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INTRODUCTION

Contracts govern countless commercial transactions entered each day by businesses throughout the United States.  In connection with the need to promote and regulate commerce, Congress has exercised its power to establish uniform laws on the subject of bankruptcies by enacting the Bankruptcy Code (the “Code”).  The Code embodies the power to alter contractual rights and is an implicit part of every contract.

In general, once a bankruptcy case has been commenced by a party to a contract, state law (and/or applicable non-bankruptcy federal law) continues to define a party’s rights under the contract and federal bankruptcy law determines how those rights are enforced in a bankruptcy case.  For example, damages may be calculated under state law, but they are paid out according to bankruptcy priorities and principles.  Additionally, the Code contains provisions designed to promote the equal treatment of creditors with claims of the same priority.  In order for the non-debtor party to a contract  to protect its  rights, it is important to understand some basic bankruptcy concepts and requirements.

Cable franchise agreements should be viewed as executory contracts under the Code.  The disposition (assumption, assumption and assignment, rejection, or “riding through”) of rights under executory contracts is governed by Section 365 of the Code.  Further, antiforfeiture provisions in the Code prevent the termination of rights under executory contracts simply because of the insolvency or the filing of a bankruptcy petition by the debtor.

I. REORGANIZATION VERSUS LIQUIDATION
Chapter 11 of the Code provides a framework for business reorganization (chapter 11 may also be used for liquidation).  In contrast, chapter 7 solely involves liquidation.  Under chapter 7, an independent bankruptcy trustee is appointed to conduct the liquidation and is charged with the responsibility of marshalling the debtor’s assets, liquidating them, and ultimately distributing the net proceeds to creditors in accordance with the priorities set forth in the Code.  

Upon the filing of a voluntary chapter 11 petition, a reorganization case is commenced.  Contemporaneously with the commencement of the case, the debtor (the entity filing the voluntary petition) becomes a debtor in possession.  The filing of a bankruptcy petition creates a bankruptcy estate which includes all legal and equitable interests of the debtor in property as of the commencement of the case.  The debtor in possession continues to control and possess property of the estate and is authorized to manage and operate its business unless and until otherwise ordered by the Bankruptcy Court.  The primary goals of chapter 11 are rehabilitation of the debtor, equality of treatment of creditors holding claims of the same priority, and maximization of the value of the bankruptcy estate. 

II. AUTOMATIC STAY
A. In General.

Upon the commencement of a bankruptcy case, an automatic stay goes into effect.  It is self-executing and no court order is required.  The effect of the automatic stay is to prohibit and invalidate certain post-bankruptcy actions taken against the debtor, property of the debtor, or property of the bankruptcy estate.  The purpose of the stay is to give the debtor a breathing spell from creditor action; to achieve an equality of distribution of property of the estate among claimants; and to promote an orderly administration of the bankruptcy case.

B. Scope of Automatic Stay.

The automatic stay is a basic protection afforded debtors under the Code and its scope is intended to be broad.  The automatic stay prohibits:  (1) the commencement or continuation of any judicial, administrative or other proceeding against the debtor based on a pre-bankruptcy (“prepetition”) claim; (2) the enforcement of a prepetition judgment against the debtor or property of the estate; (3) any act to obtain possession of or from property of the estate or to exercise control over property of the estate; (4) any act to create, perfect or enforce any lien against property of the estate; (5) any act to create, perfect or enforce any lien against property of the debtor, to the extent it secures a prepetition claim; (6) any act to collect, assess or recover a prepetition claim against the debtor; (7) setoff of a prepetition debt owing to the debtor; and (8) commencement or continuation of a tax court proceeding concerning the debtor.  

C. Exceptions to Automatic Stay.

There are certain statutory exceptions to the automatic stay.  Among other things, the following actions are not automatically stayed:  criminal proceedings against the debtor; commencement or continuation of a proceeding by a governmental unit to enforce its police or regulatory powers; enforcement of a judgment obtained in a proceeding by a governmental unit to enforce its police or regulatory powers, other than a money judgment; and actions by a lessor to obtain possession of nonresidential real property leased to the debtor under a terminated lease.

In the legislative history to the Code, the House of Representatives stated that:  “Where a governmental unit is suing a debtor to stop violation of fraud, environmental protection, consumer protection, safety, or similar police or regulatory laws, or attempting to fix damages for violation of such a law, the action or proceeding is not stayed under the automatic stay.”  H. Rep. No. 595, 95th Cong., 2d. Sess. 343, reprinted in 1978 U.S. Code Cong. & Admin. News 5963, 6299.  Courts consider two factors in determining whether an action falls within this exception to the automatic stay.  The court must first determine whether the action is being brought by a governmental unit and, second, whether the governmental unit is bringing the action to enforce its police or regulatory power.  See City of New York v. Exxon Corp., 932 F.2d 1020, 1025 (2d Cir. 1991).  In determining whether a particular action falls within a governmental unit’s police or regulatory power, the courts apply what are known as the pecuniary purpose and public policy tests.  See Herman v. Fashion Headquarters, Inc., 1998 U.S. Dist. LEXIS 19042 (1998).  “Pursuant to these complimentary tests, an action will only be exempt from the automatic stay of the Bankruptcy Code if the action has been instituted to effectuate the public policy goals of the governmental entity, as opposed to actions instituted to protect the entity’s pecuniary interest in the debtor’s property or to adjudicate private rights.”  Id.

The automatic stay does not apply to actions against non-debtor third parties such as co-obligors, guarantors, co-defendants, partners, sureties, affiliates, or officers of the debtor.  When uncertain as to whether a proposed action is subject to the automatic stay, a party should seek an order of the bankruptcy court for clarification.  Violators of the automatic stay may be responsible for damages.

The prohibitions of the automatic stay are not necessarily permanent.  Relief from the automatic stay may be sought by filing a motion with the bankruptcy court.  In many instances, the bankruptcy court has broad discretion regarding whether to grant relief from the automatic stay since it may do so for “cause” and that term is not defined in the Code. 

III. PROOFS OF CLAIM

In every business bankruptcy case where funds are available for distribution to creditors, there is a deadline (bar date) for filing claims.  In a chapter 7 liquidation case where there are sufficient assets to pay a dividend to creditors, with certain exceptions, a proof of claim is timely filed if it is filed with the Bankruptcy Court not later than ninety days after the first date set for the meeting of creditors called under Section 341(a) of the Code.  In a chapter 11 case, all creditors with claims not scheduled by the debtor in possession or scheduled as disputed, contingent, or unliquidated must file proofs of claim if they desire to preserve their right to obtain any recovery from the estate.  In chapter 11 cases, a bar date is set for the filing of claims and creditors are provided with notice of the deadline.  Failure to timely file a proof of claim can result in disallowance of the claim (even if it is otherwise meritorious).

The debtor and other parties in interest have the right to object to claims and the Bankruptcy Court may determine and allow or disallow claims, including contingent and unliquidated claims.  If objected to, the Court will determine the amount of the claim as of the date of the filing of the petition.  It should be kept in mind that, in most chapter 11 cases, general unsecured creditors will receive pro rata payments in an amount that is substantially less than 100% of their allowed claims.

Although a filed claim is deemed allowed unless it is objected to by a party in interest, before an unsecured creditor files a proof of claim it should carefully consider negative ramifications of such a filing.  The filing of a proof of claim will constitute submission to jurisdiction of the Bankruptcy Court for determination of that claim and any related counterclaims and may constitute the waiver of any right to a jury trial otherwise possessed by the claimant.  Accordingly, before filing a proof of claim, the creditor should balance losing its right to participate in any distribution from the bankruptcy estate against submitting to the jurisdiction of the Bankruptcy Court.  

IV. PAYMENT OF PREPETITION UNSECURED OBLIGATIONS
Without special court authorization, the debtor is prohibited from paying or otherwise honoring any prepetition unsecured obligations.  Generally, these claims can only be satisfied through a plan of reorganization, unless the court issues an order directing earlier payment.  It is relatively routine, in large cases, for the court to authorize special payment of certain prepetition unsecured obligations such as unpaid employee wages for the period immediately prior to a chapter 11 filing to the extent of the priority limitation on such claims ($4,650).  Further, upon motion of the debtor, the court might approve early payment of critical prepetition obligations to certain critical vendors and service providers.  For example, in the case of a debtor that is a cable television service provider, among other things, the debtor might seek court approval to pay prepetition franchise fees due under franchise agreements, and other obligations due under pole lease and utilization agreements.  Such approval was sought and obtained in the pending chapter 11 case of Classic Communications, Inc., a cable television service provider.

V. EXECUTORY CONTRACTS
A. In General.

As indicated above, a primary goal of chapter 11 is rehabilitation of the debtor.  Thus, a long-standing principle of bankruptcy law is that a debtor should not be compelled to perform under a pre-bankruptcy contract that is burdensome to the estate.  In the context of a bankruptcy case, the issue of whether a contract is “executory” is a question of federal bankruptcy law.  The Code, however, does not define the term “executory contract”.  In enacting the Code, Congress recognized that there is no precise definition of what contracts are executory, but said that the definition generally includes contracts on which performance remains due to some extent on both sides.  The United States Supreme Court has followed this definition.  Agreements which constitute outright conveyances of property rights (as opposed to agreements requiring an ongoing relationship involving mutual obligations between the parties) are not executory contracts.

In a chapter 11 case, an unexpired lease or executory contract may be treated under four options:  (1) it may be rejected, (2) it may be assumed and retained, (3) it may be assumed and assigned, or (4) it may “ride through” the bankruptcy process.  

B. Performance or Breach of Pre-Bankruptcy Contracts.

The Code provides that, subject to court approval, a debtor may assume or reject any executory contract or unexpired lease of the debtor.  This power was designed to allow a debtor to elect to discontinue performance under a burdensome contract, while permitting the debtor to force the other party to the contract to continue performance under a contract valuable to the bankruptcy estate.  A debtor in default under an executory contract may nonetheless assume the contract if it cures (or provides adequate assurance that it will promptly cure) such default, compensates (or provides adequate assurance of prompt compensation) for any pecuniary loss of the other party resulting from such default, and provides adequate assurance of future performance under the contract.  Assumption of the contract may become more complicated when non-monetary defaults are involved.  If the debtor in possession has reasonably exercised its business judgment in determining whether to reject or assume an executory contract, the decision will generally be approved by the court.  If the contract is assumed, the debtor is then obligated to comply with all of its terms (unless the other party to the contract agrees otherwise).

Rejection of an executory contract that was not previously assumed constitutes a breach of the contract relating back to the date immediately preceding the filing of the debtor’s bankruptcy petition.  A claim resulting from rejection of an executory contract thus becomes a prepetition unsecured claim which must be presented through the normal claims administration process.  In contrast, if an executory contract is breached after it is assumed, the resulting claim is an administrative expense of the bankruptcy estate.  When a debtor rejects the contract, most courts hold that the other party to the contract is limited to asserting a claim for damages resulting from the breach and generally cannot compel further performance of the debtor.

The non-debtor party to an executory contract can bring a motion requesting that the court set a deadline for the debtor to assume or reject the contract.  Depending on the circumstances, including the prejudice to the non-debtor party and the status of the bankruptcy case, the court may or may not grant the motion and, if granted, may set a relatively short deadline or may provide the debtor with a loose rein.  In any event, the debtor is supposed to perform its post-bankruptcy obligations under the contract on a timely basis and failure to so perform may result in the assertion of administrative priority claims by the non-debtor party.

C. Assignment.

In general, once an executory contract can be assumed, it can be assigned, subject to providing adequate assurance of future performance by the assignee.  However, courts and Congress have struggled to interpret section 365(c) of the Code which may preclude assumption and/or assignment of executory contracts that are nonassignable under otherwise applicable nonbankruptcy law.  While courts have ruled inconsistently in this area, this prohibition should be found to apply with certainty in very limited circumstances where assignment is absolutely prohibited as a matter of otherwise applicable nonbankruptcy law regardless of what the contract says about assignment and whoever the assignee may be.  In most circumstances, assuming the requirements for assumption are met and adequate assurance of future performance by the assignee is provided, assignment is permitted in bankruptcy even though it would be barred under the contract and/or by otherwise applicable nonbankruptcy law.  Considering a city ordinance prohibiting assignment and granting a cable franchise, the Eleventh Circuit Court of Appeals rejected the city’s argument that this satisfied the test and affirmed the assumption of the cable franchise agreement over the city’s objection.  In re James Cable Partners, L.P., 27 F.3d 534 (1994).

D. Antiforfeiture Provisions of the Code.
The Code explicitly invalidates provisions of private agreements that deprive the debtor of the use and benefit of property as a result of the debtor’s financial condition, the commencement of a bankruptcy case, or the appointment of or taking possession by a bankruptcy trustee or a custodian before the commencement of a bankruptcy case.  Thus, under the Code, ipso facto clauses are generally unenforceable forfeiture provisions.

The Code eliminates restrictions that prevent transfer of the debtor’s property to the bankruptcy estate.  Although eliminating barriers to the transfer of property to the estate, this only preserves a debtor’s property rights; its does not increase them.  Accordingly, restrictions imposed pre-bankruptcy pursuant to contracts and/or applicable nonbankruptcy law on what later becomes property of the estate are enforceable, unless they violate one of the antiforfeiture provisions of the Code. 

The debtor may use, sell, or lease property in accordance with the applicable requirements of the Code, regardless of any provision in the contract or applicable nonbankruptcy law conditioned on the insolvency or financial condition of the debtor, on the commencement of a bankruptcy case concerning the debtor, or on the appointment or the taking of possession by a bankruptcy trustee or a custodian, that results in a forfeiture, modification, or termination of the debtor’s interest in the property.  With certain exceptions, an executory contract or unexpired lease of the debtor may not be terminated or modified at any time after the commencement of the debtor’s bankruptcy case as a result of a provision in the contract or lease that is conditioned on the insolvency or financial condition of the debtor, the commencement of the bankruptcy case, or the appointment of or taking possession by a bankruptcy trustee or a prebankruptcy custodian.  The exceptions to the general rule correspond to the provisions of the Code preventing a debtor from assuming or assigning any executory contract or unexpired lease if:  (i) the other party to the contract or lease does not consent and applicable nonbankruptcy law excuses that party from accepting or rendering performance to an entity other than the debtor; or (ii) the contract is a contract to make a loan, or extend other debt or financial accommodations, to or for the benefit of the debtor, or to issue a security of the debtor.

VI. PREFERENCES

The Code arms the representative of the bankruptcy estate (trustee or debtor in possession) with an arsenal of avoiding powers designed to promote the goal of equalizing distribution to creditors holding similarly situated claims.  The power to avoid “preferential” transfers by the debtor to creditors made within a certain period of time (ninety days for non-insiders) before the filing of the bankruptcy petition is designed to prevent debtors from favoring some creditors over others by making payments or other transfers to them shortly before the filing of bankruptcy.  

The Code empowers the bankruptcy estate’s representative to avoid and recover a transfer if five conditions are satisfied:  (1) the transfer is made for the benefit of a creditor; (2) the transfer is for or on account of a debt owed before the debtor made the transfer (an antecedent debt); (3) the debtor was insolvent when the transfer was made; (4) the transfer was made during the ninety days immediately preceding the filing of the bankruptcy petition (or in the event of a transfer to an insider, within one year prior to the filing); and (5) the transfer enabled the creditor to receive more than the creditor would otherwise have received from the bankruptcy estate in liquidation under chapter 7 of the Code.  For a transfer to be voided as a preference, all of the requirements must be satisfied.  Further, the estate’s representative has the burden of proving each of the elements of a preference.

In the event that a demand is made or a litigation for recovery of a preference is brought against an unsecured creditor, even if all of the elements of a preference are satisfied, the Code sets forth defenses that a creditor may assert, including the following:  (1) a transfer is protected to the extent that the transfer was a contemporaneous exchange for new value (the contemporaneous exchange defense); (2) a transfer is insulated from preference attack if the underlying debt was incurred in the ordinary course of the parties’ business, the payments were made in the ordinary course of the parties’ business, and the payments were made according to ordinary business terms (the ordinary course defense); and (3) transfers to a creditor are excepted from preference attack to the extent that after the transfer the creditor gave new value to or for the benefit of the debtor (the new value defense).

VII. CREDITORS’ COMMITTEES

In a chapter 11 case, a committee of creditors is generally appointed ordinarily consisting of persons, willing to serve, that hold the seven largest unsecured claims against the debtor.  In very large cases, multiple committees representing different kinds of claims may be appointed.  The fundamental rule of the creditors’ committee is to investigate the facts of the case and to negotiate a plan of reorganization.  This role will vary from case to case depending on the size and complexity of the case.  However, in order to play a proper role in the case, members of the creditors’ committee must be prepared to devote time, effort and thoughtfulness to the representation of the interests of the committee’s constituency.  With certain exceptions, governmental entities are generally precluded from participating on the primary creditors’ committee in a chapter 11 case.

The benefits of participating on a creditors’ committee include the ability to ascertain and understand the facts underlying the case, and monitor and influence the direction of the case and the potential for recovery by creditors.  Further, the creditors’ committee has the ability to retain professionals to represent the committee at the expense of the bankruptcy estate and to recover reimbursement for expenses incurred by committee members.  

A committee member owes a fiduciary duty to the class of creditors the committee represents.  Accordingly, when acting in the capacity of a committee member, the member must put the interests of the class it represents above its individual interests, avoid self-dealing, and act in good faith.  In instances where the committee member has a conflict of interest with those of the class the committee represents, depending on the scope of the conflict, the committee member must either resign from the committee or not participate in committee decisions related to the conflict of interest.

VIII. USE, SALE OR LEASE OF PROPERTY OF THE ESTATE

The debtor must obtain court approval for any use, sale or lease of property  of the estate outside of the ordinary course of the debtor’s business.  The debtor in possession is permitted to operate its business in the ordinary course and to engage in such activities without court involvement to the extent that they are in the ordinary course of the debtor’s business.

IX. PLAN OF REORGANIZATION

A plan of reorganization is generally the vehicle for achieving the goal of rehabilitation (or liquidation in a liquidating chapter 11 case) of the debtor under chapter 11 of the Code.  Confirmation (approval) of a chapter 11 plan binds the debtor, any entity acquiring property under the plan, creditors, and equity security holders of the debtor.  Subject to certain limited exceptions, confirmation discharges the debtor from pre-confirmation claims and such obligations are replaced by the obligations under the plan.  The plan is, in effect, a new court-sanctioned contract between the reorganized debtor, its creditors, and other parties to the plan.

Following the filing of the debtor’s chapter 11 petition, unless the court orders otherwise, the debtor in possession has the exclusive right to file a plan of reorganization for 120 days.  If the debtor files a plan during this initial 120-day period, unless the court orders otherwise, no other party may file a plan for an additional 60 days beyond the conclusion of the 120-day period during which time the debtor may attempt to obtain approval of its plan.  The exclusivity periods may be extended or terminated by the court for “cause”.  Before a plan of reorganization can be disseminated to the debtor’s creditors for their consideration and vote, a disclosure statement must be approved by the court.  The disclosure statement is required to contain adequate information to allow creditors to evaluate the plan and determine how they will vote on the plan.

X. CONCLUSION

The Bankruptcy Code embodies the power to alter contractual rights and is itself an implicit part of every contract.  The Code contains a number of antiforfeiture provisions and may allow for assignment of executory contracts which would be precluded outside of the context of the bankruptcy court.  Nonetheless, the Code does provide the non-debtor party  to an executory contract with an entity that commences a bankruptcy case with various means  to preserve and protect its rights. 
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