NAVIGATING BANKING IN BANKRUPTCY: A GUIDEBOOK

Table of Contents

Chapter 1: Bankruptcy and Banking Basics ........ccecceeuennee 1

A. BanKkruptcy Basics......couvieuiiiriiciiciicee s 1
L TYPES Of CASES....vuvuirieiciiiiciiieieieieieiie sttt ssanais 1
2. ROSEEL Of PIAYETS ...cueveeetrencectricectrecietrecietseesetseese s sseacs et aseacseeeaes 2

B. Banking BasiCs .......cvueureeurieueiniciricirineieineciseceeeesetsese e ssesesessesesenens 4
1. ACCOUNE TYPES..ecuiuimiiiiiiiiicccrit s 4
2. Other Cash-Management Products............coeceureeereereccreinencreenecrennecneenenes 5
3. L0an TYPES .o e 6

C. The Bankruptcy Case........cocuvuiiiiiieiiiiiiiciisicsncssesssssssssssneas 6
1. How Is the Bankruptcy Code Organized? ..........cccvuveeeureneeeunenceeenecreenecnnns 6
2. The Petition Date and the Order for Relief..........cccoovvcuerncrrnccirnecrninencs 7
3. The AUtOMALIC STAY ...vvueerreeeerriceetreeietreere et seseseeseseseaseseseeseaeseesenes 8
4. The Significance of Pre-Petition vs. Post-Petition..........cccccvuevevreecrerrencnees 9
5. Where Debtors May Maintain Funds...........cceccoevieininccininccnincennienns 11
6. Use of Cash Collateral as a Capital SOUICE ........c.oueuiuricurerriciirricnirennes 12
7. INEW CIedil . .ocuvereeceiiecieieictseeieieeeictsteeetseeset st sesesetseesessesesesseaesesseacees 13
8. Protection of Privacy of In-Court FIlings..........ccoceeeurerecrrenrcrreneerrencuennes 14
9. What Legal Authority Do Court-Appointed Trustees Have

with Respect to Banking?..........ccceveeuviieirininininccniceeeeeeeeeeenes 15

Chapter 2: Understanding the Debtor’s Treasury-
Management SySteM........cccceeriinnnneeinsissnnneensssssnneeenssssnneeesl?
A. Analyzing the Debtor’s Treasury-Management System............cceuuce... 17

B. Treasury-Management Example.........ccccccccevieiriviininininicinicnnicneeenens 22

Chapter 3: ACCOUNLS ......ueeeverueiiiireeiniinneeicineeenessneesssssaeesenss2?

A. Deposit Account BasicCS.....coeueivreeinniecinnecireecineccneeee e 27
B. Deposit Accounts in Bankruptey ........c.cceieiviccinineniniciniciniceieeenens 28
L SELOT et 28

a. General SetOff PrinCiples .......c.cvvveueeeeeeiiiiteeteteeeeeeeene 28

. Setoff i BankruprCy .....oeevevevererereririririsisisisessesissssssesssssanaes 29

xiii



AMERICAN BANKRUPTCY INSTITUTE

2. Turnover and Authority over Bank Accounts..........cocceuveeeevrecreerecuennee 30
3. ACCOUNT FIEEZES .....cuuvrcrcrttcitttc st 32
a. Depositors Filing Chapter 7 Cases ..........ccceeeeeeeeeeeeceeeenns 33
b. Depositors Filing Chapter 11 CasSes............cuvuveeirererisisisisiririsisisenens 34
c. Freezes to Stop Post-Petition Payments of Pre-Petition Debts........... 34

d. Potential Consequences of Failure to Communicate with a
Debtor’s Depository INSHEULION .......ccceeeeeveeeereeererinesesisesiseseseseseseseenes 35
4. Debtor-in-Possession ACCOUNTS............ccviririecicininicici e 36
a. AppProved Depositories ............ccceeueeueueueeeeeeeeeeeeeeeeeeenens 36
b. Opening the Debtor-in-Possession ACCOUNLS.............cocvunrurinirrincnninns 37
c. Waiver of Compliance with § 345 .......cccoceeeeeeeeeeeiecceceenene 38

Chapter 4: Automated Clearing House (ACH) Transactions....39

A. Demystifying ACH Transactions..........cccccecueieinininninnnninneiscinininnnns 39
L. TermiNOLOZY ..cvvueuceeveaereiricietrieietreeie sttt se e 39
2. An ACH Transaction, Step By Step......cooveeurecrerrevcrernercreenecreereereesecneens 41
3. Originator’s Inability to Recall and Limited Ability to Reverse
TIaNSACIONS ..eveveivriictcrctetetr et 43
4. Returns by the RDFT ..o 44
B. Bankruptcy Considerations ..........cceeerecureeuerneeeineceneceseneseeneessecsennesens 45
1. Pre-bankruptcy PIAnning .........ccoeeeeeeurereeeurereeernencueunenenensesesenseesensesesessenens 45
2. Cash-Management OTders ..........ccvueueureererreeeerreceerseesesseesensesesensescsenes 46
3. Debtor’s Bank as Lender ..o 46
4. Debtor’s Bank as RDFI: Debit ACH Transactions that Are
Pending on the Day that the Bankruptcy Petition Is Filed ..................... 47
5. Debtor’s Bank as ODFI: ACH Transactions that Are Pending
on the Day that the Bankruptcy Petition Is Filed........c.ccccecvueerrnicrrunennne 47
6. Reducing Credit RisK .......cococeuviieiriiciniiciiccccicccecceccinnes 48
7. Terminating the ACH ODFI Relationship After Bankruptcy ................ 49

Chapter 5: Automatic Payment Services ........ccccceevuerineennnns51

A. Bankruptcy Considerations............cceeeeunieeunicuniieeinienniessieenseenssenenne 51
1. Automatic Payments and the Automatic Stay.........cccccoeeveerrercerrercuennenees 51
2. Responsibility for Terminating Automatic Payments ..........ccoccceurecuennee 53
3. Automatic Payments Pending on the Petition Date .........ccccevveereurecunee 53

Xiv



NAVIGATING BANKING IN BANKRUPTCY: A GUIDEBOOK

4. Post-Petition Activation/Reactivation of Automatic Payments............. 53

B. Pre-Bankruptcy Planning.........c.coocccuvevcurecueiicrnecrnenceeineceneeneecneeesennenns 54
Chapter 6: Checks........ccovuervveriruiiineeniseinnseennnecsnnneennecnnnne 57
A. Check Processing, Generally ........ccoccrveueineeuneceninceninecineceneceeeesennenens 57

B. Bankruptcy Considerations ..........ceeccueecueeneeerrecerencueeneecrneersecsenesennenens 59

1. Authority to Make Payments ........c.ccceveeurmreerrenecrnmnecrenneerenseerenenenennens 59

2. Types of Payments Authorized ...........cccoouceuvviciriicrniniciniiciccennes 59

3. Pre-Petition Checks Presented After Bankruptcy........ccoocvvviviuvciniicnnee 60

a. Bank Considerations............ucvvvvecnivinicccininicccsnisccssisccens 60

b. Debtor Planning for Post-Petition Presentment of Pre-Petition

CRECKS .ottt 61

4. Checks that Are Outside of Cash-Collateral Authority .........cccceuueneee. 62
. BANK ISSUES ...ttt 62

D. DEDEOT ISSUES ..t 63

5. Maintaining Pre-Petition Checking Accounts ..........ceeceeerevcreerencreerencnes 63

Chapter 7: Credit Cards ........cccoeevuerriirnnernirrnnenessnesscssanssessss65

A. Credit Card-Processing Services..........cocueuvirininemninnininncnieiscicisisninnns 65
B. General Terms of a Merchant Services Agreement........c..cccevcueerceeunence 65
L. Chargebacks .....c.cueuevemeecurmierriieerreeeereeeiereeteeseeeeess e eseaesenens 66
2. RETUINIS ettt 67
C. Bankruptcy Issues Related to Credit Card-Processing Services........... 67

1. Post-Bankruptcy Limits on Payment of Chargebacks and
Returns by Debiting the Merchant Account....

2. Ability to Freeze the Merchant AcCOUNt .........cccvvverrenecrreneecrreeeerreceennes

3. Continued Use of Credit Card-Processing Services Post-Petition......... 70
D. Credit Card ISSUANCE .......c.cvuiiiiriicicc e 71

1. Canceling Credit Cards After Bankruptcy .........cccoeuviviviviicncnncinennns 72

2. Post-Petition Use of Credit Cards..........cccocuriurivemririniiricincrnisicisicienennas 72

Chapter 8: Letters of Credit ........ccccceveveirireriniecnineisisacnenans75
A. Letter Of Credit BASICS voiveiiiniiieeeieeeeteeeeeeeeeeeteest et et sae st sessesesae st saessene 75
B. Letter of Credit DOCUMENTAtION ....veveeeeeeteeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeneas 77



AMERICAN BANKRUPTCY INSTITUTE

C. The Independence Principle........ccoveeurecurecueinecenecenecenineeeeneceneceeeeens 78
D. BankruptCy ISSUES .......ccuveueueecuieieieieiricieicieeetsesessesesesesesesessesesensesens 79
1. Not Property of the Bankruptcy Estate........c.coeceuvevecrrencerncncenrenenennenens 79

2. Draw and Payment on Letter of Credit Post-Bankruptcy
Does Not Violate the AUtOMAtic StaY ........ccceevrecurerecererecrrereeirineeceneneaenns 79

3. Rights of the Issuer After Post-Bankruptcy Draw on Letter of Credit..80

4. Is Subrogation Available in Bankruptcy to a Letter of Credit
Issuer Who Pays a Beneficiary with a Higher Payment Priority? .......... 80

Chapter 9: Swap Agreements ..........cceeveeeisueeisseenisnecesseeeenans83

A. The Example of an Interest Rate SWap ......c.ccoveveeueerreniceennccceenenne 83

B. Mirror or “COontra” SWaPS.......ccoeeeeeeuereurirenemeueisinineesesessssesesesesessssesesesesses 86

C. SWap DOCUMENTALION ..cuvuveiirireririeieiriceeieteeteeeerenereieneseaeseseees e eeeeeaes 86

D. Bankruptcy Code “Safe Harbors” for Swaps.........cccoceueeuveuricicineiriennen. 87
1. Liquidation, Termination or Acceleration of Swap Agreements

upon a Bankruptcy FIING .......cceveeeueiicieincicinceecreecieecreeeeseeenenee 87

2. Rights to Collateral, Setoff and the Automatic Stay..........cccceuvveererrvcunnee 88

3. Protection from Avoidance ACtONS .........cccocveeeuiueecuriueiersineensenenensenes 88

4. General Observations Concerning Safe Harbors...........cocevevcueurencueunence 89

Chapter 10: SWeepPs.....ccoverererriruerinreenisensssaerisseessssesssssesesses93

A. A Common Sweep Program..........ccceveevvieviicinicnincnnsecesesnens 93
B. An Overnight Sweep Program.........ccccocovuvininincninncncicicciinns 94
C. Potential Termination of Sweep Programs with a Bankruptcy Filing..... 94
D. Swap Compliance with 11 U.S.C. § 345 ..o 94

Chapter 11: Protection of Interests in Cash............c....cee....97

A. Uniform Commercial COde........coouiiriririririirrininieeieeeeeeeeeeeeeesesesns 97
B. Deposit Account Control AGreements .........ccoceereeeereceeenererseecesecrennenens 98
C. Control over New Debtor-in-Possession Accounts via Court Order......99
D. LOCKDOXES. ...cueuruiuiiiriiiiirinisisisisiessie e seietessse ettt sssesssssssesessssnssesesessssssssnes 100
E. FDIC Insurance and “Spreading” Services..........c.eeuveurierrerneuneeercnnes 100



NAVIGATING BANKING IN BANKRUPTCY: A GUIDEBOOK

Chapter 12: Cash-Collateral and DIP-Financing Orders
from the Perspective of the Deposit Bank.............cc..ccc.... 105

A. Cash-Collateral Orders ..o 105

B. DIP-Financing Orders .........cccoeuveeeeeiemnicrnmeienieiniessieseneeesessesensesenne 107
C. Deposit Bank Issues Presented in Cash-Collateral/

DIP-FInancing Orders..........ccociuieuneunieineinienieiieeienenseeeiessensseessesens 107

1. Junior Liens, Pari Passu Liens andPriming Liens .........ccocccevecrrerecnnen. 107

2. Security Interests in Deposit AcCounts .........ccocovevciivniiicicciinnnn, 108

3. Availability of FUNAS ......ccocccurmiiiriiciiiciccreeeeeeeeeeeeneaes 109

4. Customary Debits for Service Fees and Charges .........cccceeureerrerreecnnce 109

5. Limits to Accessing Account Information...........ccceeuvcivciiciiicininincinnes 109

Chapter 13: Cash-Management Orders.........ccceeruverirnenenn 111

A. Common ProViSiONS.........cveviiieieiiece e 111
1. Use of Existing Bank ACCOUNLS ..........cccuiurieemiueincirieineiecrcicicieenaes 111
2. Maintaining Existing Disbursement Methods........c.ccecccveercurencucrrencnees 112
3. Obligations to Pay BanK’s Fees and Service Charges ........c.ccooeeveeurunnce 112
4. Governing Documents for Post-Bankruptcy Cash-Management

SEIVICES w.vviietticttet e 114
5. Check Stock and Business FOIMS ........cccvuveveureneeeirencreirenereinencseeneceeenenes 115
6. Pre-Petition/Post-Petition Issues..........ccccccovvcviviniiiiiiininniiicciinn, 117
7. Reliance on the Debtor’s Representations..........c.ceeeeeeereeeueerencueerescueenencs 118
8. Handling Procedures ..........ococueuecurerecermnicereeerreeeenneeeesneseessesesesseseacns 119
9. Intercompany Transfers..........c.ooeveviermnierrenierriereeeseseeeenseeeens 120
10. Credit Card Chargeback Provisions...........ccceeecuvnicrvinicninicrinnecnnnn. 122
11. Availability of FUNAS ...c.oovueuririeeriicirieciriecirieceteeetee e 122
12. Collateral PrOVISIONS ......cccurueucereeucrriniserreneserseneserseseseseesesessesesessesescseene 124
13. NOtices t0 BANKS ...c.vrueueiecrriiecrreecteitcieeeierseeeese e seesesenene 125
14. Section 345 COMPLANCE .....cueuvevrvrireriieeeeieieieietseseseeeeeeie e 126
15. Maintaining Flexibility After the Order Is Entered...........cccccovvuuuenee. 127
16. ClOSING ACCOUNLS......cuvuvenrecrineacrrineactsieaesseeaesseeseseaeaeseeesesseseseseeseacseens 128
17. Opening ACCOUNLS.......ccuiuiiiiiiiiiccc s 129
18. Reservations of RIGHtS .......c.coeccuruicrrinicrnenicrccecee e, 130



AMERICAN BANKRUPTCY INSTITUTE

19. Rules 6003 and 6004.........c.cvueueureererreneeerreerenneesesseesensesesessesesessesesesens 131
B. Concepts t0 AVOId ......c.cucuecuriiuericinicieieieireicie ettt seeaesenne 132
1. Orders “Directing” a Bank to DO X, Y OF Z......cccceuveeerveccrrenererrerenennne 132

2. Orders Requiring a Bank to Perform Obligations that Are
Already Required by Contract or Statute.........ccevecurerercurerecrrenecenenenee 132
3. Omitting Payment of Pre-Petition Bank Fees ........ccoeeeureverevrercrrunencnnes 133
4. Requiring the Deposit Bank to Honor Overdrafts ..........c.ccoceccurecunnee. 133

5. Requiring a Deposit Bank to Accept Securities or Foreign Currencies..... 133

6. Expanding Deposit Account Control Agreements...........cceuveeceeureenee 133

Chapter 14: Customer-Identity Regulations andTheir
Effects on Banking Transactions in Bankruptcy .............. 135

A. Know Your Customer (KYC) ..o 136

B. Money Laundering Control Act of 1986 (MLCA), Money Laundering
Suppression Act of 1994 and Bank Secrecy Act of 1970 (BSA) .......... 137
C. Office of Foreign Assets Control (OFAC)......c.ccccoeveeurencurenceeenecunecnnn. 138
D. Payment vs. COMPLANCE.....c.cueueviucrriereieecirecreicieeeereeieeeseeeeeneeaesenne 138
Chapter 15: Customer Privacy in Bankruptcy.................. 139

A. Trade Secrets, Confidential Business Information, Scandalous
or Defamatory Material (11 U.S.C. § 107 (Public Access to Papers)) ... 139

B. Identification of People, Companies and Bank Account

Numbers (Federal Rule of Bankruptcy Procedure 9037) .........ccoccuuee. 140
C. Filings Under Seal.........ccvirieinicinicieicrcnceeeerecsseeieecee e 141
D. Gramm-Leach-Bliley Act (15 U.S.C. § 6801) ...ccevreuerrecrreererrecrnecnnne 141
E. Penalties for Failure to Comply .........ccccevieureernicenicinicieiccceneeenne 142
E Responding to Requests for Information..........c.coeeeeeuveeneeercrncrneenncnnes 142

Chapter 16: Compliance with § 345 of the
Bankruptcy Code .......couuiivneiiiuiiinneiinecnineennecninneensnenens 145

A. 11 US.C. § 345 ReqUIremMents ......c.ccvurvevereruererireniereirenieneeneereseseseenenenens 145
B. What if the Bank Is Not an Approved UST Depository? ..........cccce... 147
C. Obtaining a Waiver of the Requirements of 11 U.S.C. § 345............... 148

Chapter 17: Garnishments of Bank Accounts .................. 151

xviii



NAVIGATING BANKING IN BANKRUPTCY: A GUIDEBOOK

A. Garnishment BasiCS .......ceeeeveuereierireteeeeeeeeeeeeee e 151
B. Garnishments Before Bankruptcy.......cooecueeeceevnecinencrnincceneciniciennenenn. 153
1. The Bank as Garnishee

2. The Bank as Garnishor

C. Case Law Is Not Uniform as to Garnishor’s Duties After
Bankruptcy FIING ....c.c.vvcuriceeiniciricieccreciecececneceseeieeseeces e 155

D. An Approach to Garnishments Pending on Bankruptcy
Petition Date .......cccueviiiciiiicecc 156

Chapter 18: Preferential- and Fraudulent-Transfer Issues ... 159

A. Basic Elements of a Preferential Transfer ...........cccooceeeveeunecunicuennenenn. 159
B. Basic Elements of a Fraudulent Transfer (Under the Bankruptcy Code) ... 160
C. Potential Defendants in Avoidance Actions.........ccccveeveeevcurerreeercnnnn. 161
D. Potential Preference Exposure for Depository Institutions
on Account of Pre-Petition Overdrafts ..........ccccoceeurecurinceenccrnencerenenncn. 161
E. Potential Exposure Related to Provisional Credits .........cccccoevurunenencece. 164
E Is a Debtor’s Deposit into Its Own Bank Account a “Transfer”
to the Bank for Fraudulent-Transfer Purposes?..........cocoeeveecurecurunenncn. 165
G. Potential Exposure on Account of Deposits that Increase
the Bank’s Secured Claim.........cccovveueieeinicrniceniciniceeeececeeneenne 167
H. Preference Issues Arising from Pre-Petition Payments Using
Letters Of Credit... ..ot seseene 168
1. Direct Payments by the Issuer to the Beneficiary .......c.ccococvuvecureneucnnee. 168
2. Transfer of Increased Security Interest to the Issuer ........c.cccooeeerrencee. 169
3. Indirect Transfer to the Beneficiary.........ococccuvvcuerreneueerenecerenceerencennenes 170
I. Potential Fraudulent-Transfer Issues Arising from Centralized
Cash-Management SYSteMS.........ccccueuiueicuniunieierneinieneiressesesesseee e 170
J. Bank Account Garnishments as Preferential Transfers ........ccocoevvuennee.. 171

Chapter 19: Debtor Pre-Filing Checklist: Bank Issues..... 173
Chapter 20: Bank Checklist: Distressed Customers......... 177

Glossary of Bank Products and Common Bank Terms.... 181

XiX



