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Debtor Should Consider Whether Creditor Has 
Set-Off Rights before Rejecting Executory Contracts
by Jason Stratmoen

In CDI Trust v. U.S. Electronics, Inc. (In re Communications Dynamics, Inc.),1 the United
States Bankruptcy Court for the District of Delaware addressed the issue of whether a
rejection damages claim is subject to setoff against a pre-petition debt owed by the cred-
itor to the debtor. The Court found that a rejection damages claim should be treated as if
it arose pre-petition, and that the provisions of section 553 permitted, rather than pre-
vented, the setoff of the rejection damages claim against the pre-petition debt. 

Background

Communications Dynamics, Inc. (“CDI”) and its subsidiary, US Electronics, Inc. (“USE
Delaware”), entered into an asset purchase agreement (the “APA”) with USE Acquisition,
LLC (n/k/a ICX). Under the APA, ICX purchased selected business assets of USE
Delaware in exchange for $20 million in cash and two notes (the “USE Notes”) in the
face amount of $5 million. Less than two weeks later, ICX, CDI and another of CDI’s sub-
sidiaries, TVC Communications (“TVC”), executed a distribution agreement (“Distribution
Agreement”) wherein TVC obtained the exclusive rights to market, and committed to buy
a minimum amount of, the product manufactured by ICX. Under the Distribution
Agreement and the USE Notes, ICX gave TVC a 25 cent discount per unit sold, and this
discount was credited against the principal due by ICX under the USE Notes. 

Roughly four months after the two transactions, CDI and several of its affiliates, including
TVC (collectively, the “Debtors”), filed voluntary petitions for chapter 11 protection. The
Debtors rejected the Distribution Agreement with ICX after ICX expressed concerns
regarding TVC’s ability to comply with the Distribution Agreement and the size of the
cure payment (approximately $1.3 million). Ultimately, ICX filed a secured proof of claim
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of roughly $4.8 million and an unsecured proof
of claim of approximately $10.1 million for its
rejection damages. ICX stated that the secured
claim corresponded to the portion of rejection
damages subject to setoff against the amount it
owed on the USE Notes.  

Pursuant to the Debtors’ plan of reorganiza-
tion, the Debtors transferred certain property
and rights to the CDI Trust (the “Trust”), includ-
ing the USE Notes, to collect and distribute to
creditors. The Trust filed an adversary proceed-
ing against ICX seeking, among other things, a
declaratory judgment that ICX had no right of
setoff against the USE Notes under the
Bankruptcy Code. The Trust argued, among
other things, that rejection damages may not be
treated as a pre-petition claim and cannot be
offset against a pre-petition debt owed to the
debtors as a matter of law. The Trust based its
legal position on the Bankruptcy Court for the
Southern District of New York’s reasoning in In
re Delta Airlines, Inc.,2 which concluded that
the setoff provisions of the Bankruptcy Code
did not serve to enhance a creditor’s rights; and
therefore, a claim arising from a post-petition
rejection of a contract could not be setoff
against a pre-petition obligation owing to the
debtor.3 Alternatively, the Trust argued that even
if the rejection damages claim is a pre-petition
claim, the estate’s claim on the USE Notes is a
post-petition claim because payments due
under the Notes were not due until after the
petition date. ICX urged the Court to reject the
reasoning of Delta and to follow the commenta-
tors and courts that have concluded rejection
damages are pre-petition claims that may be
setoff against pre-petition debts.

The Legal Standard for Setoff 

Three provisions of the Bankruptcy Code are
relevant for purposes of rejection damages.
First, section 553 provides that the Bankruptcy
Code does not affect any right of a creditor to
offset a mutual debt owing by such creditor to
the debtor that arose before the commence-

ment of the case under the Bankruptcy Code
against a claim of such creditor against the
debtor that arose before the commencement of
the case. Second, section 365(g) states, in per-
tinent part, that the debtor’s rejection of an
executory contract constitutes a breach of such
contract immediately before the date of filing
the petition. Third, section 502(g) provides that
a claim arising from the rejection of an executory
contract shall be determined as though such
claim had arisen before the date of the filing the
petition. 

ICX argued that section 553 must be read in
conjunction with sections 365(g) and 502(g),
contrary to the reasoning in Delta. The Delta
Court concluded that section 553 unequivocally
precludes any other section of the Bankruptcy
Code from “affecting” the setoff rights a credi-
tor may have under state law as of the date of
the petition. Consequently, the Delta Court
found that sections 365(g) and 502(g), which
state that a rejection damages claim is deemed
a pre-petition claim, must not be considered in
determining whether such a claim may be offset
against a pre-petition debt under section 553.
ICX asserted that following Delta’s reasoning
would lead to absurd and unintended results. 

A Rejection Damages Claim Can Be
Treated As Pre-Petition and Is
Vulnerable to Setoff 

In agreeing with ICX, the Court in
Communications Dynamics rejected the rea-
soning of Delta, stating that the Delta Court’s
conclusion that section 553 does not allow the
setoff of rejection damages claims against pre-
petition debts is mere dicta. The Court explained
that, in Delta, the determination of whether the
rejection damages could be setoff against pre-
petition debts was not necessary, because the
court ultimately found that the purported rejec-
tion damages did not even constitute a claim.4

Additionally, the Court rejected the premise
of Delta’s holding that section 553 precluded
any other section of the Bankruptcy Code from
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“affecting” a creditor’s setoff rights under state
law as of the petition date.5 The Delta Court
concluded that sections 365(g) and 502(g),
which provide that a rejection damages claim is
deemed a pre-petition claim, cannot be consid-
ered in determining whether such a claim can
be setoff against a pre-petition debt under 
section 553. The Bankruptcy Court in
Communications Dynamics, however, refused
to adopt this literal meaning of “affect” in sec-
tion 553, since such a definition would lead to
absurd results. The Court pointed out one com-
mentator’s contention that such a strict reading

of the Delta decision could cause rejection
damages to be elevated to administrative sta-
tus, a result that would contradict Congress’s
intent to treat rejection damages claims as pre-
petition claims.6

The Communications Dynamics Court,
therefore, determined that section 553 was
ambiguous and must be read in conjunction
with other sections of the Bankruptcy Code,
namely, sections 365(g), 502(g), and 101
(defining “debt” and “claim” broadly to include
unmatured, contingent, disputed, and unliqui-
dated claims), which state that a rejection dam-
ages claim shall be treated as though it arose
pre-petition. The Court further noted that such
a conclusion was appropriate because the
rejection damages claim was based on a
breach of a written agreement entered into pre-
petition; the obligation thus arose at the time
the agreement was executed, despite the fact
that the breach did not occur until later. As a
result, the Court concluded that a rejection
damages claim is a pre-petition claim and may
be setoff against a pre-petition debt pursuant to
section 553 of the Bankruptcy Code.7

Conclusion

Communications Dynamics illustrates a vital
concern that a debtor must take into account in
deciding which contracts of the estate to reject:
does the creditor, whose contract the debtor is
rejecting, owe money to the debtor? If this fac-
tor is not considered, the debtor’s expectation
of paying pennies on the dollar in satisfaction of
a rejection damages claim may be shattered by
the permitted offset of the creditor’s pre-peti-
tion debt. If the creditor can exercise setoff
right, the benefits of section 365 may prove to

be illusory and the debtor may be better off
assuming even an otherwise burdensome contract.

Endnotes

1 382 B.R. 219 (Bankr. D. Del. 2008).  

2 341 B.R. 439 (Bankr. S.D.N.Y. 2006).  

3 Communications Dynamics, 382 B.R. at 230 (citing Delta).  

4 Id. at 231 (citations omitted).  

5 Section 553(a) provides, in relevant part, “[T]his title does not
affect any right of a creditor to offset a mutual debt owing by
such creditor to the debtor that arose before the commence-
ment of the case under this title against a claim of such creditor
against the debtor that arose before the commencement of the
case.”

6 Id. (citing Vincent J. Roldan, Delta Court Holds Rejection
Damages Cannot Be Offset Against Prepetition Debt to Debtor,
Pratt’s J. Bankr. L. (Mar. 2007). In addition, the Court noted that
following the Delta reasoning would preclude a landlord from
setting off a pre-petition security deposit against its rejection
damages claims since such claims did not arise pre-petition;
thus, the landlord must return the security deposit to the debtor
and collect pennies on the dollar. Id. at 231-32. 

7 Alternatively, the Court noted that the Bankruptcy Code typically
looks to state law in determining the substance of a claim and
looks to the Bankruptcy Code to determine the effect of that
claim, including when it arises. Since sections 365(g) and
502(g) merely specify when a claim arises and do not affect the
substance of a rejection damages claim, sections 365(g) and
502(g) must be considered in determining the appropriate off-
sets under section 553. Id. at 232-33. 
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Fifth Circuit Interprets
Congressional Amendments
to the Definition of a
“SARE” Narrowly
by Burke A. Dunphy 

Introduction

A recent decision of the United States Court of
Appeals for the Fifth Circuit provides the first
circuit-level interpretation of the 2005 amend-
ments to the Bankruptcy Code’s definition of a
“single asset real estate” or “SARE”. In Ad Hoc
Group of Timber Noteholders v. Pacific Lumber
Co. (In re Scotia Pacific Co. LLC)1, the Court
found that an operator of approximately
200,000 acres of timberland that is also an

employer of over sixty employees does not
qualify as a SARE, and therefore, is not subject
to the abbreviated exclusivity period applicable
to SARE debtors pursuant to section 362(d)(3)
of the Bankruptcy Code. This decision makes it
clear that courts should not indiscriminately
apply the SARE provisions to large debtors
simply because the secured debt cap that 
limited this section prior to 2005 has been
removed; rather, courts must continue to look 
at the business operations of a debtor before
determining whether the debtor is within the
SARE provisions.

Statutory Provisions Applicable to
SARE Debtors

Pursuant to section 101(51B) of the Bankruptcy
Code, “single asset real estate” is defined as
follows:

real property constituting a single property or
project, other than residential real property
with fewer than 4 residential units, which
generates substantially all of the gross
income of a debtor who is not a family
farmer and on which no substantial business
is being conducted by a debtor other than
the business of operating the real property
and activities incidental.

Section 362(d)(3) allows for relief from the
automatic stay with respect to an act against a
SARE debtor by a creditor whose interest is
secured by an interest in the real estate.
Section 362(d)(3) also shortens the period dur-
ing which the debtor has the exclusive right to
propose a plan of reorganization. In decisions
before and after the 2005 amendments, courts
have determined that operators of marinas, golf

courses, ski resorts and hotels do not qualify as
SARE debtors based on the active business
operations necessary to generate revenue from
those businesses.2

As part of the Bankruptcy Abuse Prevention
& Consumer Protection Act of 2005 (“BAPC-
PA”), Congress altered the definition of “single
asset real estate.” Prior to BAPCPA, only a
debtor with less than $4 million in secured debt
qualified for SARE status. BAPCPA removed
the $4 million cap on secured debt, allowing
courts to find that larger debtors are subject to
section 362(d)(3) of the Bankruptcy Code,
which is the automatic stay exception that cov-
ers acts against SARE (together with section
101(51B), the “SARE Provisions”).

In Scotia Pacific, the Fifth Circuit was faced
with the issue of whether the SARE Provisions
should be applied to Scotia Pacific Company
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LLC (“Scopac”), a large timber harvester. The
Ad Hoc Group of Timber Noteholders (the
“Noteholders”), an unofficial committee of cred-
itors, sought to have Scopac declared a SARE
debtor in order to expedite Scopac’s reorgani-
zation pursuant to section 362(d)(3) of the
Bankruptcy Code. The Fifth Circuit had to con-
sider whether, by removing the $4 million cap
on secured debt, Congress intended to expand
the definition of SARE to include even debtors
who operate active businesses on their real
estate. 

Factual Background

Scopac was formed as a special purpose sub-
sidiary of Pacific Lumber Company (“Palco”)
and possesses approximately 200,000 acres of

timberland in Northern California (the “Scopac
Land”). Scopac’s business centers on the man-
agement of the Scopac Land and the regulatory
and administrative tasks related thereto.
Scopac employs a number of scientists and
foresters who work to ensure that Scopac
abides by all relevant federal, state and local
regulations with respect to, among other issues,
erosion control, water quality, endangered
species and forest regeneration. These employ-
ees are also charged with developing long term
business plans for Scopac in order to ensure
the sustainability of its business. Further,
Scopac employees work in tandem with
employees of Palco to assist in the harvest of
timber by Palco from the Scopac land.

Scopac borrowed approximately $867 mil-
lion from investors in order to operate its busi-
ness. As part of this capital infusion, Scopac
executed senior secured notes (the “Timber

Notes”), secured by the Scopac Land and the
income generated by the harvesting and sale of
timber from the Scopac Land.

Procedural Background

Scopac and several of its affiliates filed a volun-
tary petition pursuant to chapter 11 of the
Bankruptcy Code in an effort to forestall fore-
closure proceedings commenced by the inden-
ture trustee of the Timber Notes. In order to
accelerate the reorganization process, the
Noteholders petitioned the Bankruptcy Court
for the Southern District of Texas to declare
Scopac a SARE debtor. The Bankruptcy Court
acknowledged that there is no clear definition of
“single property”; therefore, courts must look at
the totality of a debtor’s business operations in

order to determine whether it is appropriate to
apply the SARE Provisions. 

After engaging in a lengthy analysis of
Scopac’s business operations, the Bankruptcy
Court concluded that Scopac “engaged in an
active economic enterprise on its and others’
property.”3 Beyond simply holding property,
Scopac engaged in harvesting lumber from and
maintaining this property. According to the
Bankruptcy Court, Scopac’s revenue was
derived from the labor of its employees, not the
property itself. The Bankruptcy Court found
that, but for the significant and active contribu-
tions of Scopac’s employees, the Scopac Land
would not generate income. The Bankruptcy
Court noted that to declare Scopac a SARE
debtor would open the door to include all farm,
mines, mineral, oil and gas operators as SARE
debtors. The Bankruptcy Court never directly
addressed the Noteholders’ argument that the

Restructuring Review April 2008 5

The Fifth Circuit ultimately affirmed the Bankruptcy Court’s holding
that Scopac was not a SARE. Scopac’s business of growing timber
on, and maintaining, the Scopac Land, in addition to its work planning
roads across the Scopac Land, was clearly more than a passive
investment in real estate.



removal of the secured debt cap evidenced
Congress’s intent to subject large debtors to
the SARE provisions. Rather, the Bankruptcy
Court focused on Scopac’s business opera-
tions and whether these were passive so as to
qualify Scopac for treatment as a SARE debtor. 

The Fifth Circuit Decision: Application
of the SARE Provisions to Large
Debtors

The Noteholders appealed the Bankruptcy
Court’s denial of the motion to have Scopac
declared a SARE debtor, and the District Court
for the Southern District of Texas certified the
case for direct appeal to the Fifth Circuit.4 The
Noteholders advanced two principal arguments
in support of their contention that Scopac quali-
fied as a SARE debtor. By excluding family
farmers from section 362(d)(3)’s SARE excep-
tion to the automatic stay, the Noteholders
argued that Congress intended to include large
farming operations as SARE debtors. Further,
the Noteholders argued that the removal of the
secured debt cap from section 101(51B) evi-
denced Congress’s intent to allow for applica-
tion of the SARE Provisions to large debtors. 

In support of their arguments, the
Noteholders pointed to the holding in Kara
Homes Inc. v. National City Bank (In re Kara
Homes Inc.).5 That court held that the operator
of an apartment complex qualified as a SARE.
In its analysis, the Kara Homes court focused
on the debtor’s business operations. The debtor
in Kara Homes purchased land, designed
homes to be built on that land, and arranged for
the construction of, and marketed, those
homes. The Kara Homes court held that these
activities were merely incidental to the debtor’s
business of selling homes. Thus, the court held
that the debtor was a SARE. The Noteholders
argued that Scopac’s business most closely
resembled that of the debtor in Kara Homes
and, thus, the Fifth Circuit should hold that
Scopac was a SARE debtor.

The Fifth Circuit was not persuaded by the
Noteholders’ arguments. As an initial matter, the
Fifth Circuit considered the historical definition
of SARE, discussing a number of cases in
which courts were asked to determine whether
a debtor should be subject to the SARE
Provisions. Those courts generally focused on
the business operations of the debtor. In fact,
the Kara Homes court similarly focused on the
debtor’s business operations. The Fifth Circuit
noted that the construction and sale of homes
(and the land on which they are built) as in Kara
Homes is generally held to fall within the scope
of the SARE definition – and the sale of homes
includes the sale of real estate.6 In contrast,
Scopac performs its business on the real estate
for the purpose of selling the timber, not the
real estate on which the timber is found.
Furthermore, a survey of relevant case law led
the Fifth Circuit to the conclusion that Scopac
conducted even more significant business
operations than those debtors held by other
courts not to be SARE debtors. 

The Fifth Circuit also considered the ration-
ale used by courts prior to the codification of
the definition of SARE in 1994. Those courts
recognized that debtors owning a single asset
that is used as security for loans to the debtor
were more likely to file abusive chapter 11 peti-
tions than debtors with more extensive business
operations. Scopac argued that the pre-1994
definition of SARE was instructive in determin-
ing the intended meaning of SARE as enacted
by Congress, and the Fifth Circuit agreed. 

The Fifth Circuit ultimately affirmed the
Bankruptcy Court’s holding that Scopac was
not a SARE. Scopac’s business of growing tim-
ber on, and maintaining, the Scopac Land, in
addition to its work planning roads across the
Scopac Land, was clearly more than a passive
investment in real estate. The Fifth Circuit held
that Scopac’s sale of timber was a business
activity that “extends beyond the sale or lease
of the underlying land.”7
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Moreover, the Fifth Circuit reasoned that the
SARE Provisions were enacted to apply to a
limited class of debtors, and to include a busi-
ness such as Scopac within the definition of
SARE would open the door to the inclusion of
entities, such as mineral and oil operations and
large commercial farms, simply by virtue of the
fact that such debtors own real property. The
Fifth Circuit declared such a result would run
“contrary to the plain language of § 101(51B).” 8

Accordingly, the Fifth Circuit agreed with
Scopac and denied the Noteholders’ motion to
have Scopac declared a SARE debtor.

Case Analysis

This case is the first published circuit decision
to consider the amended SARE Provisions and
their application to a large debtor. The Fifth

Circuit’s analysis indicates that in spite of the
amendments to the SARE Provisions, courts
will still focus heavily on the business opera-
tions, as opposed to the size, of a debtor, when
determining whether a particular debtor should
be subject to the SARE Provisions. The deci-
sion further suggests that the BAPCPA amend-
ments may not result in a dramatic rise in the
application of the SARE Provisions. Rather, the
Fifth Circuit made it clear that it would be inap-
propriate for courts to view the removal of the
secured debt cap as a license to declare large
debtors to be SARE debtors without engaging
in a detailed analysis of each debtor’s business
operations. 

Had the Fifth Circuit reached a different
conclusion, it could have had a significant effect

on debtors in the natural resources industry.
The Fifth Circuit recognized this concern when
it advanced a “slippery slope” rationale for its
decision. One of the Fifth Circuit’s explicit con-
cerns with finding Scopac to be a SARE debtor
was that such a result would open the door to
the application of the SARE Provisions to any
debtor operating a business that centers on
natural resources. By their very nature, natural
resources must be extracted from real estate;
however, completing this extraction requires
substantial operations that could theoretically
be termed “incidental to the property.” Holding
that a timber company conducting significant
business unrelated to the sale of its land is a
SARE debtor could have led to the same deci-
sion in cases involving any natural resource
company, despite an absence of Congressional
intent to reach that result. Recognizing the

potential consequences of its decision, the Fifth
Circuit chose to reject arguments to focus sole-
ly on Scopac’s size and the amended SARE
definition, and, instead, evaluated Scopac’s
business operations, using the same general
criteria courts had applied prior to the BAPCPA
amendments. 

Conclusion

Instead of considering the debtor’s business
operations, which the courts found were clearly
more extensive than the “passive investments”
that generally qualify for SARE treatment, the
Noteholders in the Scotia Pacific cases argued
that the Fifth Circuit should look to the technical
changes in the Bankruptcy Code in support of
their argument that Scopac was a SARE
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debtor. Both the Bankruptcy Court and the Fifth
Circuit rejected this position and followed the
rational of pre-BAPCPA cases, focusing on
whether the debtor’s business extended
beyond a passive investment in real estate. In
light of the Fifth Circuit’s decision, it appears
that the BAPCPA amendments may not have
had as powerful an effect on the application of
the SARE provisions as some commentators
had anticipated.

Endnotes

1 508 F.3d 214 (5th Cir. 2007).

2 In re Club Golf Partners, L.P., Case No. 07-40096-BTR-11,
2007 WL 1176010, at *5-6 (E.D. Tex. Feb. 15, 2007) (holding
that a golf club which conducted substantial business beyond
operating real property was not a SARE); In re Prairie Hills Golf
& Ski Club, Inc., 255 B.R. 228, 230 (Bankr. D. Neb. 2000)
(holding that the operator of a golf and skiing club is not a
SARE where the debtor operates substantial business on the
property); Centofante v. CBJ Dev., Inc. (In re CBJ Dev., Inc.),
202 B.R. 467, 472-73 (B.A.P. 9th Cir. 1996) (holding that a
hotel is not a SARE because the operation of a hotel involves
“substantially more day to day activity than does the operation of
an apartment complex”); In re Kkemko, Inc., 181 B.R. 47, 51
(Bankr. S.D. Ohio 1995) (holding that a marina was not a SARE
where the business of the marina consisted of more than simply
mooring boats).

3 Scotia Pacific, 508 F.3d at 218.

4 The first issue facing the Fifth Circuit concerned whether it was
proper for the Court to entertain the appeal. Both Scopac and
the Noteholders recognized that pursuant to a procedural mis-
take, the direct appeal was certified by the District Court and
not the Bankruptcy Court. Thus, the Fifth Circuit was first asked
to decide whether it was proper for it to address the merits of
the case in spite of the procedural mistake. The Fifth Circuit
found that the technical mistake did not have an effect on the
substantive rights of Scopac or the Noteholders, and it was
proper for the Fifth Circuit to consider the merits of the appeal.

5 363 B.R. 399 (Bankr. D.N.J. 2007).

6 Scotia Pacific, 508 F.3d at 223.

7 Id. at 225.

8 Id.

Case Law Update:
Obtaining Foreign Main
Proceeding Status Under
Chapter 15 Becomes
Increasingly Difficult
by Jessica Berman

As recently reported in our Fall 2007 issue,
Judge Lifland’s decision in In re Bear Stearns
High-Grade Structured Credit Strategies
Master Fund, Ltd.,1 limited the ability of offshore
funds in financial distress to utilize chapter 15
of the Bankruptcy Code. A chapter 15 case,
which is generally intended to be ancillary to an
insolvency case brought in a foreign jurisdiction,
promotes cooperation between domestic and
foreign judicial systems in cases of “cross-bor-
der insolvency.” Despite the ancillary nature of
such a proceeding, the Bankruptcy Code
requires that a certain level of activity or contact
exist in the foreign jurisdiction before an ancil-
lary proceeding in the United States will be
allowed. This rule was strictly enforced in In re
Bear Stearns, and courts have begun applying
Judge Lifland’s analysis to other offshore enti-
ties requesting chapter 15 protection. In re
Basis Yield Alpha Fund (Master),2 decided by
Judge Gerber of the U.S. Bankruptcy Court for
the Southern District of New York, is a case in
point.

Request for “Foreign Main Proceeding”
Recognition

In this case, foreign representatives of the Basis
Yield Alpha Fund (Master) (the “Fund”), which
is undergoing a liquidation in the Cayman
Islands, sought recognition in the Southern
District of New York under chapter 15 of the
Bankruptcy Code as a “foreign main proceed-
ing” or, alternately, as a “foreign nonmain pro-
ceeding.”3 No objections to these requests
were filed. The foreign representatives of the
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Fund then moved for summary judgment
regarding their attempt to gain recognition as a
foreign main proceeding. 

Although no creditors had objected to the
fund receiving recognition as a foreign main
proceeding, Judge Gerber decided, consistent
with Judge Lifland in In re Bear Stearns, that
the Court could not merely “rubber stamp” the
foreign representatives’ request. Therefore, the
Court engaged in an evaluation of the Fund’s
business activities. Ultimately, the Court held
that summary judgment could not be granted
because a genuine issue of material fact existed
as to the fund’s “center of its main interests”
(“COMI”).

In making this determination, the Court found
that the Fund was registered, and maintained a
registered office, in the Cayman Islands and
had two investors, both of which were domi-
ciled in the Cayman Islands. In addition, the
Fund was administered in the Cayman Islands,
and had an investment manager, attorney, and
auditor there as well. However, the Court also
found that the Fund’s chapter 15 petition was
silent as to whether the Fund had employees,
business activities, or assets in the Cayman
Islands. 

Despite providing the Court with little infor-
mation with which to find that the Cayman
Islands were the COMI of the Fund, the foreign
representatives argued that the Court was
statutorily required to find that the Cayman
Islands were the Fund’s COMI because the
Fund’s registered office was located in the
Cayman Islands. This argument was based
upon the statutory presumption in section 

1516 of the Bankruptcy Code that the debtor’s
registered office is the location of the debtor’s
COMI, absent evidence to the contrary. The
Court found that this presumption is qualified
by section 1517, which grants the Court the
power to review the facts. Specifically, section
1517 provides that an order recognizing a for-
eign proceeding shall be entered, after notice
and hearing, if, among other requirements, the
foreign proceeding is a foreign proceeding
pending in the country where the debtor has its
COMI. In addition to the power given to a court
by section 1517 to inquire about the facts, a
court also has the power, pursuant to the
Federal Rules of Evidence, to call for evidence

on its own accord.4 Furthermore, the Court
found that in this case there was evidence
showing that the Cayman Islands was not the
debtor’s COMI, even if the debtor chose not to
raise these facts.

Evidence to the Contrary

Specifically, among the facts that the Court
found to be relevant was that the Fund was
organized under a Cayman Islands “exempted
company” law which requires that a company
organized under the law shall not trade in the
Cayman Islands except for the advancement of
business conducted abroad.5 Furthermore, a
company applying for qualification under the
“exempted company” law is required to declare
that the activities of the exempted company will
be conducted principally outside of the Cayman
Islands.6 Although the Court stated that it
would not rule out situations where a company
could both be an “exempted company” and
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have its COMI in the Cayman Islands, the Court
stated that, without additional evidence demon-
strating how this could be so, “a question [was
raised] in the Court’s mind” which prevented
the Court from deciding, as a matter of law, that
the Cayman Islands was the Fund’s COMI. 

The Court’s Ability to Inquire

The Court noted that its ability to inquire into
the evidence under section 1517 and Federal
Rule of Evidence 1604 “cannot be sidestepped
by failures to object” by creditors, “[n]or can it
be sidestepped by elections not to plead or
introduce inconvenient facts” by the debtor’s
foreign representatives.7 While sections 1516
and 1517 do not discuss a court’s ability to
discover the facts nor state whether the failure
to object to foreign main status is determinative,
these sections do “not say that consent is a
substitute for the substantive requirements” of
section 1517 “or that parties’ failures to object
deprive the court of the power federal courts
customarily exercise.”8 Furthermore, the Court
noted that legislative history, case law, and
commentators on this issue state that the sec-
tion 1516 presumption may be called into
question by the Court. 

Case Analysis

Ultimately, the Court held that it was not limited
by the section 1516 presumption. The pre-
sumption, which is intended to promote
“speed,” “convenience,” and cost-savings, enti-
tles a court to shift the burden to any objectors
where appropriate. However, a court is not pre-
vented from reviewing the facts when it feels
that a prima facie case has not been made for
placing the debtor’s COMI in a particular juris-
diction. In order to make this prima facie case
and satisfy the Court, Judge Gerber noted, the
company must merely make “[s]imple allega-
tions” such as “its assets are primarily located
in England” or the company “is headquartered

in London, England.” Absent any objection,
these basic statements would provide a court
with the information it needs to satisfy itself that
the COMI is appropriately placed.9

Judge Lifland’s decision in In re Bear
Stearns, and Judge Gerber’s decision in In re
Basis Yield, limit the ability of offshore entities
to obtain chapter 15 protection. Foreign entities
in financial distress should now not only be pre-
pared for creditors to object to their receiving
protection under chapter 15, but should also be
prepared for the court to raise evidentiary
issues on its own accord. Although recent
developments in the case law may restrict the
availability of chapter 15 protection for certain
foreign entities, others who are able to make
basic statements of ties to a foreign jurisdiction,
such as the location of the entity’s headquar-
ters, assets, creditors, or other significant fac-
tors, should not be unduly alarmed by these
recent events. In such cases, the courts should
readily offer protection and assistance to for-
eign debtors through a chapter 15 ancillary pro-
ceeding.

Endnotes

1 374 B.R. 122 (Bankr. S.D.N.Y. 2007).

2 381 B.R. 37 (Bankr. S.D.N.Y. 2008).

3 See 11 U.S.C. § 1502(4)-(5) (2008) (“‘[F]oreign main proceed-
ing’ means a foreign proceeding pending in the country where
the debtor has the center of its main interests” and “‘foreign
nonmain proceeding’ means a foreign proceeding, other than a
foreign main proceeding, pending in a country where the debtor
has an establishment.”).

4 See Fed. R. Evid. 614.

5 See Companies Law § 193 (2004 Revision) (Cayman Islands).

6 See Companies Law § 184 (2004 Revision) (Cayman Islands).

7 Basis Yield, 381 B.R. at 50.

8 Id.

9 Id. at 54.
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Bruce Zirinsky, Chairman of Cadwalader’s
Financial Restructuring Department, was selected
by The American Lawyer in its April issue as a
Dealmaker of the Year in the area of bankruptcy.
He was recognized for his role in leading
Northwest Airlines in a “20-month race to resurrect
the company,” allowing the airline to exit from
chapter 11 just weeks before the credit markets
turned. Among his many accomplishments was
convincing a judge to force a group of hedge
funds to disclose trades in company stock, a 
decision that “jolted the investment community”
and paved the way for the deal to move forward.
He also was instrumental in helping to secure
financial commitments that allowed the airline to
emerge from bankruptcy with $3.2 billion in cash,
an equity value of more than $6 billion, its debt
slashed by more than $4 billion, and labor costs
cut by $1.4 billion annually. 

Each year, The American Lawyer recognizes
lawyers in a variety of categories for excellence 
in managing complicated cases or transactions.
The magazine’s editors chose Bruce for his legal
skill, business acumen, zealous representation, 
and creativity.

Congratulations to 
Bruce R. Zirinsky, 
Named a 2008 
Dealmaker of the Year 
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