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MEMORANDUM

	To:
	TAGLaw Insolvency Specialty Group

	From:
	Michael Nestor

	Date:
	November 13, 2007

	Re:
	Overview of Chapter 11 – “Do’s & Don’ts”

	
	


I.
Goal of Chapter 11

Chapter 11 differs from chapter 7 in that it is designed to preserve the value of a debtor for the benefit of creditors.  Chapter 11 contemplates the rehabilitation or orderly liquidation of the debtor to maximize the value of the debtor’s assets for stakeholders.  A business that might provide little for creditors in a liquidation continues to operate under chapter 11 in the hope that, as a going concern, whether because of income, acquisition potential, or otherwise it may generate enough value to provide a greater return to creditors and shareholders than if it were liquidated in chapter 7.


Chapter 11 presumes the continued operation of the business and negotiation of a reorganization plan with creditors and shareholders.  All of this is done under the supervision of the bankruptcy court and is more likely to achieve a successful result than an out of court arrangement because the vote of statutory majorities of each class of creditors will bind dissenters.  In a chapter 11, the terms of a plan of reorganization are imposed on all creditors and shareholders if it is confirmed by the bankruptcy court.

II.
How Chapter 11 Works

A chapter 11 proceeding in its simplest form is a proceeding whereby the debtor continues to operate its business and creditors are stayed from pursuing pre-bankruptcy claims against the debtor while it attempts to work out a plan of reorganization.


Indeed, the Bankruptcy Code provides that most creditors may not act to collect debts or enforce liens absent permission from the bankruptcy court during the pendency of the chapter 11 case.  The Bankruptcy Code contemplates that the debtor will use this time to negotiate with creditors and other interested parties to arrive at a plan of reorganization involving the restructuring of debt and, perhaps, equity, to keep the debtor in business.


Chapter 11 is intended to promote equal treatment of creditors who are similarly situated, to protect against disposition of a debtor’s property for less than fair value and to provide for full sharing of information concerning a debtor between the debtor and those having an economic stake in the debtor.  Chapter 11 also permits: (i) the rejection of unprofitable contracts; (ii) deferral under the plan of most taxes; (iii) abandonment of burdensome or worthless property; (iv) the sale of some or all of the debtor’s assets through an auction process; (v) recovery of certain payments and transfers of property made to creditors before the chapter 11 filing which constitute an unfair or inequitable distribution; and (vi) interaction between the debtor and representative committees of various groups interested in the case.


Some other important features of chapter 11 are:  (i) disclosure through monthly reports, schedules of assets and liabilities and statement of financial affairs; (ii) operations under close supervision of creditors, the United States Trustee and the bankruptcy court; (iii) centralization of litigation in the bankruptcy court; (iv) limitations on the use, sale or lease of property; and (v) mechanisms for refinancing debt even over the objection of the lender.


The intended product of a chapter 11 case is the plan of reorganization.  Generally, only the debtor may file a plan of reorganization during the first 120 days of the case.  If the debtor does not file a plan, and the bankruptcy court does not extend the 120 day period, any party in interest, including the debtor, may file a plan of reorganization.  The 120 day period is often extended, especially when the debtor is supported by the creditors committee, but, pursuant to the Bankruptcy Code, may not be extended beyond a date that is 18 months after the filing of the chapter 11 petition.


The plan may involve the sale of some or all of the assets of a debtor or may divide up future profits.  Litigation may be continued as specified in the plan.  Creditors may be paid over time by sharing in an asset pool or may be paid a portion of their claims.  Securities may be issued in satisfaction of all or a part of any given class of debtors as an alternative to cash payments made under a plan.  The plan of reorganization is binding on all creditors, equity owners and other parties in interest if accepted by all the requisite majorities of those voting in each class of impaired (i.e. affected) creditors and equity owners and confirmed by the bankruptcy court.  A class of claims has accepted a plan if such plan has been accepted by creditors that hold at least two–thirds in amount and more than one-half in number of the allowed claims of such class held by creditors.  A class of interests has accepted a plan if such plan has been accepted by at least two‑thirds in amount of the allowed interests of such class held by holders of such interests.  Confirmation of the plan may occur under certain circumstances even if some classes fail to accept it (this is commonly called “cramdown”). 

III.
The Chapter 11 Process

What follows is a representative timeline for a chapter 11 case.  Obviously, the exact sequence of events may differ depending on the case.

1.
Petition Date – the date on which the debtor files a petition under title 11, chapter 11 of the United States Code which initiates the bankruptcy proceeding.   

2.
“First Day Hearing” – a hearing held more than 24 hours after the petition is filed where the bankruptcy court is asked to enter various orders to ease the debtor’s transition into bankruptcy and to lessen the disruption to the debtor’s operations.  Some orders will be entered on an interim basis and will be considered for final approval at a second hearing scheduled at least 15 days after the “First Day Hearing”.

3.
Creditors’ Committee Formation – usually within fourteen (14) days of the Petition Date, the Office of the United States Trustee will convene a meeting of the debtor’s twenty largest creditors in order to appoint an official committee of unsecured creditors  (the “Creditors Committee”) to monitor and participate in the bankruptcy proceeding.  There may be more than one committee appointed based on the circumstances, such as a bondholder committee or equity committee.  The strong preference in  Delaware is one representative creditors committee. 

4.
Creditors’ Committee Professionals – the Creditors Committee will retain counsel and perhaps other advisors whose fees and expenses will be paid by the debtor.

5.
Second Hearing – a second hearing will be held at least fifteen (15) days after the First Day Hearing to consider on a final basis those motions for which interim relief was entered and other motions not considered on the “First Day” such as professional retention applications.  This will also be the first opportunity for the Creditors’ Committee to address the bankruptcy court on any of the First Day relief granted.

6.
Initial Debtor Interview – the United States Trustee will assign a case analyst (an accountant) who will schedule an interview with a representative of the debtor to obtain a basic understanding of the debtor’s business and recent financial performance.  The analyst will typically request information such as recently prepared financial reports and tax returns.

7.
U.S. Trustee Reports – pursuant to the Operating Guidelines For Chapter 11 Cases in this region, a chapter 11 debtor must file with the Office of the United States Trustee an initial report within fifteen (15) days from the Petition Date and monthly operating reports within twenty (20) days of the close of the previous month. 

8.
Schedules and Statement of Financial Affairs – statement of financial affairs, various schedules and a list of executory contracts are forms that must be filed at or shortly after the filing of a chapter 11 petition.  In Delaware, a large debtor (more than 200 creditors) automatically gets 30 days from the Petition Date.  This deadline may be extended for cause, but every effort should be made to file the schedules and statement prior to the meeting of creditors.  
9.
Meeting of Creditors – pursuant to section 341 of the Bankruptcy Code, a meeting of creditors will be held within 60 days of the Petition Date at which an officer of the debtors must appear and the United States Trustee, creditors and equity holders may ask questions.

10.
Bar Date – the debtor will ask the bankruptcy court to set a deadline by which all claims against the debtor must be filed.  Creditors are usually given between 45 and 60 days notice of the last day to file claims.

11.
Plan Negotiations – the debtor is given the exclusive right for 120 days to file a plan.  This period may be extended by the bankruptcy court for cause and is routinely extended in complex cases.  However, the period cannot be extended beyond 18 months from the filing of the chapter 11 petition.  During this exclusive period, the debtor typically works with the Creditors’ Committee and other creditor constituencies to develop a plan of reorganization.

12.
Claims Administration – the debtor must reconcile the claims filed by claimants with the debtor’s books and records and where appropriate prepare objections and resolve or litigate the disputed claims.

13.
Preference/Fraudulent Conveyance Analysis – the debtor must perform an analysis of transactions that occurred within certain time periods prior to the Petition Date to determine whether the debtor may use any of the avoidance powers of the Bankruptcy Code to bring assets back into the estate.

14.
Disclosure Statement Approval – once the debtor has developed its plan and hopefully obtained the consent of its major creditor constituencies, the debtor will prepare and submit for bankruptcy court approval a disclosure statement.  The disclosure statement discloses the terms of the plan of reorganization, and must provide sufficient information so that holders of claims and/or interests against the debtor can make an informed decision as to whether to vote to accept or reject the plan.  Once the bankruptcy court approves the disclosure statement, the disclosure statement and plan are sent out for a vote to those creditors and interest holders entitled to vote.  

15.
Plan Confirmation – if the vote is successful, or if other criteria are met, the bankruptcy court confirms the plan of reorganization. 

16.
Plan Effectiveness – the plan of reorganization becomes effective when all conditions precedent contained in the plan are satisfied and all transactions contemplated by the plan are completed.

IV.
Chapter 11 Terms and Definitions
The following are some of the terms commonly associated with a chapter 11 proceeding:

Adequate Protection:  When a party’s property rights are affected, such as by a denial of relief from the automatic stay, the court may determine that party has the right to be adequately protected against some possible loss pertaining to that property.  Adequate protection, for example, is supposed to protect a secured creditor from loss resulting from the debtor’s use of its collateral during the case.  The court might require periodic payments or give the creditor a lien on additional assets when the collateral is depreciating in actual value.  Alternatively, the court may find that the secured creditor is adequately protected by substantial equity in the property or that the value of the collateral is not deteriorating and, therefore, grant the secured creditor no additional “adequate protection.”  The right to adequate protection does not entitle a party to improve its position.

Automatic Stay:  A statutory provision that automatically takes effect when a bankruptcy petition is filed. An automatic stay prohibits all collection actions against a debtor.

Bankruptcy Judge:  The bankruptcy judge presides over a bankruptcy case and decides contested aspects of that case related to the reorganization of a debtor.

Bankruptcy Petition:  The legal instrument filed with the Bankruptcy Court that initiates a bankruptcy proceeding.

Business Plan:  A strategic plan prepared by company management that states the company’s objectives as well as the specific steps to be taken to achieve those goals.

Chapter 11:  The chapter in the Bankruptcy Code that contains the provisions for Court‑supervised reorganization of debtor companies.

Claim:  A right to payment whether such right is reduced to judgment, liquidated, unliquidated, fixed, contingent, matured, unmatured, disputed, undisputed, legal, equitable, secured or unsecured or a right to an equitable remedy for breach of performance if such breach gives rise to a right to payment whether or not such right to an equitable remedy is reduced to judgment, liquidated, unliquidated, fixed, contingent, matured, unmatured, disputed, undisputed, legal, equitable, secured or unsecured. 

Confirmation:  A plan of reorganization becomes binding on the debtor, creditors, equity owners and other parties if it is confirmed by the court.  Ordinarily, a plan must be accepted by statutorily established majorities of classes of creditors and interest holders to be confirmed.  However, if the plan meets certain additional requirements, it may be confirmed even if some classes reject the plan.  Confirmation over the dissent of one or more classes is called “cramdown.”

Creditor:  An entity that has a claim against the debtor that arose prior to the date that the debtor filed for chapter 11 protection.

Creditors’ Committee:  The Creditors’ Committee is comprised of representatives of the unsecured creditors. This committee represents the unsecured creditors, consults with the debtor in possession, reviews and gathers information about the debtor in possession’s activities and financial condition, and participates in the formulation and negotiation of a chapter 11 plan of reorganization.

Debtor:  The person or entity that seeks voluntary relief under the Bankruptcy Code, or that has been forced involuntarily into bankruptcy by creditors.

Debtor in Possession:  In a chapter 11 filing, the debtor generally becomes a "debtor in possession" and continues to operate its business while retaining possession of its assets and property.  The debtor in possession is a fiduciary holding the estate’s assets and operating its business for the benefit of the creditors and equity holders under the supervision of the court.   In other words, upon the filing of a chapter 11 case, directors and management of the debtor become obligated to preserve the assets of the debtor and otherwise act consistently with the interests of creditors as well as shareholders.

Disclosure Statement:  A document that is presented to the bankruptcy court that discloses the terms of the company’s plan of reorganization, as well as sufficient information so that holders of claims against the company can make an informed decision as to whether to vote for or against the plan.   The disclosure statement must provide information sufficient to evaluate what will be received by creditors and shareholders under the plan as compared to liquidation.

Discharge:  Discharge is the legal term for the elimination of debt through bankruptcy.

Estate:  The filing of a bankruptcy petition creates an “estate.”  The estate consists of virtually all legal or equitable interests of the debtor as of the commencement of the estate, all proceeds, product and/or profits from property of the estate earned after the commencement of the cases, and any interest in property that the estate acquires after the commencement of the case.  The property of the estate constitutes the property that is the subject of the bankruptcy case.

Insider:  If the debtor is a corporation, an “insider” is (i) a director of the debtor; (ii) an officer of the debtor; (iii) a person in control of the debtor; (iv) a partnership in which the debtor is a general partner; (v) a general partner of the debtor; or (vi) a relative of a general partner, director, officer or person in control of the debtor. Transactions with insiders receive heightened scrutiny. 

Plan of Reorganization:  The reorganization plan that sets forth the rights of all classes of creditors. It may also include various repayment schedules pertaining to the various creditors.

Prepetition and Postpetition:  The date of filing the petition marks the commencement of the chapter 11 case.  This date is of critical importance in deciding, for example, what debts to pay during the case.

Proof of Claim:  A creditor whose claim is listed on the debtor’s schedules as not disputed, not unliquidated and not contingent need not file a proof of claim.  All other prepetition unsecured creditors, including those who disagree with the amount and priority of the scheduled claim, must file a proof of claim with the court in order to receive a distribution under the plan of reorganization.  The debtor or another person liable on a debt may file a proof of claim for a creditor.  Proofs of claim must be filed by the bar date, which is a date fixed by the bankruptcy court.

Priority Claim:  Certain classes of claims are designated as priority claims by the Bankruptcy Code, such as claims for lost wages, deposits or taxes. Each classification of claims must be paid in order of priority.

Schedules and Statement:  A statement of financial affairs, various schedules and a list of executory contracts are forms that must be filed at or shortly after the filing of a chapter 11 petition.  In Delaware, a debtor with in excess of 200 creditors automatically gets 30 days from the Petition Date.  This deadline may be extended for cause, but every effort should be made to file the schedules and statement prior to the meeting of creditors.
Secured and Unsecured Debt:  A debt is secured if the holder of the debt is entitled to look to specific property for its satisfaction.  In a bankruptcy case, debt is treated as secured if that collateral is property of the estate.  Debt may become secured (mortgage, security interests, trust deeds) or against the debtor’s will (attachments, tax liens).  Debt is secured to the extent of the value of the estate’s interest in the property securing it.  All other debt is unsecured debt, including deficiency debt and priority debt.

United States Trustee:  In all but two states ‑‑ Alabama and North Carolina ‑‑ a United States Trustee is appointed by the U. S. Attorney General to supervise all bankruptcy cases filed in a particular district. The role of the U.S. Trustee is to interview the debtor upon the filing of the case, to schedule the first meeting of the creditors. to inform the debtor of its duties and responsibilities, to ensure that the debtor complies with its duties and responsibilities, to appoint creditors and equity‑holder committees, to apply to the bankruptcy court for appropriate relief and to make recommendations to the bankruptcy court.

Unsecured Claim:  A claim that is neither secured by a lien nor granted a priority by the Bankruptcy Court.

V.
Advantages to Chapter 11
1. Automatic Stay – enjoins efforts by prepetition creditors to obtain payment or enforce security interests

2. Centralization of Litigation in Bankruptcy Court – through the claims administration and removal process

3. Authority to Operate – the debtor may operate the business in the ordinary course

4. Simplified Negotiations – creditors’ efforts are focused in one forum and an active and supportive Creditors’ Committee can save time and money

5. Opportunity to Reject Unfavorable Contracts – if rejected the immediate drain on resources stops and the other party must wait to be paid under a plan of reorganization

6. Opportunity to Restructure Debt – secured and unsecured debt can be restructured pursuant to the plan and securities issued pursuant to a plan are exempt from registration requirements

7. Cleaner Sales of Property – the bankruptcy court will approve sales of assets free and clear of all claims, liens and encumbrances

8. Safe Harbor for Further Lending – lenders in a chapter 11 can be more certain of their collateral and their position with regard to other creditors

VI.
Potential Issues Resulting From Filing Chapter 11
1. Creditors may refuse to continue business relationship – a debtor generally cannot force vendors to continue to do business with them.
2. Postpetition bills must be paid – in order to continue in chapter 11, a debtor must pay its postpetition bills as they come due.
3. Limited freedom to operate – bankruptcy court approval is required for transactions outside the ordinary course.
4. Disclosure requirements – a debtor in possession has a duty to provide substantial information to the bankruptcy court, the US Trustee and creditors.
5. Employee fears – employees will be concerned about the continued viability of the company.
6. Unfavorable public perception – not a serious concern in recent years.
7. Loss of control – if there is evidence of mismanagement or it is determined to be in the best interest of creditors, the bankruptcy court could put a trustee in control.
8. No stay of police or regulatory actions – not covered by the automatic stay.
VII.
Chapter 11 Operating Guidelines
What follows is a "Dos & Don'ts" list for operation as a debtor in possession.  It describes only the relevant guidelines, however, because many questions will have to be resolved on a case-by-case basis.  The debtor should consult with counsel whenever it has questions. 

A company that has sought reorganization relief is permitted to continue its business as a "debtor-in-possession" unless the court orders otherwise.  11 U.S.C. §§ 1107, 1108.  A debtor in possession acts in a fiduciary and managerial role.  It is authorized only to carry out those functions that are in the ordinary course of business, within the meaning of the Bankruptcy Code.  "Ordinary course of business" for bankruptcy purposes may be very different from what a businessman thinks of as "ordinary course," particularly with respect to transactions involving pre-bankruptcy obligations, debts and transactions.  All such pre-bankruptcy transactions, debts and obligations are subject to strict rules; failure to comply with these rules can lead to appointment of a trustee, ouster of management and sanctions.  If a proposed transaction (e.g., sale of property) falls outside the ordinary course of business, prior court authorization is required.  If there are any doubts as to whether a particular transaction is outside the ordinary course of the debtor's business, counsel should be consulted.  Generally, it is more prudent to seek court approval whenever there is a close question on this issue. 

The debtor in possession may not diminish the value of the estate.  Donations, new mortgages, new security interests or extraordinary commitments, for example, would be subject to close scrutiny by the court and creditors, and should not be made without prior court approval.  Preservation and maintenance of assets, as well as meaningful communications with the various committees and other court-approved representatives, are also essential. 

The following specific guidelines are often helpful to the company in carrying out its duties as debtor in possession:

Communication:

-
Prepare and maintain a communication program for employees, customers and vendors to make sure they remain informed and that the bankruptcy proceeding is cast in the most favorable light.
-
Consult with counsel before releasing any information regarding the progress of the reorganization case.  A favorable press is important to public and creditor relations.
-
Notice all depository banks of the commencement of the case and forward any “First Day” orders that authorize the debtor to continue to use existing bank accounts and honor any prepetition obligations.
- 
Give notice of the pendency of the bankruptcy proceeding to parties that have sued the debtor.
-
Do not give any assurances of payment to prepetition creditors.
-
Provide counsel with complete information regarding any proposed sale or disposition of assets.
-
Legal inquiries from creditors should be referred to counsel.
-
Contact counsel immediately if any utility seeks to terminate service or if there is any doubt about continued service.
-
Inform counsel immediately if any governmental agency seeks to conduct an investigation of any of the debtors' businesses. 

-
Insider transactions are ordinarily suspect.  Report to counsel any proposed transaction between the company and any present or former employee, director, officer or shareholder, or any company controlled by them, or between the company and any of its counsel.  The same rule applies to transactions with affiliated entities and insiders of affiliates.  If a proposed transaction with an insider becomes necessary, the terms and conditions of such a transaction should be disclosed to all interested parties, and prior court approval should be sought. 

- 
Provide notice of the bankruptcy proceeding (and file copies of the petition) in all counties where the debtor owns real estate.
-
Contact counsel before retaining any professionals, such as attorneys, auditors, consultants or appraisers, so that appropriate court approval can be obtained. 

-
The debtors-in-possession are liable in state and federal court for any post-petition wrongdoing. Keep counsel apprised of all potential litigation. 

Prepetition versus Postpetition:
-
Do not pay any pre-petition debts.  If the company believes that certain debts must be paid, however, inform counsel before making any such payments, so that court approval can be promptly sought. 

-
Freeze all intercompany debt as of the date of filing of the petition, and obtain court approval before creating any new intercompany indebtedness. 

-
Maintain a separate account or set aside monies for payment of accruing post-petition taxes. 

-
Set aside post-petition FICA and withholding tax funds in a separate account. 

-
Make sure that any payments to creditors are being credited to post-petition debts and not pre-petition debts. 

Use Sale of Lease of Property:

-
Do not retain any professional person, independent contractor, or consultant, or agree to compensate any such persons without obtaining prior court approval. 

-
Avoid excessive expenditures, particularly unnecessary leased luxury items (cars, corporate jet, special office equipment).
-
Do not make gifts to charities or to anyone else. 

-
Do not offer, give or accept bribes from parties in the case. 

-
Do not make advances to employees other than for actual, anticipated expenses. 

-
Capital purchases for vehicles, land, furniture, and machinery should be made only with prior court approval.  (Certain limited capital purchases may be made if reasonably necessary and in the ordinary course of business.)

-
To preserve asset values, property that is unnecessary to the operation of the business has to be sold at a fair price.  Bankruptcy court approval must be obtained for any such sale. 

-
Any proposed sale of real estate requires notice and a hearing. 

-
Do not pay pre-bankruptcy taxes.  If the company wishes to pay certain pre-bankruptcy taxes to avoid penalties that may accrue, prior court approval should be sought.   

-
Pay post-petition taxes on a current basis. 

-
All FICA, withholding and unemployment taxes must be deposited and/or paid on a current basis. 

-
Ensure that new liabilities are not incurred if they cannot be paid; these liabilities are priority administrative expenses.

-
Do not make transfers for other than reasonably equivalent value, and then only in the ordinary course of business. 

-
Honor existing contracts, but do not pay sums due prior to the filing of the reorganization petition under these contracts. 

-
Extending credit to insiders or employees may subject you to criticism.  Extending credit in a sale outside the ordinary course of business requires prior court approval. 

Books and Records:
-
Maintain books and records in good order. 

-
Change all bank accounts to reflect the debtor's status as debtor in possession.  

-
Be prepared to explain and document post-petition withdrawals from accounts. 

-
Maintain a procedure regarding check-signing authority and justification for expenditures. 

-
Segregate trust funds such as deposits or taxes from operating funds, and maintain such trust funds in designated accounts. 

-
Prepare a monthly budget of anticipated expenses and receipts. 

-
Establish accounting and bookkeeping procedures to allow for ready access to financial information regarding cash and securities positions.  The debtor-in-possession is required to file monthly financial statements summarizing cash transactions and other financial data.  

-
Maintain complete accounting of cash expenditures, including vouchers and receipts.

-
All tax returns normally required must still be filed on a regular basis. 

Protect Assets of the Estate:
-
Maintain insurance on all property and change such coverage to insure the interests of the debtor in possession.  The insurance should afford full protection against loss and include fire, theft, personal injury (including umbrella liability), and natural disaster coverage. 

-
Ensure that adequate security and fire protection are provided for all assets. 

-
Do not engage in speculative activities with estate assets. 

-
If the debtor maintains amounts in excess of $100,000 at depository banks, the debtor should negotiate a collateralization agreement with the bank to protect the funds.

-
Do not permit repossessions of estate property without a bankruptcy court order. 

Dealing with Secured Creditors: 

-
Make no payments on account of pre-bankruptcy debt unless authorized by bankruptcy court order. 

-
Do not incur and make no payments on post-petition secured debt without a prior court order.  (Required installment payments may be made under certain limited circumstances).

-
Do not pay pre-petition lease payments without a bankruptcy court order.  All post-petition lease payments should be made on a current basis. 

Investigation:

-
Investigate and report to counsel any transfers within the last year for which little or no consideration was received. 

-
Investigate and report to counsel any payment on or giving of security for unsecured or potentially undersecured debt within the year prior to the date of the petition. 

-
Investigate all payments made within 90 days to creditors and within one year to insiders.  Such payments may be recovered by the debtor in possession.
-
Review executory contracts and unexpired leases (including collective bargaining agreements) to determine whether or not they should be rejected; if so, do not perform under these contracts until appropriate arrangements have been made with counsel. 
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