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Benchnotes
BY PAUL R. HAGE AND AARON M. KAUFMAN
Substantial Contribution Claims Are Available in Chapter 7
In In re Connolly North America LLC,1 the Sixth Circuit Court of Appeals held in a 2-1 opinion that the reasonable expenses of creditors whose efforts substantially benefited the bankruptcy estate in a chapter 7 case are entitled to administrative expense priority. As noted by the dissenting opinion, the ruling is contrary to the majority of the published opinions on point, where courts have held that “substantial contribution” claims are limited to cases under chapter 9 and 11 pursuant to § 503(b)(3)(D).
In reaching its decision, the Sixth Circuit cited two principles of bankruptcy law. First “is the overriding consideration that equitable principles govern the exercise of bankruptcy jurisdiction.”2 The second principle, the court stated, “is that statutory language is the keystone on which all other analysis relies,” and if the statutory language is clear, the court need not look any further.3 With those principles in mind, the court turned to the issue at hand: whether the express reference to cases in chapter 9 and 11 in § 503(b)(3)(D), which authorizes “substantial contribution” claims, is a per se bar to the provision of a “substantial contribution” claim in a chapter 7 case. The court ultimately held that where “reimbursement of administrative expenses properly follows from the totality of the pertinent facts, interpretation of the statutory language, and relevant equitable considerations,” § 503(b) allows for “substantial contribution” claims in chapter 7.4
The court acknowledged that § 503(b)(3)(D) expressly applies only to cases under chapters 9 and 11, and that no similar statutory provision exists for creditors in chapter 7. However, the court instead focused on the word “including” in the prefatory language of § 503(b): “[B]y using the term ‘including’ in the opening lines of the subsection, Congress built a mechanism into § 503(b) for bankruptcy courts to reimburse expenses not specifically mentioned in § 503(b)’s subsections.”5
The court found that the U.S. Trustee had failed to fulfill its duty as the “bankruptcy watchdog.” In any event, the court found that the word “including” in the statute’s prefatory language must be given meaning, and the only way to do that was to acknowledge that administrative expenses other than the statutory examples were permissible.
The court also looked to the overall intent and purpose of the Bankruptcy Code. Failing to award administrative expenses to the rare chapter 7 creditors who were forced by circumstances to take action to benefit the estate when no other party would do so, the court found, would deter them from participating in chapter 7 cases. While the creditors themselves did benefit from their actions due to the significantly increased distribution that they received from the estate as a result of the settlement, denying such creditors reimbursement of administrative expenses in such circumstances would “impugn the fundamental notion of bankruptcy as equitable relief.”6 In the court’s view, neither Congress nor the case law compels such a result.
Secured Creditors Allowed to Gift Funds to Out-of-the-Money Unsecured Creditors
In an opinion that may have significant implications for chapter 11 practice, the Third Circuit Court of Appeals affirmed a bankruptcy court’s approval of a sale of substantially all of the debtors’ assets that was predicated on a settlement in which the secured creditor/purchaser gifted funds to general unsecured creditors while bypassing the federal government, which held unpaid administrative expense claims.
In In re ICL Holding Co. Inc.,7 the debtors’ secured creditor credit bid a portion of its secured debt to acquire all of the debtors’ assets in a § 363 sale. Under the purchase agreement, the secured creditor agreed to escrow sufficient funds to pay professional fees and wind-down expenses (the “escrowed funds”). The unsecured creditors’ committee initially objected to the proposed sale on the grounds that it was nothing more than a “veiled foreclosure.” The committee’s objection was ultimately withdrawn in exchange for an agreement by the secured creditor to fund a $3.5 million payment into a trust for the benefit of general unsecured creditors (the “settlement funds”). The settlement agreement was submitted for court approval pursuant to Bankruptcy Rule 9019, and the bankruptcy court approved both the sale motion and settlement agreement over the objection of the government, which had argued that the two payments violated the absolute priority rule. The government appealed.
The Third Circuit noted that in modern bankruptcy practice, § 363 sales are the tool of choice for a quick close to a bankruptcy case because it avoids “time, expense, and some would say, the Bankruptcy Code’s unbending rules.”8 The court noted that the core issue was “whether certain payments by a § 363 purchaser (here, an entity formed by the secured lenders of the debtors) in connection with acquiring the debtors’ assets should be distributed according to the Code’s creditor-payment hierarchy.”9 Ultimately, the court held that because neither of the two payments went into or came out of the bankruptcy estate, the cash was not subject to the Bankruptcy Code’s priority scheme.
The government’s primary argument was that the two sets of payments were proceeds from the debtors’ assets and thus qualify as estate property that should have been (but was not) paid out according to the absolute priority scheme set forth in the Bankruptcy Code. The court acknowledged that § 541(a)(6) defines “property of the estate” broadly to include “proceeds.” The issue, therefore, was whether either set of funds constituted proceeds from estate assets.
Starting with the settlement funds, the government argued that the secured creditors’ payment of $3.5 million into a trust for the benefit of general unsecured creditors was an increased bid for the debtors’ assets to secure a successful result. Accordingly, it was deemed estate property. Rejecting this argument, the Third Circuit noted that although the secured creditors paid cash to resolve objections to the sale of the debtors’ assets, that money never made it into the estate (indeed, no money came into the estate, since the purchase was by credit bid), nor was it paid at the debtors’ direction. Rather, the settlement funds were the secured creditors’ own funds, and nothing in the Code precluded the secured creditor from paying such funds to general unsecured creditors to resolve the committee’s objection. The court contrasted the secured creditor’s usage of its funds from the more typical gifting scenario where a senior creditor gifts a portion of its plan distributions to a junior creditor. The latter would be estate property, the court stated, and would violate law in the Third Circuit that prohibits payments of estate funds to lower-statured creditors before higher ones receive payment in full.10
The court noted that the escrowed funds presented a tougher question. The government had argued that under the terms of the sale agreement, the escrowed funds constituted part of the purchase price and were therefore proceeds of the debtors’ asset sale that constituted property of the estate. The court rejected this argument based on the “economic reality of what really happened.”11 The agreement provided that the secured creditor purchased all of the debtors’ assets, including their cash, through its credit bid. As a result, the court found, there was technically no more estate property following the closing of the sale. The government mistakenly presumed that any residual cash from the sale — the money earmarked for fees and wind-down costs — would become property of the debtors’ estates. However, that was impossible, the court ruled, because the debtors had agreed to surrender all of their cash to the secured creditor under the sale agreement. Thus, the court stated, “as a matter of substance, we cannot conclude that the escrowed funds were estate property.”12 For more on this case, see the article on p. 18 of this issue.
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• Acosta-Conniff v. ECMC (In re Acosta-Conniff), 536 B.R. 326 (Bankr. M.D. Ala. 2015) (chapter 7 debtor, a 44-year-old single mother with two sons who worked as special education teacher, sought undue hardship discharge of her student loan debt; bankruptcy court discharged student loan debt, holding that debtor had satisfied her burden of demonstrating inability to repay debt while maintaining minimal standard of living for herself and her sons, and that she had made good-faith effort to repay her loans); and
• Agin v. Green Tree Servicing LLC (In re Shubert), 535 B.R. 488 (Bankr. D. Mass. 2015) (chapter 7 trustee sought to avoid, using his strong-arm powers, creditor’s pre-petition mortgage lien; bankruptcy court held that notarization at end of mortgage, which merely indicated that debtor had appeared before notary and proven her identity as mortgagor, but which failed to indicate that she was executing mortgage as free and voluntary act, was not proper notarization under Massachusetts law for perfection of mortgage; summary judgment was granted). abi
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Legislative Update
BY PROF. MICHELLE M. HARNER1
ABI Commission’s Final Report — One Year Later
A Reflection on the Beginnings of Robust Dialogue
Editor’s Note: A copy of the Commission’s Final Report and Recommendations is available for download at commission.abi.org.
In December 2014, the ABI Commission to Study the Reform of Chapter 11 issued its Final Report and Recommendations (hereinafter, the “Final Report”).2 I had the honor of serving as the Commission’s Reporter. The Final Report is approximately 400 pages, contains more than 1,200 footnotes and includes more than 240 discrete recommendations for reform. As we approach the one-year anniversary of the Final Report, I thought that it would be worthwhile to reflect on where we have been, and where we might be heading, in terms of chapter 11 reform.
The ABI Commission’s Inception
In the fall of 2009, ABI hosted a two-day symposium, “Chapter 11 at the Crossroads: Does Reorganization Need Reform?,” wherein many participants highlighted changes in business models and technologies, industry practices, globalization, and financial markets, financial products and lending practices since the enactment of the 1978 Bankruptcy Code. They also noted meaningful changes to the Code itself, most recently with the passage of the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005. According to many of the participants, all of these factors have had a significant impact on distressed companies and reorganizations under chapter 11. Many professionals — both at the symposium and in other forums — began to question whether it was time once again to consider chapter 11 reform.
To answer this question, ABI, under the leadership of then-President Geoffrey L. Berman (Development Specialists, Inc.; Los Angeles), formed the Commission.3 The Commission’s members were 22 of the most highly regarded, experienced and talented bankruptcy professionals in the nation.4 In addition, more than 150 exceptional judges, lawyers, financial consultants and academics served on 13 topical advisory committees and an international working group to assist the ABI Commission.5 These individuals represented the diverse perspectives and stakeholder interests at play in a chapter 11 case and were committed to the study of a basic, central question: Is chapter 11 working as effectively and efficiently as it could, or does it need to be reformed?
The ABI Commission conducted an extensive three-year study analyzing that seemingly simple — but in reality, quite complex — question. It held 17 public hearings across the nation to listen to comments and concerns about chapter 11. It heard from more than 90 witnesses at these hearings and many more through the Q&A sessions, roundtables and correspondence. It reviewed substantial amounts of research, data and testimony throughout the process. At the end of it all — and after extensive deliberations — the ABI Commission concluded that chapter 11 could (and should) better serve the interests of distressed companies and all of their creditors, employees, counterparties and equity-holders. Thus, the ABI Commission unanimously adopted the Final Report.6
A Look at the Past Year of Discussions
The release of the Final Report in December 2014 ignited an exciting, incredibly robust and meaningful discussion about chapter 11 reform. All sides of the debate are participating in the conversation, and the result so far — at least from my perspective — has been a welcome, professional and constructive dialogue.
I have personally participated in at least 20 formal presentations regarding the Final Report for a variety of different professional organizations. I have observed numerous others and have been cornered into hallway conversations regarding the Final Report at almost every professional conference that I have attended.7 I have received innumerable email inquiries and telephone calls from interested parties, some wanting to share their stories as debtors, creditors or professionals in chapter 11 cases, and some seeking to provide feedback on the recommended principles. I have listened intently to all perspectives, and I want to underscore that an inclusive process is critically important to reform that will benefit the system as a whole and all parties affected by chapter 11 cases.
Predictably, and appropriately, not everyone agrees with every principle set forth in the Final Report. Indeed, not everyone yet agrees that reform is necessary. Nevertheless, as I have listened to discussions of the Final Report, it is clear to me that most everyone appreciates the time, research, study and efforts of the ABI Commission. It is also not surprising to me that people generally tend to like the recommended principles that appear to benefit their particular interests or clients, and that they tend to dislike the recommended principles that arguably level the playing field (i.e., take away a perceived or actual advantage). I believe that such reactions are expected and natural, particularly from a human and advocacy perspective. My hope is that as the dialogue evolves, people will see the “big-picture” benefit to ensuring that chapter 11 works as originally intended: as a vehicle for rehabilitating viable companies to save jobs, save communities and maximize value for all stakeholders.8
A Look Ahead: Where Do We Go from Here?
This is perhaps the question I am asked most frequently: What does the future hold for chapter 11 reform? I honestly do not know, but I have great confidence in this profession, of which I have proudly been a part for 20 years. I believe that we will find our way; we will continue the reform conversation, and positive changes can and will be forthcoming. Parties will adopt best practices based on that conversation; judges will consider the case law splits, statutory ambiguities and other weaknesses identified in the Final Report; and Congress might even be ready at some point to engage in the conversation. Whatever the future holds, I think that the profession will continue to benefit from a robust dialogue regarding the Final Report and chapter 11 reform generally.
A Quick Note of Thanks
Finally, I have to extend a sincere note of thanks to everyone who participated in the ABI Commission process — from Mr. Keach and Mr. Togut, all of the Commissioners, advisory committee members and witnesses, and everyone who has approached me at hearings or conferences, emailed me or written about the Final Report. You have made enormous contributions to the process and the reform conversation. I personally have enjoyed meeting and working with each of you. I also would like to thank three very talented young lawyers who provided invaluable research assistance to me at various points throughout the Commission process: Leah Barteld Clague, Jennifer Ivey-Crickenberger and Sabina Jacobs. The ABI Commission to Study the Reform of Chapter 11 really was a collaborative effort, and I hope everyone appreciates the important role that they played. But the work is not yet done, and I look forward to a continued dialogue about what chapter 11 should look like for the next 30 years and beyond. abi
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4 For biographical information on the Commissioners, see Final Report, Appendix A. Of the 22 Commissioners, 18 were voting members and 4 were ex officio members.
5 The members of the advisory committees and the international working group are set forth in the Final Report. See Final Report, Section III.C (n.53) and Appendix C.
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8 See, e.g., H.R. Rep. No. 95-595, at 220 (1978) (“The purpose of a business reorganization case, unlike a liquidation case, is to restructure a business’s finances so that it may continue to operate, provide its employees with jobs, pay its creditors, and produce a return for its stockholders.”).
Legislative Highlights
EOUST Reaches 81.6 Million Settlement with Wells Fargo to Protect Homeowners
The Department of Justice’s U.S. Trustee Program (USTP) has entered into a national settlement agreement with Wells Fargo Bank NA, requiring the bank to pay $81.6 million in remediation for its repeated failure to provide homeowners with legally required notices, which denied homeowners the opportunity to challenge the accuracy of mortgage payment increases. These failures violated federal bankruptcy rules that took effect in December 2011 and imposed more detailed disclosure requirements to ensure proper accounting of fees and charges on homeowners in bankruptcy. Bankruptcy Rule 3002.1 requires mortgage creditors to file and serve notice 21 days before adjusting a chapter 13 debtor’s monthly mortgage payment.
Wells Fargo acknowledges that it failed to timely file more than 100,000 payment change notices (PCNs) and failed to timely perform more than 18,000 escrow analyses in cases involving nearly 68,000 accounts of homeowners in bankruptcy between Dec. 1, 2011, and March 31, 2015. Under the settlement, Wells Fargo will also change internal operations and submit to oversight by an independent compliance reviewer. The proposed settlement has been filed in the U.S. Bankruptcy Court for the District of Maryland, where it is subject to court approval. “I am pleased that Wells Fargo has acted responsibly by accepting accountability for its deficient bankruptcy practices, agreed to compensate affected homeowners for those deficiencies and committed to making necessary improvements in its bankruptcy operations,” said USTP Director Clifford White. “When creditors fail to comply with the bankruptcy laws and rules, they compromise the integrity of the bankruptcy system and must be held accountable. Transparency in the process is of paramount importance. Homeowners in bankruptcy have the right to proper and timely notices, particularly when they are being asked to pay more. The [USTP] remains diligent in its effort to hold financial institutions that disregard the law accountable for their actions.”
In addition to the monetary remediation, Wells Fargo will make changes to internal procedures to prevent recurrence of the violations. These changes include improvements to its computer platform and employee training, as well as the oversight and implementation of quality-control processes to ensure the accuracy and timeliness of PCNs and escrow statements. The settlement resolves any actions that could be brought by the USTP for the covered conduct, but does not limit the rights of any homeowner or other third party to take action against Wells Fargo.
Fed: Leveraged Lending Risks Still Too High
Leveraged lending by U.S. banks remains too risky, and credit tied to oil-and-gas exploration is getting weaker, according to a report by several regulators, including the Federal Reserve. Bank examiners found that deals originated in the past year with a high level of borrowed money had weak structures. “Persistent structural deficiencies” in loan underwriting “warrant continued attention,” the regulators said.
The report, which covers 2014, underscores concern that risky behavior has become more commonplace as they seek to prevent a repeat of the loose lending that helped fuel the 2008 credit crisis. As regulators have focused on reducing risk at the largest banks and insurers, smaller firms have been playing a growing role in finance. A review by the Federal Reserve, Federal Deposit Insurance Corp. and Office of the Comptroller of the Currency found flaws in financing in oil-and-gas exploration and production, following a slump in energy prices that started in mid-2014. The agencies noted a significant increase in lending volumes and continued loose underwriting in the more than $800 billion U.S. leveraged loan market, reflected by poor capital structures and provisions that limit lenders’ ability to manage risk.
Although there was some improvement in underwriting, flaws in leveraged lending deals drove an increase in so-called classified commitments — those rated substandard, doubtful or as a loss. The amount of such loans in the energy sector quintupled to $34.2 billion, and credit quality deteriorated as oil prices tumbled 42 percent in the past year. Nonbank companies continue to be the main buyers of “riskier, leveraged loans,” according to the report. While they owned the smallest share of the loan commitments analyzed, nonbanks owned 67 percent of the substandard ones, compared to 17.8 percent for U.S. banks.
CFPB Announces Plan to Allow Class-Action Suits
Banks, credit card issuers and student lenders may find themselves in court more often if the nation’s consumer financial protection regulator gets its way. The Consumer Financial Protection Bureau (CFPB) recently announced plans to propose a rule prohibiting contracts under which financial consumers sign away their right to pursue class action lawsuits. Currently, companies can prevent consumers from pursuing any court action at all by inserting mandatory arbitration provisions in loan agreements and other contracts.
The post-2008 recession’s Dodd-Frank Act banned mandatory arbitration provisions entirely in mortgage contracts, and required the CFPB to investigate arbitration provisions in other financial service contracts. The CFPB found that arbitration provisions are increasingly common features of basic financial services contracts, appearing in about half of the credit card and checking account markets, and nearly all of the prepaid card market. The Dodd-Frank Act also authorized the CFPB to regulate arbitration provisions if the agency found that it would serve the public interest and protect consumers.
The agency’s study found that private litigation complements public enforcement. Not only do private litigants provide resources beyond agency budgets, they also pursue different types of claims. According to the CFPB, regulators were not pursuing two-thirds of the types of claims sought by private parties. As a result, the CFPB concluded that issuing a proposed rule to preserve the right to pursue a class-action lawsuit would allow consumers to pursue small claims and encourage financial institutions to comply with legal obligations. The announcement highlights that many consumer finance laws explicitly authorize private class-action suits as an important part of their statutory scheme.
Some lawyers and scholars believe that the CFPB does not have authority to block arbitration provisions and claim that the CFPB’s own study does not support the inference that the regulation would serve the public interest, and that the rule is an unwarranted restriction on the right to enter contracts. The CFPB proposal would extend to companies beyond just lenders; it would also apply to transfer services, reporting agencies, debt buyers, and many other financial-service providers. abi
Feature
BY ALANE A. BECKET AND WILLIAM A. MCNEAL1
What Is the CFPB, and Why Should You Care?
The Bureau’s Reach Extends Beyond Consumer Advocacy
Authors’ Note: This is the first in a series of articles on the CFPB, its current activities and its potential impact on bankruptcy practice.
As most practitioners are likely aware, on July 21, 2010, President Barack Obama signed into law the Dodd-Frank Wall Street Reform and Consumer Protection Act2 (the “Dodd-Frank Act”). The Dodd-Frank Act was conceived “to promote the financial stability of the U.S. by improving accountability and transparency in the financial system, to end ‘too big to fail,’ to protect the American taxpayer by ending bailouts, to protect consumers from abusive financial services practices, and for other purposes.”3
According to President Obama, the Dodd-Frank Act is intended to “rein ... in the abuse and excess that nearly brought down our financial system ... [and] bring transparency to the kinds of complex and risky transactions that helped trigger the financial crisis.” It also aimed to end “tax-funded bailouts ... for Wall Street’s mistakes” and provide “the ability to wind ... down [a failed large financial institution] without endangering the broader economy ... [a]nd ... make [it] clear that no firm is somehow protected because it is ‘too big to fail.’”4 The Dodd-Frank Act further authorizes the Secretary of the Treasury to implement programs and provide funding to enhance access to mainstream financial institutions for lower- and middle-income consumers.5 These provisions are designed, in part, to provide alternatives to higher-cost products, which are often a consumer’s only option.
Most relevant to the average American, the Dodd-Frank Act also authorized the formation of the Bureau of Consumer Financial Protection (CFPB),6 whose mission is several-fold: “to implement and, where applicable, enforce Federal consumer financial law consistently for the purpose of ensuring that all consumers have access to markets for consumer financial products and services, and that markets for consumer financial products and services are fair, transparent, and competitive.”7 Notably and ironically, an often-overlooked objective of the CFPB is “to reduce unwarranted regulatory burdens.”8 For consumers, the CFPB ensures that they “are provided with timely and understandable information to make responsible decisions about financial transactions” and “are protected from unfair, deceptive, or abusive acts and practices and from discrimination.”9
The CFPB’s Broad Powers Defined
To accomplish its assigned purposes and goals, the CFPB conducts financial education programs; collects, investigates and responds to consumer complaints; collects, researches, monitors and publishes information that is relevant to the functioning of markets for consumer financial products and services in order to identify risks to consumers, and to the proper functioning of those markets; supervises covered persons within the CFPB’s statutory ambit for compliance with federal consumer financial law; and takes appropriate enforcement action to address violations of federal consumer financial law.10
The CFPB’s director “may prescribe rules and issue orders and guidance as may be necessary or appropriate to enable the Bureau to administer and carry out the purposes and objectives of the Federal consumer financial laws, and to prevent evasions thereof.”11 This empowers the CFPB to issue regulations under a host of Federal consumer protection statutes, including the Fair Debt Collection Practices Act (FDCPA), Fair Credit Reporting Act, Equal Credit Opportunity Act, Home Ownership and Equity Protection Act, Real Estate Settlement Procedures Act (RESPA) and Truth in Lending Act (TILA), among others.12
More generally, the CFPB “may take any action ... to prevent a covered person or service provider from committing or engaging in an unfair, deceptive, or abusive act or practice [UDAAP] under Federal law in connection with any transaction with a consumer for a consumer financial product or service, or the offering of a consumer financial product or service.”13 The term “abusive” was added to the traditional concept of UDAP (unfair or deceptive act or practice) and is defined as an act or practice that:
(1) materially interferes with the ability of a consumer to understand a term or condition of a consumer financial product or service; or
(2) takes unreasonable advantage of —
(A) a lack of understanding on the part of the consumer of the material risks, costs, or conditions of the product or service;
(B) the inability of the consumer to protect the interests of the consumer in selecting or using a consumer financial product or service; or
(C) the reasonable reliance by the consumer on a covered person to act in the interests of the consumer.14
What is unfair or deceptive has traditionally been subject to interpretation by courts; however, the Dodd-Frank Act provides the CFPB with the power to apply its determination of the more muscular standard to the acts of supervised entities. The CFPB’s oversight of UDAAP is a significant tool and extends potential liability to persons who might be exempt from traditional consumer-protection laws, such as original creditors from the FDCPA.
The CFPB discharges its express supervisory authority in several ways: by (1) issuing civil investigation demands when it suspects that a violation has occurred; (2) directing examinations of supervised entities, either on site or by deposition; or (3) enforcement actions and consent orders. Consent orders, which outline that a supervised entity has agreed to, among other things, a course of future conduct, signal the CFPB’s expectations for other supervised entities. In addition, the CFPB has forecasted its expectations and issued warnings, through dozens of bulletins, white papers, research and examination manuals that enable it, in part, to instigate policy without formal rule-making or legislation. It is under this circumstance that the CFPB has dictated numerous guidelines in advance of issuing formal rules.15
The CFPB has also been very active and aggressive in carrying out its duties. For example, it announced in 2014 its well-publicized Mortgage Servicing Rules, which were subsequently amended later that year. The Mortgage Servicing Rules amended Regulations B, X and Z to require, among other things, that a lender perform a good-faith ability-to-pay analysis; provide certain information requested by such borrowers; and afford protections to such borrowers in connection with force-placed insurance and impose obligations on servicers to correct errors asserted by mortgage loan borrowers.
The Mortgage Servicing Rules further required servicers to establish certain policies, procedures and requirements — including the designation of personnel to assist consumers who fall behind in their mortgage payments — and contact consumers soon after delinquency and work with them for consideration for applicable loss-mitigation options. They also impose restrictions on loan originators, specifically regarding registration and licensing, compliance procedures, compensation and record-keeping.
The CFPB’s rule-making power generally supersedes that of other agencies and courts,16 and for the most part, they must defer to the CFPB exclusively.17 However, the authorities of the CFPB and Federal Trade Commission are co-existent and equivalent, if not coequal,18 and they are required to coordinate their rule-making activities.19
Whom Does the CFPB Supervise?
The CFPB is specifically charged with supervising any residential mortgage originator, broker or servicer; private student lender; and payday lender, as well as “larger market participants” (as defined by the CFPB).20 It is further authorized to supervise, examine and take enforcement action against other “covered persons,” generally defined as any entity providing consumer financial products or services, and their affiliated service providers.21
In addition, the CFPB has authority over “very large banks, savings associations, and credit unions,” which are defined as those with assets exceeding $10 billion.22 In regard to smaller banks and credit unions, the CFPB may require their cooperation and information in order to assess and detect risks to consumer financial markets, although enforcement authority against these entities remains with the prudential regulator.23
Importantly for consumer finance professionals, the CFPB’s authority 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.”24 Any “service provider” representing a “substantial number” of smaller entities is also subject to supervision.25 This power extends the reach of the CFPB’s supervision and enforcement powers far beyond traditional consumer financial service providers.
In support of its power to issue rules and other forms of guidance to implement, administer and enforce consumer financial law,26 the CFPB has the right and duty to monitor covered persons by occasionally “gather[ing] information ... regarding the organization, business conduct ... and activities of covered persons and service providers,”27 a function that consumes much of the CFPB’s energies, and it may require covered persons to furnish such information. In addition to informal or administrative requests, the CFPB has the right to subpoena witnesses and things for hearings, and, if a violation of any consumer law is suspected, a civil investigative demand may be issued requiring the entity to produce documents, file reports, answer questions, give testimony or any combination thereof.28 If warranted, the CFPB may litigate violations of federal consumer financial law.29
If found to be in violation of any federal consumer financial statute or rule, the CFPB has a host of available remedies, many of which it has vigorously applied in the five years since its inception. Remedies include — but are not limited to — rescission or reformation of contracts, refunds, restitution, monetary damages, limits on the activities of the violator and civil penalties.30
What Should One Expect When Being Monitored by the CFPB?
In 2012, the CFPB issued its Supervision and Examination Manual31 to assist its investigators in examining entities when performing its routine monitoring functions, or when an entity is suspected of violating consumer finance laws. The Manual, at almost 1,000 pages, is exceedingly thorough and addresses examinations based on type of entity, financial product or consumer financial regulatory statute. Since its release, the Manual has been supplemented to update examination procedures and add procedures related to specific activities, such as debt collection, auto finance and education lending. It not only assists examiners in planning for and conducting exams, but is a road map for supervised entities preparing to meet the CFPB’s expectations.
Supervision is consumer-focused and data-driven. An examination begins with a review of publicly available information about the entity in order to assess risk and set the scope and parameters of the examination. Each depository institution is assigned a lead examiner, who performs continuous monitoring (i.e., at least quarterly) after the initial examination. An assessment is made based on the inherent risks posed by the products and services provided by the institution and the controls that it employs to manage those risks. A nonbank supervised entity is selected for examination based on its size, assessed risk, volume of consumer transactions and oversight by other regulators. A directional risk is assigned to the institution, viz. increasing, decreasing or stable.
After the level of risk has been assessed, the entity is then scheduled for an on-site review. Guided by the risk assessment, every examination will include a review of compliance management and practices to identify any that are potentially unfair, deceptive or abusive. For entities engaged in lending activities, a review for discrimination is also performed.
Examinations focus on an entity’s (1) compliance management; (2) product-based procedures (consumer-reporting larger participants, mortgage origination, mortgage servicing, and short-term, small-dollar lending); and (3) statutory and regulatory procedures (including UDAAP, Equal Credit Opportunity Act, Home Mortgage Disclosure Act, TILA, RESPA, Homeowners Protection Act, Consumer Leasing Act, Secure and Fair Enforcement for Mortgage Licensing Act, Fair Credit Reporting Act, FDCPA, Electronic Fund Transfer Act, Truth in Savings Act, and Privacy of Consumer Financial Information (also known as the “Gramm-Leach-Bliley Act”)). Examiners are thorough and expect prompt, written, clear, comprehensive and continuously updated policies and procedures, as well as demonstrable evidence of an entity’s understanding and communication of, and monitoring for compliance with, articulated policies.
After the examination is complete, a compliance rating on a scale of one (strong compliance position) to five (in need of strongest supervision) is assigned. Ratings are based on the entity’s compliance system, management’s ability to monitor for compliance, policies and procedures that are in place, the identification and communication of changes in the law and resultant changes in the compliance program, staff training, an identification of internal compliance violations and remediations, and evidence of any discriminatory practices. A report is prepared, including the rating, a discussion of major strengths and weaknesses, and any required corrective actions. The final report is shared with any governing prudential regulator. If an entity receives an unsatisfactory rating or an enforcement action is recommended, the CFPB will meet with an entity’s directors or principals and perform follow-up assessments to gauge remediation and ongoing compliance.
Why Should You Care?
Lest there be any doubt about the CFPB’s institutional fervor, consider its own words as emblematic of its intentions, activism, diligence and even (according to a few) regulatory ferocity:
Since 2011, we have secured over $10.8 billion ... in relief for more than 25 million consumers harmed by illegal practices.
We’ve taken several actions against mortgage-servicing companies for failing to tell borrowers when their loan-modification applications were incomplete, denying loan modifications to qualified borrowers, failing to honor modifications for loans transferred from other servicers, and illegal foreclosure practices.
We have also taken action against companies in the mortgage industry for steering consumers into costlier loans, for paying illegal kickbacks in exchange for business, and for making inadequate disclosures or using deceptive ads. We’ve secured billions of dollars of relief for millions of consumers harmed by deceptive marketing and enrollment of credit card add-on products, unfair billing, and illegal debt-collection practices.
We have taken action against payday lenders and installment lenders for unlawful lending and collections practices that include using false threats of lawsuits or criminal prosecution to collect debts, charging undisclosed fees to servicemembers, and robo-signing court documents related to debt-collection lawsuits.32
For the individual consumer heretofore victimized by unscrupulous financial services providers, the CFPB’s activism is a welcome respite from feelings of oppression and helplessness. For the young and very modestly paid soldier, sailor, airman or marine taken in by dishonest auto finance or payday lenders, and harassed by high-pressure collection tactics laced with threats of exposure to the chain of command, the CFPB’s powers are a salvatory port in the financial storm.33
However, for a service provider or smaller entity, the CFPB’s overzealous and heavy-handed regulatory tactics, arising out of near limitless and sweeping powers conferred by broad enabling statutory language, could result in financial ruin. For low-income consumers, the CFPB’s policies may hamper their ability to obtain products and services that are needed but might not be available through traditional financing sources. Future installments will discuss these and other reasons why you should care. abi
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Last in Line
BY SIMON E. FRASER
3d Circuit Bolsters “Gifting”
Approves Flexible Approach to Distribution of Funds
A cash-starved debtor often enters bankruptcy at the behest of its undersecured lender with the objective of conducting a prompt sale of substantially all of its assets under § 363 of the Bankruptcy Code, with the lender as the proposed purchaser. In this common credit bid scenario, the debtor often has insufficient unencumbered cash to fund the sale process, so the lender, for whose benefit the sale process is largely being run, will agree to pay the post-petition sale costs and related expenses, such as the debtor’s and committee’s professional fees.
In this common scenario, the secured lender will often also agree to make a payment for the benefit of unsecured creditors in order to placate a committee that is upset about the fact that the sale process appears likely to benefit only the lender. The funds used to make this payment could be viewed as either coming from a carve-out of the lender’s lien, or from other funds belonging to the lender.
If the funds used to make these payments were deemed to be estate property, then the parties might be limited in their ability to direct the distribution. For example, if a large administrative claim (unrelated to sale costs) or priority claim exists, that claimant would likely complain about being bypassed by the payments for sale costs and general unsecured creditors, and could become an impediment to the lender’s desired payment arrangement.
On the other hand, if the funds used to pay the sale costs and the general unsecured creditors are deemed to bypass the estate entirely — never to become estate property — then the skipped-over administrative or priority claimants cannot complain of being deprived of a distribution of estate funds. The practice of a secured lender using its own funds (or funds deemed to be its own) to make selective, priority-skipping payments to creditors has come to be known as “gifting,” and it has provided secured lenders with significant flexibility in effecting § 363 sales in the face of opposition from objectors, and possibly also courts, that are upset over a sale process that would otherwise appear to essentially be a glorified foreclosure. The key to the “gifting” concept is that if a secured creditor is deemed to distribute its own funds instead of estate funds, it may do so however it sees fit, including by paying some creditors while skipping equal or senior creditors.
Bankruptcy courts have largely approved these arrangements in the § 363 sale context,1 but circuit-level opinions are scarce.2 In a recent decision, the U.S. Court of Appeals for the Third Circuit upheld a gifting arrangement, stamping circuit-level approval on the use of the gifting doctrine in the sale context.
Background
In In re ICL Holding Co. Inc.,3 the chapter 11 debtors proposed to sell substantially all of their assets, including their cash, to their secured lender group in exchange for consideration consisting of a credit bid of approximately $320 million (out of $350 million owed), plus the lenders’ agreement to pay the debtors’ and official committee’s professional fees and other sale costs. Following a marketing process, the lender group, having formed an acquisition vehicle, emerged as the winning bidder. In addition to funding the professional fees and sale costs, the purchaser reached a settlement with the committee and agreed to pay $3.5 million for the benefit of general unsecured creditors to resolve the committee’s objection to the sale.
However, the federal government held a $24 million administrative claim. If the purchaser were to transmit the funds for the proposed payments to the debtors, the funds would become estate property and would arguably be subject to the Bankruptcy Code’s priority scheme.4 The government’s administrative claim would be superior in priority to the claims of general unsecured creditors and level in priority to the administrative claims of the professionals, and might stand in the way of the proposed payment arrangement.
The purchaser needed to bypass the government’s claim in order to achieve its desired outcome, and it accomplished this by structuring the sale in such a way that the payments never entered the bankruptcy estates. Instead of transmitting the funds to the debtors, the purchaser placed the funds for payment of the professional fees and sale costs into separate escrow accounts, to be paid directly to those claimants, with the proviso that any “unspent” funds would be returned to the purchaser. The purchaser placed the funds designated for the benefit of general unsecured creditors into a separate trust account, to be paid directly to those creditors.
The government objected to the sale, arguing that it was entitled to be paid ahead of all general unsecured creditors, and on par with the professionals and other sale costs. The government reasoned that the funds used to make the payments were “sale proceeds” and were therefore property of the debtors’ estates pursuant to 11 U.S.C. § 541(a)(6), which provides that estate property includes “proceeds ... of or from property of the estate.” As estate property, the government reasoned, the funds may be distributed only in conformity with the Bankruptcy Code’s priority scheme. In support of its argument that the funds were sale proceeds, the government noted that the purchase agreement explicitly listed the payment of professional fees and sale costs as part of the sale consideration.
The Court’s Decision
The bankruptcy court overruled the government’s objection, approved the sale (including the payment arrangement), and held that the government was not entitled to share in any of the funds because the funds were not estate property. In upholding the decision, the court of appeals reasoned that § 541(a)(6) did not apply because the purchaser had made these payments from its own funds — not from funds representing proceeds of the sale of estate property.
Payments to General Unsecured Creditors
The court first addressed the funds paid to the general unsecured creditors, which it deemed “the easier issue.”5 The court based its finding that these payments were made from funds belonging to the purchaser, as opposed to the estates, on the fact that the funds were paid solely at the direction of the purchaser and the committee, as opposed to the debtors, and the fact that the funds were paid by the purchaser directly to the creditors, bypassing the estates. The court viewed these payments as relating solely to a settlement transaction between nondebtors — a transaction that bypassed the estates entirely.
The court cited In re TSIC Inc.6 in support of its decision, and distinguished In re Armstrong World Indus. Inc.7 TSIC, like ICL, involved a § 363 sale that appeared likely to yield nothing for general unsecured creditors. The committee threatened to object and entered into negotiations with the purchaser. The committee and the purchaser eventually reached a settlement, pursuant to which the committee agreed to refrain from objecting to the sale in exchange for the purchaser’s agreement to “fund a trust account for the exclusive benefit of the Debtor’s general unsecured creditors.”8 As in ICL, the funds in TSIC were paid directly to the unsecured creditors and never entered the estate. The U.S. Trustee objected on the grounds that the settlement “violated the proscription against paying lower-statured creditors before higher ones.”9 Nonetheless, the bankruptcy court approved the settlement and held that “the purchaser’s funds were not proceeds from a secured creditor’s liens, do not belong to the estate, and will not become part of the estate even if the Court does not approve the Settlement.”10
The U.S. Trustee in TSIC had relied on Armstrong, which the TSIC court, as well as the court of appeals in ICL, distinguished. The Armstrong decision arose in the plan context, where the absolute priority rule applies in full force, and “dealt with a gift of estate property from a senior creditor to a junior creditor over an intermediate creditor’s objection.”11 In Armstrong, the debtors’ plan purported to give equityholders warrants to purchase common stock of the reorganized debtor, but did not provide full payment for unsecured creditors. The debtors attempted to “cram down” the plan in the face of a rejecting impaired class of unsecured creditors. The court of appeals held that the plan could not be confirmed, as the distribution of warrants was one of estate property, which impermissibly skipped an intermediate class in violation of the absolute priority rule.12 In contrast, the property at issue in TSIC, like the property at issue in ICL, was deemed to belong to a nondebtor (i.e., the purchaser), as opposed to the estate. In addition, the purchaser was free to use its own property as it liked, including by transferring it to junior creditors over senior creditors.
Payments for Professionals and Sale Costs
The ICL court then turned to the funds escrowed for payment of professional fees and sale costs, and stated that it considered those funds the “more difficult question.”13 In this case, the government had a more forceful argument for the application of § 541(a)(6), as the purchase agreement explicitly listed these funds as part of the sale consideration. However, the court nonetheless held that those payments were made with the purchasers’ “own funds,” as opposed to funds constituting sale proceeds or otherwise belonging to the estates.14
In making this distinction, the court relied on the fact that under the purchase agreement, the debtors “had agreed to surrender all of [their] cash” to the purchasers.15 Consequently, any cash that could be deemed to have entered the estates would have instantaneously reverted to the purchasers and ceased to belong to the debtors. The purchasers, the court reasoned, were then free to use that cash as they saw fit — including by paying it to the professionals. Accordingly, the court concluded that the escrowed funds cannot be deemed to have been estate property.
However, the court’s reasoning seems incongruous with the fact that the purchase agreement explicitly stated that the funds for the professionals were part of the sale consideration. This language would seem to bring the funds into the scope of § 541(a)(6) as “proceeds” of estate property — regardless of whether the funds ever actually flowed through the estates on their way from the purchaser to the professionals.16 The court simply explained that it did not believe that the funds were really intended to form part of the sale proceeds. The court stated without further discussion that
[alt]hough the sale agreement gives the impression that the secured lender group agreed to pay the enumerated liabilities as partial consideration for [the debtors’] assets, it was really to facilitate a smooth transfer of the assets from the debtors’ estates to the secured lenders by resolving objections to that transfer. To assure that no funds reached [the] estate, the secured lenders agreed to pay cash for services and expenses through escrow arrangements.17
Significance
The court’s holding lends circuit-level legitimacy to the practice of a secured lender using gifted payments to aid a sale process by “paying off” a committee and paying sale costs, while skipping senior or equal-level creditors. Prior to this decision, the leading Third Circuit opinion on gifting was Armstrong. Although Armstrong was decided in the plan context, where the absolute priority rule applies explicitly, that decision led some observers to question how warmly the Third Circuit would view the practice of gifting in other contexts.
The ICL holding should dispel any doubts about the court’s willingness to embrace this practice in the sale context. Even under circumstances where the skipped-over creditor appeared to have a colorable argument that the challenged funds were “proceeds” from estate property — and therefore estate property themselves under § 541(a)(6) — the court nonetheless upheld the gifting scheme and readily interpreted the payments as not constituting “proceeds” from estate property. Not only does the decision provide broad support for gifting in the sale context, but it sets out a Third Circuit-approved road map for parties wishing to obtain the same result as the ICL parties.
However, the decision might be used to support more than just the now-common gifting practices associated with § 363 sales. It may also embolden parties to seek to use § 363 as an end run around the Bankruptcy Code’s priority scheme and incentivize parties to forgo the confirmation process in favor of using § 363 not only as liquidation tool, but as a distribution tool as well — one with far greater flexibility than § 1129.
While this might be good news for some, it might be bad news for others. Parties with either priority claims or disfavored administrative claims may not be as safe as their place in the priority hierarchy would lead them to believe, so these creditors should be forewarned. abi
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Practice & Procedure
BY JOAO F. MAGALHAES
McGladrey II: 7th Circuit Upholds Auditor’s In Pari Delicto Defense
In Peterson v. McGladrey LLP1 (hereinafter, McGladrey II), the U.S. Court of Appeals for the Seventh Circuit held that the doctrine of in pari delicto barred a trustee’s accounting malpractice claims against the former auditor of bankrupt mutual funds given that the funds and their principal had themselves engaged in wrongdoing by making false statements to prospective investors. Applying Illinois law, the court deemed inconsequential the appealing trustee’s contention that the defendant accounting firm’s alleged misconduct varied from that of the debtor’s mutual funds.2 In so doing, the court observed that wrongdoers cannot recover from those who either may have contributed or missed an opportunity to mitigate, irrespective of the specific type of misconduct committed by each.
Background
McGladrey II arose from one of multiple actions instituted by the trustee of five mutual funds, known as the Lancelot or Colossus Group (collectively, the “funds”), which were established in 2002 and raised about $2.5 billion by misleading investors through representations that such monies would be reinvested in commercial factors doing business with retail giant Costco.3 In reality, the purported factors were a sham, and no business transactions were being financed; rather, a Ponzi scheme was being orchestrated, which collapsed in 2008.4
Following the funds’ bankruptcy filings, the trustee commenced actions employing the theory that certain parties had failed to discover that the funds’ purported investment holdings were actually Ponzi schemes.5 Specifically, with regard to the funds’ auditor, McGladrey LLP, the circumstances were such that it “did not perform the sort of spot checks that would have revealed that [the manager of the purported factors] had no business other than recycling investors’ funds while skimming some off.”6 The trustee contended that McGladrey LLP was liable for accounting malpractice. McGladrey LLP countered by invoking the doctrine of in pari delicto in light of the funds’ own alleged wrongdoing.
Previously, in McGladrey I, the Seventh Circuit had in pertinent part held that while the trustee’s claims against McGladrey LLP were sufficient to survive a motion to dismiss, such claims would be subject to the in pari delicto defense because, as the court noted, nothing in the Bankruptcy Code “overrides state law limits on the legal claims created by state law.”7 Thereafter, following remand to determine whether the funds’ principal made knowing misrepresentations to McGladrey LLP,8 the district court dismissed the trustee’s suit, holding that “the Funds’ misconduct was at least equal in gravity to McGladrey’s, if not a greater fault,” and further finding that “the Funds’ representations and McGladrey’s errors (if any) led to the same loss.”9
The Ruling
On appeal to the Seventh Circuit, the trustee contended that the application of the in pari delicto doctrine in Illinois requires the plaintiff and defendant to have engaged in the same misconduct.10 The court rejected the trustee’s contention, finding that the authority relied upon by the trustee did not support such a theory.11 The court observed that while the trustee did cite authority for the proposition that the doctrine applies when two parties commit or abet a single wrong, nothing within Illinois law supported the view that the doctrine is limited to that precise scenario.12 The court further explained that Illinois case law routinely precludes litigation between wrongdoers who either contributed to a loss or failed to mitigate, albeit not expressly under the in pari delicto doctrine.13
In support of its conclusion, the court cited the underlying principles of the doctrine as postulated by the U.S. Supreme Court: “[F]irst, that courts should not lend their good offices to mediating disputes among wrongdoers; and second, that denying judicial relief to an admitted wrongdoer is an effective means of deterring illegality.”14 In the court’s view, such principles served to bar the trustee’s suit, which was in essence a dispute between “the Funds, which raised money via deceit, against an auditor that negligently failed to detect a different person’s fraud.”15 Accordingly, the Seventh Circuit affirmed the district court’s dismissal of the trustee’s complaint.
Critically, the dismissal of the trustee’s action had no impact on the claims of investors, which (as expressly noted by the court) would be advanced.16 After all, “[t]he Trustee stepped into the shoes of the Funds, not the shoes of the investors.”17 The fact that the investors’ claims were not negatively affected by the barring of the trustee’s suit was vital to the court’s reasoning because otherwise, in foreclosing liability when two parties commit distinct wrongs, safeguards meant to protect investors could have been vitiated.18
Analysis
McGladrey II joins a number of relatively recent circuit court cases that have provided guidance as to the application of the in pari delicto doctrine in the context of bankruptcy proceedings.19 Of course, as a defense arising from state law, the availability of the doctrine may vary by jurisdiction.20 Yet, while some cases may hinge on differences in state law, the general principles illustrated by McGladrey II may prove to be highly persuasive.
The Seventh Circuit could have — with a ruling in the trustee’s favor — effectively relegated the doctrine to a narrower range of scenarios where alleged wrongdoers engage in, or abet, the same type of misconduct. Instead, the court, observing that investors had their own remedies, marshaled support from a diverse range of cases, including cases dealing with contribution and equitable apportionment, for the basic proposition “that a wrongdoer cannot recover compensation from a third party who may have made things worse or missed a chance to avert the loss.”21 Thus, although McGladrey II’s holding was dependent on Illinois state law, the approach taken by the Seventh Circuit will likely be oft-cited by parties seeking to invoke the doctrine, irrespective of the particular state law to be applied. abi
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19 See, e.g., Official Comm. of Unsecured Creditors of Allegheny Health Educ. and Research Found. v. PricewaterhouseCoopers LLP, 607 F.3d 346 (3d Cir. 2010) (remanding for further proceedings following Supreme Court of Pennsylvania’s clarification that in pari delicto defense was available to auditor only if auditor dealt with corporation in good faith); Baena v. KPMG LLP, 453 F.3d 1 (1st Cir. 2006) (holding that in pari delicto doctrine barred trustee’s unfair trade practices claims, and finding that adverse-interest exception did not apply, nor did alleged violation of Securities Exchange Act preclude application of doctrine); Official Comm. of Unsecured Creditors of PSA Inc. v. Edwards, 437 F.3d 1145 (11th Cir. 2006) (holding that trustee was barred by in pari delicto doctrine from recovering on federal racketeering claims); Official Comm. of Unsecured Creditors v. R.F. Lafferty & Co. Inc., 267 F.3d 340, 360 (3d Cir. 2001) (holding that creditors’ committee, “standing in the shoes of the Debtors,” was in pari delicto with sole shareholders). Although not a circuit court case, see also MF Global Holdings Ltd. v. PricewaterhouseCoopers LLP, 57 F. Supp. 3d 206 (S.D.N.Y. 2014) (holding that in pari delicto doctrine did not apply, on motion to dismiss, to preclude plan administrator’s claims against outside auditor and accountant for professional malpractice and negligence).
20 McGladrey I, 676 F.3d at 598-99 (explaining that property of estate under Bankruptcy Code § 541(a), including legal claims, is normally defined by state law, and observing that “every other court of appeals that has addressed this subject [has held] that a person sued by a trustee in bankruptcy may assert the defense of in pari delicto, if the jurisdiction whose law creates the claim permits such a defense outside of bankruptcy”).
21 Id. at 788, n.1.
Feature
BY TODD BRENTS AND JOHN FRANKS
Communications Plans Are Crucial to a Successful Restructuring
Imagine that you are part of the following telephone conversation: Caller: “Hello, are you involved with the Revel Casino business closure?” You: “Yes.” Caller: “I received some sort of legal document that says ‘Notice.’ Am I in trouble? Also, what is the ‘plan’ that this document talks about? Plan for what?” You [to yourself]: “Where do I even begin?”
Developing a Communications Plan
In any bankruptcy proceeding, the spectrum of affected parties and constituents runs the gamut, from those who are knowledgeable to those who are completely in the dark. As a result, it is imperative to design a communications plan that will serve all stakeholders, and clearly deliver the debtor’s intended messages. Not paying proper attention to communications can lead to disastrous results, including added costs to the administration of the case, superfluous claims, litigation, and even supplier discontinuation of shipping goods or providing services.
To be certain, creating a list of frequently asked questions (FAQs) and talking points for each group of affected parties is important, but before that level of detail is addressed, it is important that the communications plan start with the overarching objectives of the restructuring plan. Whether it is to mitigate the impact on the brand and market position, preserve value for a § 363 sale, retain employees and intellectual capital, rebrand or downsize, or one of myriad other possible objectives, establishing the underlying communications goal up front makes the compilation of stakeholder-specific messaging much more integrated and efficient. Establishing a goal guides the development of strategies and messages that inform constituents of the company’s intentions and objectives in the restructuring. An effective plan reduces constituents’ uncertainty and clarifies their understanding.
Once the objective of the communications plan is set, it is time to speak with each stakeholder group to understand its unique interests in the proceeding. At first glance, it might seem that large creditors, employees and customers are the main constituents, which is often true. Key constituents may also include lenders/lienholders, taxing authorities, regulatory agencies, utilities, banks, professionals, contract counterparties, insurers, unions, litigants, environmental agencies, guarantors, equityholders/JVs, warranty-holders, surety bondholders, and gift and loyalty cardholders.
In addition, the liabilities listed in the debtor’s accounting records can help identify other parties that may not appear in a typical restructuring. For example, these may include licensees or licensors, pensioners, charitable organizations, and foreign business parties that may have different customs, languages or perceptions relative to the concept of insolvency.
As the various constituents are identified, create a customized database that will house the lists for each group. Data maintained regarding those parties should not only include an address, phone number and account number, but also email addresses and other electronic contact information. The more contact information, the better, as multiple mailing and email addresses increase the chances of making contact with constituents.
Tactical Roll-Out of the Communications Plan
The first few days are the critical point when the tenor and reactions of constituents first take hold. For example, the page views of the restructuring website from the General Motors (GM) bankruptcy proceeding in 2009 are shown in the chart on p. 97, which demonstrates the intensity of constituent interest in the early days of the case. The subsequent increases in page views reflected on the chart correspond to various large-scale communications initiatives, such as the claims bar date, solicitation of votes on the plan and confirmation.
The key focus in the roll-out of the communications plan is for the debtor to control, as much as possible, the dissemination of information. Relying on news outlets or third parties to “seed” information might work to drive up competing bids for a free-agent professional sports athlete, but is ineffective in the context of a complex restructuring.
For example, employees should hear news from their supervisors and executives as opposed to the media and blogs. In addition, in order to maintain control, there must be a chain of command managing the message in all forms (email, letters, notice, phone calls, meetings and websites), which will ensure that all constituents know where to send inquiries and when to escalate up the chain of command. This chain of command is typically as follows:
1. call center (front line);
2. supervisors/managers;
3. public relations firm;
4. legal counsel; and/or
5. senior management/executives.
To support this chain of command, a reporting and escalation process, integrated with a central database repository of the communications groups, will ensure that calls and issues are well documented. The integrity of the communication plan is its execution, so it is important to refine the message as needed given any unexpected inquiries. All communication team members should have ready access to the database.
Prepare Communications Documents
Once a comprehensive communications plan has been created and aligned to address the interests and concerns of constituency groups (such as employees, customers, vendors and investors), it is time to create more detailed information: talking points, FAQs, forms, press releases, statements and town hall meeting presentations for the debtor. It is particularly helpful to create a website with such materials so that those who interact with affected parties can simply point most of the traffic to the website as opposed to relying solely on verbal communications. These written reference documents ensure a consistent message and provide documents for constituents to reference in the future. In addition, it often helps to provide a link to the bankruptcy case-specific website from the debtor’s normal business website, as well as via any social media that the company may employ.
During this process, it is also beneficial to ensure that all specific messaging is consistent with the overall communications goals identified at the outset of the process. For example, terms like “restructuring” as opposed to “bankruptcy,” as well as “find new partners” as opposed to “being acquired” or “selling the company,” might be more consistent with a business that is attempting to come out of the chapter 11 process in an improved position with constituents.
On this note, it is often necessary to give some extra time and attention to communications with the debtor’s suppliers and service providers, particularly those vendors that do large amounts of business with the debtor and could potentially interrupt the debtor’s business in a meaningful way. In short, look for “hostage”-taking suppliers that may threaten to shut off supplies and service knowing that it could be detrimental to the debtor, because such vendors should not be handled via general talking points or a website. Based on the authors’ experiences, these kinds of suppliers should categorically be contacted by an executive and relationship manager for the supplier, along with counsel, so that terms can be discussed and negotiated.
In a similar fashion, all media should be exclusively managed by a public relations firm, counsel or the executives involved. Such inbound communications should be escalated immediately to the appropriate responders in the chain of command.
Plan for Impact on Claims and Claims Resolution
As previously mentioned, a good restructuring communications plan seeks to meet high-level goals for the case, as well as define and address expected topics for various groups of affected parties. All of these steps will ensure a good start to the restructuring from a communications perspective, but the process does not end after the initial spike of interaction with stakeholders. In fact, the authors have seen cases in which management’s focus on the communications plan diminishes a few weeks into the case, and subsequent issues arise that were unexpected or omitted from the communications plan that then wreak havoc during the case. This concept is especially applicable when it comes to filing claims, bar date noticing and the resolution of claims as a case moves toward filing a plan.
Applying creative solutions and use of technology in a legally vetted and non-confrontational manner can ensure that a communications plan helps to mitigate a naturally difficult process for stakeholders. The following is a list of some solutions that the authors have employed in various communications plans to work toward a positive result:
• Provide a schedule of assets and liabilities for each creditor electronically. Include information about debtor entity’s or entities’ claims in multi-debtor cases, particularly where the link between trade name and debtor entity is not apparent. Steps to align claims with debtors are particularly important and can help avoid extensive work later in the case in reclassifying claims among different debtors.
• Provide customized proof-of-claim forms, with pre-printed debtor information and amount, in a secure web-based environment along with mailing. This encourages creditors to refrain from filing proofs of claim if they agree with the listed amounts.
• Provide plain-language summaries of the Bankruptcy Code, with details about § 503(b)(9) claims, preference actions and the disclosure statement.
• Provide secured access to vendor invoices contained in debtor records for comparison to filed claims, along with the ability to upload new invoices.
• Provide toll-free lines in multiple languages and transcripted calls for forwarding among the communications chain of command.
• Send cover letters with legal notices using common language and the impact to or action requested of the recipient(s).
• Lastly, provide a web-based, secure repository of cure amounts and contract specifics for contract counterparties and the ability for both sides (debtor and creditor) to supply supporting documentation.
A natural benefit of applying creative solutions, especially with technology, is a reduction in the amount of superfluous claims, as well as claims that could just as easily have been avoided by relying on the debt listed in the schedule of liabilities. Further, once a communication bridge with constituents has been created at the outset of the case, further interactions, negotiations, claims-resolution discussions and other case-administration processes will be much easier to handle because stakeholders already have a touch point and confidence that the debtor has a plan for them that has been communicated accordingly.
Conclusion
Generally, the most successful restructuring communications plans involve common sense blended with experience and creativity. All too often, communications are handled as an afterthought, which leads to case delays, unnecessary extra costs and, in extreme instances, a complete overhaul of the expected plan and outcome of the case.
A bit of time and forethought to address the issues described in this article, and designing an objective, focused communications plan, will lead to a smoother execution and resolution on the whole. When it comes to your communications, as Italian Renaissance Man Leonardo da Vinci said, “Simplicity is the ultimate sophistication.” abi
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Straight & Narrow
BY PATRICK R. MOHAN
Potential Malpractice Claims Tied to Petters Ponzi Scheme Revived
Last July, the U.S. Court of Appeals for the Seventh Circuit revived potential malpractice claims against Katten Muchin Rosenman LLP,1 offering a cautionary tale for law firms that provide transactional advice to clients. The claims were brought by Ronald R. Peterson (Jenner & Block LLP; Chicago) as chapter 7 trustee for the bankruptcy estates of two funds, the Lancelot Investors Fund and Colossus Capital Fund Ltd., both of which were tied to the Ponzi scheme run by Thomas Petters.
The litigation stems from the transactional advice that the firm provided to Gregory Bell, the founder and investment advisor to the Lancelot/Colossus funds. Peterson alleged that Katten, along with the funds’ other professionals, “failed to detect the peril [that] the [Lancelot/Colossus] Funds were in and help curtail their risks.”2
In the complaint, Peterson charged that Katten committed legal malpractice over a six-year period during which it advised the funds on how to structure their transactions with the Petters-controlled entities. According to Peterson, Katten violated its duty to its clients (the Lancelot/Colossus funds) by failing to inform Bell that the actual structure of the transaction at issue represented a true risk that Petters “was not running a real business.”3 Although the district court previously dismissed the trustee’s complaint on the basis that Peterson failed to state a claim upon which relief would be granted, the Seventh Circuit reversed the ruling, focusing specifically on “three problems” with the district court’s decision.4
The Costco Inventory Scheme
Peterson relied upon the structure of the Petters Ponzi scheme in bringing his claims against Katten, charging that Katten failed to apprise its clients of the risks that such a structure posed. The structure of the scheme, which was outlined in greater detail in the district court’s ruling, required Bell to set up Lancelot and other funds to purchase collateralized notes from a separate fund — Thousand Lakes LLC — that was created and controlled by Petters and functioned as a commercial factor.5 The proceeds of the collateralized notes were intended to be used for financing the purchase of inventory — consumer electronics — that would ultimately be sold to a subsidiary of Costco, a U.S. membership-only wholesale club. The specific inventory at issue was to have been “pre-sold” to Costco by a separate Petters’ entity, Petters Co. Inc., which would then assign the related purchase orders to the Thousand Lakes fund.6
Investors in the collateralized notes were told that the notes were secured by two forms of collateral: “paperwork showing the inventory Petters furnished and Costco’s undertaking to pay,” and a separate lockbox bank account “into which Costco would deposit its payments for the Funds to draw on, eliminating any risk that Petters would put his hand into the till.”7 However, as the district court found, there was “no inventory, no purchase orders, and no receivables.” Instead, “it turned out that the purchase orders and the receivables that were given to the funds were fakes.” Further, as the Seventh Circuit pointed out, Costco “never put a penny” into the lockbox account. All of the funds deposited into the Costco-related account came from a Petters entity.
Although Bell maintained that Petters “told him that Costco had insisted on paying one of Petters’s vehicles,” the Seventh Circuit concluded that both he and the funds, including Lancelot, “lied to investors about the arrangements and asserted that the money came directly from Costco.”8 The Seventh Circuit also noted that Petters “insisted that the Funds not contact Costco; doing that, he said, would upset his favorable business relations with it.”9
The Peterson Complaint
The trustee’s complaint focuses on two time periods during Katten’s representation as the basis for his legal malpractice claims. First, for the period in 2003 during which the principal contracts were being negotiated and signed, the Peterson complaint takes issue with Katten’s failure to advise the funds to ask for “additional protections” during this process.10 Specifically, Peterson charges that Katten’s professionals “did not recognize the risk from the combination of no contacts and no direct payments, plus the potential that the paperwork purporting transactions with Costco had been forged.”11
Second, the complaint also relies on a time in 2007 as an additional basis for its charge that Katten violated its duties to Bell and the funds. During that time, Katten provided advice to Lancelot Investors Fund and other funds in connection with Petters falling behind in making his payments to the lockbox (Petters attributed this failure to Costco being late in its payments). In the complaint, Peterson alleged that Katten advised the funds “to defer the due dates on the payments, and that no other change was necessary, even though the delay coupled with the other indicators should have alerted any competent transactions lawyer to the possibility of fraud, and the lawyer should have counseled the client to obtain better security.”12
Katten’s failure to advise Bell that the payment structure’s lack of checks with Costco, along with the absence of any money coming directly from Costco, raised certain risks, the trustee argued, and constituted a breach of its duties to those clients.13 Ultimately, the district court dismissed the trustee’s complaint under Rule 12(b)(6) of the Federal Rules of Civil Procedure on the basis that Peterson failed to state a claim upon which relief may be granted. However, as the Seventh Circuit noted in its decision, the district court declined to take the complaint “on its own terms,” and instead, the opinion “narrates the events from the law firm’s perspective.”14 Katten maintains, and the opinion states, that Bell knowingly bypassed verification with Costco in order to obtain a higher interest rate from Petters. The district court ultimately concluded that the funds, including Lancelot, “knowingly took a risk and cannot blame a law firm for failing to give business advice.”15
Seventh Circuit Reverses District Court
On appeal, the Seventh Circuit reversed the district court, pointing to “three problems” with the lower court’s ruling. As an initial matter, the Seventh Circuit observed that the district court’s ruling “rest[ed] on a factual view extrinsic to the complaint and therefore [was] not an appropriate use of Rule 12(b)(6).”16 The opinion noted that the trustee’s complaint set forth allegations that Bell “attributed the Funds’ high return at least in part to the lack of direct verification with Costco and that he told some would-be investors about this tradeoff.”17 The Seventh Circuit pointed out that the complaint “does not allege that Bell was indifferent to legal advice concerning how to curtail risks given the no-contact constraint.”18
Further, according to the Seventh Circuit, the district court failed to engage the primary contention of the trustee’s complaint, which was not that “Katten was supposed to do something about Petters’s no-direct-contact edict,” but instead that “Katten had to alert its client to the risk of allowing repayments to be routed through Petters, drafting and negotiating any additional contracts necessary to contain that risk.”19 The Seventh Circuit observed that according to the trustee’s complaint, Bell “did not appreciate the difference between funds from Costco and funds from Petters.”20
The opinion warned that “[a] competent transactions lawyer should have appreciated that the former arrangement offers much better security than the latter and alerted its client.”21 The Seventh Circuit also recognized that certain boundaries exist, pointing out that if a client decides to reject such advice, the lawyer is not required to “badger” the client.22 However, in the circumstances of Katten providing advice to the funds and Bell, Peterson maintains that such advice “was not offered, leaving the client in the dark about the degree of the risk it was taking.”23
The third problem, the Seventh Circuit wrote, was that the district court’s decision failed to “identify any principle of Illinois law that sharply distinguishes between business advice and legal advice.”24 The Seventh Circuit appreciated the challenges of creating a bright-line test between legal and business advice. However, as the opinion posited, while a client has the ability to make a business decision regarding risk, which the lawyer must accept and implement, the court added that “it is in the realm of legal advice to tell a client that the best security in a transaction such as this one is direct verification with Costco plus direct deposits to a lockbox; the second-best is direct deposits to a lockbox; and worst is relying wholly on papers over which Petters had complete control, for they may be shams with forged signatures by Costco managers who have never heard of Petters.”25
The court stressed that clients can make business decisions once they are informed as to the risks that different legal structures present. However, as the opinion noted, “it takes a competent lawyer, who understands how the law of secured transactions works (and who also knows what’s normal in the world of commercial factoring that Petters claimed to practice), to ensure that the client knows which legal devices are available and how they affect risks.”26
The Seventh Circuit concluded that the lower court failed to “cite any Illinois statute or decision holding that a transactions lawyer never needs to supply a client with legal information that affects the degree of business risk attached to a transaction.”27 Further, the court noted that Peterson did not “fault Katten for failing to advise the Funds to refuse to do business with Petters,” but instead faulted Katten for “not advising the Funds about the value of a direct-deposit lockbox and for not recognizing, even after Petters fell behind in payments, that the existing arrangements were insecure, compared with other arrangements that could have been adopted.”28 In reversing the district court, the Seventh Circuit concluded that “[a]dvising clients [on] how best to maintain security for their loans using legal devices is a vital part of a transactions lawyer’s job.”29
In addressing counsel’s proper role, the Seventh Circuit recognized that a lawyer “is not a business consultant.”30 However, as the court pointed out, “within the scope of the engagement,” a lawyer must advise clients of what “different legal forms are available to carry out the client’s business, and how (if at all) the risks of that business differ with the different legal forms.”31 In the instant matter, the Seventh Circuit concluded that even if Bell “was determined to do business with Petters,” Katten could have advised Bell on how to structure the underlying transactions in “a less risky” way.32 The opinion added that if Petters refused to cooperate based on the suggestion of an alternative transaction structure, “Bell might have reconsidered lending the Funds’ money to his operations.”33
The opinion acknowledged that the complaint was silent as to “how sophisticated Bell and the Funds were about commercial factoring and the legal devices available for lenders’ protection.”34 The Seventh Circuit added that the complaint also failed to reveal the scope of Katten’s retention, including what advice Katten was expected and “promised” to provide, making it “not possible” for the court to determine whether Katten performed its undertaking negligently.35 However, as the court posited, such facts are matters for summary judgment or trial, and “[w]hether the law firm has a defense — and whether any neglect on its part caused injury — are subjects for the district court in the first instance.”36
The Seventh Circuit ultimately concluded that the Peterson complaint stated “a legally recognized claim for relief” based on the trustee’s allegations that Katten failed to provide Bell and the funds with legal advice “about how relative risks correspond to different legal devices.”37 Upon the reversal of the district court’s ruling, Peterson filed a second amended complaint on Aug. 25, 2015.
Conclusion
Although hindsight is a natural consequence of a Ponzi scheme for both its investors and the professionals involved, the Seventh Circuit’s ruling in Katten II serves a dual purpose in providing both guidance and a warning to law firms that provide transactional advice. While the court recognized the challenges posed by creating a bright-line test between legal and business advice, its holding makes it clear that a client ultimately decides whether it will follow a lawyer’s advice regarding potential risk and the means by which a client can protect itself. However, legal professionals run the risk of opening themselves up to a legal malpractice claim if they fail to offer any advice regarding such risks and possible safety measures. abi
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Clerk Commentary
BY UNA M. O’BOYLE
New Bankruptcy Forms Effective Dec. 1, 2015: Part I
Editor’s Note: For more information on the form changes, read the Legislative Update in the October 2015 issue. In addition, ABI recently held a webinar on the new forms, which is available at cle.abi.org.
Many of the Official Bankruptcy Forms are scheduled to be replaced with substantially revised, reformatted and renumbered versions effective Dec. 1, 2015. These new forms are part of the Forms Modernization Project that began in 2008 by the Advisory Committee on Bankruptcy Rules. At the time that the project started, some of the forms had not been reviewed in 20 years.1
Among other things, the new forms include five different versions of the bankruptcy petition for individual and non-individual debtors. The Forms Modernization Project decided that separate forms should be created for individual and non-individual debtors because separate areas of inquiry apply to each group. The forms for non-individuals do not include questions that pertain only to individuals and use a more open-ended response format, such as, for example, questions relating to the individual debtor’s spouse and efforts to obtain credit counseling. Also, where possible, the forms for non-individuals parallel how businesses commonly keep their financial records.
The new forms were also designed to be easier for debtors to read and understand, in an effort to generate more complete and accurate responses. The project’s goals included improving the interface between technology and the forms so as to increase efficiency and reduce the need to produce the same information in multiple formats, as well as make them more compatible with planned enhancements to the courts’ case management/electronic case files system (CM/ECF).
Some of the modernized forms from the project are already in effect and have simply been renumbered. All but six existing official forms are on track to be replaced by modernized versions.2 Virtually all of the director’s bankruptcy forms are also scheduled to be replaced by updated and renumbered versions on Dec. 1.3
In August 2014, the Advisory Committee published for comment all but six of the Official Forms remaining to be modernized. The group of forms consist of revised expense schedules for individual debtors, case-opening forms for non-individual debtors, court orders and notices, chapter 11-related forms, the proof of claim and its attachment and supplements, and a form to initiate a chapter 15 case. Twenty-five comments were submitted, and the overall evaluation of the forms was mixed. Several comments praised the proposed new forms as more readable, easier to fill out and easier to understand than the current forms. Other comments were more critical, asserting that the proposed new forms would encourage pro se filings because they are easier to understand, improperly provide legal advice and are too long. However, members of the Advisory Committee believed that comprehensive instructions explaining the magnitude of what the bankruptcy filing requires, and providing ample warnings about the significance of the forms and the possible consequences of inadequate filings, should deter — not encourage — uninformed pro se filings.
In addition, the Advisory Committee took the position that the forms should be understandable to all debtors, whether or not represented, because debtors are required to sign the forms under penalty of perjury. The committee also concluded that replacing all instructions that provided legal statements would reduce the value of the instructions in explaining both the meaning of the forms and the information necessary to complete them.
What does this mean for the bankruptcy courts? In short, a big project. The new forms required the courts to review their websites, all local rules and forms, chambers rules, procedural guidelines, general orders, BNC notices and operations procedures, and to update CM/ECF and add new event codes. It is unclear how each of the courts will deal with the submission of the old forms after the effective date.4 It appears that some courts will allow a grace period, while others will issue deficiency notices.5 Practitioners should also note that due to the extensive changes to the forms, some of the software vendors will no longer update or support their bankruptcy filing products after Nov. 30, 2015.6
Under the modernized forms-numbering scheme, case-opening forms for individual debtors start at 101 and generally track the current form numbers from which they are derived. In addition to case-opening forms for individual debtors, which are numbered 1XX, the modernized numbering scheme for Official Forms has three other categories: 2XX for non-individual debtor case-opening forms, 3XX for court notices and orders, and 4XX for all other types of forms. The major changes to the petitions and schedules are highlighted below.
The New Petitions
Official Form 101 (Voluntary Petition for Individuals Filing for Bankruptcy) deletes choices for chapter 9 and 15 filings, venue questions that pertain only to non-individuals and whether a plan was filed with the petition. In two separate places on the form, the debtor is asked to indicate what chapter they are filing, which could result in inconsistent responses. The clerk’s office may have to determine the correct chapter by the amount of the filing fee paid.
The credit counseling certification is now part of the petition, and describes incapacity and disability using a simplified definition; it also tells the debtor of the ability to file a motion for a waiver. The “Certification by a Debtor Who Resides as a Tenant of Residential Property” has been removed from the petition and replaced with Official Forms 101A (Initial Statement about an Eviction Judgment Against You) and 101B (Statement about Payment of an Eviction Judgment Against You). The substantive procedures are similar; however, the debtor is now required to certify under penalty of perjury that the rent has been paid to the court, and instructions direct debtors to serve a copy of the statement on the landlord. The form also adds references to the provisions in the Bankruptcy Code that specify when debtor/tenants subject to eviction may remain in their residence after filing for bankruptcy.7 The form also directs the debtor to check his/her local court’s website for any specific requirements that the court may have with respect to service. Many of the bankruptcy courts have had to modify their local rules or forms to be consistent with these new forms.
Official Form 201 (Voluntary Petition for Non-Individuals Filing for Bankruptcy) has been substantially reformatted and reorganized, providing options for either chapter 7 or detailed options for chapter 11, such as whether the debtor is a small business8 or a shell company, or whether a plan is being filed with the petition. The new form requires an address for the location of principal assets (if different from the principal place of business) and includes a space for listing the debtor’s website. The maximum values for “estimated assets” and “estimated liabilities” have been increased from “more than $1 billion” to “more than $50 billion.” The question regarding the nature of the debtor’s debts has been removed.
A new instruction requires the debtor to indicate whether the debtor is an investment company (including a hedge fund or pooled investment vehicle), an investment advisor or a tax-exempt entity. The definition of “tax-exempt entity” has been removed and replaced with a statutory citation. In addition, an instruction has been added to require the debtor to list its North American Industry Classification System four-digit code. A hyperlink is provided for information on finding the correct code.
Official Form 105 (Involuntary Petition Against an Individual) and Official Form 205 (Involuntary Petition Against a Non-Individual) are similar, separating questions into four parts, and moving to the beginning of the form the chapter number of the Bankruptcy Code under which the petition is being filed. Official Form 205 adds questions for doing-business-as names and assumed names, and like the non-individual voluntary petition, an address for the location of principal assets is required if it is different from the principal place of business. A space for listing the debtor’s website is also included.
Both forms have been amended to include a warning about making false statements, and the declaration under penalty of perjury has been revised in order to conform to the language of 28 U.S.C. § 1746 (unsworn declaration under penalty of perjury).9 A statement has been added that each petitioner, or the petitioner’s representative, has reviewed the information in the petition and has “a reasonable belief that the information is true and correct.” A requirement has been added for each petitioner’s mailing address, petitioners’ attorneys’ email addresses, bar number and state of bar membership.
Official Form 401 (Petition for Recognition of Foreign Proceeding) is required for any entity seeking recognition of a foreign proceeding under chapter 15 and applies to foreign proceedings involving both individual and non-individual debtors. The new form simply consolidates the information formerly included on Official Form 1, and requires evidence of the foreign proceeding and of the foreign representative’s appointment.10 These documents must be translated into English in accordance with 11 U.S.C. § 1515(d), and the foreign representative must also attach a list of persons or bodies entitled to notice.11
Official Form 104 (For Individual Chapter 11 Cases: List of Creditors Who Have the 20 Largest Unsecured Claims Against You and Are Not Insiders) is reformatted to make it easier to complete and understand, as well as be more visually appealing. An explanation as to who is an “insider” is included at the beginning. The instructions provide that a secured creditor should be included only if the creditor has an unsecured claim resulting from inadequate collateral value that is among the 20 largest unsecured claims. A separate, numbered section is provided for each of the 20 claims.
With respect to children who may be creditors, the direction to state only the initials of a minor child and the name and address of the child’s parent or guardian, rather than the child’s full name, has been deleted from all of the individual forms. The Advisory Committee Note explains that the warning was moved to the general instruction booklet for the forms because it applies to all of the forms. This could lead to increased redaction issues and requests for the bankruptcy clerks’ offices.
Official Form 204 (Chapter 11 or Chapter 9 Cases: List of Creditors Who Have the 20 Largest Unsecured Claims and Are Not Insiders) is more similar to former Official Form 4 than 104. The instructions have been shortened and revised to include a full cite12 to the definition of “insider” instead of the explanation of an insider in Official Form 104. The form has been revised to require the “name, telephone number, and email address of creditor contact,” eliminating the need to provide a complete mailing address for the creditor contact. The option to designate a claim as “subject to setoff” has been removed.
The form has been further revised to include three separate potential entries to be used to list the value of the unsecured claim: the total claim (if partially secured), the deduction for value of collateral or setoff, and the unsecured claim. The new instructions for the fifth column contain an explanation that if a claim is a fully unsecured claim, only the final subcolumn needs to be completed, and all of the columns must be completed if a claim is partially secured.
Schedules
Former Schedules A and B are now replaced by Official Form 106A/B, which consolidates information about an individual debtor’s real and personal property into a single form. Instead of dividing property interests into two categories (real or personal property), the new form uses seven categories likely to be more familiar to non-lawyers: real estate, vehicles, personal household items, financial assets, business-related property, farm- and commercial fishing-related property, and a catch-all category for property that was not listed elsewhere in the form. The new schedules simplify wording and use more common terms such as “clothes” instead of “wearing apparel.”
Two new categories of financial assets are added: “Bonds, mutual funds or publicly traded stocks” and “Claims against third parties, whether or not you have filed a lawsuit or made a demand for payment.” In addition, qualified ABLE accounts, as defined within, have been added to the list of accounts in question 24. This change was made in response to the Tax Increase Prevention Act of 2014, Pub. Law No. 113-295, which excludes ABLE account contributions meeting the specified requirements from property of the estate.13
With respect to real estate, the debtor is asked to state the “current value of the portion you own,” and state who has an interest in the property. Instead of asking for an open-ended description of the property, the form provides eight options: single-family home, duplex or multi-unit building, condominium or cooperative, manufactured or mobile home, land, investment property, timeshare and other. In contrast to the former schedules, both Official Forms 106A/B and 206A/B direct that executory contracts and unexpired leases be listed in addition to listing such on Schedule G.
Official Form 106C (The Property You Claim as Exempt) has been changed in light of the U.S. Supreme Court’s ruling in Schwab v. Reilly.14 The form asks for the value of the portion of the asset owned by the debtor, rather than the entire asset, and asks for the amount, rather than the value, of the exemption claim. Entries in the “amount of the exemption you claim” column may now be listed as either a dollar-limited amount or as 100 percent of fair market value, up to any applicable statutory limit. For example, a debtor might claim 100 percent of fair market value for a home covered by an exemption capped at $25,000, and that limit would be applicable. There is no need for an Official Form 206C for non-individual debtors because exemptions are inapplicable to non-individual debtors.
Official Form 206A/B (Assets — Real and Personal Property), similar to the schedule for individuals, consolidates information about a non-individual debtor’s real and personal property into a single form. However, this form uses 11 categories of property types. For each part, the specific items are broken out, and debtors are instructed to total the part and list the total on a specific line later in the form.15 Many of the categories of assets require the debtor to list the net book value of the debtor’s interest, the valuation method used for current value, the current value of the debtor’s interest, whether any of the listed property has been appraised by a professional within the year prior to the bankruptcy filing, whether it was purchased within 20 days of the bankruptcy filing, and whether a depreciation or amortization schedule is available.
Official Form 106D (Schedule D: Creditors Who Hold Claims Secured by Property) directs the debtor to list only the last four digits of the account number and, instead of asking for the nature of the lien, adds four checkboxes with which to describe the nature of the lien: an agreement that the debtor made (such as mortgage or secured car loan), a statutory lien (such as a tax lien or mechanic’s lien), a judgment lien from a lawsuit or other.
Official Form 206D (Schedule D: Creditors Who Hold Claims Secured by Property) for non-individual debtors has been revised to eliminate instructions that pertain only to individuals. The form has been further amended to instruct debtors that if a creditor has more than one secured claim, to list the creditor separately for each claim, list the creditor’s email address (if known), indicate whether multiple creditors have an interest in the same collateral, list the order of each creditor’s priority interest in the collateral, and indicate whether the creditor is an insider or related party. The debtor is also instructed to describe the lien and to fill out a Schedule H (Codebtors) form, if anyone else is liable on the claim. Finally, the form has been amended to require the debtor to list the value of the debtor’s property that secures the claim.
Official Forms 106E/F and 206E/F (Schedule E/F: Creditors Who Have Unsecured Claims) consolidate information about priority and nonpriority unsecured claims into a single form. The two types of claims are separately grouped so that the total for each type can be reported for case administration and statistical purposes. The instructions have been revised to require the debtor to list the other party to any executory contract or unexpired lease on this schedule and on Schedule A/B (Real and Personal Property) and Schedule G (Executory Contracts and Unexpired Leases).
Official Form 106G (Schedule G: Executory Contracts and Unexpired Leases) for individuals is simplified. Instead of requiring the individual debtor to make multiple assertions about each potential executory contract or unexpired lease, the form simply requires the debtor to identify the name and address of the other party to the contract or lease, and state what the contract or lease deals with. Official Form 206G (Schedule G: Executory Contracts and Unexpired Leases) for non-individual debtors adds a requirement to state the remaining term for any contract or lease listed and the contract number of any government contract.
Official Forms 106I (Schedule I: Your Income) and 106J (Schedule J: Your Expenses) are two of an initial set of forms that were published as part of the Forms Modernization Project in 2012. Schedule J has been revised to include references to new Official Form 106J-2 (Expenses for Separate Household of Debtor 2) to clarify how to calculate monthly net income in joint cases where debtor 1 and debtor 2 maintain separate households, and is used to report the monthly expenses of debtor 2 only if debtor 1 and debtor 2 maintain separate households.
There are no Official Forms for Schedules I and J in non-individual debtor cases. Although § 521(a) of the Bankruptcy Code requires all debtors, including non-individual debtors, to provide schedules of income and expenses, the committee believed that the uncertainty about the state of the debtor’s business on the petition date — for example, whether it is operating or not — makes it difficult to create standard income and expense forms for non-individual debtors. Some bankruptcy courts have adopted local rules and forms for reporting the income and expenses of non-individual debtors.
The remaining forms will be covered in a Clerk’s Commentary column in a later issue. abi
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9 See Fed. R. Bankr. P. 1008.
10 See 11 U.S.C. § 1515(b).
11 See Fed. R. Bankr. P. 2002(q).
12 See 11 U.S.C. § 101(31).
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BY PAUL T. MUSSER
Castleton: 7th Circuit’s Answer to 203 N. LaSalle’s Market Test
A U.S. Supreme Court decision often leaves more questions than answers in its wake, and newfound issues can take years to fully evolve and be addressed. Such is the case with 203 N. LaSalle, in which the Court initially granted certiorari to resolve a circuit split regarding the validity of a “new value corollary” to the absolute priority rule.1 Not only did the 203 N. LaSalle Court refuse to definitely decide the new value corollary question2 (assuming that this corollary existed), but the Supreme Court articulated a market test for any new-value plan, and overtly left unanswered how such a test should be conducted or satisfied.3
Not surprisingly, lower courts have subsequently provided varying answers. Many have advocated that a creditor’s ability to file its own plan, assisted, if necessary, by the termination of a debtor’s plan exclusivity, could by itself satisfy the market test, as competing plans, or even the ability to offer one, sufficiently tested the market for the reorganized debtor’s equity. However, the Seventh Circuit rejected this approach in its Castleton4 decision, holding that the need for competition and requirement that the reorganized debtor’s equity garner top dollar compel that the equity be subjected to an auction. This article provides an overview of 203 N. LaSalle’s market test and the divergent approaches taken by courts to satisfy it, culminating with the Castleton decision.
The 203 N. LaSalle Market Test
In 203 N. LaSalle, the debtor proposed a plan during the initial 120-day plan exclusivity period that allowed its pre-petition equityholders to contribute $6.125 million in new capital in exchange for ownership of the reorganized debtor, while extending its pre-petition lender’s secured claim and proposing to pay that lender’s unsecured claim at roughly 16 percent of its present value.5 The bankruptcy court denied the lender’s motion to terminate the exclusivity period in order to offer a plan that would liquidate the underlying property and extend the debtor’s exclusivity period.6 The lender also objected to the debtor’s plan, requiring confirmation through a “cramdown” under 11 U.S.C. § 1129(b).7 The bankruptcy court confirmed the debtor’s plan, and the Seventh Circuit affirmed, holding that the phrase “on account of” in 11 U.S.C. § 1129(b)(2)(B)(ii) permits a “new value corollary” to the absolute priority rule.8
The 203 N. LaSalle court determined that it was unnecessary to decide the validity of the new value corollary because the plan failed to satisfy the absolute priority rule because the plan exclusively offered the opportunity to acquire the equity in the reorganized debtor to old equity.9 Likening this exclusivity to the property interest held by an option-holder, the 203 N. LaSalle court determined that under the plan, old equity impermissibly received this exclusivity “on account of” its pre-petition equity interest, in violation of the absolute priority rule.10 Moreover, this exclusivity also impermissibly protected old equity’s acquisition from market scrutiny, and the debtor could not adequately demonstrate that it had paid the full value for its acquired interest, as “[u]nder a plan granting exclusive right, making no provision for competing bids or competing plans, any determination that the price was top dollar would necessarily be made by a judge in bankruptcy court, whereas the best way to determine value is exposure to a market.”11
Still, although the 203 N. LaSalle court articulated a market test that must result in top dollar, it refused to specify whether this test could be satisfied by “an opportunity to offer competing plans” or “a right to bid” on the reorganized debtor’s equity.12 Thus, not only did the Supreme Court avoid definitively deciding the validity of the new value corollary, it also left to the lower courts the task of determining the parameters of its newly offered market test, assuming that the new value corollary even existed.
Pre-Castleton Cases Favor the Termination of Exclusivity in Response to 203 N. LaSalle
Faced with defining the contours of this market test, some courts held that the mere opportunity for creditors to offer a competing reorganization plan provided the answer. This stemmed, at least in part, from a line of cases in which bankruptcy courts automatically terminated a debtor’s plan exclusivity upon the filing of a new-value plan. For example, in Situation Management Systems,13 an unsecured creditors’ committee moved for the termination of the debtor’s plan exclusivity period because the debtor filed a new-value plan, even though the plan proposed a mechanism to auction the equity interest in the reorganized debtor. Noting that there was a split in the pre-203 N. LaSalle case law regarding whether the proposal of a new-value plan required the termination of a debtor’s plan exclusivity, the Situation Management Systems court held that the filing of such a plan warranted termination for two reasons.14
First, since the plan placed the debtor’s equity interests up for competitive bidding, the debtor had forfeited its right to exclusivity because any party could subsequently bid on and, if successful, assume control of the debtor.15 Second, competing plans — rather than an equity auction — provided a better method for valuing the reorganized equity interest because an approved disclosure statement would provide creditors and equity with better information to make their decisions.16
Taking such reasoning one step further, the expiration of plan exclusivity in and of itself was viewed by some bankruptcy courts as satisfying the 203 N. LaSalle market test. In Red Mountain,17 after the debtor’s plan exclusivity had expired, the debtor proposed a new-value plan that failed to pay unsecured creditors in full but allowed its old equity to exchange the $480,000 payable to it under an administrative claim for all of the equity in the reorganized debtor.
At the confirmation hearing, expert testimony established that under a balance-sheet analysis, the reorganized debtor would be insolvent, even with the new-value contribution. The pre-petition lender objected to the new-value contribution as violating the absolute priority rule, claiming that it was insufficient, while failing to challenge the valuation evidence. The Red Mountain court overruled this objection, noting that because the plan was proposed after the debtor’s plan exclusivity had expired, the debtor could rely solely on the uncontroverted expert testimony showing insolvency. Accordingly, the plan satisfied 203 N. LaSalle’s “top dollar” requirement, as the new-value contribution exceeded the value of the reorganized debtor’s equity.18 In doing so, the court held that “once exclusivity has expired, the value of the interest being retained should be determined based on either a pro forma balance sheet of the reorganized debtor or a capitalization of the reorganized debtor’s projected income.”19
Similarly, the Cypresswood court held that the expiration of the debtor’s plan exclusivity satisfied the market test when old equity offered uncontroverted testimony that it was paying “more than anyone else would pay.”20 The court reasoned that the objecting creditors’ refusal to file their own plans or to even submit offers to purchase the property satisfied the market test, noting that these creditors “chose to sit on their hands and remain inactive despite having ample notice and opportunity to act.”21
Not all courts require the termination of plan exclusivity to satisfy the market test. For example, the Union Financial court found that a comprehensive alternative bidding process during the debtor’s exclusivity period alone satisfied the market test, when this process included (1) two years of pre-petition test marketing, (2) an agreement by all parties that an auction would have been inappropriate, (3) independent directors managing the marketing process with the assistance of independent counsel and professional financial advisors, and (4) the solicitation of bids from 137 firms, all of which resulted in multiple bids reviewed by an independent special committee and financial advisors that determined that no offer was better than the new value proposed in the plan.22 Given these measures, the Union Financial court concluded that the market test “must be evaluated on a case-by-case basis,” holding that the plan passed since the extensive alternative bidding process showed that “the market had a reasonable opportunity to outbid [old equity].”23
Castleton Court Requires Competitive Auction
In its opening paragraph, the Castleton court announced that the Seventh Circuit Court of Appeals’s answer to the market test would focus on promoting competition: “[C]ompetition is the way to tell whether a new investment makes the senior creditor (and the estate as a whole) better off. A plan of reorganization that includes a new investment must allow potential investors to bid.”24 In Castleton, roughly a year into the case, the debtor proposed a plan that would write down its secured debt and extend it over 30 years, treat the remainder as an unsecured debt, and allow the wife of the debtor’s pre-petition equityholder to acquire the equity in the reorganized debtor for $75,000. The secured lender objected to the new value contribution, contending that the equity would be worth significantly more given the modification to its loan, and proposed a plan that offered $600,000 for the equity.
In response, the debtor increased the new value contribution to $375,000. The secured lender then asked the bankruptcy court to require the debtor to subject the equity to a competitive auction. The bankruptcy court refused, holding that such competition was unnecessary because the absolute priority rule did not apply because an insider, and not old equity, was contributing the new value, and confirmed the debtor’s plan as proposed. Direct appeal to the Seventh Circuit was certified pursuant to 28 U.S.C. § 158(d)(2)(A), and the circuit court accepted the appeal.
The Seventh Circuit reversed on two separate grounds. First, it held that the absolute priority rule applied, even though an insider made the new value contribution rather than old equity.25 The Castleton court reasoned that bankruptcy law often treats insiders the same as equity investors such that “giving insiders preferential access to investment opportunities in the reorganized debtor should be subject to the same opportunity for competition as plans in which existing claimholders put up the new money.”26
Second, the Castleton court reversed the bankruptcy court’s rejection of a competitive auction, holding that an auction was indeed the best way to ensure that the proposed new value contribution represented the value of the equity in the reorganized debtor.27 In doing so, the Castleton court explicitly rejected the proposition that a creditor’s mere ability to propose a competing plan could satisfy the market test.28 Instead, the court emphasized that competition was particularly important to maximize value in a scenario where insiders were the proposed party contributing the new value, as “[c]ompetition helps prevent the funneling of value from lenders to insiders, no matter who proposes the plan or when. An impaired lender who objects to any plan that leaves insiders holding equity is entitled to the benefit of competition.”29
Conclusion
The Castleton court’s approach drastically differs from prior court decisions that focused on the termination of plan exclusivity as the answer to the market test. Moreover, Castleton arguably refocused the market test on the top-dollar requirement and the importance of ensuring that new-value plans result in the highest price for the equity and the greatest recovery for the estate.
To the extent that creditors believe that a new-value plan is undervaluing the reorganized debtor’s equity, these cases broadly demonstrate the peril that awaits if creditors offer only an objection to plan confirmation. Instead, creditors should consider any or all of the following actions: (1) offering their own plan that ensures a mechanism to obtain the greatest value for the reorganized debtor’s equity; (2) requesting a competitive bidding process or auction to ensure that the reorganized debtor’s equity garners “top dollar”; (3) making an offer for the reorganized debtor’s equity that more accurately reflects market value; and (4) offering expert testimony and evidence at the confirmation hearing that shows the new value contribution to be artificially low or the debtor’s failure to adequately market the equity. These steps will be particularly important in courts that view the termination of plan exclusivity as sufficient to satisfy the 203 N. LaSalle market test. abi
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Lien on Me
BY ELAN A. GERSHONI AND JAMES C. MOON1
Surrender, Reaffirmation and Right to Defend a Post-Discharge Foreclosure Action
Section 521(a)(2)(A) of the Bankruptcy Code requires chapter 7 consumer debtors that own encumbered property to formally declare, on their statements of intention, whether they intend to (1) redeem the property,2 (2) reaffirm the debt secured by the property, or (3) surrender the property. However, what happens when the debtor does not follow through with his/her stated intention to surrender the property or reaffirm the debt but nonetheless receives a discharge? Is it appropriate for a secured creditor to seek to reopen long-closed bankruptcy cases to compel debtors to cease asserting defenses to foreclosure actions that survive or are commenced after a debtor’s discharge?
Courts are split on the appropriate remedy available to a secured creditor in such circumstances. Some courts hold that a debtor’s failure to follow through on the stated intentions mandates that the debtor cannot assert defenses in a foreclosure action. Other courts hold that a debtor may continue to assert defenses in the foreclosure action, notwithstanding the debtor’s failure to surrender the property or reaffirm the debt.
A Debtor Fails to Act in Conformity with the Statement of Intention
Historically, lenders faced with a prior-debtor borrower that failed to act in conformity with the statement of intention, particularly a stated intent to surrender property, could either (1) negotiate with the borrower or (2) initiate a foreclosure proceeding or continue one that was stayed during the pendency of the bankruptcy case. They still do.
Lenders that initiate or proceed with such foreclosure actions can be — and frequently are — subject to vigorous defenses asserted by defendants who had previously received a bankruptcy discharge. A recent trend has emerged whereby some lenders, mired in lengthy foreclosure proceedings, have seized upon a novel strategy to short-circuit the foreclosure process by seeking to reopen a prior-debtor defendant’s bankruptcy case (in some cases, years after the debtor receives a discharge) to force the defendant to “surrender” the property by ceasing to defend the foreclosure action.3
The Statement of Intention
A debtor’s requirement to state the debtor’s intention to redeem, reaffirm or surrender is governed by § 521 in chapter 7 cases and § 1325 in chapter 13 cases. In pertinent part, § 521 of the Bankruptcy Code provides that the debtor shall
file ... a statement of his intention with respect to the retention or surrender of such [secured] property and, if applicable, specifying that such property is claimed as exempt, that the debtor intends to redeem such property, or that the debtor intends to reaffirm debts secured by such property.4
The debtor makes this intention known by filing a “statement of intention” in a bankruptcy case.5
Courts Differ on Remedy
The Southern and Middle Districts of Florida have become a battleground for determining the appropriate post-discharge remedy for dealing with a debtor’s failure to act in conformity with the statement of intention. Although case law on this issue has yet to be fully developed, two primary rationales are taking hold.
One rationale holds that a debtor who has stated an intent to surrender encumbered property, or reaffirm the debt and fails to do so, does not waive the substantive rights to defend a foreclosure action. Conversely, the other rationale holds that a debtor waives the ability to defend a foreclosure action if the debtor previously stated an intent to surrender the property.6 In addition, at least one court has considered the failure to reaffirm the debt to be “constructive surrender” and ordered the debtor to cease defense of his foreclosure action utilizing the same rationale applied to debtors that continue to defend a foreclosure action after stating an intention to surrender the property.7
Debtor Does Not Relinquish Substantive Rights by Failing to Act in Conformity
Courts that have held that a debtor’s statement of intent to surrender property does not waive substantive rights to defend a foreclosure action against that property reason that § 521(a)(2) of the Bankruptcy Code is primarily a notice statute that does not affect a debtor’s substantive rights.8 For example, the court in In re Hooker9 observed that a statement of intention’s purpose is “to give notice to creditors of the debtor’s intention, without the need for communication with debtor’s counsel or improper communication with the debtor in the event [that] counsel is not responsive.”10 In sum, Hooker stands for the proposition that a statement of intention serves an informational purpose only. Under this rationale, the appropriate relief for a secured creditor during the pendency of a bankruptcy case is relief from the automatic stay to proceed with a foreclosure action, in response to which debtors may assert valid defenses. Specifically, § 362(h)(1)(B) of the Bankruptcy Code provides that a creditor is entitled to relief from the automatic stay when a debtor fails to “take timely the action specified in such statement [of intention].”11
These courts justify their holdings on a number of theories. First, they note that the Bankruptcy Code does not provide creditors with a direct mechanism to compel a debtor to comply with the statement of intention, as that authority is vested in the chapter 7 trustee.12 Second, these courts note that the last paragraph of § 521(a)(2) provides that “nothing in [this section] shall alter the debtor’s or the trustee’s rights with regard to such property under this title, except as provided in section 362(h).” Section 362(h) provides a creditor with grounds for relief from the stay in the event that a debtor fails to comply with the statement of intention. Finally, these courts find that as a matter of policy, § 521(a)(2) should not allow creditors to short-circuit the foreclosure process. For example, in In re Trussel,13 a case in which a lender sought to reopen a prior debtor’s bankruptcy case to force the prior debtor to cease defending the foreclosure action based on a failure to reaffirm the debt, the court observed:
The Court cannot discern any factual circumstances warranting such extreme relief as an injunction under § 105. “The mere fact that ordering surrender might be more efficient for the [creditor] from a process standpoint ... is not enough to warrant a more serious remedy.” Rather, the Court concludes [that] the Creditor primarily is seeking an injunction to preclude or to short-circuit Trussel’s right to raise legitimate defenses in the pending state court foreclosure. Trying to avoid responding to legitimate defenses does not constitute sufficient compelling cause to obtain the extraordinary remedy of an injunction.14
The court in In re Rodriguez also declined to reopen a bankruptcy case that had been closed for three years based on a failure to reaffirm, citing the doctrine of laches, among other things, and further stating:
Even in a case where the debtor indicates an intent to surrender the property in its petition and then fails to do so, the remedy would be stay relief and not a bar by injunction to defending a foreclosure action which would be unconstitutional, inequitable and unjust.15
In In re Anastasia Kourogenis,16 the court also relied on the application of the doctrine of laches and declined to reopen a bankruptcy case. The court agreed with previous decisions that held that “surrender” does not equate to waiving a debtor-borrower’s right to defend a foreclosure action. However, the court observed that a debtor who stated an intent
to surrender property in her bankruptcy case ... could properly be confronted in the ... foreclosure case with the legal consequences of her indicated intent to surrender.... [Specifically, the foreclosing secured lender could argue that the debtor’s] continued defense of the foreclosure case is barred by judicial estoppel.17
Notably, the court observed that “federal courts [are] without jurisdiction to intervene in pending state court litigation to tell the state court how or if it should exercise its judicial discretion in cases pending before it.” In sum, in these courts, a secured creditor may have a difficult time convincing the court to reopen a bankruptcy case to force a debtor to cease defending a foreclosure action. They would likely find that a statement of surrender “is not the equivalent of an effective legal surrender of real property.”18
Debtor Does Relinquish Substantive Rights by Failing to Act in Conformity
Other courts, to the contrary, have held that a debtor’s statement of intention to either surrender property or reaffirm debt does affect the debtor’s substantive rights.19 In large part, such courts base their reasonings on a determination that a debtor who states an intent to surrender property has explicitly admitted the validity of the debt owed to the secured creditor. Bankruptcy courts adopting this rationale look to the Eleventh Circuit’s decision in In re Taylor20 for support, which reasoned that § 521(2)(B) “indicates that the debtor must perform some act with respect to the property within a specified period of time.”21 “No other meaning can be gained from the precise terms of the statute, and nothing suggests [that] the debtor can simply elect to retain the property and ignore other duties required by § 521(2).”22 Moreover, the Eleventh Circuit held that “[a]llowing a debtor to retain property without reaffirming or redeeming gives the debtor not a ‘fresh start’ but a ‘head start’ since the debtor effectively converts his secured obligation from a recourse to a nonrecourse with no downside risk for failing to maintain or insure the lender’s collateral.”23
Although these courts do not go so far as to require a debtor to deed over the surrendered property to the secured creditor, they do hold that a debtor who states an intention to surrender property cannot take action to impede a secured creditor’s lawful efforts to foreclose on its interests in the property. These courts posit that a debtor who fails to comply with the statement of intention gets an unfair advantage over the secured creditor in the bankruptcy case:
[If] the debtor files a bankruptcy case, and takes action in the case that shows an intent to surrender the property, that recognizes the lien and its validity, and gets an advantage through doing that, and then obtains a discharge, but the truth is that the debtor had no intention of giving up the property, and has filed the case in part for strategic reasons, that a discharge was obtained through fraud and should be revoked.24
In sum, courts adopting this rationale will likely take the position that defense of a foreclosure action is incompatible with the definition of “surrender” and may in some cases extend that rationale to a debtor’s failure to sign a reaffirmation agreement.
Practice Pointers
The takeaway for secured creditors is to pay attention to your borrowers’ bankruptcy filings and take immediate action to preserve your rights. For example, if a debtor indicates an intent to surrender the property, proceed expeditiously with foreclosure or negotiate alternative resolutions that do not necessarily require the secured creditor to hold the property, such as negotiation of a loan modification to which the debtor can agree. The costs of carrying a property prior to sale may pale in comparison to litigation costs in a contested foreclosure case, so secured creditors need to engage in a cost/benefit analysis and determine whether the risk of not being able to reopen a bankruptcy case to force surrender later is worth more than the cost of initiating the foreclosure case and obtaining title to the property as soon as possible, while the bankruptcy case is pending.
If a debtor states an intent to reaffirm the debt, the secured creditor should send the debtor a reaffirmation agreement as soon as possible. If the debtor refuses to sign the agreement (for whatever reason), then simply file a motion to compel execution of the reaffirmation agreement or surrender of the property. This way, the court has an opportunity to address the matter immediately. In addition, as noted by the In re Kourgenis court, the secured creditor can always argue judicial estoppel in the foreclosure case.
For their part, debtors need to understand the significance of signing a statement of intention, and if they do not understand it, they should seek counsel. Unfortunately, many debtors are pro se and do not have counsel for advisement, but some debtors do have the benefit of counsel, and such counsel should make clear the risks and benefits associated with the choice made on the statement of intention. Moreover, if a prior-debtor is defending a foreclosure action and suddenly is defending a motion to reopen a bankruptcy case, as well as defending the foreclosure action, the prior-debtor’s foreclosure defense counsel is advised to immediately get the assistance of competent bankruptcy counsel experienced with this issue to respond appropriately to the secured creditor’s attempt to reopen the bankruptcy case. Until these conflicting rationales are resolved by the appellate courts, both secured creditors and debtors should be fully aware of the risks they take with respect to this issue. abi
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BY R. STEPHEN MCNEILL
Applying Decision Tree Analysis to Expedite Preference Settlements
Editor’s Note: For more on decision trees, see the Value & Cents article in the February 2015 issue.
Most bankruptcy attorneys are familiar with the adage that 99 percent of preference cases are settled before trial. Indeed, all across the legal landscape, alternative-dispute resolution continues to gain traction, primarily because of the substantial cost savings that these mechanisms offer. To properly advise clients and maximize the value obtained from alternative-dispute-resolution mechanisms, counsel should prepare an early case assessment to analyze strengths and weaknesses in the case, as well as any opportunities for reasonable settlements before incurring substantial legal fees and expenses.
Although the preparation of early case assessments is becoming increasingly common, attorneys often overlook decision trees, which can be extremely powerful case-assessment tools when used correctly. As decision trees have become more widely accepted in the business world as a method to analyze decisions and their consequences, their use in legal settings has begun to grow.1 This article will use a typical preference case to introduce decision trees as a tool to analyze and value prospective litigation with an emphasis on reaching speedy and inexpensive settlements.
Terminology and Evaluation
Before diving into the facts of a hypothetical preference case, this section provides a discussion of fundamental decision tree terminology. A basic decision tree is shown in Figure 1.
At its core, a decision tree is comprised of a series of decisions, represented by nodes in the diagram, and a series of branches reflecting the potential outcomes of each decision. Typically, as shown in Figure 1, there are three distinct types of nodes: decision, chance and end.
Decision nodes, depicted as squares, represent strategic decisions solely within the analyzing party’s control. Since they are solely within the party’s control, the party should always choose the decision that is in its best interest. Chance nodes, represented by circles, identify uncertainties that are outside of the party’s control. Essentially, chance nodes are used to assign probabilities to risk factors that ultimately affect the outcome of litigation. Finally, end nodes, represented by triangles, show the probability and value of each scenario.2
The probability-weighted average value of all scenarios is known as the expected value of the decision tree. The expected value in a decision tree analyzing litigation is the anticipated settlement value of the given litigation, assuming that both parties are risk-neutral.3
Applying this terminology, Figure 1 contains one decision node, two chance nodes and four end nodes. Having four end nodes also means that there are four possible scenarios in this particular decision tree. The only decision node is a simple one containing two overarching options: settle or litigate. The two chance nodes address the fundamental preference issues of whether a plaintiff can successfully make its prima facie case and whether a defendant can establish a successful statutory defense.4 Each chance node contains two possible branches with a combined probability of 100 percent between them.5
The expected value of a particular scenario is derived by multiplying the compound probability6 of success in the scenario by the value assigned to the scenario. The expected value of the decision tree itself equals the sum of the expected values of each scenario. Since all defenses discussed herein are case-dispositive, only one scenario (the one where the defendant has no defense to the preference action) will yield a value greater than zero, and the expected value of the decision tree is equal to the value of that scenario.7 The decision tree in Figure 1 has an expected value of $10,000.8
Creating Decision Trees
While reading and understanding decision trees are valuable skills, a decision tree is only helpful when constructed properly. Moreover, litigation (even basic preference litigation) typically involves more than two chance nodes. Fortunately, attorneys have access to a wealth of statutes and case law to assist them with identifying legal risk factors in any litigation and converting them into chance nodes.9 For example, § 547 provides five elements that must be established for a plaintiff to recover a preference, along with several affirmative defenses that, if proven, would eliminate or limit preference exposure. While each of these elements and defenses is technically a separate chance node, each one can be eliminated from the decision tree if one party is guaranteed to win on that issue (i.e., where the probability of success or failure is 100 percent).10
After identifying all case-dispositive issues and constructing the decision tree, counsel must next assign probabilities to each chance node. Once again, this process should be familiar to attorneys, who often assess case-dispositive issues in this fashion. By plugging this information into a decision tree, however, counsel can evaluate multiple issues at once, leading to more-reasoned settlement offers.
A Hypothetical Example
To apply the skills learned herein, assume that in preparing a preference analysis, defense counsel properly11 determines that (1) the plaintiff seeks to recover $100,000 in preference payments, (2) a defendant has no basis to challenge the plaintiff’s prima facie case, (3) a defendant has $80,000 of unpaid new value,12 (4) a defendant received one payment of $5,000 that is subject to the contemporaneous-exchange defense and (5) a defendant has a 50/50 chance of success on the ordinary-course-of-business defense. Armed with this information, defense counsel constructs a decision tree to determine the plaintiff’s expected value of the preference action. That decision tree is reflected in Figure 2.
From the foregoing information, counsel can determine that a defendant’s likelihood of success on the new value defense is 80 percent ($80,000/$100,000) and its likelihood of success on the contemporaneous-exchange defense is 5 percent ($5,000/$100,000).13 Plugging these percentages into the decision tree, along with a 50 percent chance of success on the ordinary-course defense14 and a 0 percent15 chance of defeating the plaintiff’s primary case, yields an expected value of $9,500.16 Having performed this analysis, defense counsel knows that any settlement below $9,500 is a proverbial win for his/her client.
Expanding the Hypothetical and an Introduction to Subtrees
Now assume that in addition to the statutory defenses discussed herein, defense counsel subsequently learns that two other payments, in the aggregate amount of $10,000, were actually payments in advance. Consistent with the previously discussed shorthand analysis used in assigning risk on the new value and contemporaneous-exchange defenses, counsel assigns a 10 percent chance of defeating this element of the plaintiff’s prima facie case. In addition, counsel notices that the debtor’s schedules listed assets in excess of total liabilities at the time of filing its petition. Recognizing that challenging the debtor’s insolvency bears little chance of success in light of the presumption of insolvency,17 counsel assigns a reasonable chance of successfully rebutting this portion of the plaintiff’s prima facie case on this issue at 3 percent.
Armed with this new information, defense counsel updates the previous decision tree to include chance nodes to evaluate the merits of the plaintiff’s prima facie case.18 To simplify the math, counsel simply plugs in a defendant’s compound probability of success and failure19 on the statutory defenses and creates the tree shown as Figure 3. With the decision tree now updated to reflect the new information, the expected value of the litigation falls to $8,294.50.20
Conclusion
Preference cases are destined to settle from the moment they are filed. By adding a basic understanding of decision trees to existing preference analyses, counsel for both preference plaintiffs and defendants gain access to a powerful analytical tool to help reach settlements more expeditiously and save clients money. While the methodologies discussed in this article will not produce a 100 percent accurate value for all cases, they are extremely useful in narrowing the potential range of settlement options, especially where counsel can agree on the structure of the decision tree itself.
Moreover, the decision trees contained in Figures 2 and 3 will apply to a significant majority of preference cases, and counsel can largely adopt these tree structures without starting from scratch with each new case. As more atypical and complex issues arise, counsel can apply these basic skills to modify the default decision trees as appropriate. Ultimately, with enough practice in creating and analyzing decision trees, attorneys can expand their use to all areas of their practices, which should result in improved client counseling and greater client satisfaction. abi
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1 Notably, the use of decision trees by mediators is well established. See American Arbitration Association Handbook on Mediation 147-48 (Thomas E. Carbonneau ed., 2006) (discussing use of decision trees as risk-assessment tool in mediation); and Marjorie Corman Aaron, The Handbook of Dispute Resolution 202-18 (Michael L. Moffitt and Robert C. Bordone, eds., 2005). Another rapidly growing application for decision trees is their use in negotiating alternative fee arrangements. See, e.g., Patrick Lamb, Alternative Fees for Litigators and Their Clients 77-81 (Am. Bar Ass’n ed., 2014).
2 A scenario is simply a combination of branches that read from left to right.
3 Determining whether a litigant is risk-adverse, risk-neutral or risk-seeking requires an understanding of utility theory, which is beyond the scope of this article. Accordingly, this article assumes that all litigants are risk-neutral.
4 As it turns out, these two chance nodes represent the compound probability of a series of sub-decisions that will be analyzed in greater detail herein.
5 While each example discussed in this article contains chance nodes with only two branches, that is simply a reflection of the nature of a preference action and its defenses. A chance node can have any number of branches as long as their probabilities are all greater than or equal to zero and total exactly 100 percent.
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7 This case-dispositive feature of preference defenses will not always be present in analyzing a decision tree. For example, whether a document is admissible could be an “influencing factor” that alters the probability of success on one or more defenses and results in additional scenarios that yield positive recoveries (i.e., success if admissible and success if not admissible).
8 This value is derived by multiplying the probability that the plaintiff proves its prima facie case (100 percent) times the probability that a defendant does not have a statutory defense (10 percent) times the total amount at issue ($100,000).
9 Factual risk factors, such as whether an invoice may be prorated, also may also need to be included in the decision tree.
10 This statement remains true of other defenses as well, including statutes of limitations and defenses based on the assumption of an underlying contract. While this article will not analyze these defenses in the decision tree discussion that follows, counsel can add them to any decision tree as additional chance nodes where appropriate.
11 This hypothetical assumes that these facts are true and not subject to dispute. If some issue surrounding the veracity of this information arises, counsel would need to adjust the probabilities assigned to the relevant chance node or add additional chance nodes to the decision tree to assess that risk.
12 For jurisdictions that permit paid new value, those amounts would also be included in this figure. Consistent with § 547(c)(4), this amount also should not include any amounts covered by other defenses. See 11 U.S.C. § 547(c)(4)(B).
13 Technically, each alleged preference payment should be analyzed under its own separate decision tree to create the most accurate estimate of the case’s value. To simplify and expedite the analysis, however, counsel can assign percentages to the risk associated with the new value and contemporaneous exchange defenses on an aggregate basis by dividing the total amount covered by such defense by the total amount at issue. Since one or more transfers may ultimately be subject to more than one defense, this approach might deviate from the result that would be derived if every payment were analyzed separately. Nevertheless, in analyzing the case for settlement purposes, this shortcut will save both time and money.
14 Unlike the aggregate analysis of the new value and contemporaneous-exchange defenses discussed in footnote 13, counsel has no mutually acceptable shorthand way to assign aggregate risk on the ordinary-course defense based on dollar values alone. Instead, counsel for either party will likely prefer to assign an aggregate percentage risk on the ordinary-course defense based on applicable case law and experience, rather than performing the mathematical computations required. Indeed, in some circumstances, counsel may be better served to rely on experience to assign aggregate risk on every defense in the decision tree, including the new value and contemporaneous-exchange defenses.
15 This chance node could be deleted from the tree without affecting the expected value.
16 This value is derived by multiplying the total amount at issue ($100,000) by the compound probability (9.5 percent) of the scenario. The compound probability equals the probability that plaintiff proves its prima facie case (100 percent) times the probability that the defendant does not have an ordinary-course defense (50 percent) times the probability that the defendant does not have a contemporaneous-exchange defense (95 percent) times the probability that the defendant does not have a new value defense (20 percent).
17 11 U.S.C. § 547(f).
18 To better serve as a future reference tool, the revised decision tree includes each of the five elements that must be proven to establish a prima facie case. As previously noted, these chance nodes may be removed from the decision tree when the likelihood of a plaintiff’s success is assigned a 100 percent risk.
19 This approach relies on what is known in decision tree terminology as a “subtree.” Since the analysis of the statutory defenses represented by Figure 2 has not changed, defense counsel can simply collapse those branches of the tree into a single chance node and use the compound probabilities of the defendant’s success (90.5 percent) and failure (9.5 percent) on the statutory defenses.
20 Ignoring branches with 100 percent probability, this value is derived by multiplying the total amount at issue ($100,000) times the probability that the debtor was insolvent (97 percent) times the probability that the payments were made on account of an antecedent debt (90 percent) times the probability that a defendant does not have a statutory defense (9.5 percent).
Value & Cents I
BY ROBERT F. REILLY
The Basics on Goodwill Valuation Approaches and Methods
There are numerous reasons why valuation analysts may be asked to value corporate (also called “institutional”) goodwill within a bankruptcy context, including solvency issues (preference actions and fraudulent conveyance claims), valuation of debtor business spin-off opportunities, taxation matters (forgiveness of cancellation of debt income due to insolvency), fresh-start accounting and reorganization plan issues (going-concern value vs. liquidation value analyses). This article summarizes the generally accepted cost-approach, market-approach and income-approach methods used to value business goodwill within a bankruptcy context.
Cost-Approach Method
Using the cost-approach method, analysts estimate the amount of current cost that would be required to recreate the debtor goodwill components. The cost approach typically involves a component restoration method.
The first procedure in this method is to list all of the individual components of the entity’s goodwill. The second procedure is to estimate the current cost required to replace each component, which is based on the concept of goodwill as the intangible value of all entity assets in place and ready to use.
One procedure in the restoration method is the analysis of forgone income (considered an “opportunity cost” in the cost approach) during the time period required to assemble all of the entity’s tangible and identifiable intangible assets. Let’s consider the restoration method to value the goodwill of a debtor mining company and assume that it would take two years to assemble all of the debtor’s tangible and intangible assets. The debtor’s tangible assets include land and buildings, as well as mining equipment, transportation equipment and mining office equipment. The debtor’s intangible assets include operating licenses and permits, computer software, operating manuals and procedures, customer relationships, supplier relationships, and a trained and assembled workforce. This two-year time frame represents the total elapsed time that would be required for the assembled assets to reach the same level of utility, functionality, capacity and income generation as they exist in the actual entity.
This hypothetical asset-restoration process includes the following procedures: (1) the purchase and installation of all equipment; (2) the construction or purchase of all real estate; (3) the selection of suppliers; (4) the creation of a distribution system; (5) the hiring and training of employees; (6) the building of a level of consumer recognition and confidence; and (7) the recreation of the current level of customer relationships. In this method, all of these tangible and intangible assets are assembled at the levels required to accommodate the actual debtor’s operations.
Let’s assume that the debtor actually earns $10 million per year in income (defined as net cash flow) during an expected two-year asset-restoration period. The present value of the $20 million forgone income during the restoration period is one component of opportunity cost. Let’s assume that the debtor would also incur $5 million of interest expenses each year for the two-year restoration period. This expense occurs because the debtor will have to finance the purchase and assemblage of all of its assets (with no offsetting operating income).
During the restoration period, the debtor will not earn $10 million per year of positive cash flow (due to no business operations during the restoration) and the debtor will incur $5 million per year of negative cash flow (that is, interest expense on the restoration investments). The present value of these two opportunity cost components would indicate the debtor’s goodwill value.
Market-Approach Methods
There are two common goodwill market-approach methods. The residual from the purchase-price method values goodwill as the residual from an actual acquisition price. The sales comparison method values goodwill based on an analysis of guideline sale transactions.
Goodwill is rarely sold separately from the other tangible or intangible assets of a business. Therefore, the guideline transactions usually involve the sale of a going-concern business.
The analyst selects publicly reported transactions in which the allocation of the sale price between the purchased goodwill and all other acquired assets is reported. This market-approach method effectively relies on a residual from the purchase-price procedure to value goodwill.
To use the residual-from-purchase-price method, there has to be a sale of the actual entity. First, if there is such a transaction, the analyst confirms that the transaction was made at arm’s-length. Second, the analyst confirms that the purchase price represents a cash-equivalency price. If there are non-cash consideration components or deferred payments (an earn-out provision) as part of the purchase price, the analyst converts the entire consideration to a cash-equivalency price. Third, the analyst values each of the tangible and identifiable intangible assets. Fourth, the analyst subtracts the total value of all of the tangible and identifiable intangible assets from the purchase price. The residual amount represents goodwill value.
To use the guideline-sale-transactions method, the analyst identifies and selects actual sales of guideline entities that are sufficiently similar to the subject entity. Comparability is typically based on the criteria of investment risk and expected return.
For certain types of businesses, guideline sale transactional data are fairly easy to assemble because such transactional data are reported in publicly available publications and periodicals. The purchased goodwill is typically expressed as a percentage of the total transaction price or a percentage of the total annual revenue earned by the entity sold.
These market-derived goodwill-pricing multiples are then applied to the subject entity to value the entity’s value. It is noteworthy that the pricing multiples are estimated; that is, these transactional pricing multiples are themselves based on an allocation of the purchase price for each business included in that transactional data source.
Let’s assume that a fictional entity, DIP Construction Consolidated, is negotiating to spin off its structural steel division. The parties can agree to value the division equipment at $60 million. However, the parties cannot agree on the value of the division goodwill.
The buyer retains an analyst to value the division goodwill. The analyst decides to use the market approach, and by researching various publications and transactional databases, the analyst concludes that over the last few years, the portion of goodwill in the purchase price of comparable structural steel contractor acquisitions was 40 percent.
Therefore, if the agreed tangible asset value is $60 million and the goodwill portion of the total purchase price is 40 percent, then the total division value is $100 million. Based on that $100 million value, 60 percent would be allocated to the tangible assets and 40 percent would be allocated to goodwill. Accordingly, the parties agree to a spin-off price of $100 million.
Income-Approach Methods
The income-approach goodwill valuation methods include the residual from the business-value method, capitalized-excess-earnings method and the present-value-of-future-income method. Each of these methods is based on the concept of goodwill as the present value of future income not associated with the entity’s tangible or identifiable intangible assets.
The Residual-from-Business-Value Method
The residual-from-business-value method is based on the principle that the value of total assets (the “left-hand” side of the entity’s balance sheet) equals the value of total liabilities and equity (the “right-hand” side of the entity’s balance sheet). Goodwill is valued as the total entity value less (1) the value of all working capital (or financial) assets, (2) the value of tangible assets (real estate and tangible personal property) and (3) the value of identifiable intangible assets.
Analysts typically synthesize the value indications of one or more of the generally accepted business valuation methods to estimate the entity value. The business valuation methods commonly used in the residual-from-business-value method include the following: (1) the direct-capitalization method (an income-approach method); (2) the discounted-cash-flow or yield-capitalization method (an income-approach method); (3) the guideline-merged-and-acquired-company method (a market-approach method); and (4) the guideline-publicly-traded-company method (a market-approach method).
Any of these methods may be used in a residual from a business-value analysis. The discounted-cash-flow method is a common business-valuation method for the purpose of quantifying goodwill as the residual from a business value.
The discounted-cash-flow method is based on the principle that a business’s value is the present value of the total future income to be derived by the entity’s stakeholders. The discounted-cash-flow method typically involves an analysis of revenue, expenses, investments, cost of capital and residual values.
Based on these valuation analyses, the periodic (typically annual) cash flow from the subject entity is projected for a discrete projection period. (The term of the discrete period varies based on the analyst’s judgment.) Typically, the term of the projection period approximately equals the average length of the industry business cycle. The discrete cash-flow projection is discounted at an appropriate discount rate to determine present value.
The residual value of the entity is estimated at the end of the discrete-projection period, and is also discounted to determine a present value. The present value of the discrete cash-flow projection is summed with the present value of the residual value. This summation calculation indicates the total entity value. The total-entity value less the tangible-assets value and the identifiable-intangible-assets value indicates the goodwill value.
Let’s assume that DIP Corporation is considering the purchase of Target Corporation’s business assets. DIP Corporation wants to estimate the income tax consequences of the acquisition, including the expected amortization of purchased goodwill. DIP Corporation is considering a cash-for-assets structure with no assumed liabilities.
Based on applying various business-valuation methods, DIP Corporation’s management concludes that the total value of the Target Corporation’s operating assets is $100 million. Based on an analyst’s valuations, DIP Corporation’s management anticipates the transaction purchase price allocation, as shown in the table.
Based on the residual-from-business-enterprise value method, DIP Corporation’s management expects that the proposed acquisition (at an assumed $100 million purchase price) will result in $30 million of amortizable section 197 intangible assets, including $10 million of amortizable goodwill.
The Capitalized-Excess-Earnings Method
The capitalized-excess-earnings method involves the quantification and capitalization of excess income (as defined) that has been earned by the entity. There are several versions of this method, and the following presents a common application of this method.
First, the capitalized-excess-earnings method requires an estimate of required amount of income that an investor would expect, given the risk of the subject entity. This procedure often involves the assessment of industry average rates of return on investment.
Some analysts apply an asset-specific rate of return to each asset category. Alternatively, some analysts apply the entity’s cost of capital as the overall required rate of return. This cost of capital is typically measured as the weighted average cost of capital.
In either case, the required return on investment is multiplied by the value of the identified net assets in order to quantify the amount of the required income. The identified net assets typically include all of the working capital, tangible assets and identifiable intangible assets.
Second, the analyst quantifies the difference between this required income amount and the actual income that was earned by the entity. If the actual income exceeds the required income, then excess earnings exist at the entity.
Third, the analyst capitalizes the excess earnings (if any) as an annuity in perpetuity using an appropriate direct-capitalization rate. The derivation of the direct-capitalization rate should be consistent with the level of income used to measure the entity’s required income amount and its actual income. The result of the direct-capitalization procedure indicates goodwill value.
The Present-Value-of-Future-Income Method
The first procedure in this method is to identify all of the future income that is not associated with the entity’s tangible and identifiable intangible assets. This identification procedure may include future capital expenditures, future mergers and acquisitions, new product or service lines, new sales territories or new customers.
Generally, this future income is not included in the entity’s current business plans or forecasts. This future income is typically not associated with the entity’s tangible or intangible assets in place as of the analysis date. Otherwise, that future income would be included in the value of the entity’s tangible or intangible assets. Creating such a projection of future income is a challenge.
For purposes of illustrating this method, let’s limit the discussion to analyzing the present value of the expected future customers of an entity. In any residual method goodwill analysis, it is common for an analyst to estimate and present value of the prospective income associated with the current customer base.
This income projection (and the present value procedure) is typically made over the expected remaining useful life of the current customer relationships. The value of the current customer base is the present value of the income to be earned from providing future products or services.
Using the present-value-of-future-income method, goodwill is estimated as the present value of the future income to be earned from providing future goods or services to future unidentified customers. These future customers are unidentified new customers who will (presumably) take the place of current customers as the current customers retire. This method also requires a projection of the entity’s income-generating capacity, which begins with the expiration of the entity’s current income sources (such as the identified current customers) and continues into perpetuity.
The present value of this prospective income stream (which typically provides for a capital charge or fair return on all of the tangible and intangible assets used to service future customers) indicates a goodwill value. Using this method, goodwill is the present value of future income earned from future sales to future (unidentified) customers.
The present-value-of-future-income method is a conceptually sound method to value goodwill. Consistent with the income-based concept of goodwill, this method quantifies and assigns all of the income that cannot be associated with any of the entity’s tangible or identifiable intangible assets. Goodwill is quantified as the present value of all prospective income that cannot be associated with the current sources of income (e.g., the tangible and intangible assets that are in place as of the analysis date).
Long-term income projections derived from unidentified sources (e.g., from unidentified future customers) are uncertain. As a result, it might be difficult in practice to use this method to value goodwill.
Conclusion
Valuation analysts are often asked to value goodwill within a bankruptcy context for various solvency, taxation, spin-off analysis, fresh-start accounting and reorganization-analysis purposes. This article summarized the generally accepted approaches and methods related to goodwill valuation and explained that the income approach is not the only approach to value goodwill. A valuation analyst should carefully consider what approach is appropriate for the specific entity and the specific valuation assignment. abi
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Transaction Purchase Price Allocation Example
Assumed Total Consideration Paid | $100,000,000 | |
Less | Fair Market Value of Target Assets Acquired | |
Cash | $5,000,000 | |
Accounts Receivable | $5,000,000 | |
Inventory | $5,000,000 | |
Land | $5,000,000 | |
Buildings | $20,000,000 | |
Equipment | $30,000,000 | |
Patents and Technology | $10,000,000 | |
Trademarks and trade names | $10,000,000 | |
Subtotal | $90,000,000 | |
Equals | Fair Market Value of the Acquired Goodwill | $10,000,000 |
Value & Cents II
BY JOHN G. LOUGHNANE, DAVID PLASTINO AND EVAN ALTMAN
Valuation of Social Media Assets
The Bankruptcy Code provides that property of an estate consists of “all legal or equitable interests of the debtor in property as of the commencement of the case.”1 That broad definition is expansive enough to encompass the social media accounts of a debtor, as recently confirmed in In re CTLI LLC, which determined that various social media accounts constituted estate property.2
In CTLI, the court confirmed a chapter 11 plan for the business debtor, proposed by a minority shareholder, over the objection of the former majority owner. The confirmation order required that the “social media accounts, including but not limited to, Facebook and Twitter” related to the business debtor be delivered to the new owner of the reorganized company.3
The CTLI court correctly observed that “to ignore the value of social media assets would do injustice to debtors and creditors alike.”4 However, the court was not required to determine a value for the accounts in that case. Given the popularity of social media and the critical role of valuation in the bankruptcy process, it is a virtual certainty that such valuation issues will arise in future cases. In anticipation of such issues, this article explores methodologies for valuing social media assets. As a starting point, it is appropriate to consider the value ascribed to such accounts in nonbankruptcy contexts.
Social Media Value Outside of Bankruptcy
Market evidence supports the court’s observation in CTLI that a social media presence can be an asset that has value — potentially significant value — to a debtor’s estate. One indication of this value is the large sum that companies have spent developing and maintaining a viable presence on Facebook, Twitter, Tumblr, Google+ and other platforms, and creating marketing campaigns that utilize these mediums. Indeed, a multi-billion dollar industry has been created to help firms manage their social media footprint, including companies such as Hootsuite and Hubspot.
Further validating the premise that social media exposure has value, various media reports have noted the large sums paid to athletes and celebrities to promote products on social media. For example, Kim Kardashian, who has millions of social media followers, reportedly charges a minimum rate of $750,000 to $1 million to endorse products on her social media accounts.5 Tweets from athletic superstars such as LeBron James have been valued at $1,000 per character.6
Clearly, a social media presence could add value to a debtor, particularly a business debtor, if managed properly. However, there is limited research on the topic of social media valuation at present. The research that does exist seems to validate the common-sense assessments made above. For example, a recent study by McKinsey & Co. concluded that “fully networked enterprises are more likely to be market leaders and also more likely to have higher margins than companies using the Web in more traditional ways.”7 The more difficult question, then, is how to appropriately value a social media presence — especially in the bankruptcy context.
Basic Valuation Methodologies for Intangible Assets
Although valuation of social media assets is not addressed in the academic or practitioners’ literature, social media presences and the customer relationships they promote are part of a broader asset category known as “intangible assets.” Given the similarity of social media assets to other intangible assets (such as trademarks, patents, customer lists and other items with no physical manifestation), the valuation literature in this area provides a logical starting point.
Intangible assets may be valued using three general approaches: cost, market and income. These methods are similar to those used to value businesses as a whole, but differ in their means of application.
Cost Approach
The cost approach to valuing intangible assets is based on the assumption that no one would pay more for an asset than it would cost to create it. Within the framework of the cost approach, there are three definitions of cost: historical, replacement and reproduction. Historical cost, typically the book value of an intangible asset, defines “value” as the original cost to acquire it.8 Replacement cost is the estimated cost to construct an asset “with equivalent utility to the subject intangible.”9 Reproduction cost is the cost to create an “exact duplicate or replica of the subject intangible asset.”10 In other words, replacement cost evaluates the price of a comparable intangible asset, while reproduction cost evaluates the price of acquiring an exact replica.
An advantage of the cost approach, particularly historical cost, is simplicity. However, the cost approach is limited in that it does not address the actual value that the intangible asset could achieve through a sale, or via future earnings. Focusing on cost is likely to significantly underestimate an asset’s value in many cases. Thus, some experts consider the cost approach most useful when deriving a minimum value for an intangible asset.11
Market Approach
The market approach estimates the value of an intangible asset by comparing it to other intangible assets with known values. Although identical intangible assets are typically difficult to find, similar intangible assets are often used to determine an approximate range of values for the subject being analyzed.
The common application of the market approach is the sales-transaction method, which determines the value of the intangible subject by using the actual sales price of market transactions for similar intangible assets. For example, if a patent related to cancer treatment was sold in the past, the sales price from the transaction could be used to estimate the potential sales price of similar patents.
Income Approach
The income approach to valuing an intangible asset estimates the asset’s cash flows (either earnings or cost savings) out into the future and then discounts such cash flows back to the present using a rate of return that reflects their risk.12 A general discounted-cash-flow approach estimates the incremental cash flows earned by the use or licensing of the intangible assets. A second related application of the income approach, known as the relief-from-royalty method, calculates the present value of the future royalty payments saved by owning the intangible asset. Theoretically, these methods should produce similar results, although in the course of real world application, this is not always the case.
Valuation of Social Media Assets
As can be seen from the above, intangible-asset valuation methods are broad enough to permit their application to social media assets. However, given that (for example) a Facebook page is quite different from a patent or a trademark, the challenge is to determine how to apply such general methods in a way that is applicable to social media assets. Undoubtedly, the facts and circumstances of each valuation event will be critical to answering that question. In this section, a review of issues that a bankruptcy practitioner is likely to face when engaging in the process of valuing social media assets is offered.
Cost Approach
As previously discussed, application of the cost approach for valuing an intangible asset is based on the assumption that an asset’s cost is relevant. This may be a dubious proposition, particularly for social media, because social media platforms and marketing strategies are still evolving at a rapid rate. The changing media landscape may mean that the historical cost of building a Facebook or Twitter following has little relevance today. Thus, even if it were possible to calculate the historical cost of building the social media accounts owned by a debtor, such information may be of limited use — representing neither the value that the account adds to the business nor the cost of creating a similar presence today.
Replacement and reproduction costs (e.g., the cost of building an identical or substantially similar social media profile today) may be marginally more useful than historical cost. Replacement and reproduction cost-valuation methods may include estimates of salaries for social media staff, consulting fees to public relations firms, and expenses for promoted posts on Facebook or Twitter. However, performing cost computations with any degree of accuracy might be difficult. Unlike research and development activities, most companies do not have staff specifically dedicated to social media or track those costs in their financial statements, thus making future estimates difficult. Moreover, branding, advertising and marketing campaigns are often designed to cross multiple delivery platforms, making it hard to isolate the cost of the social media component alone. Lastly, and perhaps most important, spending on social media does not necessarily correspond with the creation of a valuable asset.
While it may be helpful in certain circumstances, the cost approach is likely to yield an inaccurate valuation of a business’s social media assets. Furthermore, unlike certain other intangible assets, costs to develop social media assets are likely to be difficult to calculate with any degree of certainty. Therefore, in most cases, methods other than the cost approach are likely to be utilized to value social media assets.
Market Approach
In theory, the market approach is an appropriate methodology for valuing a company’s social media presence. The arm’s-length sale of one social media account (say, a Twitter account with 100,000 followers) could be used to determine the price of a similar social media account. Multiples could be used to adjust for differences in the number of followers and differences among platforms.
Unfortunately, at this point, the data to perform such calculations is scarce to nonexistent. The authors are unaware of any public sources of information that track the sale of social media accounts, nor, to our understanding, is there an active market in such accounts at this time. Thus, it is unlikely that the available data would permit an accurate valuation of social media assets using the market approach.
As social media develops and matures, it is possible that the data to perform accurate market-approach valuations may become available. However, even if such information does begin to become available, underlying differences in demographics, spending habits and “conversion values” (i.e., the percentage of followers that can be converted into customers) among social media user bases may still complicate the application of this approach.
Income Approach
Given the current data limitations regarding social media transactions, the income approach may often be the most applicable method for valuing a company’s social media presence. Unlike the cost approach, the income approach directly addresses the future value that can be created by social media for the business. It is based on specific estimates of the cash flows that a social media presence creates for a company. Therefore, it is also less likely to suffer from data deficiencies such as those impacting the market approach.
In a perfect world, online analytics could be harnessed to measure, in real time, the value delivered by social media assets to the firm. For example, placement of unique promotional codes on social media accounts during a new marketing campaign will allow a company to track the origin of each sale. Other metrics that may be relatively easily tracked through online analytics are click-through rates, conversion rates and average conversion value. These measure the rate at which viewers open the promotional link to learn more, the percentage of those viewers who then make a purchase, and the average spending of those who purchase, respectively. Online analytics are not perfect; there is always the possibility that consumers impacted by a social media campaign will buy at brick-and-mortar stores, or via some other means not tracked by analytics. However, such real-time data measurement can form a reasonable basis for estimating the cash flows that might be generated by a firm’s social media assets in the coming months and years.
When creating these projections, a number of considerations might be relevant, including the projected growth of social media platforms and the number of users who access information through them. Various other inputs may be considered, including (but not limited to) the value generated by peer companies from similar activities, the historical and projected growth in the number of people that the company engages with through social media, and estimated costs to maintain an active social media presence. Regardless of how these forecasts are arrived at, only the incremental future cash flows to the business generated by social media should be considered.
Having derived a reasonable estimate of future cash flows, a discount rate must be determined. To value a social media account on a standalone basis, the discount rate should reflect the risk of that particular social media asset, which might be quite different from the risk profile of the business as a whole. As is the case for other intangible assets, the discount rate for a social media asset will most likely be higher than the discount rate for the entire business.13 Specific determination of that rate should include consideration of the uncertainties facing the business, as well as the uncertainty of particular social media platforms as a medium to reach customers. For example, projected future revenues generated from a Facebook account must take into consideration not only the risk that the company’s product will fall out of favor, but that Facebook may be superseded by another social media platform that will require a new round of investment by the company.
In many income-approach valuations, a terminal value is included that represents the value of the asset or company being valued in the years beyond the explicit projection period. When valuing an operating business, it is generally assumed that the company will continue to operate in perpetuity. Thus, a terminal value is included. However, many intangible assets (such as patents, contracts or licenses) have finite lives.14 In these cases, it is common to forecast cash flows for the life of the asset and include no terminal value.
Social media is unique. In theory, a social media presence could continue generating cash flows in perpetuity. In practice, it might be difficult to support the contention that the amounts invested today in creating a robust Facebook page, for example, will continue to hold value 5-10 years in the future. In short, the cash flows accruing to a business from social media assets might be too speculative to assign a terminal value. However, this will depend on the facts and circumstances of each valuation situation. Having determined the future cash flows and discount rate, as well as a terminal value (if applicable), those cash flows can then be discounted back to the present to derive the value of the subject social media assets.
While the authors believe that the income approach is often presently the best method to value social media assets, applying this method does not come without risks. As with all applications of the income approach, the quality of the assumptions made and the data relied upon will impact the reliability of the value derived from it. Significant risks exist when forecasting future cash flows. Moreover, given the lack of empirical research determining discount rates for social media assets, a major question mark hangs over this important input. While it may be helpful to note that social media discount rates will often be higher than a firm-wide discount rate, the question remains as to what the magnitude of that premium should be.
Conclusion
CTLI determined that social media accounts could constitute property of a debtor’s estate. To this point, there has been no discussion of how to value such assets and certainly no consensus on the best approach. In the authors’ view, fundamental valuation methodologies, which have already been adapted to value other intangible assets, can be adapted to value social media assets. Given the nature of social media assets and the scarcity of comparable transactions data, the income approach may prove to be the most relevant methodology, at least until the shortage of comparable market data is addressed. However, application of the income approach, as well as other methods, however, will be dependent on the nature of the business and social media asset being valued and (in particular) the availability of data. abi
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When Is the Factoring of Accounts a True Sale?
The Dryden Advisory Group LLC1 decision from the U.S. Bankruptcy Court for the Middle District of Pennsylvania addresses the recurrent question of whether a factoring of accounts constitutes a true sale of the accounts or constitutes a secured transaction. As described by the court,
[a] business with outstanding payables may decide that it needs cash immediately. One solution to this liquidity problem is to sell receivables at some discounted price, another is to use the receivables to collateralize a loan. If the transaction is a “sale,” then [the] title passes to the purchaser. If the transaction creates a security interest in favor of the lender, the business remains the owner of the receivables subject to the lender’s interest.2
The significance of the distinction is not whether the transaction is subject to Article 9 of the Uniform Commercial Code, since Article 9 applies to sales of accounts as well as loans secured by accounts,3 but whether the factored accounts are property of the estate and thus within the jurisdiction of a bankruptcy court.
Background
The seller, Dryden Advisory Group LLC, was a tax-consulting firm that was compensated by commissions based on the tax savings that it obtained for clients. Because of the delays between the time that the services were performed and when payments were received, the seller required financing to address its cash-flow needs. Dryden first entered into loan agreements with Beneficial Mutual Saving Bank, guaranteed by the Small Business Administration, that were secured by perfected liens on all of the seller’s assets, including its accounts receivable. When Dryden needed additional cash, it sought and obtained Beneficial’s approval to factor two specific invoices.4
The seller entered into a nonrecourse receivable purchase contract and security agreement with the factor, Durham Commercial Capital Group, that was subsequently amended to meet Beneficial’s requirements. The stated purpose of the amended factoring agreement was to “obtain a true nonrecourse sale of accounts receivable to Durham.” “Numerous other provisions also specifically reference[d] or suggest[ed] a sale.”5 The economics of the transfer of accounts were, if Durham decided to buy a particular account offered to it:
(a) a factoring fee of 3.5% of the original face amount of the account [and]
(b) an additional 1.75% fee beginning thirty days after an account was purchased for each 15 days until [the] Factor received full face amount of the invoice from [the] Seller or the account debtor.6
In addition, the factor reserved 25 percent of the face amount of each account. The remaining amount of the reserve would be released to the seller once the factor received a payment of account, unless there then was a default on or less than 25 percent in reserve on any other account purchased. The factor agreed to assume the risk of nonpayment on accounts solely due to the occurrence of an account debtor’s financial inability to pay — an “insolvency event.”7
Bankruptcy Court Decision
The bankruptcy court’s decision arose in connection with Durham’s objection to the seller/debtor’s motion to use cash collateral in which the factor asserted that the uncollected accounts that it had purchased were not property of the estate.8 Based on New York law chosen by the parties, and the criterion emphasized in the commentary cited by the court,9 the court held that “[t]o constitute a bona fide factoring agreement under New York law, the factor need only assume the risk that [the] Seller’s account debtor will be unable to pay.”10 In addition, “[a]ll other risks associated with the sale of accounts remain with the client.”11 The court further observed that “the most important single factor when determining whether a transaction is [a] true sale is the Factor’s right to recourse against [the] Seller.”12
Recognizing that recourse can take many forms, including an obligation to repurchase accounts, a guaranty of the collectability of the accounts or a reserve that is released when receivables are paid, the court found that the transaction was a true sale despite the fact that the seller was obligated to repurchase any disputed account, repurchase all accounts if there was any event of default and any account that was unpaid after 90 days.13 The court rejected several other factors14 as not requiring recharacterization:
• retention of servicing rights by the seller, since it did not alter the division of risk between the factor and seller;15
• the additional fees payable after 30 days from the sale of the invoice, which the court observed might be characterized as a computation of the discount at which accounts were purchased rather as readily as interest;
• the factor’s inability to recover from the seller any deficiencies from the accounts receivable; and
• the absence of a seller right to repurchase the accounts if it paid the seller’s fees.16
Having concluded that, on balance, the amended factoring agreement was more properly characterized as a true sale, the court held that the accounts purchased by the seller prior to the filing of the bankruptcy petition were not property of the estate and that the court lacked jurisdiction to determine the relative interests of the factor and seller’s other creditors in the accounts.
Conclusion
Dryden provides a useful current view of the proper analysis to determine whether the transfer of an interest in an intangible is a true sale or a secured transaction. Establishing that a transaction is a true sale is an issue of continuing importance in a variety of financial contexts, including securitizations, as well as more traditional accounts-receivable financing. abi
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Oil and Gas Royalty Disputes
At the beginning of the fourth quarter of 2015, the price of crude oil fell below $50 per barrel, and natural gas prices were similarly low. At the same time, the price per share of Chesapeake Energy Corp., a natural gas and oil exploration and production company based in Oklahoma City, was approximately $8, a share price decline of more than 70 percent for the year.
Chesapeake Energy is currently embroiled in litigation brought by thousands of mineral estate owners/lessors regarding, among other issues, alleged underpayment of royalties. If the mineral estate owners/lessors prevail, Chesapeake Energy may be required to pay plaintiffs more than $1 billion.
The Chesapeake Energy royalty litigation is a prime example of how an extended period of low oil and gas prices may lead to increased litigation commenced by landowners/lessors. Distressed and bankrupt companies are the prime targets of such litigation. This article discusses the oil and gas royalty in general, the pending Chesapeake Energy litigation, and reported royalty disputes in bankruptcy.
The Oil and Gas Royalty
The royalty clause of an oil and gas lease sets forth the proper calculation of the lessor’s royalty (i.e., the lessor’s share of oil and/or gas production, free of the expenses entailed in producing the oil and/or gas). State law governs the interpretation of the royalty clause. With respect to Texas oil and gas leases, “[w]hile a royalty is free of the costs of production, it is ‘usually subject to post-production costs, including taxes, treatment costs to render it marketable, and transportation costs.’”2 Further, the royalty on oil production may be paid “in-kind”; therefore, a lessor may be paid a share of the produced oil itself. In contrast, a royalty for gas, though it may be paid “in-kind,” is typically paid in money, which reflects a share of the proceeds generated from the actual sale of the gas. In most instances, the oil and gas producer remits payment of the royalty to the lessor after the oil and gas is sold. The parties to a lease agreement may modify the general rules regarding royalty payments.
The determination of the proper oil royalty in most cases is straightforward. Oil is often sold at or near the well, and there is an established market price for the oil. As the following discussion of gas royalty dispute litigation highlights, the calculation of the gas royalty is complex. Consequently, most royalty disputes in and out of bankruptcy court concern how royalties are calculated on gas that has been produced and sold.
Unlike oil, for gas to be sold and/or used it must be transported from the well (via the pipeline), treated, compressed and prepared for market. Parties to oil and gas leases may grapple with what post-production costs associated with getting the gas to market are deductible from the amount of the royalty due to the lessor.
In addition, parties often include royalty clauses in oil and gas leases that require lessees to calculate gas royalty payments based on “the market value at the well.”3 Further, under Texas law, “market value at the well means the value of gas at the well, before it is transported, treated, compressed or otherwise prepared for market.”4
When a Texas oil and gas lease provides that the lessor will calculate the gas royalty based on “market value at the well,” the lessor must employ one of two generally accepted methods to calculate the gas royalty.5 The lessor must first seek to use the “comparable sales” method of calculation,6 whereby market value is determined by looking to the price of the gas in a sale transaction that is comparable in “time, quality, quantity, and availability of marketing outlets.”7
If there are no readily available comparable sales transactions, the second acceptable method for calculating a gas royalty is the “net-back” (or “work-back”) approach.8 Under this approach, the lessor “first finds a point in the downstream sale process where market value for the gas can be established. After identifying the market value downstream, the net-back approach then requires deductions of reasonable post-production costs from that point back to the well to determine the market value at the well.”9
Chesapeake Energy Litigation
More than 400 lawsuits are pending against Chesapeake Energy. Mineral estate owners/lessors allege that Chesapeake Energy improperly calculated the price of gas sold “at the wellhead” and incorrectly deducted post-production expenses when calculating the royalty that was due to lessors. The first trial is scheduled for February 2016 in Texas state court in Tarrant County.10
Chesapeake Energy has an uphill battle in the pending litigation given that its subsidiaries lost a royalty dispute fight in the state court case of Chesapeake Exploration LLC and Chesapeake Operating Inc. v. Hyder.11 In that case, Chesapeake Exploration LLC, a Chesapeake Energy subsidiary, was the lessee under an oil and gas lease covering 948 mineral acres in the Barnett Shale.12 Further, only gas was produced on the lease.13 During the course of their business relationship with Chesapeake Exploration, the mineral estate owners/lessors commenced state court litigation against Chesapeake Exploration alleging that they were underpaid in royalties.14 The mineral estate owners’ specific grievance was that Chesapeake Exploration erroneously deducted post-production costs from the royalty due on the owner lessor’s overriding royalty interests.15 After examining and interpreting, among other provisions, the following two gas-royalty provisions contained in the lease, the court sided with the mineral estate owners/lessors:
1. Gas-produced royalty. The first royalty provision pertaining to gas production provided that the lessee would pay the lessor 25 percent of the price that had actually been received by the lessee “for all gas produced from the leased premises and sold or used.” The lease further provided that the royalty on all gas produced and sold or used was “free and clear of all production and post-production costs and expenses.”16
2. Disputed overriding royalty provision. The second gas royalty provision, which was the provision subject to dispute in the litigation, provided for “a perpetual, cost-free (except only its portion of production taxes) overriding royalty of 5 percent ... of gross production obtained from direction wells drilled on the lease but bottomed on nearby land.”17
The general rule is that an overriding royalty, like a regular royalty, “is free of production costs but must bear its share of post-production costs, unless the parties agree otherwise.”18 In the Chesapeake Exploration case, the court found that the parties modified the general rule in the lease and specifically provided for a “cost-free” overriding royalty free of post-production costs.19 Accordingly, the court affirmed the lower court’s judgment awarding the mineral estate owners/lessors $575,359.90 in post-production costs deducted from overriding royalties in error.20
Royalty Disputes in Bankruptcy Cases
In the bankruptcy case of Aurora Oil & Gas Corp., the U.S. Bankruptcy Court for the District of Michigan decided a royalty dispute between Aurora Energy Ltd. (the lessee) and Frontier Energy LLC (the lessor).21 The royalty dispute litigation was initially commenced in state court prior to the bankruptcy filing, but was removed to the bankruptcy court by Aurora.22
Frontier alleged that Aurora underpaid royalties on two oil and gas leases due to a miscalculation of “payout” and the improper deduction of certain costs.23 One of the leases specifically stated that the “[l]essor’s royalty shall be free of all costs excepting those costs incurred by lessee for CO2 removal, third-party transportation, and necessary compression.”24 Despite this language, Frontier challenged Aurora’s deduction of, among other expenses, transportation costs and first-stage compression costs.25 Frontier also opposed the rate used by Aurora to calculate the CO2 removal cost.26 Siding with Aurora, the court found that Aurora’s calculations and deduction of post-production costs were reasonable and proper.27
Initially, the royalty was 15 percent of the proceeds of a sale of produced gas.28 However, the lease also contained an escalating royalty-payout clause.29 Pursuant to the lease terms, the royalty paid to Frontier would increase once the project reached its break-even point and began to generate a profit.30 The lease defined “payout” as
the point in time that the proceeds of production attributable to the interest of lessee in all wells drilled upon the Antrim Unit, less royalties and other lease burdens and production or similar taxes, equals the costs incurred by lessee for drilling, testing, completing and equipping all wells, constructing and installing all necessary gathering lines, facilities and pipelines, including meters, plus the cost of operating the Antrim Unit prior to Payout.31
Once “payout,” the break-event point, was reached, Aurora was required to pay a royalty based on the price for which produced gas was sold.32 The lease provided for the following rate structure under the escalating royalty clause:
1. 15 percent of the proceeds of sale attributable to a price up to and including $2.50 per 1 million British Thermal Units (MMbtu);
2. 25 percent of the proceeds of sale attributable to a price greater than $2.50 per MMbtu and up to and including a price of $3.50 per MMbtu; and
3. 50 percent of the proceeds of sale attributable to a price in excess of $3.50 per MMbtu.33
Frontier argued, among other issues, that when calculating whether “payout” was achieved, which would trigger the escalating royalty, Aurora could not deduct post-production expenses from the “proceeds of production.”34 Disagreeing with Frontier, the court found “that the phrase ‘proceeds of production’ means proceeds of sale, minus [post-production costs], and therefore, Aurora’s deductions of [post-production costs] in calculating [the] Payout was consistent with the” language of the lease.35
In the KY USA Energy case in the U.S. Bankruptcy Court for the Western District of Kentucky, royalty owners commenced litigation against the debtor for alleged underpayment of royalties on gas production.36 The subject oil and gas leases provided for payment of a gas royalty that was “one-eighth, at the market price at the well for the gas so used, for the gas from each well where gas only is found.”37
The gas produced at the well was not fit and marketable for sale,38 so the debtor constructed a pipeline and gathering system to transport the unmarketable natural gas to a treatment facility owned by Seminole Energy.39 At the well, a meter measured the volume of gas produced as the gas entered the pipeline and gathering system.40 After Seminole Energy treated the gas to remove nitrogen and inerts, it purchased the gas from the debtor at a price calculated based on the volume of gas.41
The price paid by Seminole Energy was the basis for calculation of the one-eighth royalty payments to royalty owners.42 Further, since the gas was not immediately saleable at the wellhead, the debtor passed along the treatment costs to the royalty owners on a pro rata basis.43
In the bankruptcy litigation, the royalty owners contended that under Kentucky law, their royalties should be free from post-production costs such as treatment and gathering.44 Upon review and analysis of Kentucky law, the court disagreed with the royalty owners and concluded that the debtor’s deduction of post-production expenses was warranted45 because “Kentucky follows the ‘at-the-well’ rule, which allows for the deduction of post-production costs before the payment of royalties on an oil and gas lease.”46
In the 1980s, Texaco likewise found itself a defendant in litigation regarding underpayment of gas royalties.47 Even though Texaco’s bankruptcy case was filed in the U.S. Bankruptcy Court for the Southern District of New York, the court transferred the dispute to the U.S. Bankruptcy Court for the Middle District of Louisiana for the ultimate determination of its underpaid royalties claim.48
Conclusion
A continued period of low oil and gas prices may lead to an increasing number of royalty disputes in and outside of bankruptcy. As both bankruptcy and nonbankruptcy case law reveals, the litigation will most likely involve the proper calculation of the gas royalty. Therefore, it would behoove bankruptcy and insolvency practitioners to familiarize themselves with these types of disputes in preparation for a possible uptick in this type of litigation. abi
Editor’s Note: For more on this topic, purchase When Gushers Go Dry: The Essentials of Oil & Gas Bankruptcy, now available in the ABI Bookstore (abi.org/bookstore). Members must log in first to obtain reduced pricing.
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The International Scene
BY GEORGE W. SHUSTER, JR. AND BENJAMIN W. LOVELAND
Will Chapter 15 Be the “Exclusive Destination” for Foreign Debtors?
The U.S. Bankruptcy Court for the District of Delaware’s recent decision in Northshore Mainland Services Inc., et al.1 — regarding the Baha Mar resort in The Bahamas — appears to take an additional step toward a regime in which, for at least some foreign debtors, chapter 15 cases may be not just an option, but the exclusive type of U.S. bankruptcy protection available.
History of Availability of Chapter 11 Cases for Foreign Debtors
Even before 2005, when chapter 15 was added to the U.S. Bankruptcy Code, there was a tension between provisions of the U.S. Bankruptcy Code that extended a broad invitation to foreign companies to become chapter 11 debtors in the U.S., such as § 109, and Code provisions that were used to prevent U.S. bankruptcy courts from encroaching on foreign insolvency proceedings, such as the former § 304 and the emphasis given to its codified principle of international comity among courts. Historically, courts were willing to permit a “plenary” U.S. chapter 11 case when no foreign insolvency proceeding was pending, as long as the bare-bones requirements for a chapter 11 debtor under § 109 were satisfied.2
Even where a foreign insolvency proceeding was pending, U.S. courts were open to allowing the foreign debtor to pursue a chapter 11 case in the U.S. concurrently. While there were exceptions — generally where a foreign debtor’s connections to the U.S. were exceedingly slim, or where the U.S. case would serve no reorganizational purpose — the U.S. appeared to extend the welcome mat for foreign companies to use U.S. laws to implement their financial restructurings.
This welcoming approach of U.S. bankruptcy courts did not apply in the same way when involuntary chapter 11 filings were considered. Generally speaking, attempts of creditors to force a foreign debtor into chapter 11 faced strong headwinds, especially when a foreign insolvency proceeding was already pending.3 In decisions from the early days of chapter 15, there seemed to be a high degree of consistency with the pre-2005 regime. Voluntary chapter 11 filings by foreign debtors were still rather liberally permitted, while involuntary chapter 11 filings against foreign debtors seemed to be discouraged.
However, the chapter 15 era seemed to bring with it a renewed focus on the “universalist” approach to international insolvency. Under this approach, a country’s courts should take an especially light approach when dealing with insolvency issues of a company organized in, and with its center of interests in, another country. This is especially true when a company has an insolvency proceeding pending elsewhere.
This “universalist” focus was seen in cases such as In re Compañía de Alimentos Fargo SA.4 In Fargo, while a proceeding was pending under Argentine insolvency law, a group of bondholders filed an involuntary chapter 11 case in the U.S. Bankruptcy Court for the Southern District of New York. The debtor, Fargo, moved to dismiss the involuntary chapter 11 case on the basis that the New York Bankruptcy Court should abstain from hearing the case under § 305(a)(1) of the Bankruptcy Code.5
The Fargo court noted that while “abstention under § 305 is considered an extraordinary remedy, the pendency of a foreign insolvency proceeding alters the balance by introducing considerations of comity into the mix.”6 The court observed that U.S. courts traditionally defer to foreign proceedings as long as the foreign proceedings are fair and equitable. The court must also weigh the benefits and burdens of exercising jurisdiction, and evaluate the reason for filing the involuntary petition.
In Fargo, the New York Bankruptcy Court concluded that the Argentine insolvency system, while different from the U.S. Bankruptcy Code, was procedurally and substantively fair and able to adjudicate the rights of the parties. The unavailability under Argentine law of particular remedies that were available in a U.S. bankruptcy proceeding was insufficient to dissuade the court that the foreign proceedings were fair.
With respect to the “benefits and burdens” of exercising jurisdiction, the court examined the physical locations of the parties (including the magnitude of the debtor’s U.S. assets), the existence of parallel proceedings, and the nature of the dispute. The court concluded that since Fargo had few U.S. assets that could be reorganized through a U.S. bankruptcy proceeding, a U.S. chapter 11 would not be of significant benefit. In addition, the court considered that the dispute between the petitioning creditors and the debtor related to actions taken in the foreign proceeding, which counseled in favor of abstention. Finally, the court questioned whether the purpose of the U.S. filing was potentially to “hijack” the foreign proceeding or possibly gain leverage in negotiations with the debtor and other creditors. For these reasons, the New York Bankruptcy Court decided to abstain from hearing, and to dismiss, the petitioning creditors’ chapter 11 case against Fargo.
In at least some cases, the indirect result of creditor efforts to commence plenary involuntary U.S. bankruptcy proceedings for foreign debtors has been the filing by the foreign debtors of voluntary U.S. chapter 15 cases.7 For example, in Suntech, a minority group of bondholders commenced an involuntary chapter 7 case against Suntech Power Holdings Co. Ltd., a Cayman Islands holding company for a Chinese operating company in the solar energy sector. Suntech opposed the involuntary petition, but ultimately commenced an insolvency proceeding in the Cayman Islands, and the bondholders and Suntech entered into a restructuring support agreement pursuant to which Suntech commenced a chapter 15 filing in the U.S.8 In other words, the resistance of U.S. courts to allow an involuntary chapter 11 case ultimately resulted in the foreign debtor commencing a chapter 15 case (which can only be commenced on a voluntary basis).
Baha Mar: “Shifting Sands” of Voluntary Chapter 11 Relief for Foreign Debtors
In the recent Baha Mar decision, the Delaware Bankruptcy Court seems to be extending a similar rationale for abstaining from involuntary chapter 11 cases to efforts by foreign debtors to sustain a voluntary chapter 11 case in the U.S., at least when a foreign insolvency proceeding is pending elsewhere. If that is the case, Baha Mar would seem to mark at least a partial departure from pre-chapter 15 case law in that “universalism” would be reigning ascendant in respect of both involuntary and voluntary efforts to bring foreign debtors into chapter 11.
The debtors in Baha Mar, predominantly Bahamian entities, were developing a resort complex in The Bahamas that would be one of the largest destination resorts in the Caribbean. Due to construction setbacks and disputes with its construction company and lender, the debtors faced a liquidity crisis. As a result, they filed chapter 11 cases in Delaware within weeks of opening U.S. bank accounts for the purpose of establishing eligibility as debtors under the U.S. Bankruptcy Code.
Simultaneously, the debtors sought recognition by the Supreme Court of the Commonwealth of The Bahamas of their chapter 11 cases and a stay of all proceedings involving the debtors. The Bahamian Attorney General filed a petition seeking orders for the winding up of the debtors’ business and requesting the appointment of provisional liquidators for the debtors. The Bahamian Supreme Court denied the debtors’ request for a stay because it said that it would offend public policy where the locus of the debtors’ business and disputes with creditors was in The Bahamas, and because the debtors’ connections to the U.S. were limited.9 The Bahamian Supreme Court appointed joint provisional liquidators with limited powers, with the goal that they would promote a plan among all stakeholders that could reverse the debtors’ insolvency.
The debtors’ construction company and secured lender moved to dismiss the U.S. cases, arguing that the core issues in the cases lacked any meaningful connection to the U.S. The debtors countered that there were significant benefits to proceeding under chapter 11 rather than under the Winding Up Act in The Bahamas, which the debtors contended would end in liquidation.
As a threshold issue, the U.S. court, in line with long-standing precedent and recent decisions like Suntech,10 held that the debtors were eligible to file in the U.S. based on even a minimal amount of property in the U.S., and that the relevant date for making a determination of eligibility is the petition date.11 To determine whether to exercise its discretion to abstain under § 305, the court gauged the overall best interest of the debtor and creditors. The movants argued that a majority of the parties were located in The Bahamas, the parties had “legitimate expectations” that Bahamian law would apply, and the Bahamian Supreme Court’s refusal to recognize the chapter 11 cases meant that those cases would be essentially futile. The debtors argued primarily that the chapter 11 cases were necessary for the reorganization rather than liquidation of the project, because chapter 11 provides significant protections that are not available in The Bahamas, including flexibility in developing a plan, continuity of management, debtor-in-possession financing, and the ability to assume or reject executory contracts. The movants disagreed, saying that the joint provisional liquidators could restructure rather than liquidate under Bahamian law.
The U.S. court acknowledged that the central focus of the proceedings was the unfinished project in The Bahamas, and it discounted the debtors’ argument that Bahamian law limited their options to a liquidation proceeding. The court concluded that stakeholders should have expected Bahamian insolvency law to apply, and that these expectations should be respected. In evaluating comity, the court determined that the Bahamian proceedings were fair and impartial. Although differences between the Bahamian insolvency proceedings and the U.S. chapter 11 process existed, the court had not seen evidence that the Bahamian laws contravened the public policy of the U.S. in a manner sufficient to warrant disregard for comity.
The U.S. court did recognize that the debtors’ right to have recourse to relief in the U.S. bankruptcy court was a fundamentally important right, and it noted that chapter 11 would be an ideal vehicle for restructuring the debtors and allowing for completion of the project on sound financial footing. Indeed, the court stated that it would have considered denying the motions to dismiss if it had been convinced that the chapter 11 process would bring stakeholders to the table in a productive way. But ultimately, the court concluded that allowing the chapter 11 cases to proceed would invite further litigation in multiple forums. On balance, the court abstained from asserting its jurisdiction over the debtors’ chapter 11 cases.
Conclusion
In deciding to abstain as to Baha Mar’s voluntary chapter 11 case in Delaware, in deference to the debtors’ Bahamian proceeding, the court embraced principles of comity with particular vigor and suggested that only a subset of foreign debtors will successfully have their plenary cases survive in a U.S. court. This fact may push more foreign debtors away from chapter 11 and into chapter 15.
However, it should also be recognized that a number of recent chapter 15 decisions have shaped, and to some extent narrowed, the types of relief that can be obtained in (and the geographic reach of) chapter 15. Combined with the fact that chapter 15 itself limits the relief that debtors can obtain, the trend appears to be one in which, absent unique circumstances, a foreign insolvency proceeding will be respected, and any U.S. proceeding will serve as truly ancillary to such foreign proceeding. Baha Mar seems to be part of that trend, with courts moving further away from a “territorial” approach to foreign insolvency and toward the “universalist” approach to foreign insolvency that chapter 15 was designed to embrace. abi
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Problems in the Code
BY PAUL A. AVRON
Commission’s Proposed Expansion of Barton Doctrine Is Sound Policy
Editor’s Note: For more on the ABI Commission and to obtain a digital copy of its Final Report, visit commission.abi.org.
One amendment to the Bankruptcy Code proposed by the ABI Commission to Study the Reform of Chapter 11 is the expansion of the “Barton doctrine” to certain actors in chapter 11 cases. In Barton v. Barbour,1 the U.S. Supreme Court held that before a court-appointed receiver could be sued in a court other than the court appointing him/her, the proposed plaintiff first had to obtain leave from the appointing court. The Barton doctrine applies in bankruptcy proceedings because “[t]he trustee in bankruptcy is a statutory successor to the equity receiver,” and “[j]ust like the equity receiver, a trustee in bankruptcy is working in effect for the court that appointed or approved him, administering property that has come under the court’s control by virtue of the Bankruptcy Code.”2
The Barton doctrine has been widely applied to trustees and other officers appointed by bankruptcy courts. “Court-appointed officers” refers to professionals representing the estate, like attorneys, who are deemed to be the functional equivalent of a trustee.3 In large part, the Barton doctrine has been applied only in chapter 7 liquidation cases to protect chapter 7 trustees and their court-approved professionals from having to defend suits in a forum other than the bankruptcy courts that appointed or approved them.4 As noted by the ABI Commission:
According to the Seventh Circuit, the Barton doctrine facilitates the proper functioning of the bankruptcy process by requiring prior leave of the appointing court before a suit can be brought against a trustee or his court-approved professionals:
If [the trustee] is burdened with having to defend against suits by litigants disappointed by his actions on the court’s behalf, his work for the court will be impeded.... Without the requirement [of leave], trusteeship will become a more irksome duty, and so it will be harder for courts to find competent people to appoint as trustees. Trustees will have to pay higher malpractice premiums, and this will make the administration of the bankruptcy laws more expensive.... Furthermore, requiring that leave to sue be sought enables bankruptcy judges to monitor the work of the trustees more effectively.5
The ABI Commission’s proposed amendment to the Code contemplates formally expanding the scope of the Barton doctrine to the following persons in chapter 11 reorganization cases: chapter 11 trustees, “estate neutrals” who are to be the proposed replacement for examiners,6 and statutory committees and their members, as well as professionals retained by each of the foregoing. While there may not be a substantial problem warranting the protection of chapter 11 trustees and other court-appointed or approved actors in chapter 11 cases, the proposed expansion of the Barton doctrine will help facilitate operation of the chapter 11 process by providing the same level of protection to persons acting under the authority of a bankruptcy court within the scope of their official duties in chapter 11 cases like that afforded to trustees and their professionals in chapter 7 cases. The proposed expansion, according to the ABI Commission’s Final Report and Recommendations, reflects the Commissioners’ belief that it “would (i) allow any trustee, estate neutral, and statutory committee and its members to perform their fiduciary duties with confidence and focus, and (ii) eliminate unnecessary litigation concerning the application of the Barton doctrine and whether the court in which a litigant files the action has subject-matter jurisdiction over the action.”7
The same reasoning underlying the Barton doctrine as explained by the Seventh Circuit in Matter of Linton applies in chapter 11 cases just like in chapter 7 cases. In short, there is simply no basis or good reason to limit the scope of the Barton doctrine to trustees and their professionals in chapter 7 cases, and in its Final Report on proposed changes to the Bankruptcy Code, the ABI Commission noted that some courts are out in front of this issue.8 That certain courts have, with little or no analysis, applied the Barton doctrine in chapter 11 cases squarely supports the proposition that there is no good reason why that doctrine should not apply to such cases.9
There is a statutory exception to the Barton doctrine, which provides that “[t]rustees, receivers or managers of any property ... may be sued, without leave of the court appointing them, with respect to any of their acts or transactions in carrying on business connected with such property.”10 Before 1948, this was codified as follows: “Every manager or receiver of any property appointed by any court of the United States may be sued in respect to any act or transaction of his in carrying on the business connected with such property, without the previous leave of the court in which such receiver or manager was appointed.”11
According to the First Circuit, “[b]y its terms, this limited exception [under 28 U.S.C. § 959(a)] applies only if the trustee or other officer is actually operating the business,” and only to “acts or transactions in conducting the debtor’s business in the ordinary sense of the words or in pursuing that business as an operating enterprise.”12 The proposed expansion of the Barton doctrine will not affect this statutory exception, nor the case law-generated exception to the Barton doctrine for acts taken outside or beyond the scope of the official duties of a trustee or his/her court-approved professionals.13 Nor will the proposed expansion of the Barton doctrine to chapter 11 actors have any effect on an open issue among courts: whether removal of a state court action (to a federal bankruptcy court) filed in violation of the Barton doctrine retroactively “cures” that violation.14
The ABI Commission’s proposal to formally and statutorily expand the scope of the Barton doctrine to chapter 11 actors is well-taken and will provide these persons the same protections that have been in place for chapter 7 actors for approximately 135 years and, in so doing, help facilitate the smooth and more efficient operation of chapter 11 cases. abi
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It’s All Going to Pot
Is Relief Available for Debtors in the Marijuana Business?
Editor’s Note: For more on this issue, listen to ABI podcast episode 168 (Oct. 6, 2015), available at abi.org/newsroom/podcasts.
Twenty-three states and the District of Columbia authorize the use of marijuana in some form for medical purposes.1 The fact that almost half of all U.S. states now permit medical marijuana use is significant, particularly in light of the fact that close to half of these jurisdictions have legalized the use of marijuana in the last five years.2 In addition, in the past three years, four states and the District of Columbia have legalized marijuana for recreational use.3
Despite the fact that many states have legalized the cultivation, sale and use of marijuana, these actions remain illegal under the federal Controlled Substances Act of 1970 (CSA).4 Moreover, it is also illegal under the CSA to “rent, lease, profit from or make available for use” a location for the manufacture, storing or distribution of a controlled substance.5 In addition, federal criminal law criminalizes actions to aid and abet the manufacture, distribution or dispensing of marijuana.6
Not surprisingly, the legalization of marijuana for medical and recreational uses has resulted in the development of a multi-billion-dollar industry consisting of producers, developers and distributors, and the landlords, vendors and others who do business with these new entrepreneurs.7 Inevitably, some of these burgeoning marijuana businesses and the companies that service them will fail.
Given that the marijuana business is illegal under federal law, what happens if these failing businesses seek relief under federal bankruptcy laws? This article examines two cases that have recently addressed this question.
The Chapter 7 Case of In re Arenas
The Tenth Circuit Bankruptcy Appellate Panel (BAP) recently considered whether a debtor in the marijuana business may obtain relief from his debts in bankruptcy. It answered that question with a clear “no,” confirming the ruling of the bankruptcy court.8 Frank Arenas was licensed in Colorado to grow and dispense medical marijuana. He and his wife also leased a building to third parties who dispensed medical marijuana from it. After a judgment was entered against them, the Arenases filed for chapter 7 relief.
The U.S. Trustee filed a motion to dismiss the bankruptcy case for “cause” under § 707(a) of the Bankruptcy Code, arguing that it would be impossible for a chapter 7 trustee to administer the assets of the debtors without violating federal law. In response, the debtors moved to convert their case to a chapter 13 reorganization case, arguing that in chapter 13, a trustee is not required to manage or sell the debtor’s assets.
The bankruptcy court found that “cause” for dismissal existed, because “[f]or the Trustee to take possession and control of the Debtors’ Property and marijuana inventory would directly involve him in the commission of federal crimes.”9 The court explained that allowing the debtors to remain in a chapter 7 case when the trustee “is unable to administer valuable assets for the benefit of creditors would allow them to receive discharges without turning over their nonexempt assets to the Trustee. That would give the Debtors all of the benefits of a chapter 7 ... discharge while allowing them to avoid the attendant burdens.”10
The court also denied the debtors’ motion to convert to chapter 13. In reaching its decision, the court found that “there is cause for dismissal [under] § 1307(c) on account of the Debtors’ bad faith due to their inability to propose a confirmable chapter 13 plan.”11 The court explained that among the requirements set forth in § 1325 of the Bankruptcy Code that must be satisfied in order for the court to confirm a proposed reorganization plan is the requirement that the court must find that a debtor’s plan has been proposed in good faith and not by any means forbidden by law.12 Since their reorganization plan would necessarily be funded from profits of an ongoing criminal activity under federal law, the court would be unable to make that finding and confirm any plan proposed by the debtors.13 The debtors’ inability to propose a confirmable chapter 13 plan constituted bad faith under § 1307(c), and dismissal rather than conversion was warranted.
The Arenases appealed the decision to the Tenth Circuit BAP, which affirmed the bankruptcy court’s decision. First, the BAP agreed with the bankruptcy court that the debtors would be unable to propose a chapter 13 reorganization plan in “good faith and not by any means forbidden by law,” and thus, no plan could be confirmed.14 In reaching this conclusion, the BAP rejected the debtors’ contention that “when the bankruptcy court held that they could not propose a Chapter 13 plan in good faith, it erred by adopting a per se rule that debtors who are engaged in the marijuana business are not eligible for bankruptcy relief.”15 The BAP noted that this contention “oversimplifies the court’s reasoning.”16 Next, the BAP explained that the bankruptcy court had engaged in an analysis of the requisite factors and determined that the debtors would be unable to propose a feasible plan.17
In affirming the bankruptcy court’s determination that any proposed plan would be infeasible, the BAP noted that the debtors’ “non-marijuana income” was less than half of the debtors’ monthly expenses, and as such, any chapter 13 plan would necessarily have to be funded through the debtors’ marijuana business — a criminal activity under federal law.18 In addition, the chapter 13 trustee would be required to administer and distribute funds that had been obtained through activities that are illegal under federal law. Thus, “[t]here is no way [that] the Trustee could administer the plan without committing one or more federal crimes.”19 For these reasons, the BAP affirmed the bankruptcy court’s denial of the debtors’ motion to convert to chapter 13.
The BAP affirmed the bankruptcy court’s dismissal of the debtor’s case “for cause” based on the trustee’s inability to lawfully administer marijuana assets included in property of the estate.20 The BAP agreed with the bankruptcy court that administering the marijuana assets would require the trustee to violate federal law.21 Conversely, if the trustee abandoned the marijuana assets, the debtors would receive the benefits of chapter 7 discharge without the burden of having to turn over non-exempt assets.22
In its conclusion, the BAP noted that “the debtors are unfortunately caught between pursuing a business that the people of Colorado have declared to be legal and beneficial, but which the laws of the United States — laws that every ... Judge swears to uphold — proscribe and subject to criminal sanction.”23
The Chapter 13 Case of In re Johnson: Possibility for Relief?
The Arenas decision, and other courts that have considered the question of whether a debtor engaged in a marijuana business that is legal under state law will be denied relief under federal bankruptcy laws, make the outcome for financially distressed marijuana businesses — and those who transact business with such companies — look bleak. At a minimum, case law in the chapter 7 context suggests that there may be no circumstances under which a debtor engaged in the marijuana business might be permitted to obtain chapter 7 relief.24 But are there some circumstances under which a debtor might otherwise be given relief under the Bankruptcy Code? At least one chapter 13 case suggests that the answer to that question may be “yes.”
The court in In re Johnson25 considered the U.S. Trustee’s motion to dismiss the chapter 13 case of Jerry Johnson, who operated a medical marijuana business under the Michigan Medical Marijuana Act (MMMA). The U.S. Trustee argued that the bankruptcy court should not enforce the protections of the Bankruptcy Code to aid violations of the CSA. Johnson argued that he kept the proceeds from his marijuana business segregated from his other income and that he had used his non-marijuana-related income to cover the plan payments that had been made.
In considering the motion to dismiss, the court noted that “federal judicial officers take an oath to uphold federal law, and countenancing the Debtor’s continued operation of his marijuana business under the court’s protection is hardly consistent with that oath.”26 Moreover, the court found that even if the debtor segregated marijuana proceeds from other funds that the debtor received, and used only those legal funds to make plan payments, “the court and the Standing Trustee carrying out their respective statutory duties will inevitably support the Debtor’s criminal enterprise.”27
The court explained that it is the automatic stay that would permit the debtor to retain possession and use of assets that would permit the debtor to continue his illegal operations — such as his residence where he grew the marijuana, as well as the horticultural equipment and fertilizers that he used to grow it. “To the extent that the Debtor is ‘engaged in business’ within the meaning of § 1304(a), which seems likely, his continued operation of the business depends upon the court’s acquiescence.”28 The court further found that “as a statutory matter, the same reasons that preclude the Standing Trustee from holding contraband or using proceeds or instrumentalities of federal criminal activity apply to a debtor in possession.”29 As such, it would not be possible for the debtor to continue to operate his marijuana business and remain in chapter 13.
Despite the fact that the debtor’s activities constituted crimes under federal law, the court found that “the Debtor filed his case in good faith, and it is quite obvious from his credible testimony that he is in dire need of bankruptcy relief and the court’s assistance.”30 In light of the good faith of the debtor and his genuine need for bankruptcy protection, and in light of Michigan’s policies regarding medical marijuana, the court concluded that
[t]o balance the court’s (and the Debtor’s) obligations under federal law, including federal criminal law, the Debtor’s legitimate need for relief under chapter 13, and Michigan’s policy choices reflected in the MMMA, the court will refrain from dismissing the Debtor’s case at this time, but will enjoin him from conducting his medical marijuana business (and violating the CSA) while his case is pending.31
Thus, in Johnson, the case was not automatically dismissed based on “bad faith” or “unclean hands” solely because at the time the debtor filed for bankruptcy protection, he operated a business that was illegal under federal law. Rather, provided that the debtor agreed to discontinue his marijuana business while his case was pending, he would be permitted to stay in bankruptcy and receive his discharge at the appropriate time. Moreover, the court in Johnson expressly rejected the contention that the debtor’s post-petition violation of federal law by the operation of his medical marijuana business rendered the debtor per se ineligible for relief under the Bankruptcy Code.32 Rather, the Johnson court explained that “[t]he Debtor’s business is patently incompatible with a bankruptcy proceeding, but his financial circumstances are not.”33
Finally, the debtor in Johnson received approximately half of his income from Social Security benefits and was able to choose to use that income to cover his plan payments. Not every debtor will have the benefit of having a source of income that is separate from the income derived from a marijuana business and that is sufficient to cover the necessary payments in a chapter 13 case. Still, Johnson does illustrate that under some circumstances, a debtor in the marijuana business might be able to turn to the bankruptcy courts for relief.
Conclusion
Arenas demonstrates that debtors in the marijuana business face significant risk, even though their conduct may be legal under state law. However, the Johnson decision suggests that a debtor who has engaged in a marijuana business may, under some circumstances, be permitted to obtain relief. abi
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Bankruptcy by the Numbers
BY ED FLYNN
Bankruptcy Grab Bag of Fun Facts
Sometimes, I come across a bankruptcy fact or figure that is interesting (at least to me), but not sufficient to serve as the topic of a full article. The following are a dozen such items. The only thing they have in common is that they are bankruptcy-related.
Filings by State: Highs and Lows
In 2005, total bankruptcy filings (with joint filings being counted twice) exceeded the number of births in six states: Alabama, Arkansas, Indiana, Ohio, Oklahoma and Tennessee. This was a result of the pre-Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (BAPCPA) surge in case filings. The only other instances of filings exceeding births in a state were Tennessee (2002 and 2003) and Nevada (2009 and 2010).1
California has had the highest number of bankruptcy case filings during 24 of the last 25 years. The sole exception was in 2006, when filings in Georgia were higher. Tennessee has had the highest bankruptcy filing rate relative to population for 21 of the last 25 years. Alaska has had the lowest bankruptcy filing rate relative to population for 18 of the last 25 years.
Filing Trends in the Ninth Circuit
Filings peaked most recently in September 2010. Since then, filings have fallen by about 60 percent in the districts of the Ninth Circuit, compared with a 40 percent decline in the rest of the nation.2
Involuntary Filings Are Very Rare
Involuntary cases may be filed under chapters 7 and 11 of the Bankruptcy Code.3 Such filings are relatively rare. An average of 676 involuntary cases were filed per year between Fiscal Years 2000-13. About 83 percent of these were filed under chapter 7, and 17 percent were filed under chapter 11. During this period, one out of every 1,711 chapter 7 cases was an involuntary case, compared to 1 out of every 88 chapter 11 cases.4
Foreclosure Tuesday
In two states, Georgia and Texas, all foreclosures are held on the first Tuesday of each month. This has resulted in a spike in chapter 13 filings during the Saturday-Tuesday leading up to the foreclosure date each month. In Texas, 38.5 percent of chapter 13 filings occur during this window. In Georgia, 20.4 percent of chapter 13 cases are filed during this four-day window. In all other states, only 9.7 percent of chapter 13 filings occur during the same period.5
U.S. Adults Filing for Bankruptcy
About 12 percent of adults in the U.S. have filed for bankruptcy, but there is no definitive figure for the number of living Americans who have ever filed for bankruptcy. However, it is possible to make a back-of-the-envelope estimate based on the following components:
• the number of nonbusiness bankruptcy filings in recent decades;
• the percentage of filings that are joint filings (i.e., husband and wife);
• the number of repeat filings;
• the number of people who have filed who are still alive; and
• the number of adults living in the U.S.
Nonbusiness Filings
Data from the Administrative Office of the U.S. Courts shows that there have been about 33.8 million consumer filings since 1980, and about 3 million filings between 1960 and 1980. A complete series of data is not available. However, data from the Bankruptcy Data Project at Harvard shows that 31.7 percent of cases filed from 2006 to 2012 were joint filings.6 A prior ABI Journal article showed that from 42.4 percent of filings from 1981-84 were joint, and 38.2 percent of filings from 1988-91 were joint.7 In addition, from 1998-2000, about 34.7 percent of non-business chapter 7 cases were joint filings.8
Joint Filings
Prior to 1980, joint filings were counted as two cases. Since 1980, about one-third of consumer filings have been by married couples. This means that about 48 million people have filed since 1960.
Repeat Filings
About 16 percent of filings are by a debtor with at least one prior filing.9 Excluding the repeat filers, this leaves us with about 40 million unique debtors who have filed since 1960.
Still Alive
The vast majority of the estimated 40 million debtors have filed since 1990. Also, most filings are by people under the age of 55.10 Therefore, most of the people who have filed since 1990 are probably still alive, while many of the debtors who filed earlier are likely deceased. My very rough estimate is that about 30 million (or 75 percent) of the people who have filed since 1960 are still alive. The U.S. Census Bureau reports that there are about 245 million adults in the U.S.,11 so about 12 percent have filed for bankruptcy at some point.
Volatility of Filings by District
In 2014, bankruptcy filings nationwide were almost the same as in 1991.12 However, this does not mean that filings have been stable all that time. In fact, the average annual change in filings was about 14 percent during this period (excluding 2005 and 2006, which were skewed by the pre-BAPCPA surge in filings and the large drop in filings post-BAPCPA). The average annual change in chapter 7 filings has been 16.2 percent, far higher than the 9.4 percent average annual change in chapter 13 filings.
At the district level, the most stable districts have been the Western Districts of Tennessee and Louisiana, and the Northern and Middle Districts of Alabama, which have had a less than 10 percent average annual change in filings. The most volatile districts have been the Northern, Eastern and Central Districts of California, the Southern District of Florida, and the Districts of Arizona, Hawaii, Nevada and Delaware, all of which have had an average annual change in filings of 20 percent or more.13
Chapter 11-Related Filings
The Footstar Inc. chapter 11 case, filed in the Southern District of New York in March 2004, involved more than 2,500 related filings, the most of any case ever. These related filings accounted for about one-quarter of all chapter 11 filings nationwide during 2004. (Footstar was a shoe retailer, primarily in K-Mart stores.)
The Loewen Group Inc. filing in the District of Delaware in June 1999 had the second-most related filings. The 830 related filings in this case accounted for about 9 percent of chapter 11 filings nationwide that year. (At the time of filing, Loewen was the second-largest funeral home and cemetery operator in North America.)
Chapter 7 Asset Cases
The timing of when chapter 7 cases are filed seems to have an effect on whether it becomes an asset case (e.g., the trustee administers nonexempt property and distributes funds from the estate to creditors). Chapter 7 cases filed from October to December are nearly twice as likely to be closed as asset cases as those cases filed between April and June, as shown in the chart.14 Of the cases filed between April and June, 4.5 percent have been closed as asset cases. For cases filed in the October-December quarter, 8.2 percent have been closed as asset cases.15
There is no firm evidence as to why this occurs, but it is likely due in large part to income tax refunds. For cases filed near to the end of a year, tax refunds will often be an asset of the debtor’s estate.
Chapter 13 Trustees
The Executive Office for U.S. Trustees reports that there were 169 chapter 13 trustees in Fiscal Year 1994. Twenty years later, nearly one-half of these trustees (78) were still administering chapter 13 cases.16
Gender of Bankruptcy Judges
The 2015 Bankruptcy Yearbook and Almanac lists 361 bankruptcy judges (including recalled bankruptcy judges); 115 are female and 246 are male.17 There has been a substantial increase in female bankruptcy judges since 1992, when only one in seven bankruptcy judges was female.18
Article III Judges
Hon. Pamela Pepper (E.D. Wis.; Milwaukee), who also serves on ABI’s Board of Directors, was elevated to the district court in December 2014. According to data compiled by the Federal Judicial Center,19 she is the 25th bankruptcy judge to be appointed to an Article III judgeship since 1974. All but one of the former bankruptcy judges were initially appointed to a U.S. district judgeship. The exception was Hon. R. Guy Cole, Jr., who served as a bankruptcy judge from 1987-93 and was appointed to the U.S. Court of Appeals for the Sixth Circuit in 1995. Five other former bankruptcy judges were appointed to an appeals court after serving as a U.S. district judge.
Don Miller
Don Miller, former bankruptcy referee judge in the Northern District of Ohio, was one of the Four Horsemen of Notre Dame (the legendary football backfield from 1922-24). During his college career, he carried the ball 283 times and averaged nearly seven yards per carry.20 No statistics are available on his career as a bankruptcy judge.
Conclusion
Many facts, such as those presented in this article, are unreported because they do not fit into a larger story. Nevertheless, these factoids may serve as conversation starters around the water cooler (or conversation enders on blind dates). abi
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Dicta
BY HON. ALAN S. TRUST1
“I Never Said Most of the Things I Said”: Yogi Hits the Courtroom
We lost a major figure recently, one of those people who transcended his chosen profession (baseball in this case) and inadvertently (also in this case) taught us a lot about ourselves, each other, and this [your adjective here] world we call home. The official website of the Lawrence Peter “Yogi” Berra Museum and Learning Center fittingly says, “We’re open ’til we close,”2 and it gives us access to a wealth of historical, statistical and satirical information about one of the truly great philosophers of the 20th century. Before getting to how Yogi hits the courtroom (he may as well have; he hit everything else), here’s a little background.
All About Yogi
He was born on May 12, 1925, in St. Louis, in “an enclave of hard-working Italian immigrants, trying to realize the American dream.”3 When World War II was underway, Yogi wanted to serve his nation, so at the age of 18 he joined the Navy, volunteered for duty on a secret mission (training to operate machine guns on a 36-foot “rocket” boat), and helped provide cover fire to support the allied invasion of Normandy on D-Day in June 1944.4
Not only did Yogi realize his dream of becoming a professional ball player, he excelled: He became the most feared hitter on a host of New York Yankee championship teams that included legendary players such as Joe DiMaggio and Mickey Mantle, and could hit a ball above his eyes or below his ankles. He was selected as an “All Star” 15 times, played on 10 world championship teams, seldom struck out, led his team in RBIs for seven straight seasons, and was selected “Most Valuable Player” three times.
After his playing days were over, he went on to manage the Yankees during two different tenures until his “ignominious firing as manager by George Steinbrenner 16 games into the 1985 season,” after which he refused to return to Yankee Stadium for 14 years. Yogi also managed the upstart New York Mets, and became the first manager in more than 40 years to win pennants in different leagues (Yankees in 1964 and Mets in 1973).5
Above all else, Yogi was a family man. He was married to his wife, Carmen, for 65 years, enjoying what his family called “a love story for the ages.” In classic Yogi style, when in their later years Carmen asked, “You are from St. Louis, we live in New Jersey, and you played ball in New York. If you go before I do, where would you like me to have you buried?,” the great philosopher responded, “Surprise me.”6
So, how do “Yogisms” translate to the courtroom? With ease. “You can observe a lot by watching.”7 True. After I was appointed to the bench, I sat in court and observed several of my new colleagues before I held my first hearing. When I have a new law clerk start, he/she will spend a fair amount of his/her first few months in the courtroom with me, observing how different lawyers argue motions, examine witnesses and generally interact with the court. When a lawyer wants to take on a new practice area, it is usually a good idea to talk to and maybe shadow a lawyer or two who are good in that area of practice.
Yogi’s Quotable Quotes
“It’s déjà vu all over again.” I’ve expressed that several times, in many variations, such as, “Counselor, didn’t I already rule on that?,” or “Haven’t we already disposed of that?” And, really, isn’t the evidentiary objection “asked and answered” a precursor?
“We made too many wrong mistakes.” I cannot tell you how many motions we have reviewed that have simple errors in them, things that should have been caught before the save or submit button was hit. A few examples:
• a § 522(f) motion to strip a judgment lien on a debtor’s house that does not allege that the debtor lives there and/or owns any portion of the property;
• a motion for stay relief to conclude a judicial foreclosure of a mortgage that does not allege a judgment of foreclosure was entered or attach a copy of the foreclosure judgment;
• a bankruptcy petition that represents that the debtor took the mandatory credit counseling when the debtor actually did not take the course; and
• a chapter 11 petition that asks to pay the filing fee in installments (think about it).
Granted, everybody swings and misses now and then, but if you are going to lose a motion, lose on the merits, not because of an avoidable bad mistake.
“A nickel ain’t worth a dime anymore.” Isn’t that what we often see argued about the means test? I am not taking a position one way or another, but don’t consumer lawyers try to find creative ways to avoid having to use the Internal Revenue Service’s national (such as food and clothing costs) and local (such as housing and utilities costs) guidelines for various expenses, under the notion that it actually costs more to live than what the guidelines would suggest?8
“I never said most of the things I said.” Fairly often in court, I have stated that the reason we record hearings is because an audio recording is far better than my memory will ever be, then went on to comment, “Counselor, didn’t we talk about this before, or didn’t you tell me X last time?” (Déjà vu to a few paragraphs ago?) The responses are sometimes quite surprising to me and my clerks, who are pretty darn sure I never said what I was just told I’d said.9 There are also many times a lawyer will ask a witness a question about something that he/she allegedly said in a letter, an email, a text, a deposition or even at a prior hearing. It is incredible how many times a witness will be adamant that he/she never said that, until handed the exhibit or transcript.
“When you come to a fork in the road, take it.” Yes, many times I have said that a case is at that juncture where it needs to go one direction or another: the chapter 11 case that appears to be administratively insolvent with no financier or buyer in the wings; the chapter 13 case that is nine months old and the debtor has not confirmed a plan; the chapter 7 case that has a fairly solid § 707(b) dismissal motion pending; the adversary proceeding that the parties cannot settle but don’t seem to want to try. In those settings, I have borrowed from Yogi and said that this case has to go down one of the available paths (usually conclude or exit) — not both.
“It gets late early out here.” Also true. We recently did a program on bankruptcy mediation for the Long Island bar. A couple of people asked whether it can be too late or too early to send a case to mediation. I took that fork in the road and said “yes.” While all parties need to be educated enough about each other’s cases to make reasonably informed settlement offers, mediation is more likely to be successful before both sides have incurred too much in sunken costs in the litigation and/or have gotten too wrapped up in believing that they are right and the other side is wrong. So, earlier is generally better, but it can be surprising how early it gets late. A party may have spent considerable time, energy and effort (and therefore, costs) in pre-litigation investigation and come out of the lawsuit box as a plaintiff swinging with formal discovery after already having retained one or more experts. Or a defendant may have filed what it thinks is a winning Rule 12(b)(6) motion in a trustee’s lawsuit after having been involved in significant prebankruptcy litigation with the debtor. Thus, it is possible for both sides to be fairly far down the road during what the judge thinks are still the early stages of litigation.10
All of that said, however, cases can settle at any point, whether before or after trial. The Second Circuit has a formal mediation program, which recognizes that it really is never too late to try to settle a case.11 So, even after all of the costs of motion practice, discovery and trial have been absorbed, judgment rendered, and an appeal underway, there is still significant value in trying to settle. In litigation, as in life, “It ain’t over ’til it’s over.”
R.I.P., Yogi. abi
Hon. Alan Trust is a U.S. bankruptcy judge for the Eastern District of New York in Central Islip and serves as a coordinating editor for the ABI Journal.
1 Disclaimer: None of the statements contained in this article constitute the official policy of any judge, court, agency or government official or quasi-governmental agency. I appreciate the continued assistance on these articles of my law clerk, Jason Blanchard. While I am not a Yankees fan, I respect many of the individuals who have worn the pinstripes.
2 Yogi Berra Museum and Learning Center, available at yogiberramuseum.org (unless otherwise indicated, all links in this article were last visited on Oct. 30, 2015).
3 This legendary baseball player’s biography is located at yogiberramuseum.org/about-yogi.
4 Id.
5 Id.
6 For a list of Yogi’s most notable quotes, visit www.baseball-almanac.com/quotes/quoberra.shtml.
7 A notable corollary is that we learn more by listening than by talking. Forms of this advice are attributed to Ernest Hemingway, Larry King and many others. A few quotables are located at www.brainyquote.com/quotes/keywords/listening.html.
8 I cannot say whether the new forms taking effect Dec. 1, 2015, will lead to more or less creativity. See Pending Changes in the Bankruptcy Forms, available at www.uscourts.gov/rules-policies/pending-rules-amendments/pending-changes-bankruptcy-forms, and the Clerk Commentary article on p. 26. As Yogi said, “I always thought that record would stand until it was broken.”
9 In my courtroom, as in most (if not all), my law clerks can send me instant messages during hearings. You would be surprised by the number of times “that’s not what you said” will pop up on my screen.
10 All of the preceding quotes, and more, can be found at the Baseball Almanac, supra n.6.
11 For more on the Second Circuit’s Mediation and Settlement Program, visit www.ca2.uscourts.gov/staff_attorneys/mediation.html. Its website states that “resolving disputes quickly and efficiently by agreement can provide parties with a satisfactory result and avoid continued litigation and uncertainty. Our mediation program has facilitated the resolution of hundreds of appeals. Even if an appeal is not resolved, the mediation process often helps litigants frame and focus the issues to be argued before the court.”
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BY DAVID A. SKEEL, JR.
The Governance Gap in Municipal Bankruptcy
Editor’s Note: For up-to-the-minute information on Puerto Rico, visit ABI’s “Puerto Rico in Distress” page at abi.org/PR-crisis. To learn more about chapter 9, purchase Municipalities in Peril: The ABI Guide to Chapter 9 (Second Edition), available in ABI’s Bookstore at abi.org/bookstore (members must log in first to obtain member-only pricing).
As currently conceived, chapter 9 of the Bankruptcy Code can only be used for a single purpose: reducing a municipality’s debt.1 A municipal debtor files for chapter 9, lowers its debt and then goes back to doing what it did before. For the sewer and water districts that have long filed the vast majority of chapter 9 cases, the standard approach might be adequate, but for the substantial cities such as Detroit that have begun to make use of chapter 9, it makes no sense.
Unsustainable debt is often just a symptom of a distressed city’s problems. The real cause is dysfunctional municipal governance. Deeply entrenched interest groups may make spending reform impossible, as was the case with New York in the 1970s. Or, the mayor’s office and city council may be competing sources of power, with duplicative administrative offices, which is what happened in Detroit. To fully address a city’s distress, chapter 9 needs to restructure governance as well as debt, as was argued in much more detail in the article from which this piece is drawn.2
Chapter 9’s failure to address governance problems stands in stark contrast to chapter 11, on which chapter 9 is largely based. Chapter 11 explicitly invites corporate debtors to amend their charters in their reorganization plans,3 and chapter 11 debtors routinely take advantage of the opportunity. Corporate debtors often allocate seats on their boards of directors to creditors that will be receiving a significant portion of the debtor’s new stock after its reorganization. For example, in the Chrysler bankruptcy, the U.S., Canada, Chrysler’s retirees and Fiat were each allocated the right to elect a specified number of directors.
Governance reform is even more important for municipal debtors than for ordinary corporations. If a private corporation is unable to produce goods and services effectively, it can simply go out of business and its customers can go elsewhere. Not so with a city. For residents who cannot realistically move, a city’s governance dysfunction may leave them with inadequate services. Yet governance is almost completely absent in chapter 9. Why is this?
The obvious answer is that governance reform would interfere with state sovereignty, violating the Tenth Amendment of the U.S. Constitution. The U.S. Supreme Court struck down the first municipal bankruptcy law on precisely these grounds, declaring it unconstitutional in 1936’s Ashton v. Cameron Counter Water Improvement District No. 1.4 In 1938, after its famous “switch in time,”5 the Court changed its mind, upholding (in United States v. Bekins6) a new municipal bankruptcy law that deviated only in minor particulars from its predecessor. The Court concluded that state consent to municipal bankruptcy assuaged any sovereignty concerns, despite having found essentially the same consent provision inadequate only two years earlier.
The 1930s laws, like current chapter 9, explicitly forbade a bankruptcy court from interfering with a municipal debtor’s political or governmental powers.7 The constitutional protection of state sovereignty, and chapter 9’s prohibition against interference with a municipality’s political and governmental powers, are often thought to prevent governance reform — but they don’t. The prohibition on interfering with political or governmental powers has a very important qualification: The prohibition is waved off if the municipal debtor consents. If the debtor proposes a restructuring plan that reforms its governance, the plan would not violate the prohibition on interfering with political or governmental powers.
To be sure, governance reform could still violate the Tenth Amendment, even if chapter 9 purports to allow it. Interestingly, the key Supreme Court cases in this area, which consider whether federal regulation “commandeers” state decision-makers, focus on the same issue that chapter 9 emphasizes: Did the debtor genuinely consent? In the first of the recent health care cases, the Supreme Court struck down (and reconfigured) the Patient Protection and Affordable Care Act’s Medicaid expansion, concluding that it put a “gun to the head” of the states.8 If a state did not consent and thus did not expand its coverage, the state would lose all of its existing Medicaid funding.
Chapter 9 governance reform looks quite different. It would be preceded by three different levels of consent. First, the state must explicitly permit its municipalities to file for chapter 9,9 then the municipality itself must initiate the case (involuntary chapter 9 petitions are not permitted),10 and finally, only the municipality itself can propose a restructuring plan.11 This is a far cry from the “gun to the head” that the Supreme Court invalidated in the health care case.
A tantalizing bit of historical evidence seems to confirm the permissibility of governance reform. In late 1975, with the City of New York on the brink of financial collapse, the House and Senate held a series of hastily convened municipal bankruptcy hearings to consider a new bankruptcy chapter proposed by the administration of then-President Gerald R. Ford for the nation’s largest cities. Then-Assistant Attorney General Antonin Scalia extolled the prospect of heightened judicial oversight of municipal operations under the new chapter, as well as its requirement that the city produce a balanced budget.12 Another witness in the hearings advocated that bankruptcy judges be permitted to create a committee of key representatives — such as the mayor and governor — who could propose the “possible restructuring of local government functions.”13 Although the proposals were not adopted, no one seemed to doubt that Congress had the authority to authorize governance reform.
All it would take to incorporate governance reform is a proactive debtor or judge. The key is chapter 9’s “feasibility” requirement: the rule that a bankruptcy judge cannot approve a restructuring plan unless it is feasible.14 Roughly speaking, “feasible” means “likely to work” — that the plan will put the city back on a sound financial footing. A proposal that would whittle down a city’s debt but leave dysfunctional governance arrangements in place really does not meet this standard. A bankruptcy judge should refuse to confirm the plan and continue to reject any plan that ignores obvious governance problems.
The two greatest municipal crises of the last several years — Detroit and Puerto Rico — show what is at stake. By the time Detroit filed for chapter 9 in July 2013, its mayor and city council had been replaced by an emergency manager under Michigan law. The chief judge of the federal district court, Judge Gerald Rosen, urged that Hon. Steven W. Rhodes of the Eastern District of Michigan be selected as the bankruptcy judge for the case. After he was selected, Judge Rhodes promptly appointed Judge Rosen to serve as the principal mediator for the case.
Governance reform was not ignored altogether. As a condition of increased state aid, the state of Michigan required Detroit to replace its costly defined benefit-pension arrangement with a new defined contribution plan for the public employees that Detroit hires in the future. Michigan will also continue to police Detroit’s budget for at least five years. The possibility of governance reform even arose in the bankruptcy case itself. As the contours of Detroit’s restructuring plan came into focus, Judge Rhodes appointed an independent “feasibility” expert to assess the feasibility of the proposed plan. The expert, Martha E.M. Kopacz (Phoenix Management Services; Boston), honed in on the governance-reform issue, noting that the bankruptcy had “been largely focused on deleveraging the City, often to the exclusion of fixing the City’s operations.”
Unfortunately, Kopacz pulled up short, concluding that Detroit’s plan was feasible even though “the operational restructuring that often occurs with commercial reorganizations will be largely left to [Detroit Mayor Mike Duggan] and his managers for the post-confirmation period.” The bankruptcy judge did not insist on governance reform, either.
A bankruptcy judge may not seem like the optimal person to determine whether a city has adequately reformed its governance. Bankruptcy judges are not elected by the city’s citizens, and there is no reason to believe that they are municipal governance experts. One might also worry about inappropriate arm-twisting by the judge,15 but the fact that a substantial municipality has fallen into distress is usually strong evidence that the democratic process has broken down, and the entrenched interests are likely to thwart reform. By taking the feasibility requirement seriously, a bankruptcy judge can help to slice the Gordian knot(s).
Detroit’s municipal governance was — and still is — dysfunctional in several obvious respects. Detroit has two entirely different planning offices, one reporting to the mayor and the other to the city council. The city council has also created its own legal division, which has often been at odds with Detroit’s office of corporation council. This duplication of offices is a recipe for inefficiency and cost overruns. The process for choosing Detroit’s police chief is equally problematic. The inadequacy of Detroit’s police force — as reflected in its notoriously tardy response to 911 calls at the time Detroit filed for bankruptcy — was a major obstacle to the city’s long-term health. Yet, whereas in many cities the mayor chooses the police chief, former police officers play an outsized role in Detroit’s selection process, which will make it much harder to achieve and sustain genuine reform. In each of these areas of obvious dysfunction, a chapter 9 process that incorporated governance into the restructuring process could have significantly enhanced Detroit’s prospects for a true recovery.
With Puerto Rico, the benefits of chapter 9 governance reform are hypothetical, at least so far, but the message is quite similar. Puerto Rico’s financial distress has a wide variety of causes, ranging from costly federal laws to a failure to collect tax revenues. As was the case in Detroit, dysfunctional governance has been an obvious contributing factor, with public sector costs that have been unsustainable for some time. However, unlike Detroit, Puerto Rico’s municipalities are not permitted to file for chapter 9.16
In 2014, Puerto Rico enacted its own substitute for chapter 9, a restructuring law known as the Recovery Act. The law was immediately challenged by bondholders, and a federal court of appeals recently affirmed a trial court decision that ruled that the law was pre-empted by chapter 9.17 With chapter 9 and the Recovery Act both having been taken away, Puerto Rico’s municipalities currently do not have any restructuring option. Puerto Rico’s congressional representative, Rep. Pedro R. Pierluisi, has introduced legislation (H.R. 870) that would give Puerto Rico access to chapter 9, but the proposal faces significant opposition.
In the meantime, Puerto Rico has announced that it intends to create a financial control board with the authority to reject Puerto Rico’s budgets and restructure up to $14 billion of its debt outside of bankruptcy. The steps that Puerto Rico is taking in anticipation of the possibility that its municipalities will be given access to chapter 9 — and while trumpeting the continued need for this option — hint at a potential benefit of chapter 9 governance reform even for municipalities that never file for bankruptcy. If a municipality or its state (or territory) knows that governance reform will be required as part of its restructuring plan, the municipality or state will have much more incentive to effect change, even outside of bankruptcy. In some cases, the prospect of bankruptcy could catalyze enough change to make bankruptcy unnecessary.
Chapter 9 will only prove effective for the substantial municipal debtors if it is expanded to include governance reform as well as debt restructuring. Here is a prediction: Now that substantial municipalities have begun to file for chapter 9, the governance issue will become unavoidable. It will become increasingly obvious that bankruptcy cannot solve a city’s problems without it.
The next step may already be on the horizon. In the chapter 9 restructuring plan that it proposed earlier this year, San Bernardino, Calif., signaled that it intends to significantly revise its charter and is proposing a new city charter that would be put to a city-wide vote in 2016.
Chapter 9 is currently entitled “municipal debt adjustment.” In the not-so-distant future, the title may need to be changed to “debt adjustment and governance reform.” abi
David Skeel is the S. Samuel Arsht Professor of Corporate Law at the University of Pennsylvania Law School. He is also the author of The New Financial Deal: Understanding the Dodd-Frank Act and Its (Unintended) Consequences (Wiley 2011) and Debt’s Dominion: A History of Bankruptcy Law in America (Princeton University Press 2001).
1 This assumption is ubiquitous, both among bankruptcy practitioners and in the bankruptcy literature. See, e.g., Adam Levitin, “Bankrupt Politics and the Politics of Bankruptcy,” 97 Cornell L. Rev. 1399, 1450 (2012).
2 This article is derived from David A. Skeel, Jr. and Clayton P. Gillette, “Governance Reform and the Judicial Role in Municipal Bankruptcy,” 125 Yale L.J. __ (2016).
3 See 11 U.S.C. § 1123(a)(5)(I) (authorizing debtor to amend charter as part of reorganization plan).
4 298 U.S. 513 (1936).
5 Before 1937, the Supreme Court regularly struck down New Deal legislation enacted during President Franklin D. Roosevelt’s administration. In 1937, under strong pressure from the administration, the Court shifted its stance, upholding most New Deal legislation. The reasons for the “shift in time” are still subject to vigorous debate. One of the best revisionist histories, arguing that the shift was not as abrupt as usually thought, is Barry Cushman, Rethinking the New Deal Court: The Structure of a Constitutional Revolution (Oxford University Press 1998).
6 304 U.S. 27 (1938).
7 The current provision, 11 U.S.C. § 904, also prohibits the court from interfering with a debtor’s property or revenue, or use or enjoyment of income-producing property.
8 Nat’l Fed’n of Independent Bus. v. Sebelius, 567 U.S. __ (2012).
9 11 U.S.C. § 109(c)(2) (requiring state authorization).
10 11 U.S.C. § 901 (not incorporating § 303, which provides for involuntary bankruptcy, into chapter 9).
11 11 U.S.C. § 901 (not incorporating § 1121, which authorizes creditors to file a plan under some circumstances, into chapter 9).
12 Hearings before the Subcommittee on Improvements in Judicial Machinery of the Committee on the Judiciary on S. 235 and S. 236, 94th Cong. 199 (Oct. 31, 1975) (statement of Antonin Scalia).
13 Hearings before the Subcommittee on Civil and Constitutional Rights of the Comm. on the Judiciary on H.R. 31 and H.R. 32, 94th Cong. 649 (Oct. 3, 1975) (statement of Hon. Joseph Patchan).
14 11 U.S.C. § 943(b)(7). In the Detroit bankruptcy, the court interpreted feasibility to require that the debtor would “be able to sustainably provide basic municipal services to the citizens ... and to meet the obligations contemplated in the Plan without the significant probability of a default.” In re City of Detroit, 524 B.R. 147, 222 (Bankr. E.D. Mich. 2014).
15 Melissa B. Jacoby of the University of North Carolina chronicles this problem, as reflected in the machinations of the bankruptcy judge and chief mediator, in the Detroit bankruptcy. Melissa B. Jacoby, “Federalism Form and Function: The Detroit Bankruptcy and Judicial Noninterference,” Yale J. on Reg. (forthcoming, 2015).
16 The exclusion is located in 11 U.S.C. § 101, which defines Puerto Rico and Washington, D.C., as states for every purpose in the Bankruptcy Code except filing a municipal bankruptcy petition.
17 Franklin California Tax-Free Trust, et al. v. Commonwealth of Puerto Rico, et al., 2015 WL 522183 (1st Cir. 2015).
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Chapter 15 for Foreign Debtors
Written by:
R. Craig Martin and Cullen Drescher Speckhart (ABI 2015).
Chapter 15 filings are on the rise. Data from the government shows an increase in the number of chapter 15 cases filed during the year ending in June 2014 compared to the year ending in June 2013.1 Anecdotally, growth in this area of practice has been mentioned many times over many years, but few books are dedicated to chapter 15 (Amazon and Google searches returned hardly a handful), so the excellent and up-to-date explanations on the topic provided in ABI’s Chapter 15 for Foreign Debtors, authored by R. Craig Martin (DLA Piper; Wilmington, Del.) and Cullen Drescher Speckhart (Wolcott Rivers Gates; Virginia Beach, Va.), are a welcome addition to the literature.
The first part of the book operates as a manual for foreign representatives. Here, the authors introduce a mini-thesis, which advocates for the application of Barton doctrine protections to foreign representatives. One chapter discusses critical issues that relate to the foreign representative’s role, including the foreign representative’s right to collect evidence and seek immunity.
The U.S. Bankruptcy Court for the Southern District of New York described the bankruptcy court as a “gatekeeper for a foreign representative’s access to the U.S. courts, with recognition as the means to open the gate.”2 The first four chapters of Chapter 15 for Foreign Debtors explain the evolution of the gatekeeper’s demands and how to routinely succeed in meeting those demands, providing practice tips along the way. These chapters are accessible, practical and informative for readers with varying levels of background knowledge. Many of the book’s early chapters also explain relationships between countless defined terms in the Bankruptcy Code (a victory in itself) and highlight evolving case law that has shaped the meaning of these defined terms, which in some instances reshapes relationships between terms. It helps that the book is structured in an easy-to-follow outline format, organized with an introduction, analysis, evaluation and conclusion for separate topics.3
The remainder of the book traces the path to recognition and raises several interesting topics, including a case-by-case analysis of critical decisions in the comity and public policy spaces, which continue to shape the parameters of available relief. The footnotes also contain a great deal of information. This might be of particular interest to practitioners, as several parentheticals look eager to find their way into court submissions. An index could be an addition for a future edition, but the text is well organized and easily found through its table of contents. The book’s appendix is on a USB drive and includes numerous hyperlinks with additional information.4
The conclusion sections in Chapter 15 for Foreign Debtors would likely prove of use to foreign representatives. These conclusions nicely tie together takeaway points, current practices and predictions of the future treatment for a number of cumbersome topics that are otherwise challenging to wrap one’s arms around. Fittingly, the book’s conclusion provides a similar useful treatment of chapter 15, wrapping together takeaways, current practices, and predictions for the future. abi
Editor’s Note: This book, along with other ABI-published titles, is available in the ABI Bookstore. Visit abi.org/bookstore (members must log in first to obtain member-only pricing).
Steven Schwartz formerly served as a law clerk for multiple bankruptcy court judges and is based in New York.
1 U.S. Bankruptcy Courts-Business and Nonbusiness Cases Filed, by Chapter of the Bankruptcy Code, Reporting Periods Ending June 30, 2013-15, available at www.uscourts.gov/statistics-reports/caseload-statistics-data-tables (number of chapter 15 filings in each federal circuit for one-year periods ending June 30); see also Douglas E. Deutsch and Francisco Vazquez, “Introduction to Recognition under Chapter 15,” XXIX ABI Journal 4, 46-47, 99-100, May 2010, available at abi.org/abi-journal (“Given the globalization of our economy, cross-border insolvencies and debt restructurings are becoming more commonplace. The Bankruptcy Code provides a mechanism to assist in the administration of such cross-border cases.”).
2 In re Millard, 501 B.R. 644, 653, n.27 (Bankr. S.D.N.Y. 2013).
3 Martin and Speckhart, Chapter 15 for Foreign Debtors, at 5. This book emphasizes “the role of the foreign representative in commencing and managing the operations of a debtor under chapter 15 ... based on 10 years of the applicability of chapter 15 and more than 800 entities filed under the chapter, which has resulted in over 150 published court decisions.”
4 The appendix includes material to assist with the petition for filing chapter 15, obtaining provisional and final relief, selling assets, and cooperation or communication in concurrent proceedings.
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Crowson Separate-Filings Rule: Easier Than You May Think
Some have referred to the decision of the Tenth Circuit Bankruptcy Appellate Panel in In re Crowson1 as the seminal case where the court deals with the allocation of a tax refund between a debtor and his/her nonfiling spouse. The Crowson court uses the “separate filings rule” to determine a debtor’s and the bankruptcy estate’s interest in the refund. Some have described the application of this rule as “complex,” a word moving most to run to the settlement table. This article will pull back the veil of complexity and show how easily this rule can be applied.
This article addresses cases involving individuals filing chapter 7 in non-community property states, although the principles described herein can be used in chapter 13 cases. Further, the article is only looking at applying these principles to allocating federal income tax refunds between a debtor and his/her nonfiling spouse, not state tax refunds. Let’s begin with some background information.
When an individual files a voluntary chapter 7 petition, a bankruptcy estate is created. The property of the estate includes “all legal or equitable interest of the debtor in property as of the commencement of the case” by whomever held and wherever located.2 For most bankruptcy proceedings, “property interests are created and defined by state law. Once that state law determination is made, however, we must still look to federal bankruptcy law to resolve the extent to which that interest is property of the estate.”3
When looking to resolve federal tax issues, it is normally best to go to the authority, the one whose initials inspire admiration and dread, the one whose predecessors got Al Capone: the Internal Revenue Service (IRS). In many aspects of the tax world, the IRS has methods to address many issues, and as it relates to this issue of determining the ownership interest of a joint refund between spouses, the IRS does not disappoint.
As it relates to the issue of a bankruptcy estate’s interest in the pre-petition refund of a debtor, the IRS has a long-standing revenue ruling dealing with this issue. Revenue Ruling 72-387 indicates that “a trustee in a bankruptcy [case] is entitled to a refund due the individual from a prior year,” and that where the refund was not received prior to the bankruptcy petition being filed, it “is an asset of the bankrupt’s estate, which has not been reduced to possession.”4 This means that if an individual files a petition on Jan. 15, 2015, and has a refund on his 2014 income tax return filed on April 15, 2015, that refund is an asset of the debtor’s bankruptcy estate.
Let’s now proceed to use the principles that have been shared so far with an example. Assume that a husband and wife both filed for bankruptcy on June 30, 2015, and it was determined that their cases would be jointly administered. When the debtors filed their 2014 federal income tax return on July 15, 2015, the return reflected a joint tax liability of $10,000, withholdings of $8,000 and estimated payments of $4,000, and showed an overpayment/refund of $2,000. By the operation of what was set out in Revenue Ruling 72-387, this $2,000 federal income tax refund is clearly an asset or property of the bankruptcy estate created on June 30, 2015, when the petition was filed.
Using the previous example, let’s change things and assume that the husband filed for chapter 7 and his wife did not. How much of the $2,000 refund would belong to the debtor husband and therefore become property of the bankruptcy estate? We will look at how various courts such as the one in In re Crowson used the separate-filings rule to answer this question, but let’s first look at the foundational guidance provided by the IRS.
We need to begin with some general information related to the revenue rulings issued by the IRS and the General Counsel Memorandums (GCM) that are used to help craft them. GCMs are generated upon the request of the IRS to the Office of the Chief Counsel to help in preparing the revenue rulings. Revenue rulings are the IRS’s official interpretations of the federal tax laws, are issued by the IRS, and will generally begin with a statement of facts. It will then identify and discuss the applicable statutes, regulations and court cases that relate to the factual situation. At the end of the revenue ruling, the IRS will give its legal conclusion, which is normally accompanied by an explanation as to how they arrived at this conclusion.
GCM 38049 (Aug. 15, 1979) was issued to address various fact patterns related to the determination of the separate interest that a husband and wife have in the refund of their jointly filed federal income tax return. This GCM was the document that the IRS used to create Revenue Ruling 80-7 and a variety of other revenue rulings. It creates the separate tax method that, in court cases, is also called the “Internal Revenue Service formula” and the “separate filings rule.” It states that this method will be used to allocate estimated payments and payments with returns unless the taxpayers can provide clear and convincing evidence to the contrary, and that this evidence should be measured by a high standard of proof. It mentions that the method should be easy for the IRS to apply and that it approximates reality in allocating joint payments made toward the spouses’ tax liability.
Revenue Ruling 80-7 is core guidance to this issue where the IRS officially introduces the “separate tax method” formula or the “separate filing rule.” It indicates the following three-step process to allocate a refund in a joint income tax return to determine each spouse’s ownership of same: (1) determine what each spouse’s contribution is to the total payments; (2) determine each spouse’s portion of the joint liability; and (3) subtract each spouse’s separate contribution to the total payments from their portion of the joint liability to determine each spouse’s portion of the joint refund.
Revenue Ruling 80-7 points out that each spouse’s contribution to the total payments is their withholdings, estimated payments and payments with returns they made from their separate funds, and their calculated allocated share of estimated payments and/or payments with the return that came from joint funds, such as a joint checking account. It also indicates that each spouse’s share of estimated payments and/or payments with the return is allocated using a percentage derived from the following formula: separate tax liability/both separate tax liabilities x tax payment.5
The ... formula’s separate tax liability is the tax liability calculated as if each spouse filed married filing separately. The separate tax liability will not equal the tax liability on the joint return, and it is not supposed to. The separate liability is used as the numerator and denominator of the formula to allocate between spouses payments made from joint sources.
Revenue Ruling 80-7 uses the following formula to allocate the joint liability: separate tax liability/both separate tax liabilities x joint liability.6
Let’s show an example of the operation of Revenue Ruling 80-7. Using the facts in the previous example, let’s say the husband’s portion of the $8,000 total withholdings is $6,500, while the wife’s withholding is $1,500. The estimated payment of $4,000 is made from their joint checking account. The calculated married-filing-separate liability for the husband is $9,000 and $2,000 for the wife. The table reflects how the joint refund is calculated using the guidelines of Revenue Ruling 80-7.
As pointed out in GCM 38049, once the spouse’s separate income tax liability is determined, the rest is simply a matter of calculation. Some may complain that performing the married-filing-separate calculations is difficult. Many tax-return preparers do this as part of preparing joint returns to see if married filing separate vs. married filing jointly would be most beneficial. The IRS provides guidance by way of IRS Publication 17, which states that income is allocated to the spouse who earned it and deductions are allocated to who paid them. Revenue Ruling 59-66 indicates that deductions paid from a joint account are treated as if each spouse paid half of the payment, regardless of the income each earned.7
The In re Crowson court was tasked with determining the interest of a debtor and nondebtor spouse in their joint refund. It addressed the possible use of what is known as the 50/50 method of allocating a joint refund using reliance on a state’s domestic-relations laws. The court pointed out that reliance on domestic-relations laws was unwarranted because “[i]n bankruptcy, the court is concerned with whether the debtor has a property interest that is available for distribution to creditors, not whether a nondebtor spouse might have a greater need for the debtor’s property.”8 The court did not have to address allocating estimated payments, but it indicated in a footnote that if it had to, it would follow the guidelines of Revenue Ruling 80-7.9 It referred to the method outlined in Revenue Ruling 80-7 as the “separate filings rule.” Crowson was decided in 2010 but has been cited in courts in states such as New York, Massachusetts, Georgia, Indiana and Montana, which also adopted the separate-filings rule.
There will be opposition to the use of the separate-filings rule, and one complaint is that it is complex. As has been pointed out, at the core of the development of this formula is its simplicity. As will be brought out later, a trustee with an understanding of these concepts, knowing what evidence to obtain and with a good accountant at his/her side, will make the perception of complexity go away. Trustees are practical, and these efforts would be less worth it where the joint refund is $100 vs. $100,000.
Some would say that using this method would be unfair to the spouse not filing for bankruptcy if their deductions helped to create the joint refund, and that it would be taking something of value from them, especially if the married-filing-separate calculations show them actually having a tax loss. Putting aside the real possibility that the nonfiling spouse got the resources to fund the tax loss from the filing spouse’s income, we need only consider the words of court in In re U.S. v. MacPhail, in which the court used the guidance of Revenue Ruling 80-7 to determine each spouse’s interest in a federal tax refund. The court indicated that the fact that one spouse’s portion of the deductions changed the total tax liability was irrelevant to considering the amount of the overpayment owned by each spouse.10 That the deductions of a nonfiling spouse helped generate a larger joint refund does not impact the determination of each spouse’s ownership of the overpayment.
The trustee administering an individual chapter 7 case in which one spouse files and the other does not, where the debtor spouse may have a pre-petition interest in a federal income tax refund, can move beyond the fear of complexity. Along with having at their side an accountant versed in this area, the trustee needs to consider requesting the following:
• full copies of the debtor’s tax returns, including supporting schedules, for the year that the petition was filed and the previous three years;
• copies of all W-2s, 1099INTs, 1099DIVs, K-1s and other information-reporting forms;
• copies of documentation showing the sources of all estimated payments related to the tax return showing the refund at issue, including, but not limited to, bank statements and credit card statements; and
• that the tax return preparer for the debtor provide a married-filing-separately analysis for the tax return showing the refund at issue.
Using the guidance provided by the IRS and supported by many courts, and armed with enough information, the trustee will be better able to approach the issue of determining the correct amount of the bankruptcy estate’s interest in a joint federal income tax refund where one spouse has not filed for bankruptcy. This should yield results supported by the tax law and accepted by an ever-increasing number of courts, and should provide the maximum benefit to the unsecured creditors of the estate. These methods can also be used to determine an estate’s interest in overpayments generated by amended returns and for pre-petition years, but that will need to be addressed in future articles. abi
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10 U.S. v. MacPhail, 149 Fed. App’x. 449, 453 (6th Cir. 2005).
How a Joint Refund Is Calculated Using Revenue Ruling 80-7
MFS | MFS | MFS | ||
Joint | Husband | Wife | Total | |
Tax Liability | 10,000 | 9,000 | 2,000 | 11,000 |
Withholdings | 8,000 | 6,500 | 1,500 | 8,000 |
Estimated Payment | 4,000 | |||
Refund | 2,000 | |||
Formula | ||||
Separate MFS Liability | 9,000 | 2,000 | ||
Total MFS Liability | 11,000 | 11,000 | ||
Percentage | 82% | 18% | ||
Allocations | ||||
Estimated Payment | 3,273 | 727 | 4,000 | |
Joint Liability | 8,182 | 1,818 | 10,000 | |
Contributions | ||||
Withholdings | 6,500 | 1,500 | 8,000 | |
Estimated | 3,273 | 727 | 4,000 | |
Total Contribution | 9,773 | 2,227 | 12,000 | |
Contribution Less Liability | 1,591 | 409 | 2,000 |
The formula section is developing the percentages to be used to allocate the joint tax liability and the joint estimated payment as shown in the allocations section.
Student Gallery
BY MATTHEW BLEACHER
Protect Your Client’s Fresh Start and File Proofs of Claim
What does a secured creditor lose when it fails to file a proof of claim in a chapter 13? At first glance, the creditor loses nothing. However, what does a debtor lose? He/she loses a fresh start. The Bankruptcy Appellate Panel (BAP) for the Sixth Circuit recently overruled a bankruptcy court’s decision to modify the amount that had been owed on two secured claims after the completion of a chapter 13 plan because a proof of claim had not been filed for either of the secured claims.1 Section 501(a) states that any creditor may file a proof of claim and that only unsecured creditors are required to file a claim under Fed. R. Bankr. P. 3002(a).
The debtors in In re Matteson submitted a chapter 13 plan that proposed to pay arrearages and post-petition monthly payments to creditors through their chapter 13 plan. Bank of America was the mortgage lender and held five mortgages collateralizing three properties. The debtors made all of their monthly payments and received a discharge. However, Bank of America did not file a proof of claim for two of the five mortgages since those two mortgages were not in arrears at the time of the bankruptcy filing. This practice used to be custom for Bank of America, as well as other large banks, since there were no arrearage payments that the creditor would be seeking in the plan.2 The trustee did not make any disbursements to Bank of America for those two mortgages, and the debtors filed a motion to avoid the two liens. The bankruptcy court denied the lien-avoidance motion but ruled that the mortgages should be reduced by the amount that Bank of America would have received from the plan payments had the bank filed a proof of claim.
Why the Bankruptcy Court Reduced the Secured Creditor’s Claim
The Seventh Circuit recently held that if a creditor chooses to file a claim, the proof of claim deadline in Fed. R. Bankr. P. 3002(c) applies to all creditors, not just unsecured creditors.3 However, the bankruptcy court in Matteson furthered this discussion by emphasizing that a secured creditor should be forced to file a proof of claim by this deadline or it will receive an unfair advantage over a debtor. Its concern is that the secured creditor could ignore the deadline and wait for the end of the plan. At the end of the plan, the secured creditor could then claim a default on the loan for missed payments, then foreclose on the property and receive full payment. The bankruptcy court’s decision to reduce the amount owed by the amount that the secured creditor could have received in the plan was an attempt to force the secured creditors to file their proof of claim but still have their full secured interest protected by the underlying lien.
BAP’s Analysis
The BAP in Matteson disagreed with the bankruptcy court and ruled that, according the Bankruptcy Code, the secured mortgages could not be reduced. In its analysis, the BAP looked directly at 11 U.S.C. §§ 1328(a)(1) and 1322(b)(5). Section 1328(a)(1) provides that a debtor may receive a discharge of all debts at the completion of a chapter 13 plan except for, among a few other debts, long-term debts under § 1322(b)(5), under which the debtors specifically listed these two mortgages in their chapter 13 plan. Had the debts not been specifically listed as long-term debts, then this case might have gone in a different direction. However, the BAP determined that since these debts were specifically listed as long-term debts, which are nondischargeable debts, then there should be no reason to allow any discharge of the debt, whether in full or partial.
The bankruptcy court relied on In re Espinosa to find that the creditor was bound by the terms of the confirmed plan, “even if inconsistent with statutory law.”4 However, while the BAP noted that the debtor’s plan specifically required that a creditor must file a proof of claim in order to receive a distribution from the trustee under the plan, it did not state anything regarding the reduction of the mortgages. Rather, the plan provided that the mortgages were long-term debts under § 1322(b)(5). Therefore, the debts would not be dischargeable for that reason.
In addition, a secured creditor is not required to file a proof of claim as its lien is unaffected by the bankruptcy. As mentioned, the proof-of-claim deadline applies to all creditors, regardless of whether or not the debt is secured.5 As the BAP pointed out, however, a secured creditor’s failure to file a claim on time does nothing with regard to the creditor’s lien on the secured property.6 Specifically, the Sixth Circuit has already ruled that a secured creditor is “not required to file a proof of claim in order to protect its security.”7 This protection is now even greater based on the BAP’s decision: Creditors now have the protection of not only the interest in the property secured, but also the amount that is secured by that property.
Lastly, the BAP noted that debtors gain an unfair advantage if the debt is partially discharged. In this case, the debtors made their monthly payments for the two mortgages to the plan, but then received a refund of more than $9,000 from the chapter 13 trustee since that amount was not disbursed to the two remaining mortgages. The BAP argued that the debtors were essentially receiving the benefit of having their secured debt partially discharged and gained $9,000 that should have been used as disposable income for all creditors, or at least for the secured creditor. For these reasons, the BAP found no justification for the bankruptcy court’s decision to partially discharge the two mortgages. Instead, the BAP overruled the decision and held that the debtors must pay Bank of America the full amount that the bank would have received if it had filed a proof of claim, which is roughly $30,000.
What Debtors’ Attorneys Should Consider
Under § 501(c) and Fed. R. Bankr. P. 3004, a debtor may file a proof of claim for any secured creditors that have not filed their own claims, which must be done within 30 days after the proof-of-claim deadline. Although the debtor may not know the exact amount that is owed, filing a claim for a creditor that does not will at least provide the trustee with some amount that is owed to that secured creditor when making the disbursements. The bankruptcy clerk will notify the secured creditor of the debtor’s proof-of-claim filing, which will likely wake up the secured creditor if it notices a large discrepancy between what is on the claim and what it believes it is owed. However, ensuring that a claim is filed for the secured debts allows the trustee to disburse payments to those secured creditors through the debtor’s plan and avoid what happened in Matteson.
Another alternative is to provide in the plan that the debtor will continue to make regular monthly payments to the secured creditors outside of the plan and have all arrearage payments made through the plan. There is a split as to whether a debt is discharged when the creditor will be paid outside of the plan.8 The issue is whether the creditor is actually being “provided for by the plan” under § 1328(a). Even if the debt is not discharged, paying outside the plan would avoid the problems that occurred in In re Matteson because payments are being made during the term of the plan. In addition, this may be a strategic choice for debtors who have barely enough disposable income to make up the chapter 13 arrearage payments because this would reduce the percentage taken by the chapter 13 trustee, since there is less debt being paid in the plan. However, attorneys should make it clear to clients that they must continue to make their regular monthly payments to secured creditors on top of the chapter 13 plan payments, or they will likely face a motion for relief from stay under § 362.
What Creditors’ Attorneys Should Consider
Although the amount of the debt will remain the same regardless of whether a proof of claim is filed, a secured creditor should certainly file a proof of claim in the majority of cases regardless of whether the debt is in arrears.
In this case, Bank of America did not receive monthly payments, which resulted in an immediate debt of roughly $30,000 owed to the bank, even though the debtors had just successfully completed their bankruptcy. Although the debtors received a $9,000 refund from the trustee, there was still a balance of $21,000 that the debtors would need to repay the mortgagee.
From a creditor’s standpoint, debtors likely do not have the funds to repay these deficiencies since they have been using all of their disposable income for the last three to five years to fund a chapter 13 plan. Moreover, a creditor usually does not receive the full payment when it sells the property securing the loan. Therefore, a creditor can in fact lose something if it chooses not to file a claim because there will likely be some deficiency that is uncollectable. To avoid these potential risks, creditors’ attorneys should file a proof of claim so that clients can receive payments through a chapter 13 plan and still have the secured property to fall back on if the plan fails. abi
Matthew Bleacher is a fourth-year, evening division law student at Widener University Commonwealth Law School and graduates in December 2015. He is also a bankruptcy paralegal with Nikolaus & Hohenadel, LLP and will become an associate after passing the Pennsylvania bar.
1 In re Matteson, 14-8026; Matteson v. Bank of Am. NA, 14-8026, 535 B.R. 156 (B.A.P. 6th Cir. 2015).
2 Bank of America has since changed its approach and now files proofs of claims for all secured debts, regardless of whether there are pre-petition arrears. Id. at 159 n.1.
3 Robert V. Schaller, “Proof of Claim Filing Deadline Applies to Secured Creditors,” XXXIV ABI Journal 9, 38-39, 64, September 2015, available at abi.org/abi-journal.
4 Matteson, 535 B.R. at 162 (citing United Student Aids Funds Inc. v. Espinosa, 559 U.S. 260, 275 (2010)).
5 Schaller, supra n.3.
6 Matteson, 535 B.R. at 163 (citing Hamlett v. Amsouth Bank (In re Hamlett), 322 F.3d 342, 349 (4th Cir. 2003)).
7 Matteson, 535 B.R. at 163 (citing Interstate Fin. Corp. v. Scrogham, 265 F.2d 889, 892 (6th Cir. 1959)).
8 See In re Rogers, 494 B.R. 664 (Bankr. E.D.N.C. 2013); Suncoast Credit Union v. Dukes (In re Dukes), 25 CBN 638, 2015 WL 3825978 (Bankr. M.D. Fla. June 18, 2015).
Chapter 8 Humor
BY J. SCOTT BOVITZ
Lawyers and Judges Rocking Out!
ABI members are well aware that experienced lawyers and judges can still rock. Since 2004, the Indubitable Equivalents1 have performed at ABI events, and some of its members include Mitch Ryan (Donlin, Recano & Company, Inc.; Orange, Calif.) belting out his gravelly lead vocals, Tom Salerno (Stinson Leonard Street LLP; Phoenix) on drums, former ABI President Andy Caine (Pachulski Stang Ziehl & Jones LLP; Los Angeles) on alto sax, Michael P. Richman (Hunton & Williams LLP; New York) on piano and many others. Perhaps you have heard Mr. Ryan call out, “Now, put ... your ... hands ... together for the black-robed captain of the Detroit reorganization, on rhythm guitar, the Hon. Steven Rhodes!”
Hon. Sheri Bluebond (U.S. Bankruptcy Court (C.D. Cal.); Los Angeles) is famous for livening up bar and judicial meetings with her musical talents. She is particularly adept at modifying lyrics from well-known Broadway musicals (adding a bankruptcy twist and a double entendre or two).2
Admit it: When most of you were younger, your top career choice was “rock star.” A few of you even had serious musical talent and opportunities.
Former California State Bar President Patrick M. Kelly played with Jan and Dean, the Beach Boys, the Carpenters, Captain Beefheart, The Surfaris (‘Wipe Out’) and B.B. King. It is surprising that Kelly could ever sit still long enough to pass the bar exam.3
Los Angeles collection lawyer Natalia Minassian of Hatkoff & Minassian attended the prestigious Juilliard School. She can still make adults cry with her violin (I have personal knowledge and can testify on this point).4 In addition, I recently met yet another lawyer/musician at the meeting of the “Monday Night Lawyer Movie Club Unless It’s on Tuesday.”5
Lawyer/musicians often stay involved in music throughout their lives. Music remains the source of personal adventures and great stories. The good news is that law and music mix quite well.
Kenton Hambrick, senior associate general counsel of Litigation, Bankruptcy and Distressed Real Estate at Freddie Mac, has had more than his fair share of musical adventures. He is in his early 60s, but he is trim and appears a decade younger. Hambrick looks back on his band days with affection:
My high school music teacher started getting me gigs in the Washington, D.C., area before I could even drive a car. My mom would drive me to the gig in her enormous Olds ’98 with the neck of my double bass sticking out the window. At the University of Virginia, I co-founded the [University of Virginia] Jazz Ensemble, led a Joe Cocker tribute band called “Thanatos Band and Show” (winner of the 1971 Charlottesville Battle of the Bands), was principal bass in the university symphony, and gigged around town enough to graduate with money in the bank.6
At a Washington Nationals baseball game during the ABI Annual Spring Meeting last April, Hambrick elaborated on his time in London as a professional musician:
Through a series of fortunate events (or unfortunate, depending on your point of view), I wound up in London in 1975, playing in a Soho nightclub with a guy called Basil Green, a jazz-obsessed Australian piano player who had recently fled Saigon. Part of the job was introducing the exotic dancers and spinning their records.... Most of the dancers were housewives or school teachers who just needed some extra income. Heart of gold and all that. Though the joint was run by Italian mobsters.
I wanted more details about the dancers, but Hambrick just smiled and went on with his story:
Basil hated rainy old England and soon left for Hong Kong. In need of a piano player, I went to a phone box and started calling names on a list provided by a friend. The first was Vince Crane, a lanky guy with [scraggly] shoulder-length hair and a droopy mustache who showed up at the club obsessively running a 50-pence coin back and forth between the fingers of his left hand. I didn’t know him from Adam, but it turned out that apart from a talent for sleight of hand, he was a fairly famous psychedelic rock musician, the leader and founder of the “Atomic Rooster,” as well as a songwriter who co-wrote the 1968 hit “Fire” for The Crazy World of Arthur Brown, a big hit on the U.S. charts in the late 1960s. Carl Palmer of Emerson, Lake and Palmer fame, Ginger Baker, and Dave Gilmour all played in Atomic Rooster at one time or another.7
The Hambrick story took another twist:
Trying to play jazz in the club inspired Vince to revive the dormant Rooster and ... create a giant fusion band that would have rock and jazz players doubling parts along with singers and actors from the cast of a West End rock musical called “Teeth ’n Smiles,” including a pretty young actress named Helen Mirren.... We went off to rehearse in a vast empty warehouse owned by Rick Wakeman. Unfortunately, the rehearsal space was too much for our deeply agoraphobic drummer, who quickly began gasping for breath and had to leave.... Sadly, Vince’s health failed as well and he had to be hospitalized soon thereafter. The Rooster Road Show project died. I never realized jazz fusion could be so dangerous.8
Hambrick reluctantly returned to the U.S., attended law school and sought a more traditional life — albeit one with plenty of musical gigs in the Washington, D.C., area. I asked him about local performances. Hambrick laughed and said, “the strangest gig I ever played was a dinner-dance ... for a trade association of pet cemetery operators. They had a display of miniature dog and cat coffins at the back of the room.”9 Like the members of ABI’s Indubitable Equivalents, Kelly and Minassian, Hambrick continues to play music today:
No more rock, though. I’ve been active in the D.C. area for the last 40 years playing in dance bands, combos, big bands, society gigs, club dates, shows, weddings, [and] even a couple presidential inaugural balls. I worked with union contractors and moonlighting musicians from the U.S. Army Blues, the Army’s premier jazz ensemble, for many years and had my own four-piece jazz group called “Hal Sigerton Jazz” for about a decade. In the last 12 years, I’ve concentrated mostly on classical music and enjoy playing bass with the Loudoun Symphony and the Pro Arte Chamber Orchestra of Greater Washington.
Hambrick then related his musical talents to bankruptcy law. “Little-known fact: ‘Crazy World’ Arthur Brown started out as a law student and became a psychedelic musician. I took the opposite trajectory. Today, I believe Brown lives in a yurt in Sussex, after a stint in Texas as a mental health therapist. Seriously though, making music is a fundamentally creative act and the best bankruptcy lawyers are exceptionally creative — especially on the debtor side. I like to think that staying active in music keeps your mind in top shape, provided you steer clear of Purple Haze ... and jazz fusion.” I thanked Hambrick for his backhanded compliment of the debtor’s bar.10
Contrast Hambrick’s untraditional lineage with the traditional musical career of trial lawyer Gary S. Greene.11 He is a Los Angeles state court litigator with classical musical training and a father who was a conductor. Greene is the founder of the renowned Los Angeles Lawyers Philharmonic, its 100-person chorus (Legal Voices), and an 18-piece big band (Gary S. Greene’s Big Band of Barristers).12
The piano player in the big band is the talented Hon. Arthur Gilbert (Presiding Justice, California Court of Appeals, Second District Division). He also writes a regular column in the Los Angeles Daily Journal called “Under Submission.” Every humor columnist wants to grow up to be just like the witty Justice Gilbert.13
According to Greene, the Los Angeles Lawyers Philharmonic (and Legal Voices) include lawyers from every major field of law — including collection and bankruptcy.14 Interesting tidbit: Greene’s Big Band of Barristers competed for and was selected as the top lawyer band in the country in 2012.15
Does music help with trial practice? Greene told me about an appearance at a settlement conference in state court. The judge complimented Greene on a recent performance of the Big Band of Barristers. Greene said, “At first, I thought that the judge’s compliment couldn’t hurt.” But, at recess, the opposing lawyer rushed up to Greene in the hallway. Greene said, “I figured that opposing counsel was going to ask for recusal of the judge. But instead, counsel told me [that] he played guitar and wanted to join my band.” Phew!
Greene drives his musicians to excel and often talks about an important concert — at the local law library — where the lead trumpet player fell off a four-foot riser during a solo. After confirming that his trumpet player was still breathing, Greene yelled out, “Now once more — with feeling!” The band finished the concert.16
For almost 50 years, attorney Michael Evans (Law Office of Michael G. Evans; Valencia, Calif.) has played the upright double bass. Recently, he refinished and rebuilt one of his instruments from top to bottom. By hand. This is evidence of devotion to his craft and music.
My own musical talents are far more limited than the musicians described herein, but I have written or produced, recorded, mixed and mastered 350 songs (with the help of talented guest artists at Bovitz Studios).17 According to my Internet service provider, fans download more than 7,500 songs per year from my site. My mother passed on a few years ago, so I’m not quite sure how to explain the popularity of my songs. Maybe it’s the song titles?18
Since I am a part-time musician, I pass out multi-colored guitar picks as an alternative to traditional business cards. The picks say “bovitz.com” on the side, and the American Bar Association selected it as one of the most creative lawyer business cards in the nation.19
Of course, you can open the door to music anytime. Super Lawyer and former Orange County Bankruptcy Forum president Kyra E. Andrassy (Smiley Wang-Ekvall, LLP; Costa Mesa, Calif.) is taking guitar lessons with her 12-year-old son. What a great experience to share with your kid! I gave Andrassy a handful of picks at a recent state bar convention.20
If you start a lawyer band after reading this article, drop me a note at bovitz@bovitz-spitzer.com. But please keep the volume down. I have work to do. abi
Scott Bovitz is a bankruptcy litigator with Bovitz & Spitzer in Los Angeles. In addition to serving as a coordinating editor for the ABI Journal, he is a photographer and musician, writes bankruptcy poetry and participates in comedy competitions.
1 Learn more about ABI’s house band at abiband.com (unless otherwise noted, all links in this article were last visited on Oct. 20, 2015).
2 Judge Bluebond (cacb.uscourts.gov/judges/honorable-sheri-bluebond) is also the creator of “The Bankruptcy Dating Game.” This spoof was used at the 2015 California Bankruptcy Conference to educate 450 bankruptcy professionals about recent developments in appellate case law and find a date for one of our eligible bankruptcy judges. You can sign up for the 2016 California Bankruptcy Conference, set for May 20-22 in Indian Wells, Calif., at www.calbf.org/2016confschedule.htm.
3 Jackie Fuchs, “California’s State Bar President Is a Rocker and a Gentleman,” Metropolitan News-Enterprise, Jan. 14, 2013, available at www.metnews.com/articles/2013/poy2012_kelly.htm.
4 For several years, Minassian was the first violin for the Los Angeles Lawyers Philharmonic (learn more at lalawyersphil.org). After three years of rehearsals and dozens of concerts, Minassian traded in “concertmaster” for a spot on the local executive committee of the Commercial Law League of America. Go figure.
5 Gregory M. Salvato (Salvato Law Offices; Los Angeles) and the author of this article are the co-founders of a beer, burger and movie club for Los Angeles-area lawyers and bankruptcy professionals. Dubbed “MNLMCUIOT” for short, the group meets at LA Live near the Staples Center (where the Lakers, Clippers, and Los Angeles Kings share home court/ice). For details of all Los Angeles bankruptcy educational programs and the next movie night, visit bankruptcydog.com. Visitors are welcome. We usually select movies with guns and loud soundtracks.
6 Hambrick thanks music lovers for the fact that he was never required to seek a “hardship discharge” of his student loans.
7 You may recall the memorable words of ‘Fire,’ “I am the god of hell fire, and I bring you fire, I’ll take you to burn.” For a list of the more famous members in Atomic Rooster, see www.angelfire.com/ar2/vincentcrane/index.htm.
8 A picture of the short-lived Rooster Road Show may be found at www.atomic-rooster.net/biography.htm under the heading “The Missing Years.”
9 I asked Hambrick about the set list of songs played for the cemetery operators. “‘Dead Man’s Party.’ ‘There Will Never Be Another You.’ ‘Killer Joe.’ ‘Nice Work If You Can Get It.’” I’m sure Hambrick was making up this set list just to make me laugh.
10 “In the 1980s, [Arthur] Brown moved to Austin, Texas, and obtained a master’s degree in counseling.... [H]e also became a painter and carpenter for some years.... In 1992, Brown and fellow counselor Jim Maxwell founded Healing Songs Therapy, a service that culminated in Brown creating a song for each client about their emotional issues.” See content.wow.com/wiki/Arthur_Brown_(musician)#Later_career.
11 Learn more at jrphil.org/garygreene.html.
12 On Feb. 19, 2010, Los Angeles’s mayor and city council proclaimed the Los Angeles Lawyers Philharmonic as “LA’s Only Legal Orchestra.” See www.lalawyersphil.org/news/accolades. While the orchestra is very talented, it probably helps that there was (and is) no other orchestra of lawyers and judges in Los Angeles County.
13 Learn more about Justice Gilbert at www.courts.ca.gov/2414.htm. You can purchase Under Submission: The Columns of Arthur Gilbert: The First 20 Years (1988-2008) from your friendly local bookseller.
14 Bovitz is an officer of the American Board of Certification, as well as the recording engineer for the Los Angeles Lawyers Philharmonic, Legal Voices and Gary S. Greene’s Big Band of Barristers. ABI members are encouraged to become certified legal specialists in consumer bankruptcy, business bankruptcy or creditors’ rights law (learn more at abcworld.org or prepare for the next ABC exam at abi.org/abcprep), but you do not need to be certified or certifiable to try out for Gary Greene’s orchestra, chorus or band.
15 See “Attorney Gary S. Greene’s ‘Big Band of Barristers’ Wins ABA Competition,” Metropolitan News-Enterprise, Aug. 7, 2012, available at www.metnews.com/articles/2012/chicago080712.htm. You can purchase Big Band of Barristers’ first CD, “Chicago,” for $20 at lalawyersphil.org/bigbandcd. Recording engineer Bovitz spent two years tracking and mixing this album, but make sure you still own a CD player before you buy the album.
16 Gary Greene does not remember this quote. But I was there.
17 Bovitz’s songs are free and posted on bovitz.biz.
18 The 12 most popular songs on bovitz.biz are “Jury Duty! What Else Could Go Wrong?,” “All the Good Titles Are Gone,” “Insufficient Zebras,” “No Eyebrow People,” “You Make Coffee Nervous,” “Fins on That Girl, “This Title Intentionally Left Blank,” “Dog Who Could Kill with the Wag of Its Tail,” “Throbby Alien Thingie,” “Partial Female Skeleton Dance,” “Fried Chicken and Assault Rifle Choir,” and “I Don’t Need a Boyfriend; I Need a Restraining Order.”
19 The ABA has a Pinterest page on interesting lawyer business cards at www.pinterest.com/abajournal/lawyer-business-cards. The daughter of Hon. Catherine E. Bauer (U.S. Bankruptcy Court (C.D. Cal.); Santa Ana) has incorporated bovitz.com guitar picks in her custom-made jewelry.
20 Andrassy’s biography can be found at swelawfirm.com/professionals/kyra-e-andrassy.
ABC Update
BY CANDACE C. CARLYON
Now Is the Time!
ABI Supports Certification with Unveiling of ABC Prep Course
The concept of a national certification program for experienced and capable bankruptcy attorneys came about largely through the initiative of ABI. In the early 1990s, ABI’s leadership worked to develop a program to certify bankruptcy practitioners on a national scale. Dovetailing with similar efforts by the Commercial Law League of America, the American Bankruptcy Board of Certification was established on Jan. 1, 1998, later becoming the American Board of Certification (ABC). Since then, more than 1,000 attorneys have successfully completed its requirements for certification.
Recognition of the importance of certification was (again, largely through ABI’s support) given by Congress when in 2005, § 330(a)(3)(E) was added, directing judges to consider “whether the person is board certified or otherwise has demonstrated skill and expertise in the bankruptcy field” in awarding fees. An example of such recognition is the “no-look” chapter 13 fee in Michigan, which ranges from $2,600 for attorneys who have not demonstrated substantial CLE to $3,650 for certified attorneys. Since certified bankruptcy specialists must (1) demonstrate at least five years of experience in a variety of matters related to specialization, (2) complete at least 60 hours of continuing legal education in bankruptcy, (3) pass an examination including general bankruptcy, area of specialty (consumer or business) and ethics, and (4) pass ethical and peer review standards, certification is a way of demonstrating experience and competence. As an illustration of the quality of certified attorneys, ABC is proud to count 30 judges among its ranks.
While most bankruptcy attorneys recognize the value of certification, many are hesitant to complete the certification process. The most-given reason is trepidation over taking the examination. While the examination is an essential part of demonstrating competence, attorneys (who need to have completed at least seven years of higher education and passed at least one bar examination) are often hesitant to subject themselves to the uncertainty of having their work graded once again.
This year, again through the generous support of ABI, a web-based CLE course has been made available for those contemplating taking the ABC examination. The course, which also provides six hours of CLE credit (including one hour of ethics), is available on demand at abi.org/abcprep.
Attorneys taking the prep course also benefit from a limited-time economic incentive to apply for certification now. ABI members who pay $295 for the course receive a $395 discount off the $495 certification application fee. In addition, for attorneys taking the examination at the ABI 2015 Winter Leadership Conference or the 2016 Annual Spring Meeting, ABC will waive the $125 examination fee. For three attorneys taking the examination together, the ABC will currently waive the examination fee and administer the examination at a location chosen by the applicants. As I conclude my service on the ABC Board of Directors in my current term as chair, I am very pleased to have been a part of this organization, and to have played a part in fulfilling the goal of having the prep course available.
Certification has enhanced my life — both personally and professionally — and I encourage all of you to consider joining me and my skilled colleagues as a certified bankruptcy professional. In closing, I want to express my deep appreciation to Dian Gilmore and Pamela Farmer of the ABC, and to all my fellow officers and board members who have contributed so much to the enhancement of our profession through the time and effort dedicated to the American Board of Certification of Bankruptcy and Creditors’ Rights Attorneys. abi
Candace Carlyon is a partner with Morris, Polich & Purdy, LLP in Las Vegas and serves as ABC’s chair.
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President’s Column
ABI PRESIDENT JAMES PATRICK SHEA
We have been busy since my last column. Earlier this year, we re-launched our website to be faster and provide unparalleled access to news, information and the best CLE materials — all free to you, our members. Make abi.org your go-to resource for all bankruptcy-related materials.
Also new this year are pages for ABI’s 18 member committees — each with original content that has been created by members, for members. If you haven’t had a chance to explore the new format, it’s worth a moment of your time, so check out abi.org/membership/committees.
We have also been busy with real-time educational programing. In addition to ABI’s nearly three dozen standalone conferences, we presented educational content at the 89th Annual National Conference of Bankruptcy Judges (NCBJ) in Miami, where we were proud to present Judge A. Jay Cristol with the Norton Judicial Excellence Award. ABI once again supplied the conference app for several events, including NCBJ — now with more features and functionality than ever, including program schedules, links to materials, speaker bios, social media interactions and more.
In addition, we also contributed to VALCON and the Turnaround Management Association’s annual programs. This fall, our international reach stretched from Spain to our first-ever event in China. Our annual Caribbean program will be in Puerto Rico in February 2016 (learn more about this conference and/or register to attend at abi.org/events).
The Final Report and Recommendations of the ABI Commission to Study the Reform of Chapter 11 continues to receive accolades from practitioners and scholars, and in the press, even a year after its release. The 400-page Final Report (available for download at commission.abi.org) is the product of three years of study and deliberations by hundreds of top professionals from the bench, bar and academia. It’s our most ambitious law reform project ever. For more on the Commission, turn to the Legislative Update article on p. 12 of this issue by its Reporter, Prof. Michelle M. Harner (University of Maryland Francis King Carey School of Law; Baltimore). We hope that the Senate Judiciary Committee will hold hearings soon on the Final Report’s recommendations aimed at modernizing and rationalizing the law for small businesses. Of course, we recognize that law reform is a marathon journey, and we promise to keep you updated along the way.
The financial crisis in Puerto Rico has the attention of the bankruptcy world and Washington, D.C., so we launched a new website resource (abi.org/PR-crisis) devoted to all aspects of the crisis — with real-time news, information, legal and political developments, and analysis. It is reminiscent of the website that we created during the Detroit reorganization.
Eye on Bankruptcy — our innovative monthly show with Bloomberg Law — is in full swing. If you missed an episode, eyeonbankruptcy.com allows you to access past episodes featuring top scholars and leading judges. You also have the ability to subscribe to the service on a going-forward basis. The episode that aired in October featured a conversation with special guest former FBI Director Louis Freeh. He discussed his incredible life in law enforcement with Prof. Harner, who is also serving as ABI’s Fall 2015 Resident Scholar.
In other news, ABI’s podcasts moved to the cloud this summer, allowing access to more than 160 audio programs with various leaders in our field via the SoundCloud app. Soon, these programs will also have a home on the Legal Talk Network.
We also created a website for our mentoring initiative to provide guidance to young professionals (mentor.abi.org), and we designed a video prep course to help practitioners prepare for the ABC certification exam (abi.org/abcprep), also covered separately on p. 62 of this issue.
Finally, we have published several new books this year — five since the Annual Spring Meeting alone. In addition to their hard-copy counterparts, many of ABI’s titles are also available in e-reader formats (Kindle, Nook and iBook), so it is now easier than ever to stay informed on bankruptcy’s hot topics. All of ABI’s publications are available for purchase in the Bookstore (abi.org/bookstore).
Our financial literacy initiative, the Credit Abuse Resistance Education (CARE) program, has been reborn with new leadership, including Executive Director Anna Flores, an enhanced board and renewed energy to help address the acute need for financial education for our young people. You can learn more about CARE’s mission at care4yourfuture.org.
On a related note, we are also happy to announce that in September, ABI’s Executive Committee announced a new grant award of $250,000 toward a new study, led by Prof. Lois R. Lupica (University of Maine School of Law; Portland, Maine), of best practices to help those in financial distress. The two-year study will examine consumers who have been sued in credit card debt-collection proceedings in state courts.
Our final major event of the year is the 27th Annual Winter Leadership Conference, taking place on Dec. 3-5 at the historic Arizona Biltmore in Phoenix, which is the perfect setting for networking and education. We listened to your feedback and reworked our traditional scheduling to allow for increased networking opportunities without sacrificing our tradition of timely and informative educational programing. Our invited guest is Rep. Pedro R. Pierluisi from Puerto Rico, who will make the case for the territory’s access to chapter 9. This spectacular event also provides the opportunity to catch up with old friends and hopefully make a few new ones. Hope to see you there! abi
Event Roundup
Nearly 250 Converge on Kansas City for 35th Midwestern Bankruptcy Institute
Nearly 250 insolvency professionals from the Midwest and around the nation attended the 35th Annual Midwestern Bankruptcy Institute, held Oct. 15-16, 2015, and co-sponsored by ABI and UMKC School of Law. The upscale Westin Kansas City at Crown Center in Kansas City, Mo., was the venue for the program, which featured business, consumer and professional development tracks, rounded out by 15 bankruptcy judges from around the region and beyond, as well as a U.S. magistrate judge. Sessions touched upon everything from LLCs and partnerships in bankruptcy to student loan discharge to the psychological aspects of workout negotiating. The conference also featured two ethics sessions and a networking reception. Attendees at this two-day program had the opportunity to earn up to 12/14 hours of CLE/CPE credit, including 3/3.5 hours of ethics; the program was eligible for 13.6 hours of CLE credit in Missouri, including 3.6 hours of ethics.
Business track topics included intellectual property in bankruptcy, select issues from the Final Report of the ABI Commission to Study the Reform of Chapter 11, nonprofit and religious-related bankruptcies, and the creeping business-judgment rule; the consumer track covered an informational session on the CFPB, how partnership and LLC interests are treated in bankruptcy, the intersection of divorce and bankruptcy, and an update on student loan dischargeability; and the professional development track focused on negotiating successful workout agreements, as well as oral and written advocacy, and featured a two-part session on federal evidence.
Plenary sessions discussed select ethical issues in bankruptcy, exploring the limits of related-to jurisdiction, as well as ghostwriting and limited representation, and a special judges’ panel covered recent cases from the Supreme Court and the Eighth and Tenth Circuits. A special luncheon presentation highlighted the work of attorney David G. Heiman (Jones Day; Cleveland), who gave a keynote about his role in representing the City of Detroit in its famous municipal bankruptcy, particularly the “deal of a lifetime” that was struck to get the city out of bankruptcy.
ABI thanks Judicial Chair Hon. Dennis R. Dow (U.S. Bankruptcy Court (W.D. Mo.); Kansas City) and Co-Chairs Rachel L. Foley (Foley Law, PC; Independence, Mo.) and Eric L. Johnson (Spencer Fane Britt & Browne LLP; Kansas City, Mo.), and program sponsors BMC Group, Bryan Cave LLP/Mark G. Stingley, Foley Law, P.C.-KC Bankruptcy, LegalPRO Services, LLC, MorrisAnderson, Polsinelli, Spencer Fane Britt & Browne LLP and Willamette Management Associates for their generous support of the conference. Be sure to visit ABI’s online calendar of events (abi.org/events) for information about next year’s program.
ABI’s First-Ever Asia Program Succeeds in Beijing, PRC
More than 100 restructuring professionals from around the globe attended ABI’s Beijing Insolvency and Restructuring Symposium on Oct. 19-20. The event, co-sponsored by NYU Law School and with support from the China University of Political Science and Law, was the first-ever event for ABI in Asia and was held at the Ritz Carlton in Beijing. The timely event coincided with the People’s Republic of China’s (PRC) evolving economic turmoil, which has roiled international financial markets this year.
Guest speakers included senior professionals from the PRC, Asia and the U.S., who provided insights into the trends in PRC restructurings, financing for Chinese companies and Chinese lender participation in western restructurings. Keynote speakers included Xiqing Gao, former vice chairman and president of China Investment Corp. Other panels covered energy and real estate sector developments, as well as a case study. Panel sessions were simultaneously translated in Chinese and English.
The event was organized by ABI’s Vice President-International Affairs Ronald J. Silverman (Hogan Lovells US LLP; New York). The list of international major financial sponsors included Appleby, Davis Polk, Deloitte, FTI Consulting, E&Y, Hogan Lovells, KPMG, Lowenstein Sandler LLP and Skadden Arps. Social events included an elegant formal networking dinner. A cocktail reception was sponsored by IWIRC.
Continuing Eurozone Crisis a Focus of International Insolvency Symposium
The beautiful and historic city of Madrid played host to the 11th Annual International Insolvency & Restructuring Symposium, held Oct. 23 at the Hotel Ritz Madrid. The lead-off panel, chaired by Kevyn D. Orr (Jones Day; Washington, D.C.), featured four senior European professionals addressing the interaction between the U.S. and Europe in restructurings. Another panel focused on U.S. law reform, including the ABI Commission to Study the Reform of Chapter 11.
U.S. Bankruptcy Judge Shelley C. Chapman (S.D.N.Y.; New York) joined Commission Co-chair Al Togut (Togut, Segal & Segal LLP; New York) and Commissioner Bill Brandt (Development Specialists, Inc.; Chicago) for a panel discussion on what is wrong with chapter 11, as a guide to European professionals. Top professionals from the U.K., Italy, Greece, Germany, Ireland and Spain gave their insights into restructuring trends in southern Europe and the Eurozone.
John Bruton, former Irish Prime Minister and EU Ambassador to the U.S., provided the keynote. He is the highest-ranking elected official and diplomat to speak in the symposium’s history. Ian G. Williams (RSM Restructuring Advisory LLP; London) again chaired the event. Major financial sponsors from Europe and the U.S. included Anchor Rechtsanwalte, Freshfields Bruckhaus Deringer LLP, Gavin/Solmonese LLC, Jones Day, Morant Ozannes, Proskauer, Abencys, FTI Consulting, Matheson, Ritchie Bros. Auctioneers and Schultze & Braun GmbH & Co.
Chicago Skyline Provides Backdrop for Professional Development Program
Nearly 100 experienced insolvency professionals attended ABI’s Mid-Level Professional Development program, held Oct. 28, 2015, at the Jenner & Block LLP Conference Center in downtown Chicago, which provided spectacular views of the city. This unique program, now in its seventh year, provides career-enhancement and informational sessions geared specifically toward mid-level insolvency and restructuring professionals, lawyers and financial advisors, and space is typically limited. Attendees had the opportunity to earn up to 7.5/9 hours of CLE/CPE credit.
This year’s program discussed the challenges in restructuring coal mining and oil and gas companies, and provided a Supreme Court case review, an in-depth session on business development, and a fresh look at the Momentive and Till decisions. In addition, Bankruptcy Judges C. Ray Mullins (N.D. Ga.; Atlanta), John T. Gregg (W.D. Mich.; Grand Rapids) and Deborah L. Thorne (N.D. Ill.; Chicago), along with U.S. District Court Judge Pamela Pepper (E.D. Wis.; Milwaukee), presented their views on today’s restructuring industry during a judges’ panel. Kurt Summers, treasurer of the City of Chicago and head of its City and Board of Education Pension Funds, provided a candid-but-optimistic keynote presentation on the state of the city’s finances, as well as the difficult steps that the city has taken and will need to take to address its years of financial problems.
ABI thanks Judicial Chair Judge Mullins and Program Co-Chairs Jessica C.K. Boelter (Sidley Austin LLP; Chicago), Matthew J. Hart (Intrepid Financial Partners; New York), Melissa M. Root (Jenner & Block LLP; Chicago) and Justin Schmaltz (Alvarez & Marsal; Chicago). Special thanks go to Jenner & Block for providing the use of its conference center and for its financial support, and to program sponsors Adelman & Gettleman, Ltd., Davis Polk & Wardwell LLP, Development Specialists, Inc. FTI Consulting, Inc., Shaw Fishman Glantz & Towbin LLC and Sidley Austin LLP. Watch ABI’s calendar of events (abi.org/events) for information on next year’s program.
Wharton School Prevails at 12th Annual Corporate Restructuring Competition
A team of MBA students from The Wharton School at the University of Pennsylvania earned the Bettina M. Whyte trophy for top honors at ABI’s Corporate Restructuring Competition. A team from the University of Virginia’s Darden School of Business was runner up, while Dartmouth’s Tuck School of Business finished in third place among the 10 teams in the event.
Students had a week to solve a complex case and present their proposed restructuring solutions to judges representing mock creditor groups and the company board. This year’s case featured the severe financial problems of the fictitious Delicious Delights, a national baked goods chain. The three top finishers presented to three different groups of stakeholders in the grueling day-long event.
ABI’s Anthony H.N. Schnelling Endowment Fund provided more than $10,000 in prizes to the top teams. The competition co-chairs were William S. Sugden (Alston & Bird LLP) and Stephen B. Darr (Huron Consulting Group), who both served as judges for the competition. Thomas A. Morrow (AlixPartners LLP) headed the group of judges who analyzed and graded the detailed financial deliverables.
Other schools competing this year were Northwestern University-Kellogg, Duke University-Fuqua, Columbia Business School, University of Chicago-Booth and the University of Illinois-College of Business. Major financial sponsors for the event included AlixPartners LLP, Alston & Bird LLP, Duane Morris LLP, Huron Consulting Group and PJT Partners. Judges for the competition were Kathryn A. Coleman (Hughes Hubbard & Reed LLP), Jonathan Davis (Ashin Corp.), Daniel F. Dooley (MorrisAnderson), Eric J. Fromme (Jeffer Mangels Butler & Mitchell LLP), Shane Goss (Huron Consulting Group), Jay Jacquin (Guggenhiem Partners, LLC), Tom Kirby (Deutsche Bank), Neil Gupta (SSG Capital Advisors, LLC), Michael R. Lastowski (Duane Morris LLP), Eric Danner (Deloitte), Lisa Poulin (Deloitte), Charlie Reardon (Asgaard Capital), Suzanne Roberts (Alston & Bird LLP), Suzanne Roski (Protiviti), Gary Schildhorn (Eckert Seamans), Sage Sigler (Alston & Bird LLP), Pat Tinker (Office of the U.S. Trustee), Tim Troha (KPMG), David Vanaskey (Wilmington Trust), Spencer Ware (AlixPartners LLP), Joseph Weissglass (Guggenhiem Partners, LLC) and Robert Axenrod (Centelis Capital). ABI also acknowledges the support of the Association of Insolvency and Restructuring Advisors (AIRA) for the competition.
Complex Financial Restructuring Program Provides “How-to” in an Age in Which Everyone’s a Secured Creditor
ABI’s 12th Annual Complex Financial Restructuring Program (CFRP) provided more than 100 insolvency professionals from 11 states with insights into the strategies and practices of various stakeholders in today’s highly leveraged environment. The day-long program, done in partnership with the Philadelphia chapter of the Turnaround Management Association, is based on a real case study of a troubled company’s efforts to reorganize. The treatment of secured credit throughout the capital structure, the role of creditors’ committees, the hunt for post-confirmation value through litigation/liquidation trusts, new leverage dimensions arising from the Supreme Court’s Baker Botts ruling and more were the topics for spirited discussion.
ABI thanks Program Chairs Lorie R. Beers (Cowen and Company; New York), Kathryn A. Coleman (Hughes Hubbard & Reed LLP; New York), David E. Fraimow (LBC Credit Partners, Inc.; Philadelphia) and Eric J. Fromme (Jeffer Mangels Butler & Mitchell LLP; Irvine, Calif.). Faculty members included lender representatives David S. Miller (Macquarie Capital (USA) Inc.; New York) and Geoffrey A. Richards (Canaccord Genuity Inc.; New York), advisory firm representatives Holly Felder Etlin (AlixPartners LLP; New York), Wiliam H. Henrich (Getzler Henrich & Associates LLC; New York) and Evan B. Blum (GlassRatner Advisory & Capital Group LLC; New York), and practitioners including Randall L. Klein (Goldberg Kohn Ltd.; Chicago), Richard E. Mikels (Mintz, Levin, Cohn, Ferris, Glovsky & Popeo, PC; Boston) and Michael B. Schaedle (Blank Rome LLP; Philadelphia). abi
Members in the News
New England-based Bernstein Shur announced that the firm has again earned top ratings from Chambers USA for 2015, and that D. Sam Anderson and Robert J. Keach were recognized in the corporate/mergers and acquisitions category. In addition, for the ninth consecutive year, Mr. Keach received the highest ranking of “Star Individual” for his work in bankruptcy. Mr. Anderson has been an ABI member since 2004; Mr. Keach, who is a past ABI president and served as co-chair of the ABI Commission to Study the Reform of Chapter 11, has been a member since 1985.
Howard & Howard Attorneys, PLLC announced that Lisa S. Gretchko has been named to Michigan Super Lawyers for 2015 in creditor/debtor rights. Her practice includes creditors’ rights and commercial litigation, and she has represented nearly every constituency in bankruptcy courts, including secured creditors, unsecured creditors’ committees, landlords, licensors of intellectual property, customers, suppliers, business debtors and trustees. An ABI member since 1992, Ms. Gretchko has also lectured on various creditors’ rights issues and has experience in real estate litigation. She is an ABI Director and serves as an executive editor of the ABI Journal.
East West Bank announced that Marchand Boyd has joined the firm as vice president and relationship manager of national sales and will be based in its Pasadena, Calif., office. He has knowledge of business innovation and depository solutions wit.h specialized support services for the professional fiduciary. Mr. Boyd has been an ABI member since 2007.
Richards, Layton & Finger, PA in Wilmington, Del., announced that Cory D. Kandestin has been promoted to counsel. His practice includes bankruptcy litigation, large fraudulent transfer actions, contested plan confirmations, breach-of-fiduciary-duty claims and solvency/insolvency litigation. Mr. Kandestin has been an ABI member since 2009.
Dickinson Wright PLLC in Phoenix announced that partner Carolyn J. Johnsen has been named by AZ Business Magazine as one of the “Most Influential Women in Arizona” for 2015. In addition, she has been selected to serve as co-chair for the Alumnae of DirectWomen, an organization to advance board diversity by increasing the representation of women on company boards of directors. Ms. Johnsen’s practice includes business restructurings and creating complex plans, strategies and structures for companies in multiple industries. She has guided private and public companies in developing strategies and solutions for revising operations and restructuring debt to effectuate the emergence of a stronger business through bankruptcy, or to take advantage of acquisition and sale opportunities. An ABI member since 1991, Ms. Johnsen was also recently named by Southwest Super Lawyers as one of the top 25 women lawyers in Arizona.
Baker, Donelson, Bearman, Caldwell & Berkowitz, PC announced that Nashville, Tenn., shareholders John H. Rowland and Courtney H. Gilmer have been selected as new practice group leaders within the firm’s Financial Services Department. Mr. Rowland was named chair of the firm’s Corporate Restructuring and Bankruptcy Group and represents clients in complex business reorganizations, restructurings and financing transactions. He has been an ABI member since 2001. Ms. Gilmer has been named co-leader of the firm’s Consumer Financial Protection Bureau Task Force, and she represents lenders, businesses, secured creditors and creditors’ committees in bankruptcy proceedings, financial transactions, corporate reorganizations, and state and federal court litigation. She has been an ABI member since 2003.
Sullivan & Worcester LLP announced that Jeffrey R. Gleit has joined the firm’s Bankruptcy and Restructuring Group in New York as a partner. He represents debtors, creditors, creditor groups and investors in restructuring distressed companies. Mr. Gleit has been recognized by Law360 as a “Rising Star” and Turnarounds & Workouts as an “Outstanding Young Restructuring Lawyer.” Mr. Gleit has been an ABI member since 2003.
Seyfarth Shaw LLP announced that Edward M. Fox has joined the firm’s Bankruptcy, Workouts and Business Reorganization Practice Group in New York as a partner. His practice includes bankruptcy, financial restructurings and corporate reorganizations, and he has represented debtors, creditors’ committees, indenture trustees, landlords and other creditors, as well as banks, labor unions, pension funds and other creditors in chapter 11 reorganization cases. Mr. Fox has been an ABI member since 1994.
Plunkett Cooney announced that the firm has been named by the Michigan Business and Professional Association as one of “Metropolitan Detroit’s Best and Brightest Companies to Work For.” ABI members with the firm include Joseph M. Ammar, Douglas C. Bernstein, Michael A. Fleming and David A. Lerner.
The 2016 edition of Benchmark Litigation has ranked Whiteford, Taylor & Preston LLP as “Highly Recommended” in Maryland. In addition, the publication named three of the firm’s partners — William F. Ryan, Jr., Kevin G. Hroblak and Paul M. Nussbaum — as Maryland “Local litigation Stars.” Mr. Ryan has been an ABI member since 2008, Mr. Hroblak has been an ABI member since 2003 and Mr. Nussbaum has been an ABI member since 2004.
Duff & Phelps, LLC announced the expansion of its Disputes and Investigations Practice with the addition of James S. Feltman as managing director and Scott Lyman as director. Mr. Feltman brings more than 30 years of experience providing litigation, forensic and investigative services. An ABI member since 1991, he was also recently named a top 25 consultant in the “Excellence in Client Service” category for 2015 by Consulting magazine. Mr. Lyman has expertise in financial restructuring, valuation, debtor advisory, creditor representation and bankruptcy litigation support. He specializes in asset-backed finance and working with distressed and underperforming companies, and has been an ABI member since 2013. abi
What’s Happening at ABI
24th Annual Duberstein Moot Court Competition Takes Shape
The national moot court competition on bankruptcy law — and the nation’s largest appellate moot court — will take place March 5-7, 2016, in New York. Co-sponsored by ABI and St. John’s University School of Law, some 60 law schools are expected to compete in this event; SMU’s Dedman School of Law is the defending champion. ABI’s Anthony H.N. Schnelling Endowment Fund will again provide more than $12,000 in prize money for top teams and student competitors.
Bankruptcy judges for the quarter and semi-final rounds include Bankruptcy Judges Philip Brandt (W.D. Wash.), Colleen Brown (D. Vt.), Mildred Cabán (D. P.R.), Margaret Cangilos-Ruiz (N.D.N.Y.), Rebecca Connelly (W.D. Va.), John Gregg (W.D. Mich.), Barbara Houser (N.D. Tex.), Robert Kressel (D. Minn.), Randall Mashburn (M.D. Tenn.), Frank Santoro (E.D. Va.) and John Thomas (M.D. Pa.), as well as District Court Judge Michael Hogan (D. Ore.). Final-round judges are Judges Edward C. Prado (Fifth Circuit) and N. Randy Smith (Ninth Circuit), along with Chief Bankruptcy Judges Carla E. Craig (E.D.N.Y.) and Cecelia G. Morris (S.D.N.Y.) and District Court Judge Laura Taylor Swain (S.D.N.Y.).
The gala awards dinner on March 7 will be held at the Sheraton Times Square and is sponsored by Bloomberg Law. Nearly 1,000 restructuring professionals are expected to attend. Regional competitions will be held in February for schools located in the Second, Fifth, Ninth and Eleventh Circuits. New in 2016 is a regional competition for schools in the Seventh Circuit, to be held in Chicago.
Authors Discuss Bridging Bankruptcy Theory with Courtroom Procedure During Latest ABI Podcast
The latest ABI podcast features ABI Deputy Executive Director Amy A. Quackenboss talking with Michael L. Bernstein (Arnold & Porter LLP; Washington, D.C.) and Prof. George W. Kuney (University of Tennessee College of Law; Knoxville, Tenn.) about their book, Bankruptcy in Practice, Fifth Edition. The authors discuss how the book was revised to incorporate recent case law and changes to the Bankruptcy Code. To purchase Bankruptcy in Practice, Fifth Edition, a great read for both new practitioners and seasoned professionals, visit abi.org/bookstore (members must log into the ABI website in order to receive reduced pricing).
Bill Rochelle Joins ABI Staff
ABI is pleased to announce that Bill Rochelle, formerly a columnist and editor for Bloomberg News, has joined the ABI staff as Editor at Large. He will also spearhead a forthcoming column for the ABI Journal called “Bill on Bankruptcy.”
An insightful writer known for his authoritative take on legal developments affecting bankruptcy practice, Bill published on a daily basis for Bloomberg from 2007 until earlier this year. Prior to his work in the print and electronic media, he practiced in the areas of bankruptcy and restructuring for nearly 35 years with Fulbright & Jaworski in New York. He earned his undergraduate and law degrees from Columbia University, where he was a Harlan Fiske Stone Scholar.
“Bill is one of the most trusted and respected names in the bankruptcy world, and on behalf of our 12,000 members, we are delighted he’ll be joining our team,” said ABI Executive Director Sam Gerdano. “Bill is a rare talent, and we plan to have him do what he does best: to analyze, write and speak about important bankruptcy developments impacting professionals, the courts and insolvency practice.”
Bill will be resident in New York and occasionally at ABI’s offices on the Potomac River in Alexandria, Va.
abiLIVE Webinars Provide Insights on Pending Changes in Bankruptcy Forms, Tax Credit Projects in Distress
Two abiLIVE webinars, presented by three of ABI’s committees, provided insights on key bankruptcy developments for practitioners in November. ABI’s Consumer Bankruptcy Committee hosted the first webinar on Nov. 16 that presented experts who discussed the Dec. 1 changes to bankruptcy forms. More than 900 professionals viewed this free webinar. Speakers for this webinar included Prof. Elizabeth Gibson (University of North Carolina School of Law; Chapel Hill, N.C.), Bankruptcy Judge Arthur I. Harris (N.D. Ohio; Cleveland), Sam Mass (Stratus Intelligence LLC; Chicago) and Scott Myers (Administrative Office of the U.S. Courts; Washington, D.C.). ABI thanks Stratus Intelligence for sponsoring this webinar.
The second webinar, held on Nov. 19, hosted by ABI’s Bankruptcy Taxation and Real Estate Committees, featured experts discussing tax credit projects in distress. Other issues addressed included developers and project sponsors to take advantage of specialized tax credit programs at the federal and state levels that are designed to incentivize investment in affordable housing, low-income communities and historic preservation. Webinar speakers included Mark V. Bossi (Thompson Coburn LLP; St. Louis), Patrick A. Clisham (Engelman Berger, PC; Phoenix), Jon Krabbenschmidt (Novogradac & Co. LLP; San Francisco) and Alan Weiner (Focus Management Group; Tampa, Fla.).
Find both of these webinars on ABI’s e-learning site at cle.abi.org.
Byrne Judicial Clerkship Institute Is Set for March 2016
Each year, Pepperdine University School of Law, supported by ABI and the Federal Judicial Center, brings law students from across the nation to its campus for the Wm. Matthew Byrne, Jr. Judicial Clerkship Institute (Byrne JCI). Through the Byrne JCI, students who have been accepted into federal judicial clerkship positions have the opportunity to gain distinctive and comprehensive training by federal judges. For the past 15 years, students from more than 130 law schools clerking for more than 320 different judges have attended the program, making it a unique resource for promoting the administration of justice in our federal courts.
The 16th Annual Byrne JCI is set for March 17-18, 2016, at the Pepperdine Law campus in Malibu, Calif. ABI has developed a full bankruptcy curriculum for incoming bankruptcy clerks, with scholarship funding support provided by the ABI Anthony H.N. Schnelling Endowment Fund. Bankruptcy judges should encourage their new clerks starting in 2016 to apply for scholarship consideration by contacting ABI Deputy Executive Director Amy A. Quackenboss at aquackenboss@abi.org.
BAPCPA’s 10th Anniversary Marked by Media Webinars and e-Book
In October, ABI marked the 10th anniversary of the passing of the Bankruptcy Abuse Prevention and Consumer Protection Act (BAPCPA) with a pair of media webinars assessing the effect of the act on both business and consumer bankruptcy. Now, the “BAPCPA at 10” webinars have been turned into a handy and informative e-book, enhanced by charts and commentary from ABI analyst Ed Flynn, who also serves as a coordinating editor for the ABI Journal. The webinars were moderated by Prof. Michelle M. Harner, who is ABI’s Fall 2015 Robert M. Zinman Resident Scholar and served as reporter for the ABI Commission to Study the Reform of Chapter 11. Commentators included, on the business side, Robert J. Keach (Bernstein Shur; Portland, Maine) and Richard Levin (Jenner & Block LLP; Chicago), and on the consumer side, Prof. Lois R. Lupica (University of Maine School of Law; Portland, Maine), Caralyce M. Lassner (Acclaim Legal Services, PLLC; Warren, Mich.) and Joseph Rubin (Arnall Golden Gregory; Washington, D.C.). The e-book, part of the ABI Briefs e-book series, is available for on iTunes, Amazon and Barnes & Noble, via the ABI Bookstore at abi.org/bookstore.
CARE Corner
CFPB Releases Curriculum Review Tool
The Consumer Financial Protection Bureau (CFPB) has launched a new curriculum review tool that will be helpful to the Credit Abuse Resistance Education (CARE) program as we update and expand the financial education content available on the CARE website and used by CARE volunteers. This review tool sets forth criteria that judge the value of the content we develop to help ensure that we create effective and unbiased material.
The CFPB developed this new tool by reviewing relevant literature, analyzing current financial education content standards, and consulting with educators and financial education experts. The result is a tool that will provide direction for CARE, curriculum developers and teachers across the nation to properly evaluate potential curricula, as well as help develop our own. The tool guides users through four key aspects of high-quality financial education curriculum: content, utility, quality and efficacy.
• Curriculum content: Reviewers assess whether a curriculum covers key topics and skills that are relevant, age-appropriate and prioritized across major national financial education content standards.
• Curriculum utility: Reviewers determine whether the prospective curriculum provides instructional guidance and materials designed to facilitate strong and effective financial education instruction.
• Curriculum quality: Reviewers assess whether the material is presented in an accurate and objective manner to students.
• Curriculum efficacy: Reviewers determine how well the prospective curriculum improves students’ financial knowledge, skills and behaviors.
A copy of the youth financial education curriculum review tool is available at files.consumerfinance.gov/f/201509_cfpb_youth-financialeducation-curriculum-review.pdf.
Add CARE to Your Social Networks and Volunteer!
Follow CARE on social media, where we post and discuss the latest developments in financial education. Like us on Facebook at facebook.com/careforyourfuture, follow us on Twitter @care4yourfuture, join us on LinkedIn at linkedin.com/grp/home?gid=6998035 or visit the website at care4yourfuture.org.
If you’re interested in starting a CARE program in your area or becoming a CARE volunteer, contact CARE Executive Director Anna Flores at aflores@care4yourfuture.org or CARE Staff Assistant Charles Bowles at cbowles@care4yourfuture.org.
ABI Endowment Fund Update
Give by Year’s End to Benefit the Endowment (and You!)
If you have been considering making a donation to the ABI Anthony H.N. Schnelling Endowment Fund, you may benefit by making your contribution by year’s end. Checks mailed to a charity are considered delivered on the date that you mail them. In addition, you can pay by credit card online at abi.org/endowment/ways-to-give, or call (703) 739-0800 by Dec. 31 for your donation to be considered tax-deductible for 2015. Donors at the Sustaining Member Level ($2,000) and up will be recognized at the ABI Annual Spring Meeting in Washington, D.C., on April 17, 2016 (registration information will be posted at abi.org/events at a later date).
For questions about payment options, contact ABI Chief Financial Officer Kathy Sheehan at (703) 739-0800 or ksheehan@abi.org. Thank you for considering a contribution to support the Endowment Fund.
Participate in the 2015 Combined Federal Campaign
Contributions to the ABI Endowment Fund are tax-deductible. ABI is a 501(c)(3) tax-exempt organization. If you have been considering making a donation to the Endowment Fund, you may benefit by making your contribution to Combined Federal Campaign #11391. Your funds will be used to support research and education on insolvency. Please consider contributing during the current campaign season (Sept. 1-Dec. 15). For more information, contact Kathy Sheehan at ksheehan@abi.org or (703) 739-0800 for more information.
Upcoming Events
Dec. 3-5: Get noticed at ABI’s Winter Leadership Conference! Members who pledge or contribute at or above the Sustaining Member level ($2,000 and up) will be recognized at the Friday luncheon and during the Casino Night event on Saturday evening. Proceeds from this event benefit the ABI Endowment Fund. Learn more at abiwlc.org.
Jan. 19, 2016: Flyers vs. Maple Leafs, Wells Fargo Center in Philadelphia at 7 p.m. Please join the ABI Endowment Fund for an evening of networking in a luxury suite generously donated by Gavin/Solmonese LLC, complete with food and open bar. Tickets are $200 and benefit the Endowment Fund. This event is sure to be a sell-out! Sponsorships are still available. Firms donating $1,000 will receive a ticket to the suite, signage at the event, and recognition in the ABI Journal and online. A portion of your sponsorship is also tax-deductible!
To reserve your ticket or sponsor this event, contact ABI Marketing Manager Sharisa L. Sloan at (703) 739-0800 or ssloan@abi.org.
New Endowment Donor Recognized
Sustaining Member: W. Lance Wickel
Epiq Bankruptcy Solutions
Levels of Support for the ABI Endowment
Millennium Level $50,000+
30th Anniversary Circle $30,000-$49,999
Century Council Member $25,000-$29,999
Visionary Member $20,000-$24,999
Legacy Member $15,000-$19,999
Lifetime Member $10,000-$14,999
Benefactor $5,000-$9,999
Sustaining Member $2,000-$4,999
Leadership Club $1,000-$1,999
Donor $100-$999
Donate online at abi.org/endowment. Donations are tax-deductible and can be paid over five years. Call (703) 739-0800 for more information. abi
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