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CONSUMER BANKRUPTCY

What The General

Practitioner Should Know

About Chapter 11

Part 2

by Craig D. Robins, Esq.

Last month, in the first part of
this three-part series, | compared
chapter 11 with other chapters and
discussed when chapter 11 should
be utilized, how the chapter 11
attorney works, and what happens
upon filing. This month will continue
with a discussion of some initial
procedural issues, the debtor's
chapter 11 obligations, and chapter
11 motions practice. | will conclude
the series next month with a
discussion of claims and confirmation
of the plan.

Debtor in Possession

Unlike other types of
bankruptcies, in a chapter 11 the
debtor acts as its own trustee and

remains in possession of the
business. A debtor in possession,
frequently referred to as a “DIP,”
has all of the power and authority
that a trustee has in other chapters.
The DIP operates the business in
generally the same manner as prior
to filing. If the DIP or its officers
mismanage the corporate affairs or
commit fraud, a creditor or the court
may seek to appoint an operating
trustee to run the business.

Rights of Secured Creditors

The automatic stay gives
the debtor tremendous protection
from creditor action. However, a
secured creditor may attempt to
seek relief from the automatic stay
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by bringing a motion if the creditor
does not have "adequate protection”
of its interest in the collateral. In
order to succeed in lifting the stay,
the creditor must demonstrate that
there is no equity in the property and
that the property is not essential to
the debtor's reorganization.

Adequate Protection

There are several other
forms of adequate protection which
the debtor may use to prevent the
stay from being lifted. In addition to
proving that there is an "equity
cushion" as discussed above, the
debtor may provide adequate
protection by making post-petition
payments to the creditor to make up




for the lack of equity. Adequate
protection can also be provided by
giving the creditor an additional lien
or a replacement lien on other
property.
Cash Collateral

This is a term which applies
to cash or any other property of the
debtor which is easily converted to
cash. Property such as bank
accounts, securities, accounts
receivable, rental income, and cash
equivalents constitute cash collateral.
Because these assets can be very
easily disposed of, their use or sale is
subject to strict rules. The Debtor in
Possession may not use or sell cash
collateral if it is subject to a lien,
unless the secured creditor consents
or the court approves. Examples of
pre-petition situations which give rise
to a post-petition lien on cash
collateral include filed IRS liens or
NYS tax liens; mortgage provisions
containing a clause that the
mortgagee has a lien on rents; and
security agreements and UCC-1
statements that give the secured
party a lien on bank accounts and
accounts receivable.

Cash Crunch

The debtor's inability to use
cash collateral can be fatal if it is
caught in a “cash crunch.” Virtually
all debtors require operating funds to
continue operating their business and
pay post-petition expenses. Failure
to have operating funds can be the
death knell for any company.
Therefore, immediate action is
needed to obtain permission to use
cash collateral.

Sometimes the debtor's
attorney will approach the secured
creditor or taxing authority prior to
filing the bankruptcy petition to
negotiate a stipulation permitting the
debtor to use cash collateral. The
secured creditor will look to receive
some kind of adequate protection on
its security interest. This sometimes
can only be done by granting the
creditor a super-priority lien on all
assets of the estate, which means
that the creditor will be paid even
before the administrative expenses

and post-petition debts are paid. In
effect, a super priority lien takes
priority over all other claims,
including some prior liens.

In the event the secured
creditor is not willing to stipulate to
the use of cash collateral, the
debtor will probably need to bring
an emergency first day order to
show cause seeking interim
approval to use cash collateral.
Businesses filing chapter 11 often
find themselves without operating
funds until the court issues a cash
collateral order. Accordingly, the
bankruptcy court will act quickly to
entertain a debtor's application to
use cash collateral.

Post-petition Credit

Major financing after the
petition is filed requires court
approval. Usually, the lender will
insist on receiving a “super-priority
lien.” Although super-priority liens
are only permitted by the court
when the debtor is unable to obtain
financing without them, the super-
priority lien is the mechanism of the
Bankruptcy Code to induce banks
into lending money to businesses in
bankruptcy.

Obligations of the Debtor in
Possession

The Debtor in Possession
usually continues to operate the
business without interference from
the court. However, the DIP must
get court approval to obtain credit,
assume or reject a lease, sell
assets outside of the ordinary
course of business, or employ any
professional such as an attorney,
accountant, or appraiser. The DIP
must pay quarterly filing fees and
maintain insurance on all assets as
well as liability insurance.

Bank Accounts.

Bankruptcy rules require
the DIP to immediately set up new
bank accounts. This is usually
done on the day of filing. In most
cases, at least three accounts are
required: an operating account, a
payroll account, and a tax trust fund

account.

Post-Petition Taxes and Expenses

The DIP has an especially
important obligation to timely pay all
post-petition taxes, and must also
stay current with other post-petition
debt. Failure to do so can result in
dismissal of the chapter 11 petition
and lifting of the automatic stay.

Operating Reports

Once a business files for
chapter 11 relief, its finances become
subject to strict scrutiny. The Debtor
in Possession must file monthly
operating reports with the court which
include a statement of income and
expenses for the period, a statement
of post-petition tax and administration
expenses and liabilities, a summary
of cash receipts and disbursements,
a summary of the payroll account, a
summary of the tax trust fund
account, copies of the DIP bank
account statements, and verification
of federal tax deposits. Many DIP's
utilize the services of an accountant
to prepare the reports. Employment
of the accountant and payment of the
accountant's fees must be approved
by the court in advance.

Obligation to Reorganize

In addition to coming up with
a plan to reorganize its debt
structure, the Debtor in Possession is
expected to streamline operations
and make the company more
profitable. This may involve reducing
expenses, laying off employees, re-
capitalizing debt, reducing salaries,
re-negotiating or rejecting leases,
and changing day-to-day business
operations.

Role of U.S. Trustee

The United States Trustee's
office is a division of the U.S.
Department of Justice. Itis charged
with the responsibility of supervising
the administration of bankruptcy
estates and making sure that Debtors
in Possession fulfill their obligations.
The U.S. Trustee should not be
confused with the private trustees
appointed by the court to



administrate chapter 7 and chapter
13 cases.

The failure of a DIP to
perform its obligations and duties
may result in the U.S. Trustee
bringing a motion to appoint an
operating trustee, or seeking to
convert the case to chapter 7, or
dismiss it entirely. The U.S. Trustee
alsoreviews all proposed orders prior
to submission to the judge. In
addition, the U.S. Trustee reviews
the DIP’s operating reports. If it
appears that the DIP cannot
successfully emerge from
bankruptcy, the U.S. Trustee will
bring a motion to convert or dismiss.

Unsecured Creditors’ Committee

The U.S. Trustee also has
the obligation of appointing an
unsecured creditors’ committee to
represent the interests of that entire
class of creditors. It does this by
sending a notice to the top twenty
largest unsecured creditors who are
not insiders, requesting volunteers to
serve on the committee. The
purpose of the committee is to
investigate the debtor and monitor
the operation of its business. With
most smaller chapter 11
bankruptcies, the unsecured
creditors are usually too apathetic to
become involved, and no committee
gets formed. When there is a
committee, they usually hire an
attorney to represent the committee,
whose legal fee is ultimately borne by
the debtor.

Contracts and Unexpired Leases

A chapter 11 debtor is often
faced with burdensome executory
contracts or leases that must be
terminated or re-negotiated if the
debtor's business is to survive. The
Bankruptcy Code provides that the
debtor may, at its option, reject or
assume almost any contract or lease
under which the debtor is obligated.
Although this can be done at any
time up through confirmation, a
motion to assume or reject a non-
residential real property lease must
be made within 60 days of the date
the petition was filed.

Rejection and re-
negotiation of burdensome and
unprofitable contracts and leases is
sometimes a principal reason for
filing a chapter 11 petition. A DIP
can often re-negotiate a lease for a
fraction of the DIP's pre-petition
obligation, assuming there are no
personal guaranties that the lessor
can pursue.

Meeting of Creditors

All bankruptcies, including
chapter 11, require a meeting of
creditors. The meeting is presided
over by a representative from the
U.S. Trustee's office, who questions
an officer of the debtor concerning
the debtor's financial integrity,
reasons why it suffered financial
difficulty, and its plans to emerge
from bankruptcy. With most smaller
business bankruptcies, the
guestions tend to be pro-forma, and
creditors rarely appear.

Motions and Litigation

Motions practice and
litigation in a typical chapter 11
proceeding will include some of the
following: bringing a motion to seta
bar date for filing claims; bringing a
motion to object to a proof of claim;
filing an application to retain an
attorney, accountant, or appraiser;
defending a motion to lift the stay;
filing an application for attorneys
fees; and defending a motion which
seeks to dismiss the bankruptcy or
convert it to chapter 7. Also,
bringing an adversary proceeding to
set aside a preferential transfer;
litigating the value of a secured
asset; bringing a motion to use
cash collateral; bringing a motion to
sell assets outside the ordinary
course of business; filing an order
to show cause to serve a motion on
reduced notice; and bringing a
motion to approve the disclosure
statement or set the confirmation
hearing.

Further, bringing a motion
to assume or reject an executory
contract or lease; bringing a motion
to extend time to file the plan;
commencing an adversary

proceeding to obtain turnover of
bankruptcy estate property, avoid
liens, or set aside certain pre-petition
transfers.

All judges require regular
status conferences and as well as
pre-trial conferences for certain types
of litigation. All motions practice in
Bankruptcy Court requires
appearances on the return dates. As
you can see, chapter 11
representation necessitates spending
a considerable amount of time in
Bankruptcy Court.

Editor's Note (revised 2008):

Craig D. Robins, Esq., a regular
columnist, is a bankruptcy attorney
who has represented thousands of
consumer and business clients
during the past twenty years. He has
offices in Medford, Commack,
Woodbury and Valley Stream. (516)
496-0800. He can be reached at
CraigR@CraigRobinsLaw.com.
Please visit his Bankruptcy Website:
CraigRobinsLaw.com.



