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General Bankruptcy Overview


Purpose



The Players



Case Commencement



The Claims Process



Adversary Proceedings



Contested Matters



Preferences



Fraudulent Transfer



363 Sales



The Plan Process
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Purpose
 Federal Bankruptcy laws  uniform framework for
Debtors to discharge/restructure their debts and
resolve disputes with creditors
 Public policy considerations:





Preserve value through reorganization or structured
liquidation
Provide Debtor with a “breathing spell”
Equality of distribution of a Debtor’s assets
Provide a consolidated forum for creditors to protect
their interests
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Case Commencement – Chapter 7 vs. Chapter 11
Chapter 7


Trustee appointed and supplants
Debtor's management





Chapter 11


Business operations cease (unless
court approval obtained)

Debtor/Management remains in
possession of company (possesses all
rights, duties, and obligations of trustee)



Trustee pursues expeditious
liquidation of assets

Business operations continue; preserves
"going concern value"



Trustee investigates and pursues
available cause of action

Orderly, court-supervised process that
allows entity to reorganize or liquidate



Reorganized company (if not liquidated)
emerges after court confirms the Chapter
11 Plan (e.g., Texaco, Delta, United
Airlines)



Chapter 7 distribution scheme serves as a
baseline; chapter 11 provides a forum for
negotiation



No restructuring obligations



Formulaic payment distribution
scheme
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Why File? (Chapter 11 Cases)
 Purpose of Bankruptcy Filing
 Financial Reorganizations
 Restructure indebtedness





Covenant relief
Interest rate relief
Extend maturity
Reduce payments

 Delay action by banks to foreclose on collateral
 Obtain time to find investor/purchaser

 Operational Reorganizations





Exit lines of business
Terminate costly contracts
Reduce footprint (e.g., reject leases)
Address labor costs
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The Players



The Bankruptcy Court
The Debtor (any individual, corporation, partnership or other entity)


Chapter 11 case


Management





The “Debtor-in-Possession” or “DIP” (the rule)
The Chapter 11 Trustee (the exception)

Chapter 7 Case: Chapter 7 trustee appointed automatically; supplants Debtor's management



The United States Trustee (Division of The Department of Justice)




Statutory/Official Committees
Creditors

Secured Creditors

Unsecured Creditors
 Trade creditors
 Landlords
 Claims traders
 Employees/Unions
 Tort claimants



Equity
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The Players – The Sea of Professionals (Everyone has One)


Law firms/Lawyers


Lead Counsel



Local Counsel



Conflicts Counsel



Special Counsel



Financial advisors



Investment bankers



Representatives of specified claimants (e.g., asbestos,
environmental or tort/products liability)



Claims agents



Public relations professionals
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APPENDIX 1 – TIMELINE OF CHAPTER 11
CASE

13

Case Commencement – The Start of the Case
(Chapter 11 Cases)
 Prepare for “First-Day Hearing”


Within 24-48 hours of the bankruptcy filing, the Bankruptcy
Court will hold the “First-Day” hearing to consider motions
critical to the Debtor’s continued operations










Debtor-in-Possession (DIP) Financing
Cash Collateral / Adequate Protection
Sale Procedures
Critical Vendor
Utilities Motion
Cash Management
Employee Wage and Tax Motions

The First-Day Hearing sets the stage for the entire case
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Case Commencement – What to Look For!
(Key Documents)


Notice of Bankruptcy Filing



Notice of Bar Date -- deadline to file proof of claim



Schedules of Assets and Liabilities



Notice of Sale of Assets:



Notice of Proposed Assumption of Executory Contract (Notice of “Cure”
Amount)



Disclosure Statement and Proposed Plan of Reorganization / Liquidation
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Case Commencement – Automatic Stay


The Automatic Stay prohibits creditors from taking any action to
against the Debtor’s assets, such as:


Demand/Default letters



Phone calls to the Debtor demanding payment



Dilution or squeeze out remedies affecting a Debtor's interest in a joint
venture, partnership or corporation



Filing lawsuits against the Debtor or continuing prosecution of lawsuits
that were already filed - this includes private arbitration



Posting property for foreclosure or conducting foreclosure sales



Perfection of security interest in collateral by filing UCCs or by filing
deeds of trust



Taking possession of collateral



Setting off any debt owing to the Debtor against any claims against the
Debtor
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Key to Success
 Value is key!


The value of the Debtor’s assets (and the secured creditor’s
collateral) determines:









how a secured creditor’s claim is treated
whether a creditor is entitled to adequate protection
whether a creditor is entitled to relief from the automatic stay
whether the trustee of a bankrupt estate may sell property
whether/how a plan of reorganization can be confirmed
whether interest and attorneys’ fees should be allowed

Valuation Premise:
 Going Concern Value: The going concern value of the property is
appropriate when the Debtor is attempting to retain the collateral
and continue the operation of its business
 Liquidation Value: The forced liquidation value of property is
ordinarily the lowest value, and it is the appropriate standard to use
when, for example, a business has ceased operations



Forced Liquidation
Orderly Liquidation
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The Claims Process – General Principles
 Notice of Bar Date: Deadline to file claims
against debtor (Proof of Claim)


Filing a proof of claim does not guarantee a recovery,
however, proof of claim is necessary to preserve right to
distribution

 Allowance and Payment


If an objection to a claim is filed, the claim is not allowed
until after resolution
 A claim objection can be based on any basis available to Debtor
(e.g., state law or bankruptcy
 Creditor will not recover 100% unless the Debtor is solvent (pro
rata distribution)
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Official Committee of Unsecured Creditors



Voice for Unsecured Creditors
Nuts and Bolts






Benefits of Serving:





Formed early in the bankruptcy case
United States Trustee distributes questionnaire to unsecured
creditors (must be returned to be considered)
Fees and expenses reimbursed by the debtor
Receive up-to-date information on what is happening in the case
Opportunity to influence whether the debtor’s business survives and
the terms of any plan of reorganization or going concern sale

Disadvantages of Serving



Creditor may be required to sign a confidentiality agreement
Creditor will owe a duty to all unsecured creditors generally
(potential conflict)
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Current Bankruptcies – The Impact of Leverage
 The Death of Traditional Bankruptcy Cases
 Chapter 363 Cases
 Value is King!


Valuation Drives Strategy & Options
 If the value of the Debtor’s assets exceeds its debt, the Debtor
will have more options
 If the value of the Debtor’s assets is less than the debt, the
Debtor’s options are more limited



Cash is King
 If the Debtor has access to funds, it will have more control over
its path in bankruptcy
 If the Debtor has little/no funds, or is reliant on its lender to
advance, it may lose control of the bankruptcy case/process.
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DIP Financing / Cash Collateral use
 Nothing in life is free
 DIP financing:
 “New” liquidity that funds the Debtor’s ongoing operations
 DIP Lenders will impose limitations on the Debtor’s use of
funds and freedom to operate during the bankruptcy case
 DIP Lenders often seek to control the timeline and process

 Cash Collateral Use:
 Using available cash to fund operations
 Existing lenders may be able to control Debtor’s ability to
spend cash

21

ORDER OF DISTRIBUTION IN BANKRUPTCY

22

“MODIFIED” ORDER OF DISTRIBUTION IN
BANKRUPTCY
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363 Sales – Overview
 Section 363 of the Bankruptcy Code authorizes a Debtor to
sell substantially all of its assets outside a plan of
reorganization/liquidation


Unlike a Plan, a sale pursuant to Section 363 need not be
approved by creditors

 Bankruptcy Sale Advantages:




Assets can be sold free and clear of all liens, claims and
encumbrances, with the liens and claims attaching to the proceeds
Streamlined/efficient process
Transparency/Openness



Multi-step process:

 Bankruptcy Sale Disadvantages:

 First, the Debtor must file a motion with the Court to establish the
procedures that will govern the sale
 Second, the Debtor must market its assets
 Third, the Debtor conducts an auction
 Fourth, the Debtor must obtain order approving the sale
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APPENDIX 2 – TIMELINE OF 363 SALE
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Retail Bankruptcies – Recent Filings
 Apparel:






Aeropostale (2016)
Pacific Sunwear (2016)
American Apparel (2015)
Wet Seal (2015)
Quicksilver (2015)

 Electronics / Entertainment:




RadioShack (2015)
Hastings (2016)
Blockbuster (2010)

 Sporting Goods:



Sports Authority (2016)
Sport Chalet (2016)
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Common Thread in Retail
Bankruptcies

Leases
Bankruptcy Fundamental



Reject burdensome contracts and leases
Assume good contracts and leases
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Pressures – Limited Time and Money
 Limited time and money
 Time pressure:
 Post 2005
 Debtors must act quickly to analyze and act on leases
 Debtor has only 120 days to decide to assume or reject its leases and
other executory contracts (+ 90 day extension for cause) (11 U.S.C.
365(d)(4))
 Any further extension beyond 210 days requires written consent of the
landlord (11 U.S.C.§365(d)(4)(B)(ii))

 Prior to 2005
 Debtors could obtain unlimited extensions of the
“assumption/assignment” period
 In large cases, Debtors regularly retained the right to assume and assign
until confirmation


Key Plaza I, Inc. v. Kmart Corp., 2003 WL 115240, at *5 (N.D. Ill. Jan. 13,
2003)
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Additional Pressures – Financial Pressure

 During the bankruptcy proceedings, the Debtor
must timely perform all obligations under its
leases until the leases are assumed or rejected
(11 U.S.C.§365(d)(3))
 “Ipso facto” clauses -- Defaults based upon the
commencement of the bankruptcy case, the
insolvency of the debtor, or the appointment of a
trustee are unenforceable (11 U.S.C.§365(e)
 Do not try to enforce your remedies on the basis of
an “ipso facto” clause – willful violation of the
automatic stay.
 Why do “ipso facto” clauses remain in contracts?
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Impact on Contracts
 Bankruptcy "breathing spell" is limited:



Leases: limited time to address (4-6 months)
Significant expenses remain:
 Must pay for leases and otherwise perform thereunder
 Responsible for other postpetition expenses
 Operational burdens associated with being in bankruptcy

 The Debtor is going to act quickly, almost always an
expedited sale process, whereby the debtor will seek
to assume its good contracts and assign them to a
third-party buyer, or the contracts will be rejected.
 You need to follow the action closely to know how the
debtor is proposing to treat your contract.
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Contract Assumption / Rejection
 Business Judgment
 Debtors are authorized to assume or reject contracts
and leases
 Their decisions are analyzed under the business
judgment standard
 Debtor need only establish that the decision was based on
a proper exercise of its business judgment.

 Rejection
 The Bankruptcy Code permits a debtor to “reject” its
leases and contracts
 Rejection relieves the Debtor’s bankruptcy estate of the ongoing costs
of performing maintaining the leases and contracts.
 Rejection is deemed a breach immediately prior to the
commencement of the bankruptcy case (11 U.S.C.§365(g))
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Rejection (continued)
 Rejection can be accomplished two ways:
 Deemed rejection: Failure to timely assume or extend decision
period
 Motion to Reject filed by the Debtor

 Notice May be Limited
 Typically, unless expressly assumed, contracts/leases will be
rejected
 The only notice you will receive is a notice of the bar date to file
your “rejection damages” claim



Contract counterparties usually will have 30-60 days to file a claim for
damages
Certain claims of landlords are capped

 The counterparty is considered a general unsecured creditor

 Rejection does not relieve third party guarantors
from their obligations arising from the breach
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Contract Assumption / Rejection
 Assumption Requirements
 If the Debtor wishes to “assume” a contract or
lease, it must provide notice to the contract
counterparty
 Must list all the contracts that the Debtor wants to
assume
 The notice must include Debtor's calculation of the
proposed "cure" amount
 Cure Amount = all amounts owing under the contract as of
the petition date
 The Debtor must cure any arrearages on the contract to
assume it. Be careful of the $0 proposed cure
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Curing Defaults
 The Debtor must:
(A) Cure most monetary and non-monetary defaults (11 U.S.C.
§365(b)(1)(A))
(B) Compensate for any pecuniary loss resulting from the defaults (11 U.S.C.
§ 365(b)(1)(B))
(C) Provide “adequate assurance of future performance.” (11 U.S.C. §
365(b)(1)(C))

 Debtors need not cure the following “uncurable”
defaults:
 “Ipso facto” Defaults: Defaults relating to the filing of the
bankruptcy. 11 U.S.C. § 365(b)(2)(B))
 Insolvency Defaults: Defaults relating to the insolvency or financial
condition of the debtor or the appointment of a trustee (11 U.S.C.
§ 365(b)(2)(A,C))
 Penalty rates applicable to non-monetary obligations. 11 U.S.C. §
365(b)(2)(D).
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Assumption and Assignment
 Assumption and Assignment


Debtor’s may also assign the contract to a third party
 Notice will disclose the proposed assignment

 Anti-assignment provisions are generally unenforceable
 Exception for personal service contracts, intellectual
property licenses, government contracts

 Adequate Assurance of Future Performance
 To assign, the Debtor must establish that the assignee is in a
financial position to be able to perform the lease obligations
going forward.
 Assures counterparty to the lease gets the benefit of the
bargain.
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Open Discussion:

Retail Bankruptcies: Planning for
potential bankruptcy by a vendor or
contract counterparty
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Thank You
Bryan Bates, Dentons US LLP
bryan.bates@dentons.com

David Wender, Alston & Bird LLP
david.wender@alston.com

Shane G. Ramsey, Nelson Mullins Riley and Scarborough
shane.ramsey@nelsonmullins.com
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