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Chrysler and GM:  Courts Extend Law on Sales,
Recharacterization 
By John Rapisardi, Peter Friedman, Douglas Mintz, Zachary Smith, Audrey Aden and
Thomas Donigan

Earlier this year, Courts from the Bankruptcy Courts for the Southern District of New York
to the United States Supreme Court issued a number of rulings approving the asset sales
by Chrysler and General Motors. Although popular and industry media have been replete
with stories regarding the facts of these cases, this article provides an in-depth analysis
of the Courts’ rulings on several key issues of interest to debtors and creditors in future
bankruptcies.

Summary of Key Rulings

The facts related to the GM and Chrysler bankruptcies are as unusual as they are well
known. However, the law is, for the most part, an extension of well-established precedent
in the Second Circuit and Southern District of New York. The Courts’ rulings on particular
issues are likely to affect future bankruptcies in the Second Circuit and Southern District
of New York, notably:

• The Second Circuit and the Bankruptcy Courts addressed the circumstances under
which an asset sale is proper. Specifically, the Second Circuit held that, even though
“the [Chrysler asset sale] has inevitable and enormous influence on any eventual plan
of reorganization or liquidation . . . it is not a ‘sub rosa plan’ . . . because it does not
specifically ‘dictate’ or ‘arrange’ ex ante, by contract, the terms of any subsequent plan.”1

• The Second Circuit and the Bankruptcy Courts addressed a debtor’s ability to sell
assets free and clear of future claims, with the Second Circuit affirming the Bankruptcy
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Court’s decision that future claims are “inter-
ests in property such that they are extin-
guished by a free and clear sale under sec-
tion 363(f)(5). . . .”

• The Bankruptcy Court did not recharacterize
as equity certain prepetition bridge loans
that were then credit bid for the assets of
General Motors.

• The Second Circuit and the Bankruptcy
Courts addressed whether an individual
bank group lender has standing to object to
an agreement when the bank group’s agent,
acting at the direction of a majority of the
bank group lenders, consented to the agree-
ment on behalf of all the bank group lenders.
The Second Circuit held that, “[t]hrough a
series of agreements, the [dissenting lender]
effectively ceded to an agent the power to
consent to such a [sale agreement]; the
agent gave consent; and the [dissenting
lender is] bound.”2

Background

After receiving a combined $17.4 billion in aid
from the United States government in late
December 2008, Chrysler and GM approached
the government for additional assistance in
early 2009. The government provided this fund-
ing conditioned upon each company submitting
a proposal setting forth its plans to effectuate a
restructuring enabling it to sustain long-term
viability. After the automakers submitted multiple
restructuring plans throughout early 2009,
President Obama announced that the govern-
ment’s continued assistance was contingent
upon the automakers’ compliance with the gov-
ernment’s timeframe for each automaker to
accomplish a restructuring, or otherwise file for
bankruptcy protection: May 1, 2009 for
Chrysler, and June 1, 2009 for GM.

Chrysler

On April 30, 2009, after failing to obtain the
requisite consents from its senior lenders nec-
essary to achieve a consensual restructuring
within the government’s timeframe, Chrysler and
24 of its affiliates filed for Chapter 11 protec-
tion in the Southern District of New York.
Shortly thereafter, Chrysler sought the
Bankruptcy Court’s approval to sell substantially
all of its assets to New Chrysler, a newly creat-
ed company that would be owned by Fiat, the
governments of the United States and Canada,
and a voluntary employees’ benefit association
(“VEBA”) controlled by the United Auto
Workers. In exchange, the UAW agreed to
enter into a new collective bargaining agree-
ment with a reduced wage structure, and to
create a new VEBA structure to fund legacy
UAW retiree health care obligations; the United
States Treasury and Canada agreed to lend
New Chrysler $2 billion, which would be used
to purchase Chrysler’s assets through the pro-
posed sale; and Fiat would provide new tech-
nology and new management for the creation of
smaller, more fuel-efficient vehicles.

Judge Gonzalez conducted an evidentiary
hearing on Chrysler’s sale motion from May 27
through May 29. The objecting parties, most
notably certain Indiana pension funds (the
“Indiana Funds”) holding a small amount of
Chrysler’s secured debt, argued, among other
things, that the proposed sale constituted an
illegal sub rosa plan of reorganization and vio-
lated the absolute priority rule because the sale
gave value to unsecured creditors (e.g., the
UAW through the VEBA’s receipt of an owner-
ship interest in New Chrysler) without paying off
Chrysler’s senior secured debt in full.
Additionally, certain tort and consumer victims
objected to Chrysler’s effort to sell the assets
free and clear of personal injury and wrongful
death claims, including claims relating to suc-
cessor liability, asserting that such claims were
not “interests in property” as required by sec-
tion 363(f) of the Bankruptcy Code. 

Restructuring Review September 20092



Late in the evening on May 31, hours before
General Motors filed for bankruptcy, Judge
Gonzalez entered an opinion granting Chrysler’s
motion to sell substantially all of its assets and
dismissing virtually all of the objections to the
sale motion.3 The Bankruptcy Court stayed the
sale for several days to permit appeals. A num-
ber of parties appealed, including the Indiana
Funds, and, pursuant to 28 U.S.C. § 157, the
Second Circuit Court of Appeals heard the
appeal on direct review rather than having the
District Court for the Southern District of New
York hear the appeal first.

After nearly two hours of oral argument, the
Second Circuit Court of Appeals ruled from the
bench and upheld the Bankruptcy Court’s ruling
in all respects. However, the Second Circuit did

not issue a written opinion until nearly two
months later, on August 5, 2009. Following the
Second Circuit’s ruling from the bench, the
Indiana Funds moved for a stay pending appeal
from the United States Supreme Court. After
granting a brief stay to consider the issues, the
Supreme Court unanimously terminated the
stay on June 8, and the Chrysler sale closed on
June 9, 2009.

General Motors

On June 1, 2009, GM and three of its affiliates
filed for Chapter 11 protection in the Southern
District of New York. Shortly thereafter, GM
sought the Bankruptcy Court’s approval to sell
substantially all of its assets to New GM, a
newly created entity that would be owned by
the governments of the United States and
Canada, and by a VEBA controlled by the
United Auto Workers. Objectors to the sale
included a group of GM bondholders holding
approximately .01% of GM’s total $27 billion

bond debt; a pro-se litigant holding approxi-
mately $5 million in GM bonds; and various tort,
consumer and asbestos victims. Judge Gerber
conducted a three-day evidentiary hearing from
June 29 through July 1. During the hearing, the
objecting parties argued, among other things,
that (i) the sale constituted an impermissible
sub rosa plan of reorganization, (ii) the U.S.
Treasury’s prepetition loans to GM should be
recharacterized as equity or, alternatively, sub-
ject to equitable subordination, and (iii) GM
could not sell the assets free and clear of per-
sonal injury and wrongful death claims, includ-
ing claims relating to successor liability, as such
claims were not “interests in property” as
required by section 363(f) of the Bankruptcy
Code.

On July 5, Judge Gerber issued an opinion
granting GM’s motion to sell substantially all of
its assets to New GM.4 The Bankruptcy Court
again stayed the effectiveness of the sale order
for several days to permit appeals. Several par-
ties requested that the District Court extend the
stay. However, the District Court declined to
extend the stay, and on July 10, 2009, the GM
sale closed.

Analysis

The Sale Did Not Constitute an
Impermissible Sub Rosa Plan

The Second Circuit directly addressed the
Indiana Funds’ argument that the Chrysler sale
constituted an illegal sub rosa plan. Specifically,
the Court held that the Chrysler sale did not
constitute an impermissible sub rosa plan
“because it [did] not specifically ‘dictate’ or
‘arrange’ ex ante, by contract the terms of any
subsequent plan.”5 Further, the Court dismissed
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the Indiana Funds’ contention that the size of
the transaction (e.g., the sale of substantially all
assets) was dispositive on the sub rosa ques-
tion, stating that the “size of the transaction,
and the residuum of corporate assets, is, under
our precedent, just one consideration for the
exercise of discretion by the bankruptcy
judge(s), along with an open-ended list of other
salient factors.”6 Acknowledging that the
Chrysler sale had “inevitable and enormous
influence on any eventual plan of reorganization
or liquidation,” the Second Circuit nonetheless
found that this fact alone was insufficient rea-
son to disapprove the sale, holding that “a
363(b) sale may well be a reorganization in
effect without being [impermissible].”7

Finally, the Court held that the Chrysler sale
in no way upset the priority between creditors,
and affirmed Judge Gonzalez’s findings below
that “‘[n]ot one penny of value of the Debtors’
assets is going to anyone other than the
[secured creditors].’”8 Significantly, the Court
made clear that the planned distribution of equi-
ty in New Chrysler was wholly irrelevant to
whether the sale constituted an improper sub
rosa plan, holding that “all the equity stakes in
New Chrysler were entirely attributable to new
value – including governmental loans, new
technology, and new management – which
were not assets of the debtor’s estate.”9

Similarly, relying heavily on Judge Gonzalez’s
Chrysler decision, Judge Gerber in GM noted
that “the sub rosa plan contention was squarely
raised, and rejected [by the Second Circuit] in
Chrysler, which is directly on point and conclu-
sive [in GM].”10 Specifically, Judge Gerber
found that the proposed sale did not dictate the
terms of a plan of reorganization because it did
not attempt to dictate or restructure the rights
of GM’s creditors. Rather, in the Bankruptcy
Court’s opinion, the sale “merely brings in
value” and GM’s creditors “will thereafter share
in that value pursuant to a Chapter 11 plan
subject to confirmation by the Court.”11

Accordingly, Judge Gerber held that the GM

sale did not amount to a sub rosa plan of reor-
ganization, as none of the sub rosa factors were
present under the terms of the sale.

A Debtor May Sell Its Assets, Free and
Clear of Future Claims

With respect to the issue of whether Chrysler
was permitted to sell its assets free and clear of
future claims, the Second Circuit affirmed the
decision of the Bankruptcy Court below, but
declined to “delineate the scope of the
Bankruptcy Court’s authority to extinguish
future claims, until such time as we are present-
ed with an actual claim for injury . . . that is cog-
nizable under state successor liability law.”12

The Bankruptcy Court had overruled the objec-
tions raised by the tort and consumer victims,
and announced its view regarding the current
circuit split concerning a debtor’s ability to sell
assets free and clear of successor liability
under section 363(f) of the Bankruptcy Code.  

Judge Gonzalez held that the leading case
on the issue, In re Trans World Airlines, Inc.,13

“makes clear that such tort claims are interests
in property such that they are extinguished by a
free and clear sale under section 363(f)(5) and
are therefore extinguished by the [sale].”14

Further, Judge Gonzalez concluded that “in per-
sonam claims, including any potential state suc-
cessor or transferee liability claims against New
Chrysler, as well as in rem interest, are encom-
passed by section 363(f) and are therefore
extinguished by the [sale].”15

Likewise, Judge Gerber overruled the objec-
tions of the various tort, consumer and
asbestos victims who argued that section
363(f) of the Bankruptcy Code did not permit
GM to sell the assets free and clear of their
claims, including claims based on successor
liability. The Court began with an in-depth textu-
al analysis of the language of section 363(f)
and its use of the word “interest.” The Court
concluded that “interest” “means more than a
lien, but [the textual analysis] does not tell us
how much more.” The Court stated that
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“[n]either the Code nor interpretive aids tells us
how broadly or narrowly – in the particular con-
text of section 363(f) – “interest in property”
should be deemed to be defined.”16

Judge Gerber considered the applicable
caselaw on successor liability, and noted that,
while national caselaw was split in this area, the
caselaw in the Second Circuit and the
Southern District of New York was not split.
Judge Gerber stated that, in Chrysler, Judge
Gonzalez expressly considered and rejected the
efforts to impose successor liability, and noted
“a hugely important additional fact”: the Second
Circuit, after hearing extensive argument on the
issue, affirmed Judge Gonzalez’s Chrysler order
“substantially for the reasons stated in the opin-
ion below.”17 Citing to principles of stare deci-

sis and the fact that the “claims sought to be
preserved here are identical to those in
Chrysler,” Judge Gerber held that GM could
sell its assets free and clear of successor 
liability claims.18

The GM Court Rejected an Effort to
Recharacterize Treasury’s Prepetition
Loans 

The Bankruptcy Court also rejected the argu-
ment that some or all of the U.S. Treasury’s
prepetition loans to GM should be recharacter-
ized as equity on the basis that the lenders
never intended to be repaid and sought instead
to convert those loans to equity in New GM.
Judge Gerber applied the standard he set forth
in Adelphia Communications Corp. v. Bank of
America (In re Adelphia Communications
Corp.),19 which enumerated an eleven-factor
test to determine whether debt should be
recharacterized. 

Applying the Adelphia test to the facts pre-
sented, the Bankruptcy Court found, inter alia,
that GM was inadequately capitalized at the
time the U.S. Treasury extended the loans to
GM, that GM could not obtain financing from
outside lending institutions, and that the record
did not show the presence of a sinking fund to
provide for repayment of the loans in question –
three of the eleven factors arguing in favor of
recharacterization. 

However, the Court determined that, “[o]f
the remainder, every single factor supports find-
ing that this was genuine debt.”20 In particular,
the Court found that the transaction was (i) fully
documented as a loan, (ii) constituted secured
debt, (iii) included intercreditor agreements to
address priority issues with other secured

lenders, (iv) had interest and maturity terms and,
significantly, (v) had separate equity features
which provided for warrants to accompany the
debt instruments. Judge Gerber concluded that
recharacterization was inappropriate and held
that, as a matter of law, the U.S. Treasury’s
prepetition loans to GM constituted debt.

Additionally, Judge Gerber rejected the con-
tentions that the U.S. Treasury’s prepetition
loans to GM should be equitably subordinated
because Treasury had acted inequitably by
extending billions of dollars in prepetition loans
to GM. The Court found that the U.S. Treasury
had not acted inequitably in any way, that no
harm had been done to GM’s creditors, and
that treating the U.S. Treasury as a lender was
consistent with the Bankruptcy Code. Further,
Judge Gerber noted that the U.S. Treasury’s
“efforts to ensure that [GM creditors and
employees] were not throwing their money
away in a useless exercise, and were expecting
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GM to slim down so it could survive without
governmental assistance, are hardly inequitable;
they were common sense.”21

A Dissenting Individual Lender May Not
Have Standing to Object to a Sale
Supported by the Agent

The Indiana Funds, members of a bank group
that provided prepetition secured financing to
Chrysler, challenged the release of their liens
pursuant to § 363(f)(2), on the basis that the
Indiana Funds did not consent to the release of
their liens. Under § 363(f)(2), assets sold in a
section 363(b) sale may be sold free and clear
of any interest, including liens, when the entity
holding such interest consents to the sale. 

The Second Circuit agreed with the
Bankruptcy Court’s ruling below that, although
the Indiana Funds did not themselves consent
to the release, consent was validly provided by
the collateral trustee, who had authority to act
on behalf of all lenders to Chrysler’s syndicated
loan. 

Specifically, the Second Circuit found that,
upon Chrysler’s entering bankruptcy, the collat-
eral trustee had “the power to take any action
necessary to realize upon the collateral –
including giving consent to the sale of the col-
lateral free and clear of all interests under
§ 363” and, further, that the collateral trustee
“could take such action only at the direction of
the lenders’ agent, and the agent could only
direct the trustee at the request of the lenders
holding a majority of Chrysler’s debt.”22

Finding that each of these conditions had
been met, the Second Circuit held that, “under
the terms of the various agreements, the minori-
ty lenders [e.g., dissenting lenders such as the
Indiana Funds] could not object to the trustee’s
actions . . . ” as such lenders, including the
Indiana Funds, “effectively ceded to an agent
the power to consent to such a sale; the agent
gave consent; and the [lenders, including the
Indiana Funds,] are bound.”23

Conclusion

Although the facts of the Chrysler and GM
bankruptcies were remarkable, the Courts’
respective analyses of Chrysler and GM’s
assets sales were rooted firmly in the well-
established precedent of the Second Circuit
and Southern District of New York. We expect
the two Bankruptcy Court opinions, and partic-
ularly the Second Circuit opinion in Chrysler, to
serve as the standard by which all assets sales
in the Second Circuit (and possibly throughout
the United States) are measured.
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Bankruptcy Court
Addresses SPEs’ Rights to
Chapter 11 in General
Growth Properties
By Jonathan Canfield

Last month, in a significant ruling in the General
Growth Properties, Inc. (“GGP”) bankruptcy
case, the United States Bankruptcy Court for
the Southern District of New York denied
motions to dismiss, as bad faith filings, the
bankruptcy cases of 20 purported bankruptcy-
remote special purpose entity (“SPE”) sub-
sidiary debtors.1

The ruling is significant in two main respects:
the Court (1) made clear that the bankruptcy-
remote nature of SPEs means exactly that – the
possibility of bankruptcy, while remote, is possi-
ble, and (2) held that when assessing the pos-
sibility of a bankruptcy filing, directors of SPEs

may consider whether a bankruptcy filing would
be in the best interests of the integrated group
to which it belongs, rather than considering only
the need of the individual SPE. 

This holding serves as a stark reminder to
lenders that “bankruptcy remote” does not
mean “bankruptcy proof” and the steps taken to
make SPEs bankruptcy remote do not prevent
them from filing for bankruptcy. This could raise
the likelihood of significant increases in bank-
ruptcy filings, particularly with respect to real
estate companies that hold their assets in proj-
ect-level special purpose entities.

Background

GGP is a publicly-traded real estate investment
trust, and the ultimate parent of approximately

750 subsidiaries and affiliates. On April 16,
2009,2 360 entities in the GGP group, includ-
ing 166 project-level subsidiaries (collectively,
the “Debtors”), voluntarily filed for protection
under Chapter 11 of the Bankruptcy Code, cit-
ing the need “to restructure its finances and
deleverage its balance sheet because the col-
lapse of the credit markets have made it impos-
sible to refinance its maturing debt outside of
Chapter 11.”3 The Chapter 11 filing constituted
the largest real estate bankruptcy filing in
United States history.

The Motions to Dismiss

Shortly after the bankruptcy filing, lenders and
special servicers filed five motions to dismiss
the bankruptcies of certain project-level or mez-
zanine-level Debtors. The movants requested
the Court dismiss the cases of various project-
level subsidiaries (the “Project-Level
Subsidiaries”) as bad faith failings. The Project-

Level Subsidiaries were structured as bankrupt-
cy remote SPEs, which meant their operating
agreements required them to maintain corpo-
rate separateness, maintain independent direc-
tors, and take other steps to avoid the risk of a
voluntary or involuntary Chapter 11 filing.

The movants asserted that the bankruptcies
of certain of the SPEs were filed in bad faith,
without any reorganizational purpose, and mere-
ly to gain leverage in litigation. The movants
raised four specific arguments that they claimed
pointed to a bad faith filing: (1) the Project-
Level Subsidiaries were current on their obliga-
tions and not experiencing any immediate or
imminent financial problems; (2) there were no
attempts made by the Project-Level
Subsidiaries to renegotiate the terms of their
respective loans with the relevant lenders;
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(3) the Debtors improperly replaced certain
independent directors of the Project-Level
Subsidiaries on the eve of bankruptcy; and
(4) since the Project-Level Subsidiaries were
created as bankruptcy-remote SPEs, the finan-
cial distress of each Project-Level Subsidiary
should have been analyzed separately.

In response, the Debtors argued that their
decision to take the Project-Level Subsidiaries
into bankruptcy was based on their reasonable
business judgment and made on the advice of
sophisticated financial, restructuring, and legal
experts.4 The Debtors argued that the financial
difficulties of GGP as the parent entity, coupled
with the fact that nine loans at various other
project-level debtors had already matured and
could not be refinanced, justified filing the
Project-Level Subsidiaries as an integrated
group. 

According to the Debtors, the Project-Level
Subsidiaries stood little to no possibility of refi-
nancing their debt outside of bankruptcy as
their respective loans matured and became
due. This, in turn, would result in large principal
payments due in the next one to four years,
which the Project-Level Subsidiaries could not
afford to repay.

The Court Rejected the Motions to
Dismiss

In denying the motions to dismiss as bad faith
filings, the Court held that the movants had
failed to establish either objective or subjective
bad faith on the part of the Debtors. 

Although the overarching issue at the center
of the Court’s decision was whether the filings
of the solvent Project-Level Subsidiaries were
made in bad faith, some of the most interesting
dialogue in evaluating the bankruptcy filings
came during the Court’s “interests of the
group” discussion. Bankruptcy Judge Gropper
dismissed the movants’ argument that he
should evaluate the financial distress of the
Project-Level Subsidiaries separately and indi-

vidually, and instead found that, because the
GGP group acted as an integrated whole, the
Project-Level Subsidiaries did not act in bad
faith in filing for bankruptcy. 

The Court held that GGP’s decision to file
the Project-level Subsidiaries was made in
good faith because the Project-Level
Subsidiaries were crucial to GGP’s reorganiza-
tion. Indeed, the Court found that the interests
of the parent companies must be taken into
account, and that “a judgment on an issue as
sensitive and fact-specific as whether to file a
Chapter 11 petition can be based in good faith
on consideration of the interests of the group
as well as the interests of the individual
debtor.”5

With respect to the removal and replace-
ment of independent directors, the Court con-
cluded that the Project-Level Subsidiaries were
justified in doing so because the independent
managers did not have any expertise in the real
estate business and were replaced by sea-
soned individuals who could commit significant
time to the restructuring challenges facing the
Project-Level Subsidiaries. Likewise, the inde-
pendent directors did not have a duty to keep
the Project-Level Subsidiaries from filing for
bankruptcy protection.6

The Court stated that the Bankruptcy Code
does not require “any particular degree of finan-
cial distress as a condition precedent [to a
Chapter 11 filing].”7 Therefore, it was not sur-
prising that the Court declined to hold that a
debtor is not in financial distress and cannot file
a Chapter 11 petition if its principal debt is not
due within one, two or three years.8 Further, the
Court held that the Debtors had a good-faith
belief that the credit markets would not improve
enough to allow the Project-Level Subsidiaries
to refinance their debt before the large principal
payments became due.9 The Court stated that
the Bankruptcy Code encourages early bank-
ruptcy filings by debtors, since doing so
enables creditors to have an ability to maximize
their recoveries.10
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Lastly, the Court was unmoved by the
movants’ arguments that the Project-Level
Subsidiaries failed to negotiate with the relevant
lenders before filing for bankruptcy. The
Project-Level Subsidiaries had reasonably
anticipated the inability and unwillingness of the
lenders to refinance or modify the terms of the
existing loans.11

The Importance of the Decision

The ruling by the Court virtually eliminates the
notion that may have taken hold in recent years
that, by creating bankruptcy remote SPEs,
lenders could avoid the risk of their borrowers
filing for bankruptcy. As a result of this decision,
core bankruptcy remoteness protections that
have traditionally been built into real estate (and
other types of commercial mortgage-backed
securitization) documentation may have little or
no effect in forestalling the bankruptcy filing of
an SPE, if the bankruptcy of that SPE is in the
interests of the integrated group. However, the
separateness of these entities should provide
creditors with some protection.

Endnotes
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8   Id. at 26.
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Spotlight on Sotomayor
Second Circuit Bankruptcy
Rulings
By Mathew Goldstein

On Thursday, August 6, 2009, the United
States Senate confirmed Justice Sonia
Sotomayor to the Supreme Court of the
United States. As a former Judge on the Court
of Appeals for the Second Circuit, Judge
Sotomayor’s jurisprudence includes a number
of decisions involving noteworthy bankruptcy
cases. This article provides a brief survey of
these decisions. While the cases before her
covered a broad range of bankruptcy issues,
as a group, Judge Sotomayor’s Second Circuit
bankruptcy rulings show a judge willing to
grant wide scope to the jurisdiction of the
Bankruptcy Court and the provisions of the
Bankruptcy Code.

In re Worldcom, Inc. 1

During the Worldcom bankruptcy case, the
Securities and Exchange Commission (“SEC”)
settled certain claims that it had brought
against the debtors (“Worldcom”) under a set-
tlement that required Worldcom to pay a
penalty of $750 million for the violation of cer-
tain securities laws. The Bankruptcy Court
approved the settlement, noting the support of
the official committee of unsecured creditors
(the “Worldcom Creditors’ Committee” or
“Committee”). 

After Worldcom emerged from bankruptcy,
the SEC sought the district court’s approval to
distribute Worldcom’s settlement payment to
defrauded investors pursuant to a distribution
plan, as mandated by the “Fair Fund provision”
of the Sarbanes-Oxley Act of 2002 (the
“Distribution Plan”). Because the Distribution
Plan lacked sufficient funds to fully compen-
sate all of the victims of Worldcom’s securities



fraud, the Distribution Plan excluded investors
that had recovered thirty-six cents or more on
the dollar under the Chapter 11 reorganization
plan or through the sale of their securities, and
investors that made a net profit through the
trading of their securities during the period in
which the fraud occurred. The district court
approved the Distribution Plan. The Worldcom
Creditors Committee appealed, challenging the
plan’s favoring of shareholders over other credi-
tors, as well as the exclusion of certain credi-
tors from the plan.

The Worldcom Creditors’ Committee was
not a party to the proceedings before the dis-
trict court nor a signatory to the SEC settle-
ment. However, because the Committee had a
“plausible affected interest” in the outcome of
the appeal, Judge Sotomayor granted the
Committee nonparty standing to pursue the
appeal.2 In its appeal, the Committee argued
that the Distribution Plan’s exclusion of certain
creditors on account of their prior recoveries
wrongfully upset the Bankruptcy Code’s priority
scheme whereby creditors recover ahead of
shareholders. This result threatened to “under-
mine time-honored principles of the Bankruptcy
Code, . . . a result Congress could not have
intended.”3

Judge Sotomayor, writing on behalf of a
unanimous Second Circuit Court of Appeals,
rejected the Committee’s contentions on
appeal, and found that the district court did not
abuse its discretion in approving the Distribution
Plan.4 Judge Sotomayor recognized that “there
is a tension between the priority assigned to
claims under the Bankruptcy Code and the Fair
Fund provision, which empowers the SEC to
distribute funds among injured investors outside
the bankruptcy proceeding.”5 Yet there was “no
indication in the Fair Fund provision” of the
Sarbanes-Oxley legislation that required the
SEC to follow the Bankruptcy Code’s claim pri-
orities when developing a distribution.6 As a
result, Judge Sotomayor concluded, “it is not

our role to mitigate this tension,” therefore, the
district court’s approval of the Distribution Plan
was not an abuse of its discretion.7

In re Millenium Seacarriers, Inc. 8

In a “putative clash between bankruptcy law
and admiralty law,” Judge Sotomayor sought to
clarify the scope of a bankruptcy judge’s juris-
diction to administer a debtor’s maritime
assets.9 Millenium Seacarriers (“Millenium” or
the “Debtor”) was a holding company for vari-
ous vessel-owning subsidiaries. During its
Chapter 11 case, Millenium sought to sell sub-
stantially all of its assets to its secured lenders
free and clear of liens pursuant to section 363
of the Bankruptcy Code. Certain parties in
interest objected to the sale, claiming they held
maritime liens arising from unpaid Liberian ton-
nage taxes, pursuant to the Ship Mortgage Act.10

The maritime lienholders argued that,
according to the traditional tenets of admiralty
law, only an admiralty court can deliver a vessel
free and clear of maritime liens.11 Furthermore,
the objecting parties asserted that, because the
vessels had been arrested in foreign ports, they
were outside the in rem jurisdiction of the dis-
trict court. Because the Bankruptcy Court’s
jurisdiction is derivative of the jurisdiction of the
district court, and the district court’s jurisdiction
did not extend to the vessels, the objecting par-
ties argued that the Bankruptcy Court had no
authority to authorize a sale of the vessels “free
and clear” of liens.12

In addressing the “complex question of the
scope of bankruptcy jurisdiction when the
debtor’s estate consists of maritime assets,”
Judge Sotomayor, writing for a unanimous
court, reasoned that jurisdiction over an in rem
suit against a vessel, brought for the purpose of
quieting title to the vessel, resides exclusively
within the province of Article III courts sitting in
admiralty.13 However, in this case, the objecting
lienors had actively litigated their maritime liens
before the Bankruptcy Court, and had therefore
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submitted voluntarily to the Bankruptcy Court’s
jurisdiction. Thus, the lien holders had consent-
ed to the Bankruptcy Court’s equitable jurisdic-
tion to adjudicate and extinguish their liens.14

In resolving only the “narrow question” of
whether a Bankruptcy Court may adjudicate
maritime liens where the lienors voluntarily sub-
mit to its jurisdiction, Judge Sotomayor recog-
nized that the decision “does not answer the
question of whether the Bankruptcy Court
could have expunged the vessels of . . . liens
had it not had jurisdiction over the lienors.”15

Accordingly, those who utilize a bankruptcy pro-
ceeding to purchase maritime assets from a
debtor’s estate should be aware that they “take
a calculated commercial risk that they have not
received clean title.”16

In re Adelphia Commc’ns Corp. 17

In Adelphia, an official committee of equity
security holders appointed in the debtors’
Chapter 11 cases (the “Equity Committee”)
received derivative standing to pursue certain
claims on behalf of the debtors’ estates against
the debtors’ bank lenders and investment
banks. The Bankruptcy Court subsequently
confirmed the debtors’ plan of reorganization
that provided for, among other things, the trans-
fer of certain of the debtors’ claims – including
those asserted by the Equity Committee on
behalf of the debtors’ estates – to a litigation
trust managed by appointees of the unsecured
creditors committee. Recoveries by the trust
would first be paid to unsecured creditors who
had not realized the full value of their claims, and
remaining funds (if any) would be distributed to
shareholders.

The Equity Committee objected to the trans-
fer of its derivative claims, arguing that the liti-
gation trust lacked incentive to maximize the
value of those claims. The Equity Committee
argued that the trustees might quickly resolve
litigation in order to satisfy creditors’ senior
claims, instead of pursuing larger recoveries

that potentially could be of value to sharehold-
ers.18 The Equity Committee’s objections were
overruled, their appeal was dismissed by the
district court, and the district court’s judgment
was affirmed by the Court of Appeals for the
Second Circuit.

In dismissing the Equity Committee’s appeal,
Judge Sotomayor ruled that a Bankruptcy Court
may withdraw a committee’s derivative standing
and transfer the management of its claims, even
in the absence of that committee’s consent, if
the court concludes that such a transfer is in
the best interests of the bankruptcy estate.19

Judge Sotomayor, writing for the majority,
emphasized that “it is the court’s role – and not
that of a derivative plaintiff – both to oversee
the litigation and to check any potential for
abuse by the parties.”20

The debtors’ plan of reorganization required
that the litigation trust maximize the value of the
transferred claims, and that the trustees would
be liable in the event of violation of their fiduci-
ary duties. The Bankruptcy Court had conduct-
ed an analysis of the costs and benefits of the
Equity Committee’s continued management of
the claims and found that the debtors’ plan to
transfer the claims served the best interests of
the estate.21 Given the “debtor’s central role in
handling the estate’s legal affairs,” the
Bankruptcy Court’s approval of the plan to trans-
fer the claims to the litigation trust was not
unreasonable.22

Judge Sotomayor sought to “place in con-
text” the role of the derivative plaintiff, vis-à-vis
the Court and the debtor. In doing so, Judge
Sotomayor stated that the derivative plaintiff
“serves ‘with the approval and supervision of a
Bankruptcy Court’ and shares the ‘labor’ of liti-
gation with the debtor-in-possession . . . how-
ever, it does not usurp the central role of the
court or debtor in overseeing and managing the
estate’s legal claims.” 23
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In re Bd. of Directors of Telecom
Argentina, S.A. 24

Argentinean telecommunications company
(“Telecom”) filed a petition to commence a U.S.
bankruptcy case ancillary to a foreign proceed-
ing pursuant to former section 304 of the
Bankruptcy Code (repealed effective October
17, 2005). Telecom’s petition sought to give full
force and effect to a privately negotiated
restructuring plan approved under Argentinean
insolvency law and known as an acuerdo pre-
ventivo extrajudicial (“APE”). The APE modified
Telecom’s obligations to its multinational bond
holders, including investors located in the
United States. 

After finding that the U.S. investors were
afforded an adequate opportunity to vote on
and object to the restructuring plan in the

Argentine insolvency proceedings – though
they chose not to do so – the U.S. Bankruptcy
Court confirmed the petition.25 A creditor of
Telecom, Argo Fund Ltd. (“Argo”), challenged
the petition and appealed to the district court.
The district court affirmed the Bankruptcy
Court’s ruling and Argo then appealed to the
Court of Appeals for the Second Circuit. Judge
Sotomayor, writing on behalf of a unanimous
court, rejected Argo’s arguments and affirmed
the judgments of the district court and
Bankruptcy Court.

Argo’s challenge contended that the
Argentine proceedings violated U.S. public poli-
cy considerations. First, Argo asserted that,
pursuant to the Trust Indenture Act (“TIA”), the
rights of holders of bonds issued under a quali-
fied indenture are protected from majority-

imposed impairment. Since Telecom proposed
to restructure the rights of U.S. bond holders
without their consent, the APE violated the TIA
and should not have been given effect. Second,
Argo claimed that, unless a foreign proceeding
provided a “best interests of creditors” require-
ment analogous to the protections found in
section 1129(a)(7) of the Bankruptcy Code, the
foreign reorganization should not be entitled to
comity.

In ruling on Argo’s first argument, Judge
Sotomayor, writing for the majority, stated that
TIA protections do not apply to the restructur-
ing of bonds under bankruptcy law, and since
section 304 is part of U.S. bankruptcy law, a
Bankruptcy Court may grant enforcement of
foreign insolvency proceedings that restruc-
tured TIA-protected bonds.26 Holding otherwise
would “turn the principle of comity on its head,”

and “fail to promote” the “‘friendly intercourse
between the sovereignties’ particularly neces-
sary in bankruptcy proceedings.”27

With respect to Argo’s second contention,
that comity requires the foreign jurisdiction to
have a standard similar to the “best interest of
creditors” standard, Judge Sotomayor stated,
“[c]omity . . . does not require that foreign pro-
ceedings afford a creditor identical protections
as under U.S. bankruptcy law,” and the amount
of a distribution in a foreign insolvency pro-
ceeding need not be equal to the amount the
creditor might have received in a U.S. proceed-
ing.28 On the contrary, Judge Sotomayor rea-
soned, there is a “longstanding recognition that
foreign courts have an interest in conducting
insolvency proceedings concerning their own
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domestic business entities.”29 Courts must be
mindful that section 304 review should be
“guided by what will best assure an economical
and expeditious administration of insolvency
proceedings.”30

In re Bethlehem Steel Corp. 31

In Bethlehem Steel, a former employee of the
Chapter 11 debtors sought an administrative
claim for certain payments incident to his post-
petition termination. The Bankruptcy Court
denied the employee’s claim for administrative
priority, reasoning that the debtor’s obligations
to the employee were for services rendered
prepetition. Judge Sotomayor affirmed the judg-
ments of the district court and the Bankruptcy
Court, finding that a debtor’s obligation to a for-
mer employee in connection with early termina-
tion is only an administrative expense if the
debtor received the consideration for the obli-
gation after the commencement of bankruptcy
proceedings. 

Unlike severance payments, which are com-
pensation for hardships associated with dis-
missal and therefore “earned” at the time of ter-
mination, a benefit earned over the course of
prepetition employment is not an “expense of
preserving the estate” under the Bankruptcy
Code.32 Regardless of when a debtor’s obliga-
tion to pay benefits incident to termination aris-
es, if the payment represents an acceleration of
benefits accrued over the course of prepetition
employment, it is not an expense attributable to
the postpetition administration of the debtors
estate.33

Judge Sotamayor’s work on bankruptcy
cases affords a small window into her likely
bankruptcy views as Justice Sotamayor. She
has typically written pragmatic opinions, taking
an expansive view of the role of the Bankruptcy
Courts and the parameters of the Bankruptcy
Code.  
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Strategies for Distressed
Gaming Entities (Part 2)
By Scott J. Greenberg, Michael J. Cohen and
Joseph V. Zujkowski

Part One of this article, published in the last
edition of the Restructuring Review, examined
recent developments in the gaming industry,
focusing on strategies employed by gaming
companies to increase liquidity and avoid insol-
vency. Part Two focuses on how potential buy-
ers can use the bankruptcy process to pur-
chase gaming facilities, free and clear of prior
liens, and describes certain complications
inherent in the acquisition of this type of asset.

Acquiring Gaming Facilities through
Chapter 11

Sale Process

In light of current distressed market conditions,
and assuming parties cannot effectuate the out-
of-court solutions discussed in the first part of
this article, an increasing number of gaming
facilities appear to be headed for the auction
block in bankruptcy cases. Chapter 11 offers
two primary procedural alternatives for a debtor
to sell substantial assets. Assets may be sold
as part of a reorganization plan under section
1129 of the Bankruptcy Code, so long as the
required votes for plan approval are obtained. In
the alternative, section 363(b) of the
Bankruptcy Code generally allows the debtor to
sell property of the estate outside the ordinary
course of business. Notably, sales under sec-
tion 363 of the Bankruptcy Code can occur
prior to the filing or confirmation of a plan of
reorganization.1

Assets may be sold under section 363(b) of
the Bankruptcy Code at either a public or pri-
vate sale.2 In deciding whether to approve a
proposed sale under section 363, courts gen-
erally examine whether the sale is consistent
with the debtor’s sound “business judgment.”3

The debtor is not bound to accept the highest
offer if other factors – such as more favorable
payment terms or a potential bidder’s doubts
about its ability to finance the purchase – sug-
gest that accepting a lower offer is prudent.4

Pursuant to section 363(f) of the Bankruptcy
Code, sales may be made free and clear of a
third party’s “interest” in the asset without the
third party’s consent. While the Bankruptcy
Code does not define “interest,” the majority
position, and the position of the Bankruptcy
Courts in New York and Delaware, is that the
term not only encompasses liens and other in
rem property interests but also includes other
obligations that “may flow from ownership of
the property.”5 Under section 363(f), property
will be transferred free of a third party’s interest
if the debtor provides adequate protection, and
if (i) non-bankruptcy law permits such a sale;
(ii) the debtor or trustee receives the consent of
the third party; (iii) the third party’s interest is a
lien and the purchase price exceeds the value
of all liens on the property; (iv) the third party’s
interest is subject to a bona fide dispute; or
(v) the third party could be compelled, in a legal
or equitable proceeding, to accept a monetary
settlement.6

In permitting a free and clear sale without
third-party consent, courts have required that
the third party’s interest attach to the proceeds
of the sale. This authorization reflects Congress’s
statutory intent to facilitate asset sales in bank-
ruptcy cases while recognizing the validity of
secured interests in the debtor’s property.7

Credit Bidding

As gaming companies seek the protection of
Chapter 11, secured lenders must seriously
consider whether to take title to their collateral.
Secured creditors can do so most efficiently
through section 363(k) of the Bankruptcy
Code, which permits a secured creditor to
“credit bid” for any asset on which it has a lien
that is being sold in bankruptcy, with court
approval. 
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Section 363(k) allows a secured creditor’s
interest in an asset to serve as a benchmark for
other bids and protects that creditor from a sale
at a price less than the amount of the lender’s
secured claim. The majority view is that the full
amount of any allowed claim may be credit bid
under section 363(k).8 Moreover, Courts have
held that credit bids are equivalent to cash on a
dollar-for-dollar basis.9

The recent proposed sale of the Tropicana
Atlantic City Casino & Resort provides a good
example of the credit bidding process at work.
Tropicana’s Atlantic City facility had been man-
aged by a state-appointed conservator since
New Jersey authorities revoked the facility’s
gaming license in 2007. At the end of March
2009, a group of Tropicana’s secured lenders,
headed by financier Carl Icahn, reached an
agreement with the conservator to place a

$200 million “stalking horse” credit bid in a
future auction to be presided over by a
Bankruptcy Court under section 363. The Icahn
group held a $1.4 billion mortgage on the facility.

The entity controlling the facility subsequent-
ly filed for bankruptcy protection in New Jersey
on April 29, 2009. Less than two weeks later,
the Bankruptcy Court approved the stalking
horse credit bid and the bidding procedures
and scheduled an auction of the facility during
which the Icahn group’s credit bid would be
compared against other proposals. After no
other proposals materialized, the Bankruptcy
Court approved the sale to Icahn group on June
12.10 Icahn Capital LP has also agreed to pro-
vide $150 million in “exit financing” to allow
Tropicana Entertainment LLC (the parent com-
pany of the Atlantic City facility) and its affiliated
debtors to emerge from a separate Chapter 11
bankruptcy filed in Delaware in May 2008.

Acquisition Structure, Gaming
Regulation and Licensing Compliance

State licensing requirements for gaming facility
operators provide a critical overlay to any efforts
to purchase or sell gaming assets in and out of
Bankruptcy Court.

State Law Licensing Requirements

Parties interested in acquiring gaming facilities,
through either an out-of-court asset sale or in
connection with a section 363 sale in bankrupt-
cy, must be familiar with the applicable state
law licensing requirements that pertain to gam-
ing facility operators. The laws of states in
which organized gambling is permitted subject
all gaming license applicants to a “suitability”
analysis.11 The suitability analysis, which gener-
ally involves a detailed evaluation of the appli-

cant’s financial statements and a background
check of its officers and directors, often takes
several months, making a quick acquisition of a
gaming facility, either through a bankruptcy
case or out-of-court sale, nearly impossible. 

However, the Nevada Gaming Control Board
recently announced plans to create a new entity
to streamline review of “applications and ancil-
lary processes for approval to bring gaming
licensees out of bankruptcy.”12 While the ability
of this new entity to expedite the licensing
process in Nevada remains untested, its cre-
ation reflects recognition by gaming authorities
of the challenges that current market conditions
impose on the existing regulatory structure.

Corporate Licensees

Although the statutory factors governing a suit-
ability analysis vary considerably by state, the

Credit Bidding protects a secured creditor from a sale at a price less
than the amount of the lender’s secured claim.
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analysis becomes further complicated in every
jurisdiction when the applicant (or in certain
cases, the entity controlling a certain percent-
age of the applicant) is a public or private cor-
poration, limited partnership or other type of
corporate entity.13 In addition, unlike a private
party that likely has a core gaming business
already subject to suitability analysis, lenders
that are forced to take equity in lieu of cash are
likely unfamiliar with, or less willing to subject
themselves to, the rigors of a suitability review.

Nevada gaming law is illustrative of the com-
plications inherent in a corporate entity’s appli-
cation for a gaming license. Under Nevada law,
all officers and directors of any private gaming
corporation that “holds or applies for a state
gaming license” must be individually licensed
and, therefore, individually subject to the state’s
suitability analysis.14 The Nevada Gaming
Commission may also mandate that “all individ-
ual stockholders, lenders, holders of evidence
of indebtedness, underwriters, key executives,
agents or employees” of a private corporation
be individually licensed if such a mandate
serves the public interest.15 Similar individual
licensing requirements apply to the general and
limited partners of a limited partnership; the
members, directors, and managers of a limited
liability company; and the officers and employ-
ees of holding and intermediary companies.16

Licensing and suitability requirements are
relaxed in some jurisdictions for publicly traded
corporations. Nevada law only requires the indi-
vidual licensing of all officers, directors and
employees of a publicly traded corporation
applying for, or holding, a gaming license which
the Nevada Gaming Commission determines
will play an “active and direct role” in gaming
operations.17

In the event a licensed gaming entity
becomes “owned in whole or in part” by a pub-
lic company, Nevada requires the public com-
pany to register with the Nevada Gaming
Commission and provide the Nevada Gaming

Control Board with information, including the
financial structure of the public company, the
names of all officers, directors and any employ-
ees engaged in the administration or supervi-
sion of the activities of the gaming licensee
subsidiary, and the names, addresses and num-
ber of shares held by holders of its equity secu-
rities.18 In addition, any holder of more than
10% of any class of voting securities of the
public corporation must apply to the Nevada
Gaming Commission for a finding of suitability.19

In contrast to Nevada, New Jersey gaming
law does not distinguish between publicly trad-
ed and private corporations, and requires all
corporations applying for a gaming license to
disclose the names and criminal histories of all
directors, officers and principal employees, the
equity holdings in the corporation of all direc-
tors and officers, and a description of officer
and director salaries and profit-sharing arrange-
ments.20

Acquisition Vehicles

Corporate entities interested in acquiring a
gaming facility – without subjecting their direc-
tors and officers to a suitability analysis –
should explore the possibility of creating an
acquisition vehicle to complete the transaction.
One option would be to establish a new com-
pany that would acquire a facility’s title and
assets (the “PropCo”). The PropCo would then
lease the facility to a second new company (the
“OpCo”) for a fixed rent. As only the OpCo
would be responsible for the management for
the facility, the suitability analysis should be lim-
ited to this entity. However, revenue flowing
from the OpCo to the PropCo and up to the
parent organization would be limited to rent
payments, therefore, the parent organization
would have no direct interest in gaming profits.

Another alternative to limit exposure to a
suitability analysis could be to structure the
acquisition of a gaming facility through a “blind
trust.” In this scenario, a corporate entity that
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acquired a gaming facility would exchange its
interest in the facility for shares of common
stock in a corporate trust. The suitability inquiry
would be limited to a review of the trust agree-
ment and the background and qualification of
any trustees. 

However, restrictions on trust earnings
would be necessary to create the required
degree of separation between the trust and its
corporate shareholder. The corporate share-
holder would also have to delegate all manage-
ment decisions to the newly licensed trustees.
As with an OpCo-PropCo structure, the parent
company would retain the right to profit from a
future sale of its interest in the trust.

In those jurisdictions where suitability
requirements for publicly traded companies are
relaxed, an acquisition could also be structured
through the creation of a new public company.
Any bid contingent on the creation of a new
public company would require state authoriza-
tion allowing the new company to file registra-
tion documents with the SEC within a specified
period following closing of the sale. 

In Nevada, where the holders of a specified
percentage of a public company’s stock would
be subject to a suitability examination, the new
corporate charter would void any incremental
stock held by a single beneficial owner exceed-
ing the suitability threshold. While establishing
a public company is both costly and complex,
such cost and effort may be justified by the
licensing benefits described above. 

Conclusion

Most industry experts predict no meaningful
recovery in the American gaming industry until
at least 2010, and even that estimate appears
modest. In the coming months, investors in
gaming companies should study efforts made to
generate cash and increase liquidity, recognize
and evaluate opportunities to participate in debt
exchanges, and carefully consider proposed
modifications to credit agreements. In addition,

those parties with interests secured by gaming
facilities should understand how section 363 of
the Bankruptcy Code guarantees their right to
meaningfully participate in any sale of the facility
following a Chapter 11 filing by a credit bid.
However, these parties must also consider
state law licensing requirements, which can
complicate the acquisition of gaming facilities,
and become familiar with the various acquisition
vehicles that may offset such complications.
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