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Chapter 32

UNITED STATES

Donald S Bernstein, Timothy Graulich, Damon P Meyer and Christopher S Robertson'

I INSOLVENCY LAW, POLICY AND PROCEDURE

i Statutory framework and substantive law

Although individual states in the United States have laws that govern the relationship
between debtors and their creditors, insolvency law in the United States is primarily
dictated by federal law because Article 1, Section 8 of the United States Constitution
bestows on Congtess the power to enact ‘uniform Laws on the subject of Bankruptcies’.?
While there have been several different bankruptcy statutes passed by Congress, the US
bankruptcy regime is currently set forth in Title 11 of the United States Code® (the
Bankruptcy Code), which codified the Bankruptcy Reform Act of 1978% and subsequent
amendments. The most recent significant amendment to the Bankruptcy Code was the
2005 Bankruptcy Abuse and Consumer Protection Act.’

The Bankruptcy Code is broken into nine chapters.® Chapters 1, 3 and 5 provide
the structural components that generally apply to all bankruptcy cases. Chapters 7, 9,
11, 12, 13 and 15 lay out general procedures specific to certain types of bankruptcies.
Generally speaking, these specific types of bankruptcies are:
a trustee-administered liquidation (Chapter 7);

1 Donald S Bernstein and Timothy Graulich are partners, Damon P Meyer is a senior associate
and Christopher S Robertson is an associate at Davis Polk & Wardwell LLP.

US Constitution, Article I, § 8.

11 US.C. §§ 101-1532 (2012).

Pub. L. No. 95-598 (1978).

Pub. L. No. 109-8 (2005).

As discussed in Section V below, there is a proposal currently under consideration in Congress
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to add a new chapter or subchapter to the Bankruptcy Code tailored to resolving systemically

important financial institutions.
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municipality bankruptcy (Chapter 9);

debtor-in-possession (DIP) managed reorganisation or liquidation (Chapter 11);
family farmer and fisherman bankruptcies (Chapter 12);

individual bankruptcies (Chapter 13);” and

cross-border cases (Chapter 15).

N /Y

Generally speaking, with respect to plenary corporate bankruptcies, US insolvency law
provides for two distinct regimes: a trustee-controlled liquidation under Chapter 7
and a DIP-controlled reorganisation or structured liquidation under Chapter 11.%
This article focuses on Chapter 11 proceedings. Below are certain key provisions of US
insolvency law:

Automatic stays

One of the most important provisions of the US insolvency regime is the ‘automatic
stay’, which is codified in Section 362 of the Bankruptcy Code. The automatic stay
is a statutory injunction that applies immediately upon the commencement of
a bankruptcy proceeding. Generally, the automatic stay operates to enjoin most creditors
from pursuing actions or exercising remedies to recover against a debtor’s property. There
are limited exceptions to the automatic stay and it can be modified by a court order
upon a showing of cause. The automatic stay provides the breathing room necessary
for the debtor or trustee to assess and assemble all of the property of the estate without
creditors seeking remedies to protect their own self-interests. Accordingly, the automatic
stay allows for the preservation of the debtor’s assets and the maximisation of their value
and for an equitable distribution of those assets to creditors.

Safe harbours

Oneimportantexception to theautomaticstay is thatitgenerally does notapply to contracts
that are colloquially referred to as ‘financial contracts’. Specifically, the automatic stay does
not apply to certain delineated counterparties’ ability to offset, net, liquidate, terminate
or accelerate ‘securities contracts,’ ‘commodities contracts’,!® ‘forward contracts’,!!

2 3

‘repurchase agreements’,'? ‘swap agreements’,’> or ‘master netting agreements'* with

a debtor, provided that the counterparty may be required to exercise its remedies

Individuals can also seek relief under Chapters 7 and 11 of the Bankruptcy Code.

8 A trustee can be appointed in Chapter 11 for cause. 11 U.S.C. § 1104(a)(1).
11 US.C. § 555.

10 11 US.C. § 556.

11 Id.

12 11 U.S.C. § 559.
13 11 U.S.C. § 560.
14 11 U.S.C. § 561.
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promptly."” In addition, a debtor may not avoid as a fraudulent transfer a transfer to such
a counterparty under one of these contracts unless the transfer is intentionally fraudulent.

The absolute priority rule

Another key tenet of US insolvency law is the absolute priority rule. The absolute priority
rule provides that creditors with higher priority must be paid in full before creditors of
lower priority receive any distribution from the bankruptcy estate, and thereby ensures
a ‘fair and equitable’ distribution of the debtor’s property consistent with the priorities
under applicable non-bankruptcy law. As a result, in the absence of consent, secured
claims must be paid in full from collateral before general unsecured creditors receive
any recovery. Similarly, because equity holders have the lowest priority, in the absence of
consent, they cannot receive any distribution until all creditors have received payment in
full on account of their allowed claims. Consent to the payment of a junior class can be
obtained through a vote of the senior class on a plan of reorganisation.'

Avoidance actions

The Bankruptcy Code also provides a number of procedures that allow the debtor or

trustee to avoid a pre-bankruptcy transfer of property from the bankruptcy estate. This

allows the debtor to maximise the value of the bankruptcy estate and prevent a depletion
of the estate prior to the commencement of the bankruptcy proceeding that may favour
certain creditors over others. These protections are found in Chapter 5 of the Bankruptcy

Code. The most commonly used of these actions are:

a avoidance of preferential transfers, which enables an insolvent debtor, subject to
certain defences, to avoid and recover payments based on antecedent debt made
to creditors within the 90 days prior to the debtor’s filing for bankruptcy — up to
one year for payments made to insiders of the debtor;"”

b avoidance of fraudulent transfers, which enables the debtor to avoid and recover
transfers of property that were actually fraudulent or were made while the debtor
was insolvent and for less than reasonably equivalent value;'® and

15 See In re Lehman Brothers Holdings Inc., Case No. 08-13555 (JMP) (Bankr. S.D.N.Y.
15 September 2009).

16 A plan of reorganisation is approved by a class when a majority in number of the class
members vote in favour of it and the class members who voted in favour hold at least
two thirds of the total value of the claims in that class. 11 U.S.C. § 1126.

17 11 U.S.C. § 547.

18 11 U.S.C. §§ 544(b), 548. Under Section 548, the trustee can avoid a fraudulent transfer of
an interest of the debtor in property that took place within two years before the date of the
filing of the petition. Under Section 544(b), a trustee can avoid a transfer of an interest of the
debtor in property under applicable state law, which can extend the look-back period beyond
two years. However, a debtor might not be able to avoid and recover subsequent transfers
of property received abroad by a foreign transferee from a foreign transferor. See Securities
Investor Protection Corp. v. Bernard L. Madoff Inv. Sec. LLC, Case No. 12-00115 (S.D.N.Y.

7 July 2014).

430



United States

¢ avoidance of unperfected security interests, which enables a debtor to avoid liens
on property if such liens were not perfected under applicable non-bankruptcy law
prior to the commencement of the bankruptcy case.”

i Policy

The goal of US insolvency law is to provide maximum return to creditors (and, if
possible, equity holders) of the debtor and, in that context, to reorganise rather than
liquidate business debtors to preserve employment and to realise the ‘going concern
surplus’ of reorganisation value over liquidation value. Generally, this is accomplished
by reorganising the debtor corporation under the provisions of Chapter 11 of the
Bankruptcy Code. However, if a reorganisation is not possible — or if it would not result
in a maximisation of value for creditors — the debtor company can be liquidated either
under Chapter 11 or Chapter 7 of the Bankruptcy Code. Chapter 7 transfers the control
of the liquidation process from the debtor’s management, who are likely to have greater
familiarity with the assets and their value, to a trustee appointed by the United States
Trustee? or elected by the debtor’s creditors. Chapter 7 liquidations usually result in
lower recoveries for creditors. Therefore, companies are more likely to be liquidated
under Chapter 7 if there are not sufficient funds in the estate or available to the estate to
run a Chapter 11 process.

iii Insolvency procedures

As discussed above, the Bankruptcy Code provides for two main types of insolvency
proceedings available to businesses with assets in the United States: Chapter 7 and
Chapter 11.

Chapter 7

Chapter 7 is a trustee-controlled liquidation. The goal of Chapter 7 is to ensure the most
efficient and orderly liquidation of the debtor’s assets to be distributed to the creditors
and equity holders. Companies cannot reorganise under Chapter 7. The Chapter 7
liquidation procedure is administered by a Chapter 7 trustee either selected by the
United States Trustee or by an election conducted by certain creditors. The Chapter 7
trustee is responsible for realising upon all of the property of the estate and coordinating
the distribution of such property or proceeds of sales of such property.

19 11 US.C. § 552(a).

20 ‘The United States Trustee Program is a component of the Department of Justice that seeks
to promote the efficiency and protect the integrity of the federal bankruptcy system. The
Program monitors the conduct of parties in interest in bankruptcy cases, oversees related
administrative functions and acts to ensure compliance with applicable laws and procedures.
It also identifies and helps investigate bankruptcy fraud and abuse in coordination with
various law enforcement agencies. The United States Trustee is distinct from the trustee

appointed to administer Chapter 7 and certain Chapter 11 cases.

431



United States

Chapter 11

Chapter 11 provides for an insolvency proceeding in which the directors and management
of the debtor company remain in control (the DIP) unless a trustee is appointed for
cause. Chapter 11 proceedings allow for the reorganisation of the debtor’s operations
and capital structure in the hope that the company will emerge from the bankruptcy
process as a healthier, reorganised company. Chapter 11 gives the debtor the exclusive
right to propose a plan of reorganisation for the first 120 days after commencement of
the bankruptcy proceedings, and this date may be extended until 18 months after the
order for relief (the petition date of a voluntary case) in the case if the debtor is making
progress on a plan of reorganisation and can show cause why the court should extend the
exclusivity period. The plan of reorganisation provides for how the debtor’s assets will
be distributed among the classes of creditors and equity holders. It is also possible for
a debtor to liquidate its assets through Chapter 11, which is typically a more structured
liquidation than one under Chapter 7.

The culmination of a Chapter 11 proceeding is the filing of the plan of
reorganisation. The Chapter 11 plan provides how creditors’ claims will be treated by
the estate. Under the Chapter 11 plan creditors and shareholders are divided into classes
of holders sharing substantially similar claims or interests. Chapter 11 plans must meet
certain standards to be confirmed. Even if a plan is accepted by the requisite vote of all
impaired classes, it must be found by the court to be in ‘the best interests of creditors’
(providing each dissenting class member with at least what would have been recovered
in a liquidation). As to a class that rejects the plan, the plan must satisfy the Bankruptcy
Code’s ‘fair and equitable’ requirement (described above).

To be confirmed, the plan of reorganisation is submitted to a vote of the various
creditor and shareholder classes. If at least one class that stands to receive less than their
asserted claim (an ‘impaired’ class) votes in support of confirmation, excluding insider yes
votes, the plan can be confirmed over the dissent of another impaired class. Dissenting
classes can thus be ‘crammed down’ so long as the plan is fair and equitable and does
not discriminate among similarly situated creditors. Once the plan is approved by the
necessary stakeholders, a court can confirm a plan so long as certain other prerequisites

of Section 1129 of the Bankruptcy Code are satisfied.

Chapter 15

Chapter 15 is the Bankruptcy Code’s codification of the United Nations Commission on
International Trade Law (UNCITRAL) Model Law and allows a foreign debtor, through
its ‘foreign representative’ to commence an ancillary proceeding in the United States to
support its foreign insolvency proceeding.

iv Starting proceedings

As set forth above, the US Bankruptcy Code provides for different types of insolvency
proceedings. Not all of these proceedings are available for all types of companies.
Specifically, insurance companies and banking institutions cannot file for Chapter 7 or
Chapter 11 bankruptcy; a railroad can be a debtor under Chapter 11 but not Chapter 7,
and stockbrokers and commodity brokers can file for bankruptcy under Chapter 7 but
not Chapter 11. Regardless of the type of bankruptcy case, under Section 301(a) of the
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Bankruptcy Code, a debtor voluntarily commences a plenary insolvency proceeding by
filing a petition with the bankruptcy court.

A bankruptcy proceeding can also be commenced against a debtor company,
which is known as an ‘involuntary’ bankruptcy case. An involuntary case is commenced
upon the filing of a petition with the bankruptcy court by three or more holders* of
non-contingent, undisputed claims, and such claims aggregate at least $14,425 more
than the value of any lien on property of the debtor securing such claims.?* A bankruptcy
court will order relief against the debtor in an involuntary case only if the debrtor is
generally not paying its debts as they become due, unless such debts are the subject
of a bona fide dispute as to liability or amount,” or if a custodian as described in
Section 303(h)(2) of the Bankruptcy Code has been appointed.

A Chapter 15 case is commenced when the foreign representative of the
debtor company files a petition for recognition of the foreign proceeding with the
US bankruptcy court.?

v Control of insolvency proceedings

Under Chapter 7, the insolvency proceeding is controlled by a trustee who is appointed
by the United States Trustee or elected by the debtor’s creditors to administer the debtor’s
assets. The ‘Chapter 7 trustee’ is responsible for, among other things, ‘collect[ing] and
reduc[ing] to money the property of the estate for which such trustee serves, and closes
such estate as expeditiously as is compatible with the best interests of parties in interest’.”
Although the Chapter 7 trustee can continue business operations for a short period if
value is maximised by doing so, generally, once a Chapter 7 trustee has been appointed,
the debtor company is expeditiously liquidated.

Chapter 11 proceedings allow for the debtor’s existing management and directors
to stay in place and operate the business during the bankruptcy case. For this reason,
a debtor in a Chapter 11 proceeding is referred to as the ‘DIP’. The board of directors’
primary duties in connection with an insolvency proceeding are the same as they are

21 Only a single holder is necessary to commence an involuntary case if there are fewer than 12
overall holders of claims against the debtor.

22 11 U.S.C. §§ 303(b)(1), (2).

23 11 U.S.C. § 303(h)(1).

24 11 US.C. §§ 1504, 1515.

25 11 U.S.C. §704(a)(1).
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outside bankruptcy®® — to maximise the value of the company.”” The key distinction
is that when a company is insolvent, the creditors, not the sharcholders, are the
indirect beneficiaries of the board’s fiduciary duties to the corporation and are, thus,
able to bring actions for breach of fiduciary duty.?® If it is in the best interests of the
estate and its creditors, a trustee may be appointed to replace the DIP and administer
a Chapter 11 case.”

During a Chapter 7 or Chapter 11 case, the DIP or trustee may take actions that
are in the ordinary course of the debtor’s business without approval of the bankruptcy
court. Actions after entry of the order for relief outside the ordinary course of business
are subject to bankruptcy court approval.

In the United States, bankruptcy courts are courts of limited jurisdiction.
This is because, unlike federal district and circuit courts, bankruptcy courts were not
created under Article IIT of the United States Constitution. Instead, Congress created
the bankruptcy courts because they were ‘necessary and proper’ to effectuate Congress’s
enumerated powers to enact bankruptcy law. For this reason, bankruptcy courts may only
oversee matters that are ‘core’ to the bankruptcy case.’® Matters that are not ‘core’ to the

26 The Supreme Court has observed that ‘the willingness of courts to leave debtors in possession
“is premised upon an assurance that the officers and managing employees can be depended
upon to carry out the fiduciary responsibilities of a trustee”. Commodity Futures Trading
Comm'n v. Weintraub, 471 U.S. 343, 355 (1985), citing Wolf v. Weinstein, 372 U.S. 633,

651 (1963). Officers and directors may therefore owe fiduciary duties to the estate even if
their fiduciary duties to the company were limited under state law prior to the bankruptcy.
In re Houston Regional Sports Network, L.R, Case No. 13-35998 (Bankr. S.D. Tex.

12 February 2014).

27 ‘Even when [a] company is insolvent the board may pursue, in good faith, strategies to
maximise the value of the firm.” Trenwick America Litigation Trust v. Ernst loa Young, 906 A.2d
168, 175 (Del. Ch. 2006).

28 Marshall Huebner and Hugh McCullough, “The Fiduciary Duties of Directors of Troubled
US Companies: Emerging Clarity’, in ICLG to: Corporate Recovery and Insolvency 2008 6,
7 (Global Legal Group, Ltd 2008).

29 11 U.S.C. §1104.

30 Core proceedings include:

a  matters concerning the administration of the estate;
b allowance or disallowance of claims against the estate or exemptions of property of
the estate;

counterclaims by the estate against persons filing claims against the estate;

NS

orders in respect of obtaining credit;
proceedings to determine, avoid or recover preferences;
motions to terminate, annul or modify the automatic stays;

proceedings to determine, avoid or recover fraudulent conveyances;

>0 N s

determination as to the dischargeability of particular debts;
i objection to discharges;

determination of the validity, extent or priority of liens;

~.
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insolvency proceeding must be decided by a federal district court. Appeals of bankruptcy
court decisions are generally heard, in the first instance, by the federal district court
sitting in the same jurisdiction as the applicable bankruptcy court.’!

Among other things, the bankruptcy court manages filing deadlines, hears
evidence on contested issues and issues orders regarding requests for relief by the parties.
Nevertheless, and despite the involvement of the court, many aspects of the bankruptcy
process are negotiated by the parties outside the courtroom and the DIP or trustee
is free to enter into settlement agreements, which are then subject to the approval of
the bankruptcy court.

vi Special regimes
Securities broker-dealers are not eligible for relief under Chapter 11. Instead, insolvent
broker-dealers may liquidate under Chapter 7 of the Bankruptcy Code,*” but are more

k  confirmation of plans;

[ orders approving the use or lease of property, including the use of cash collateral;

m orders approving the sale of property other than property resulting from claims brought
by the estate against persons who have not filed claims against the estate;

n  other proceedings affecting the liquidation of the assets of the estate or the adjustment of
the debtor—creditor or the equity security holder relationship, except personal injury tort
or wrongful death claims; and

o recognition of foreign proceedings and other matters under Chapter 15 of Title 11.

28 U.S.C. § 157. The scope of the bankruptcy court’s jurisdiction is, however, a subject
under active review in light of the decision of the Supreme Court of the United States in
Stern v. Marshall, 564 U.S. 2, 131 S. Ct. 2594 (2011), in which the Supreme Court held
thata 28 U.S.C. § 157(b)(2)(C) was unconstitutional and thus non-Article IIT bankruptcy
judges do not have authority to enter a final judgment on a debtor’s compulsory state law
counterclaim in an adversary proceeding brought by a creditor, even if the creditor has
filed a proof of claim against the debtor’s bankruptcy estate. As discussed in greater detail
below, the Supreme Court’s subsequent decision in Exec. Benefits Ins. Agency v. Arkison,
No. 12-1200, slip op. (U.S. 9 June 2014) further explored the extent of the bankruptcy
court’s constitutional jurisdiction.

31 The 1st, 6th, 8th, 9th, and 10th Circuits have established Bankruptcy Appellate Panels
(BAPs), which are panels composed of three bankruptcy judges that are authorised to hear
appeals of bankruptcy court decisions. These panels are units of the federal courts of appeals.
BAP judges continue to serve as active bankruptcy judges in addition to fulfilling their
BAP duties. If a BAP has been established in a given circuit, the BAP will hear an appeal
of a bankruptcy court decision unless a party to the appeal elects to have it heard by the
district court. Decisions of the BAP may be appealed to the appropriate circuit court of
appeals. United States Courts, Bankruptcy Appellate Panels, available at www.uscourts.gov/
FederalCourts/UnderstandingtheFederal Courts/ CourtofAppeals/BankruptcyAppellatePanels.
aspx.

32 11 US.C. §§ 741-753.
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likely to be resolved in a proceeding under the Securities Investor Protection Act of 1970
(SIPA).*3 SIPA proceedings are liquidation proceedings, and upon commencement of
the SIPA proceedings, the broker-dealer will cease to conduct business as a broker-dealer,
subject to certain limited exceptions. In SIPA proceedings, a trustee (the SIPA Trustee)
will take control of all property, premises, bank accounts, records, systems and other assets
of the broker-dealer and displace management. The SIPA Trustee’s primary duties will be
to marshal assets, recover and return customer property (including through effectuating
bulk account transfers to a solvent broker-dealer) and liquidate the broker-dealer.

In SIPA proceedings, the provisions of Chapters 1, 3 and 5 and Subchapters I and
IT of Chapter 7 of the Bankruptcy Code will also apply, to the extent consistent with
SIPA, and the SIPA Trustee will generally be subject to the same duties as a trustee under
Chapter 7 of the Bankruptcy Code with certain limited exceptions regarding securities
that are property of the customers of the broker-dealer. If the broker-dealer is a registered
futures commission merchant under the Commodity Exchange Act of 1936,* the SIPA
Trustee will have additional obligations under the Part 190 regulations® promulgated by
the Commodity Futures Trading Commission, with respect to any commodity customer
accounts that have not been transferred to another futures commission merchant prior
to the filing date.

Although bank holding companies can file for Chapter 11 relief, their subsidiary
depository institutions are not eligible for relief under the Bankruptcy Code, and
are typically resolved by the Federal Deposit Insurance Corporation (FDIC) under
the Federal Deposit Insurance Act.*® The FDIC has the authority to market a failed
depository institution for sale to another depository institution, or the FDIC can insert
itself as a receiver, close the bank and liquidate its assets to pay off creditors. The powers
of the FDIC as receiver are very similar to those of a trustee in bankruptcy.”

Additionally, the Dodd—Frank Wall Street Reform and Consumer Protection
Act®® established the Orderly Liquidation Authority (OLA), which provides that the
FDIC may be appointed as receiver for a top-tier holding company of a failing financial
institution that poses a systemic risk to the United States. OLA sets forth the procedures
that the federal government can take to cause the wind-down of financial institutions
that were once considered ‘too big to fail’. Pursuant to OLA, the FDIC can exercise
many of the same powers it has as a bank receiver to liquidate systemically risky financial
institutions. Moreover, under the Dodd-Frank Act, institutions that may be subject to
OLA must provide the FDIC with resolution plans (commonly known as ‘living wills’),
to serve as road maps in the event the financial institution requires resolution.

33 Pub. L. No. 91-598 (1970), codified at 15 U.S.C. §§ 78aaa et seq.

34 Pub. L. No. 74-675 (1936), codified at 7 U.S.C § 1 et seq.

35 17 C.ER. Part 190.

36 Pub. L. No. 81-797 (1950).

37 Federal Deposit Insurance Company, ‘Overview: The Resolution Handbook at a Glance’,
available at www.fdic.gov/bank/historical/reshandbook/overview.pdf.

38 Pub. L. 111-203 (2010).
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State law governs all regulation of insurance companies, including the resolution
of insolvent insurance companies.*

The Bankruptcy Code has mechanisms for dealing with the insolvency proceedings
of corporate groups and there is no special regime to address these types of filings. If
multiple affiliated companies in the same corporate group seek relief under the US
Bankruptcy Code, they will file separate bankruptcy petitions but will often seek joint
administration of the various bankruptcy proceedings, meaning that the bankruptcy
cases of each member of the group will be overseen by the same judge, which provides
for greater efficiency in the administration of the cases. Importantly, joint administration
does not mean that the assets and liabilities of the group will be combined. Rather,
corporate separateness will be observed despite the joint administration of the cases,
unless there is cause to breach corporate separateness and ‘substantively consolidate’ the
assets and liabilities of the debtor.

vii Cross-border issues

As part of the 2005 Bankruptcy Abuse and Consumer Protection Act, the United States
enacted Chapter 15 of the Bankruptcy Code, which is based on the UNCITRAL Model
Law on Cross-Border Insolvency (the Model Law).“’ Chapter 15 governs how a US court
should treat a foreign insolvency proceeding when no plenary proceedings have been
commenced in the United States and provides a mechanism for the cooperation between
the US court and the foreign court overseeing a debtor’s plenary insolvency proceeding.
Generally, Chapter 15 allows for the commencement of an ancillary proceeding upon
recognition of the debtor’s foreign proceeding. Once the foreign proceeding is recognised
by the US bankruptcy court, the automatic stay applies to the debtor and the property of
the debtor that is within the territorial jurisdiction of the United States*' and the debtor’s
foreign representative enjoys certain powers and privileges under the Bankruptcy Code,
such as the right to intervene in any court proceeding in the United States in which the
foreign debror is a party, the right to sue and be sued in the United States on the foreign
debtor’s behalf, the authority to operate the debtor’s business and the authority to initiate
avoidance actions in a case pending under another chapter of the Bankruptcy Code.
The bar for accessing plenary proceedings in the US bankruptcy courts is
relatively low. A company can be eligible to commence a Chapter 11 proceeding in
a US bankruptcy court so long as it is incorporated or has any property or operations
in the United States. Because of the perceived debtor-friendliness of US bankruptcy
courts and the courts’ vast experience in restructuring large multinational companies,
many multinational companies are filing for Chapter 11, even if their principal place of
business, or centre of main interest, is located outside the United States. This trend has
been particularly prevalent in the shipping industry. For example, in one recent case,

39 11 U.S.C.§ 1011.
40 ‘United Nations Commission on International Trade Law (UNCITRAL): UNCITRAL
Model Law on Cross-Border Insolvency with Guide to Enactment’, 30 May 1997, available

at www.uncitral.org/pdf/english/texts/insolven/insolvency-e.pdf.

41 11 U.S.C. § 1520.
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the Taiwan-based TMT Group opened an office in Houston only a few days before
filing for Chapter 11 protection in the United States Bankruptcy Court for the Southern
District of Texas.*

II INSOLVENCY METRICS

Since the global financial crisis, which saw gross domestic product adjusted for inflation
(real GDP) drop 2.8 per cent from 2008 to 2009, the US economy has experienced
a period of slow growth. From 2009 to 2013 real GDP in the United States increased
2.3 per cent on an average annual basis, although the 1.9 per cent real GDP from 2012
to 2013 trailed this average.” Furthermore, reported unemployment continues to abate:
the unemployment rate for July 2014 was 6.2 per cent, down from 7.3 per cent in June
of the previous year and from its October 2009 high of 10 per cent.*

Additionally, credit is readily available to US businesses. In 2013, US corporations
issued over $1.34 trillion in bonds, a 7.6 per cent increase over the $1.24 trillion issued
in 2012 and 47 per cent above the $909 billion issued in 2011.* Through the first six
months of 2014 over $769.4 billion worth of bonds has been issued.*® Average interest
rates have remained near historic lows; the 10-year Treasury rate is currently around
2.4 per cent and has ranged between 2.34 per cent and 3.01 per cent in the current
calendar year.” It is currently anticipated that interest rates will rise in 2015 and 2016,
as the Board of Governors of the Federal Reserve System (the Federal Reserve Board)
considers scaling back its quantitative easing policy.*

42 In re TMT Procurement Corp., No. 13-33763 (MI) (Bankr. S.D. Tex. 20 June 2013). There
are limits to a foreign-based company’s ability to seeck Chapter 11 protection. See I re
Yukos Oil Co., 321 B.R. 396,410-411 (Bankr. S.D. Tex. 2005) (bankruptcy court declines
to exercise jurisdiction over Chapter 11 case of a Russian oil company seeking to use the
automatic stay to prevent a foreclosure sale by the Russian government).

43 United States Department of Commerce, Bureau of Economic Analysis, Selected NIPA
Tables, Table 1.1.1, available at www.bea.gov/national/index.htm#gdp.

44 United States Department of Labor, Bureau of Labor Statistics, Labor Force Statistics from
the Current Population Survey, available at http://data.bls.gov/timeseries/LNS14000000.

45 Federal Reserve Board, New Securities Issues, US Corporations, available at www.
federalreserve.gov/econresdata/releases/corpsecure/current.htm.

46 Id.

47 United States Department of Treasury, Daily Yield Curve Rates, available at www.
treasury.gov/resource-center/data-chart-center/interest-rates/Pages/ TextView.
aspx’data=yieldYear&year=2014.

48 Jon Hilsenrath, ‘Fed Keeps Rates Unchanged, Sees Eventual Rise in 2015, 2016°, 7he Wall
Street Journal (18 June 2014 11.33 p.m.), available at http://online.wsj.com/articles/fed-ups-

projections-for-short-term-interest-rates-1403114981.
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US equity and equity-related proceeds totalled $278.5 billion in 2013,
a 14 per cent increase compared with the $244.5 billion raised in 2012. The number of
deals increased approximately 33 per cent, from 795 in 2012 to 1,056 in 2013.9

US corporate default rates have remained fairly low in 2014. Moody’s measured
the US speculative-grade default rate for the quarter ending 30 June 2014 at 1.9 per cent,
down from 3.0 per cent for the same period in 2013.>° Similarly, Moody’s indicated
that the leveraged loan default rate for the second quarter of 2014 was 1.7 per cent,
down from 2.3 per cent in 2013.5' The low default rates are attributed by some to the
‘amend and extend’ phenomenon, which has pushed out the proverbial ‘maturicy wall’
until at least 2017.5

As a result of the improvement in the US economy, the availability of cheap debt
and the relaxation of credit covenants, fewer businesses are seeking bankruptcy relief.
Specifically, 7,136 businesses filed Chapter 11 bankruptcies in the 12 months ending on
30 June 2014,% which is a 13 per cent reduction from the 8,216 Chapter 11 business
filings in the 12 months ending on 30 June 2013.% This trend continued into July, with
Chapter 11 business bankruptcies totalling 357, down 34 per cent from the 539 initiated
in July 2013.> The frequency of bankruptcy filings has steadily subsided since the peak
of 12,445 Chapter 11 business filings in the 12 months ending on 30 June 2010.°° In

49 Thomson Reuters, ‘Global Equity Capital Markets Review’ (last accessed 12 June 2013),
available at hetp://dmi.thomsonreuters.com/Content/Files/4Q2013_Thomson_Reuters_
Equity_Capital_Markets_Review.pdf.

50 Moody’s Investor Services, Announcement: Moody’s: Global speculative-grade default rate
ends at 2.2% in second quarter’, available at https://www.moodys.com/research/Moodys-
Global-speculative-grade-default-rate-ends-at-22-in--PR_303853?WT.mc_id=NLTITLE_
YYYYMMDD_PR_303853.

51 Id.

52 Moody’s Investor Services, Announcement: Moody’s: Speculative-Grade Maturity Wall
Pushed to 2017; More Debt Held by Low-Rated Companies’, available at heeps://www.
moodys.com/research/Moodys-Speculative-Grade-Maturity-Wall-Pushed-to-2017-More-
Debt--PR_265573.

53 United States Courts, ‘US Bankruptcy Courts — Business and Nonbusiness Cases
Commenced, by Chapter of the Bankruptcy Code, During the 12-Month Period Ending
June 30, 2014’, available at www.uscourts.gov/uscourts/Statistics/BankruptcyStatistics/
BankruptcyFilings/2014/0614_f2.pdf.

54 United States Courts, ‘US Bankruptcy Courts — Business and Nonbusiness Cases
Commenced, by Chapter of the Bankruptcy Code, During the 12-Month Period Ending
June 30, 2013’, available at www.uscourts.gov/uscourts/Statistics/BankruptcyStatistics/
BankruptcyFilings/2013/0613_{2.pdf.

55 Epiq Systems, Monthly Update — July 2014.

56 United States Courts, ‘US Bankruptcy Courts — Business and Nonbusiness Cases
Commenced, by Chapter of the Bankruptcy Code, During the 12-Month Period Ending
June 30, 2010’, available at www.uscourts.gov/uscourts/Statistics/BankruptcyStatistics/

BankruptcyFilings/2010/0610_f2.pdf.
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2013, 71 public companies filed for bankruptcy, with combined assets of $42.6 billion,
down from 87 companies with combined assets of $70.8 billion in 2012.5

Although in both 2012 and 2013 the incidence of bankruptcy filings was generally
distributed across industries, many of the significant bankruptcy cases involved energy,
shipping, and publishing and media companies.*®

Eighty companies commenced Chapter 15 proceedings in the 12 months ending
on 31 March 2014.” This is 19 more than were initiated during the 12 months ending
on 31 March 2013% but below the 116 Chapter 15 cases initiated during the 12 months
ending on 31 March 2012.!

III  PLENARY INSOLVENCY PROCEEDINGS

i City of Detroit, Michigan®

In the 1950s, Detroit, Michigan, with a population exceeding 1.75 million, was
the fourth largest city in the United States and the cradle of the booming American
automobile industry. Since that time, however, and in large part because of the loss of
manufacturing jobs from changes in the automobile industry, Detroit’s population has
steadily declined. Now, Detroit is the eighteenth largest city in the United States, with
a population of approximately 685,000. As the population decreased, so did economic
activity in Detroit and, correspondingly, tax revenue. At the same time, Detroit incurred
significant liabilities as the result of, among other things, debt issuances and pension
obligations. This led to growing budget deficits, declining credit ratings, increased
unemployment and inadequate municipal services.

On 1 March 2013, as a result of the City’s severe financial distress, the Governor
of Michigan appointed Kevyn D Orr as the ‘Emergency Manager’ of Detroit. Following
negotiations with various creditor constituencies, on 18 July 2013, the Emergency
Manager ordered the commencement of a bankruptcy case under Chapter 9 of the
Bankruptcy Code. As of the filing date, Detroit had liabilities of approximately $17.976
billion — making the Detroit bankruptcy case the largest case ever filed under Chapter 9.
The city’s liabilities primarily consist of bond issuances, swap liabilities and unfunded

57 New Generation Research, Inc., The 2014 Bankruptcy Yearbook and Almanac (Kerry
A. Mastroianni ed., 2014).
58 See id. at 37-41.

59 United States Courts, supra note 52.
60 United States Courts, supra note 53.
61 United States Courts, ‘US Bankruptcy Courts — Business and Nonbusiness Cases

Commenced, by Chapter of the Bankruptcy Code, During the 12-Month Period Ending
March 31, 2012, available at www.uscourts.gov/uscourts/Statistics/BankruptcyStatistics/
BankruptcyFilings/2012/0312_£2.pdf.

62 Substantially all information in the following section is taken from the Fourth Amended
Disclosure Statement with Respect to Fourth Amended Plan for the Adjustment of Debts of
the City of Detroit, Case No. 13-53846, ECF No. 4391 (Bankr. E. D. Mich. 5 May 2014)

(the Disclosure Statement).
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pension obligations (and debt issuances related to the pension obligations). Following
the commencement of the Chapter 9 case, the United States Bankruptcy Court for
the Eastern District of Michigan appointed both an Official Committee of Unsecured
Creditors (which has since been disbanded) and an official committee to act as the
representative for Detroit’s retired employees who were entitled to receive pension,
health and other post-employment benefits.

The Detroit case is quite complex with significant litigation. One of the key issues
facing Detroit since the commencement of its bankruptcy case has been the threshold
issue of whether the city is eligible to be a debtor under Chapter 9 of the Bankruptcy
Code — over 110 objections have been filed challenging the City’s eligibility, including
one filed by the Governor of Michigan arguing that, although the city is eligible to be
a Chapter 9 debtor, it is barred by the Michigan Constitution from impairing pension
obligations. On 5 December 2013, the bankruptey court issued an order holding that
Detroit was eligible to be a Chapter 9 debtor and authorised to impair its pension
obligations. An appeal of this order is currently pending in the Sixth Circuit Court of
Appeals. At the time of writing, the city of Detroit has settled with a significant number
of its creditors, including many of the retirees, objecting to eligibility. As a condition to
the settlements, the city required the settling parties to drop their eligibility objections.
As a result, the eligibility objection appeals are currently in abeyance pending successful
plan confirmation.

On 20 August 2014, Detroic filed its Sixth Amended Plan for the Adjustment of
Debts of the City of Detroit. The plan divides Detroit’s creditors into 17 different classes,
with each class receiving different treatment under the plan. The Disclosure Statement
was previously approved by the bankruptcy court and Detroit commenced solicitation
on its Chapter 9 plan in early May 2014. Most of Detroit’s creditor classes accepted the
plan, including the two classes made up of the city’s pension claimants. Bond insurers
Syncora Capital Assurance Inc and Syncora Guarantee Inc and Financial Guaranty
Insurance Company, along with an ad hoc group of bondholders, were the only significant
opposition to the city’s plan heading into the confirmation hearing, other than individual
objectors and some of the city’s surrounding counties. A trial before the bankruptcy
court to consider approval of Detroit’s plan commenced on 2 September 2014.

ii Energy Future Holdings®

On 29 April 2014, Energy Future Holdings Corp (EFH), the largest generator,
distributor and retail provider of electricity in the state of Texas, together with 70 of its
direct and indirect subsidiaries, filed one of the largest cases ever under Chapter 11 of the
Bankruptcy Code, with funded indebtedness of over $36 billion. EFH maintains three
distinct business lines:

63 Substantially all information in the following section is taken from the Declaration of Paul
Keglevic, Executive Vice President, Chief Financial Officer, and Co-Chief Restructuring
Officer of Energy Future Holdings Corp., Et AL, in Support of First Day Motions, Case
No. 14-10979, ECF No. 98 (Bankr. D. Del. 29 April 2014).
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a ‘Luminant’, which consists of EFH’s electricity generation, mining, wholesale
electricity sales and commodities risk management and trading activities;

b ‘TXU Energy’, which consists of competitive retail electricity sales and
related operations; and

¢ ‘Oncor’, a ring-fenced entity that conducts rate-regulated electricity transmission
and distribution operations and is 80 per cent indirectly owned by EFH.

The EFH organisational structure is divided into two ‘sides’. One side, which includes
Energy Future Competitive Holdings Company LLC (EFCH), Texas Competitive
Electric Holdings Company LLC (TCEH LLC) and TCEH LLC’s direct and indirect
subsidiary debtors (collectively, the TCEH Debtors) conducts the Luminant and TXU
Energy business lines. The other, which includes Energy Future Intermediate Holding
Company LLC (EFIH) and EFIH Finance Inc (together, the EFIH Debtors), conducts
the Oncor business line.
The TCEH Debtors’ primary debts include:
a $22.635 billion in obligations under a senior secured credit facility, which includes
$2.054 billion under a revolving credit facility, $1.062 billion under deposit
letter of credit term loan facilities, and $19.519 billion of term loan facilities,

plus certain interest rate swap and commodity hedge obligations, secured by
substantially all assets of the TCEH Debtors;

b $1.75 billion in first lien notes, secured by the same collateral as and ranking pari
passu with the obligations under the senior secured credit facility;

c $1.571 billion in second lien notes;

d $5.237 billion in unsecured notes; and

e $875 million in pollution control revenue bonds.

The EFIH Debtors’ primary debts include:

a $3.985 billion in first lien notes, secured by EFIH’s equity interest in Oncor;
b $2.156 billion in second lien notes; and
c $1.568 billion in unsecured notes.

In addition, EFH’s primary debts include:
a $1.864 billion in unsecured notes; and
b $60 million in additional unsecured notes guaranteed by EFCH and EFIH.

EFH’s Chapter 11 cases follow the largest private-equity buyout in history. In February
2007, EFH’s predecessor, TXU Corp, entered into a merger agreement through which
TXU was taken private through a leveraged buyout. In connection with the 2007
buyout, approximately $31.5 billion in new debt was issued, including multiple first-lien
secured, second-lien secured and unsecured notes.

The main cause of EFH’s Chapter 11 filing was the substantial decline in natural
gas prices in the United States that resulted from increased production due largely to
hydraulic fracturing, or ‘fracking’. This decline in price decreased the profitability of
EFH’s operations to the point where EFH was no longer able to service its significant

debt burden.
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Prior to the commencement of its Chapter 11 cases, EFH engaged in negotiations
with certain of its larger creditor constituencies. The issue at the forefront of these
negotiations was the form of a restructured EFH because if EFH restructured on
a deconsolidated basis, without a step-up tax basis, it could trigger a tax liability in excess
of $6 billion. These negotiations culminated in a restructuring support agreement (which
has since been terminated) entered into by certain of the EFH’s largest stakeholders,
which provided for a tax-efficient, deconsolidated restructuring of EFH, through
a ‘tax-free spin’.

Following the filing, EFH has faced aggressive litigation on multiple fronts.
Certain of its secured creditor constituencies commenced proceedings to determine
whether ‘make-whole’ premiums are due on their notes, and, if so, to what extent.
Whether such make-whole premiums are due may depend on both the language in the
indentures and whether EFH is solvent.®* Other note holders, who are slated to receive
no recovery under the terms of the plan term sheet attached to the restructuring support
agreement, objected to, among other things, the venue of the Chapter 11 cases in the
District of Delaware and the approval of the restructuring support agreement.

At the time of writing, the parties to the make-whole litigation are in the process
of negotiating a path forward that would allow the court to hear threshold matters of
contract interpretation before, if necessary, holding hearings regarding whether EFH is
solvent. Meanwhile, the restructuring support agreement has been terminated and the
debtors continue to explore alternate proposals.®

iii ~ James River Coal®

On 7 April 2014, James River Coal Company and 33 of its direct and indirect subsidiaries
(collectively, James River) commenced Chapter 11 bankruptcy proceedings in the
Eastern District of Virginia. James River’s principal business is the mining, preparation
and sale of metallurgical coal, thermal coal and steam coal, and its operations are
managed through operating subsidiaries located throughout eastern Kentucky, southern
West Virginia and southern Indiana. A dramatic decrease in domestic demand for coal,
increased competition and sharply rising costs to comply with environmental laws and

64 CSC Trust Co. of Del. v. Energy Future Intermediate Holdings Co. LLC, Case No. 14-10979,
ECF No. 1751 (Bankr. D. Del. 5 August 2014).

65 See Debtors’ Notice of (A) Termination of Restructuring Support Agreement, (B) Withdrawal
of Second Lien Opt-In, and (C) Withdrawal of EFIH Settlement Motion, EFTH Second
Lien DIP Motion, and Restructuring Support Agreement Assumption Motion, Case
No. 14-10979, ECF No. 1697 (Bankr. D. Del. 25 July 2014).

66 Davis Polk & Wardwell LLP is serving as counsel for James River in its Chapter 11
proceedings. Substantially all information in the following section is taken from the
Declaration of Peter T. Socha in Support of the Debtors’ Chapter 11 Petitions and First Day
Pleadings, Case No. 14-31848, ECF No. 5 (Bankr. E.D. Va. 7 April 2014) or the Debtors’
Motion for Entry of an Order Extending Debtors’ Exclusive Periods Within Which to
File a Plan and Disclosure Statement, Case No. 14-31848, ECF No. 440 (Bankr. E.D. Va.
26 June 2014).
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other governmental regulations together contributed to James River’s financial distress.
James River entered bankruptcy with a book value of $1.066 billion in assets against
$818.7 million in liabilities.

James River’s primary debts include:

a $64.7 million in letters of credit issued under a senior secured credit facility,
secured by substantially all of the debtors’ assets;

b $464.5 million in unsecured convertible notes of various classes;
$66.4 million in liabilities under the Federal Coal Mine Health and Safety Act of
1969; and

d $68.2 million in workers’ compensation liabilities.

James River initiated its Chapter 11 cases to either consummate a sale of some or
all of its businesses to a third party or to raise debt or equity capital for a standalone
restructuring. In support of this strategy, the debtors filed a motion contemporaneously
with the initation of the bankruptcy cases to approve strategic transaction bidding
procedures to be employed with respect to a sale of all or substantially all of their assets
or the sponsorship of a plan of reorganisation. These procedures were approved by
order of the bankruptcy court on 9 May 2014. James River held an auction from 18 to
20 August 2014, in accordance with the bidding procedures. Upon the conclusion of the
auction, James River selected a bid submitted by JR Acquisition, LLC, a wholly owned
subsidiary of Blackhawk Mining LLC (together with its affiliates, Blackhawk), as the
successful bid.*” Blackhawk will purchase certain of James River’s assets for an aggregate
purchase price of $52 million plus the assumption of certain liabilities.®® Blackhawk’s bid
was approved by the bankruptcy court on 26 August 2014.

iv Executive Benefits

The Supreme Court of the United States recently issued a decision in the Chapter 7
case of Bellingham Insurance Agency, Inc (BIA), holding that a bankruptcy court may
submit proposed findings of fact and conclusions of law to a district court in ‘core’
proceedings where the bankruptcy court lacks constitutional authority to enter final
judgment. This decision, Executive Benefits Ins Agency v. Arkison,” answers some, but by
no means all, of the questions raised by courts following the Supreme Court’s opinion in
Stern v. Marshall.”® Some background is helpful to better elucidate the potential impact
of the decision.

BIA filed a voluntary Chapter 7 bankruptcy petition in the Western District of
Washington on 1 June 2006. Peter Arkison, BIAs Chapter 7 trustee, thereafter filed
a fraudulent transfer action against the Executive Benefits Insurance Agency, Inc (EBIA).
EBIA was not a creditor of the BIA estate and filed no claims in BIA’s Chapter 7 case.

67 Notice of Selection of Successful Bid, Case No. 14-31848, ECF No. 561 (Bankr. E.D. Va.
21 August 2014).

68 Id.

69 Exec. Benefits Ins. Agency v. Arkison, No. 12-1200, slip op. (U.S. 9 June 2014).

70 Stern v. Marshall, 564 U.S. 2, 131 S. Ct. 2594 (2011).
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The bankruptey court granted summary judgment for Arkison on the fraudulent
transfer claims, and the district court affirmed. EBIA then appealed the decision to
the United States Court of Appeals for the Ninth Circuit. After EBIA filed its opening
appellate brief, the Supreme Court issued its opinion in Stern, which held that bankruptcy
judges do not have constitutional authority to enter a final judgment on a debtor’s
compulsory state law counterclaim even though final adjudication of that claim by the
bankruptcy court was authorised by statute.

In light of Stern, EBIA moved to dismiss its appeal in the Ninth Circuit for lack
of jurisdiction to finally decide the trustee’s fraudulent transfer claims. EBIA argued,
among other things, that there was a ‘gap’ in the bankruptcy statute with respect to claims
that are defined as ‘core’ under the Bankruptcy Code but may not, as a constitutional
matter, be adjudicated as such (‘Stern claims’), since bankruptcy courts lacked both the
constitutional authority to issue final judgments and the statutory authority to issue
proposed findings of fact and conclusions law with respect to such claims.”’ Neither
party to the dispute contested the conclusion that the fraudulent transfer claim at issue
was a Stern claim.

The Ninth Circuit rejected the motion, holding that EBIA had impliedly
consented to the bankruptcy court’s adjudication of the fraudulent transfer claim and
that the bankruptcy court’s judgment could instead be treated as proposed findings of
fact and conclusions of law, subject to de novo review by the district court.

On appeal from the Ninth Circuit, the Supreme Court affirmed that the statutory
grant of jurisdiction under 28 USC Section 157 allows bankruptcy courts to issue
proposed findings of fact and conclusions of law with respect to Stern claims. In other
words, Stern did not create a ‘gap’ in the bankruptcy statute. However, the Supreme
Court did not reach the question of whether parties could consent to the jurisdiction of
the bankruptcy court to hear claims that otherwise would fall outside the bankruptcy
court’s constitutional jurisdiction.

The Executive Benefits decision brings some clarity to the bankruptcy process, as
parties may continue to bring proceedings that implicate Stern claims in the bankruptcy
courts without running the risk that the court will be powerless to recommend findings
to the district court. The question of whether the consent of the parties to the bankruptcy
court entering final judgment on a Stern claim can cure any Article III defect, however,
remains open. On 1 July 2014, the Supreme Court granted certiorari in Wellness Intl
Network v. Sharif on this question.”

71 See Reply Brief of Petitioner 9-12, Case No. 12-1200 (U.S., June 2013).

72 Wellness Intl Network v. Sharif, 134 S. Ct. 2901 (2014). The Supreme Court will also consider
whether the presence of a subsidiary state property law issue ina 11 U.S.C. § 541 action
brought against a debtor to determine whether property in the debtor’s possession is property
of the bankruptcy estate means that such action does not ‘stem from the bankruptcy itself’
and therefore, that a bankruptcy court does not have the constitutional authority to enter

a final order deciding that action. Id.
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v Residential Capital

As discussed in last year’s edition of 7he International Insolvency Review, on 14 May 2012,
Residential Capital, LLC (ResCap), at the time, the fifth-largest servicer of residential
mortgage loan in the United States, filed for Chapter 11 protection in the United States
Bankruptcy Court for the Southern District of New York. At the time of its filing,
ResCap had approximately $15.3 billion in debt. These Chapter 11 cases were hotly
contested among ResCap and its various creditor groups and on 15 November 2013, the
bankruptcy court entered an order’ in connection with the confirmation of the ResCap
Chapter 11 plan, which could have significant implications for the treatment of secured
creditors in Chapter 11 cases.

To understand the potential impact of this decision, some background is
necessary both about the ResCap cases and the Bankruptcy Code. In January 2012,
prior to the filing of the Chapter 11 cases, ResCap commenced a marketing process
for its assets. This process resulted in two separate ‘stalking horse’ purchase agreements.
During the Chapter 11 cases, ResCap closed these two sale transactions, both to entities
that submitted bids that were higher and better than the stalking-horse bids. Thereafter,
a trial was held by the bankruptcy court to determine a number of issues among the
debtors and the creditors’ committee, on the one hand, and certain junior secured note
holders of ResCap, on the other hand. Among these issues was the extent to which the
note holders’ lien attached to proceeds of one of the asset sales.

Section 552 of the Bankruptcy Code provides, generally, that prepetition liens do
not attach to property of the debtor that is acquired after the petition date, unless such
after-acquired property is ‘proceeds, products, offspring or profits’ of the prepetition
collateral and the relevant security agreement provides that the lien attaches to such
after-acquired property.”* One of the issues in the ResCap case was the extent to which
the note holders’ lien attached to ‘goodwill” that was sold by the debtors.

The bankruptcy court held that the note holders did not ‘provide an adequate
basis for valuing goodwill on the petition date’ and therefore failed to meet their burden
‘in demonstrating the extent of their lien on goodwill as of the petition date’.”” The court
then looked at whether the note holders lien’ extended to goodwill that was generated
after the petition date. Although the note holders’ security agreement provided that
their lien attached to, among other things, proceeds, products, offspring and profits
of their collateral, the court held that it did not extend to the goodwill generated after
the petition date.”® The basis of the court’s decision was that the carve-out for proceeds,
products, offspring and profits is ‘intended to cover after-acquired property that is
directly attributable to prepetition collateral, without addition of estate resources’, and
because ResCap worked during their Chapter 11 cases to increase their goodwill, debtor
resources were used. Because the note holders failed to provide evidence as to the portion

73 In re Residential Capital, LLC, 501 B.R. 549 (Bankr. S.D.N.Y. 2013).
74 11 U.S.C. § 552(b)(1).

75 501 B.R. at 611.

76 Id. at 612.
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of the goodwill that was attributable to their collateral, the court held that their lien did
not extend to the value of the sale attributable to goodwill.”

While the effect and breadth of this holding remain to be seen, it is an indication
that ‘blanket liens’ may not be sufficient to ensure total coverage in a Chapter 11 case.
Further, it is likely that unsecured creditors attempt to expand this ruling to continue to
attack secured creditors’ liens.

vi Revel Atlantic City”®

On 19 June 2014, Revel AC, Inc and five of its direct and indirect subsidiaries (collectively,
Revel) commenced Chapter 11 bankruptcy proceeding in the District of New Jersey.
Revel owns and operates Revel Adantic City, a casino and resort facility in Atlantic City,
New Jersey. This is Revel’s second trip through Chapter 11 in as many years.

With Morgan Stanley as the initial financier, construction of Revel Atlantic City
began in 2007. The project soon ran into financial trouble and, after several years of delays
and mounting costs, Morgan Stanley abandoned the unfinished project. The financier
wrote down 98 per cent of the approximately $1.25 billion that had been invested in the
property and sold its interest in the project to an investor group for $30 million. Revel
subsequently raised $1.15 billion in additional financing from a group of lenders led by
JPMorgan and received a $261.4 million economic redevelopment and growth grant
from the state of New Jersey, which allowed Revel Atlantic City to be completed.

Revel Atlantic City opened for business on 2 April 2012 and immediately began
accruing large losses. Revel thus began restructuring discussion with its stakeholders in
early February 2013, which led to the solicitation of votes approving a prepackaged plan
of reorganisation (the 2013 plan). The 2013 plan was confirmed and became effective
on 21 May 2013.

Revel’s operations, however, continued to struggle, and the company was once
again faced with limited liquidity by late 2013. In November 2013, Revel agreed to certain
amendments to its secured credit facilities that provided approximately $75 million in
additional liquidity. Notably, the lenders required Revel to hire an investment banker
and begin pursuing a sale, merger, equity investment or other similar transaction as
a condition to this incremental financing. Revel conducted a prepetition marketing
process but could not reach a deal with any potential buyer. Revel then attempted
to conduct a sale of substantially all of its assets during its Chapter 11 cases but was
unable to find a buyer.” The casino, the newest and largest in Adantic City, will cease
operations in September.®

77 Id.

78 Substantially all information in the following section is taken from the Declaration of Shaun
Martin in Support of First Day Motions and Applications, Case No. 14-22654, ECF No. 5
(Bankr. D. N.J. 19 June 2014).

79 Charles V Bagli, ‘Revel, Atlantic City’s Newest and Largest Casino, Is Closing’, 7he New York
Times (12 August 2014), available at www.nytimes.com/2014/08/13/nyregion/revel-atlantic-
citys-newest-and-largest-casino-is-closing.html.

80 Id.
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As of the petition date, Revel’s primary debts included:
a $137 million in obligations under a first-lien credit facility; and
b $310 million in obligations under a second-lien credit facility.

Obligations under both facilities are secured by substantially all of Revel’s assets.

IV ANCILLARY INSOLVENCY PROCEEDINGS

i Barnet®!

Octaviar Administration Pty Ltd (Octaviar), an Australia-based property finance group,
was placed into ‘external administration’ in Australia on 3 October 2008 and was
subsequently ordered to liquidate. The liquidators of the Octaviar estate (the foreign
representatives) thereafter investigated certain causes of action against Drawbridge Special
Opportunities Fund LP (Drawbridge) and, on 3 April 2012, commenced a lawsuit in
Australia against certain of Drawbridge’s affiliates asserting avoidance claims and related
equitable claims and seeking A$210 million.

On 13 August 2012, the foreign representatives petitioned the bankruptcy court
for the Southern District of New York for an order recognising the Australian liquidation
proceeding as a foreign main proceeding under Chapter 15. Octaviar did not transact
business in the United States or have any operations in the United States. However, the
foreign representatives asserted that Octaviar may have had assets in the United States in
the form of claims or causes of action against entities located in the United States. The
Chapter 15 case was initiated to facilitate investigation into these potential claims.®? The
bankruptcy court entered an order recognising the Australian foreign main proceeding
on 6 September 2012.%

On direct appeal to the United States Court of Appeals for the Second Circuit,
Drawbridge argued that Octaviar had not demonstrated that it was eligible to be a debtor
under Chapter 15. Section 103(a) of the Bankruptcy Code provides, with one exception
that is not relevant here, that Chapter 1 ‘of this title appl[ies] in a case under Chapter 15°.34
Chapter 1 of the Bankruptcy Code includes Section 109(a), which provides that ‘only
a person that resides or has a domicile, a place of business, or property in the United
States ... may be a debtor under this title’. Because Octaviar had not established that it had
any domicile, place of business, or property in the United States, Drawbridge contested,
Octaviar could not be a debtor under Chapter 15 and its case must be dismissed. The
Court of Appeals agreed, and Octaviar’s Chapter 15 case was dismissed.®

81 For a more detailed discussion of Barnet and its ramifications, see Chapter 1.

82 Verified Petition Under Chapter 15 for Recognition of a Foreign Main Proceeding at
paragraph 37, Case No. 12-13443, ECF No. 2 (Bankr. S.D.N.Y. 13 August 2012)

83 Order Granting Recognition of a Foreign Main Proceeding, Case No. 12-13443, ECF No. 18
(Bankr. S.D.N.Y. 6 September 2012).

84 11 U.S.C. § 103(a).

85 In re Barnet, 737 E.3d 238 (2d Cir. 2013).
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The Second Circuit’s decision potentially limits access to Chapter 15 for foreign
debtors who lack assets, a domicile or a place of business in the United States. However,
it may still be possible for such a debrtor to initiate a case after moving property into the
jurisdiction, as Octaviar subsequently succeeding in doing.®

ii ABC Developmental Learning Centres

ABC Developmental Learning Centres (ABC), an international childcare business based
in Australia was placed into an Australian voluntary administration in November 2008
and then into liquidation in June 2010. Concurrently with the commencement of the
voluntary administration, ABC’s secured creditors, who held a lien on substantially all
of ABC’s assets, appointed receivers for the company. Because excess proceeds from the
collateral were not expected to be available for distribution to unsecured creditors, the
receivers could have seized control of substantially all of ABC’s assets (including its US
assets). As a result, the administrators (and later, liquidators), delegated management of
the company to the receivers.

Later, to stay a US action by a judgment creditor, RCS Capital Development
(RCS), the liquidators filed a Chapter 15 case for ABC. RCS objected to recognition
of the Australian proceeding on various grounds, mainly that because of the pending
receivership, there was not a ‘collective judicial or administrative proceeding’ as required
for recognition under the Bankruptcy Code and ABC did not hold an interest in the US
assets that were subject to the action because they were controlled by the receiver for the
benefit of the secured creditors.

The case was appealed to the Court of Appeals for the Third Circuit, which rejected
RCS’s arguments. The Third Circuit held that Chapter 15 accommodates the recognition
of foreign insolvency proceedings that may be very different from US proceedings,
particularly with respect to the rights of secured creditors. Though RCS argued that
the approach of bifurcating encumbered and unencumbered assets taken by Australian
insolvency law was less likely to rehabilitate the debtor than the US approach, the Third
Circuit held that the failure to recognise the Australian proceeding would yield an even
worse result and one even less likely to be rehabilitative, as it would result in the proverbial
‘race to the courthouse’. In so holding, the Third Circuit reaffirmed the foundation of
comity on which the Model Law — and correspondingly, Chapter 15 — is based.

iii MtGox

On 7 February 2014, MtGox, a Japanese corporation and, at the time, one of the
largest online bitcoin exchanges, halted all withdrawals. Three weeks later, following
the mysterious disappearance of nearly all of its and its customers’ approximately
850,000 bitcoins (worth approximately $473 million at the time), on 28 February 2014,
MtGox filed for bankruptey protection in Tokyo. Shortly thereafter, on 9 March 2014,
MtGox filed for Chapter 15 relief, primarily to enjoin two pending litigations in the
United States. The Japanese insolvency proceeding was recognised at a foreign main

86 In re Octaviar Administration Pty Lid, Case No. 14-10438 (SCC), ECF No. 18 (Bankr.
S.D.N.Y. 19 June 2014).
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proceeding on 19 June 2014. Following the MtGox events, various US regulators have
adopted different positions regarding the bitcoin business. For example, the Federal
Reserve has stated that it does not have the authority to regulate bitcoins, the Commodities
Futures Trading Commission has publicly said that it is looking at whether the agency
has jurisdiction over bitcoins and other virtual currencies, and the New York Department
of Financial Services issued a press release stating that it will accept applications for the
establishment of regulated virtual currency exchanges in New York State.

iv Oui Management

Oui Management, a fashion model agency in Paris, which commenced a ‘sauvegarde
procedure in the Paris Commercial Court in September 2012 did not file for Chapter 15
relief, yet the principles of comity played an important role in the case. Despite one of
Oui Management’s creditors, Oui Financing, suing Oui Management and its president
and principal shareholder, Steven Dellar, who was a non-debtor guarantor of the debt,
in US federal court in New York, Oui Management did not file for Chapter 15 relief.
Rather, Dellar filed a motion to dismiss, in which he argued that it would be more
orderly and expedient to have the disputes between Oui Management and Oui Financing
resolved in one proceeding — the French insolvency proceeding. On 9 October 2014, the
US court issued an order granting the motion to dismiss on the principles of comity.
The court stated that precedent counselled in favour of ‘deference to a foreign court of
proper jurisdiction ... so long as the foreign proceedings are procedurally fair and do
not violate public policy’. The US court refused to accept Oui Financing’s argument
that the French proceeding was unfair and, as it held that the claim against Dellar was
closely intertwined with the claim against Oui Management, therefore, allowing the
action would constitute an ‘end run around a parallel foreign bankruptcy proceeding,
which, as an act of a sovereign nation, was entitled to ‘a proper level of respect’.

\'% OTHER RECENT DEVELOPMENTS

i Republic of Argentina v. NML Capital®”

On 16 June 2014, the US Supreme Court declined to hear an appeal by the Republic
of Argentina of a lower court order ruling that Argentina needed to make payments
on account notes issued prior to its debt restructuring.®® The denial of certiorari was
a significant blow to Argentina in its ongoing legal battle with certain hedge funds
that did not take part in the country’s debt restructuring (discussed below). Although
the underlying cases are not US based insolvency cases, the Supreme Courts denial of
certiorari was much talked about in the US distressed debt market.

As is well known, in 2001, Argentina defaulted on its external debt. Between 2005
and 2010, Argentina worked to restructure its debt by offering creditors new securities
in exchange for the defaulted ones. While approximately 92 per cent of the bondholders

87 Davis Polk & Wardwell LLP is serving as counsel for Citibank, NA in connection with
this matter.

88 Republic of Arg. v. NML Capiral, Ltd., 2014 U.S. LEXIS 4259 (16 June 2014).

450



United States

accepted this settlement, a number of creditors, including NML Capital, an affiliate of
Elliot Management, and other distressed debt funds, did not and brought actions in
the United States to collect on the defaulted securities (Argentina had waived sovereign
immunity in its bond indentures).*

In February 2012, the District Court for the Southern District of New York
ordered that if Argentina made a payment on account of the exchanged notes, it must
make a ratable payment on account of the original, unexchanged notes. Because the
original notes were in default and had been accelerated, this meant that if Argentina
were to pay 100 per cent of owing obligations due, at any time, under the exchanged
notes, it would have to make a payment of 100 per cent of the full amount owing under
the original notes, which totals approximately $1.33 billion.”” On 23 August 2013, the
Court of Appeals for the Second Circuit affirmed this ruling, and Argentina appealed
to the Supreme Court.” By refusing to hear the case, the Supreme Court has left the
District Court ruling intact.

Following the denial of certiorari, Argentina ceased making interest payments
on any of its external debt to avoid paying the full amount owing under the original
notes. On 30 July 2014, the 30-day grace period on a $539 million interest payment
expired, causing Argentina to default on $29 billion in debt.”” Following the alleged
default (which Argentina denies), Argentina’s Merval stock index fell 8.4 per cent, and
the peso fell to 12.65 per dollar on the black market, from 12.30.* At the time of
writing, the Argentine government is attempting to offer a bond swap that would allow
it to pay bondholders in Argentina instead of in the United States.” District Judge
Thomas Griesa has said that this scheme would violate the District Court’s order, and
the price of the bonds fell in response to the offer.” Argentina has asserted that terms
of the restructured notes prevent it from paying the holdout investors and that it is

89 Petition for Writ of Certiorari at 1, Republic of Arg. v. NML Capital Lid., No. 13-990
(18 February 2014).

90 Id.

91 NML Capital, Ltd. v. Republic of Arg., 727 F.3d 230 (2d Cir. 2013).

92 Nicole Hong, Argentine Debt Feud Finds Much Fault, Few Fixes, The Wall Street Journal
(Aug. 1, 2014 7:41 a.m.), available at http://online.wsj.com/articles/argentina-mulls-legal-
options-in-debt-dispute-1406814851.

93 Id.

94 Ken Parks and Taos Turner, ‘Argentina Moves to Pay Exchange Bondholders in Argentina’,
The Wall Street Journal (20 August 2014 11.59 a.m.), available at http://blogs.wsj.com/
frontiers/2014/08/20/argentina-moves-to-pay-exchange-bondholders-in-argentina.

95 Nicole Hong and Matt Day, ‘US Judge Says Argentina’s Debt Swap Proposal Is Illegal’, 7he
Wall Street Journal (21 August 2014 5.10 p.m.), available at http://online.wsj.com/articles/
judge-to-hold-hearing-in-argentina-debt-dispute-thursday-afternoon-1408630889.
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considering different legal strategies to allow it to pay or settle with the bondholders.
The next interest payment on the restructured notes is due on 30 September 2014.%

ii Puerto Rico Electric Power Authority®

The Commonwealth of Puerto Rico and its public corporations, which are responsible
for providing public services, are currently facing an economic crisis as a result of
an economic recession that has persisted since 2006, high rate of unemployment
(15.2 per cent in January 2014),”® population decline (approximately 1 per cent a year
since 2011),” and high levels of debt and pension obligations. The Commonwealth has
projected that it will close the current fiscal year with a $650 million budget deficit, and
its public corporations face a combined deficit of $800 million and debt of $20 billion.'®
As a result of these economic challenges, Puerto Rico and the public corporations have
seen their credit downgraded to non-investment grade status.

The Government Development Bank of Puerto Rico (GDB) has the statutory
role of financial adviser and fiscal agent to the government of the Commonwealth, its
instrumentalities, municipalities, and public corporations, and has historically financed
the public corporations. As of 30 June 2014, the GDB had $6.9 billion in loans to
Puerto Rico and its public corporations, comprising 48 per cent of the GDB’s total
assets.’”" In response, over the past six months, the Commonwealth has taken steps to
prohibit further loans from the GDB to the public corporations, which in turn has
exacerbated the liquidity crisis at the public corporations.

The Puerto Rico Electric Power Authority (PREPA or the Authority) is a public
corporation and is the only entity authorised to provide electricity services in Puerto
Rico. The economic conditions affecting the Commonwealth more broadly and the
recent cut-off of funding from the GDB have contributed to PREPA’s current financial
distress. Moreover, PREPA’s facilities are outdated, resulting in PREPA being overly
dependent on expensive petroleum.

PREPA’s primary debts include:

a $8.3 billion in bonds, secured by a pledge of revenues; and
b two revolving facilities used to finance fuel purchases, with total outstanding
borrowings of $699 million.

96 Nicole Hong and Matt Wirz, ‘Bondholders in Talks with Argentina on Legal Strategies’ 7he
Wall Street Journal (4 September 2014 5.47 p.m.), available at http://online.wsj.com/articles/
bondholders-in-talks-with-argentina-on-legal-strategies-1409867227.

97 Davis Polk & Wardwell LLP is serving as counsel for Citibank, NA in connection with
this matter.

98 2014 US Dept of Labor Report, available at www.bls.gov/eag/eag.pr.htm.

99 Annual Estimates of the Resident Population for Selected Age Groups by Sex for the United
States, States, Counties, and Puerto Rico Commonwealth and Municipios: 1 April 2010 to
1 July 2013.

100 Preamble to Puerto Rico Public Corporation Debt Enforcement and Recovery Act, Act
No. 71-2014 (the Recovery Act).

101 Id.
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On 3 July 2014, PREPA defaulted on its payment obligations under its revolving
facilities. Its lenders agreed to a short-term forbearance until 14 August 2014, which
provided PREPA and its creditors additional time to negotiate a solution to the crisis.

On 14 August 2014, PREPA announced that it had negotiated further
forbearance agreements with its bondholders and revolving lenders until 31 March 2015.
PREPA will continue to make required debt service payments to its bondholders and
interest payments to its revolving lenders during this period. An amendment to the
bond documents will provide PREPA with additional liquidity in the form of access
to approximately $280 million held in its construction fund for payment of current
expenses and capital improvements. As part of the forbearance, PREPA has committed
to completing a five-year business plan by 14 December 2014 and to appointing a chief
restructuring officer by 8 September 2014, and must deliver a full debt restructuring
plan by 2 March 2015.'?

PREPA’s in-court restructuring options are limited by the fact that it is ineligible
to file for Chapter 9, as the Bankruptcy Code specifically prevents Puerto Rican
municipalities from initiating cases under the Chapter.'® It is also unclear whether
PREPA is eligible for Chapter 11. To fill this statutory gap, on 25 June, Governor
Alejandro Garcia Padilla announced the Recovery Act. The Recovery Act was approved
by the Commonwealth’s Senate and House of Representatives without public hearing
or debate that same day and was signed into law by Governor Padilla on 28 June 2014.
The Recovery Act is designed to allow public corporations to adjust their debts in the
interests of all creditors.

No public corporation has yet availed itself of the Recovery Act. If a company
were to do so, it is likely that creditors would challenge its validity on a number of
Constitutional grounds. Indeed, at the time of writing there are pending lawsuits that
challenge the Recovery Act, although it remains to be seen whether these actions are ripe.

iii.  New tools for resolving systemically important financial institutions'*

The unplanned failure of Lehman Brothers in 2008 was preceded by a run on liquidity
that led to Lehman’s bankruptcy, which in turn led to wholesale closeouts of open
financial contracts, the selling of collateral into distressed markets and ultimately the sale

102 Government Development Bank for Puerto Rico, ‘PREPA Reaches Agreements with
Creditors’, available at www.gdb-pur.com/documents/PREPA_Augl4Forbearance_
PressRelease_081414_FINAL.pdf.

103 11 US.C. § 101(52). Legislation has recently been proposed to amend Chapter 9 to include
Puerto Rico. H.R. 5305, the Puerto Rico Chapter 9 Uniformity Act of 2014, recently
introduced by Resident Commissioner Pedro Pierluisi, proposes to amend Chapter 9 to
include Puerto Rico. See ‘Pierluisi Introduces Bill to Include Puerto Rico in Chapter 9 of
the US Bankruptcy Code’, available at http://pierluisi.house.gov/media-center/press-releases/
pierluisi-introduces-bill-to-include-puerto-rico-in-chapter-9-of-the-us.

104  Substantially all information in the following section is taken from the Statement of
Donald S Bernstein Before Subcommittee on Regulatory Reform, Commercial and Antitrust
Law, US House of Representatives, Washington, DC 15 July 2014.
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of Lehman’s businesses and remaining assets at fire-sale prices. Since 2008, there has been
a focus on ensuring that future failures of systemically important financial institutions
(SIFIs) proceed in a manner that minimises systemic risk and does not put taxpayers at
risk, while preserving due process and the rule of law.

A proposal currently under consideration in Congress in draft bill form is
the addition of a new subchapter to the Bankruptcy Code that would allow SIFIs to
take a ‘single point of entry’ approach to resolution. Single point of entry involves
commencing resolution proceedings only with respect to the financial firm’s top-level
parent holding company, with all losses of the distressed financial firm being borne by
sharcholders and creditors of that entity and not by taxpayers. Operating entities, like
the firm’s banking or broker-dealer subsidiaries, would not be placed in insolvency or
resolution proceedings, would be recapitalised using assets of the holding company and
would continue as subsidiaries of a newly-created, debt-free bridge holding company.
The old holding company’s creditors and sharecholders would be left behind either
in bankruptcy proceedings or in a receivership under the Federal Deposit Insurance
Corporation’s OLA, and a viable recapitalised firm would be created, the value of which
would be preserved without requiring bankruptcy or a prolonged resolution process for
the firm’s operating entities.

To facilitate a single point of entry remedy, the draft bills generally provide
SIFIs in bankruptcy with tools that are analogous to those available under Title II of
the Dodd-Frank Act, including (1) the power to create and transfer the failed holding
company’s assets to a bridge financial company; (2) a temporary stay on financial contract
terminations and a temporary override of cross-defaults; and (3) the ability to assume
financial contracts and related guarantees. As one advocate for the proposal testified in
front of Congress, ‘[e]xpanding the options available by continuing to develop resolution
approaches under both the existing Bankruptcy Code and OLA will maximise the
flexibility to resolve distressed financial firms in a manner that minimises systemic risk

and does not put taxpayers at risk while preserving due process and the rule of law’.!®

\'% TRENDS

Bankruptey filings in the United States have continued to decline since their 2009-2010
peak during the global financial crisis.!® Companies have been buoyed by access to
cheap capital because of historically low interest rates as a result of the Federal Reserve’s
quantitative easing measures. The Federal Reserve Board’s decision to continue its
quantitative easing provides relief for companies with highly leveraged balance sheets
that likely would have struggled to meet their debt obligations had interests rates begun
to rise.'” Continued low interest rates should continue to allow distressed companies to
refinance their debt and postpone the need to commence bankruptcy proceedings.

105  Id.
106 The 2014 Bankruptcy Yearbook and Almanac (see footnote 57, supra), at 16.
107 See Jon Hilsenrath, ‘Fed Keeps Rates Unchanged, Sees Eventual Rise in 2015, 2016’; see

footnote 47, supra.
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The energy industry however, has experienced a number of bankruptcies over the
past few years despite the general availability of cheap credit, and this trend is unlikely
to abate in the near term. In particular, the coal industry will continue to be hit hard
by the prevalence of cheaper and cleaner sources of energy, such as natural gas. The coal
industry has already been hampered by decreasing revenues, increasing regulation and
large unfunded pension and retirement liabilities. Added to this, the federal government
is preparing to launch new emissions standards that will take a further toll on the
beleaguered industry.!® The gaming industry is also likely to continue to experience
bankruptcy filing, as traditional gambling hubs, such as Adantic City,'” struggle
to remain profitable as additional gaming locations increase in popularity. Caesars
Entertainment Corporation (together with its subsidiaries, Caesars), for instance,
is currently attempting to avoid joining the ranks of bankrupt gaming enterprises by
restructuring more than $20 billion in debt out of court, even as junior bondholders
allege that Caesars’ private equity sponsors have stripped the company of valuable assets
and that Caesars has defaulted on its debt obligations.!'® Whether these efforts will prove
successful remains to be seen.

i Pre-arranged plans, pre-packaged plans and 363 sales in Chapter 11

As stated earlier, reorganisation of a debtor under Chapter 11 is often the best way of
achieving the goal of providing the maximum return to creditors through the bankruptcy
process. That said, a complete restructuring under Chapter 11 can be a time-consuming
and costly process for a struggling debtor, and an extended stay in bankruptcy can be
fatal for a debtor that does not have sufficient liquidity to pay professionals’ fees and
maintain operations through a multi-year Chapter 11 process.

For these reasons, the past several years have seen an increase in the number of
Chapter 11 bankruptcies that are pre-arranged or pre-packaged. ‘Pre-arranged’ is a loose
term to describe a Chapter 11 case where certain creditors or other interested parties have
worked with the debtor prior to the filing of the case to negotiate an agreed upon course
for company’s reorganisation. Often these parties will enter into formal agreements with
the debtor pursuant to which they agree to take or not take certain actions in furtherance
of planned reorganisation. A ‘pre-packaged’ Chapter 11 is one in which votes for the
company’s Chapter 11 plan are solicited prior to the Chapter 11 filing and the company
enters Chapter 11 with a clear and predetermined course for its reorganisation. In the
year 2013, 18 publicly traded companies filed pre-arranged or pre-packaged Chapter 11
cases, up from 14 in 2012 and nearly three times the number that filed in 2011.'"

108 See United States Environmental Protection Agency, ‘Clean Power Plan Proposed Rule’,
available at www2.epa.gov/carbon-pollution-standards/clean-power-plan-proposed-rule.

109  Gambling revenues in Atlantic City have decreased 45 per cent since 2006. See UNLV Center
for Gaming Research, Atlantic City Gaming Revenue, available at http://gaming.unlv.edu/
reports/ac_hist.pdf.

110 See Wilmington Savings Fund Society, FSB v. Caesars Entertainment Corp., Case No. 10004
(Del. Ch. 4 August 2014).

111 The 2014 Bankruptcy Yearbook and Almanac (see footnote 57, supra), at 171.
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Of that group, all but one emerged from bankruptcy in less than six months (Penson
Worldwide, Inc, the one exception, took roughly seven months to sell certain assets and
liquidate pursuant to its pre-arranged plan).''?

There has also been an increase in the number of Chapter 11 proceedings used
to effect sales of substantially all of a debtor’s assets free and clear of any liens, claims
or encumbrances. Such ‘Section 363 sales’ (named after the applicable provision of the
Bankruptcy Code) can be used to effectuate sales of valuable assets or profitable business
units for the benefit of the debtor’s creditors. While such sales are an integral part of the
Chapter 11 process, increasingly, they have been used early in cases to sell significant
portions (or all) of a debtor’s assets and, as a result, have been met with criticism because
it can be argued that they enable a debtor to chart a course for its Chapter 11 case free
of the creditor protections associated with voting on and confirming a Chapter 11 plan
of reorganisation. At the same time, however, these sales can allow a debtor to efficiently
realise value for depreciating assets.

ii Rights of secured creditors

Recentdecisions, including Fisker Automotive Holdings'® and Free Lance-Star Publishing,'"*
may signal a trend of bankruptcy courts reacting to what they view as ‘loan-to-own’
investors seeking to exert excessive control over debtors and the bankruptcy process.

In Fisker, Hybrid Tech Holdings, LLC (Hybrid) purchased a $168.5 million
secured claim against the debtor for $25 million with a view towards credit bidding the
full $168.5 million in connection with an auction for substantially all of the debtor’s
assets.'” The bankruptcy court found that no other parties would bid on the debtor’s assets
if Hybrid was allowed to credit bid its full claim, but at least one other party was likely
to participate in the auction if Hybrid’s claim was capped at $25 million."® Moreover,
the bankruptcy court found that “foster[ing] a competitive bidding environment could
constitute ‘cause’ to limit a secured creditor’s right to credit bid under Section 363 (k)
of the Bankruptcy Code.'”” The bankruptcy court therefore capped Hybrid’s right to
credit bid at $25 million.!*® Likewise, the Free Lance-Star court, citing Fisker, limited the
amount a secured creditor that had purchased its claim from an existing lender could bid
on the grounds (among others) that the limitation would ‘restore enthusiasm for the sale
and foster a robust bidding process’.'"” Moving forward, negotiations between debtors

112 Id.

113 No. 14-CV-99 (GMS), 2014 WL 210593 (Bankr. D. Del. 17 January 2014).

114 Case No. 14-30315-KRH, 2014 Bankr. LEXIS 1611 (Bankr. E.D. Va. 14 April 2014).

115  Fisker, No. 14-CV-99 (GMS), 2014 WL 210593 at *2.

116 Id.at*5.

117 Id.at*4 n.2.

118  The fact that the bid amount was capped at the price that Hybrid paid for the secured claim
appears to have been happenstance: the court relied upon a stipulation between the debtor
and the creditors’ committee that $25 million was the limit that would permit a robust
auction process. Id. at *6.

119 Free Lance-Star, 2014 Bankr. LEXIS 1611, at *19.
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and secured creditors may become the subject of more intense scrutiny by creditors
committees and the courts.

Secured creditors also suffered a setback in a recent bench ruling in the Momentive
Performance Materials bankruptcy case.’™ On 26 August 2014, the bankruptcy court
held that Momentive Performance Materials could satisfy the cramdown standard
of 1129(b) of the Bankruptcy Code as to its oversecured creditors with replacement
notes paying the creditors a below-market interest rate. Rejecting arguments made
by objecting creditors that a market rate of interest was required, the court approved
the use of the below-market rate that was computed by reference to the prime rate,
with an additional margin to compensate the creditors for the risk of non-payment.
The court reasoned that the Bankruptcy Code does not require an interest rate that
covers creditors’ costs or provides them with a profit. If not overturned on appeal and
if adopted by other courts, this ruling may shift the leverage in future cases in favour of
debtors and unsecured creditors, potentially enabling them to satisfy secured creditors
with long-term replacement notes at below-market rates, thus obviating the need for
some debtors to secure takeout financing and potentially providing additional value for
unsecured creditors at the expense of secured creditors.

Over the years, the pendulum has swung back and forth between periods when
courts are inclined to fully protect the rights of secured creditors and periods when courts
appear inclined to question some of those rights, strengthening the hand of Chapter 11
debtors and their unsecured creditors. The Fisker, Free Lance-Star and Momentive
decisions, along with the Residential Capiral decision discussed in Section III above, may
be understood in the context of greater emphasis on balancing the rights of secured and
unsecured creditors under the Bankruptcy Code at a time when secured lending has
become the norm. Indeed, the American Bankruptcy Institute’s Commission to Study the
Reform of Chapter 11, which has been active since 2011, was largely formed in response
to the expansion of the use of secured credit and the growth of distressed-debt markets.'*!

iii Venue
Bankruptcy venue was a popular issue in 2011, with the Bankruptcy Venue Reform
Act of 2011 being introduced in Congress. The bill sought to make it more difficult
for a debtor to assert that its chosen venue is proper based solely on its jurisdiction of
incorporation or the jurisdiction of incorporation for an affiliate debtor that files first.
The bill sought to curtail the number of bankruptcies filed in the popular jurisdictions
of New York and Delaware, particularly for companies that do not have significant
operations in those jurisdictions. The Bankruptcy Venue Reform of 2011 caused a stir in
the bankruptcy community, but did not make it out of the House Judiciary Committee’s
Subcommittee on Courts, Commercial and Administrative Law.

Venue may reappear as a focal point in the near future. As discussed in last year’s
edition of The International Insolvency Review, the courts may see the decision to transfer

120 In re MPM Silicones, LLC, et al., Case No. 14-22503 (Bankr. S.D.N.Y. 26 August 2014).
121 See ABI Commission to Study the Reform of Chapter 11, Purpose of the Commission,

available at hetp://commission.abi.org/purpose-commission.
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venue in the Patriot Coal case from the Southern District of New York to the Eastern
District of Missouri'?? as a model for deciding whether to transfer venue away from
the magnet jurisdictions. One such objection was recently raised in the Energy Future
Holdings cases, discussed generally in Section IIT above. There, the indenture trustee for
the TCEH debtors” second-line debt, joined by certain other creditor constituencies,
(unsuccessfully) moved to transfer venue from the District of Delaware to the Northern
District of Texas.!?

iv Mediation

Another effect of the increased strain on the US judiciary could be the rise of mediation
in bankruptcy cases, as an antidote to costly and time-consuming traditional litigation.
Mediation has sometimes proven to be an effective method of creating consensus around
a plan of reorganisation from multiple parties, which cannot be achieved as easily in the
binary and adversarial litigation system.

Mediators are also playing a central role in bankruptcies filed under other
chapters of the Bankruptcy Code. Several US bankruptcy courts have created mediation
programmes to provide for mortgage modification in Chapter 13 individual debtor cases.
Further, mediators have been tapped to enable the discussions between creditors and the
local government official in the major Chapter 9 municipal bankruptcies of Detroit,
MI and Stockton, CA. Mediation will be likely to play a larger role in Chapter 11
bankruptcies in the years ahead.

122 In re Patriot Coal Corp., 482 B.R. 718 (Bankr. S.D.N.Y. 2012).

123 Motion of Wilmington Savings Fund Society, FSB Pursuant to 28 U.S.C. §§ 1408 & 1412
and Rule 1014 of the Federal Rules of Bankruptcy Procedure to Transfer Cases to the United
States District Court for the Northern District of Texas, Case No. 14-10979, ECF No. 5
(Bankr. D. Del. 29 April 2014).
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