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CURRENT TOPICSPUERTO RICO IN CRISIS: 
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Recently, there have been major developments on municipality restructuring and bank-
ruptcy issues, as well as on Chapter 11 business topics. Last summer, the city of Detroit 
became the largest municipal bankruptcy in U.S. history. Most recently, Puerto Rico -an 
unincorporated territory of the U.S.- had its debt degraded by all credit agencies to junk 
status making the possibility of some type of restructuring very real. Some of the ques-
tions that the seminar will address include:

The seminar will have three panels of judges, lawyers and financiers, two of them 
focusing on important recent decisions on insolvency and bankruptcy related issues 
that affect the balance among key Chapter 11 constituents such as debtors, secured 
creditors, unsecured creditors and insiders.

» Can Puerto Rico file for bankruptcy under its current territorial 
condition and what restructuring alternatives does it have available? 

» What federal court decisions have been instrumental to these topics?
  
» What has been the impact of these cases on both creditors and 
debtors?

Course  Description
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HOW CITY FINANCES CAN BE RESTRUCTURED:
LEARNING FROM BOTH BANKRUPTCY AND CONTRACT IMPAIRMENT CASES

______________________________________________________________

I. Introduction

Detroit, Michigan is the largest city to file a chapter 9 bankruptcy case to date, but there 

are many other municipalities with the same fundamental problem – a combination of massive 

labor, pension and bond obligations that render them insolvent.  This article discusses the state 

and federal law available to help these cities return to solvency.  

Since World War II, U.S. cities have promised to pay employees billions of dollars in the 

future for supplying labor in the present.1 In 2010, the gap between states’ assets and their 

obligations for public sector retirement benefits was $1.38 trillion, up nearly 9 percent from 

fiscal year 2009.  Of that figure, $757 billion was for pension promises and $627 billion was for 

retiree health care.2 Instead of funding these promises with tax revenue as the obligations 

accrued, many cities borrowed from the capital markets to fund them.  Total outstanding 

1 The Widening Gap Update, THE PEW CHARITABLE TRUSTS, 1 (June 2012) available at
http://www.pewstates.org/uploadedFiles/PCS_Assets/2012/Pew_Pensions_Update.pdf (last visited Dec. 18, 2013) 
[hereinafter, the Pew Widening Gap Update]; see also The Trillion Dollar Gap: Unfunded State Retirement Systems 
and the Roads to Reform, THE PEW CHARITABLE TRUSTS 17 (Feb. 2010) available at
http://www.pewstates.org/uploadedFiles/PCS_Assets/2010/Trillion_Dollar_Gap_Underfunded_State_Retirement_
Systems_and_the_Roads_to_Reform.pdf (last visited Dec. 18, 2013).
2 States and municipalities have often promised increased employee benefits while failing to make the contributions 
necessary to fund these promises. Pew Widening Gap Update, supra note 2, at 1.  These figures represent the 
liabilities of state, and local governments participating in state-wide, retirement systems.  Another study focused 
solely on municipal employee benefit funding found that:

61 key cities across America—the most populous one in each state plus all others with more than 
500,000 people— emerged [from the Great Recession] with a gap of more than $217 billion 
between what they had promised their workers in pensions and retiree health care and what they 
had saved to pay that bill.  

A Widening Gap in the Cities, THE PEW CHARITABLE TRUSTS 2 (Jan. 2013) available at
www.pewstates.org/uploadedFiles/PCS_Assets/2013/Pew_city_pensions_report.pdf (last visited Dec. 18, 2013).
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municipal bond debt in the United States for all purposes, including pensions, has grown from 

less than $20 billion in 1945 to over $3.7 trillion today.3

Layered on top of this substantial debt to providers of capital and labor, the near collapse 

of the financial system in 2008, and the slow pace of recovery since then, has placed enormous 

strains on the budgets of many municipal governments.4 While tax revenues have stabilized 

somewhat from the Great Recession, in most cases they have not returned to previous levels.5

Many cities have addressed these challenges by reducing services, cutting payroll, and 

deferring maintenance to try to balance their budgets.6 Nearly every state has reduced public 

pension benefits or increased employee contributions in the last four years.7 Public employees 

depend on these wages and benefits.  Bondholders expect a city to pay back what it has 

borrowed.  But there are limits to a city’s ability to cut services and raise taxes.  If a city cuts 

services too much, or if citizens are taxed beyond their capacity, city residents who are able to 

pay taxes will have an incentive to move to lower tax, higher service suburbs, triggering a 

depopulating “death spiral” in that city.

The law offers cities two sources of power to overcome municipal insolvency. First, state 

“police power” permits a municipality to alter existing contract rights if doing so serves a public 

purpose and stops short of unconstitutionally impairing those rights.  Second, chapter 9 of the 

3 www.sec.gov/spotlight/municipalsecurities.shtml (last visited Dec. 18, 2013).  
4 See, e.g., MARK MAURO & CHRISTOPHER W. HOENE, BROOKINGS INSTITUTION, FISCAL CHALLENGES FACING 
CITIES: IMPLICATIONS FOR RECOVERY (2009).
5 Pew Widening Gap Update, supra note 2, at 4.
6 See, e.g., CHRISTOPHER W. HOENE & MICHAEL A. PAGANO, NATIONAL LEAGUE OF CITIES, RESEARCH BRIEF ON 
AMERICA’S CITIES 26 (2011).
7 Pew Widening Gap Update, supra note 2, at 8-9. 

8   |  FBA Puerto Rico and Microjuris.com



Bankruptcy Code8 gives a municipality the power to reject contracts and to fundamentally

restructure its obligations to labor and capital suppliers.

Financial restructuring conducted outside of bankruptcy often focuses on reducing 

services and cutting public employees’ wages and benefits. However, the exercise of police 

power to modify labor-related contracts is constrained by constitutional protections against the 

impairment of contracts9 and, even if available, is only a partial solution.

Federal municipal bankruptcy law permits an insolvent city to engage in a more 

fundamental reorganization of its debts that includes reductions in payment to capital and labor-

related creditors. In chapter 9, a city can propose a plan of debt adjustment that pays only what it 

can reasonably afford to holders of unsecured claims, including both unsecured bond debt10 and 

labor contract rejection claims, and then discharge the remainder of those obligations.11

Currently, there is an open question about what adjustments a municipal debtor can make 

to public pension obligations, as many of them are expressed in state statutes and protected by 

state constitutions.  None of the recent large chapter 9 debtors has proposed a plan of debt 

adjustment that made substantial cuts to all three of the major components of municipal 

insolvency: (i) current labor costs, (ii) pension obligations, and (iii) bond debt.12

8 11 U.S.C. §§ 901-946.  References to “Section” or “§,” unless otherwise noted, refer to title 11 of the United States 
Code (the “Bankruptcy Code”).  
9 E.g., U.S. CONST. art. I, § 10.
10 This article focuses on the fair and equitable treatment of unsecured claims.  A major issue in chapter 9 cases is, 
and will continue to be, whether bond claims are secured or unsecured.  An additional important issue will be 
valuation of collateral backing a secured bond. Under § 506(a)(1), the secured amount of a claim is limited to the 
value of the collateral, and the remainder of the claim is unsecured.  Issues regarding the nature and extent of the 
secured status of bond claims will likely be the subject of extensive litigation in future chapter 9 cases.  
11 11 U.S.C. §§ 365 and 944(b).
12 See, e.g., In re City of Stockton, Cal., No. 12-32118 (Bankr. E.D. Cal., filed June 28, 2012), Docket Nos. 1204, 
1215 (city rejected retiree health benefits but has not proposed substantial impairment of pension funding 
obligations); In re Jefferson Cnty., Ala., No. 11-05736 (Bankr. N.D. Ala., filed Nov. 9, 2011), Docket Nos. 1977, 
2182, 2248 (plan restructured bond debt but no substantial labor or pension issues); In re City of Vallejo, Cal., No. 
08-26813 (Bankr. E.D. Cal., filed May 23, 2008), Docket Nos. 1045, 1109, 1113 (city rejected collective bargaining 
agreement but its plan did not propose substantial impairment of pension funding obligations).
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On July 18, 2013, Detroit, Michigan filed a chapter 9 case in order to restructure its 

finances at a time when it had a pension underfunding liability of $3.5 billion13 and bond debt of 

$9 billion.14 Since Detroit’s chapter 9 filing, newspapers and other media have discussed the 

broader ramifications of Detroit’s bankruptcy15 and the financial challenges faced by other major 

American cities that also have substantial bond debt and pension underfunding.16 The 

bankruptcy court, on December 5, 2013, found Detroit eligible to pursue chapter 9 relief and 

acknowledged that pension-related claims would be at issue, stating:

Because under the Michigan Constitution, pension rights are contractual rights, 
they are subject to impairment in a federal bankruptcy proceeding.  . . . 

Nevertheless, the Court is compelled to comment.  No one should interpret this 
holding that pension rights are subject to impairment in this bankruptcy case to 
mean that the Court will necessarily confirm any plan of adjustment that impairs 
pensions.  The Court emphasizes that it will not lightly or casually exercise the 
power under federal bankruptcy law to impair pensions. . . .  [The requirements of 
the Bankruptcy Code] demand this Court’s judicious legal and equitable 
consideration of the interests of the City and all of its creditors, as well as the 
laws of the State of Michigan.17

13 Henny Sender, Detroit Warns That Pension Fund Shortfall Likely To Be Understated, Fin. Times, July 22, 2013, 
available at www.ft.com/intl/cms/s/0/feee59fe-f21a-11e2-afd8-00144feabdc0.html#axzz2brXXzZb5.
14 In re City of Detroit, Michigan, Case No. 13-53846; (Bankr. E.D. Mich., filed July 18, 2013).
15 See, e.g., Mary Williams Walsh, Woes of Detroit Hurt Borrowing by Its Neighbors, N.Y. Times, August 8, 2013, 
available at dealbook.nytimes.com/2013/08/08/detroit-blocks-other-cities-from-bond-market/; Brian Chappatta, 
Detroit’s Bankruptcy Doesn’t Faze the Municipal Bond Market, Bloomberg Businessweek Aug. 8, 2013, available 
at www.businessweek.com/articles/2013-08-08/detroits-bankruptcy-doesnt-faze-the-municipal-bond-market; 
Lindsey Smith, Will Detroit’s Bankruptcy Affect Your Hometown?, Mich. Radio, Aug. 2, 2103, 
www.michiganradio.org/post/will-detroit-s-bankruptcy-affect-your-hometown.
16 See, e.g., Monica Davey & Mary Williams Walsh, Chicago Sees Pension Crisis Drawing Near, N.Y. Times, Aug. 
5, 2013, available at www.nytimes.com/2013/08/06/us/chicago-sees-pension-crisis-drawing-
near.html?pagewanted=all&_r=0; Bill King, Pension Plan Funding Key to Houston’s Health, Houston Chron., July 
31, 2013, available at www.chron.com/opinion/king/article/King-Pension-plan-funding-key-to-Houston-s-health-
4698709.php; Mike Morris, Council Trying to Gain Measure of Pension Liability, Houston Chron., Aug. 6, 2013, 
available at www.houstonchronicle.com/news/houston-texas/houston/article/Council-trying-to-gain-measure-of-
pension-4712409.php; see also Chicagoans’ Long-Term Debt and Pension Obligations Per Capita Rose 185% Since 
2002, THE CIVIC FEDERATION, (Feb. 27, 2013), www.civicfed.org/civic-federation/blog/chicagoans-local-long-term-
obligations-capita-levels-nearly-triple-ten-years.
17 In re City of Detroit, supra note 15, “Opinion Regarding Eligibility,” Docket No. 1945, at 80 (emphasis added).  
The eligibility ruling has been appealed.
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Thus, Detroit could be the first case to illustrate how “all of its creditors,” including current 

labor, retired labor, and capital claims, can be placed back into balance with a city’s ability to 

generate revenue to meet its ongoing obligations.18

This article describes what a city can accomplish in a comprehensive chapter 9 plan that requires 

all creditors and taxpayers to make a reasonable contribution to the financial restructuring, and 

analyzes the hurdles to obtaining confirmation of that plan.  It also describes two ways of 

approaching pension liability.  The first is through a city filing a chapter 9 plan that restructures

only the city’s obligation to make pension funding contributions to the separate pension funds 

that actually pay retirement benefits. The second is through a city filing a chapter 9 plan that is 

premised on the passage of legislation that changes both the city’s pension funding obligations 

and the benefit payment obligations owed by the separate pension funds. 

The state’s use of police power to modify existing pension contract rights through an 

amended pension statute will trigger an inquiry as to whether the proposed legislation will 

unconstitutionally impair contract rights.  This article surveys the jurisprudence that has 

developed, beginning with U.S. Supreme Court cases arising out of the Great Depression, 

establishing the limits on the use of this police power.  

Cities in the vanguard of dealing with modern municipal insolvency have used state 

police power to try to deal with their financial problems. Court decisions in these cases show the 

limits of what can and cannot be accomplished outside of a chapter 9 case.  They also offer

guidance about how to formulate a fair and equitable chapter 9 plan for a city that has, not just 

bond claims like the municipalities in Depression-era bankruptcies, but also substantial labor and 

pension obligations.

18 This article does not examine the details of the Michigan pension statute and Michigan pension claims.  Rather, it 
uses Illinois and Texas as examples to illustrate the details of pension obligations and the strategies available to 
restructure them. 
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The possibility of confirming the kind of comprehensive plan suggested by contract 

impairment cases, coupled with chapter 9 principles of fairness and equity, give municipalities 

substantial power to resolve their labor, pension, and capital debts, and achieve a feasible and 

sustainable solution to their insolvency.

For full article visit:

http://aldia.microjuris.com/2014/05/08/bankruptcy-materials/
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Patrick J. Potter
Pillsbury Winthrop Shaw Pittman LLP

Luis C. Marini-Biaggi
O'Neill & Borges LLC

FBA Puerto Rico and Microjuris.com   |   13

Bankruptcy CLE  |  Key Puerto Rico Decisions  



PANEL 1 |  “Key Puerto Rico Decisions for Insolvency Professionals”

Outline and Cases

Confirmation of Individual Chapter 11 Plans

 In re Lee Min Ho Chen, 482 B.R. 473 (Bankr. D.P.R. 2012).  

In general terms, the absolute priority rule provides that if a class of unsecured creditors 
rejects a debtor’s plan and is not paid in full, junior creditors and equity interest-holders 
may not receive or retain any property under the plan. Recent litigation in the federal 
courts nationwide has raised the issue and created a split among courts as to whether the 
absolute priority rule applies in Chapter 11 cases filed by individuals.  In a case of first 
impression in this district, the Bankruptcy Court concluded that the absolute priority rule 
applies to individual Chapter 11 debtors.  

Homestead Exemption for Individual’s Primary Residence

 In re Hernández Perez, 473 B.R. 496 (Bankr. D.P.R. 2013); 

In re Pérez Hernández, 487 B.R. 353 (Bankr. D.P.R. 2013); unpublished decision from Judge 
Mildred Caban.  

Puerto Rico’s Home Protection Act No. 195, enacted on September 13, 2011 (as further 
amended, the “PR Home Protection Act”), creates a homestead exemption for an 
individual’s primary residence that allows such individual to, if properly claimed and not 
waived, exempt his/her residence from creditors and their collection efforts.  These cases 
address the legal requirements to claim the homestead exemption in Puerto Rico and 
show a split of authority in this district for whether one of the requirements is to file in the 
registry of the property.

Security Interests in Rents

In re National Promoters and Services Inc., 499 B.R. 192 (Bankr. D.P.R. 2013); 

In re Mediavilla Case No. 13-2800 (MCF) (Bankr. D.P.R. 2014); 
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In re Builders Group & Development Corp., 502 B.R. 95 (Bankr. D.P.R. 2013).  

Lenders with mortgages on income-producing properties are also often secured by a lien 
over the rents generated by the real estate.  The relevant statutory law does not clearly 
specify the requirements to perfect such liens and, until recently, there have been few 
cases providing guidance on the issue.  These cases address the mechanics for: (i) 
perfection of a lien on rents under Puerto Rico law; and (ii) the perfection and extent of 
liens over rents generated after a bankruptcy petition is filed, through a series of decisions. 

Adequate Protection

In re Builders Group & Development Corp., 502 B.R. 95 (Bankr. D.P.R. 2013); 

In re National Promoters and Services Inc., 499 B.R. 192 (Bankr. D.P.R. 2013); 

In re Mediavilla, Inc., Case No. 13–2800 (MCF) (Order of December 11, 2013) (Not published).  

To use collateral, the Bankruptcy Code requires debtors to provide, if the creditor requests, 
“adequate protection” to protect the creditor’s interest from a decline in value.  However, 
the concept and requirements of adequate protection are not defined in the Bankruptcy 
Code.   These decisions focus on “adequate protection” in the context of the use of the 
secured creditor’s cash collateral.  The decisions hold, among other things, that rents and 
real estate require separate adequate protection and detailing basis for same.  The 
decisions also focus on the evidence that each party needs to present to satisfy (or rebut) 
the burden of proof in a cash collateral dispute.

Manuel Mediavilla and Maydin Meléndez, Case No. 130-02802 (MCF).

The court addressed the type of payments that individuals may make as adequate 
protection from a lender’s collateral.  

Relief from Stay

In re Sabana del Palmar, Inc. I Case No. 12- 06177 (Bankr. D.P.R. 2012); 

In re Las Croabas Properties, Inc. I Case No. 12-05710 (Bankr. D.P.R. 2012); 

In re Sabana del Palmar, Inc. II Case No. 12-06177 (Bankr. D.P.R. 2013);  
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In re MJS Las Croabas Properties, Inc. II, Case No. 12–05710 (ESL) (Bankr. D.P.R. 2013).  

The protection of the automatic stay is broad in scope, staying litigation against the debtor 
and its property and other attempts to enforce or collect on prepetition claims. However, 
the protection of the automatic stay is not unlimited.  A creditor may move for relief from 
the automatic stay: (i) for cause, including lack of adequate protection; (ii) when there is 
lack of equity and the property is not necessary for an effective reorganization.  These 
cases address and set forth the standard for showing that the property is needed for an 
effective reorganization and the burden for the same.  

Other Issues/Cases

FDIC Related Defenses

F.D.I.C. v. Emérito Estrada-Rivera, 722 F.3d 50 (1st Cir. 2013).

In a case involving a loan originally granted by RG Bank, the First Circuit applied the 
“D'Oench-Duhme Doctrine”, preventing borrowers or guarantors from asserting claim or 
defenses against the FDIC (and, as other cases have held, in certain circumstances against 
banks that purchased from the FDIC) based on oral agreements or arrangements with the 
original lender

Breach of Contract Litigation

F.D.I.C. v. Empresas Cerromonte, Case No. 10–1623(PG), (D.P.R. 2013) 

Discussing defense of exception non adimpleti contractus-, providing generally that debtor is 
excused from performing if lender breached the credit agreement first – and finding that 
the obligation that the lender allegedly breached must have been included in a written and 
signed document given the integration clause in the loan documents; court also discussed 
the ability to modify alleged penalty clauses, finding that the defense is reserved for “ 
extraordinary” or “ extremely harsh circumstances

Eligibility Standard to Re-File Under Section 109(g)
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In re Rivera, 494 B.R. 101 (BAP 1st Cir. 2013) 

Discussing standards for ineligibility of individual debtor to re-file for bankruptcy for 180 
days after dismissal of a prior bankruptcy case under Section 109(g)(2)

Critical Vendors

In re Jeans.com, Inc., 502 B.R. 250 (Bankr. D.P.R. 2013) 

Court granted debtor’s motion requesting authorization to denominate critical vendor and 
detailed analysis to be used for such decisions.

Standard to Dismiss Bankruptcy Case for Bad Faith Filing

In re Plaza Antillana, Case No. 13-10013 (Opinion and Order Dated February 14, 2014)

Setting forth standard for dismissal of bankruptcy case based on debtor’s lack of good faith 
in the filing of the case.

FBA Puerto Rico and Microjuris.com   |   17

Bankruptcy CLE  |  Key Puerto Rico Decisions  



Additional Reference Materials

1. In re Lee Min Ho Chen, 482 B.R. 473 (Bankr. D.P.R. 2012)

2. In re Pérez Hernández, 487 B.R. 353 (Bankr. D.P.R. 2013)

3. In re Builders Group & Development Corp., 502 B.R. 95

4. F.D.I.C. v. Emérito Estrada-Rivera, 722 F.3d 50

5. In re Rivera, 494 B.R. 101 (BAP 1st Cir. 2013)

To download documents visit: 

http://aldia.microjuris.com/2014/05/08/bankruptcy-materials/
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Brief Bios

Brian K. Tester
Hon. Brian K. Tester was appointed as the fourth U.S. Bankruptcy Judge for the District 
of Puerto Rico in San Juan by the First Circuit Court of Appeals on Nov. 13, 2006, and 
on March 16, 2009, became the first U.S. Bankruptcy Judge to sit permanently in the 
U.S. Courthouse in Ponce. In December 2007, Judge Tester was appointed to the 
Bankruptcy Appellate Panel for the First Circuit, and in January 2011, he was appointed 
to the Next Generation of CM/ECF Bankruptcy Functional Requirement Group.

For full bio please visit:
http://aldia.microjuris.com/2014/05/06/brian-k-tester/

Luis C. Marini-Biaggi
Luis C. Marini-Biaggi is a member in the Litigation Department and practices primarily 
in the areas of creditors’ rights, bankruptcy, workouts and commercial litigation. Prior 
to joining O’Neill & Borges LLC Mr. Marini-Biaggi practiced with Shaw Pittman LLP (now 
Pillsbury Winthrop Shaw Pittman LLP), in Washington DC, concentrating in bankruptcy, 
creditors’ rights and commercial litigation, representing landlords, utilities, vendors, 
asset purchasers, and secured lenders in bankruptcy cases throughout New York, 
Delaware, Virginia, and the District of Columbia.

For full bio please visit:
http://aldia.microjuris.com/2014/05/06/luis-marini-biaggi/

Patrick J. Potter
Patrick J. Potter is the head of the Pillsbury Winthrop Shaw Pittman LLP law firm’s 
Washington, DC and Northern Virginia Insolvency & Restructuring practices. He 
advises clients in a variety of industries with respect to a broad range of business 
problems. Primarily, he litigates commercial disputes in state and federal courts, 
including the federal bankruptcy courts. He also litigates transaction-avoidance 
disputes, including those involving fraudulent and preferential transfers, equitable 
subordination, substantive consolidation and debt/equity characterization.

For full bio please visit:
http://aldia.microjuris.com/2014/05/06/patrick-potter/
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Charles A. Cuprill
Charles A. Cuprill, the owner of Charles A. Cuprill P.S.C. Law Offices, is widely recog-
nized by peers as a skilled debtors' counsel. His firm specializes in Dispute Resolution 
and Bankruptcy. Cuprill is a member of the Committees for the Selection of Bank-
ruptcy Judges for the District of Puerto Rico, appointed by the Chief Judge, U.S. Court 
of Appeals for the First Circuit, as to the selection of the last four appointed bank-
ruptcy judges. He also participates in the Rules Committee of the United States Bank-
ruptcy Court for the District of Puerto Rico.

For full bio please visit: 
http://aldia.microjuris.com/2014/05/08/charles-a-cuprill/
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decisions and their impact on private 

creditors and debtors 

Honorable Judge 
Enrique S. Lamoutte

Chief Judge for United States Bankruptcy 
Court, District of Puerto Rico

Moderator

Jerry L. Hall
Pillsbury Winthrop Shaw Pittman LLP

Carmen D. Conde 
C. Conde & Associates

Nelson Robles-Díaz 
Nelson Robles-Díaz Law Offices P.S.C.

Hermann D. Bauer-Álvarez 
O’Neill & Borges LLC
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plan under which a debtor’s insider would receive one-hundred percent of reorganized 
company’s equity in exchange for a cash contribution from the insider, despite the plan’s 
failure to pay senior creditors in full. The Seventh Circuit reversed, holding (i) a plan 
distribution of new equity to the insider (the sole former shareholder’s spouse) conferred a 
benefit on the former shareholder (salary continuation and increased family wealth); and 
(ii) because the sufficiency of the “new value” proffered by the insider had not been tested 
by competition, the plan violated the absolute priority rule.

In re GAC Storage Lansing, LLC, 2013 BL 53422 (Bankr. N.D. Ill. Feb. 27, 2013) – The 
bankruptcy court vacated a prior order to conform its ruling with Castleton:  “In light of the 
Castleton decision, the Court determines that the absolute priority rule applies, despite the 
fact that Schwartz is not a direct owner or investor. The Debtor’s Plan proposes to give 
Schwartz, an insider of the Debtor, preferential access to an investment opportunity in the 
Reorganized Debtor and is therefore subject to competitive bidding, as the holding in 
Castleton instructs.” 

In re RTJJ, Inc., 2013 BL 31910 (Bankr. W.D.N.C. Feb. 6, 2013) – The bankruptcy court 
summarily rejected the secured lender’s argument that market valuation of a plan 
distribution was necessary, noting that exclusivity had expired months earlier and no party, 
including the secured lender had submitted a competing plan.

B. Retaining Causes of Action

Wooley v. Haynes & Boone (In re SI Restructuring Inc.), 714 F.3d 860 (5th Cir. 2013) – plan 
expressly provided that creditors had authority to seek permission from the bankruptcy 
court to bring claims of the estate not pursued by the creditors’ committee, debtor or plan 
administrator. Although a blanket reservation of “any and all claims” existed in the plan, the 
Fifth Circuit held that the blanket reservation was not sufficiently specific. At a minimum, 
the Fifth Circuit held, a plan’s reservation of claims must be specific enough to put creditors 
on notice of any claim the debtor wishes to pursue after confirmation.

Claims/Debt Trading

In re KB Toys Inc., 2013 BL 317570 (3rd Cir Nov. 15, 2013) – The bankruptcy court 
disallowed trade claims purchased post-petition because the original claim holder had not 
returned property it received as a preference. The court, relying on Section 502(d), 

PANEL 2 | “Key Mainland Decisions for Insolvency Professionals”

Outline and Cases

Automatic Stay

In re Pax Am. Dev., LLC, 2013 BL 317133 (Bankr. C.D. Cal. Nov. 15, 2013) – The bankruptcy 
court held that a creditor of the estate does not have standing to seek damages for 
violation of the automatic stay. The court further found that even if standing existed, the 
damages sought would not be available to the creditor because Section 362(k) applies only 
to individuals (and the creditors was a limited liability company.

In re Killmer, No. 07-36011 (CGM) (Bankr. S.D.N.Y. Nov. 15, 2013) – The bankruptcy court 
determined that a creditor of the estate may seek redress for a violation of the automatic 
stay. The court reasoned that the automatic stay is intended to protect creditors as well as 
debtors and, therefore, a creditor could seek redress for its injury cause by a stay violation.

In re Ampal-American Israel Corp., 2013 BL 345421 (Bankr. S.D.N.Y. Dec. 16, 2013) – Former 
officers and directors of the debtor received demand letters from bondholders. In 
response, those persons sought to enforce the automatic stay and sought damages. 
Ultimately, only damages were considered by the bankruptcy court, which held that 
although constitutional standing was present (concrete, particularized and actual injury 
existed) the officers and directors were not within the zone of interests that the applicable 
statute was intended to protect. Thus, they lacked (judicially-created) prudential standing, 
which prohibits parties from asserting a third party’s legal rights. 

Chapter 11 Plan 

A. Absolute Priority Rule

Castleton Plaza, LP, 707 F.3d 821 (7th Cir. 2013) – Seventh reviewed two questions: (i) 
whether the absolute priority rule bars plan distributions to insiders and (ii) whether 
competition to test the adequacy of new value is required for plan confirmation under the 
new value exception. The bankruptcy court found no violation of absolute priority rule for a 
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plan under which a debtor’s insider would receive one-hundred percent of reorganized 
company’s equity in exchange for a cash contribution from the insider, despite the plan’s 
failure to pay senior creditors in full. The Seventh Circuit reversed, holding (i) a plan 
distribution of new equity to the insider (the sole former shareholder’s spouse) conferred a 
benefit on the former shareholder (salary continuation and increased family wealth); and 
(ii) because the sufficiency of the “new value” proffered by the insider had not been tested 
by competition, the plan violated the absolute priority rule.

In re GAC Storage Lansing, LLC, 2013 BL 53422 (Bankr. N.D. Ill. Feb. 27, 2013) – The 
bankruptcy court vacated a prior order to conform its ruling with Castleton:  “In light of the 
Castleton decision, the Court determines that the absolute priority rule applies, despite the 
fact that Schwartz is not a direct owner or investor. The Debtor’s Plan proposes to give 
Schwartz, an insider of the Debtor, preferential access to an investment opportunity in the 
Reorganized Debtor and is therefore subject to competitive bidding, as the holding in 
Castleton instructs.” 

In re RTJJ, Inc., 2013 BL 31910 (Bankr. W.D.N.C. Feb. 6, 2013) – The bankruptcy court 
summarily rejected the secured lender’s argument that market valuation of a plan 
distribution was necessary, noting that exclusivity had expired months earlier and no party, 
including the secured lender had submitted a competing plan.

B. Retaining Causes of Action

Wooley v. Haynes & Boone (In re SI Restructuring Inc.), 714 F.3d 860 (5th Cir. 2013) – plan 
expressly provided that creditors had authority to seek permission from the bankruptcy 
court to bring claims of the estate not pursued by the creditors’ committee, debtor or plan 
administrator. Although a blanket reservation of “any and all claims” existed in the plan, the 
Fifth Circuit held that the blanket reservation was not sufficiently specific. At a minimum, 
the Fifth Circuit held, a plan’s reservation of claims must be specific enough to put creditors 
on notice of any claim the debtor wishes to pursue after confirmation.

Claims/Debt Trading

In re KB Toys Inc., 2013 BL 317570 (3rd Cir Nov. 15, 2013) – The bankruptcy court 
disallowed trade claims purchased post-petition because the original claim holder had not 
returned property it received as a preference. The court, relying on Section 502(d), 
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concluded that the claims purchaser held the claims subject to the same impairment as the 
original holder. The court held that the claims purchaser was not entitled to the protections 
of a good faith purchaser and that the risk of purchasing a claim subject to disallowance 
was the purchaser’s (subject, of course, to any seller’s indemnity). This case is notable in 
part because of its conflict with In re Enron Corp, 340 B.R. 180 (Bankr. S.D.N.Y. 2006), which 
held that disallowance of a claim under Section 502(d) is a personal disability and not an 
attribute of—and therefore does not travel with—the claim.

In re Fisker Automotive Holdings, Inc., Case No. 13-13087 (Bankr. D. Del. Jan. 17, 2014) 
[Docket Nos. 482–83] – A creditor purchased the Department of Energy’s $168 million 
partially secured claim for $25 million about one month prior to debtor’s bankruptcy filing. 
When the creditor attempted to credit bid, the bankruptcy court limited the credit bid to 
$25 million. The court did so “for cause” (under Section 363(k)) holding that the limit was 
needed or else no auction would occur because there was no realistic possibility of any 
party bidding more than the secured debt. The court was troubled by the expedited nature 
of the sale.

Rents

Putnal v SunTrust Bank, 489 B.R. 285 (M.D. Ga. 2013) – The district court held that a 
creditor’s interest in rents from real estate is separate from its interest in the land. The 
secured creditor possessed a separate security interest in the rents, the value of which was 
measured by actual rents that have accrued or will acrrue. The court rejected the 
replacement lien theory, holding that a replacement lien provides no protection for the 
very real interest a creditor has in accruing rents. The court also held that the use to which 
the debtor could put the rents was to cover expenses directly related to the operation, 
maintenance or preservation of the underlying real property.

Estate Property

Rajala v. Gardner, 709 F.3d 1031 (10th Cir. 2013) – The Tenth Circuit held that an allegedly 
fraudulently transferred asset is not property of the estate until recovered and, therefore,  
is not subject to the automatic stay. The Tenth Circuit acknowledged a circuit split on the 
question of whether unrecovered property subject to a fraudulent transfer claim is 
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property of the estate. The court found that the plain meaning of Section 541 excludes 
fraudulently transferred property until it is recovered. The court’s finding is based on the 
language in Section 541(a)(3) that estate property includes any “interest in property that the 
trustee recovers under section . . . 550.” Because the allegedly fraudulently transferred 
property was not estate property, it was not covered by the automatic stay imposed by 
Section 362(a).

Executory Contracts

WM Inland Adjacent LLC v. Mervyn's LLC (In re Mervyn's Holdings, LLC), 2013 BL 5408 
(Bankr. D. Del. Jan. 8, 2013), – Where an indemnification obligation under a lease was 
triggered postpetition, the bankruptcy court treated the obligation as an administrative 
expense entitled to Section 365(d)(3) treatment. Under section 365(d)(3), the debtor in 
possession must continue to perform postpetition obligations under the unexpired lease, 
until such lease is assumed or rejected. The conduct giving rise to the indemnification 
obligation occurred prepetition, but the associated indemnification claims arose 
postpetition. The court determined that for purposes of Section 365(d)(3) an obligation 
arises when the legally enforceable duty to perform arises under the lease.

Setoff

Sass v. Barclays Bank PLC (In re American Home Mortgage Holdings, Inc.), 501 B.R. 44 
(Bankr. D. Del. 2013) – The bankruptcy court held that without moving for relief from the 
automatic stay, the nondebtor counterparty to a swap or repurchase agreement cannot 
exercise control over estate property by retaining funds in exercising alleged triangular 
setoff rights because the mutuality required by Section 553 of the Bankruptcy Code is 
lacking. 

Claim Eligibility to File Involuntary Petition

Marciano v. Chapnick, 708 F.3d 1123 (9th Cir. 2013) – The Ninth Circuit held that an 
unstayed enforceable state judgment is eligible to be a petitioning creditor even though the 
judgment is on appeal. The court determined that, despite the appeal, the claim is neither 
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contingent nor disputed. This ruling creates a circuit split with the Fourth Circuit, which has 
held that an unstayed judgment on appeal may be subject to bona fide dispute. The 
majority rule is that such a judgment may never be the subject of a bona fide dispute.

In re Fustolo, 2013 BL 347141 (Bankr. D. Mass. Dec. 16, 2013) – The petitioning creditor 
conceded a dispute as to a portion of its claim, but contended that the undisputed portion 
satisfied Section 303(b), which requires that a petitioning creditor hold a claim that is “not 
contingent as to liability or the subject of a bona fide dispute as to liability or amount.” The 
court agreed, declining to rule that the phrase “liability or amount” means that any dispute 
as to any portion of the amount disqualifies a creditor from being a petitioning creditor.

In re Vicor Technologies, Inc., No. 12-39329-EPK (Bankr. S.D. Fla. Apr. 5, 2013) – Prior to the 
2005 Bankruptcy Abuse Prevention and Consumer Protection Act (BAPCPA), a dispute as to 
the amount of any portion of a claim did not necessarily imply that the entire claim was 
subject to a bona fide dispute.  The bankruptcy court noted that BAPCPA amended section 
303(b)(1) such that a dispute as to any portion of a claim meant that there was a bona fide 
dispute as to the entire claim, and therefore would not satisfy section 303(b)(1). The court 
then proceeded to analyze each claim and determined that although some claims were 
disputed, each petitioning creditor held at least one undisputed claim.

Labor and Employment

Sun Capital Partners III, LP v. New England Teamsters & Trucking Indus. Pension Fund, 274 
F.3d 129 (1st Cir. 2013) – The First Circuit adopted an expansive view of the term “trade or 
business” in finding that a private equity fund exercising management control over a 
portfolio company could be held liable jointly and severally liable for withdrawal liability 
incurred by the portfolio company under ERISA. Following the PEF’s investment, the debtor 
filed for bankruptcy and triggered a withdrawal liability event. The First Circuit emphasized 
the PEF’s day-to-day management of the portfolio company (in a typical venture capital 
operating company fund structure, such management rights are needed to ensure proper 
operating company treatment). 

Angles v. Flexible Flyer Liquidating Trust (In re Flexible Flyer Liquidating Trust), 2013 BL 
35609 (5th Cir. Feb. 11, 2013), – The Fifth Circuit ruled that the debtor-employer was not 
required to give 60-day WARN notification where financing was terminated unexpectedly 
(thus permitting shortened notice for “unforeseen business circumstances” under the 
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“faltering company” exemption) and company was forced to file for bankruptcy. The Fifth 
Circuit held that the faltering company exception applies even where the employer was in 
“workout” negotiations well before the lender withdrew financial support. The court found 
that 60 days prior to the debtor-employer’s shutdown, it had no indication its operation 
would abruptly cease.

Real Estate Cross-Collateralization

Peoples National Bank, N.A. v. Banterra Bank, 719 F.3d, 608 (7th Cir. 2013) – This case 
concerns three loans: (i) a 2004 loan containing a cross-collateralization (or dragnet) 
provision and which was secured by certain real property; (ii) a 2007 loan secured by the 
same real property pursuant to the dragnet provision; and (iii) a separate 2008 loan from a 
junior lender that was unaware of the 2007 loan. The Seventh Circuit found that the junior 
lender had actual notice of the 2004 loan and therefore had inquiry notice of the 2007 
loan. Moreover, the court found that the junior lender would have discovered the 2007 
loan had it conducted a reasonable investigation. The court then ruled there where the 
junior lender was aware of the dragnet clause in the 2004 loan, the 2007 loan had priority 
ahead of the junior lender’s 2008 loan.

DIP Lender’s Superpriority Claim Trumps Chapter 7 Admin Claims

In re National Litho, LLC, Case No. 12-27566-LMI (Bankr. S.D. Fla. May 24, 2013) – The 
bankruptcy court what effect conversion from chapter 11 to chapter 7 has on a 
superpriority administrateive expense claim granted to a chapter 11 DIP lender. Two days 
after the DIP loan was approved, the debtor converted the case to on under chapter 7. 
When the DIP lender sought payment of its superpriority administrative expense claim, the 
chapter 7 trustee objected. The trustee relied upon Section 726(b), which provides that 
administrative claims arising in a chapter 7 case have priority over all claims arising in the 
pre-converted chapter 11 case. The court determined that the granting of superpriority 
over “any and all administrative expenses” included chapter 7 administrative expenses. The 
court found the language of the Bankruptcy Code convoluted, but unambiguous—
conversion has no impact on the priority of a Section 364(c)(1) claim. The court also noted 
that the DIP lender did not provide a chapter 7 carve-out, unlike occurs in some cases.
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Preferences

In Gladstone v. Bank of America (In re Vassau), 499 B.R. 864 (Bankr. S.D. Cal. 2013), – The 
debtor made payments to a fully secured first mortgagee within 90 days prior to filing 
bankruptcy. A junior mortgage on the debtor’s property was partially (but not fully) secured 
by the same property as secured the first mortgagee. The bankruptcy court held that a 
payment made on a fully secured first mortgage was a preference recoverable from an 
undersecured junior mortgagee whose equity in the property was increased, or potentially 
from the first mortgagee as the “initial transferee” under Section 550 of the Bankruptcy 
Code. It may be notable that the same lender held (and structured) both mortgages. The 
significance would lie in the fact that had the two mortgages been combined into one, at 
least for analytical purposes, the loan would have been undersecured making a finding of 
preference much less difficult.
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PANEL 3 | “Restructuring Government Debt Using Chapter 9 Principles”

1. Chapter 9 is a federal law permitting breach of contract and discharge of 
debt that a state can authorize one of its “municipalities” to use to deal with 
insolvency.

A. To be constitutional, Chapter 9 is respectful of state and municipal 
power.

1. Section 903

“This chapter … does not limit the power of a State to control … a 
municipality in the exercise of political or governmental powers, 
including expenditures for such exercise.”  

2. Section 904

a. The Bankruptcy Court may not interfere with:

i. “political or governmental powers of the debtor”

ii. “any property or revenues of the debtor.”

iii. “The debtor’s use or enjoyment of any income-
producing property.”

b. “Unless the debtor consents or the plan so provides.”

B. The Court’s major power over a Chapter 9 debtor is to deny 
confirmation of its proposed plan of debt adjustment (the “Plan”), or 
to dismiss the Chapter 9 case.

2. A municipality must prove that it is qualified to be in a Chapter 9 case under 
Section 109(c).

A. Prove that it is a municipality.
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B. Prove that it has adequate state authorization to file a Chapter 9 case.

C. Prove that it is insolvent.

D. Prove that it has negotiated with creditors in good faith.

E. If challenged, prove that it has filed its case in good faith.

F. These qualification issues can either be decided based on objective, 
easy to prove facts, or can be made so complex through pleading of 
subjective facts that they really become the same trial as plan 
confirmation.

1. Are you insolvent because you didn’t act in good faith sooner 
to cut costs and raise revenues?

2. Are you in bad faith because you offered me less than if you 
had cut more costs and raised more revenues?

3. San Bernardino found eligibility on a summary judgment 
motion based on objective, publicly known facts about which 
there was no legitimate dispute.

4. San Bernardino denied discovery concerning points irrelevant 
to an eligibility finding about the subjective state of mind of city 
officials.

3. Treatment of Labor Contract Claims.

A. Consider assuming or rejecting contracts for current employees.

B. Consider assuming or rejecting obligations to fund pensions.

1. Does the city really owe pensions?
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2. Or does the city just owe funding to a pension fund that owes 
pensions.

3. Generally only pension benefits, not pension funding, have any 
constitutional protection, but that is protection of their status 
as a contract that can be rejected in a Chapter 9 case.

4. Treatment of Secured Claims.

A. What type of security do you have?

1. Contract or Judgment lien?

2. Statutory lien?

3. Special revenue lien?

B. Is your claim fully secured under Section 506(b), or not?

1. What is your collateral worth?

2. What is your remedy?

a. How effective is it.

b. How long can you exercise it.

3. Any claim beyond the value of the collateral is an unsecured 
deficiency claim.

5. Fair and Equitable Treatment of Secured Claims.

A. Essentially must pay the value of the collateral, which measures the 
amount of the secured claim.

B. Do so through:

1. Offering retention of lien and cash payments equal to the 
value of the collateral;
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2. Sale where the lien holder can credit bid; or

3. Abandon collateral to lienholder.

6. Fair and Equitable Treatment of Unsecured Claims.

A. The Bankruptcy Code provides an objective absolute priority rule that 
no junior interest can receive any value unless unsecured creditors 
are paid in full.

1. Since a city has no equity shareholders, this rule is easy to 
meet.

2. The one time this simple, objective rule was applied under 
Chapter 9, the court also applied a good faith test, using the 
subjective tests described immediately below.

B. The Courts have often applied a more subjective test for fairness – 
“are you paying all creditors can reasonably expect under the 
circumstances?”

1. Reasonable cost cutting (reasonable austerity);

2. Reasonable use of taxation;

3. Paying all the city can reasonably afford to pay;

4. The rest will be discharged.

7. Have you acted in good faith and without unfair discrimination in causing the 
composition of this general unsecured claim class (§1129(a)(3); §1129(b)(1)).

A. Fair approach to labor contract assumption or rejection and any 
replacement contracts.

B. Fair approach to determining what is secured, undersecured and 
unsecured.
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8. Chapter 9 cries out for a municipal debtor to provide leadership through a 
plan.

A. Look at §904.

B. Have a financial advisor study how much expense can be cut and 
revenue raised (a “Study”).

C. Come up with a good faith plan for debt restructure and discharge 
based on the Study that does not unfairly discriminate (the “Plan”).

1. Propose in the Plan to pay all the city can reasonably afford to 
unsecured creditors.

2. Deal intelligently and fairly with labor and capital claims.

3. Do not discriminate against any particular kind of claim.

D. If you have to file a Chapter 9 case to confirm the Plan over objection 
of some creditors, pursue a confirmation hearing as soon as possible 
to determine whether the Plan is fair and equitable, feasible and in 
the best interests of creditors, and thus can be confirmed over 
objection.

9. How these principles could be applied to Puerto Rico.
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