal systems may also vary in the way to apply
substantive consolidation. The fragmentation of applicable law is likely to
impede any coherent solution.
Centralization of the law and forum in cases of integrated enterprises is
thus conducive to group-wide solutions that may better match the economic
reality of the enterprise. However, the assumption of efficiency of this
universalist approach, as well as the question of compatibility with spheres
of control and expectations, requires consideration of the degree of
geographical spread of the enterprise and the way it has been managed
internationally. Specifically, it requires drawing a distinction between two
typical structures of integrated enterprise groups: those groups that have
been controlled centrally (centralized groups) and those groups that
although integrated in various ways, have been managed in a decentralized
manner and operated the global business through autonomous entities
(decentralized groups).48
A. INTEGRATED CENTRALIZED GROUPS
It is submitted that in cases where the integrated group was controlled
and managed centrally,49 the optimal approach in the course of insolvency
would also be full centralization of the forum and law.50 The integrated,
centralized enterprise group is in functional (economic connections) terms

the principal process in Luxemburg that also applied its insolvency laws, though some of the
jurisdictions involved ring fenced assets or applied some of their local insolvency rules. See Re
BCCI SA (No. 10) [1997] 2 WLR 172 (Ch 1996); Re BCCI SA (No. 2) [1992] BCLC 715.
47. See, e.g., MEVORACH, supra note 3, at 215–35; Henry Peter, Insolvency in a Group of
Companies, Substantive and Procedural Consolidation: When and How?, in THE CHALLENGES
OF INSOLVENCY LAW REFORM IN THE 21ST CENTURY (Henry Peter et al. eds.,Verlag Schulthess
2006); Douglas G. Baird, Substantive Consolidation Today, 47 B.C. L. REV. 5 (2005); William H.
Widen, Corporate Form and Substantive Consolidation, 75 GEO. WASH. L. REV. 237 (2007).
48. See MEVORACH, supra note 3, at 133–35.
49. The whole or part of the group may operate in this way.
50. Subject to the same limited exceptions to the lex fori concursus rule that should apply to a
single company’s cross-border insolvency.
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the same as a single enterprise that operates across borders via offices or
branches; only these “branches” are in fact formally separated entities and
therefore require separation between the assets and the debts of each entity
in the course of insolvency. Thus, as it is most effective to handle the crossborder insolvency of single companies centrally in terms of the law and
forum, so would be the case for the integrated, centralized group. Similarly,
the argument about the defeat of state sovereignty in such cases is weak.
Like the multinational corporation that is not in fact governed locally, the
integrated centrally controlled group is in reality significantly linked to the
home country forum in the ordinary course, and centralization in insolvency
only follows this reality.
Even in the cases of centralized groups, however, it might be that some
of the subsidiary entities are heavy in assets and local presence, to the
extent that it would be efficient to conduct local proceedings. However,
whether or not to open additional proceedings should ideally be a decision
made by the insolvency representative supervising the main group
proceedings who would be obliged to regard the interests of the
stakeholders as a whole. Furthermore, the opening of additional
proceedings regarding the same integrated, centralized group may be
merely ancillary to the main process, and may not require the application of
a separate set of laws.
In any event, any further decentralization of the law and process would
not match the economic reality of the business enterprise. At the same time,
creditors’ entitlements vis-à-vis the entity with whom they were dealing,
and their prediction regarding the law and forum that will preside in the
event of insolvency, would not be hampered by the centralization of the
applicable law and forum. In cases of integrated centralized groups,
voluntary creditors are capable of conducting the ex ante predictions to
ascertain the group’s home country in the same way that they would for a
single company with foreign branches. Identifying a mutual predictable
center is especially feasible if the key connecting factor for insolvency
jurisdiction is the location of the economic center, rather than the place of
incorporation, and as will be noted below, cross-border insolvency
frameworks, increasingly emphasize economic reality over mere
registration as their jurisdictional test. Indeed, the place of incorporation or
registered office is likely to refer to multiple jurisdictions where entities
were registered, yet the economic center, in particular if it is equated with
the operational headquarters of the business, is likely to refer the case to a
common center for the group as a whole.51 In fact, in cases of integrated
51. In cases decided under the EC regulation, it was possible to identify a mutual predictable
center for all group members at the location of the central head-office. See Daisytek-ISA Ltd High
Court of Justice Leeds (UK) 16 May 2003, [2003] BCC 562 (ChD); Re Parkside Flexibles SA,
[2006] BCC. 589 (Eng.); MPOTEC GmbH, tribunal de grande instance [T.G.I.] [ordinary court of
original jurisdiction] Nanterre, [2006] BCC 681 (Fr); Re Creative Building Maintenance Inc., et
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centralized groups, the central management of the group coincides with the
center of each group entity, and therefore can be predicted in the same way.
Because each group entity is centrally controlled from the group head office
(since the group is centralized), the entities’ home countries and the group
home country would be the same.
B. INTEGRATED DECENTRALIZED GROUPS
The choice of law analysis may be different where the group is
integrated but decentralized, that is, where the group entities—all or some
of them—are managed independently, with significant autonomy in their
respective jurisdictions, and are more loosely controlled from a group
headquarter. Although the integration of the group still suggests that the
group stakeholders would benefit from some degree of global group-wide
approach, full centralization might not be the optimal solution if entities
were locally administered. Collection of evidence and relevant information
may be difficult without opening local proceedings. Decentralization may
also suggest that separate reorganization plans or restructurings for different
divisions may be most effective. Other territorialist concerns might also be
paramount in such cases. Since the entities in a decentralized enterprise
were independent and controlled domestically or on a regional level,
creditors likely had dealings with the local or regional management,, and
therefore, they expect the applicable insolvency law to be linked to that
territorial forum. The primary choice of law solution in such cases should,
therefore, be the application of the entity’s lex fori concursus, rather than
that of a group center.52 Still, the process may be usefully synchronized to
promote an efficient solution through the leadership of the forum where the
whole integrated group was to some extent coordinated in the ordinary
course—that is, at the group coordination center. The coordination center
equates with the place of an enterprise’s headquarters, only that the function
of the headquarters has been somewhat different in the case of the
decentralized group as it coordinated the enterprise rather than closely
controlled it. The purpose of such coordination between entities of a
decentralized group, in the course of insolvency may be to exchange
relevant information or collaborate in view of a forthcoming investment in

al., Nos. 06-03586, 03587 (Bankr. W.D.N.Y. 2006); Re ROL Manufacturing (Canada) Inc., et al.,
No. 08-31022 (Bankr. S.D. Ohio 2008). See also Gabriel Moss & Michael Haravon, “Building
Europe”—the French Case Law on COMI, 20 INSOLVENCY INTELLIGENCE 20 (2007); Gabriel
Moss, Group Insolvency—Choice of Forum and Law: The European Experience Under the
Influence of English Pragmatism, 32 BROOK. J. INT’L L. 1005 (2007).
52. Note that the local entity too may represent a regional group center, of a regionally
integrated centralized group, in which case the law of that entity may apply to additional entities
that were under the control of that separately managed part of the group.
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the group as a whole, but not to fully centralize the proceedings and the
laws.53
However, the proper private international law solution for an integrated
group in insolvency may be less clear-cut. Even though in decentralized
groups, entities may exercise local autonomy, centralization in the course of
insolvency may still be the most effective approach, especially if
reorganization of the entire integrated group, or substantive consolidation,
is envisioned.54 As mentioned above, achieving group-wide reorganizations
or substantive consolidation is difficult where the process is fragmented and
multiple laws apply. The future structure planned for the enterprise may
also be such that centralization is required in the course of insolvency.
Thus, while it may have been the case that prior to the insolvency
proceedings part of the group was decentralized, a new structure may be
envisaged post-insolvency in the context of a plan that may entail a
transformation of the enterprise into a more centralized organization. At the
same time, the fact of pre-insolvency decentralization requires
consideration of the redistribution risk and the potential uncertainty
regarding the applicable law.
These scenarios, therefore, present some degree of conflict or mismatch
between the advance of optimal insolvency solutions ex post after the
opening of insolvency proceedings (and in view of future restructuring of
the business) and the respect of pre-insolvency rights and expectations that
affect ex ante efficiency. The dilemma can be resolved, though, through a
sufficiently nuanced choice of law regime that would allow the central
(main) group forum to address the applicable law question more flexibly.
The main group forum at the group headquarters, where proceedings would
be centralized, may be required to uphold creditor pre-insolvency
entitlements in such cases, pursuant to the subsidiary’s center of main
interests (COMI) insolvency law and ensure that creditors are not worse off
by the application of the laws of the group forum. Yet, the center forum
may not apply the local laws wholesale. Such an approach might be
counter-productive to achieving group-wide effective solutions. It will be
sufficient to ensure that specific protections afforded to local creditors are
upheld through, for example, respecting priorities under the local law
regarding the local assets. The application of other rules and processes of
the group center is justifiable—both because it will promote the insolvency
goals by allowing efficient solutions in the course of insolvency and
because it fits with the private international law analysis that is based on a
53. See Irit Mevorach, The Home Country of a Multinational Enterprise Group Facing
Insolvency, 57 INT’L & COMP. L.Q. 427, 446–47 (2008).
54. Indeed, the latter scenario (substantive consolidation for decentralized groups) is less likely
to occur, since it is more conceivable that a heavily integrated intermingled group that would
require substantive consolidation would also be centralized in terms of its management. It is a
more conceivable scenario in circumstances of fraud.
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connection between entities and jurisdictions.55 In the integrated but
decentralized cases, in addition to having distinct centers, the group entities
have also had a significant link to the group center forum that has been
coordinating the enterprise. The approach is similar to the “synthetic
secondary proceeding”56 solution that has been employed in practice,
whereby all proceedings were opened at group headquarters and the
opening of additional secondary proceedings regarding the same group
entities was avoided by applying certain local laws that grant protections to
creditors.57
C. OTHER INTEGRATED GROUPS
Finally, some group enterprises, even if integrated, may be structured in
a way that would make it difficult to identify a single economic center
where the group as a whole is centrally controlled or coordinated. For
example, a group enterprise may be split organizationally whereby several
sets of management control the group,58 or it may be structured in a way in
which there is no central location exercising control over subsidiaries. Thus,
instead of having one “head” and “brain” controlling or coordinating the
entire group, there may be two or more heads of the enterprise. Decisionmaking may also take place between management centers of equally
positioned entities in horizontal types of structures.59 In the event of
insolvency of such groups, it may be appropriate to open more than one
central proceeding and apply more than one set of laws. It might be
55. A connection that also generates expectations and reliance.
56. See Pottow, A New Role for Secondary Proceedings in International Bankruptcies, supra
note 33, at 199. The concept is referred to as “virtual territoriality” in Edward J. Janger, Virtual
Territoriality, 48 COLUM. J. TRANSNAT’L L. 401, 408–09 (2010), and as the “as if” approach in
Bob Wessels, Contracting Out of Secondary Insolvency Proceedings: The Main Liquidator’s
Undertaking in the Meaning of Article 18 in the Proposal to Amend the EU Insolvency
Regulation, 9 BROOK. J. CORP. FIN. & COM. L. 63, 75–76 (2014).
57. See, e.g., Re MG Rover Belux SA/NV (In Administration), [2006] EWHC (Ch) 1296
(Eng.); see also Heribert Hirte, Towards a Framework for the Regulation of Corporate Groups’
Insolvencies, EUR. CO. & FIN. L. REV. 213, 218 (2008). The pending amended EU Regulation will
explicitly authorize liquidators to make such undertakings to local creditors to avoid the opening
of secondary proceedings (Proposal for a Regulation of the European Parliament and of the
Council Amending Council Regulation (EC) No 1346/2000 on Insolvency Proceedings, art. 18(1),
COM (2012) 744 final (Dec. 12, 2012) [hereinafter Proposal for Amending the EU Insolvency
Regulation]); Council of the European Union, 10284/14 add 1. ann. art. 42d1-42d17 (June 3,
2014). [hereinafter Compromise Text]). See also Janger, supra note 45, at 187–89 (Janger would
give an even greater role to the synthetic proceedings approach and apply it more generally in
cross-border insolvency).
58. An example is the case of Eurotunnel (Tribunal de Commerce, Paris, Aug. 2006 (Fr.))
(unreported), where two parent companies, French and English, jointly owned the global
integrated operation. Indeed the decision on the location of COMI in this case was not “clear cut.”
Eventually the global restructuring took place under the French “Procedure de Sauvegarde”. The
French court concluded inter alia that the various group entities’ management was largely
concentrated in France, as was also described in the annual reports of the parent companies.
59. Mevorach, supra note 53, at 447–48.
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possible, however, to centralize the process to some extent where
centralization can promote the goals of the process. The court may also
consider alternative connecting factors (i.e., degree of activities, assets,
creditors etc.) to ascertain an approximate center that can lead the case
especially if a group reorganization, going concern sale or substantive
consolidation is being considered. Furthermore, by way of agreement or
cooperation between insolvency representatives or the courts, some of the
center forums may defer to a single center that would oversee the process.
The usefulness of “ad-hoc contractualism” to achieve group universalist
solutions has been noted; it may be particularly sensible to utilize this
measure in order to minimize the number of proceedings and laws that
would apply, where the envisaged solution is reorganization or substantive
consolidation that would encompass those parallel-managed parts of the
group. It is important, though, to set limitations to contractual solutions or
discretionary powers given to the court to employ alternative jurisdictional
tests. To the extent that deference and centralization entail redistribution of
rights because of a real shift of an entity’s center, there should be means of
compensation in a reorganization plan. A no worse-off rule, or requirement
of consent of those whose rights are impaired by the jurisdictional shift,
should be applied when confirming agreements on applicable law or
localizing group proceedings in an approximate center, in a way that could
advance a group plan or other group-wide solutions.
Thus, a choice of law regime applicable to groups can be nuanced
enough to accommodate the diversity of group managerial structures and
insolvency scenarios. The more the enterprise has been integrated and
centralized, and the more it requires solutions that envisage a continuation
of the group or its business, the more crucial it is to apply a universalist
solution to the group as a whole, to centralize the process and laws. The
toolkit of solutions should also include the possibility of accommodating
local priority rights in cases where entities had distinct centers yet the
process still requires a large degree of centralization. In cases of significant
decentralization or where piecemeal liquidation is desired, looser
connections between the group entities’ insolvency proceedings may be
employed through the private international law/choice of law regime. Yet,
the cases of integrated enterprises that require a large degree of
centralization in insolvency, be it because the group was significantly
integrated or because it would benefit from some type of reorganization or
going concern sale, are common cases of group insolvency on which crossborder insolvency frameworks should focus, as practice also shows.
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IV. CHOICE OF LAW SOLUTIONS FOR GROUPS UNDER THE
CROSS-BORDER INSOLVENCY FRAMEWORKS
The two main cross-border insolvency frameworks on the regional and
international levels are the EU Insolvency Regulation and the UNCITRAL
Cross-Border Insolvency Model Law. Below it is considered to what extent
these frameworks, in their current form and in view of forthcoming
developments, facilitate the type of optimal solutions suggested above for
the cases of international groups’ insolvency.
A. EU INSOLVENCY REGULATION
Under the EU Insolvency Regulation scheme, only one main
proceeding may be opened against a debtor, in the forum of its COMI, and
this proceeding should automatically be recognized and given full effect in
other Member States.60 The lex fori concursus (the law of the forum) is the
applicable law regarding insolvency matters, subject to certain exceptions,
including the possibility that secondary proceedings will be opened in
which case the law of the secondary forum will apply regarding locally
situated assets.61 Thus, the EU Regulation adopts the mitigated one law
linked to one forum approach. However, the group case is not addressed
explicitly. Currently, there are no provisions regarding centralization,
coordination, or cooperation in cases where two or more entities belonging
to the same enterprise group are in insolvency. The EU Regulation would
apply in such cases with regard to each entity separately.62
Nevertheless, the Regulation has generated pragmatic solutions in cases
of groups. Many group cases have been centralized in one forum allowing
the design of group-wide solutions through the identification of the same
COMI for all group entities at the group headquarters, and the application
of the forum law.63 The practice of the application of the EU Regulation
shows a large proportion of group cases, of which many required groupwide solutions and that had a structure that could indicate a mutual place of
command and control.64 COMI was also interpreted as referring to a real

60. Subject to the “public policy exception.” EU Insolvency Regulation, supra note 1, art. 26.
61. Id. art. 4(2).
62. See Miguel Virgós & Etienne Schmit, Report on the Convention of Insolvency
Proceedings,
para.
76,
(May
3,
1996),
available
at
http://aei.pitt.edu/952/1/insolvency_report_schmidt_1988.pdf. See also Eurofood IFSC Ltd. (Case
/c-341/04) [2006] OJ 2006 C143/11, [26]-[37].
63. See, e.g., In re Daisytek-ISA Ltd., [2003] BCC 562; Energotech SARL, [2007] BCC 123
(Tribunal de Grande Instance) (Fr.); Hettlage-Austria, Munich District Court (Amtsgericht), 4
May 2004, AG Munchen Beschl.v.4.5.2004-1501 IE 1276/04; Eurotunnel (Tribunal de
Commerce, Paris, Aug. 2006 (Fr.)). In some cases the forum allowed giving effect to local
priorities. See supra note 58.
64. See Mevorach, Jurisdiction in Insolvency, supra note 24, at 327; see also Gabriel Moss,
Group Insolvency — Forum — EC Regulation and Model Law Under the Influence of English
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economic center, primarily the enterprise actual head-office.65 Courts and
insolvency representatives have acknowledged the reality of integrated
groups in insolvency and ensured that a global centralized approach can be
applied in such cases. Thus, the practice developed optimal effective rules.
Nonetheless, the manner in which such group-wide approach should be
applied could be made more explicit in the Regulation. Indeed, the need to
address the case of group insolvency has been acknowledged and a new
chapter on enterprise groups has been formulated for a revised EU
Regulation (negotiations on the revised Regulation text are still ongoing).66
However, while the new chapter on groups provides means for cooperation
and coordination of group insolvencies, it does not sufficiently endorse the
practice of centralization.
Indeed, the design of provisions for groups presented challenges, and
the drafting of the chapter on groups involved several iterations and
negotiations between the Parliament and the Commission. The European
Commission’s original proposal (from 2012) of a group chapter only
contained provisions on cooperation between multiple group proceedings.67
The idea was that liquidators appointed in proceedings concerning entities
of the same group would cooperate if such cooperation would facilitate the
effective administration of the proceedings, including sharing information,
exploring the possibilities of group restructuring, and coordinating the
supervision of the group affairs. The courts too would similarly cooperate.
The liquidators would have the right to be heard and participate in other
group entities’ proceedings, to request a stay of such proceedings, and to
propose a rescue plan.68
The Commission’s initial approach resembles the manner in which the
relationship between main and secondary proceedings is addressed in the
current text of the revised Regulation. In that context too, liquidators and
courts are duty-bound to cooperate. However, regarding secondary
proceedings, it may now be possible to limit the opening of such
proceedings to circumstances where it is necessary to protect the interests of
local creditors.69 In contrast, no limitations were suggested regarding the
opening of parallel proceedings against related companies. Various other
new provisions will ensure that the leading role of the liquidator in the main
proceeding is retained vis-à-vis the secondary proceedings. In contrast, the
Commission did not include similar limitations regarding the opening or the
Pragmatism Revisited, 9 BROOK. J. CORP. FIN. & COM. L. 250 (2014) (discussing the use of the
“head office functions” test to determine COMI).
65. See Mevorach, Jurisdiction in Insolvency, supra note 24.
66. See Proposal for Amending the EU Insolvency Regulation, supra note 57, ch.IV a;
Compromise Text, supra note 57, ch. IVa. The negotiations on the revised Regulation were still
ongoing at the time this Article went to print.
67. See Proposal for Amending the EU Insolvency Regulation, supra note 57, ch. IVa.
68. Id. art. 42a-d.
69. Id. art. 29a; see also Compromise Text, supra note 57, art. 29a.
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handling of parallel proceedings against related companies of a group
enterprise. All liquidators were to have the same status and all could have
asked to stay other proceedings and propose a rescue plan. It was not
required or suggested to file the proceedings in a single jurisdiction, or to
instigate main or supervisory proceedings at a group center.
The initial proposal of the European Parliament for a group chapter
(proposed in 2011) was a much more obtrusive yet adaptive approach and
more akin to the practice of centralization. It provided concrete solutions for
different types of groups and suggested the centralization of group
proceedings in a single forum as the primary approach.70 The Parliament
recommended that where the group structure allows it, proceedings should
be centralized in the jurisdiction of the group headquarters.71 That would
have led to the application of that forum’s laws, based on the EU
Insolvency Regulation scheme whereby the forum applies its laws subject
to exceptions. Any additional proceedings opened against entities of the
same group would be ancillary to the main group proceedings. Where the
group is decentralized, the Parliament recommended that coordination
mechanisms should be used.
Indeed, to some extent, the practice of centralization was acknowledged
in the 2012 Commission’s proposal as well, through the introduction of a
new recital that stated that the rules proposed for groups should not limit the
possibility of a court’s opening of insolvency proceedings for several
companies belonging to the same group in a single jurisdiction.72 Such joint
opening would be possible if the court finds that the COMI of these
companies is located in a single member state. In such situations, the court
should also be able to appoint, if appropriate, the same insolvency
representative in all proceedings concerned. Yet, the centralization concept
was mentioned only in a recital and had no resonance within the body of the
group chapter.73
The European Parliament subsequently introduced amendments to the
Commission’s text. The revised Parliament’s proposal (of December 2013)
could be seen as a compromise between its original approach that
distinguished between different group scenarios and focused on
centralization, and the Commission’s “one-size fits all” cooperation-based
proposal.74 The Parliament suggested that in addition to the provisions
regarding cooperation among parallel proceedings of group entities, it
70. European Parliament, Comm. of Legal Affairs, Rep. with Recommendations to the
Commission on Insolvency Proceedings in the Context of EU Company Law, Part 3:
Recommendations on the Insolvency of Groups of Companies, 2011/2006(INI) (Oct. 17, 2011).
71. Id.
72. Proposal for Amending the EU Insolvency Regulation, supra note 58, recital 20b.
73. Id.
74. European Parliament, Comm. on Legal Affairs, Draft Report on the Proposal for a
Regulation of the European Parliament and of the Council Amending Council Regulation (EC)
No. 1346/2000 on Insolvency Proceedings, COM (2012) 0744 (Dec. 20, 2012).
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should be possible for a court to open what is called “coordinating
proceedings” at any jurisdiction where a proceeding against a group entity
is pending, provided that the entity serves “crucial functions” within the
group and has its COMI in the jurisdiction.75 Where there is an attempt to
open such proceedings in several forums, the group coordinating
proceedings should be opened at the COMI of the most crucial member of
the group.
A more recent Compromise Text adopted by the Council of Ministers
(in June 2014) provides that such group coordination proceedings may be
requested at any court having jurisdiction over the insolvency proceedings
of a member of the group by a practitioner appointed in a proceeding
opened in relation to a member of the group. If there are several requests,
the court first seized has jurisdiction. Where at least two-thirds of all
insolvency practitioners appointed in insolvency proceedings of the
members of the group have agreed that a court of another Member State
having jurisdiction is the most appropriate for the opening of group
coordination proceedings, that court shall have exclusive jurisdiction.76
The coordinator officer will have responsibility for mediating between
office-holders appointed in the various proceedings, identifying and
outlining recommendations for the conduct of the insolvency proceedings,
and proposing a group-wide plan if suitable. Once coordinating proceedings
are opened other office-holders would no longer have the right to request a
stay of measures with regard to other group members’ proceedings.77 The
Compromise Text further emphasizes that participation in a coordinated
proceeding is voluntary.78
Thus, the current text of the new group chapter is premised on
cooperation and coordination of multiple proceedings.79 No doubt,
cooperation and coordination are important mechanisms in the toolkit of
measures for addressing group insolvencies. As suggested above,
cooperation and coordination between parallel proceedings may be
particularly suitable for cases of decentralized groups that may not require
tighter solutions and full centralization of the process post-insolvency.
Indeed, such enterprises or parts thereof may be significantly decentralized
and not require any coordination at all, and therefore, the possibility to
include only some of the entities in a coordinated insolvency process is
commendable. Regrettably, though, still no reference is made in the current
75. “Crucial functions” refers to the ability, prior to the opening of insolvency proceedings
with respect to any member of the group, to take and enforce decisions of strategic relevance for
the group or parts of it. Alternatively, it means the economic significance within the group,
presumed if the group member contributed at least ten per cent to the consolidated balance sheet
total and consolidated turnover. Id. art. 2 (ja).
76. See Compromise Text, supra note 57, arts. 42d1-42d17.
77. Id.
78. Id. arts. 42d4-42d5.
79. Compromise Text, supra note 56, Ch. IVa.
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text of the group chapter, or elsewhere in the body of the (revised)
Regulation, to the new recital that mentions the possibility of identifying a
single COMI for all group entities. The impression might be, therefore, that
the primary (perhaps, even the only) relevant cross-border insolvency
measure for groups going forward is the opening of multiple proceedings in
different jurisdictions, with the possibility of coordinating them through the
group coordination proceedings.
The concern is that there may be less room under the framework
proposed in the revised Regulation for initiating proceedings against several
group members in the same forum and allowing that forum to apply its
laws, subject to possible modifications and protection of local interests. The
result may be that cooperation and coordination in cases of group
insolvencies may be enhanced. Yet, the insolvency process might be more
complicated than it could have been if more emphasis was put on
centralized solutions. In addition, under the proposed revised Regulation,
certain group solutions may not be possible at all. Thus, for example, even
if the applicable law of what could be regarded as the main group
(coordinating) forum would allow, in accordance with international
standards,80 the substantive consolidation of the estates where assets and
debts were significantly intermingled, the multiplicity of the proceedings
may preclude such a solution. The new chapter on groups also specifically
prohibits any possibility of consolidating the proceedings or the estates by
the coordinating practitioner.81
B. UNCITRAL MODEL LAW
The cross-border insolvency scheme under the UNCITRAL Model Law
is similarly based on the notion of identifying the COMI of the debtor,
although such a determination is required for recognizing foreign
proceedings rather than for the purpose of opening proceedings.82 The
Model Law does not unify choice of law rules, as it only provides rules on
access, recognition, assistance, and relief.83 Therefore, both the recognizing
court and the opening court may apply their own private international law
rules to determine which laws to apply regarding insolvency matters.
Nonetheless, it is possible under the Model Law that the opening court will
apply its domestic laws and then seek their recognition through the Model
Law’s relief provisions,84 achieving a de facto centralized applicable law
solution. Indeed, the Model Law envisions that the recognizing court may
80.
81.
82.
83.

See UNCITRAL LEGISLATIVE GUIDE PART THREE, supra note 5.
See Compromise Text, supra note 56, art. 42d12(3).
MODEL LAW, supra note 1, art. 16.
See Jenny Clift, The UNCITRAL Model Law on Cross-Border Insolvency—A Legislative
Framework to Facilitate Coordination and Cooperation in Cross-Border Insolvency, 12 TUL. J.
INT’L & COMP. L. 307, 324 (2004).
84. MODEL LAW, supra note 1, art. 21.
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turn over assets to the foreign representative and entrust the foreign
representative with the administration or realization of assets as well as the
distribution of assets located in the recognizing state.85 The consequence of
such relief is that the assets will become part of a single insolvency estate
and will be distributed, unless other conditions apply, according to the laws
of the opening state.86
The concentrated lex fori concursus approach is further reinforced by
the recommendation in the UNCITRAL Legislative Guide on Insolvency
Law to afford the lex fori concursus a dominant role.87 Indeed, under the
Model Law framework, this solution would primarily apply to single
companies, as the Model Law does not provide rules for groups.
Nonetheless, it is possible that proceedings that were opened with regard to
two or more member entities of a group in the same forum will be
recognized under the Model Law. Similar to the position under the EU
Insolvency Regulation, such a conclusion could be based on the finding that
all entities had their COMI in the same forum, and would be facilitated by
focusing on the location of the entities’ central administration
(headquarters) and by considering the purpose of the proceedings. Courts in
the United States and Canada have been particularly inclined to apply the
Model Law in this way to facilitate group-wide solutions. Thus, they have
often recognized foreign proceedings opened against related companies,
including entities registered in the local (recognizing) forum, in the
jurisdiction of the group head office.88 Such solutions are likely to be
further promoted by the recent revision to the Guide to Enactment of the
Model Law that clarified the meaning of COMI, and now provides that
COMI primarily refer to the location of the company’s headquarters.89
Centralization of group proceedings (and the applicable laws) through the
recognition and relief provisions in the Model Law could be subject to
conditions, to reflect, for example, a scenario of decentralization and
85. Id.
86. Such relief is subject to the requirement that the court is satisfied that the interests of the
local creditors are adequately protected. MODEL LAW, supra note 1, arts. 21(2), 22. See also
Mevorach, On the Road to Universalism, supra note 24, at 543–50.
87. See UNCITRAL LEGISLATIVE GUIDE, supra note 16, rec. 31.
88. See, e.g., Petroflow Energy Ltd, 17 September 2010, No. 1001-13659 (Court of Queen’s
Bench, Alberta); TerreStar Network Inc., 19 October 2010, 21 October 2010, 9 November 2010,
19; November 2010, No. CV-10-8944-00CL (Ont. S.C.J. [Commercial List]); TLC Vision
Corporation, 21 December 2009; 23 December 2009 (Ont. S.C.J. [Commercial List]); Pope &
Talbot, Inc., et al., No. 08-11933 (Bankr. D. Del., 2008); Shermag Inc., No. 08-12015 (Bankr.
M.D.N.C., 2008); Madill Equipment Canada, et al., No. 08-41426 (Bankr. W.D. Wa., 2008). See
also Mevorach, On the Road to Universalism, supra note 24, at 537–43.
89. See U.N. Secretariat, Interpretation and Application of Selected Concepts of the
UNCITRAL Model Law on Cross-Border Insolvency Relating to Centre of Main Interests (COMI),
¶¶ 123D-123I, U.N. Doc. A/CN.9/WG.V/WP.112 (Feb. 11, 2013). The final text of the revised
Guide to Enactment should be available soon on the UNITRAL website (http://www.uncitral.org).
The author had the privilege of participating in the deliberations as adviser to the United Kingdom
delegation. All views expressed here, though, are solely those of the author.
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mismatch between the insolvency solutions and ex ante realities and
expectations. Thus, group optimal solutions could be, and have been,
achieved under the Model Law.
Indeed, the global cross-border insolvency framework too could be
developed further to provide greater clarity and guidance through the design
of explicit provisions concerning groups, as well as rules regarding the
applicable law. The need for such rules has been acknowledged by
UNCITRAL, which is now considering the development of its regime to
address international groups in insolvency.90 It has also indicated an
intention to develop choice of law rules in future projects. Such initiatives
are particularly important in view of sometimes inconsistent applications of
the Model Law, in particular the relief provisions, which are currently
loosely defined and leave considerable room for discretion and varied
interpretation.91
CONCLUSION
The analysis in this Article showed that, most often, the optimal choice
of law solution for group insolvency would be a universalist centralized
one, whereby all of the process will take place in one forum that would
apply its laws. Many groups (or parts thereof) that enter into insolvency as a
whole are integrated and therefore would benefit from a global group-wide
solution. A concentration of the process and laws can facilitate such an
approach. Creditors’ expectations are not defeated by such centralization if
the cross-border insolvency framework ensures that the forum that applies
its laws to the insolvency matters represents a real connection to each of the
entities. There is also no defeat of the corporate form since assets and debts
remain separate, except for specific justifications that would allow “lifting
the corporate veil” (that are beyond the private international law analysis).
In certain cases, the group, although integrated, has decentralized
management structure with subsidiaries having distinct centers, in addition
to being linked to the group center forum. In such cases, it was submitted,
the presumption in terms of choice of law and forum should be the handling
of multiple, coordinated, proceedings. However, even in cases of
decentralized enterprise structures, often the process will require
centralization, especially if the group or the business plans to go forward in
a more unified manner. A cross-border insolvency framework should be
equipped with nuanced measures, allowing the pursuit of centralized
solutions in these cases too, while ensuring that the group forum can give
effect to local creditor protections. In cases where no center of control or

90. Deliberations started in April 2014.
91. See Tacon v. Petroquest Res. Inc. (In re Condor Ins. Ltd.), 601 F.3d 319 (5th Cir. 2010).
Cf. Jaffé v. Samsung Elecs. Co. (In re Qimonda), 737 F.3d 14 (4th Cir. 2013). See also Janger,
supra note 45, at 184–85.
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coordination can be identified, the proceedings may be handled in parallel,
and group solutions may be achieved through cooperation.
Current frameworks for cross-border insolvency provide some answers
along the above lines, even if not explicitly, and the practice has evolved in
a pragmatic way that has reflected group economic realities. Further
developments of the frameworks present an opportunity to provide clearer
and more comprehensive solutions. Yet, such developments also entail the
risk that in attempting to provide specific rules for groups, a one size fits all
solution might emerge, or that the unjustified concern regarding “veil
lifting” would take the regime a step backwards by giving primacy to
solutions that are merely based on cooperation or on a minimal degree of
coordination, between multiple proceedings. It is hoped, though, that even
if the cross-border insolvency frameworks will end up appearing as
constraining group solutions by focusing merely on cooperation and
coordination, pragmatic optimal approaches will continue to prevail.
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Every public action which is not
customary either is wrong, or, if it
is right, is a dangerous precedent.
It follows that nothing should ever
be done for the first time.
F. M. Cornford, 1908

Standards of legal ethics, professional responsibility, privilege, admissibility of
evidence, privacy, confidentiality, courtesy, morality, friendship and intimacy are
considered by some to be interconnected, and perhaps co-extensive.

They are often

interconnected, but almost always dangerously so. Co-extensive, certainly not.
Social media have expanded the scope and speed of communication between and
among family, friends, acquaintances, business partners and associates, and complete
strangers. Even as technology enhances our communication, it presents new challenges
to how we relate to one another as individuals, as parties to bankruptcy proceedings, as
counsel (and judges) in bankruptcy proceedings and in countless other contexts. This
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portion of the materials offers some brief thoughts and perspective on a few of those
challenges.
The distinguishing characteristics of social media were defined by Dahan M.
Boyd & Nicole B. Ellison in Social Networking Sites: Definition, History and
Scholarship, 13 JOURNAL OF COMPUTER-MEDIATED COMMUNICATION 11 (2007), as “webbased services that allow individuals to (1) construct a public or semi-public profile
within a bounded system, (2) articulate a list of other users with whom they share a
connection, and (3) view and traverse their list of connections and those made by others
within the system.”

Several technological eons have passed since 2007, however.

“Social media” is an evolving concept and will never be a fully defined term.

It is most

often described by examples: Facebook, MySpace, Twitter, LinkedIn, Flickr, YouTube,
Tumblr, Pinterest, SnapChat, WhatsApp and others.

It should also include websites

(both static and interactive), blogs, e-mail listserves and likely private e-mail itself.
Almost every computer-accessed system is used in relative physical and
psychological isolation.

The individual is in immediate contact only with his or her

keyboard and monitor at home, office, cubicle, in a coffee shop or on a park bench.
S/He has the sensation of privacy, despite actual knowledge of interaction with others.
There is rarely anyone physically present with the user as s/he keyboards1. As a result,
each user has a skewed sense of security and anonymity that can be dangerous and
destructive.
Bankruptcy practice requires the full, good-faith disclosure of each debtor’s
financial affairs.

It may also entail the full, good-faith disclosure by third parties of

their transactions with each debtor. The debtor’s disclosures are accomplished initially
1

A regrettably necessary – but still ghastly – example of “verbing.”
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through the schedules and statements (plus, in Chapter 11 cases, the debtor’s disclosure
statement under §1125(b)) filed with the court. Thereafter, the debtor is required to
cooperate with the trustee, 11 U.S.C. § 521(a)(3), and to comply with proper requests for
discovery and production sought by creditors. A debtor and/or a trustee may challenge
the nature, scope, extent and legitimacy of a creditor’s claims against a debtor or the
estate through a contested matter or adversary proceeding. A debtor and/or a trustee
may seek to collect money or property from third-party obligors to the estate by similar
processes.
Debtors are sometimes less than forthcoming.

Despite the requirements for

voluntary discovery under Fed.R.Civ.P. 26(a)(1) and 26(e), applicable to adversary
proceedings by Fed.R.Bankr.P. 7026, defendants and respondents in adversary
proceedings and contested matters are occasionally reluctant to spill the beans.
Trustees, plaintiffs and movants should be prepared to dig below the surface.
appropriate case, full-bore discovery may be necessary.
information remain viable.

In the

Traditional sources of

Social media offer new vistas that have not been fully

explored.
There is no impediment to the passive access of information posted on the
internet by an opposing party. Social media sites available to the general public are
available to everyone, including counsel.

In the non-bankruptcy context, courts have

held that counsel had an affirmative duty to research jurors on-line (Johnson v.
McCullough 306 S.W.3d 551 (Mo. 2010)), and that it was inadequate assistance of
counsel if a victim’s social media recanting was not investigated (Cannedy v. Adams,
706 F.3d 1148 (9th Cir. 2013)). If counsel interacts with an opposing party by way of
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social media, however, the screw turns – just as it does when counsel interacts with an
opposing party in any other context.
There are still pitfalls on the social media path.

In Los Angeles County Bar

Association Professional Responsibility and Ethics Committee Opinion 514, use of a
general listserve to find and vet an expert witness ran into trouble.

First the posting

divulged confidential client information, inadvertently violating MRPC 1.6. Even more
severe, it ran the risk of waiving attorney/client privilege.

Lastly, since the specially

assigned trial judge was also a subscriber to the listserve, there was the possibility of an
improper ex parte contact with the bench in violation of MRPC 3.5(b). Formal Opinion
2011-184 of the Oregon Board of Governors cautioned that an exchange between
listserve members could limit a participant’s ability to participate in future litigation
regarding the subject matter discussed between and among them.
Rule 4.2 of the Model Rules of Professional Conduct proscribes unauthorized
communication with a person known to be represented without his or her attorney’s
consent.

It is improper for counsel to ask a represented party to be a social media

‘friend’ without permission from that person’s lawyer.

Model Rule 8.4(a), as well as

paragraph [4] of the commentary on Rule 4.2, make it clear that it is similarly improper
for counsel to ask an employee or even a stranger to do so.
Do things change if counsel seeks to ‘friend’ an unrepresented party? If counsel
asks directly, stating accurately her or his own name and profile but without disclosing
the underlying reason for the request, the possibility of professional discipline being
imposed depends on one’s own local bar standards. The New York City Bar Association
Committee on Professional and Judicial Ethics saw no impediment in Opinion 2010-2.
The Philadelphia Bar Association in Opinion 2009-02 required counsel to disclose his or
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her motive for the request. See, generally, Steven Seidenberg’s article, “Seduced” in the
February 2011 ABA JOURNAL.

In April 2014, the ABA Standing Committee on Ethics

and Professional Responsibility issued Formal Opinion 466, addressing social media
investigation of jurors by litigation counsel. “Passive review of a juror’s website … that is
available without making an access request, and of which the juror is unaware, does not
violate Model Rule 3.5(b). … The mere act of observing that which is open to the public
… [is not a transgression.” However, an access request by the lawyer or by someone on
behalf of the lawyer would be improper.

The Opinion further stated that if the social

media technology setting informed the juror of the lawyer’s review, it would still not
constitute a communication from the lawyer in violation of Rule 3.5(b).
Deceit is always improper, whether the recipient of the request is represented or
not. Model Rule 4.1(a) states, “[A] lawyer shall not knowingly … make a false statement
… to a third person.”

Model Rule 8.4(c) provides, “It is professional misconduct for a

lawyer to … engage in conduct involving dishonesty, fraud, deceit or misrepresentation.”
There are liability concerns, as well.

Relying on the RESTATEMENT (SECOND) OF

TORTS § 652B, some jurisdictions, including New Jersey, recognize the common law tort
of intrusion upon seclusion to insulate a plaintiff’s solitude or seclusion or private affairs
from infringement in such a manner as would highly offend a reasonable person. See,
Bisbee v. John C. Conover Agency Inc., 186 N.J. Super 335, 339, 452 A.2d 689
(App.Div. 1982).

In Pietrylo v. Hillston Restaurant Group, 2008 WL 6085437 (D.N.J.

July 25, 2008), while rejecting the common law tort claim, the jury found a violation of
the federal Stored Communications Act, 18 U.S.C. § 2071, et seq., where an employer
gained access to an employee’s less-than-complimentary Facebook page by bullying a
co-worker to turn over her password. The overall conduct of the employer was deemed
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to be malicious, resulting in punitive damages four times the amount of the
compensatory award.
Straightforward discovery avoids all of the perils of professional discipline and
professional liability. It is not, however, a complete panacea.
In EEOC v. Simply Storage Management, 2010 U.S.Dist. LEXIS 52766 (S.D.Ind.
May 1, 2010), the defendant sought to undercut the claimants’ charges of sexual
harassment by searching their Facebook and MySpace pages. The court overruled the
agency’s blanket objections that the subpoenas for Facebook and MySpace access were
overbroad and embarrassing harassment that infringed on the claimants’ privacy. The
court did, however, limit production to relevant information and photographs on the
claimants’ sites.
McMillen v. Hummingbird Speedway, 2010 Pa. D.&C. LEXIS 270 (Pa. D.&C.
Sept.9, 2010), was a humdrum personal injury action where the defendant sought access
to Facebook and MySpace to demonstrate that the plaintiff engaged in activities
incompatible with his claims of severe injury. In light of his apparent vigor in some of
the public Facebook postings, the court rejected the plaintiff’s opposition to discovery.
Popular attitude toward information on an individual’s social media sites is that
it is personal or private. Despite the developing consensus in the law that sites are not
protected from discovery, many trustees are reluctant to breach established decorum by
asking for access. Herbert Hoover’s Secretary of State, Henry L. Stimson, said famously
in 1929, “Gentlemen do not read other people’s mail” when he refused to authorize the
interception of encrypted foreign military communications.
the time he became Secretary of War during WWII.
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He changed his mind by

It is likely that the review of

debtors’ social media sites in consumer bankruptcy cases will become unremarkable,
although perhaps not routine, in the near future.
The scope of examination under Fed.R.Bankr.P. 2004(b) is broader than the
standards for discovery under the Federal Rules of Evidence. As Chief Judge Stair said
in In re Lufkin, 255 B.R. 204, 208 (Bankr.E.D.Tenn. 2000), “The scope of a Rule 2004
examination is extremely broad and has often been likened to a lawful “fishing
expedition…” … [that] may be used to search for assets which have been intentionally or
unintentionally concealed.”
Apart from the Rule 2004 tool, debtors have an affirmative obligation to
cooperate with the trustee in her or his investigation of the debtor’s financial affairs. 11
U.S.C. § 521(a)(3). Although there is no general practice at this time, there is no reason
why a trustee could not ask for a debtor’s social media passwords or access codes as part
of his or her investigation.
It is not clear that a trustee or other party in interest needs to warn the debtor in
advance that either a Rule 2004 examination or a § 341 meeting would involve access to
a debtor’s social media sites.

If an internet connection were available at the

examination or meeting, the trustee could ask the debtor to log in on each site, but
would not need to have the debtor disclose passwords or codes.

Just as the trustee

reviews certain documents at the meeting but elects not to retain copies because they
are not relevant to estate administration, a trustee could review the debtor’s social
media postings and take a screen shot of only pertinent matters.
Obtaining information on social media sites with the consent – however
grudgingly granted – or permission of the originator or addressee is one thing.
Pursuing its production directly from the carrier is another.
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The federal Stored

Communications Act, 18 U.S.C. §2702(a)(1) mandates that “a person or entity providing
an electronic communication service to the public shall not knowingly divulge to any
person or entity the contents of a communication while in electronic storage by that
service.” See, e.g., Mintz v. Mark Bartelstein & Associates, Inc., 885 F.Supp.2d 987,
993-4 (C.D.Cal. 2012) (holding that §2702(a)(1) prohibits an “electronic communication
service” from disclosing text message content in response to a subpoena); Bower v.
Bower, 808 F.Supp.2d 348, 249-50 (D. Mass. 2011) (“Yahoo! and Google may not
produce emails in response to civil discovery subpoenas”); Flagg v. City of Detroit, 262
F.R.D. 346,350 (E.D.Mich. 2008) (“§2702 lacks any language that explicitly authorizes
service provider to divulge the contents of a communication pursuant to a subpoena or
court order”); accord, Viacom International Inc. v. YouTube Inc., 253 F.R.D. 256, 264
(S.D.N.Y. 2008) and In re Subpoena Duces Tecum to AOL, LLC, 550 F.Supp.2d 606, 611
(E.D.Va. 2008). While there is no liability to the carrier if the Stored Communications
Act is violated (18 U.S.C. §2703(e)), there is no such protection for the party or attorney
who finagles disclosure documents, data or images.
Assuming that access to social media sites becomes commonplace, debtor’s
counsel will face additional ethical issues: What advice or information should be given
to clients – or potential clients – about the likelihood of the trustee’s investigation of
social media sites? What are counsel’s obligations to minimize the deletion of postings
and photographs by clients or potential clients before the sites can be viewed by the
trustee?
them.

Bank records can be retrieved by a trustee from the bank if a debtor has “lost”
Social media postings and information are within the exclusive control of the

debtor. Once deleted, they are extremely difficult to recover. (Of course, a computer
hard drive can be torn down to retrieve anything that ever existed on it. In a consumer
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case, the cost would be prohibitive.) A debtor risks denial of discharge in Chapter 7
under § 727(a)(3) for destruction of or failure to preserve records or other information
from which his or her financial condition might be ascertained.

Dismissal “for cause”

under § 1307(c) could be ordered for similar reasons.
Judges are not immune. In State v. Madden, 2014 BL 69323, 2014 ILRC 1495
(Tenn.Crim.App. 2014), the judge in a criminal trial was Facebook friends with one of
the key prosecution witnesses. Defense counsel moved unsuccessfully to recuse the
judge when the Facebook connection was found when researching the judge. After the
defendant was found guilty, the appeals court noted that “some of the … statements
made by the trial court to defense counsel … reveal that the … judge was upset, perhaps
because he felt that defense counsel had violated his privacy by visiting his
[unprotected] Facebook page (and the pages of individuals listed as his “friends” on that
page).”

Although the conviction withstood the appeal, the panel observed, “Perhaps

someday … judges must accept restrictions on online conduct that might be viewed as
burdensome…

In the meantime, judges will … best be served by ignoring any false

sense of security created by so-called “privacy settings” and understanding that, in
today’s world, posting information to Facebook is the very definition of making it
public.”
Spoliation of evidence is a hot topic in general litigation. If there is any concern
that critical documents or electronic data may become unavailable, counsel should send
a “preservation letter” to an opposing party or its counsel in anticipation of discovery to
forestall the “inadvertent” destruction of records, including electronic records,
important to the litigation, including litigation that has not yet been commenced. There
is a growing body of law recognizing a duty of counsel for the person/entity in
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possession of the records to advise his/her client to maintain them where litigation is
likely.
The debtor and debtor’s counsel are usually the only ones who are aware of an
impending bankruptcy filing.
before a case is filed.

The eventual trustee cannot send a preservation letter

Debtor’s counsel has an obligation to inform the client, or

potential client, of all likely events in the bankruptcy case.

Is there a duty to prevent

spoliation of information on a social media site? In Zubulake v. UBS Warburg, 2004
WL 1620886 (S.D.NY 2004), the district court judge held that counsel representing the
defendant “must” take certain steps with respect to records once litigation was filed or
was reasonably anticipated. They included counsel’s instruction to the client to place a
“litigation hold” to forestall the destruction of potentially relevant documents and
overseeing compliance with the litigation hold. In Contra Pension Committee of Univ.
of Montreal Pension Plan v. Banc of America Secs. LLC 685 F.jupp.2d 456 (S.D.N.Y.
2010), Judge Scheindlin held that failure to advise the client to put a litigation hold on
relevant electronic information was gross negligence and justified significant sanctions
on counsel as well as the client.
Bankruptcy cases discussing social media responsibilities have not yet been
widely reported.

They will come.

In the meantime, counsel should keep in mind

Comment 8 to the ABA Model Rule of Professional Conduct 1.1 regarding competence:
“To maintain the requisite knowledge and skill, a lawyer should keep abreast of changes
in the law and its practice, including the benefits and risks associated with relevant
technology, engage in continuing study and education, and comply with all continuing
legal education requirements to which the lawyer is subject.” (Emphasis added)
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Guide to Judiciary Policy
Vol 2: Ethics and Judicial Conduct
Pt A: Codes of Conduct

Ch 2: Code of Conduct for United States Judges
Introduction
Canon 1:

A Judge Should Uphold the Integrity and Independence of the Judiciary

Canon 2:

A Judge Should Avoid Impropriety and the Appearance of Impropriety in
All Activities

Canon 3:

A Judge Should Perform the Duties of the Office Fairly, Impartially and
Diligently

Canon 4:

A Judge May Engage in Extrajudicial Activities That Are Consistent with
the Obligations of Judicial Office

Canon 5:

A Judge Should Refrain from Political Activity

Compliance with the Code of Conduct
Applicable Date of Compliance

Introduction
The Code of Conduct for United States Judges was initially adopted by the Judicial
Conference on April 5, 1973, and was known as the "Code of Judicial Conduct for
United States Judges." See: JCUS-APR 73, pp. 9-11. Since then, the Judicial
Conference has made the following changes to the Code:
•
•
•
•
•
•
•

March 1987: deleted the word "Judicial" from the name of the Code;
September 1992: adopted substantial revisions to the Code;
March 1996: revised part C of the Compliance section, immediately
following the Code;
September 1996: revised Canons 3C(3)(a) and 5C(4);
September 1999: revised Canon 3C(1)(c);
September 2000: clarified the Compliance section;
March 2009: adopted substantial revisions to the Code;
Last revised (Transmittal 02-016) March 20, 2014
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March 2014: revised part C of the Compliance section, which appears
below, immediately following the Code.

This Code applies to United States circuit judges, district judges, Court of International
Trade judges, Court of Federal Claims judges, bankruptcy judges, and magistrate
judges. Certain provisions of this Code apply to special masters and commissioners as
indicated in the “Compliance” section. The Tax Court, Court of Appeals for Veterans
Claims, and Court of Appeals for the Armed Forces have adopted this Code.
The Judicial Conference has authorized its Committee on Codes of Conduct to render
advisory opinions about this Code only when requested by a judge to whom this Code
applies. Requests for opinions and other questions concerning this Code and its
applicability should be addressed to the Chair of the Committee on Codes of Conduct
by email or as follows:
Chair, Committee on Codes of Conduct
c/o General Counsel
Administrative Office of the United States Courts
Thurgood Marshall Federal Judiciary Building
One Columbus Circle, N.E.
Washington, D.C. 20544
202-502-1100
Procedural questions may be addressed to:
Office of the General Counsel
Administrative Office of the United States Courts
Thurgood Marshall Federal Judiciary Building
One Columbus Circle, N.E.
Washington, D.C. 20544
202-502-1100

CANON 1:

A JUDGE SHOULD UPHOLD THE INTEGRITY AND INDEPENDENCE
OF THE JUDICIARY

An independent and honorable judiciary is indispensable to justice in our society.
A judge should maintain and enforce high standards of conduct and should personally
observe those standards, so that the integrity and independence of the judiciary may be
preserved. The provisions of this Code should be construed and applied to further that
objective.
COMMENTARY
Deference to the judgments and rulings of courts depends on public confidence
in the integrity and independence of judges. The integrity and independence of judges
depend in turn on their acting without fear or favor. Although judges should be
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independent, they must comply with the law and should comply with this Code.
Adherence to this responsibility helps to maintain public confidence in the impartiality of
the judiciary. Conversely, violation of this Code diminishes public confidence in the
judiciary and injures our system of government under law.
The Canons are rules of reason. They should be applied consistently with
constitutional requirements, statutes, other court rules and decisional law, and in the
context of all relevant circumstances. The Code is to be construed so it does not
impinge on the essential independence of judges in making judicial decisions.
The Code is designed to provide guidance to judges and nominees for judicial
office. It may also provide standards of conduct for application in proceedings under the
Judicial Councils Reform and Judicial Conduct and Disability Act of 1980 (28 U.S.C.
§§ 332(d)(1), 351-364). Not every violation of the Code should lead to disciplinary
action. Whether disciplinary action is appropriate, and the degree of discipline, should
be determined through a reasonable application of the text and should depend on such
factors as the seriousness of the improper activity, the intent of the judge, whether there
is a pattern of improper activity, and the effect of the improper activity on others or on
the judicial system. Many of the restrictions in the Code are necessarily cast in general
terms, and judges may reasonably differ in their interpretation. Furthermore, the Code
is not designed or intended as a basis for civil liability or criminal prosecution. Finally,
the Code is not intended to be used for tactical advantage.

CANON 2:

A JUDGE SHOULD AVOID IMPROPRIETY AND THE APPEARANCE
OF IMPROPRIETY IN ALL ACTIVITIES

A.

Respect for Law. A judge should respect and comply with the law and
should act at all times in a manner that promotes public confidence in the
integrity and impartiality of the judiciary.

B.

Outside Influence. A judge should not allow family, social, political,
financial, or other relationships to influence judicial conduct or judgment.
A judge should neither lend the prestige of the judicial office to advance
the private interests of the judge or others nor convey or permit others to
convey the impression that they are in a special position to influence the
judge. A judge should not testify voluntarily as a character witness.

C.

Nondiscriminatory Membership. A judge should not hold membership in
any organization that practices invidious discrimination on the basis of
race, sex, religion, or national origin.

COMMENTARY
Canon 2A. An appearance of impropriety occurs when reasonable minds, with
knowledge of all the relevant circumstances disclosed by a reasonable inquiry, would
conclude that the judge’s honesty, integrity, impartiality, temperament, or fitness to
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serve as a judge is impaired. Public confidence in the judiciary is eroded by
irresponsible or improper conduct by judges. A judge must avoid all impropriety and
appearance of impropriety. This prohibition applies to both professional and personal
conduct. A judge must expect to be the subject of constant public scrutiny and accept
freely and willingly restrictions that might be viewed as burdensome by the ordinary
citizen. Because it is not practicable to list all prohibited acts, the prohibition is
necessarily cast in general terms that extend to conduct by judges that is harmful
although not specifically mentioned in the Code. Actual improprieties under this
standard include violations of law, court rules, or other specific provisions of this Code.
Canon 2B. Testimony as a character witness injects the prestige of the judicial
office into the proceeding in which the judge testifies and may be perceived as an
official testimonial. A judge should discourage a party from requiring the judge to testify
as a character witness except in unusual circumstances when the demands of justice
require. This Canon does not create a privilege against testifying in response to an
official summons.
A judge should avoid lending the prestige of judicial office to advance the private
interests of the judge or others. For example, a judge should not use the judge’s judicial
position or title to gain advantage in litigation involving a friend or a member of the
judge’s family. In contracts for publication of a judge’s writings, a judge should retain
control over the advertising to avoid exploitation of the judge’s office.
A judge should be sensitive to possible abuse of the prestige of office. A judge
should not initiate communications to a sentencing judge or a probation or corrections
officer but may provide information to such persons in response to a formal request.
Judges may participate in the process of judicial selection by cooperating with
appointing authorities and screening committees seeking names for consideration and
by responding to official inquiries concerning a person being considered for a judgeship.
Canon 2C. Membership of a judge in an organization that practices invidious
discrimination gives rise to perceptions that the judge’s impartiality is impaired. Canon
2C refers to the current practices of the organization. Whether an organization
practices invidious discrimination is often a complex question to which judges should be
sensitive. The answer cannot be determined from a mere examination of an
organization’s current membership rolls but rather depends on how the organization
selects members and other relevant factors, such as that the organization is dedicated
to the preservation of religious, ethnic or cultural values of legitimate common interest to
its members, or that it is in fact and effect an intimate, purely private organization whose
membership limitations could not be constitutionally prohibited. See New York State
Club Ass’n. Inc. v. City of New York, 487 U.S. 1, 108 S. Ct. 2225, 101 L. Ed. 2d 1
(1988); Board of Directors of Rotary International v. Rotary Club of Duarte, 481 U.S.
537, 107 S. Ct. 1940, 95 L. Ed. 2d 474 (1987); Roberts v. United States Jaycees, 468
U.S. 609, 104 S. Ct. 3244, 82 L. Ed. 2d 462 (1984). Other relevant factors include the
size and nature of the organization and the diversity of persons in the locale who might
reasonably be considered potential members. Thus the mere absence of diverse
membership does not by itself demonstrate a violation unless reasonable persons with
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knowledge of all the relevant circumstances would expect that the membership would
be diverse in the absence of invidious discrimination. Absent such factors, an
organization is generally said to discriminate invidiously if it arbitrarily excludes from
membership on the basis of race, religion, sex, or national origin persons who would
otherwise be admitted to membership.
Although Canon 2C relates only to membership in organizations that invidiously
discriminate on the basis of race, sex, religion or national origin, a judge’s membership
in an organization that engages in any invidiously discriminatory membership practices
prohibited by applicable law violates Canons 2 and 2A and gives the appearance of
impropriety. In addition, it would be a violation of Canons 2 and 2A for a judge to
arrange a meeting at a club that the judge knows practices invidious discrimination on
the basis of race, sex, religion, or national origin in its membership or other policies, or
for the judge to use such a club regularly. Moreover, public manifestation by a judge of
the judge’s knowing approval of invidious discrimination on any basis gives the
appearance of impropriety under Canon 2 and diminishes public confidence in the
integrity and impartiality of the judiciary, in violation of Canon 2A.
When a judge determines that an organization to which the judge belongs
engages in invidious discrimination that would preclude membership under Canon 2C or
under Canons 2 and 2A, the judge is permitted, in lieu of resigning, to make immediate
and continuous efforts to have the organization discontinue its invidiously discriminatory
practices. If the organization fails to discontinue its invidiously discriminatory practices
as promptly as possible (and in all events within two years of the judge’s first learning of
the practices), the judge should resign immediately from the organization.

CANON 3:

A JUDGE SHOULD PERFORM THE DUTIES OF THE OFFICE FAIRLY,
IMPARTIALLY AND DILIGENTLY

The duties of judicial office take precedence over all other activities. In
performing the duties prescribed by law, the judge should adhere to the following
standards:
A.

Adjudicative Responsibilities.
(1)

A judge should be faithful to, and maintain professional
competence in, the law and should not be swayed by partisan
interests, public clamor, or fear of criticism.

(2)

A judge should hear and decide matters assigned, unless
disqualified, and should maintain order and decorum in all judicial
proceedings.

(3)

A judge should be patient, dignified, respectful, and courteous to
litigants, jurors, witnesses, lawyers, and others with whom the
judge deals in an official capacity. A judge should require similar
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conduct of those subject to the judge’s control, including lawyers to
the extent consistent with their role in the adversary process.
(4)

A judge should accord to every person who has a legal interest in a
proceeding, and that person’s lawyer, the full right to be heard
according to law. Except as set out below, a judge should not
initiate, permit, or consider ex parte communications or consider
other communications concerning a pending or impending matter
that are made outside the presence of the parties or their lawyers.
If a judge receives an unauthorized ex parte communication
bearing on the substance of a matter, the judge should promptly
notify the parties of the subject matter of the communication and
allow the parties an opportunity to respond, if requested. A judge
may:
(a)

initiate, permit, or consider ex parte communications as
authorized by law;

(b)

when circumstances require it, permit ex parte
communication for scheduling, administrative, or emergency
purposes, but only if the ex parte communication does not
address substantive matters and the judge reasonably
believes that no party will gain a procedural, substantive, or
tactical advantage as a result of the ex parte communication;

(c)

obtain the written advice of a disinterested expert on the law,
but only after giving advance notice to the parties of the
person to be consulted and the subject matter of the advice
and affording the parties reasonable opportunity to object
and respond to the notice and to the advice received; or

(d)

with the consent of the parties, confer separately with the
parties and their counsel in an effort to mediate or settle
pending matters.

(5)

A judge should dispose promptly of the business of the court.

(6)

A judge should not make public comment on the merits of a matter
pending or impending in any court. A judge should require similar
restraint by court personnel subject to the judge’s direction and
control. The prohibition on public comment on the merits does not
extend to public statements made in the course of the judge’s
official duties, to explanations of court procedures, or to scholarly
presentations made for purposes of legal education.
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Administrative Responsibilities.
(1)

A judge should diligently discharge administrative responsibilities,
maintain professional competence in judicial administration, and
facilitate the performance of the administrative responsibilities of
other judges and court personnel.

(2)

A judge should not direct court personnel to engage in conduct on
the judge’s behalf or as the judge’s representative when that
conduct would contravene the Code if undertaken by the judge.

(3)

A judge should exercise the power of appointment fairly and only
on the basis of merit, avoiding unnecessary appointments,
nepotism, and favoritism. A judge should not approve
compensation of appointees beyond the fair value of services
rendered.

(4)

A judge with supervisory authority over other judges should take
reasonable measures to ensure that they perform their duties timely
and effectively.

(5)

A judge should take appropriate action upon learning of reliable
evidence indicating the likelihood that a judge’s conduct
contravened this Code or a lawyer violated applicable rules of
professional conduct.

Disqualification.
(1)

A judge shall disqualify himself or herself in a proceeding in which
the judge’s impartiality might reasonably be questioned, including
but not limited to instances in which:
(a)

the judge has a personal bias or prejudice concerning a
party, or personal knowledge of disputed evidentiary facts
concerning the proceeding;

(b)

the judge served as a lawyer in the matter in controversy, or
a lawyer with whom the judge previously practiced law
served during such association as a lawyer concerning the
matter, or the judge or lawyer has been a material witness;

(c)

the judge knows that the judge, individually or as a fiduciary,
or the judge’s spouse or minor child residing in the judge’s
household, has a financial interest in the subject matter in
controversy or in a party to the proceeding, or any other
interest that could be affected substantially by the outcome
of the proceeding;
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the judge or the judge’s spouse, or a person related to either
within the third degree of relationship, or the spouse of such
a person is:
(i)

a party to the proceeding, or an officer, director, or
trustee of a party;

(ii)

acting as a lawyer in the proceeding;

(iii)

known by the judge to have an interest that could be
substantially affected by the outcome of the
proceeding; or

(iv)

to the judge’s knowledge likely to be a material
witness in the proceeding;

the judge has served in governmental employment and in
that capacity participated as a judge (in a previous judicial
position), counsel, advisor, or material witness concerning
the proceeding or has expressed an opinion concerning the
merits of the particular case in controversy.

(2)

A judge should keep informed about the judge’s personal and
fiduciary financial interests and make a reasonable effort to keep
informed about the personal financial interests of the judge’s
spouse and minor children residing in the judge’s household.

(3)

For the purposes of this section:
(a)

the degree of relationship is calculated according to the civil
law system; the following relatives are within the third degree
of relationship: parent, child, grandparent, grandchild, great
grandparent, great grandchild, sister, brother, aunt, uncle,
niece, and nephew; the listed relatives include whole and
half blood relatives and most step relatives;

(b)

“fiduciary” includes such relationships as executor,
administrator, trustee, and guardian;

(c)

“financial interest” means ownership of a legal or equitable
interest, however small, or a relationship as director, advisor,
or other active participant in the affairs of a party, except
that:
(i)

ownership in a mutual or common investment fund
that holds securities is not a “financial interest” in such
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securities unless the judge participates in the
management of the fund;

(d)

(4)

D.

(ii)

an office in an educational, religious, charitable,
fraternal, or civic organization is not a “financial
interest” in securities held by the organization;

(iii)

the proprietary interest of a policyholder in a mutual
insurance company, or a depositor in a mutual
savings association, or a similar proprietary interest,
is a “financial interest” in the organization only if the
outcome of the proceeding could substantially affect
the value of the interest;

(iv)

ownership of government securities is a “financial
interest” in the issuer only if the outcome of the
proceeding could substantially affect the value of the
securities;

“proceeding” includes pretrial, trial, appellate review, or other
stages of litigation.

Notwithstanding the preceding provisions of this Canon, if a judge
would be disqualified because of a financial interest in a party
(other than an interest that could be substantially affected by the
outcome), disqualification is not required if the judge (or the judge’s
spouse or minor child) divests the interest that provides the
grounds for disqualification.

Remittal of Disqualification. Instead of withdrawing from the proceeding, a
judge disqualified by Canon 3C(1) may, except in the circumstances
specifically set out in subsections (a) through (e), disclose on the record
the basis of disqualification. The judge may participate in the proceeding
if, after that disclosure, the parties and their lawyers have an opportunity
to confer outside the presence of the judge, all agree in writing or on the
record that the judge should not be disqualified, and the judge is then
willing to participate. The agreement should be incorporated in the record
of the proceeding.

COMMENTARY
Canon 3A(3). The duty to hear all proceedings fairly and with patience is not
inconsistent with the duty to dispose promptly of the business of the court. Courts can
be efficient and businesslike while being patient and deliberate.
The duty under Canon 2 to act in a manner that promotes public confidence in
the integrity and impartiality of the judiciary applies to all the judge’s activities, including
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the discharge of the judge’s adjudicative and administrative responsibilities. The duty to
be respectful includes the responsibility to avoid comment or behavior that could
reasonably be interpreted as harassment, prejudice or bias.
Canon 3A(4). The restriction on ex parte communications concerning a
proceeding includes communications from lawyers, law teachers, and others who are
not participants in the proceeding. A judge may consult with other judges or with court
personnel whose function is to aid the judge in carrying out adjudicative responsibilities.
A judge should make reasonable efforts to ensure that law clerks and other court
personnel comply with this provision.
A judge may encourage and seek to facilitate settlement but should not act in a
manner that coerces any party into surrendering the right to have the controversy
resolved by the courts.
Canon 3A(5). In disposing of matters promptly, efficiently, and fairly, a judge
must demonstrate due regard for the rights of the parties to be heard and to have issues
resolved without unnecessary cost or delay. A judge should monitor and supervise
cases to reduce or eliminate dilatory practices, avoidable delays, and unnecessary
costs.
Prompt disposition of the court’s business requires a judge to devote adequate
time to judicial duties, to be punctual in attending court and expeditious in determining
matters under submission, and to take reasonable measures to ensure that court
personnel, litigants, and their lawyers cooperate with the judge to that end.
Canon 3A(6). The admonition against public comment about the merits of a
pending or impending matter continues until the appellate process is complete. If the
public comment involves a case from the judge’s own court, the judge should take
particular care so that the comment does not denigrate public confidence in the
judiciary’s integrity and impartiality, which would violate Canon 2A. A judge may
comment publicly on proceedings in which the judge is a litigant in a personal capacity,
but not on mandamus proceedings when the judge is a litigant in an official capacity (but
the judge may respond in accordance with Fed. R. App. P. 21(b)).
Canon 3B(3). A judge’s appointees include assigned counsel, officials such as
referees, commissioners, special masters, receivers, guardians, and personnel such as
law clerks, secretaries, and judicial assistants. Consent by the parties to an
appointment or an award of compensation does not relieve the judge of the obligation
prescribed by this subsection.
Canon 3B(5). Appropriate action may include direct communication with the
judge or lawyer, other direct action if available, reporting the conduct to the appropriate
authorities, or, when the judge believes that a judge’s or lawyer’s conduct is caused by
drugs, alcohol, or a medical condition, making a confidential referral to an assistance
program. Appropriate action may also include responding to a subpoena to testify or
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otherwise participating in judicial or lawyer disciplinary proceedings; a judge should be
candid and honest with disciplinary authorities.
Canon 3C. Recusal considerations applicable to a judge’s spouse should also
be considered with respect to a person other than a spouse with whom the judge
maintains both a household and an intimate relationship.
Canon 3C(1)(c). In a criminal proceeding, a victim entitled to restitution is not,
within the meaning of this Canon, a party to the proceeding or the subject matter in
controversy. A judge who has a financial interest in the victim of a crime is not required
by Canon 3C(1)(c) to disqualify from the criminal proceeding, but the judge must do so if
the judge’s impartiality might reasonably be questioned under Canon 3C(1) or if the
judge has an interest that could be substantially affected by the outcome of the
proceeding under Canon 3C(1)(d)(iii).
Canon 3C(1)(d)(ii). The fact that a lawyer in a proceeding is affiliated with a law
firm with which a relative of the judge is affiliated does not of itself disqualify the judge.
However, if “the judge’s impartiality might reasonably be questioned” under
Canon 3C(1), or the relative is known by the judge to have an interest in the law firm
that could be “substantially affected by the outcome of the proceeding” under
Canon 3C(1)(d)(iii), the judge’s disqualification is required.

CANON 4:

A JUDGE MAY ENGAGE IN EXTRAJUDICIAL ACTIVITIES THAT ARE
CONSISTENT WITH THE OBLIGATIONS OF JUDICIAL OFFICE

A judge may engage in extrajudicial activities, including law-related pursuits and
civic, charitable, educational, religious, social, financial, fiduciary, and governmental
activities, and may speak, write, lecture, and teach on both law-related and nonlegal
subjects. However, a judge should not participate in extrajudicial activities that detract
from the dignity of the judge’s office, interfere with the performance of the judge’s official
duties, reflect adversely on the judge’s impartiality, lead to frequent disqualification, or
violate the limitations set forth below.
A.

Law-related Activities.
(1)

Speaking, Writing, and Teaching. A judge may speak, write,
lecture, teach, and participate in other activities concerning the law,
the legal system, and the administration of justice.

(2)

Consultation. A judge may consult with or appear at a public
hearing before an executive or legislative body or official:
(a)

on matters concerning the law, the legal system, or the
administration of justice;
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(b)

to the extent that it would generally be perceived that a
judge’s judicial experience provides special expertise in the
area; or

(c)

when the judge is acting pro se in a matter involving the
judge or the judge’s interest.

(3)

Organizations. A judge may participate in and serve as a member,
officer, director, trustee, or nonlegal advisor of a nonprofit
organization devoted to the law, the legal system, or the
administration of justice and may assist such an organization in the
management and investment of funds. A judge may make
recommendations to public and private fund-granting agencies
about projects and programs concerning the law, the legal system,
and the administration of justice.

(4)

Arbitration and Mediation. A judge should not act as an arbitrator
or mediator or otherwise perform judicial functions apart from the
judge’s official duties unless expressly authorized by law.

(5)

Practice of Law. A judge should not practice law and should not
serve as a family member’s lawyer in any forum. A judge may,
however, act pro se and may, without compensation, give legal
advice to and draft or review documents for a member of the
judge’s family.

Civic and Charitable Activities. A judge may participate in and serve as an
officer, director, trustee, or nonlegal advisor of a nonprofit civic, charitable,
educational, religious, or social organization, subject to the following
limitations:
(1)

A judge should not serve if it is likely that the organization will either
be engaged in proceedings that would ordinarily come before the
judge or be regularly engaged in adversary proceedings in any
court.

(2)

A judge should not give investment advice to such an organization
but may serve on its board of directors or trustees even though it
has the responsibility for approving investment decisions.

Fund Raising. A judge may assist nonprofit law-related, civic, charitable,
educational, religious, or social organizations in planning fund-raising
activities and may be listed as an officer, director, or trustee. A judge may
solicit funds for such an organization from judges over whom the judge
does not exercise supervisory or appellate authority and from members of
the judge’s family. Otherwise, a judge should not personally participate in
fund-raising activities, solicit funds for any organization, or use or permit
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the use of the prestige of judicial office for that purpose. A judge should
not personally participate in membership solicitation if the solicitation might
reasonably be perceived as coercive or is essentially a fund-raising
mechanism.
D.

E.

Financial Activities.
(1)

A judge may hold and manage investments, including real estate,
and engage in other remunerative activity, but should refrain from
financial and business dealings that exploit the judicial position or
involve the judge in frequent transactions or continuing business
relationships with lawyers or other persons likely to come before
the court on which the judge serves.

(2)

A judge may serve as an officer, director, active partner, manager,
advisor, or employee of a business only if the business is closely
held and controlled by members of the judge’s family. For this
purpose, “members of the judge’s family” means persons related to
the judge or the judge’s spouse within the third degree of
relationship as defined in Canon 3C(3)(a), any other relative with
whom the judge or the judge’s spouse maintains a close familial
relationship, and the spouse of any of the foregoing.

(3)

As soon as the judge can do so without serious financial detriment,
the judge should divest investments and other financial interests
that might require frequent disqualification.

(4)

A judge should comply with the restrictions on acceptance of gifts
and the prohibition on solicitation of gifts set forth in the Judicial
Conference Gift Regulations. A judge should endeavor to prevent
any member of the judge’s family residing in the household from
soliciting or accepting a gift except to the extent that a judge would
be permitted to do so by the Judicial Conference Gift Regulations.
A “member of the judge’s family” means any relative of a judge by
blood, adoption, or marriage, or any person treated by a judge as a
member of the judge’s family.

(5)

A judge should not disclose or use nonpublic information acquired
in a judicial capacity for any purpose unrelated to the judge’s official
duties.

Fiduciary Activities. A judge may serve as the executor, administrator,
trustee, guardian, or other fiduciary only for the estate, trust, or person of a
member of the judge’s family as defined in Canon 4D(4). As a family
fiduciary a judge is subject to the following restrictions:
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(1)

The judge should not serve if it is likely that as a fiduciary the judge
would be engaged in proceedings that would ordinarily come before
the judge or if the estate, trust, or ward becomes involved in
adversary proceedings in the court on which the judge serves or
one under its appellate jurisdiction.

(2)

While acting as a fiduciary, a judge is subject to the same
restrictions on financial activities that apply to the judge in a
personal capacity.

F.

Governmental Appointments. A judge may accept appointment to a
governmental committee, commission, or other position only if it is one
that concerns the law, the legal system, or the administration of justice, or
if appointment of a judge is required by federal statute. A judge should
not, in any event, accept such an appointment if the judge’s governmental
duties would tend to undermine the public confidence in the integrity,
impartiality, or independence of the judiciary. A judge may represent the
judge’s country, state, or locality on ceremonial occasions or in connection
with historical, educational, and cultural activities.

G.

Chambers, Resources, and Staff. A judge should not to any substantial
degree use judicial chambers, resources, or staff to engage in extrajudicial
activities permitted by this Canon.

H.

Compensation, Reimbursement, and Financial Reporting. A judge may
accept compensation and reimbursement of expenses for the law-related
and extrajudicial activities permitted by this Code if the source of the
payments does not give the appearance of influencing the judge in the
judge’s judicial duties or otherwise give the appearance of impropriety,
subject to the following restrictions:
(1)

Compensation should not exceed a reasonable amount nor should
it exceed what a person who is not a judge would receive for the
same activity.

(2)

Expense reimbursement should be limited to the actual costs of
travel, food, and lodging reasonably incurred by the judge and,
where appropriate to the occasion, by the judge’s spouse or
relative. Any additional payment is compensation.

(3)

A judge should make required financial disclosures, including
disclosures of gifts and other things of value, in compliance with
applicable statutes and Judicial Conference regulations and
directives.

COMMENTARY
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Canon 4. Complete separation of a judge from extrajudicial activities is neither
possible nor wise; a judge should not become isolated from the society in which the
judge lives. As a judicial officer and a person specially learned in the law, a judge is in a
unique position to contribute to the law, the legal system, and the administration of
justice, including revising substantive and procedural law and improving criminal and
juvenile justice. To the extent that the judge’s time permits and impartiality is not
compromised, the judge is encouraged to do so, either independently or through a bar
association, judicial conference, or other organization dedicated to the law. Subject to
the same limitations, judges may also engage in a wide range of non-law-related
activities.
Within the boundaries of applicable law (see, e.g., 18 U.S.C. § 953) a judge may
express opposition to the persecution of lawyers and judges anywhere in the world if the
judge has ascertained, after reasonable inquiry, that the persecution is occasioned by
conflict between the professional responsibilities of the persecuted judge or lawyer and
the policies or practices of the relevant government.
A person other than a spouse with whom the judge maintains both a household
and an intimate relationship should be considered a member of the judge’s family for
purposes of legal assistance under Canon 4A(5), fund raising under Canon 4C, and
family business activities under Canon 4D(2).
Canon 4A. Teaching and serving on the board of a law school are permissible,
but in the case of a for-profit law school, board service is limited to a nongoverning
advisory board.
Consistent with this Canon, a judge may encourage lawyers to provide pro bono
legal services.
Canon 4A(4). This Canon generally prohibits a judge from mediating a state
court matter, except in unusual circumstances (e.g., when a judge is mediating a federal
matter that cannot be resolved effectively without addressing the related state court
matter).
Canon 4A(5). A judge may act pro se in all legal matters, including matters
involving litigation and matters involving appearances before or other dealings with
governmental bodies. In so doing, a judge must not abuse the prestige of office to
advance the interests of the judge or the judge’s family.
Canon 4B. The changing nature of some organizations and their exposure to
litigation make it necessary for a judge regularly to reexamine the activities of each
organization with which the judge is affiliated to determine if the judge’s continued
association is appropriate. For example, in many jurisdictions, charitable hospitals are
in court more often now than in the past.
Canon 4C. A judge may attend fund-raising events of law-related and other
organizations although the judge may not be a speaker, a guest of honor, or featured on
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the program of such an event. Use of a judge’s name, position in the organization, and
judicial designation on an organization’s letterhead, including when used for fund raising
or soliciting members, does not violate Canon 4C if comparable information and
designations are listed for others.
Canon 4D(1), (2), and (3). Canon 3 requires disqualification of a judge in any
proceeding in which the judge has a financial interest, however small. Canon 4D
requires a judge to refrain from engaging in business and from financial activities that
might interfere with the impartial performance of the judge’s judicial duties. Canon 4H
requires a judge to report compensation received for activities outside the judicial office.
A judge has the rights of an ordinary citizen with respect to financial affairs, except for
limitations required to safeguard the proper performance of the judge’s duties. A
judge’s participation in a closely held family business, while generally permissible, may
be prohibited if it takes too much time or involves misuse of judicial prestige or if the
business is likely to come before the court on which the judge serves. Owning and
receiving income from investments do not as such affect the performance of a judge’s
duties.
Canon 4D(5). The restriction on using nonpublic information is not intended to
affect a judge’s ability to act on information as necessary to protect the health or safety
of the judge or a member of a judge’s family, court personnel, or other judicial officers if
consistent with other provisions of this Code.
Canon 4E. Mere residence in the judge’s household does not by itself make a
person a member of the judge’s family for purposes of this Canon. The person must be
treated by the judge as a member of the judge’s family.
The Applicable Date of Compliance provision of this Code addresses continued
service as a fiduciary.
A judge’s obligation under this Code and the judge’s obligation as a fiduciary may
come into conflict. For example, a judge should resign as a trustee if it would result in
detriment to the trust to divest holdings whose retention would require frequent
disqualification of the judge in violation of Canon 4D(3).
Canon 4F. The appropriateness of accepting extrajudicial assignments must be
assessed in light of the demands on judicial resources and the need to protect the
courts from involvement in matters that may prove to be controversial. Judges should
not accept governmental appointments that could interfere with the effectiveness and
independence of the judiciary, interfere with the performance of the judge’s judicial
responsibilities, or tend to undermine public confidence in the judiciary.
Canon 4H. A judge is not required by this Code to disclose income, debts, or
investments, except as provided in this Canon. The Ethics Reform Act of 1989 and
implementing regulations promulgated by the Judicial Conference impose additional
restrictions on judges’ receipt of compensation. That Act and those regulations should
be consulted before a judge enters into any arrangement involving the receipt of
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compensation. The restrictions so imposed include but are not limited to: (1) a
prohibition against receiving “honoraria” (defined as anything of value received for a
speech, appearance, or article), (2) a prohibition against receiving compensation for
service as a director, trustee, or officer of a profit or nonprofit organization, (3) a
requirement that compensated teaching activities receive prior approval, and (4) a
limitation on the receipt of “outside earned income.”

CANON 5:
A.

A JUDGE SHOULD REFRAIN FROM POLITICAL ACTIVITY
General Prohibitions. A judge should not:
(1)

act as a leader or hold any office in a political organization;

(2)

make speeches for a political organization or candidate, or publicly
endorse or oppose a candidate for public office; or

(3)

solicit funds for, pay an assessment to, or make a contribution to a
political organization or candidate, or attend or purchase a ticket for
a dinner or other event sponsored by a political organization or
candidate.

B.

Resignation upon Candidacy. A judge should resign the judicial office if
the judge becomes a candidate in a primary or general election for any
office.

C.

Other Political Activity. A judge should not engage in any other political
activity. This provision does not prevent a judge from engaging in
activities described in Canon 4.

COMMENTARY
The term “political organization” refers to a political party, a group affiliated with a
political party or candidate for public office, or an entity whose principal purpose is to
advocate for or against political candidates or parties in connection with elections for
public office.

Compliance with the Code of Conduct
Anyone who is an officer of the federal judicial system authorized to perform judicial
functions is a judge for the purpose of this Code. All judges should comply with this
Code except as provided below.

Page 1213

Guide to Judiciary Policy, Vol. 2A, Ch. 2

A.

Page 18

Part-time Judge
A part-time judge is a judge who serves part-time, whether continuously or
periodically, but is permitted by law to devote time to some other
profession or occupation and whose compensation for that reason is less
than that of a full-time judge. A part-time judge:

B.

(1)

is not required to comply with Canons 4A(4), 4A(5), 4D(2), 4E, 4F,
or 4H(3);

(2)

except as provided in the Conflict-of-Interest Rules for Part-time
Magistrate Judges, should not practice law in the court on which
the judge serves or in any court subject to that court's appellate
jurisdiction, or act as a lawyer in a proceeding in which the judge
has served as a judge or in any related proceeding.

Judge Pro Tempore
A judge pro tempore is a person who is appointed to act temporarily as a
judge or as a special master.

C.

(1)

While acting in this capacity, a judge pro tempore is not required to
comply with Canons 4A(4), 4A(5), 4D(2), 4D(3), 4E, 4F, or 4H(3);
further, one who acts solely as a special master is not required to
comply with Canons 4A(3), 4B, 4C, 4D(4), or 5.

(2)

A person who has been a judge pro tempore should not act as a
lawyer in a proceeding in which the judge has served as a judge or
in any related proceeding.

Retired Judge
A judge who is retired under 28 U.S.C. § 371(b) or § 372(a) (applicable to
Article III judges), or who is subject to recall under § 178(d) (applicable to
judges on the Court of Federal Claims), or who is recalled to judicial
service, should comply with all the provisions of this Code except Canon
4F, but the judge should refrain from judicial service during the period of
extrajudicial appointment not sanctioned by Canon 4F. All other retired
judges who are eligible for recall to judicial service (except those in U.S.
territories and possessions) should comply with the provisions of this
Code governing part-time judges. However, bankruptcy judges and
magistrate judges who are eligible for recall but who have notified the
Administrative Office of the United States Courts that they will not consent
to recall are not obligated to comply with the provisions of this Code
governing part-time judges. Such notification may be made at any time
after retirement, and is irrevocable. A senior judge in the territories and
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possessions must comply with this Code as prescribed by 28 U.S.C.
§ 373(c)(5) and (d).
COMMENTARY
The 2014 amendment to the Compliance section, regarding retired bankruptcy
judges and magistrate judges and exempting those judges from compliance with the
Code as part-time judges if they notify the Administrative Office of the United States
Courts that they will not consent to recall, was not intended to alter those judges’
statutory entitlements to annuities, cost-of-living adjustments, or any other retirement
benefits.
Applicable Date of Compliance
Persons to whom this Code applies should arrange their financial and fiduciary affairs
as soon as reasonably possible to comply with it and should do so in any event within
one year after appointment. If, however, the demands on the person's time and the
possibility of conflicts of interest are not substantial, such a person may continue to act,
without compensation, as an executor, administrator, trustee, or other fiduciary for the
estate or person of one who is not a member of the person's family if terminating the
relationship would unnecessarily jeopardize any substantial interest of the estate or
person and if the judicial council of the circuit approves.
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Ch 3: Code of Conduct for Judicial Employees
§ 310 Overview
§ 310.10 Scope
§ 310.20 History
§ 310.30 Definitions
§ 310.40 Further Guidance
§ 320 Text of the Code
Canon 1: A Judicial Employee Should Uphold the Integrity and Independence of
the Judiciary and of the Judicial Employee's Office
Canon 2: A Judicial Employee Should Avoid Impropriety and the Appearance of
Impropriety in All Activities
Canon 3: A Judicial Employee Should Adhere to Appropriate Standards in
Performing the Duties of the Office
Canon 4: In Engaging in Outside Activities, a Judicial Employee Should Avoid
the Risk of Conflict with Official Duties, Should Avoid the Appearance of
Impropriety, and Should Comply with Disclosure Requirements
Canon 5: A Judicial Employee Should Refrain from Inappropriate Political
Activity

§ 310 Overview
§ 310.10 Scope
(a)

This Code of Conduct applies to all employees of the judicial branch,
including interns, externs, and other volunteer court employees, except it
does not apply to Justices; judges; and employees of the United States
Supreme Court, the Administrative Office of the United States Courts, the
Federal Judicial Center, the Sentencing Commission, and federal public
defender offices.

Last revised (Transmittal 02-013) August 2, 2013
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(b)

Justices and employees of the Supreme Court are subject to standards
established by the Justices of that Court. Judges are subject to the Code
of Conduct for United States Judges (Guide, Vol 2A, Ch 2). Employees of
the AO and the FJC are subject to their respective agency codes.
Employees of the Sentencing Commission are subject to standards
established by the Commission. Federal public defender employees are
subject to the Code of Conduct for Federal Public Defender Employees
(Guide, Vol 2A, Ch 4). Intermittent employees [HR Manual, Sec 5, Ch
4.7] are subject to canons 1, 2, and 3 and such other provisions of this
code as may be determined by the appointing authority.

(c)

Employees who occupy positions with functions and responsibilities
similar to those for a particular position identified in this code should be
guided by the standards applicable to that position, even if the position
title differs. When in doubt, employees may seek an advisory opinion as
to the applicability of specific code provisions.

(d)

Contractors and other nonemployees not covered above who serve the
judiciary are not covered by this code, but appointing authorities may
impose these or similar ethical standards on such nonemployees, as
appropriate.

§ 310.20 History
(a)

With the adoption of the Code of Conduct for Judicial Employees on
September 19, 1995, the Judicial Conference repealed the Code of
Conduct for Clerks (and Deputy Clerks), the Code of Conduct for United
States Probation Officers (and Pretrial Services Officers), the Code of
Conduct for Circuit Executives, the Director of the Administrative Office,
the Director of the Federal Judicial Center, the Administrative Assistant to
the Chief Justice, and All Administrative Office Employees Grade GS-15
and Above, the Code of Conduct for Staff Attorneys of the United States,
the Code of Conduct for Federal Public Defenders, and the Code of
Conduct for Law Clerks. JCUS-SEP 95, p. 74.

(b)

This Code of Conduct for Judicial Employees took effect on January 1,
1996.

(c)

In March 2001, the Conference revised Canon 3F(4). JCUS-MAR 01, pp.
10-12.

(d)

The Conference revised the following provisions in March 2013: "Scope"
(§ 310.10(a) and (d)); "Definitions" (§ 310.30(a)); Canon 1; Canon
3F(2)(a)(ii); Canon 4A; and Canon 5B. JCUS-MAR 13, p. 9.
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§ 310.30 Definitions
(a)

Member of a Judge’s Personal Staff
As used in this code in canons 3F(2)(b), 3F(5), 4B(2), 4C(1), and 5B, a
member of a judge's personal staff means a judge's secretary or judicial
assistant, a judge's law clerk, intern, extern, or other volunteer court
employee, and a courtroom deputy clerk or court reporter whose
assignment with a particular judge is reasonably perceived as being
comparable to a member of the judge's personal staff.

(b)

Third Degree of Relationship
As used in this code, the third degree of relationship is calculated
according to the civil law system to include the following relatives: parent,
child, grandparent, grandchild, great grandparent, great grandchild,
brother, sister, aunt, uncle, niece and nephew.

§ 310.40 Further Guidance
(a)

The Judicial Conference has authorized its Committee on Codes of
Conduct to render advisory opinions concerning the application and
interpretation of this code. Employees should consult with their supervisor
and/or appointing authority for guidance on questions concerning this
code and its applicability before a request for an advisory opinion is made
to the Committee on Codes of Conduct.

(b)

In assessing the propriety of one's proposed conduct, a judicial employee
should take care to consider all relevant canons in this code, the Ethics
Reform Act, and other applicable statutes and regulations (e.g., receipt of
a gift may implicate canon 2 as well as canon 4C(2) and the Ethics
Reform Act gift regulations).

(c)

Should a question remain after this consultation, the affected judicial
employee, or the chief judge, supervisor, or appointing authority of such
employee, may request an advisory opinion from the Committee.
Requests for advisory opinions may be addressed to the chair of the
Committee on Codes of Conduct by email or as follows:
Chair of the Committee on Codes of Conduct
c/o Office of the General Counsel
Administrative Office of the United States Courts
One Columbus Circle, N.E.
Washington, D.C. 20544
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§ 320 Text of the Code

Canon 1: A Judicial Employee Should Uphold the Integrity and Independence of
the Judiciary and of the Judicial Employee's Office
An independent and honorable Judiciary is indispensable to justice in our society. A
judicial employee should personally observe high standards of conduct so that the
integrity and independence of the Judiciary are preserved and the judicial employee's
office reflects a devotion to serving the public. Judicial employees should require
adherence to such standards by personnel subject to their direction and control. The
provisions of this code should be construed and applied to further these objectives.
The standards of this code do not affect or preclude other more stringent standards
required by law, by court order, or by the appointing authority.

Canon 2: A Judicial Employee Should Avoid Impropriety and the Appearance of
Impropriety in All Activities
A judicial employee should not engage in any activities that would put into question the
propriety of the judicial employee's conduct in carrying out the duties of the office. A
judicial employee should not allow family, social, or other relationships to influence
official conduct or judgment. A judicial employee should not lend the prestige of the
office to advance or to appear to advance the private interests of others. A judicial
employee should not use public office for private gain.

Canon 3: A Judicial Employee Should Adhere to Appropriate Standards in
Performing the Duties of the Office
In performing the duties prescribed by law, by resolution of the Judicial Conference of
the United States, by court order, or by the judicial employee's appointing authority, the
following standards apply:
A.

A judicial employee should respect and comply with the law and these
canons. A judicial employee should report to the appropriate supervising
authority any attempt to induce the judicial employee to violate these
canons.
Note: A number of criminal statutes of general applicability govern
federal employees' performance of official duties. These include:
•

18 U.S.C. § 201 (bribery of public officials and witnesses);
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18 U.S.C. § 211 (acceptance or solicitation to obtain appointive
public office);
18 U.S.C. § 285 (taking or using papers relating to government
claims);
18 U.S.C. § 287 (false, fictitious, or fraudulent claims against the
government);
18 U.S.C. § 508 (counterfeiting or forging transportation requests);
18 U.S.C. § 641 (embezzlement or conversion of government
money, property, or records);
18 U.S.C. § 643 (failing to account for public money);
18 U.S.C. § 798 and 50 U.S.C. § 783 (disclosure of classified
information);
18 U.S.C. § 1001 (fraud or false statements in a government
matter);
18 U.S.C. § 1719 (misuse of franking privilege);
18 U.S.C. § 2071 (concealing, removing, or mutilating a public
record);
31 U.S.C. § 1344 (misuse of government vehicle);
31 U.S.C. § 3729 (false claims against the government).

In addition, provisions of specific applicability to court officers include:
•
•
•
•

18 U.S.C. §§ 153, 154 (court officers embezzling or purchasing
property from bankruptcy estate);
18 U.S.C. § 645 (embezzlement and theft by court officers);
18 U.S.C. § 646 (court officers failing to deposit registry moneys);
18 U.S.C. § 647 (receiving loans from registry moneys from court
officer).

This is not a comprehensive listing but sets forth some of the more
significant provisions with which judicial employees should be familiar.
B.

A judicial employee should be faithful to professional standards and
maintain competence in the judicial employee's profession.

C.

A judicial employee should be patient, dignified, respectful, and courteous
to all persons with whom the judicial employee deals in an official
capacity, including the general public, and should require similar conduct
of personnel subject to the judicial employee's direction and control. A
judicial employee should diligently discharge the responsibilities of the
office in a prompt, efficient, nondiscriminatory, fair, and professional
manner. A judicial employee should never influence or attempt to
influence the assignment of cases, or perform any discretionary or
ministerial function of the court in a manner that improperly favors any
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litigant or attorney, nor should a judicial employee imply that he or she is
in a position to do so.
D.

A judicial employee should avoid making public comment on the merits of
a pending or impending action and should require similar restraint by
personnel subject to the judicial employee's direction and control. This
proscription does not extend to public statements made in the course of
official duties or to the explanation of court procedures. A judicial
employee should never disclose any confidential information received in
the course of official duties except as required in the performance of such
duties, nor should a judicial employee employ such information for
personal gain. A former judicial employee should observe the same
restrictions on disclosure of confidential information that apply to a current
judicial employee, except as modified by the appointing authority.

E.

A judicial employee should not engage in nepotism prohibited by law.
Note: See also 5 U.S.C. § 3110 (employment of relatives); 28 U.S.C.
§ 458 (employment of judges' relatives).

F.

Conflicts of Interest
(1)

A judicial employee should avoid conflicts of interest in the
performance of official duties. A conflict of interest arises when a
judicial employee knows that he or she (or the spouse, minor child
residing in the judicial employee's household, or other close relative
of the judicial employee) might be so personally or financially
affected by a matter that a reasonable person with knowledge of
the relevant facts would question the judicial employee's ability
properly to perform official duties in an impartial manner.

(2)

Certain judicial employees, because of their relationship to a judge
or the nature of their duties, are subject to the following additional
restrictions:
(a)

A staff attorney or law clerk should not perform any official
duties in any matter with respect to which such staff attorney
or law clerk knows that:
(i)

he or she has a personal bias or prejudice concerning
a party, or personal knowledge of disputed
evidentiary facts concerning the proceeding;
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(ii)

he or she served as lawyer in the matter in
controversy, or a lawyer with whom he or she
previously practiced law had served (during such
association) as a lawyer concerning the matter
(provided that the prohibition relating to the previous
practice of law does not apply if he or she did not
work on the matter, did not access confidential
information relating to the matter, and did not practice
in the same office as the lawyer), or he, she, or such
lawyer has been a material witness;

(iii)

he or she, individually or as a fiduciary, or the spouse
or minor child residing in his or her household, has a
financial interest in the subject matter in controversy
or in a party to the proceeding;

(iv)

he or she, a spouse, or a person related to either
within the third degree of relationship (as defined
above in § 310.40), or the spouse of such person
(A) is a party to the proceeding, or an officer, director,
or trustee of a party; (B) is acting as a lawyer in the
proceeding; (C) has an interest that could be
substantially affected by the outcome of the
proceeding; or (D) is likely to be a material witness in
the proceeding;

(v)

he or she has served in governmental employment
and in such capacity participated as counsel, advisor,
or material witness concerning the proceeding or has
expressed an opinion concerning the merits of the
particular case in controversy.

A secretary to a judge, or a courtroom deputy or court
reporter whose assignment with a particular judge is
reasonably perceived as being comparable to a member of
the judge's personal staff, should not perform any official
duties in any matter with respect to which such secretary,
courtroom deputy, or court reporter knows that he or she, a
spouse, or a person related to either within the third degree
of relationship, or the spouse of such person (i) is a party to
the proceeding, or an officer, director, or trustee of a party;
(ii) is acting as a lawyer in the proceeding; (iii) has an
interest that could be substantially affected by the outcome
of the proceeding; or (iv) is likely to be a material witness in
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the proceeding; provided, however, that when the foregoing
restriction presents undue hardship, the judge may authorize
the secretary, courtroom deputy, or court reporter to
participate in the matter if no reasonable alternative exists
and adequate safeguards are in place to ensure that official
duties are properly performed. In the event the secretary,
courtroom deputy, or court reporter possesses any of the
foregoing characteristics and so advises the judge, the judge
should also consider whether the Code of Conduct for
United States Judges may require the judge to recuse.
(c)

A probation or pretrial services officer should not perform
any official duties in any matter with respect to which the
probation or pretrial services officer knows that:
(i)

he or she has a personal bias or prejudice concerning
a party;

(ii)

he or she is related within the third degree of
relationship to a party to the proceeding, or to an
officer, director, or trustee of a party, or to a lawyer in
the proceeding;

(iii)

he or she, or a relative within the third degree of
relationship, has an interest that could be
substantially affected by the outcome of the
proceeding.

(3)

When a judicial employee knows that a conflict of interest may be
presented, the judicial employee should promptly inform his or her
appointing authority. The appointing authority, after determining
that a conflict or the appearance of a conflict of interest exists,
should take appropriate steps to restrict the judicial employee's
performance of official duties in such matter so as to avoid a
conflict or the appearance of a conflict of interest. A judicial
employee should observe any restrictions imposed by his or her
appointing authority in this regard.

(4)

A judicial employee who is subject to canon 3F(2)(a) should keep
informed about his or her personal and fiduciary financial interests
and make a reasonable effort to keep informed about the personal
financial interests of a spouse or minor child residing in the judicial
employee's household. For purposes of this canon, "financial
interest" means ownership of a legal or equitable interest, however
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small, or a relationship as director, advisor, or other active
participant in the affairs of a party, except that:

(5)

(a)

ownership in a mutual or common investment fund
that holds securities is not a "financial interest" in
such securities unless the employee participates in
the management of the fund;

(b)

an office in an educational, religious, charitable,
fraternal, or civic organization is not a "financial
interest" in securities held by the organization;

(c)

the proprietary interest of a policy holder in a mutual
insurance company, or a depositor in a mutual
savings association, or a similar proprietary interest,
is a "financial interest" in the organization only if the
outcome of the proceeding could substantially affect
the value of the interest;

(d)

ownership of government securities is a "financial
interest" in the issuer only if the outcome of the
proceeding could substantially affect the value of the
securities.

A member of a judge's personal staff should inform the appointing
judge of any circumstance or activity of the staff member that might
serve as a basis for disqualification of either the staff member or
the judge, in a matter pending before the judge.

Canon 4: In Engaging in Outside Activities, a Judicial Employee Should Avoid
the Risk of Conflict with Official Duties, Should Avoid the Appearance of
Impropriety, and Should Comply with Disclosure Requirements
A.

Outside Activities
A judicial employee's activities outside of official duties should not detract
from the dignity of the court, interfere with the performance of official
duties, or adversely reflect on the operation and dignity of the court or
office the judicial employee serves. Subject to the foregoing standards
and the other provisions of this code, a judicial employee may engage in
such activities as civic, charitable, religious, professional, educational,
cultural, avocational, social, fraternal, and recreational activities, and may
speak, write, lecture, and teach. If such outside activities concern the law,
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the legal system, or the administration of justice, the judicial employee
should first consult with the appointing authority to determine whether the
proposed activities are consistent with the foregoing standards and the
other provisions of this code. A judicial employee should not accept a
governmental appointment that has the potential for dual service to and/or
supervision by independent branches of government (including state
courts) or different governments during judicial employment.
B.

Solicitation of Funds
A judicial employee may solicit funds in connection with outside activities,
subject to the following limitations:

C.

(1)

A judicial employee should not use or permit the use of the prestige
of the office in the solicitation of funds.

(2)

A judicial employee should not solicit subordinates to contribute
funds to any such activity but may provide information to them
about a general fund-raising campaign. A member of a judge's
personal staff should not solicit any court personnel to contribute
funds to any such activity under circumstances where the staff
member's close relationship to the judge could reasonably be
construed to give undue weight to the solicitation.

(3)

A judicial employee should not solicit or accept funds from lawyers
or other persons likely to come before the judicial employee or the
court or office the judicial employee serves, except as an incident
to a general fund-raising activity.

Financial Activities
(1)

A judicial employee should refrain from outside financial and
business dealings that tend to detract from the dignity of the court,
interfere with the proper performance of official duties, exploit the
position, or associate the judicial employee in a substantial
financial manner with lawyers or other persons likely to come
before the judicial employee or the court or office the judicial
employee serves, provided, however, that court reporters are not
prohibited from providing reporting services for compensation to
the extent permitted by statute and by the court. A member of a
judge's personal staff should consult with the appointing judge
concerning any financial and business activities that might
reasonably be interpreted as violating this code and should refrain
from any activities that fail to conform to the foregoing standards or
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that the judge concludes may otherwise give rise to an appearance
of impropriety.
(2)

A judicial employee should not solicit or accept a gift from anyone
seeking official action from or doing business with the court or other
entity served by the judicial employee, or from anyone whose
interests may be substantially affected by the performance or
nonperformance of official duties; except that a judicial employee
may accept a gift as permitted by the Ethics Reform Act of 1989
and the Judicial Conference regulations thereunder. A judicial
employee should endeavor to prevent a member of a judicial
employee's family residing in the household from soliciting or
accepting any such gift except to the extent that a judicial
employee would be permitted to do so by the Ethics Reform Act of
1989 and the Judicial Conference regulations thereunder.
Note: See 5 U.S.C. § 7353 (gifts to federal employees). See also
5 U.S.C. § 7342 (foreign gifts); 5 U.S.C. § 7351 (gifts to superiors).

(3)

A judicial employee should report the value of gifts to the extent a
report is required by the Ethics Reform Act, other applicable law, or
the Judicial Conference of the United States.
Note: See 5 U.S.C. App. §§ 101 to 111 (Ethics Reform Act
financial disclosure provisions).

(4)

D.

During judicial employment, a law clerk or staff attorney may seek
and obtain employment to commence after the completion of the
judicial employment. However, the law clerk or staff attorney
should first consult with the appointing authority and observe any
restrictions imposed by the appointing authority. If any law firm,
lawyer, or entity with whom a law clerk or staff attorney has been
employed or is seeking or has obtained future employment appears
in any matter pending before the appointing authority, the law clerk
or staff attorney should promptly bring this fact to the attention of
the appointing authority.

Practice of Law
A judicial employee should not engage in the practice of law except that a
judicial employee may act pro se, may perform routine legal work incident
to the management of the personal affairs of the judicial employee or a
member of the judicial employee's family, and may provide pro bono legal
services in civil matters, so long as such pro se, family, or pro bono legal
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work does not present an appearance of impropriety, does not take place
while on duty or in the judicial employee's workplace, and does not
interfere with the judicial employee's primary responsibility to the office in
which the judicial employee serves, and further provided that:
(1)

in the case of pro se legal work, such work is done without
compensation (other than such compensation as may be allowed
by statute or court rule in probate proceedings);

(2)

in the case of family legal work, such work is done without
compensation (other than such compensation as may be allowed
by statute or court rule in probate proceedings) and does not
involve the entry of an appearance in a federal court;

(3)

in the case of pro bono legal services, such work (a) is done
without compensation; (b) does not involve the entry of an
appearance in any federal, state, or local court or administrative
agency; (c) does not involve a matter of public controversy, an
issue likely to come before the judicial employee's court, or
litigation against federal, state or local government; and (d) is
reviewed in advance with the appointing authority to determine
whether the proposed services are consistent with the foregoing
standards and the other provisions of this code.

Judicial employees may also serve as uncompensated mediators or
arbitrators for nonprofit organizations, subject to the standards applicable
to pro bono practice of law, as set forth above, and the other provisions of
this code.
A judicial employee should ascertain any limitations imposed by the
appointing judge or the court on which the appointing judge serves
concerning the practice of law by a former judicial employee before the
judge or the court and should observe such limitations after leaving such
employment.
Note: See also 18 U.S.C. § 203 (representation in matters involving the
United States); 18 U.S.C. § 205 (claims against the United States);
28 U.S.C. § 955 (restriction on clerks of court practicing law).
E.

Compensation and Reimbursement
A judicial employee may receive compensation and reimbursement of
expenses for outside activities provided that receipt of such compensation
and reimbursement is not prohibited or restricted by this code, the Ethics
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Reform Act, and other applicable law, and provided that the source or
amount of such payments does not influence or give the appearance of
influencing the judicial employee in the performance of official duties or
otherwise give the appearance of impropriety. Expense reimbursement
should be limited to the actual cost of travel, food, and lodging reasonably
incurred by a judicial employee and, where appropriate to the occasion,
by the judicial employee's spouse or relative. Any payment in excess of
such an amount is compensation.
A judicial employee should make and file reports of compensation and
reimbursement for outside activities to the extent prescribed by the Ethics
Reform Act, other applicable law, or the Judicial Conference of the United
States.
Notwithstanding the above, a judicial employee should not receive any
salary, or any supplementation of salary, as compensation for official
government services from any source other than the United States,
provided, however, that court reporters are not prohibited from receiving
compensation for reporting services to the extent permitted by statute and
by the court.
Note: See 5 U.S.C. App. §§ 101 to 111 (Ethics Reform Act financial
disclosure provisions); 28 U.S.C. § 753 (court reporter compensation).
See also 5 U.S.C. App. §§ 501 to 505 (outside earned income and
employment).

Canon 5: A Judicial Employee Should Refrain from Inappropriate Political
Activity
A.

Partisan Political Activity
A judicial employee should refrain from partisan political activity; should
not act as a leader or hold any office in a partisan political organization;
should not make speeches for or publicly endorse or oppose a partisan
political organization or candidate; should not solicit funds for or contribute
to a partisan political organization, candidate, or event; should not
become a candidate for partisan political office; and should not otherwise
actively engage in partisan political activities.

B.

Nonpartisan Political Activity
A member of a judge's personal staff, lawyer who is employed by the
court and assists judges on cases, clerk of court, chief probation officer,
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chief pretrial services officer, circuit executive, and district court executive
should refrain from nonpartisan political activity such as campaigning for
or publicly endorsing or opposing a nonpartisan political candidate;
soliciting funds for or contributing to a nonpartisan political candidate or
event; and becoming a candidate for nonpartisan political office. Other
judicial employees may engage in nonpartisan political activity only if such
activity does not tend to reflect adversely on the dignity or impartiality of
the court or office and does not interfere with the proper performance of
official duties. A judicial employee may not engage in such activity while
on duty or in the judicial employee's workplace and may not utilize any
federal resources in connection with any such activity.
Note: See also 18 U.S.C. chapter 29 (elections and political activities).
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Ask Ms. Ps & Qs
By Professor Nancy Rapoport
(Reprinted with permission: The Academy, ConsiderChapter13.org May 18, 2015)

Dear Readers:
I’m assuming that, by now, you’ve heard about (and, I hope, read) the Court’s opinion in In
re CLTI, LLC: Memorandum Opinion on Jeremy Alcede’s Emergency Motion Objecting to
Proposed Order Regarding Social Media Accounts, Docket No. 259, Case No. 14-33564, U.S.
Bankruptcy Court for the Southern District of Texas (4/3/15). If you haven’t, then this case falls
into the world of You Can’t Make These Things Up.
The issue in this case was whether the debtor’s social media accounts can ever be considered
property of the estate. (Spoiler alert: yes, at least when it’s a business debtor and the social media
accounts are business accounts.) But I don’t write a “here’s a new case” column. I write an ethics
column. So let’s read the opinion for some hints about potential ethics issues:
1. It’s never a good idea to fail to comply with a court order.
This Court's order confirming the Plan required Mr. Alcede to
“deliver possession and control” of “passwords for the Debtor's
social media accounts, including but not limited to Facebook and
Twitter” to Mr. Wilson on behalf of the reorganized Debtor. In a
status conference held on December 11, 2014, this Court discovered
that Mr. Alcede had failed to honor that instruction. . . . In
consequence, this Court found Mr. Alcede in contempt.1
2. Credibility still matters—a lot.
The Court is skeptical of Mr. Alcede's purported rationale for
creating the Tactical Firearms Facebook Page. Mr. Alcede contends
that he had reached the limit of Facebook Friends and therefore
Facebook was automatically denying his Friend Requests. However,
as of December 18, 2014, Mr. Alcede personally had only 4,423
Facebook Friends. While it is possible that Mr. Alcede had more
Friends when he created the Tactical Firearms Facebook Page, such a
precipitous decline in Mr. Alcede's popularity is unlikely.
Furthermore, if Mr. Alcede had really created the Page to promote
himself personally, he would have originally entitled it “Jeremy
Alcede.” Apparently, since the filing of the Plan, Mr. Alcede has
created an individual Page specifically to promote his personal
“brand,” and therefore two “Jeremy Alcede” Facebook Pages exist in
addition to the personal “Jeremy Alcede” Facebook Profile: “Jeremy
Alcede Entrepreneur” (the former Tactical Firearms Facebook Page)
and “Jeremy Alcede Patriot.” Mr. Alcede, conveniently, has never mentioned
this fact to the Court.2
The words “conveniently” and “never mentioned,” when linked in a court opinion, do not bode well
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for the subject of that sentence.
3. Courts like to have consistency in people’s testimony.
Mr. Alcede also places significant emphasis on the fact that
he sometimes posted “personal” Status Updates to the Tactical
Firearms Facebook Page, i.e., Status Updates that Mr. Alcede
contends are not business-related.
First, this Court notes that Mr. Alcede's emphasis on the
“personal” character of the social media accounts is inconsistent with
his emphasis, at prior hearings in this Chapter 11 case-when he was
still in control of the Debtor-of the substantial amount of time he
spent using these accounts for business purposes.3
Yes, sometimes we can have contradictory testimony and still be telling the truth. But if a court
already doubts someone’s veracity, it behooves that person (or his or her lawyer) to make sure that
the court understands why the person is testifying to both “A” and “not A” in the same case.
4. What you post on social media has a habit of cropping up in places that you wouldn’t want.
In this case, the court quoted some pretty juicy posts by the debtor,4 and it’s clear that the
court was not particularly sympathetic to some of the debtor’s claims in those posts.5 Here are two
things to remember about social media:
(1) Social media is not like Vegas. What happens there does not stay there. For that matter,
what happens in Vegas doesn’t really stay there, either.6
(2) When many of us were young, adults threatened us by telling us that some misdeed of
ours would go on “our permanent record.” I’m still skeptical that, back in the Dark Ages, I had a
permanent record, but I absolutely believe that the Internet is our permanent record now.
I’ll end this month’s column with a plea for ethics questions from you. The wonderful
Regina is great about sending me ideas, but if you have a burning question, us please let know.

Opinion at 3 (record citations omitted); see also In re Steward, Case No. 11-46399, U.S. Bankruptcy Court, Eastern
District of Missouri (Bench Warrant For the Attachment of the Bodies of and the Arrest of James C. Robinson and
Elbert Walton, Jr. (4/29/15). (And yes, you’re going to want to read that opinion.)
2 Opinion at 13-14 (citations to record omitted and italics added).
3 Opinion at 15.
4 Opinion at 23-24. Seriously, you’re going to want to read this opinion in its entirety.
1

5

The Court notes that there is evidence suggesting that Mr. Alcede’s
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disruptive behavior is not limited to his seizure of the Debtor’s social media
accounts. For example, on December 11, 2014, Mr. Wilson’s counsel informed the
Court that the biggest problem facing the reorganized Debtor was that someone
had deleted data from the company’s hard drives, including accounting and sales
data. [Hearing of December 11, 2014, at 4:35--4:36 p.m.]. According to counsel,
Mr. Alcede was one of three people with the capability to have deleted the data.
[Id.]. Later, at a status conference on January 8, 2015, Mr. Wilson identified the
reorganized Debtor’s biggest problem as not having access to the company email
accounts, which routed to the personal email address of Mr. Alcede. [Hearing of
January 8, 2015, at 10:38-10:40 a.m.]. Mr. Alcede could have chosen to assist the
reorganized Debtor by transferring control of the Debtor’s email accounts, but he
failed, and continues to fail, to do so. And, by failing to cooperate in this respect,
he has harmed not only his intended target-Mr. Wilson-but also the business itself,
which employs all of those veterans about whom Mr. Alcede claims to so deeply
care. Stated differently, Mr. Alcede has placed his own personal vendetta against his
former business partner above the interests of veterans whose jobs are at stake if
the business fails to survive.
Opinion at 29 (citation to record omitted).
6 Cf. http://www.nbcnews.com/id/28087337/ns/us_news-crime_and_courts/t/oj-simpson-faces-spartan-desertprison/#.VUf9eq1VhBc.
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Stern v. Marshall and Its Progeny1
By Hon. Martin Glenn
U.S. Bankruptcy Judge
Southern District of New York
Supreme Court decisions strongly shape what bankruptcy judges can and can’t do,
particularly the decisions in Murray’s Lessee, 59 U.S. 272 (1855); Katchen v. Landy, 382
U.S. 323 (1966); Northern Pipeline v. Marathon Pipeline Co., 458 U.S. 50 (1982);
Commodity Futures Trading Comm’n v. Schor, 478 U.S. 833 (1986); Granfinanciera,
S.A. v. Nordberg, 492 U.S. 33 (1989); Langenkamp v. Culp, 498 U.S. 42 (1990); Stern v.
Marshall, 131 S. Ct. 2594 (2011); Executive Benefits Ins. Agency v. Arkison, 134 S. Ct.
2165 (2014); and, most recently, Wellness Int’l Network, Ltd. v. Sharif, 135 S. Ct. 1932
(2015) .
A.

Cases Imposing Limitations on the Authority of Bankruptcy Judges

Courts have grappled with constitutional and statutory limits on bankruptcy
jurisdiction even before the current bankruptcy court system was created in the
Bankruptcy Act of 1978 (the “1978 Act”). The inquiry commonly focused on whether a
bankruptcy estate’s affirmative claim against a third party involved the claims allowance
process. For example, in Katchen v. Landy, 382 U.S. 323 (1966), the Supreme Court held
that a bankruptcy judge had authority to enter judgment on a bankruptcy estate’s
preference action against a creditor that filed a proof of claim in the bankruptcy case, and
to enter judgment against the creditor for an amount in excess of its proof of claim. The
Court held that the preference action in question was, like any other claims objection,
“part and parcel” of the claims allowance process, and therefore subject to adjudication
by a bankruptcy court. Id. at 330. The Court explained: “he who invokes the aid of the
bankruptcy court by offering a proof of claim and demanding its allowance must abide
the consequences of that procedure.” Id. at 333 n.9. “[O]ne of those consequences was
resolution of the preference issue as part of the process of allowing or disallowing claims
. . . .” Stern, 131 S. Ct. at 2616 (explaining Katchen).
The contours of bankruptcy jurisdiction remained unclear after enactment of the
1978 Act. In the landmark Marathon decision, the Supreme Court struck down as
unconstitutional the provisions of the 1978 Act that granted bankruptcy courts final
adjudicative authority over certain state law claims brought against third parties who
were not otherwise part of the bankruptcy case. The Court explained that Article III of the
Constitution requires those matters to be adjudicated by an Article III court, not an
Article I bankruptcy court. 458 U.S. at 71–72. Notably, the defendant in Marathon had
not filed a proof of claim in the bankruptcy case—an important distinction from Katchen.
See Stern, 131 S. Ct. at 2615–18 (discussing Katchen and Marathon).
In 1984, after the delayed congressional response to the 1982 decision in
Marathon, Congress adopted the Bankruptcy Amendments and Federal Judgeship Act of
1

© Martin Glenn 2015

1

Page 1235

1984 (BAFJA), Pub. L. No. 98-353, 98 Stat. 333 (codified in sections of titles 11 and 28).
BAFJA amended the 1978 Bankruptcy Act, effectively repealing sections that the Court
found unconstitutional in the Marathon decision. That enactment set the structure for our
bankruptcy courts today. It codified the “core,” “non-core” division that, until Stern v.
Marshall, largely defined how bankruptcy judges determined their authority to act in the
specific matters before them. On the basis of Marathon, Congress thought that the “core,”
“non-core” distinction was workable. Congress provided a non-exhaustive list of core
proceedings in 28 U.S.C. § 157(b)(2). Non-core proceedings are those that are not core
“but that [are] otherwise related to a case under title 11.” Id. at § 157(c)(1). Bankruptcy
judges were given statutory authority to enter final judgments in core proceedings, id. §
157(b)(1), but were limited in non-core proceedings to submitting proposed findings of
fact and conclusions of law to the district court for de novo review. Id. § 157(c)(1).
Proceedings involving the “allowance or disallowance of claims” are listed as
core proceedings under section 157(b)(2)(B). Even after Marathon, it remained clear—as
it has been since Katchen—that bankruptcy courts could constitutionally determine
matters that were part of the claims allowance process. See, e.g., Langenkamp, 498 U.S.
at 44 (“[B]y filing a claim against a bankruptcy estate the creditor triggers the process of
‘allowance and disallowance of claims,’ thereby subjecting himself to the bankruptcy
court’s equitable power.”) (citing Granfinanciera, S.A. v. Nordberg, 492 U.S. at 58–59).
This authority is codified in section 157(b)(2)(B). But it was unclear whether Congress,
by listing counterclaims as core in section 157(b)(2)(C), had provided that the filing of a
proof of claim subjected a creditor to final adjudication by the bankruptcy court of all
counterclaims by the estate (regardless of the connection to the proof of claim), and, if so,
whether that act was constitutional. See 1 COLLIER ON BANKRUPTCY ¶ 3.02[d][i] (16th
ed. rev. 2014). Indeed, in the 2009 edition of their casebook, Professors Warren and
Westbrook concluded that after Granfinanciera, “many in the bankruptcy world are
waiting for another jurisdictional shoe to drop, but it has become the wait for Godot.”
ELIZABETH WARREN & JAY LAWRENCE WESTBOOK, THE LAW OF DEBTORS AND
CREDITORS, at 108 (6th ed. 2009). With the decision in Stern v. Marshall, the wait was
over.
In Stern, a creditor filed a proof of claim for defamation in the debtor’s
bankruptcy case, and the debtor defended the complaint and filed a counterclaim for
tortious interference. See Stern, 131 S. Ct. at 2601. The bankruptcy court treated the
counterclaim as core and entered judgment in favor of the debtor. See id. at 2601–02.
The district court disagreed that the counterclaim was core and conducted a de novo
review of the record as if the claim was non-core. See id. at 2602. On further appeal, the
Ninth Circuit held that the debtor’s counterclaim, although compulsory, was not a core
proceeding under section 157(b)(2)(C). Marshall v. Stern (In re Marshall), 600 F.3d
1037, 1057–58 (9th Cir. 2010).
On appeal to the Supreme Court, one of the questions presented was “[w]hether
the Ninth Circuit opinion, which render[ed] § 157(b)(2)(C) surplusage in light of
§ 157(b)(2)(B), contravene[d] Congress’ intent in enacting § 157(b)(2)(C).” Petition for
Writ of Certiorari at ii, Stern, 131 S. Ct. 2594 (No. 05-1631), 2010 WL 3068082. The

2
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Supreme Court answered this question in the affirmative, rejecting the Ninth Circuit’s
reasoning. The Court held that the counterclaim at issue was indeed statutorily core under
section 157(b)(2)(C) as a “counterclaim by the estate against persons filing claims against
the estate.” Stern, 131 S. Ct. at 2604. See also 1 COLLIER ON BANKRUPTCY ¶ 3.02[d][i].
But even though the counterclaim was statutorily core, the Court concluded that Congress
could not constitutionally authorize bankruptcy courts to finally determine the
counterclaim, since the bankruptcy court “lacked the constitutional authority to enter a
final judgment on a state law counterclaim that is not resolved in the process of ruling on
a creditor’s proof of claim.” Stern, 131 S. Ct. at 2620. Thus, “Stern made clear that some
claims labeled by Congress as ‘core’ may not be adjudicated by a bankruptcy court in the
manner designated by § 157(b).” Arkison, 134 S. Ct. at 2172. Stern explicitly held that
the debtor’s counterclaim was “core” under section 157(b)(2)(C). See Stern, 131 S. Ct. at
2605 (“[W]e agree with [the creditor] that designating all counterclaims as ‘core’
proceedings raises serious constitutional concerns. . . . We would have to ‘rewrit[e]’ the
statute, not interpret it, to bypass the constitutional issue § 157(b)(2)(C) presents. That we
may not do.”) (alteration in original) (quoting Schor, 478 U.S. at 841). Importantly, Stern
did not alter the subject matter jurisdiction of the bankruptcy courts. As the Supreme
Court stated, “[s]ection 157 allocates the authority to enter final judgment between the
bankruptcy court and the district court. That allocation does not implicate questions of
subject matter jurisdiction.” Stern, 131 S. Ct. at 2607.
As discussed above, the core/non-core distinction generally does not bear on the
question of federal subject matter jurisdiction—federal courts have jurisdiction to hear
both core matters and non-core matters. See 28 U.S.C. § 1334(b). If a proceeding
qualifies as one of the core proceedings enumerated in section 157(b)(2), the court has
subject matter jurisdiction over the action as one “arising under” or “arising in” a
bankruptcy case. The applicable test for determining whether the court may exercise
related-to jurisdiction over non-core claims may depend on whether the claim is asserted
before or after confirmation of a chapter 11 plan and whether the confirmed plan provides
for reorganization or liquidation of the debtor.
After the 2011 decision in Stern v. Marshall, the distinction between core and
non-core issues no longer completely determines the authority of bankruptcy judges to
act, particularly for what the Court in Arkison described as “Stern claims”—statutorily
core claims for which Article I bankruptcy judges may not enter final orders or judgment,
at least absent the consent of the parties. Stern left great uncertainty whether or how
bankruptcy judges could resolve Stern claims. Section 157(b)(1) provides that bankruptcy
judges may “hear and determine”—understood to mean enter final orders or judgment—
on all statutorily core proceedings, but after the Stern decision that was no longer true.
Section 157(c) provides that for none core proceedings, bankruptcy judges shall submit
proposed findings of fact and conclusions of law to the district court, with the district
court entering final orders or judgment after de novo review. The statute left a gap—what
should or could the bankruptcy judge do with core claims for which the bankruptcy judge
lacked constitutional authority to enter final orders or judgment?

3
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Stern made clear that the jurisdiction of the bankruptcy court was not affected by
the ruling; rather, the issue was the authority of the bankruptcy judge in deciding Stern
claims. The applicable jurisdictional statute, 28 U.S.C. § 1334, provides that the district
courts have original and exclusive jurisdiction of bankruptcy cases, and original but not
exclusive jurisdiction of civil proceedings arising under title 11, or arising in or related to
cases under title 11. Section 157(a) provides that the district courts may provide that
bankruptcy cases and proceedings shall be referred to bankruptcy judges in the same
district. Every district court in the country has acted on this authority by adopting an
order of reference automatically referring all bankruptcy cases and proceedings to the
bankruptcy court. But section 157(d) provides that the district court, on motion or sua
sponte, may withdraw the reference, in whole or in part, of any case or proceeding
referred to the bankruptcy court. Therefore, the bankruptcy court’s jurisdiction over cases
and proceedings is derivative of the district court’s jurisdiction, and the district court may
withdraw the reference of cases or proceedings in the bankruptcy court, effectively taking
those matters back for decision by Article III district judges. As discussed below, this
authority of the district court to withdraw the reference of cases or proceedings was
important to the decision in Wellness, permitting bankruptcy judges to enter final orders
or judgment with the consent of the parties.
Many district courts responded to the decision in Stern by amending their orders
of reference.2 These amendments clarified that not only statutorily noncore matters, but
also Stern claims are referred to the bankruptcy courts for resolution. Absent consent
(assuming consent was valid), these changes to the orders of reference directed the
bankruptcy judge to resolve Stern claims by issuing proposed findings of fact and
conclusions of law. The Supreme Court’s decision in Arkison, 134 S. Ct. 2165, decided in
2014 after many of these amended orders of reference were issued, validates the approach
taken by these district courts. Some bankruptcy courts have also adopted local rules
changes to accommodate the procedures for dealing with core and non-core claims, and
the issue of consent.
2

At least 16 districts amended their orders of reference in light of Stern. For example, the U.S.
District Court for the Southern District of New York adopted an amended standing order of reference on
February 1, 2012, continuing to refer all bankruptcy cases or proceedings to the bankruptcy court, and
specifying how the bankruptcy court or district court may deal with rulings in matters impacted by Stern.
The order provides as follows:
Pursuant to 28 U.S.C. Section 157(a) any or all cases under title 11 and any
or all proceedings arising under title 11 or arising in or related to a case under title 11
are referred to the bankruptcy judges for this district.
If a bankruptcy judge or district judge determines that entry of a final order
or judgment by a bankruptcy judge would not be consistent with Article III of the
United States Constitution in a particular proceeding referred under this order and
determined to be a core matter, the bankruptcy judge shall, unless otherwise ordered
by the district court, hear the proceeding and submit proposed findings of fact and
conclusions of law to the district court. The district court may treat any order of the
bankruptcy court as proposed findings of fact and conclusions of law in the event the
district court concludes that the bankruptcy judge could not have entered a final order
or judgment consistent with Article III of the United States Constitution.
M-431 (Bankr. S.D.N.Y. Feb. 1, 2012).
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Until the recent Supreme Court decision in Wellness, 135 S. Ct. 1932, post-Stern
decisions from lower federal courts added to the uncertainty whether a bankruptcy judge
could enter final orders or judgment with respect to core and non-core claims with the
consent of the parties. Section 157(c)(2) specifically permits bankruptcy judges to “hear
and determine”—enter final orders or judgment—in related to (i.e., non-core
proceedings) with the consent of all of the parties, but that subsection does not by its
terms apply to statutorily core proceedings. As discussed below, Wellness has now
resolved that issue, concluding that express or implied consent by the parties is sufficient
to permit a bankruptcy judge to enter final orders or judgment with respect to both core
and non-core claims. This resolution of the consent issue is important for both bankruptcy
judges and magistrate judges.
B.

The Authority of Article I Judges to Decide Disputes

Marathon, Stern v. Marshall, Arkison and Wellness deal with the constitutional
limitations placed on Article I judges. Article III, section 1 of the Constitution provides
that the “judicial power of the United States shall be vested in one Supreme Court, and in
such inferior courts as the Congress may from time to time ordain and establish.” It also
protects Article III judges (but not bankruptcy or magistrate judges) by providing life
tenure and protections against diminution in salary.
In 1856, the Supreme Court in Murray’s Lessee, 59 U.S. 272, 284 (1855),
concluded that Article III does not permit Congress to “withdraw from [Article III]
judicial cognizance any matter which, from its nature, is the subject of a suit at the
common law, or in equity, or admiralty . . . .” The Supreme Court applied this principle
in Marathon, where it struck down as unconstitutional the 1978 Bankruptcy Act’s
provisions vesting final adjudicative authority in the bankruptcy court—an Article I
court—over certain state-law claims asserted by the debtor against a third party. The
Court held that Article III required final adjudicative authority over matters within the
competence of the Article III judiciary to be vested in an Article III court. The cases must
not be removed to tribunals where judges lack the Article III protections of life tenure
and non-diminution of salary. The Court stated:
Article III bars Congress from establishing under its Art. I powers
legislative courts to exercise jurisdiction over all matters arising under the
bankruptcy laws. The establishment of such courts does not fall within any
of the historically recognized situations—non-Art. III courts of the
Territories or of the District of Columbia, courts-martial, and resolution of
“public rights” issues—in which the principle of independent adjudication
commanded by Art. III does not apply.
Marathon, 458 U.S. at 51.
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The Court explained the public rights doctrine as follows:
The [public rights] doctrine extends only to matters arising
between the Government and persons subject to its authority in connection
with the performance of the constitutional functions of the executive or
legislative departments, and only to matters that historically could have
been determined exclusively by those departments. The understanding of
these cases is that the Framers expected that Congress would be free to
commit such matters completely to nonjudicial executive determination,
and that as a result there can be no constitutional objection to Congress’
employing the less drastic expedient of committing their determination to
a legislative court or an administrative agency.
Marathon, 458 U.S. at 67–68 (internal quotation marks and citations omitted).
Bankruptcy judges may hear and determine (enter final judgment) on any issue
that is “part and parcel” of the claims-allowance process. For example, in Katchen v.
Landy, 382 U.S. 323 (1966), the Supreme Court upheld the authority of a bankruptcy
judge, as part of the claims allowance process, to adjudicate and enter final judgment on a
bankruptcy estate’s claim to avoid and recover a preference against a creditor that filed a
proof of claim in the bankruptcy case, and to enter judgment against the creditor for an
amount in excess of the proof of claim the creditor filed. Bankruptcy judges may also
enter final judgments on discharge matters. See Cent. Va. Cmty. College v. Katz, 546 U.S.
356, 363–64 (2006) (“Critical features of every bankruptcy proceeding are the exercise of
exclusive jurisdiction over all of the debtor’s property, the equitable distribution of that
property among the debtor’s creditors, and the ultimate discharge that gives the debtor a
‘fresh start’ by releasing him, her, or it from further liability for old debts.”); Tenn.
Student Assistance Corp. v. Hood, 541 U.S. 440, 447 (2004) (“The discharge of a debt by
a bankruptcy court is similarly an in rem proceeding.”); Local Loan Co. v. Hunt, 292 U.S.
234, 244–45 (1934) (“This purpose of the act has been again and again emphasized by
the courts as being of public as well as private interest, in that it gives to the honest but
unfortunate debtor who surrenders for distribution the property which he owns at the time
of bankruptcy, a new opportunity in life and a clear field for future effort, unhampered by
the pressure and discouragement of preexisting debt.”).
This focus on what is necessarily part of the claims-allowance process is one of
the crucial factors in understanding the implications of Stern v. Marshall for the authority
of bankruptcy judges to enter final orders and judgments. The claims allowance
process—including preference avoidance and recovery against a creditor that filed a
proof of claim—is integral to the restructuring of the debtor-creditor relationship and
invokes the bankruptcy court’s equity jurisdiction. Therefore, there is no right to trial by
jury.
Section 157(b)(2)(A)–(P) provides a non-exhaustive list of examples of core
matters, including avoidance actions (§ 157(b)(2)(F) & (G)) and counterclaims by the
estate against persons filing claims against the estate (§ 157(b)(2)(C)).

6

Page 1240

The statute provides that bankruptcy courts may hear core matters and non-core
matters that are “otherwise related” to a case under title 11. But bankruptcy judges only
have statutory authority to enter final judgments in core proceedings (§ 157(b)(1) (“hear
and determine all cases . . . and all core proceedings”); in non-core proceedings, absent
consent, bankruptcy judges may only enter proposed findings of fact and conclusions of
law, with final orders or judgments entered by the district courts (§ 157 (c)(1) (“the
bankruptcy judge shall submit proposed findings of fact and conclusions of law to the
district court, and any final order or judgment shall be entered by the district judge”)).
The district court enters a final order or judgment after reviewing de novo any matters to
which a party objects following the procedure set forth in Bankruptcy Rule 9033.
In Arkison, the Supreme Court decided that for “Stern claims”—for which section
157(b)(1) provides that bankruptcy judges may hear and determine all core proceedings
and enter final orders and judgment but Article III does not permit a bankruptcy judge to
do so—bankruptcy judges may enter proposed findings of fact and conclusions of law
under section 157(c)(1), with final judgment entered by the district court after de novo
review to the extent of any objections to the bankruptcy judge’s proposed disposition
following the procedure in Fed. R. Bankr. P. 9033. Arkison resolved the issue of the
“statutory gap,” since the statute only provides for proposed findings and conclusions for
non-core, related-to claims, and not for core claims—in effect, after Arkison, the Stern
claims are channeled to the procedure applicable for non-core claims. See Wellness, 135
S. Ct. at 1942 n. 6 (“The Seventh Circuit concluded its opinion by considering the
remedy for the Bankruptcy Court’s purportedly unconstitutional issuance of a final
judgment. The court determined that if count V of Wellness’ complaint raised a core
claim, the only statutorily authorized remedy would be for the District Court to withdraw
the reference to the Bankruptcy Court and set a new discovery schedule. The Seventh
Circuit’s reasoning on this point was rejected by the decision last Term in Arkison, which
held that district courts may treat Stern claims like non-core claims and thus are not
required to restart proceedings entirely when a bankruptcy court improperly enters final
judgment.”); see also Residential Funding Co., LLC v. UBS Real Estate Securities, Inc.
(In re Residential Capital, LLC), 515 B.R. 52, 66 (Bankr. S.D.N.Y. 2014)
(“[A]djudication of Stern claims is channeled to section 157(c), permitting the
bankruptcy court to submit proposed findings of fact and conclusions of law, as if the
claim was non-core. The Court does not read Arkison to re-write the statute such that
Stern claims are no longer statutorily core under 157(b)(2)—something the Stern court
itself explicitly did not do.”) (citation omitted).
Section 157(c)(2) provides that the parties may consent to a bankruptcy court’s
final adjudication of non-core matters. 28 U.S.C. § 157(c)(2) (“Notwithstanding the
provisions of paragraph (1) of this subsection, the district court, with the consent of all
the parties to the proceeding, may refer a proceeding related to a case under title 11 to a
bankruptcy judge to hear and determine and to enter appropriate orders and judgments,
subject to review under section 158 of this title.”). The Supreme Court granted certiorari
on the consent issue in Arkison, but found it unnecessary to resolve it. Less than one
week after deciding Arkison, however, the Supreme Court granted certiorari in Wellness
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on the consent issue and its decision resolved the circuit split in post-Stern cases,
concluding that express or implied consent is sufficient to provide authority for
bankruptcy judges to enter final orders or judgments on Stern claims or non-core matters.
The question of what may constitute implied consent was not fully resolved, however,
with the Court remanding the case to the Seventh Circuit to address the question. Implied
consent is discussed further below.
C.

Wellness and the Framework for Analyzing the Consent Issue

After Stern, the circuits were split whether the parties’ consent permitted a
bankruptcy judge to enter final orders or judgment.3 While the Supreme Court granted
certiorari in Arkison on the consent issue, the Court found it unnecessary to resolve the
issue. But the Court promptly thereafter granted certiorari in Wellness on the consent
issue. This time, the Court resolved the issue hanging over bankruptcy judges, and
magistrate judges as well since 28 U.S.C. § 636, applicable to magistrate judges, likewise
includes a consent procedure permitting magistrate judges with the consent of the parties
to enter final orders or judgment (including conducting of jury trials).

Circuit court decisions had reached conflicting results on the consent issue. In Arkison, the Ninth
Circuit concluded that, based on express or implied consent, a bankruptcy judge may enter a final order or
judgment in a core proceeding that would otherwise require that the district court enter final orders or
judgment. See Executive Benefits Ins. Agency v. Arkison (In re Bellingham Ins. Agency, Inc.), 702 F.3d 553,
567 (9th Cir. 2012). In Mastro v. Rigsby, 764 F.3d 1090 (9th Cir. 2014), decided after the Supreme Court
decision in Arkison, the Ninth Circuit concluded that its earlier decision in Arkison, remained controlling
law in the circuit.
In a pre-Stern case that addressed the Article III issue based on the Supreme Court Marathon
decision, the Second Circuit had held that a bankruptcy judge may enter a final order or judgment based on
express or implied consent in core or non-core proceedings. Men’s Sportswear, Inc. v. Sasson Jeans, Inc.
(In re Men’s Sportswear, Inc.), 834 F.2d 1134, 1137–38 (2d Cir. 1987).
The Fifth and Sixth Circuits reached the opposite result. In BP RE, L.P. v. RML Waxahachie
Dodge, L.L.C. (In re BP RE, L.P.), 735 F.3d 279, 285–86 (5th Cir. 2013), the Fifth Circuit concluded,
based on Stern, that the bankruptcy court did not have the constitutional authority to enter a final judgment
on claims that are not necessarily resolved as part of the claims allowance process. See also Frazin v.
Haynes & Boone, L.L.P. (In re Frazin), 732 F.3d 313, 319 (5th Cir. 2013).
The Sixth Circuit reached a similar conclusion in Waldman v. Stone, 698 F.3d 910, 918–19 (6th
Cir. 2012), cert. denied, 133 S. Ct. 1604 (2013) (“Article III could neither serve its purpose in the system of
checks and balances nor preserve the integrity of judicial decisionmaking if the other branches of the
Federal Government could confer the Government’s judicial Power on entities outside Article III. Article
III envisions—indeed it mandates—that the judicial Power will be vested in judges whose tenure and salary
are protected as set forth in that Article. To the extent that Congress can shift the judicial Power to judges
without those protections, the Judicial Branch is weaker and less independent than it is supposed to be.”)
Despite the Seventh Circuit’s Wellness decision, the outcome on the consent issue remained
unclear in the Seventh Circuit. The decision in Wellness Int’l Network, Ltd. v. Sharif, 727 F.3d 751, 771
(7th Cir. 2013), dealt with a Stern claim and was primarily based on the statutory gap that provided no
statutory authority for a bankruptcy judge to dispose of statutorily core claims that required an Article III
judge to enter final orders or judgment, a position that was thereafter rejected by the Supreme Court in
Arkison. Indeed, the Seventh Circuit panel in Wellness reserved judgment on the constitutionality of 28
U.S.C. § 157(c)(2), which authorizes the parties to consent to adjudication by a bankruptcy judge for
related to proceedings; in dicta, the panel explained that the argument supporting the constitutionality of the
consent procedure for related to proceedings was strong. See also Peterson v. Somers Dublin Ltd., 729 F.3d
741, 747 (7th Cir. 2013) (concluding that the effect of an express waiver is open in the circuit).
3
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Writing for the majority in Wellness, Justice Sotomayor concluded that “We hold
that Article III is not violated when the parties knowingly and voluntarily consent to
adjudication by a bankruptcy judge.” 135 S. Ct. at 1939. In analyzing the consent issue,
the Court stated that “[t]he foundational case in the modern era is Commodity Futures
Trading Comm’n v. Schor, 478 U.S. 833 (1986).” Id. at 1942. In Schor, the Court found
two components inherent in the constitutional right to an Article III judge: (1) the
individual constitutional right of litigants to insist on an Article III decision-maker; and
(2) the structural constitutional right, stemming from the separation of powers doctrine
which requires an Article III decision-maker. Schor, 478 U.S. at 847–49. The individual
constitutional right to an Article III decision-maker may be lost through waiver or
express or implied consent by the parties. The structural right, however, assures that the
executive and legislative branches will not encroach on the authority to enter a final
judgment in certain matters; it is derived from the core separation of powers principle,
and it may not be waived by the parties.
The lesson of Schor, Peretz [v. U.S., 501 U.S. 923 (1991)], and the history
that preceded them is plain: The entitlement to an Article III adjudicator is
a personal right and thus ordinarily subject to waiver. Article III also
serves a structural purpose, barring congressional attempts to transfer
jurisdiction [to non-Article III tribunals] for the purpose of emasculating
constitutional courts and thereby prevent[ing] the encroachment or
aggrandizement of one branch at the expense of the other. But Allowing
Article I adjudicators to decide claims submitted to them by consent does
not offend the separation of powers so long as Article III courts retain
supervisory authority over the process.
Wellness, 135 S. Ct. at 1944 (internal quotation marks and citations omitted).
The last point—the supervisory authority of Article III judges over the process—
was likewise important to the decision. As already discussed, bankruptcy cases and
proceedings are referred to the bankruptcy courts by the district courts, which continue to
have the authority, on motion or sua sponte, to withdraw the reference. 28 U.S.C. §
157(d). Because the entire process of adjudication in the bankruptcy court “takes place
under the district court’s total control and jurisdiction, there is no danger that use of the
bankruptcy court involves a congressional attempt to transfer jurisdiction to non-Article
III tribunals for the purpose of emasculating constitutional courts.” Id. at 1945 (internal
quotation marks and brackets omitted).
Giving effect to the decisions in Stern, Arkison and Wellness, the Bankruptcy
Code does not withdraw from Article III judicial cognizance, for final decision by Article
I bankruptcy judges, cases in which the parties are entitled to an Article III decisionmaker. While the parties may waive their individual rights to an Article III judge, opting
instead to have a bankruptcy judge enter final orders or judgment, the district court
retains the authority to withdraw the reference despite the parties’ consent.
Indeed, one can argue that in providing a consent procedure in section 157(c)(2),
by its terms limited to related-to cases but now applied to Stern claims as well, Congress
9
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has only codified what was the historical practice in bankruptcy cases and proceedings,
sanctioned by decisions of the Supreme Court under the former Bankruptcy Act.
Bankruptcy jurisdiction was previously divided between summary and plenary
jurisdiction, with referees authorized to finally resolve summary proceedings, but with
district judges required to resolve plenary proceedings. But even in the absence of
statutory provisions authorizing referees to do so, Supreme Court cases permitted referees
to finally resolve plenary proceedings with the express or implied consent of the parties.
Indeed, in Wellness, Justice Sotomayor explained:
Before 1978, district courts typically delegated bankruptcy proceedings to
“referees.” Under the Bankruptcy Act of 1898, bankruptcy referees had
“[s]ummary jurisdiction” over “claims involving ‘property in the actual or
constructive possession of the bankruptcy court’ ”—that is, over the
apportionment of the bankruptcy estate among creditors. They could
preside over other proceedings—matters implicating the court’s “plenary
jurisdiction”—by consent.
Wellness, 135 S. Ct. at 1939 (citations omitted).
In support of her conclusion regarding consent to referees deciding plenary
proceedings, Justice Sotomayor cited MacDonald v. Plymouth County Trust Co., 286
U.S. 263 (1932). The Court in that case concluded as follows:
While under the provisions of the Bankruptcy Act the exercise of his
jurisdiction by the referee is ordinarily restricted to those matters which
may be dealt with summarily by the method of procedure available to
referees in bankruptcy, the restriction may be removed, as it was here, by
the consent of the parties to a summary trial of the issue presented. The
referee therefore had power to decide the issues . . . .
Id. at 268. The MacDonald decision was not unique. For example, Justice
Frankfurter explained in Cline v. Kaplan, 323 U.S. 97 (1944), that based on
consent a referee may decide matters otherwise entitling the defendant to a
plenary action before a district judge. And the consent may be formally expressed
or waived by failing to make a timely objection.
Consent to proceed summarily may be formally expressed, or the right to
litigate the disputed claim by the ordinary procedure in a plenary suit, like
the right to a jury trial, may be waived by failure to make timely objection.
Consent is wanting where the claimant has throughout resisted the petition
for a turnover order and where he has made formal protest against the
exercise of summary jurisdiction by the bankruptcy court before that court
has made a final order.
Id. at 99. See generally KENNETH M. KLEE, BANKRUPTCY
COURT, chpt. 4, at 199–217 (2008).
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AND THE

SUPREME

Chief Justice Roberts and Justices Scalia and Thomas dissented in
Wellness. The Chief Justice wrote the principal dissent. The Chief Justice would
have resolved the case without reaching the consent issue, concluding that the
Seventh Circuit incorrectly decided that one of the plaintiff’s claims was a Stern
claim. But assuming the case raised a Stern claim, the Chief Justice concluded
that consent to adjudication of Stern claims by an Article I bankruptcy judge
trenches upon the structural protection of Article III that cannot be waived. The
Chief Justice laments the Court opening the door to congressional action that
would encroach on the powers of Article III judges. Id. at 1950–51. The expressed
concern is not fanciful. There is long history of legislative efforts—some wellintentioned, expanding the range of administrative agency decision-making, see,
e.g., Thomas v. Union Carbide Agric. Prod. Co., 473 U.S. 568, 582–83 (1985)—
and some seemingly punitive, for example, attempting to restrict the Supreme
Court’s appellate jurisdiction over legislative apportionment, or review of the
voluntariness of confessions. See, e.g., Hart, The Power of Congress to Limit the
Jurisdiction of Federal Courts: An Exercise in Dialectic, 66 Harv. L. Rev. 1362
(1953), reprinted in P. Bator, P. Mishkin, D. Shapiro, & H. Wechsler, Hart and
Wechsler’s The Federal Courts and the Federal System 330 (2d ed. 1973).
The concern expressed by the dissent seems overblown in the
circumstances. Well-settled historical practice under the Bankruptcy Act
permitted referees (the predecessors to bankruptcy judges) to adjudicate plenary
disputes on consent. The statutory consent procedure under section 157(c)(2),
combined with the authority of district judges to withdraw the reference under
section 157(d), leaves Article III judges with control. In short, with the judicial
gloss imposed on the statutes by Stern, Arkison and Wellness, Congress has not
withdrawn from Article III judicial cognizance any cases that were tried at
Westminster in 1789.
D.

Express and Implied Consent

Five of the six justices in the majority in Wellness agreed that nothing in the
Constitution or in the relevant statute (28 U.S.C. § 157) requires express consent. 135 S.
Ct. at 1947. Justice Alito, in a separate concurring opinion, said that he “would not decide
whether consent may be implied.” Id. at 1949. In discussing implied consent, Justice
Sotomayor’s opinion for the Court focused on the Court’s earlier decision in Roell
v.Withrow, 538 U.S. 580 (2003), which construed the consent provision in 28 U.S.C. §
636(c)(1) (“Upon the consent of the parties, a full-time United State magistrate judge . . .
may conduct any or all proceedings in a jury or nonjury civil matter and order the entry
of judgment in the case . . . .”), and concluded that implied consent sufficed for a
magistrate judge to decide and enter final judgment in matters otherwise requiring an
Article III judge. Id. (“But the majority [in Roell]—thus placed on notice of the
constitutional concern—was untroubled by it, opining that ‘the Article III right is
substantially honored’ by permitting waiver based on ‘actions rather than words.’” )
(internal citation omitted).
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The majority opinion explained:
The implied consent standard articulated in Roell supplies the appropriate
rule for adjudications by bankruptcy courts under section 157. Applied in
the bankruptcy context, that standard possesses the same pragmatic
virtues—increasing judicial efficiency and checking gamesmanship—that
motivated our adoption of it for consent-based adjudication by magistrate
judges. It bears emphasizing, however, that a litigant’s consent—whether
express or implied—must still be knowing and voluntary. Roell makes
clear that the key inquiry is whether ‘the litigant or counsel was made
aware of the need for consent and the right to refuse it, and still voluntarily
appeared to try the case’ before the non-Article III adjudicator.
Id. at 1948. In a footnote, the opinion then explains that while the Constitution does not
require that consent be express,
it is good practice for courts to seek express statements of consent or
nonconsent, both to ensure irrefutably that any waiver of the right to
Article III adjudication is knowing and voluntary and to limit subsequent
litigation over the consent issue. Statutes and judicial rules may require
express consent where the Constitution does not. Indeed, the Federal Rules
of Bankruptcy Procedure already require that pleadings in adversary
proceedings before a bankruptcy court “contain a statement that the
proceeding is core or non-core and, if non-core, that the pleader does or
does not consent to entry of final orders or judgment by the bankruptcy
judge.”
Id. at 1948 n.13 (citing FED. R. BANKR. P. 7008 and 7012). The Court then remanded the
case back to the Seventh Circuit to determine on remand whether the defendant “evinced
the requisite knowing and voluntary consent . . . .” Id. at 1949.
The requirement of knowing and voluntary waiver or consent before permitting a
bankruptcy judge to enter final orders or judgment seems unexceptional, but the
comparison of the applicable procedures for magistrate judges and bankruptcy judges
presents some difficulties. See O’Toole v. McTaggart (In re Trinsum Group, Inc.), 467
B.R. 734, 740 n.13 (explaining the differences in the referral procedures and scope of the
referral for magistrate judges and bankruptcy judges). “A referral to a magistrate judge
under the applicable statute and rule [Fed. R. Civ. P. 72] is narrower than the referral of
cases to the bankruptcy court.” Id. All bankruptcy cases and proceedings are referred to
the bankruptcy court. Bankruptcy judges may enter final orders or judgment on
statutorily-core, non-Stern claims without the parties’ consent; for Stern claims and noncore claims, final orders or judgment may only be entered by the bankruptcy judge with
express or implied consent. Section 157(b)(3) provides that the “bankruptcy judge shall
determine, on the judge’s own motion or on timely motion of a party, whether a
proceeding is a core proceeding . . . or is a proceeding that is otherwise related to a case
under title 11. A determination that a proceeding is not a core proceeding shall not be

12

Page 1246

made solely on the basis that its resolution may be affected by state law.” 28 U.S.C. §
157(b)(3). Of course, after Stern, the determination required by the statute is not enough;
the court must also decide what is a Stern claim. The statute does not direct when the
determination must or should be made. It is not always an easy determination, and it may
never need to be made—most cases settle. Sometimes, too, parties that initially withhold
consent change their minds and provide consent before pretrial proceedings are complete.
Adversary proceedings (like many civil complaints in district court) may contain
multiple causes of action—core claims that allow the bankruptcy judge to enter final
orders or judgment without consent; Stern claims that require consent to enter final orders
or judgment; and non-core claims that require consent to enter final orders or judgment.
But absent consent, the determination needs to be made on a claim-by-claim basis. The
procedure for parties’ consent to magistrate judge adjudication is designed to prevent the
magistrate judge from knowing which party has withheld consent; but Bankruptcy Rules
7008 and 7012 (discussed further in Section F infra) require statements agreeing to or
withholding consent to be included in the complaint and answer.
Among the questions that remain after Wellness are the following:
1. Should the Federal Rules of Bankruptcy Procedure be amended to better
reflect the state of the law on consent? (An earlier proposed amendment
was withdrawn by the Rules Committee after certiorari was granted in
Wellness.)
2. Should local bankruptcy rules be amended to better reflect the state of the
law on consent? May the rules provide a time limit for the parties to
disclose whether they consent, and provide that failure to object by the
deadline shall be deemed consent? See, e.g., FED. R. CIV. P. 38(b)(1) &
(d) (demand for jury must be made within 14 days after the last pleading; a
party waives a jury trial unless its demand is properly served).
3. May a bankruptcy judge presiding over an adversary proceeding enter a
case management and scheduling order setting a time limit for the parties
to disclose whether they consent, and provide that failure to object by the
deadline shall be deemed consent?
4. Consistent with the decision in Wellness, may a bankruptcy judge enter a
default judgment based on the failure to respond to an adversary
complaint?4
4

After the Supreme Court’s decision in Stern, bankruptcy courts split whether bankruptcy judges
have the authority to enter a default judgment based on a defendant’s failure to respond to an adversary
complaint in which a Stern claim is asserted. In Executive Sounding Board Assoc. Inc. v. Advanced Mach.
& Engineering Co. (In re Oldco M Corp.), 484 B.R. 598, 609–11 (Bankr. S.D.N.Y. 2012), relying
principally on Commodity Futures Trading Comm’n v. Schor, 478 U.S. 833 (1986), I concluded that a
bankruptcy judge may enter a final default judgment based on implied consent in core and noncore matters
since the official form of the summons states (in all capital letters and in bold):
IF YOU FAIL TO RESPOND TO THIS SUMMONS, YOUR FAILURE WILL BE DEEMED
TO BE YOUR CONSENT TO ENTRY OF A JUDGMENT BY THE BANKRUPTCY
COURT AND JUDGMENT BY DEFAULT MAY BE TAKEN AGAINST YOU FOR THE
RELIEF DEMANDED IN THE COMPLAINT.

Official Bankruptcy Forms B 250A and B 250B.
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E.

Many Issues Remain Regarding What Are “Stern Claims”

Many issues remain about which statutorily core claims are Stern claims. The
Stern Court held that the bankruptcy court “lacked the constitutional authority to enter a
final judgment on a state law counterclaim that is not resolved in the process of ruling on
a creditor’s proof of claim.” Stern, 131 S. Ct. at 2620.
The lower federal courts have split on what are Stern claims. For example, absent
consent or the filing of a proof of claim by a creditor, courts are split whether bankruptcy
judges may enter final orders or judgment on preference 5 and fraudulent conveyance
After Wellness, the question may arise whether the language in bold in the summons is sufficient
to establish that “a litigant’s consent—whether express or implied—must still be knowing and voluntary.
[T]he key inquiry is whether ‘the litigant or counsel was made aware of the need for consent and the right
to refuse it, and still voluntarily appeared to try the case’ before the non-Article III adjudicator.” Wellness,
135 S. Ct. at 1948.
5
For cases upholding the authority of bankruptcy judges to enter final judgments on preference
avoidance claims, see, e.g., In re MCK Millennium Centre Parking, LLC, Adv. No. 14–00392 (JPC), 2015
WL 1951036 , at *2 (Bankr. N.D. Ill. April 30, 2015) (applying Apex Long Term Acute Care (summarized
below) and concluding that “the Court determines that it has both constitutional and statutory authority to
enter a final judgment order on Plaintiff's preference claims”); Post–Confirmation Comm. v. Tomball
Forest, Ltd. (In re Bison Bldg. Holdings, Inc.), 473 B.R. 168, 171 (Bankr. S.D. Tex. 2012) (Isgur, J.) (“This
Court may not issue a final order or judgment in matters that are within the exclusive authority of Article
III courts. The Court may, however, exercise authority over essential bankruptcy matters under the ‘public
rights exception.’ Actions to recover preferential transfers under § 547 fall within the Bankruptcy Court’s
constitutional authority.”) (citations omitted); Burtch v. Seaport Capital, LLC (In re Direct Response
Media, Inc.), 466 B.R. 626, 644 (Bankr. D. Del. 2012) (Gross, J.) (“This Court disagrees that the Stern
decision stands for the . . . proposition that a non-Article III court does not have authority to enter a final
judgment on a preference . . . claim brought by the Debtor to augment the estate, or any other core claim (as
defined in 28 U.S.C. § 157(b)(2)) that is not a state law counterclaim. . . . By extension, the Court
concludes that Stern does not remove the bankruptcy courts’ authority to enter final judgments on other
core matters, including the authority to finally adjudicate preference . . . actions like those at issue before
this Court.”); West v. Freedom Med., Inc. (In re Apex Long Term Acute Care–Katy, L.P.), 465 B.R. 452,
463 (Bankr. S.D. Tex. 2011) (Isgur, J.) (“The Court concludes that preference actions both stem from the
bankruptcy itself and are decided primarily pursuant to in rem jurisdiction. The cause of action for
preferential transfers is established by the Bankruptcy Code. The provision for recovering preferences is
integrally bound up in the overall scheme for ensuring equitable distribution among creditors. Preferential
transfers are payments for legitimate debts. Preferences are avoidable precisely because they enable some
creditors to receive more than their fair distribution under the Bankruptcy Code. The entire purpose of the
cause of action, then, is to enforce the Bankruptcy Code’s equality of distribution. In this respect,
preferential transfer actions are fundamentally different from fraudulent transfer actions, although the two
causes of action superficially resemble.”).
For cases rejecting the authority of bankruptcy judges to enter final judgments on preference
avoidance claims, see, e.g., Penson Fin. Servs. Inc. v. O'Connell (In re Arbco Capital Mgmt., LLP), 479
B.R. 254, 264–66 (S.D.N.Y. 2012) (Oetken, J.) (“Most recently the Supreme Court concluded that the
public rights exception is limited to ‘cases in which the claim at issue derives from a federal regulatory
scheme, or in which resolution of the claim by an expert government agency is deemed essential to a
limited regulatory objective within the agency’s authority.’ . . . The Court . . . concludes that claims for
avoidance of preferential transfers, where the creditor has filed no proof of claim, are not subject to the
public right[s] exception. . . . While the Supreme Court has not expressly held that actions to avoid
preferential transfers are matters of private right, the Supreme Court has examined the authority of the
bankruptcy court to adjudicate preferential transfer claims in the Seventh Amendment context and
determined that preference defendants are entitled to a trial by jury. . . . Stern’s dicta similarly support the
conclusion that where a creditor has not submitted a proof of claim, preference actions may be finally
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claims.6 Cases have generally upheld the authority of bankruptcy judges to enter final
judgments on dischargeability of debts and objections to discharge; determinations of the
validity, extent, and priority of liens; confirmation of plans; orders approving the use,
sale, or leasing of property; turnover of property of the estate (so long as it is not a
disguised breach of contract action); approval of settlements; assumption and rejection of
contracts; distribution of property of the estate; and many others.
Additionally, some proceedings are treated as non-core solely as a matter of
congressional policy, not constitutional law. For example, wrongful death and personal
injury claims against the estate are subject to mandatory withdrawal to the district court
for trial under 28 U.S.C. § 157(b)(5). But even answering the question of what is a
personal injury or wrongful death action may not be simple. Courts apply different
standards in making this determination. See, e.g., Stranz v. Ice Cream Liquidation, Inc.
(In re Ice Cream Liquidation, Inc.), 281 B.R. 154 (Bankr. D. Conn. 2002) (discussing the
different approaches courts apply in resolving the question whether the claim is for
personal injury or wrongful death). One of the overlooked portions of the decision in
Stern v. Marshall is its holding that section 157(b)(5) is not jurisdictional and the parties
may consent to the trial of personal injury and wrongful death claims in bankruptcy court.
Stern, 131 S. Ct. at 2606 (“We need not determine what constitutes a ‘personal injury
tort’ in this case because we agree with Vickie that § 157(b)(5) is not jurisdictional, and
that Pierce consented to the Bankruptcy Court’s resolution of his defamation claim.”).
F.

The Bankruptcy Rules Require Parties to Identify “Core” and “NonCore” Claims

Bankruptcy Rule 7008 makes Federal Rule of Civil Procedure 8 applicable in
adversary proceedings. It also requires that “in an adversary proceeding before a
adjudicated only by an Article III court. . . . Accordingly, this Court concludes that preferential transfer
claims, where, as here, the preference defendant has filed no proof of claim against the bankruptcy estate,
are matters of private right.”) (citations omitted); Tabor v. Kelly (In re Davis), 2011 WL 5429095, at *12
(Bankr. W.D. Tenn. Oct. 5, 2011) (Latta, J.) (“Using this test, when a creditor who has not filed a proof of
claim is sued by the bankruptcy trustee to recover a preferential transfer, it is a matter of private right,
which, as we have seen, requires the exercise of the judicial power of the United States, a power that cannot
be exercised by a non-Article III judge.”).
6
With respect to fraudulent conveyance claims, because such claims seek to augment the
bankruptcy estate, and such claims existed at common law outside of bankruptcy proceedings, courts
have concluded that unless the defendant filed a proof of claim or consented to the entry of final
orders or judgment, a bankruptcy judge may not enter final orders or judgment. While circuit, district
and bankruptcy courts have concluded that fraudulent conveyance claims are Stern claims, the
Supreme Court has not actually decided the issue. See Wellness, 135 S. Ct. at 1952 (citing Arkison with
a parenthetical explaining that the case assumed without deciding that a fraudulent conveyance claim is a
Stern claim); see, e.g., In re MCK Millennium Centre Parking, LLC, Adv. No. 14–00392 (JPC), 2015 WL
1951036 , at *2 (Bankr. N.D. Ill. April 30, 2015) (“However, the fraudulent transfer claims . . . may not be
constitutionally core under the precedent set by Stern v. Marshall and its progeny.”) (citing Arkison, 134 S.
Ct. at 2174 (“The Court of Appeals held, and we assume without deciding, that fraudulent conveyance
claims in this case are Stern claims.”). The Supreme Court in Granfinanciera, S.A. v. Nordberg, 492 U.S.
33 (1989), analogized the Seventh Amendment right to a jury trial to the Article III right to have an Article
III judge, and concluded that a fraudulent conveyance defendant that did not file a proof of claim was
entitled to demand a jury.
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bankruptcy judge, the complaint, counterclaim, cross-claim, or third-party complaint
shall contain a statement that the proceeding is core or non-core and, if non-core, that the
pleader does or does not consent to entry of final orders or judgment by the bankruptcy
judge.” FED. R. BANKR. P. 7008(b). After Stern v. Marshall, the core vs. non-core
division does not accurately determine a bankruptcy judge’ authority to act without
consent of the parties.
Bankruptcy Rule 7012 makes Federal Rule of Civil Procedure 12 applicable in
adversary proceedings. But it also requires that “[a] responsive pleading shall admit or
deny an allegation that the proceeding is core or non-core. If the response is that the
proceeding is non-core, it shall include a statement that the party does or does not consent
to the entry of final orders or judgment by the bankruptcy judge. In non-core proceedings
final orders and judgments shall not be entered on the bankruptcy judge’s order except
with the express consent of the parties.” FED. R. BANKR. P. 7012(b) (emphasis added).
The rule requires a party to disclose whether it consents to entry of final orders or
judgment by a bankruptcy judge in non-core matters; the rule does not address consent in
core matters, because section 157 provides that a bankruptcy judge may enter final orders
or judgment in all core matters. Absent consent of the parties in non-core matters, the
statute requires the bankruptcy judge to submit proposed findings of fact and conclusions
of law, and then requires that final orders or judgment only be entered by the district
court. After Stern v. Marshall, absent consent the bankruptcy judge may not enter final
orders or judgment in core matters unless the issues will be resolved as part of the claimsallowance process or unless the matter determines the debtor’s right to a discharge.
The issue whether bankruptcy judges may enter proposed findings of fact and
conclusions of law in the absence of statutory authority for bankruptcy judges to enter
proposed findings of fact and conclusions of law in core matters was resolved in Arkison.
This issue was often referred to as the statutory gap—Congress in drafting section 157 of
the Judicial Code assumed (incorrectly, as it turned out) that bankruptcy judges could
enter final orders or judgments in all core matters, so there was no need to provide for
entry of proposed findings of fact and conclusions of law, as Congress provided for noncore matters, where absent consent, only the district court may enter final orders or
judgments.
A number of bankruptcy courts, including my court in the Southern District of
New York, have amended the local rules to require a statement whether the party filing
the pleading consents to the entry of final orders or judgments “if it is determined that the
bankruptcy judge, absent consent of the parties, cannot enter final orders or judgment
consistent with Article III of the United States Constitution.” See N.Y.S.B. Local Rules
7008-1 and 7012-1.
Two further observations: First, counsel frequently ignore the requirements in
Bankruptcy Rules 7008 and 7012, and in my court’s amended local rules, requiring a
statement about consent. Second, adversary complaints frequently contain a statement
that “this complaint is a core proceeding,” without focusing on separate causes of action
within the complaint. But consider, for example, an adversary complaint filed by a debtor
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that contains two causes of action: one for recovery of a preference under Bankruptcy
Code sections 547 and 550 that is statutorily “core” under section 157(b)(2)(F)); and the
other for breach of contract for an alleged prepetition breach that is a non-core “related
to” claim. The bankruptcy judge may enter final orders or judgment on preference
avoidance claim if the creditor also filed a proof of claim (and, perhaps, even without a
proof of claim). But the bankruptcy judge may not enter final orders or judgment absent
consent on a breach of contract claim (which was essentially the issue decided in
Marathon) unless the resolution is part and parcel of the claim determination. Therefore,
absent consent, the questions need to be addressed on a claim-by-claim basis.
G.

Does Stern Lead to Withdrawal of the Reference?

Section 157(d) provides that “[t]he district court may withdraw, in whole or in
part, any case or proceeding referred under this section, on its own motion or on timely
motion of any party, for cause shown. The district court shall, on timely motion of a
party, so withdraw a proceeding if the court determines that resolution of the proceeding
requires consideration of both title 11 and other laws of the United States regulating
organizations or activities affecting interstate commerce.” 28 U.S.C. § 157(d).
The first sentence provides for withdrawal of the reference “for cause shown” and
is permissive. The second sentence provides for mandatory withdrawal of the reference,
but it is only mandatory if one of the parties moves to withdraw the reference.
After Stern v. Marshall was decided, there was a flood of motions to withdraw the
reference in some districts. The motions generally argued that because the bankruptcy
judge couldn’t finally resolve the proceeding, judicial efficiency supported moving the
case to the district court promptly. An almost unbroken line of district court cases all
across the country now deny such motions to withdraw the reference without prejudice to
renewing the motion when the case is trial ready. Bankruptcy judges may handle all
pretrial proceedings and enter interlocutory orders on all motions before the reference is
withdrawn and the proceeding is returned to the district court for trial if a jury is properly
demanded.
In core and non-core cases in which consent is required but has not been given,
absent a timely jury demand in a case triable to a jury, the bankruptcy judge may try the
case and submit proposed findings of fact and conclusions of law under Bankruptcy Rule
9033. Rule 9033 sets forth the procedure for objections to the proposed findings of fact
and conclusions of law. The district court enters final orders or judgment.
With respect to motions to withdraw the reference, the motions are filed in the
bankruptcy court, which then transmits them to the district court. Only the district court
can decide the motion. Some district courts have local rules permitting or even requiring
the bankruptcy judge to make a recommendation to the district court about the
appropriate disposition of the motion.
Section 157(b)(3) provides that “the bankruptcy judge shall determine, on the
judge’s own motion or on timely motion of a party, whether a proceeding is a core
17
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proceeding under this subsection or is a proceeding that is otherwise related to a case
under title 11.” 28 U.S.C. § 157(b)(3). Bankruptcy Rule 5011(c) specifically provides
that a motion to withdraw the reference or to abstain shall not stay the administration of
the case or proceeding. Thus, the bankruptcy court may continue to administer the case
while the motion to withdraw the reference is pending in the district court. Often, the
district court is in no hurry to decide the withdrawal motion.
M.G.
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Bullard v. Blue Hills Bank
In Bullard, the Supreme Court held that a bankruptcy court’s order denying confirmation
of a debtor’s proposed chapter 13 plan is not a final order that the debtor can immediately appeal.
While our panel’s focus is on business bankruptcy cases, the holding in Bullard very likely
applies in chapter 11 cases as well.
The debtor’s proposed chapter 13 plan included “hybrid” treatment of a mortgage held by
Blue Hills Bank (“BHB”) on the debtor’s multi-residential property. The property had declined
in value and was valued at less than BHB’s secured claim. The proposed plan bifurcated the
claim, proposing to pay the secured portion in full and the unsecured portion pro rata with other
unsecured claims. BHB objected to confirmation of the plan. The bankruptcy court sustained
the objection to the plan based on the proposed hybrid treatment. The First Circuit BAP denied
the debtor’s appeal as of right under 28 U.S.C. § 158(a)(1) on grounds that the bankruptcy
court’s order denying confirmation of the plan was not final and thus not appealable—the debtor
was free to amend and propose an alternate plan. But the BAP, nevertheless, permitted the
debtor to proceed with an interlocutory appeal under 28 U.S.C. § 158(a)(3). On the merits, then,
the BAP affirmed the bankruptcy court’s decision denying confirmation of the hybrid treatment
in the plan.
The debtor appealed to the First Circuit, but also requested the BAP to certify the appeal
as interlocutory pursuant to 28 U.S.C. § 158 (d)(2); but the BAP denied the request. The First
Circuit dismissed the debtor’s appeal for lack of jurisdiction, finding that the bankruptcy court’s
denial of confirmation was not a final order that could be immediately appealed. The court
reiterated the BAP’s decision and joined the majority of other circuits in holding that a denial of
plan confirmation is not a final order when a party has leave to propose an alternative plan.
The Supreme Court affirmed. In typical civil litigation, a party can appeal an adverse
judgment as of right only from a “final decision.” This rule promotes the overarching policy of
avoiding piecemeal, prejudgment appeals for the sake of judicial efficiency and administration.
In bankruptcy litigation, a single case involves “an aggregation of individual controversies,” and
so Congress has broadened the possibility of immediate appeal as of right to include decisions
that “finally dispose of discrete disputes within the larger case.” Under §158(a), “decisions” that
are immediately appealable are “final judgments, orders, and decrees . . . in cases and
proceedings.” Because a single bankruptcy case involves many individual controversies,
whether to permit an appeal as of right turns, then, on the meaning of “final” as in a typical civil
case, as well as the meaning of “proceeding” as a subunit of a case.
The circuits were split whether an order denying plan confirmation is immediately
appealable. Three circuits—the Third, Fourth, and Fifth—had held that a debtor could
immediately appeal a bankruptcy court’s order denying confirmation of a chapter 13 plan. Those
courts concluded that the order meets the definition of final under the statute; permitting debtors
to appeal a denial of confirmation promotes the congressional goal of providing debtors with
protection and an opportunity to develop a plan for repayment. Five circuits—the First, Second,
Sixth, Eighth, Ninth, and Tenth Circuits—had held that a denial of confirmation was not a final
order permitting an immediate appeal as of right. Those courts concluded that the possibility of
1
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the court confirming an alternate plan means that denial of confirmation is not a final order under
28 U.S.C. § 158; an appealable order as of right is one where the remaining proceeding would be
merely “of a ministerial character.” The denial of confirmation leaves open the debtor’s
opportunity to propose a new plan, making the remaining proceedings more than ministerial.
In the Supreme Court, the debtor argued that because a bankruptcy court conducts a
separate proceeding each time it reviews a proposed plan, the discrete proceeding that would
qualify for immediate appeal upon its end is the process of the court’s consideration of each
individual proposed plan. The Supreme Court rejected this argument, choosing instead to adopt
the rule that the discrete, relevant proceeding that would permit an appeal is the entire process
culminating in confirmation.
A “final” order results in a change to the status quo and the respective rights and
obligations of the parties to each other. Confirmation of a plan does change the status quo and
respective rights because it binds the debtor and creditors to each other along the plan terms,
precludes future litigation of the same issues, renders the debtor’s estate free and clear of any
claims of a creditor provided for in the plan, and triggers the trustee’s duty to begin distribution
of funds to creditors. Denial of confirmation that leads to a dismissal of the case changes the
status quo in that the automatic stay is lifted, exposing the debtor to potential legal action by
creditors, and extinguishes the possibility of a discharge and other benefits granted under
bankruptcy. Denial of confirmation with leave to amend changes little about the debtor’s own
position: the automatic stay remains in place, and the parties’ rights and obligations remain
unsettled.
Permitting an appeal only from a final decision promotes the overarching policy of
avoiding piecemeal, prejudgment appeals for the sake of judicial efficiency and administration.
In bankruptcy litigation, a single case involves “an aggregation of individual controversies,” and
so Congress has broadened the possibility of immediate appeal as of right to include decisions
that “finally dispose of discrete disputes within the larger case.” Under §158(a), “decisions” that
are immediately appealable are “final judgments, orders, and decrees . . . in cases and
proceedings.” Because a single bankruptcy case involves many individual controversies,
whether an appeal as of right is permitted turns on the meaning of “final,” as in a typical civil
litigation case, and on the meaning of “proceeding” as a subunit of a case.
The Court found additional support for its conclusion in § 157(b)(2)(L), which lists
“confirmation of plans” as one of the core bankruptcy proceedings, but does not include “denials
of plans.” This suggests Congress’s view that the broader confirmation process is the relevant
discrete proceeding. Preventing immediate appeals of a denial of confirmation encourages the
debtor to work with creditors to develop a confirmable plan as quickly as possible.
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Bank of America, N.A. v. Caulkett
While Caulkett is a chapter 7 consumer case, and the focus of this panel is on business
bankruptcy cases, whether a lien can be stripped from a wholly underwater junior mortgage in
chapter 7 and 13 cases is an important issue for debtors and lenders (more likely, for distressed
debt purchasers). Stating the rule of Caulkett is straightforward—a wholly unsecured junior lien
may not be stripped off in a chapter 7 case—but the rationale of the decision and, more
importantly, the implications of the decision for chapter 13 cases, are important issues.
Caulkett is based on the application of Dewsnup v. Timm, 502 U.S. 410 (1992). Applying
rather odd principles of statutory interpretation, Dewsnup decided that, under section 502(d), a
chapter 7 debtor could not “strip down” a creditor’s mortgage lien to the value of the collateral
(which had some value). In Caulkett, however, the junior lien was completely under water.
Justice Thomas, writing for the Court, concluded that Dewsnup controlled and precluded the
strip off of the wholly unsecured lien.1
Justice Thomas’s opinion for the Court in Nobelman v. Amer. Sav. Bank, 508 U.S. 322
(1993) bears on whether Caulkett applies in chapter 13 cases. In Nobelman, the Court held that
section 1322(b)(2) prohibits a chapter 13 debtor from bifurcating an undersecured mortgage
claim under section 502(a)(1) into its secured and unsecured portions. Part of the rationale was
that the bank is the holder of “rights” as a mortgagee, protected from alteration by section
1322(b)(2), without regard to the value of the collateral. “These are rights that were ‘bargained
for by the mortgagor and the mortgagee’ and are rights protected from modification by §
1322(b)(2).” Id. at 329-30 (citing Dewsnup, 502 U.S. at 417). Does this same reasoning apply
to wholly unsecured junior liens in chapter 13 cases?
After Caulkett, the question is likely to arise again whether strip off is possible in chapter
13 cases. Some background on the state of the law on strip off in chapter 13 cases is helpful.
The short of it is that there is a split of authority among the circuits whether a chapter 13 debtor
can strip off a wholly unsecured junior lien. The majority rule permits strip off. Judge William
Brown, in his book on consumer bankruptcy law, explains the case law, obviously before the
decision in Caulkett. See WILLIAM HOUSTON BROWN, CONSUMER BANKRUPTCY LAW: CHAPTER
7 & 13, at 128-32 (Federal Judicial Center 2014).
Judge Brown cites In re Woolsey, 696 F.3d 1266 (10th Cir. 2012), which includes a
helpful discussion of the issue. Woolsey describes the circuit split and the reasoning of the
opposing views. While it rejects the chapter 13 debtor-appellant’s argument supporting strip off
in that case, it suggests the argument that might save strip off in chapter 13 cases. See id. at 1278
(“As we’ve already alluded to, many courts seeking to avoid Dewsnup’s pinch have invoked
provisions specific to the reorganization chapters to permit the removal or stripping down of
liens unsupported by value. And when it comes to Chapter 13, many courts have already
identified one apparently promising candidate in § 1322(b)(2).”).

1

Justice Thomas did not participate in the Dewsnup decision; Justice Scalia’s dissent, joined by Justice
Souter, criticized the majority’s statutory interpretation methodology. Justice Thomas echoed the same criticisms of
the Dewsnup majority’s approach in an opinion concurring in the judgment in Bank of America Nat. Trust and Sav.
Assn. v. 203 North LaSalle Street Ptnshp, 526 U.S. 444, 463 & n.3 (1999). Justice Thomas followed Dewsnup in
Caulkett.
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Baker Botts, L.L.P. v. ASARCO LLC
In ASARCO, the Supreme Court held that bankruptcy Code § 330(a)(1) does not permit
bankruptcy courts to award fees to § 327(a) professionals for defending objections to fee
applications. Chapter 11 debtor ASARCO retained two law firms, with the retentions approved
by the bankruptcy court under § 327(a). By almost any measure the case was successful—
ASARCO successfully reorganized and all prepetition creditors were paid in full. The two law
firms sought compensation under § 330(a)(1), which provides that the bankruptcy court “may
award . . . reasonable compensation for actual, necessary services rendered by” professionals
hired under section 327(a). ASARCO’s non-debtor parent (also named ASARCO) retained
control of the reorganized debtor, and then challenged the compensation requested by the firms.
After lengthy, expensive litigation of the objection to fees, the bankruptcy court overruled the
objection and awarded the law firms approximately $130 million—$120 million for fees incurred
during the bankruptcy case, a $4.1 million fee enhancement for exceptional performance, and $5
million for fees for defending the objection to the firms’ fee applications.
ASARCO appealed the bankruptcy court fee award. The Fifth Circuit reversed, holding
that § 330 does not authorize a bankruptcy court to award fees for defending fee applications
because such fees provide no benefit to the estate. The Supreme Court granted certiorari to
address whether § 330(a)(1) permits a bankruptcy court to award attorney’s fees for work
performed in defending a fee application in court. In an opinion by Justice Thomas, the Court
affirmed the Fifth Circuit, concluding that the “American Rule” applies, leaving a bankruptcy
court without authority to award fees for defending objections to a fee application.
The American Rule creates a presumption that “[e]ach litigant pays his own attorney’s
fees, win or lose, unless a statute or contract provides otherwise.” Courts typically depart from
the American Rule only if fees are permitted under “specific and explicit provisions for the
allowance of attorneys’ fees under selected statutes.” The Court concluded that that §330(a)(1)
does not expressly override the American Rule in the context of litigation in defense of a fee
application.
Section 327(a) authorizes the employment of professionals such as attorneys,
accountants, and auctioneers to assist the debtor. Section 330(a)(1), then, authorizes
compensation for these professionals. However, the Court held, § 330(a)(1) does not displace
the American Rule with respect to fee-defense litigation because the phrase “reasonable
compensation for actual, necessary services rendered” does not authorize courts to shift the cost
of litigation from one side to the other because such services are not “in service of the estate
administrator.”
The Court rejected the law firms’ argument about the meaning of “services.” In what
seems to be an unusual twist, the Court looked to dictionaries from the time when Congress
passed the predecessor of section 330(a)(1) to find that “services” means “loyal and disinterested
service in the interest of a client.” The selection of appropriate dictionaries when interpreting a
statute is certainly something that may recur anytime a court is required to interpret a statute.
The Court also rejected the Government’s policy argument that awarding fee defense fees
is “necessary to the proper functioning of the Bankruptcy Code.” The Court found the argument
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unconvincing because no attorneys, bankruptcy or otherwise, are entitled to fees for fee-defense
litigation. Fee defense awards are only warranted when such awards are expressly permitted by
statute, which is not the case in the Bankruptcy Code. Courts “lack the authority to rewrite the
statute even if believed that uncompensated fee litigation would fall particularly hard on the
bankruptcy bar.” The majority responded to the Government’s concern about the possibility of
frivolous objections to fee applications by noting that Bankruptcy Rule 9011—the bankruptcy
analogue to Rule 11—authorizes the court to impose sanctions for bad faith litigation conduct.
Justice Sotomayor concurred in part and concurred in the judgment, supporting the
holding that “there is no textual, contextual, or other support for reading 11 U.S.C §330(a)(1) in
the way advocated by petitioners and the United States.” Justice Breyer wrote a dissenting
opinion, joined by Justices Ginsburg and Kagan. While the dissenters agreed with the majority
that defense of a fee application is not a “service” as defined by the Code, compensation for feedefense work is justifiably part of the compensation “for the underlying services in [a]
bankruptcy proceeding.” Justice Breyer argued that the Bankruptcy Code grants bankruptcy
courts broad discretion to decide what constitutes “reasonable compensation,” providing that “a
‘court shall consider the nature, the extent, and the value of…services [rendered], taking into
account all relevant factors.’” 28 U.S.C. §330(a)(3).
The dissent shared the concern expressed by many bankruptcy judges and estate
professionals that if professionals may not be compensated for defending multiple objections to
fee applications, there will be an imbalance between the work put in and the compensation
coming out.
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