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The downturn in the economy is anything but ordinary, and stressed and distressed issuers that would 
ordinarily look to Chapter 11 to restructure their financial affairs are unable to find sufficient liquidity sources 
to fund an in-court process and are forced to liquidate. Even companies that have successfully negotiated 
an approach to a reorganization are unable to emerge from Chapter 11 due to a lack of exit financing. 
Otherwise healthy companies with scheduled maturities must look to Chapter 11 as the only means of 
refinancing. On the other hand, yields for distressed investing are compelling. Investors with liquidity and 
an appetite for risk have numerous opportunities. 

Concealed Economic Interests

Concealed economic interests refer primarily to derivatives, or complex financial instruments that are 
designed to monetize risk of default. Trading in derivatives remains largely unregulated, although the 
market in such instruments has exploded in the last 10 years, from a market of nearly $80 trillion in 
1998 to approximately $600 trillion in 2008 (growth of more than 800 percent). Although the impact 
of such instruments is not entirely known or appreciated, we do know the following:

  –   When Delphi Corporation filed Chapter 11, its public bonds traded up, rather than down. The 
number of credit default swaps exceeded the number of instruments protected by these deriv-
atives by a multiple. The resulting trading in the bonds to take advantage of the swaps caused a 
rise in trading price. Thus, while the default event triggered by the bankruptcy would ordinarily 
cause the bond prices to fall, it caused just the opposite to occur.

  –   The proliferation of derivatives that exist in such situations makes it difficult for a company to 
identify and negotiate with its key constituents to effectuate efficient restructurings. First, the 
issuer may not be able to identify the entities that actually bear the risk of loss from a credit 
default. Second, in cases where the issuer does not know its constituencies, it may not under-
stand their motives and goals, because of the existence of derivatives. Derivatives will continue 
to play a role in public restructurings in 2009.

Equitable Subordination Post-Enron

In a 2007 decision that rocked the trading community, the United States District Court for the South-
ern District of New York, hearing an appeal in the Enron bankruptcy case, held that a transferee of a 
claim could be subject to equitable subordination and disallowance based solely on the conduct of the 
transferor if the claims were transferred by way of an assignment, but not by sale. The court reasoned 
that assignments and sales are distinct. With respect to assignments, an assignee stands in the shoes 
of the assignor and is subject to all equities against the assignor. By contrast, a purchaser does not 
stand in the shoes of the seller. The court found that a personal disability that has attached to a creditor 
who transfers its claim will travel to the transferee if the claim is assigned, but will not travel to the 
transferee if the claim is sold. 

  –   Following the appeal in Enron, the case was remanded to the bankruptcy court for a determina-
tion as to whether the transfer in question was an assignment or a sale. The issue was never 
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ultimately decided, however, because the matter settled shortly thereafter. Clients should take 
care to document a claim’s purchase to avoid personal disabilities that may follow a claim.

  –   It is uncertain whether other courts will adopt the assignment versus sale distinction from 
Enron. Traders should stay abreast of developments in the various jurisdictions where they do 
business. 

Collective Bargaining Agreements

The negotiation and potential rejection of collective bargaining agreements in Chapter 11 will continue 
to be a topic of interest in 2009. While the rejection of executory contracts in bankruptcy often requires 
only the articulation of a valid business judgment that the contract in question is more harmful than 
beneficial, the issue is much more complex in the case of collective bargaining agreements.

  –   The United States Bankruptcy Code requires a complex proposal process before a debtor can 
even request the rejection of a collective bargaining agreement. The Bankruptcy Code does 
authorize interim changes to a collective bargaining agreement pending the proposal process.

  –   In the case of Performance Transportation, however, notwithstanding the debtor following the 
prescribed procedures for rejection of a collective bargaining agreement, the union went on strike 
anyway, causing a default on the debtor’s Chapter 11 financing and the liquidation of the com-
pany. Thus, the power of unions to strike looms as a real issue even for companies in Chapter 11.

“Captive” Financing

In this tumultuous market environment, public companies are experiencing difficulty raising debt or 
equity capital. Chapter 11 can be a means for “captive” financing where a company can fill its capital 
need in unconventional ways.

  –   In a Chapter 11 plan of reorganization, a company can offer secured lenders new debt securities 
with new maturities, interest rates and financial covenants. Such a plan can be approved so long 
as the company provides the same collateral package and otherwise provides the “indubitable 
equivalent” of the lenders’ claims. In a market where prospects for refinancing are virtually non-
existent, this is a powerful tool. It also is important to note that trade creditors and equity need 
not necessarily be impaired in this context so long as the standards for confirmation of a plan 
are otherwise met.

  –   Likewise, a public company can “raise” equity in this manner. For instance, it can offer its public 
securities as currency to creditors. Specifically, an acquirer of distressed assets can force what 
is in essence seller-financing if the assets are acquired through a plan of reorganization. In other 
words, stock of the public company is offered to creditors of the debtor to purchase the debtor’s 
assets. This approach allows a public company to continue strategic acquisitions where the 
market environment might otherwise frustrate the pursuit of such goals.

Fiduciary Duties

In this downturn, directors will be reminded repeatedly of their duties in distressed contexts. In the 
distressed area, these rules are substantially the same as nondistressed companies. For example, 



the business judgment rule still applies. In addition, the exculpation or limitation on liability found in 
a company’s charter likewise applies. This is true even if suit is brought or threatened by creditors 
seeking to impose liability on directors. The rationale here is that the directors still owe their duties to 
the corporation and not to creditors. In the situation where a corporation becomes insolvent, creditors 
have standing to enforce such duties, but the duty is still owed to the corporation. There is still no 
litmus test for insolvency, however. The rule of thumb continues to be, if a corporation must inquire 
as to its insolvency, it is sufficiently in the “zone of insolvency” to assume that creditors may be able 
to enforce such duties. 

 Scrutiny of the motives and conduct of members of official committees of unsecured creditors is more 
intense than ever. The past year was witness to substantial settlements by committee members for 
perceived misconduct. Serving on a committee can be valuable because it provides a higher degree 
of access to information regarding a restructuring and a real ability to influence the process. However, 
before agreeing to serve, keep the following in mind. First, members of the official committee owe a 
duty to unsecured creditors and to the bankruptcy estate, meaning that they typically cannot pursue 
their own agendas to the detriment of the debtor or its other creditors. Second, open disclosure regard-
ing any benefits that a committee member receives (release of a preference, assumption of a contract, 
allowance of a claim, etc.) is paramount.

Last year saw the welcome retirement of a commonplace threat made against directors and senior 
management of distressed companies — liability for so-called “deepening insolvency.” In multiple 
decisions, the federal and state courts in Delaware put this issue to rest. 

  –   Specifically, the Delaware courts reasoned that inasmuch as a board protected by the business 
judgment rule cannot be held liable for not generating a bigger profit, it likewise cannot be held 
liable for rendering a company more insolvent. The key is the business judgment rule. A board 
is not a guarantor of success, and the law allows for decisions that are revealed to be incorrect 
with the benefit of hindsight. In other words, a decision protected by the business judgment 
rule will not give rise to liability. The best way for a board to ensure that it is protected by the 
business judgment rule is to equip itself with timely advice.

  –   “Deepening insolvency” has not been forgotten as a measure of damages, however. Where di-
rectors and officers have failed to exercise due care (and are thus not protected by the business 
judgment rule), they will be liable. If the actions of directors and officers in failing to exercise due 
care caused the corporation to lose value, the amount of such lost value (even in insolvency) 
can be a proxy for damages.

Expanding Use of the Prepack

 A prepackaged bankruptcy is one where the votes of one or more classes of creditors are solicited before 
a bankruptcy is ever filed. In fact, the most successful prepack is never filed. This is fundamentally 
different from the situation where key creditor constituents agree to support a particular form of re-
structuring but there is no formal voting before bankruptcy. In 2009, we predict that prepacks will see 
expanded use.

  –   Prepackaged bankruptcy will continue to be used as a “stick” to accompany the proverbial “carrot” 
of an exchange offer. For example, out of court, a company can restructure its balance sheet by 
asking certain creditors voluntarily to exchange existing debt securities for a new security. This 



process only makes economic sense if a substantial majority of such creditors agree to the ex-
change. In court, the company can force the restructuring through bankruptcy, but bankruptcy 
may involve other costs and disadvantages. By combining an exchange offer with the solicita-
tion of a prepack, the company can promote the exchange offer as the better alternative and 
hopefully avoid the need for bankruptcy altogether. 

  –   Beyond the traditional use described above, prepackaged bankruptcies will increase in 2009 
because of the number of healthy companies that will be unable to refinance pending debt ma-
turities in what remains a closed debt market. Such companies may be able to use a prepack-
aged bankruptcy to extend maturities. By using a prepack, the company can exit bankruptcy 
in weeks, as opposed to months, and avoid much of the costs and value loss that bankruptcy 
may sometimes occasion. This approach would be substantially similar to the carrot-and-stick 
method described above. For example, the company would propose an extended maturity 
through an exchange offer, coupled with a prepack. In the context of a syndicated bank facil-
ity, unanimous consent may be required for such an out-of-court extension. In court, however, 
only a two-thirds majority in dollar amount and more than half in number is required. The threat 
of the prepack (usually offered on less favorable terms than the out-of-court proposal) is often 
sufficient to achieve the desired extension. Even if bankruptcy is necessary, the duration of 
prepacks is becoming much shorter than in the past.

Intercreditor Issues

During the last capital markets boom, second-lien and multi-lien tranched financings experienced 
exponential growth. Now that the downturn has arrived, many of those transactions will enter bank-
ruptcy court. Bets on second-lien debt may be won or lost based upon how courts will interpret the 
many subtle variations of intercreditor agreements and other material terms of second-lien financing. 

  –   Different phases of the boom in second-lien financing produced materially different intercreditor 
agreements. For instance, early second-lien financings produced first-lien friendly intercreditor 
agreements. As second-lien financing grew and leverage shifted, intercreditor agreements became 
more second-lien friendly. In addition, during negotiation of these transactions, more subtle 
variations were introduced into intercreditor agreements. It is therefore very important to have 
a clear understanding of the terms of an intercreditor agreement that may be relevant to you.

  –   In late 2008, disputes had already arisen between first-lien and second-lien lenders over 
whether intercreditor agreements prohibited second-lien lenders from filing an involuntary 
petition in bankruptcy against their mutual borrower. It is unclear how such disputes will be 
resolved, although many of these bankruptcies are now pending in various jurisdictions around 
the country.

  –   Another challenging issue that arises in this context is determining, among multiple layers of 
debt, which layer is likely to receive new equity in a debt-for-equity conversion. Distressed 
investors try to acquire this so-called “fulcrum” security in an effort to take control of a dis-
tressed company. An additional complication in the context of second-lien financings is that 
intercreditor agreements may impair a junior-lien creditor’s ability to implement a debt for equity 
conversion. Intercreditor agreements typically require that all proceeds received by junior creditors 
be paid over to senior creditors. There is sometimes an exception for equity securities, but 
careful attention should be paid to such provisions.



Sectors to Watch

 Retail. With consumer confidence at an all-time low and same-store sales revealing crippling impairment, 
it is expected that there will be a large number of retail bankruptcies in 2009. Under the new bankruptcy 
laws that went into effect at the end of 2005, the issues that debtors and creditors will face are substantial.

  –   The primary problem yet to be solved in a retail bankruptcy is how to maximize value for lease-
holds of store locations. Under the 2005 amendments to the bankruptcy code, retailers have 
a maximum of 210 days within which to determine to assume or reject store leases. In the 
past, retailers would typically file bankruptcy in January, when they were cash rich and could 
maximize operational fixes over the course of the year, test them during the Christmas holiday 
selling season, and make store lease decisions thereafter based on results. Now, 210 days is 
insufficient for that type of process. If a retailer chooses to file bankruptcy in July to attempt 
the same process, the retailer would probably impede its ability to stock its stores for the holi-
day selling season, creating a different problem.

  –   In recent months, retailers have seen their bank facility lenders pushing for liquidations because 
those lenders often achieve better recoveries in a store closing or going-out-of-business liqui-
dation than they might in a reorganization. This will be compounded by the fact that it will be 
harder in 2009 to obtain financing to fund a retail reorganization effort. 

 Real Estate. Veterans of the last real estate downturn are polishing their armor, readying for the famil-
iar battleground of real estate bankruptcies. The fundamental question remains the same: Who bears 
the risk if and when the market will turn around?

  –   Courts are already being tested on the scope of the restrictions on “single-asset” real estate 
bankruptcies. Single-asset real estate debtors must commence making payments on secured 
debt or file a plan within 90 days in order to avoid the termination of the automatic stay. Courts 
have disagreed on whether a bankrupt homebuilder is a single-asset debtor. In the Pacific Lumber 
case, the bankruptcy court refused to find that the debtor subsidiary which held timberlands as its 
only asset was a single-asset debtor. Some courts have ruled that the secured creditor must obtain 
a ruling that a debtor is a single-asset debtor before the special single-assets restrictions will apply. 

  –   As in the last downturn, success or failure of real estate Chapter 11 cases will depend upon a 
debtor’s ability to access property income, the bankruptcy court’s determination of the prop-
erty’s value and the market rate of interest on the restructured debt.

  –   The ruling from the Pacific Lumber case, which is still on appeal, will spawn further litigation 
in the real estate context. There, the debtor was permitted to sell its real estate and reorganize 
through a plan without permitting the secured creditors to credit bid. Among other things, the 
bankruptcy court ruled that the secured creditor received the “indubitable equivalent” of its 
collateral. There will certainly be more cases in which courts will examine the scope of what 
“indubitable equivalent” secured creditors can be offered in the real estate context.

  –   The impact of the Lehman Brothers bankruptcy will be far-reaching as well. Lehman and its various 
subsidiaries were a major force in real estate lending. The interplay of the Lehman bankruptcy with 
other real estate bankruptcies developing around the country will create procedural complexities 
that many courts have never faced.



Trustees and Examiners

Based on recent experience, we expect to see more trustees and examiners appointed in 2009. For 
example, when banks fail, although the FDIC puts the bank itself in conservatorship, there is typically 
a bank holding company that exists independently from the bank and effectively outside the FDIC’s 
receivership power. Some of those holding companies have opted for Chapter 7 bankruptcies (where 
trustee appointment is mandatory). Even in the Chapter 11 bankruptcies of such holding companies, 
issues of mismanagement may prompt the appointment of trustees.

  –   More trustee appointments means the possibility of more trustee elections. In the past, the 
power of creditors to elect a trustee has been seldom utilized in large cases. The procedure is 
detailed, and the failure to be precise may be fatal to an attempt to elect a trustee. The election 
can be requested in conjunction with the first meeting of creditors by at least 20 percent of 
creditors entitled to vote. If a valid request is made and a quorum is present, the creditors can 
select their own trustee (provided the candidate is otherwise qualified to serve — in Chapter 
11, the requirements are modest).

  –   An alternative to the appointment of a trustee is the appointment of an examiner. Examiners 
do not possess the full powers of a trustee, and they typically are appointed for a particular 
purpose, such as conducting an investigation with respect to a transaction. In circumstances 
where a court declines to appoint a trustee, the appointment of an examiner is mandatory 
under the Bankruptcy Code if the debtor’s unsecured liabilities exceed $5 million and such 
appointment is in the interests of creditors or the debtor’s estate. Expect to see an examiner 
appointed in the Lehman case and in other massive failures that may come in 2009.

Cross-Border Restructurings

With the globalization of the economy, almost every restructuring involves some measure of cross-
border issues. The enactment of Chapter 15 into the Bankruptcy Code at the end of 2005 has helped 
solidify the approach to cross-border cases in the United States, but it is important to understand 
what Chapter 15 does not do as well.

  –   Chapter 15 is a codification of some new and some existing rules for the filing and manage-
ment of cross-border bankruptcy cases in the United States. Among other things, it provides 
for the recognition of foreign proceedings that may be “main” or “nonmain.” For example, 
rulings and actions taken in a foreign main proceeding are entitled to more deference than a 
nonmain proceeding. Status as a main proceeding is determined by reference to a company’s 
center of main interest. In 2007, Bear Stearns attempted to establish the Cayman Islands as 
the center of main interest for two of its offshore funds that were managed in New York. The 
bankruptcy court in New York refused because it believed that the funds, although offshore, 
were run by Bear Stearns from New York. This ruling continues to have an impact today.

  –   While Chapter 15 is useful in its recognition of foreign main proceedings in the United States, 
it does not (and cannot) force a foreign court to recognize a Chapter 11 case as a foreign main 
proceeding. Special attention should be paid to the global impact of a Chapter 11 case on a 
company’s operations. While many countries have revitalized their restructuring regimes in 
recent years, they are still very different from Chapter 11 in many cases, and many countries 
still lag behind this progress. To organize a truly global restructuring, careful planning and coor-



dination is necessary. The Lehman insolvencies are a good example of how devastating a lack 
of planning can be. For instance, although the debtor had historically relied upon an integrated 
information technology platform, the multiple insolvency proceedings around the world effec-
tively cut off the debtor’s fiduciaries from access to critical information for a few months after 
the filings. In court filings, the company has blamed this lack of access on the initial lack of 
coordination among the various insolvency proceedings.


