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l. THE HISTORY AND IMPACT OF THE SINGLE ASSET REAL
ESTATE DESIGNATION

In today’s financial markets, real estate developers and owners of commercial, income
producing real property often own their real property in assets in a corporate structure known as
a single purpose entity. These single purpose entities generally take the form of a limited
liability company that has no assets other than the income-producing real property itself. The
single purpose entity’s sole source of income is the property, and its operating expenses arise

solely out of the upkeep, maintenance and ongoing utility expenses associated with the property.

A. THE LAW GOVERNING SINGLE PURPOSE ENTITIES THAT HOLD REAL
ESTATE ASSETS

Prior to 1994, single purpose entities could file for protection under Chapter 11 of the
United States Bankruptcy Code (the “Code”) and attempt to confirm a plan of reorganization that
either (i) restructured and reamortized its existing secured mortgage debt; or, (ii) if the property
was worth less than the debt, paid the secured lender the appraised value of the real property over
time at a market rate of interest.’ As long as there was some evidence that the appraised value of
the property exceeded the amount of the debt, and as long as the single purpose entity could
make reasonable monthly adequate protection payments to the lender, the Chapter 11 bankruptcy
of a single purpose entity could languish in bankruptcy court for months, and sometimes years.
This was a source of great frustration to commercial real estate lenders.

In order to address this frustration, Congress enacted the Bankruptcy Reform Act of 1994

(the “1994 BRA”),? which provides:

111 U.S.C. § 1129(b)(1&2) (Although not technically correct, such a plan has come to be known in
financial circles as a “cram-down”).

2P.L. 103-394 (H.R. 5119), October 22, 1994, § 218.



(3) with respect to a stay of an act against single asset real estate under subsection
(@), by a creditor whose claim is secured by an interest in such real estate, unless,
not later than the date that is 90 days after the entry of the order for relief (or such
later date as the court may determine for cause by order entered within that 90-
day period) or 30 days after the court determines that the debtor is subject to this
paragraph, whichever is later--

(A) the debtor has filed a plan of reorganization that has a reasonable
possibility of being confirmed within a reasonable time; or

(B) the debtor has commenced monthly payments that—

(i) (i) may, in the debtor’s sole discretion, notwithstanding section
363(c)(2), be made from rents or other income generated before,
on, or after the date of the commencement of the case by or from
the property to each creditor whose claim is secured by such real
estate (other than a claim secured by a judgment lien or by an
unmatured statutory lien); and

(i) are in an amount equal to interest at the then applicable non-
default contract rate of interest on the value of the creditor’s
interest in the real estate;

11 U.S.C. § 362(d)(3). In addition, the 1994 BRA added to the Code 11 U.S.C. § 101 (51B),
which defines “Single Asset Real Estate” as follows:
(51B) The term “single asset real estate” means real property constituting a single
property or project, other than residential real property with fewer than 4
residential units, which generates substantially all of the gross income of a debtor
who is not a family farmer and on which no substantial business is being
conducted by a debtor other than the business of operating the real property and
activities incidental.
When the definition of “Single Asset Real Estate” was first entered into the Code in 1994, it
provided that a “Single Asset Real Estate” debtor must have less than $4,000,000.00 in secured

debt. This exempted a substantial percentage of real estate single purpose entities from the

requirements imposed on “Single Asset Real Estate” debtors. Congress removed this



$4,000,000.00 ceiling in the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005
(“BAPCPA™).?

With the removal of the $4,000,000 debt ceiling, virtually every single purpose entity that
owns income producing real property (other than duplexes and small apartment buildings with
less than four units) are now deemed to be “Single Asset Real Estate” debtors.* While there is
room for argument as to which debtors will actually be classified as “Single Asset Real Estate”
debtors, the broad rule is that single purpose entities that have no other business other than to
develop real estate or own and manage a commercial property fall within the definition of
“Single Asset Real Estate.””

One interesting issue has become the definition of “project.” Some real estate developers
that own a number of properties for development within their company have successfully
asserted the position that since they own a number of different properties, and they are not
somehow linked by a common scheme or purpose such as an integrated subdivision, the
company is not a “single asset real estate” debtor.® Most recent decisions have held, however,
that a developer who holds numerous lots within a single resort or subdivision is a “Single Asset

Real Estate” debtor.” On the other hand, numerous decisions have held that single purpose

entities that hold a single piece of property, but derive income from the use of that property such

3 Pub. L. 109-8 (April 20, 2005).

* The legislative history of the 1994 inclusion of SARE in the Bankruptcy Code indicates that SARE refers
to property held for passive investment — not property used in an active business enterprise. “We commonly think of
a single asset case as one of a debtor with a single apartment house or condo complex or a single piece of real estate.
However, this could include a debtor . . . such as a real estate investment trust . . . .” 138 Cong. Rec. S8241-01,
*58264 (daily ed. June 16, 1992) (statement of Sen. Reid). The Senate Report for the Bankruptcy Reform Act of
1994 further explains that the “definition is limited to investment property of the debtor.” S. Rep. No. 168, 103rd
Cong., 1st Sess. (October 28, 1993).

®See, e.g., Inre LDN Corp., 191 B.R. 320 (Bankr. E.D. Va. 1996).
® In re McGreals, 201 B.R. 736 (Bankr. E.D. Pa. 1996).

" In re Kara Homes, Inc., 363 B.R. 399 (Bankr. D. N. J. 2007); In re Pensignorkay, Inc., 204 B.R. 676
(Bankr. E.D. Pa. 1997).




as hotel rents, food sales, timber harvesting operations, green fees, cart rentals, liquor sales or
other activities not related to the sale or lease of the property, are not “Single Asset Real Estate”
debtors.®

Once a single purpose entity has filed for bankruptcy protection, the secured mortgage
lender often moves the Court for an order granting “relief from the automatic stay,” which
essentially authorizes the lender to foreclose upon the single purpose entity’s real estate asset.’
The special purpose entity’s goal is generally defeat such a motion for relief and prolong its
bankruptcy case until it has the leverage to either convince, or force, the secured mortgage lender
to accept a plan of reorganization that provides more favorable terms for the repayment of the
secured debt. With the passage of 11 U.S.C. § 362(d)(3), the ability of a special purpose entity
to “hide” in bankruptcy and hold its secured mortgage lender at bay has been significantly
reduced. Under the current Code, within 90 days after the filing date, the debtor entity must
either (i) being making monthly payments of interest only at the non-default contract rate, or
(ii) file a plan or reorganization that has a reasonable possibility of being confirmed within a

reasonable period of time.'® If the debtor entity cannot do either of these things, the secured

® In re Scotia Pacific Co., LLC, 508 F.3d 214 (5th Cir. (Tex.) 2007);.In re Prairie Hills Golf & Ski Club,
255 B.R. 228 (Bankr. D. Neb. 2000); In re Larry Goodwin Golf, Inc., 219 B.R. 391 (Bankr. M.D.N.C. 1997); In re
CBJ Dev., Inc., 202 B.R. 467 (9th Cir. BAP (Cal.) 1996).

% “On request of a party in interest and after notice and a hearing, the court shall grant relief from the stay
provided under subsection (a) of this section, such as by terminating, annulling, modifying, or conditioning such
stay — (1) for cause, including the lack of adequate protection of an interest in property of such party in interest;
(2) with respect to a stay of an act against property under subsection (a) of this section . ...” 11 U.S.C.

§ 362(d)(1&2).

19 Courts have varied on what facts will support the conclusion that a debtor’s plan has a reasonable
possibility of confirmation. Some courts have held that the debtor’s proposed plan must be facially confirmable,
see, e.¢., In re Crosswinds Assoc., 1996 WL 350695 (S.D.N.Y. 1996), while other courts have held that the debtor
need only present circumstances that could, with the passage of time, support an amended, confirmable plan. See In
re Windwood Heights, Inc., 385 B.R. 832 (Bankr. N.D. W.Va. 2008); In re The Terraces Subdivision, LLC, 2007
WL 2220448 (Bankr. D. Alaska 2007).




creditor will be provided relief from the automatic stay, so that it can foreclose upon the
property.

There are procedural traps for the unwary creditor, and opportunities for a resourceful
debtor entity. For example, the secured mortgage lender is only entitled to interest payments
based upon “the value of [its] interest in the real estate.” If the lender holds only a first priority
security interest in the property, and the property appraises for significantly less than the debt,
which is often a sad reality in today’s real estate market, the debtor entity may be able to present
appraisal evidence and seek to impose upon the secured lender monthly payments based upon the
actual value of the property, which may well be less than the amount of the regular monthly

payment due under the note.™

II. PRACTICAL CONSIDERATIONS IN CONSIDERING BANKRUPTCY
FOR A SINGLE ASSET REAL ESTATE DEBTOR

The United States is now mired what many experienced real estate professionals believe
to be the worst credit crunch in the past fifty years. The institutional investors that bought
trillions of dollars in mortgage backed securities during the past decade have stopped buying
these collateralized securities, primarily due to the risks associated with defaults on the
underlying mortgages by homeowners who either could not afford the mortgage debt to begin
with, or are no longer able to afford the debt after the interest rate on their adjustable rate
mortgages has escalated.

This constriction of credit has caused mortgage rates to rise, and has shut off access to
mortgages for lower income prospective homeowners. This, in turn, has had a catastrophic

effect on residential developers and builders who can no longer sell their product. The lack of

1 In re Harwood Hideout, Inc., 2005 WL 894828 (Bankr. D.N.D. 2005).




demand for new housing has caused the value of residential undeveloped land, developed lots
and new homes to plummet. It is not uncommon for collateral real estate to have dropped in
value by more than fifty percent (50%). As of the date of this seminar there is not a readily
foreseeable floor on the price of these real estate assets.

While the credit crunch has not impacted retail, office and industrial commercial
properties as heavily, the recent wave of bankruptcies by a number of retailers will ultimately
impact rental income in retail shopping centers, “power centers,” and distribution warehouses.
In addition, there is a large inventory of office space in many cities that is not being absorbed at
the normal pace. These factors will ultimately cause disruption with commercial loans and
mortgage backed securities that are ultimately secured by retail and office properties, and many
single purpose entities will look for avenues and procedural mechanisms to preserve their equity
interest in the property until the market recovers.

Most residential real estate developers that cannot sell their real property assets have
sought voluntary and consensual “workouts” with their lenders. Lenders, who have already been
forced to foreclose upon a large inventory of undeveloped raw land and residential lots, are
generally willing to work with a borrower if the borrower can pay some quantity of interest to
keep the loan from being classified as “non-accrual.” Unfortunately, at this juncture most of
these development single purpose entities have expended all of their liquid assets to keep their
projects alive. Bank regulators, who are charged with maintaining the safety and soundness of
the banking system, are operating under regulations that require regulated traditional bank
lenders to write down loans that are secured by non-performing real estate and eventually
foreclose upon the collateral properties. Thus, the lenders and the single purpose borrowers are

caught in a vicious cycle where the borrowers are willing to allow the lenders to foreclose, the



lenders do not necessarily want to foreclose, and the regulatory environment is such that the
lenders must foreclose. As foreclosure approaches, filing a Chapter 11 petition is one option to
slow down the foreclosure process and give the debtor single purpose entity an opportunity to
consider and identify other options for the property.

If a single purpose entity that is classified as a “Single Asset Real Estate” debtor seeks
relief under Chapter 11, it must either propose a plan of reorganization or begin paying interest
within ninety days. If the debtor entity had the ability to pay interest, however, it would not be in
bankruptcy in the first place. Therefore, filing a Chapter 11 petition may only shortly postpone
the inevitable foreclosure of the property if the debtor entity has no firm plan for reorganizing
itself.

There are, however, options available within the Code that can make it easier for the
secured lender and the “Single Asset Real Estate” borrower to deal with a problem real estate
asset. A number of “hedge funds” and private investors are actively assembling resources to take
advantage of this downturn and purchase residential lots and undeveloped land at a deep
discount. If the debtor can generate interest from these types of investors, the debtor may be able
to propose a sale of the property to one of these investors under 11 U.S.C. § 363(b) (a “363
Sale™).™ In a 363 Sale, the debtor can convey the property to a third party “free and clear” of all
liens, claims and encumbrances, with these liens to attach to the proceeds of the sale. A debtor
cannot sell property under a 363 Sale, however, unless (i) the lender is to be paid in full from the
sale proceeds or the lender consents to release its lien for less than the full balance due to the

lender.®® In today’s marketplace, it is a very real possibility that a lender will accept a

12 «()(1) The trustee, after notice and a hearing, may use, sell, or lease, other than in the ordinary course of
business, property of the estate, . ...” 11 U.S.C. § 363(b)(1).

11 U.S.C. § 363().



reasonably discounted percentage of its balance due in order to facilitate a 363 Sale and avoid the
costs of foreclosing upon the property, maintaining the property, paying taxes on the property
and then paying real estate commissions to sell the property from its inventory. The one factor
that has thus far discouraged 363 Sales is the fact that the offering price from the hedge fund
investors has not risen to the levels that the lenders expect based upon their prior appraisals.

This dynamic may change as time passes and there is no tangible rebound in the market.

A “Single Asset Real Estate” debtor always has the option of proposing and pursuing a
plan of reorganization. If the debtor has identified an investor or group of investors that is
willing to infuse equity capital into the project, confirming a plan may be a very attractive
alternative. Investors in today’s marketplace are not inclined to invest new money into real
estate single purpose entities unless they have some assurance that the existing lender will not
move to foreclose upon the property and destroy their equity infusion. If the debtor can build a
plan that is built around (i) an equity infusion to the debtor entity, and (ii) a reasonable
discounted payout of the lender’s loan under a reasonable amortization, lenders in today’s
marketplace may be amenable to consent to confirmation of such a plan.**

If the lender is unwilling to consent to such a plan, a “Single Asset Real Estate” debtor
can still prosecute the confirmation of the plan over the lender’s objection. In a non-consensual
confirmation, the debtor will be forced to pay to the lender the present appraised value of the
property over a reasonable amortization schedule at an appropriate rate of interest.”> Obviously,
if a debtor embarks on this course of action it must have credible and accurate expert testimony
to establish that the property is in fact worth less than the debt. The debtor’s ability to confirm

such a plan may be derailed, under certain circumstances, if the lender makes an election under

11 U.S.C. § 1129(a)(7).
11 U.S.C. § 1129(b)(2).



11 U.S.C. § 1111(b), which will generally increase the sum total of the payments that the debtor

must make under the plan.®

I1l. REPRESENTATIVE SARE DECISIONS

1. In re Scotia Pacific Co., L.L..C., 508 F.3d 214 (5th Cir. 2007).

a. Facts:

Debtor owns 200,000 acres of timberlands in northern California and has over 60
employees. Debtor does not harvest timber itself, but sells standing timber, re-plants and
manages future timber stands and ensures compliance with various environmental regulations. In
selling timber stands, debtor prepares and submits permit applications regarding harvesting
activities, develops “Timber Harvesting Plans,” which include road planning, design and
engineering, and supervises harvesting to ensure compliance with the Plan and state and federal
regulations. Debtor is involved with additional specialized programs of parent company such as
watershed analysis and litigation support.

b. Issue:

Avre these activities of debtor merely the business of and incidental to the operation of the
real property such that debtor could qualify as a SARE?

C. Holding:

No, debtor does not qualify under the third prong of the SARE requirements—it conducts
substantial business other than the operation of the real estate. After reviewing several post-1994
cases that apply the definition in § 101(51B), the Court held that Congress in 1994 was only
codifying the definition of a SARE that had already been developed by bankruptcy courts, and
therefore that it is appropriate to look at pre-1994 case law to determine the definition of a

SARE. The Court cited the definition of a SARE found in In re Little Creek Dev. Co., which

1° Statements by Legislative Leaders, 1984 U.S. Code Cong. and Adm. News, p. 576.



defined a SARE debtor as generally having few employees, little or no cash flow and no
additional sources of income. 779 F.2d 1068 (5th Cir. 1986). The Court held that this debtor
“conducts substantial business other than operating the real property and activities incidental
thereto,” noting that the debtor’s timberland is more than a passive investment, that the debtor
has over 60 employees, that the debtor conducts sophisticated operations and builds and
maintains roads, and that the sale of timber “extends beyond the sale or lease of the underlying
land.” 508 F.3d at 224-25.

2. In re Webb MTN, L.L.C., 2008 WL 656271 (Bankr. E.D. Tenn. Mar. 6, 2008).

a. Facts:

The debtor, a real estate developer, purchased five separate parcels of property, which are
contiguous, in order to build a large resort to include, a hotel, condominiums, single family
homes, two golf courses, restaurant, spa and more. Development plans were drawn up, without
regard to the boundary lines of the original tracts, but no development began, and the developer
filed for Chapter 11, owing under notes on four of the five parcels of land totaling nearly $25
million.

b. Issue:

Although the real estate in question is comprised of five separate parcels of land and
plans exist for a wide variety of business activities to take place on the single resort yet to be
constructed, does debtor still qualify as a SARE?

C. Holding:

Yes, debtor is a SARE. First, the court decided that it was not dispositive that there were
originally five separate tracts of land involved, since they are contiguous and “were at all times
contemplated by the Movants and the Debtor as comprising one large parcel of real property to

be developed by the Debtor as one large resort project.” 2008 WL 656271 at *4. The SARE

10



definition encompasses single projects in addition to single properties. Secondly, while the
debtor has plans to develop many different businesses, those plans “are still part and parcel of
one large land development.” The court noted that no development had actually commenced on
the land in question. Therefore, the court held that the debtor is not conducting any active
business, but merely “mowing the grass and waiting for the market to turn.” 1d. at *6 (quoting In

re Scotia Pacific Co., L.L.C., 508 F.3d at 221 (quoting In re Club Golf Partners, L.P., 2007 WL

1176010, *5 (E.D. Tex. Feb. 15, 2007)))."’

3. In re Club Golf Partners, L.P., 2007 WL 1176010 (E.D. Tex. Feb. 15, 2007).

a. Facts:

The debtor owns and operates a golf club that includes an eighteen hole golf course, a
driving range, tennis courts, and a restaurant. Its revenue is derived from memberships, greens
fees, golf cart rental, driving range fees, tennis court fees, merchandise sales, food and beverage
sales and special events rental. It has a number of third party employees.

b. Issue:

Does this golf club constitute a SARE debtor?

C. Holding:

No, this debtor is not a SARE. The court found persuasive four prior decisions holding
that a golf course is not a SARE because “running a golf course is a substantial business other
than the operation of the real property itself” and “involves significant income-producing
activities that exist independently of the operation of the real estate.” 2007 WL 1176010 at *3.

In applying the definition in § 101(51B), The court “interpret[ed] the definition according to an

7 The phrase originally was used by the manager of a debtor real estate developer to describe current
business activities, which the court quoted in holding that the debtor could not be reorganized under Chapter 11, for
“[t]he ‘business’ of Humble Place, as Conner acknowledged, had for several years consisted of ‘mowing the grass
and waiting for market conditions to turn.”” In re Humble Place Joint Venture, 936 F.2d 814, 817 (5th Cir. 1991).

11



active-versus-passive criterion that inquires into the nature of the revenue generation on and by
the property, that is, whether the revenue is the product of entrepreneurial, active labor and
effort . . . or is simply and passively received as investment income,” finding that such an
interpretation was consistent with the provisions of the code. Id. at *4.

4. In re Kara Homes, Inc., 363 B.R. 399 (Bankr. D.N.J. 2007).

a. Facts:

A group of affiliated debtors filed under Chapter 11, identifying themselves as SARE
cases. After the appointment of a Chief Restructuring Officer, the debtors filed amended
petitions and schedules to reflect that they were not SARE entities. Each debtor owns a separate
real estate development project for the construction of single family homes or condominiums.
These entities in turn are 90% owned by Kara Homes. The debtors business consists of
acquiring developable land, designing homes or condominiums for the land, arranging for the
construction of the buildings, which they then market and sell. The debtors also build common
spaces, amenities and roadways.

b. Issue:

Do the business activities of these debtors qualify as sufficiently active that they do not
meet the third requirement for a SARE under § 101(51B)?

C. Holding:

The debtors meet the first two requirements of SARE without question. Adopting a
“pragmatic approach” to gauging the substantiality of the debtors’ business operations, the court
held that the business activities of the debtor “are merely incidental” to selling homes and condo
units. 363 B.R. at 406. In reaching its holding, the Court “querie[d] whether the nature of the

activities are of such materiality, that a reasonable and prudent business person would expect to

12



generate substantial revenues from the operation activities—separate and apart from the sale or
lease of the underlying real estate.” 1d. As to these debtors, the answer was clearly no.

5. In re Whispering Pines Estate, Inc., 341 B.R. 134 (Bankr. D.N.H. 2006).

a. Facts:

The debtor operates an eighty-nine room hotel that serves continental breakfast,
maintains a swimming pool and common areas, provides phone and internet service, and
provides room-cleaning and towel-laundering services. The hotel does not have additional
services such as a gift shop or restaurant.

b. Issue:

Is a hotel that does not operate additional businesses to the business of running the hotel
meet the third requirement of the SARE definition?

C. Holding:

The debtor was not a SARE because it does not meet the third requirement—the hotel
operations, even without additional services, constitute more than the business of operating the
real property. While previous cases had determined that a hotel was not a SARE if it operated
additional services and businesses on-site, the absence of such additional businesses was not

determinative of the Debtor’s status as a SARE.

IV. IMPLICATIONS OF RULE 6003 ON FIRST DAY ORDERS
IN SARE CASES

On December 1, 2007, the Federal Rules of Bankruptcy Procedure were amended and
now specifically weigh in on the practice of first day motions, seeking to slow down the process
by which so many critical decisions are made in many business bankruptcy cases. Before we
turn to new Bankruptcy Rule 6003, a little history may be beneficial. It is not unusual for a

flurry of activity to take place once a business has decided to commence a case under title 11 of

13



the United States Code (the “Bankruptcy Code”). For some time now, a number of bankruptcy
courts have been receptive to the use of first day motions to ensure a relatively smooth transition
for a business as it enters bankruptcy. These bankruptcy courts will entertain motions to retain
professionals for the debtor, pay employees, provide adequate assurance to utility service
providers, use cash collateral, obtain postpetition financing, maintain cash management systems,
honor gift cards and warranty claims, and pay critical vendors. These “first day orders” are
defended on the grounds that granting them on limited notice and before formation of any
official committees keeps the going concern value of a company intact, benefits the estate, and
does not compromise any ultimate objections by parties in interest who had little or no notice of
these motions. Critics of these procedures turn to the emerging reality that these decisions,
which are made early in a case, are practically difficult to revisit once the momentum and pulse
of the case has developed. Often the burden of proof with regard to a first day issue has shifted
to the objecting party, and “putting the toothpaste back in the tube” may be impracticable. New
Rule 6003 is an attempt to compromise between these competing viewpoints.

Rule 6003 provides:

Rule 6003. Interim and Final Relief Immediately Following the

Commencement of the Case — Applications for Employment; Motions for

Use, Sale, or Lease of Property; and Motions for Assumption or Assignment
of Executory Contracts

Except to the extent that relief is necessary to avoid immediate and irreparable
harm, the court shall not, within 20 days after the filing of the petition, grant relief
regarding the following:

(a) an application under Rule 2014;

(b) a motion to use, sell, lease, or otherwise incur an obligation regarding
property of the estate, including a motion to pay all or part of a claim that
arose before the filing of the petition, but not a motion under Rule 4001;
and

14



(c) a motion to assume or assign an executory contract or unexpired lease
in accordance with § 365.

Thus, new Rule 6003 sets forth new guidelines limiting relief in the early stages of a
bankruptcy case. Rule 6003 limits the granting of interim and final relief by a bankruptcy court
during the first 20 days after commencement of a case on certain delineated issues. Specifically,
absent a showing of immediate and irreparable harm, a bankruptcy court cannot grant relief
during the first 20 days of a case on applications for the employment of professional persons,
motions for the use, sale, or lease of property of the estate, motions to pay claims (presumably
including critical vendors, warranty claims, and gift cards), and motions to assume or assign
executory contracts and unexpired leases. This Rule is intended to protect parties in interest and
to ensure that full consideration will be given to matters that are likely to have a fundamental
impact on the bankruptcy case. The 20-day bar to the motions identified in the Rule may be
overcome by a showing that such relief is necessary to “to avoid immediate and irreparable
harm.” Mere allegations in the motions are not enough; rather, the movant must introduce
evidence in the record that makes the case of immediate and irreparable harm, which is a
heightened standard for relief.

The Advisory Committee Notes on Rule 6003 flesh out the importance of this new Rule.
The purpose given for the Rule is to “alleviate some of the time pressures present at the start of a
case so that full and close consideration can be given to matters that may have a fundamental
impact on the case.” The committee noted that the “flurry of activity” in the beginning of a
bankruptcy case often happens before the formation of a creditors’ committee. The standard for
relief is taken from Rule 4001(b)(2) and (c)(2), and the committee noted that “decisions under

those provisions should provide guidance for the application of this provision.”
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A recent case addressed the application of Rule 6003 to a debtor’s retention of counsel

through a first-day application. In In re First NLC Financial Services, L.L.C., 382 B.R. 547

(Bankr. S.D. Fla. 2008), the bankruptcy court confronted the situation where a chapter 11 debtor
in possession requested the entry of an order at the first-day hearings to approve, on an interim
basis, the application for employment of counsel. In response, the United States Trustee
objected, arguing that Rule 6003 does not provide for such interim relief. The court approved
the retention application. In support, the bankruptcy court held that, notwithstanding the Rule
6003 twenty-day bar, the Advisory Committee directly suggested that in interpreting the new
Rule 6003, courts refer to Rule 4001(b)(2) and (c)(2), which “provide for bifurcation of relief
into interim and final components.” 382 B.R. at 549. Furthermore, the court noted that a
corporation, such as the debtor, may not appear in court pro se, but required legal representation
in order to present first-day requests for relief. The court finally disagreed with Collier on
Bankruptcy, which opined that no party would be prejudiced by the 20-day wait because a court
could allow for full compensation from day one, because Collier overlooked the “unwieldy”
procedure by which a court would have to enter several orders approving past compensation and
then deny further employment in order to ensure that a professional who is ultimately not
approved for employment can be compensated for his work during the initial days of the case.
1d. at 550.

Although the NLC court steered a pragmatic tack in addressing the application of new
Rule 6003 to the retention of legal counsel for the debtor, one should be careful in reading too
much into the opinion. A better finding would allow for final approval of principal counsel for
the debtor, because without counsel, a corporate debtor is legally dead in the water, and thus

irreparably harmed. This is not the same with other professionals, including special or litigation
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counsel, who may be necessary for an effective reorganization but not necessary for the legal
proceeding itself. Only time will tell whether courts will limit the rationale of NLC to its

particular facts or whether the “camel’s nose is in the tent” with regard to this issue.

V. THE DEMISE OF THE STAMP TAX EXEMPTION FOR SALES BY
SINGLE ASSET REAL ESTATE DEBTORS

In the past, many bankruptcy courts have allowed real estate sales that took place prior to
confirmation of a reorganization plan under Chapter 11 to be exempt from certain state stamp or
transfer taxes. This approach was based on a lenient reading of 8 1146(a) of the Bankruptcy
Code, and was largely driven by the intent to expedite bankruptcy cases. This will no longer be
an acceptable practice.

In Florida Department of Revenue v. Piccadilly Cafeterias, Inc., 128 S. Ct. 2325, 171

L. Ed.2d 203, 76 USLW 4471 (2008), the United States Supreme Court ruled that real estate
sales will only be exempt from state stamp taxes if the transaction takes place pursuant to a
reorganization plan. Section 8 1146(a) allows property transfers that take place as part of a
reorganization plan to be exempt from state stamp taxes. The Supreme Court held that 11 U.S.C.
8§ 1146(a) does not allow, however, for transactions that take place prior to confirmation of a
reorganization plan to be exempt.

Justice Thomas wrote the Piccadilly opinion for the Court and he immediately turn to the
question of statutory construction. Rejecting any reading that would apply the exemption to
§ 363 sales, he stated that the Court found “nothing justifying such a curious interpretation.”*®
Justice Thomas’s decision hinged on two attributes of § 1146(a): its “ambiguous” language, and

the subchapter (“Postconfirmation Matters™) under which § 1146(a) appears. Justice Thomas

explained that it is not for the Judiciary to clarify, rather “it is incumbent upon the Legislature...

'8 Florida Department of Revenue v. Piccadilly Cafeterias, Inc., “Majority Opinion,” 11.
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to determine whether § 1146(a) is in need of revision.”*® With that dismissal, Justice Thomas

wrote that the “most natural reading”?°

is based on § 1146(a)’s seating and context within the
Bankruptcy Code.
Justice Thomas maintained that although “a debtor may need to transfer assets to induce

relevant parties to endorse the proposed confirmation of a plan,”?

this is not reason enough for
allowing 8 1146(a) to apply to preconfirmation sales. Justice Thomas noted that 8 1146(a)
provides that the exemption applied to ““the issuance, transfer, or exchange of a security, or the
making or delivery of an instrument of transfer under a plan confirmed under section 1129...%
(Justice Thomas’s emphasis). According to Justice Thomas and the majority, the debate turned
on the words “under a plan confirmed under.” Striking an all too common vein, the question
becomes one of grammar and syntax. Justice Thomas asked if “plan confirmed” intends a
previously confirmed plan or a plan that is confirmed at any time during the Chapter 11 case.
The Court agreed, that “under a plan confirmed” should be read to mean ‘with the authorization
of.””% It follows, according to the Court, that a transfer that takes place prior to confirmation
cannot be said to have the “authority” of the plan.

Piccadilly had argued that the language actually meant “in accordance with.” Justice
Thomas noted that Piccadilly’s reading would leave the time-frame (prior to confirmation of a

plan) totally open. He added that if the Court were to rule in favor of Piccadilly the ruling would

result in an unfair burden on the states and courts. By obligating states to exempt such sales

[N

¥ “Majority Opinion,” 19.

20 “Majority Opinion,” 19.

2L “Majority Opinion,” 4.
22 “Majority Opinion,” 4.

23 “Majority Opinion”, 5.
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from taxation, the states and the courts would be saddled with the unnecessary burden of
ensuring that a plan of reorganization is confirmed at some point.
Justice Thomas moved on to a discussion of comparable statutes and canonical

24 and has no obvious

references. Piccadilly argued that “the term “‘under’ is ambiguous
temporal limitations. Piccadilly also argued that the statute should be read in context of
“§ 1146(a)’s obvious purpose: to facilitate the Chapter 11 process.”® The State of Florida
countered that “it would have been superfluous for Congress to add any further limitation to
§ 1146(a)’s already unambiguous temporal element.”?® Florida contended that the temporality of
the exemption was governed by the title of the subchapter under which § 1146(a) appears,
“Postconfirmation Matters” (emphasis added). The Majority opinion stated:

To read the statute as Piccadilly proposes would make 8 1146(a)’s exemption turn

on whether a debtor-in-possession’s actions are consistent with a legal instrument

that gloes not exist—and indeed may not even be conceived of—at the time of the
sale.?’

Although there may be a reorganization plan (in the process or otherwise), until it is
confirmed by the court, it cannot be relied upon. The Court therefore observed that it would be
an unfair burden on the states to allow such an open reading of § 1146(a).

Justice Thomas quoted from the decision in In re Hechinger Inv. Co. of Del., 335 F.2d

243, 246 (3d Cir. 2003), saying that “courts should ‘proceed carefully when asked to recognize
an exemption from state taxation that Congress has not clearly expressed.””?® In summation,

Justice Thomas wrote that based on the placement of the statute within the Bankruptcy Code,

2+ «“Majority Opinion,” 9.

% “Majority Opinion,” 16.

26 “Majority Opinion,” 11.

2" “Majority Opinion,” 11.

28 “Majority Opinion,” 14.
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“the most natural reading of § 1146(a)’s text . . . affords a stamp-tax exemption only to a Chapter
11 plan that has been confirmed.”® The Court concluded that because it is found under the
subchapter “Postconfirmation Matters,” 8 1146(a) should be understood to only be applicable
after plan confirmation.

Justice Breyer (joined by Justice Stevens) wrote the Dissent. Justice Breyer opened the
body of the Dissent by stating that “[the Court] must ask whether the time of transfer matters,”*
and then flatly stated “I believe that it does not.”® Justice Breyer went on to say that while the
linguistic aspect of the statute is indeed ambiguous, 8 1146(a) hardly deserves to be read in the
way which the Court holds. The Dissent pointed out that

Linguistically speaking, it is no more difficult to apply the words “plan

confirmed” to instances in which the “plan” subsequently is “confirmed” than to

restrict their application to instances in which the “plan” already has been
“confirmed.”3

Justice Breyer noted that although the Court searched far and wide, it was unable to find
a strong comparison to similarly worded parts of the Bankruptcy Code. The Dissent added that
“if Congress thought the time of confirmation mattered, why did it not say so expressly as it has
done elsewhere in the Code?”® In reference to the argument that the statute should be read in
context of the subchapter under which it appears (Postconfirmation Matters), Justice Breyer

wrote that this is because “the trigger for exemption is plan confirmation™®*

(emphasis added).
The Dissent reasoned that 8§ 1146(a) appeared where it does because the tax-exemption is

dependent upon plan confirmation. Justice Breyer suggested that a reasonable compromise

2% “Majority Opinion,” 19.

% Florida Department of Revenue v. Piccadilly Cafeterias, Inc., “Dissenting Opinion,” 1.

# «Dissenting Opinion,” 2.
% “Djssenting Opinion,” 2.
% «Dissenting Opinion,” 3.

3

¥ “Dissenting Opinion,” 3.
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would be for states to charge the stamp-tax but refund it once a reorganization plan is confirmed
by the court. The Dissent went on to point out that it was incumbent upon the Court (“consistent

135

with Court precedent””) to ask what possible purpose a temporal limitation would serve in this

situation. “In fact,” Justice Breyer wrote, “the majority’s reading of temporal limits in § 1146(a)
serves no reasonable congressional purpose at all.”*

The Dissent noted that the purpose of § 1146(a) was not simple tax relief, but was instead
meant to help expedite the sale of assets in bankruptcy. “[T]he purpose of the exemption of
[§ 1146(a)] is to encourage and facilitate bankruptcy asset sales.””*” Justice Breyer noted that
the reason that transfers were supposed to take place after confirmation was so that a judge can
be certain that the transaction meets the creditors’ approval. “How,” asks the Dissent, “would
the majority’s temporal limitation further these statutory objectives? It would not do so in any
way.”*® Justice Breyer closed the Dissent by stating that “the statute supplies a clear enough
rule—transfers are exempt when there is confirmation and are not exempt when there is no
confirmation.”® The Dissent observed that it was irrelevant when the confirmation of the plan
took place in relation to the transfer of assets, only that a plan was confirmed.

Of course, we should not substitute “our view of ... policy” for the statute that

Congress enacted. . . . But we certainly should consider Congress’ view of the
policy for the statute it created, and that view inheres in the statute’s purpose.*°

The Bankruptcy Code is meant to help ameliorate the difficulties associated with

financial distress. As a consequence, the Piccadilly decision conflicts with the more natural
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reading of the language of 8§ 1146. There is no doubt that the Court’s approach strays from a
common purpose under the Code, that is, the furtherance of the reorganizational efforts of the
business debtor. Moreover, there is no doubt that this reading of the Code will impact negatively
on the beneficial practice of § 363 sales. Finally, although the revenue generated from such
taxes amounts to little more than a drop in the bucket at this time, with the trend of increased
bankruptcy filings, especially in the real estate market,** these taxes could start to add up to a
significant revenue source for states and drain on reorganization. Justice Breyer’s assertion that
these taxes will diminish bankrupt estates in a significant way may be a bit of a stretch, but we
get the point. Although the Court’s opinion gets the law “right,” it deviates from sound
bankruptcy policy and regular practice. As a matter of policy, it makes no sense to limit the
exemption to postconfirmation transactions and deny tax relief for those preconfirmation sales
that contemplate a subsequent plan confirmation. But that is an argument better reserved for

Congress.

VI. THE IMPACT OF 11 U.S.C. § 1111(B) ON PLANS FILED BY
SINGLE ASSET REAL ESTATE DEBTORS

If a debtor is not successful in gaining the undersecured lender’s acceptance of the plan,
the debtor, by resort to the so-called cramdown powers, may obtain confirmation over the
objections of this or other creditors under certain conditions. In summary, an undersecured (or
even fully secured) lender may be crammed down, and thus be forced to accept the treatment
proposed by the debtor in the confirmed plan, if (i) the plan is actually accepted by at least one

impaired class of creditors, (ii) the debtor does not engage in unfairly discrimination of claims,

! Steve Jakubowski, Bankruptcy Litigation Blog “Location, Location, Location””: US Supreme Court
Holds The Stamp Tax Exemption Only Applies To Post-Confirmation Asset Transfers.
http://www.bankruptcylitigationblog.com/archives/us-supreme-court-cases-location-location-location-us-supreme-
court-holds-the-stamp-tax-exemption-only-applies-to-postconfirmation-asset-transfers.html.
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and (i) the undersecured lender retains its collateral and receives deferred cash payments with a
present value that totals at least the present value of the lender’s collateral, and the plan is
otherwise “fair and equitable.”

Under 11 U.S.C. § 1111(b)(2), the holder of an undersecured credit may elect for the
entire amount of its claim (that is, the entire amount of the allowed claim, without regard to the
value of the lender’s collateral) to be secured. If an 8 1111(b)election is made, the lender, in
effect, “waives” the unsecured portion of its claim for purposes of the dividend to be paid to
unsecured creditors and voting with regard to confirmation of the plan. The fully secured claim
is deemed “nonrecourse” as to the lender’s collateral. In other words, the secured lender now
possesses only in rem rights. If a lender makes an § 1111(b) election, the present value of the
payments made to the lender under the Plan must be not less than the actual value of the
collateral and the aggregate amount of all payments made to the lender over the term of the
confirmed plan must be not less than the total amount of the lender’s allowed claim.

The decision as to whether a secured lender should make the § 1111(b) election often
turns on the lender’s view of the likelihood of collateral appreciation over time and the likely
amount of the dividend to be paid on account of unsecured claims. For example, assume that the
lender has a $500,000 claim secured by collateral with an appraised value of $300,000, and the
debtor proposes to pay cash equal to $0.10 on the dollar on account of all unsecured claims. If
the lender does not elect fully secured status under Section 1111(b)(2), the lender will enjoy a
$300,000 postconfirmation loan, purportedly fully secured, and receive $20,000 cash (10%) on
account of its $200,000 deficiency claim. However, if the lender’s collateral appreciates over the

term of the crammed-down loan, the debtor may “cash-out” the lender at the $300,000
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postconfirmation loan balance by refinancing the collateral elsewhere, leaving the lender with a
net $180,000 shortfall.

On the other hand, the lender may anticipate that its collateral will appreciate over the
relatively near term (indeed, Chapter 11 cases are often filed at the low ebb of collateral values),
and make the election to be deemed fully secured under Section 1111(b)(2). In that scenario, the
lender would release its unsecured claim for the difference between the amount of its loan and
the value of its collateral, and thus receive no cash dividend. If the lender’s collateral were to
appreciate over time, however, the debtor would be unable to “cash out” the lender for less than
the full prebankruptcy loan balance of $500,000 (less any postconfirmation amortization). Thus,
the Section 1111(b)(2) election permits an undersecured lender to “trade” the benefits afforded to
the undersecured portion of its claim in exchange for protection from a debtor’s ability to “cram
down” the loan to reduced collateral value during a relatively short-term downturn in the
business cycle or real estate market.

Section 1111(b) is intended to work in conjunction with 11 U.S.C. 8 363(k). Section
363(k) permits an undersecured creditor to credit bid its entire claim to ensure that it receives at

last a market value for its collateral.
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