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INTRODUCTION

A "workout" is the out-of-court financial restructuring of a business.' Generally, creditors of a financially troubled corporation
* Partner, Mayer, Brown & Platt, Chicago, Illinois; B.A. 1956, Harvard University;
L.L.B. 1959, Harvard University; Instructor, Loyola University of Chicago School of
Law.
1. Various aspects of workouts are discussed in Practicing Law Institute, COMMER-
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will feel that it is in their interests to try to solve the financial
problems of the debtor without resorting to a bankruptcy proceeding. It is likely that for each corporation in a bankruptcy proceeding there are hundreds of corporations that are trying to work their
way out of a financial problem by agreeing with some of their principal creditors to modify their claims in significant ways, such as
loosening covenants, extending maturities and taking collateral.
Accordingly, when a corporation announces that it has filed a
bankruptcy proceeding, or that a bankruptcy proceeding has been
filed against it, it usually means that the effort to structure a
workout-often an effort that took many months-has failed.
Each workout is unique. One of the attractions of a workout is
its flexibility because there is no statute which prescribes the procedure for or the terms of a workout and the parties are free to agree
to almost anything. It is imperative, however, that the businessmen and their attorneys are fully aware of various laws which affect the rights and options of the parties. 2 Accepting as a premise
that in most situations creditors will do better in a workout than in
a bankruptcy, the successful negotiation of most workouts is dependent primarily on the ability of the businessmen and their attorneys to evaluate and solve the various business and legal issues
presented by the particular circumstances of the workout.
This article will examine the workout of a corporation from the
perspective of the institutional lenders.3 The analysis will be orfor "Business Loan Workouts in
1983" (No. 309, 1983), "Doing Business with Troubled Companies" (No. 302, 1983) and
"Chapter 11 Business Reorganizations" (No. 314, 1983). For a recent discussion of this
area from the standpoint of the management of a business in financial distress, see Williams, When the Mighty Stumble, 62 HARV. Bus. REV. 126 (1984).
2. Some of the considerations which may be relevant include: (i) the legal remedies
of creditors and debtors, including the implications of a bankruptcy proceeding, (ii) laws
and regulations which may limit the power of banks, insurance companies and other
regulated entities, (iii) the tax implications of alternative courses of action, (iv) the applicability of the registration and disclosure requirements of the federal securities laws,
(v) corporate law and its impact on what the debtor's management can and cannot do,
and (vi) the accounting implication of various alternatives on the debtor's and creditor's
financial statements.
3. The other major interests in a workout are that of the company, the holders of
public debt, trade creditors and other creditors. Other creditors include wage claimants
and the Pension Benefit Guaranty Corporation ("PBGC") which guarantees payments
under pension plans and then has a claim against the company and its affiliates for reimbursement. Many, but not all, of these other interests will be inconsistent with the interests of the institutional lenders. Also, many of the considerations which will enter into
the decisions of these other interests will be different from those of the institutional
lender. Some of these considerations are mentioned in this analysis, but no attempt has
been made to be complete.
There are also some typical differences between workouts for large publicly-held corpoCIAL LAW AND PRACTICE SERIES COURSE HANDBOOK
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ganized as follows: first, it will evaluate the cause of the company's
financial problems; second, it will evaluate the respective advantages and disadvantages of a workout and bankruptcy; third, it will
analyze the most common elements of a workout; fourth, it will
discuss the principal federal income tax consequences of a
workout; and fifth, it will discuss the process of the workout
negotiation.
II.

EVALUATION OF THE PROBLEMS

In a typical workout, the company is losing money, usually reflected by a financial statement showing a net loss. There is also a
cash flow problem in that cash income may not be sufficient to pay
ongoing expenses, including scheduled payments of interest and
principal. The payment of trade creditors has been stretched from
thirty days to sixty or ninety days. The company has violated, or is
about to violate, some of the financial covenants in its loan agreement, so that the lenders have or will have the right to declare all
of such indebtedness payable.
The initial task of the lender is to determine the cause, seriousness and likely duration of the problem. This diagnosis will determine the nature of the solution. For example, if the cause is a
temporarily depressed market for the company's product, the solution may consist of temporarily relaxing the covenants and extending the maturities. If the cause is a long-run adverse change in
the market, the solution may include taking collateral and agreeing
to take warrants or stock for a portion of the interest which will
accrue. If the cause is an incompetent chief executive officer
("CEO"), one element of the solution must be a new CEO. If the
lenders determine that there is no reasonable likelihood that the
company can become profitable, the solution is likely to be an orderly liquidation, preferably outside bankruptcy.
Of course, the company may not agree with the lenders' proposed solution. If the company is unwilling to make sufficient concessions to the lenders' position, the lenders can enforce their
claims by setoff,4 foreclosure, 5 and lawsuit.6 In the typical situarations and privately-held corporations. For example, the workout of a privately-held
corporation is frequently simpler and faster because there are fewer creditors and management has greater flexibility to agree to a rational solution.
4. Setoff rights are recognized under state law. They are also recognized and, to some
extent limited by the Bankruptcy Reform Act of 1978, 11 U.S.C. § 553 (1982).
A bank usually should not take a setoff if immediately before the setoff its "insufficiency," that is, its claim minus its deposit balance, was less than its insufficiency 90 days
before a bankruptcy petition is filed, that is, its then claim less its then deposit balance. In
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tion, however, the company will file a voluntary bankruptcy proceeding7 to prevent the lenders from taking these actions. Less
commonly, the lenders can file an involuntary proceeding against
the company." Regardless of how the bankruptcy proceedings are
initiated, it is likely that the ensuing bankruptcy will hurt both
sides.9 Consequently, both sides will strive to reach a mutually satisfactory financial restructuring.
III.

WORKOUT OR BANKRUPTCY

Although a workout is usually better than bankruptcy, there are
situations where bankruptcy may be the appropriate course of action. For example, the company's financial problems may be so
serious that the company has no reasonable chance of becoming
profitable, and the company is unwilling to agree to an out-of-court
this situation, the bank is deemed to have improperly improved its position and, to the
extent of this improvement, the setoff must be returned to the bankrupt company. 11
U.S.C. § 553(b) (1982). If the bank had not taken the setoff, it would be deemed to have
a secured claim in bankruptcy to the extent of the deposit balance at the time of the filing
of the petition. 11 U.S.C. § 506(a) (1982).
For discussions on the lender's right to setoff, see In re Applied Logic Corp., 576 F.2d
952 (2d Cir. 1978); Clark, Bank Exercise of Setoff: Avoiding the Pitfalls, 98 BANKING
L.J. 196 (1981); TeSelle, Banker's Right to Setoff - Banker Beware, 34 OKLA. L. REV. 40
(1981).
5. Similar to setoff rights, the right to foreclose a real estate mortgage or to sell personal property collateral is governed by state law. See, e.g., ILL. REV. STAT. ch. 110
115-101 to -117 and ch. 9-504 (1983).
6. Of course, a lender may file a lawsuit to enforce its past due claim, to take possession of any collateral for such claim or, in an appropriate case, to obtain equitable relief.
7. There are two types of bankruptcy proceedings for a business: Chapter 7, which is
a liquidation proceeding, and Chapter 11, which is designed for the rehabilitation of the
company. 11 U.S.C. §§ 701-766, 1101-1174 (1982). The company may file a voluntary
Chapter 7 or Chapter 11 petition, even if not insolvent at the time of filing as long as there
is a reasonable possibility that it is likely to become insolvent in the future. 11 U.S.C.
§ 301 (1982). In re Johns-Manville Corp., 36 Bankr. 727 (Bankr. S.D.N.Y. 1984). Generally, three creditors with unsecured claims totalling at least $5000 may file an involuntary Chapter 7 or Chapter 11 petition if the company is generally not paying its debts as
they become due. 11 U.S.C. § 303(b), (h) (1982). A secured creditor has an unsecured
claim to the extent its claim exceeds the value of its collateral. 11 U.S.C. § 506(a) (1982).
The company may convert its involuntary Chapter 7 to a Chapter 11 proceeding. 11
U.S.C. § 706(a) (1982).
8. Institutional lenders will usually not file a bankruptcy petition, in part for the reasons set forth in the text accompanying notes 13-16 and in part because of concerns about
possible adverse publicity. In addition, if the petition is deemed to have been filed in bad
faith, the filing creditors can be liable for consequential and punitive damages. 11 U.S.C.
§ 303(i) (1982). Instead, institutional lenders can usually force a company to file a voluntary petition by taking setoffs, foreclosing, and commencing lawsuits. In fact, if the principal creditors advise the company that the workout cannot be successful, it is likely that
the company will file to prevent the disruption which can result from the enforcement of
creditors' rights.
9. See infra text accompanying notes 10-16.

1984]

Overview of Workouts

liquidation of its business. Alternatively, even though a workout
could enable a company to become viable, the company may insist
that, as part of the workout, the lenders make concessions which
they are unwilling to make. Accordingly, the lenders must frequently determine the terms under which a workout is better than
bankruptcy. This requires a careful business and legal analysis of
the alternative courses of action.
A.

Advantages of a Workout

A workout has advantages over bankruptcy for both the lender
and the debtor. One such advantage is that a workout is more
likely to preserve going concern values. The stigma of bankruptcy
is likely to cause a decline in sales because potential customers may
be concerned about the quality of the product or service, the ability
and willingness of the company to honor its warranties and make
repairs, and the availability of service and spare parts. 10 Another
advantage is that the fees for attorneys and other professionals will
be considerably less in a workout than in a bankruptcy.
Another advantage of a workout is its predictability. A workout
can involve only the company and certain lenders, whereas a bankruptcy involves all creditor groups and the need for court approval."' Additionally, a workout usually retains the principal
executives of the company, whereas in a bankruptcy, many executives and other valued employees will leave for jobs with a better
future.
Another possible advantage is more flexibility for management.
A workout may enable management to close plants or terminate
services which a bankruptcy court might be unlikely to approve.
This concern is particularly significant if the company has many
employees and plays a vital role in the economy because of the
perceived public interest in continued employment and continued
services.12

In addition, a workout is advantageous to the lender because the

10. Most suppliers, on the other hand, will probably continue to sell to the company
even in bankruptcy because the supplier's claim for material or services supplied postpetition are accorded priority in payment as a cost of administration as a necessary operating expense of the company. 11 U.S.C. §§ 503(b)(1)(A), 507(a) (1982).
11. 11 U.S.C. § 1129 (1982).
12. On the other hand, if a bankruptcy court were to allow a closing or termination of
services, the bankruptcy proceedings may prove more advantageous. Closings may cause
accounting write-offs, severance pay to employees, funding obligations to pension funds
and other termination costs which can be more easily dealt with under the protection of a
bankruptcy proceeding.

Loyola University Law Journal

[Vol. 16

workout generally contemplates that the lender will continue to
receive some or all of its interest payments. 3 Conversely, in the
event of bankruptcy, postpetition interest is not paid on unsecured
debt.' 4 Interest on a secured debt in bankruptcy is paid only if the
security is sufficient to cover both principal and interest.1 5 If it is
unclear whether the security covers both principal and interest, it
is likely that no interest will be paid until after the plan is confirmed, which may take a few years and involve the loss of the use
of those funds for the period of the delay. A workout may also
include special inducements for the lender. The company, for example, may grant collateral or agree to make partial paydowns on
debt through the sale of a portion of its business. Moreover, a
workout will not involve the need for lenders to defend themselves
fashionable for debtagainst the various claims which have become
6
proceedings.1
bankruptcy
in
raise
ors to
B.

Advantages of Bankruptcy

One of the principal advantages of bankruptcy over a workout is
that when a bankruptcy seems inevitable, it may be better to have
it as soon as possible.17 In theory, an early bankruptcy stops or
reduces continued losses and enables a lender to get cash out of a
liquidation at the earliest possible time. This may, however, be
misleading because bankruptcy proceedings do not necessarily result in liquidation. A court is more likely to agree to liquidate a
business if the management agrees to liquidate or continuation of
the business impairs the position of creditors. The typical Chapter
11 corporate proceeding, however, permits the company to continue to operate its business,'" including the borrowing of funds on
a secured basis 9 while a plan to rehabilitate the company is formulated. Frequently, the requisite statutory majorities of creditors2"
approve an unattractive plan to allow the company to emerge from
bankruptcy. The emergence of the company in turn enables the
13.
14.
15.

See infra pp. 22-28.
11 U.S.C. § 502(b)(2) (1982).
11 U.S.C. § 506(b) (1982).

16. See infra text accompanying notes 26-57.
17. This is, of course, unless the lender receives an inducement such as cash or
collateral.
18. See supra note 7.
19. 11 U.S.C. § 364(d)(1) (1982). Under appropriate circumstances this new security
interest can be senior to existing security interests.
20. A statutory majority of creditors is a majority in number and two-thirds in
amount of those voting of each class of affected creditors. 11 U.S.C. § 1126(c) (1982).
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creditors to resume receiving some payments of interest and
principal.
A bankruptcy proceeding is also advantageous where a proposed
restructuring is supported by the company and most but not all of
its principal creditors. Because of their economic power and legal
rights, any dissenting principal creditor can make an out-of-court
workout not feasible. In that situation, a bankruptcy proceeding
forces the dissenting creditors to be bound by a restructuring plan.
For example, a Chapter 11 plan can become binding upon all creditors if a majority in number and two-thirds in amount of those
voting of each class of affected creditors approve the plan.2 ' If an
affected class does not approve the plan it may still be bound if this
class receives under the plan at least what it would have received in
liquidation and if the plan does not provide for any property for
any junior creditors or stockholders.22 In rare cases it may even be
possible for the company and its principal creditors to negotiate a
proposed plan before a bankruptcy petition is filed. In this situation, the company would file a voluntary petition and the proposed
plan on the same date and would obtain confirmation of the plan
within a short period of time, thereby minimizing the adverse effects of a bankruptcy proceeding.
Similarly, the bankruptcy court's power to authorize borrowings
may enable creditors to make a new loan with prior rights to collateral, even though such a loan is opposed by one or more of the
other principal creditors. 23 A bankruptcy may also allow the company to avoid payments and other transfers of property made by it
on account of antecedent debt, if made within the preference
period.24

C. Liquidation or Workout
If a lender believed it would receive greater value from a liquidation of the company than from a workout, then, absent other considerations, it would not support a financial restructuring. Instead,
the lender would work toward the goal of a voluntary out-of-court
liquidation or a Chapter 7 liquidation bankruptcy proceeding.
Therefore, in theory, a lender should compare the value it expects
to receive from a workout with the value it would expect to receive
from a liquidation.
21.
22.
23.
24.

11 U.S.C. §§ 1126(c), 1129(a)(8) (1982).
11 U.S.C. § 1129(b) (1982).
See infra notes 85, 86 and accompanying text.
11 U.S.C. §§ 547, 550(a) (1982). The preference period is usually 90 days.
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However, in practice, this comparative analysis may be of limited value. In most situations the company will not agree to a liquidation and it is unlikely that, in any period of time considered
reasonable by a lender, a bankruptcy court would order any such
liquidation. In addition, it is rarely possible to develop reliable valuation figures because they are the function of numerous
unknowns. For example, the value to be obtained out of a workout
depends on future profitability which, in turn, may be dependent in
large part on the future performance of the economy. Similarly,
the value to be obtained out of a liquidation depends on sales prices
and recoveries under difficult to predict "firesale" circumstances
and the discounting of those recoveries to reflect the delay that will
occur before cash will actually be realized. The duration of this
delay and therefore the size of the discount, will depend, in part, on
how long the company, with the support of a bankruptcy court,
refuses to liquidate and attempts to structure a plan. In any event,
it may not even be feasible to make the inquiries of the company
and of those who do business with it which are necessary to evaluate liquidation values. Those inquiries may be interpreted as
meaning that bankruptcy is likely and therefore may precipitate
set-offs, foreclosure, litigation and an atmosphere of pessimism that
will make bankruptcy inevitable.
A liquidation analysis applies different valuation factors for each
type of unencumbered asset, such as 100% for cash, 50% for finished inventory, 20% for the work in progress and 10% for fixed
assets. These values are then reduced by substantial additional
losses and other deterioration between the time of the analysis and
actual liquidation. Except to the extent that the lender is a secured
creditor, any priority claims such as administrative expenses,
wages, employee benefit claims and taxes are then subtracted. The
balance is realized over a period of time because of inevitable bankruptcy or disposition delays. Proceeds are first applied to priority
claims. The present value of the remaining liquidation proceeds is
then determined based on an appropriate discount rate. Delays
may total a number of years so if interest rates are fairly high causing an appropriate discount rate to be in the neighborhood of 15%,
the present value of such liquidated proceeds may only be in the
area of 70% of such proceeds.
25. Delay in a bankruptcy proceeding occurs when the company, with the protection
of the court, attempts to develop a plan for its rehabilitation. The attempt to sell or
collect certain assets causes additional delay. Proceeds of a liquidation may be realized
earlier if the debtor will voluntarily partially liquidate its operations as part of a Chapter
S1I
proceeding.
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D. Implications of Various Controversies
In evaluating the comparative advantages of workout and bankruptcy, the lender should also take into account any controversies
which may arise in a bankruptcy proceeding that could have a significant effect on the lender's recovery. These controversies either
cannot, or are less likely to, arise in a workout.
One such controversy concerns voidable preferences. If the
lender received any payment or collateral from the insolvent company within the preference period, the transfers of the company's
property may be voidable in bankruptcy as voidable preferences.26
The preference period is ninety days 27 unless the lender is deemed
to have been an "insider," in which case the preference period
would be one year.28
Another issue which may exist in a bankruptcy proceeding is
equitable subordination. If a lender is deemed to have engaged in
inequitable behavior with respect to the company, its claim may be
subordinated in bankruptcy to the claims of other creditors under
the doctrine of "equitable subordination. '29 Equitable subordination is an extraordinary remedy which is designed to prevent such
lender from benefiting from its inequitable behavior.30 The claimant31 sought to be subordinated must have acted in a fiduciary capacity and have breached its fiduciary duty resulting in an injury to
those claimants to whom the duty was owed. 32 A non-insider
lender's conduct does not reach the requisite level for a viable equitable subordination claim unless there is fraud or moral turpi26. 11 U.S.C. § 547 (1982).
27. 11 U.S.C. § 547(b) (1982).
28. 11 U.S.C. § 547(b)(4)(B) (1982). Insider is defined in the Bankruptcy Code in 11
U.S.C. § 101(25) (1982).
29. 11 U.S.C. § 510 (1982). For a general discussion of this doctrine, see Chaitman,
The Equitable Subordinationof Bank Claims, 39 Bus. LAW. 1561 (1984), and Clark, The
Duties of the Corporate Debtor to Its Creditors, 90 HARV. L. REV. 505 (1977).
30. In re W.T. Grant Co., 4 Bankr. 53, 74-76 (Bankr. S.D.N.Y. 1980), afld 699 F.2d
599 (2d Cir. 1983); In re Kansas City Journal-Post Co., 144 F.2d 791, 800 (8th Cir.
1944).
A fundamental characteristic of the bankruptcy court is its expansive equitable
powers. The doctrine of equitable subordination is a manifestation of such powers and provides a means of regulating distributions from a bankrupt estate by
adjusting the hierarchy of creditors' claims to the equitable levels of the creditors' comparative claim position.
Id. at 74. See also In re Kansas City Journal-Post Co., 144 F.2d 791, 800 (8th Cir. 1944).
31. The fiduciary requirement greatly limits the effect of this doctrine.
32. Comstock v. Group of Institutional Investors, 335 U.S. 211 (1948); Farmers
Bank of Clinton v. Julian, 383 F.2d 314 (8th Cir.), cert. denied, 389 U.S. 1021 (1967);
Rader v. Boyd, 252 F.2d 585 (10th Cir. 1957); Dabney v. Chase Nat'l Bank, 196 F.2d 635
(2d Cir. 1952), as supplemented, 201 F.2d 635 (2d Cir. 1953).
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tude.33 A typical case of lenders aggressively protecting their
interests does not suffice.3 4 An insider lender's conduct, however,
need not rise to such a high level.3 5
In a bankruptcy, there is also a risk that the company's pension
plan will be terminated. In such a situation the Pension Benefit
Guaranty Corporation ("PBGC") guarantees payment of the unfunded pension liability.3 6 The PBGC in turn has a joint and several secured claim for reimbursement against the company and
each of its affiliates to the extent of 30% of their combined net
worth.3 7 One court has held that the negative net worth of any
deficit company should be eliminated from the calculation of combined net worth. 8 Unless a lender is collateralized, this PBGC
secured claim may seriously reduce or even eliminate the recovery
of the lender in a bankruptcy. Similarly, the termination of employees in the course of a bankruptcy can give rise to substantial
severance pay claims. These claims have priority and will reduce
the recovery of an unsecured creditor.3 9
33. In re W.T. Grant Co., 4 Bankr. 53, 74 (Bankr. S.D.N.Y. 1980), aff'd, 699 F.2d
599 (2d Cir. 1983).
34. "There is generally no objection to a creditor's using his bargaining position, including his ability to refuse to make further loans needed by the debtor, to improve the
status of his existing claims." In re W.T. Grant Co., 699 F.2d 599, 610 (2d Cir. 1983).
On the other hand, the application of the doctrine of equitable subordination can be
difficult to predict and aggressive action by a creditor can sometimes result in the equitable subordination of its claims. For example, in In re American Lumber Co., 5 Bankr.
470 (Bankr. D. Minn. 1980), the bank had its claim subordinated where it controlled the
liquidation of a corporation to maximize its own recovery and to minimize the recovery
of unsecured creditors. The bank was the pledgee of a controlling interest in the corporation's outstanding stock and determined which bills to pay and which employees to terminate. The court found the bank's activities too aggressive and thus subordinated the
claim.
35. W T Grant, 4 Bankr. at 74; In re American Lumber Co., 5 Bankr. 470 (Bankr.
D. Minn. 1980).
36. The Pension Benefit Guaranty Corporation, 29 U.S.C. § 1302 (1982), is a corporation within the Department of Labor established pursuant to the provisions of the Employee Retirement Income Security Act of 1974 for the purpose of guaranteeing the
payment of most vested pension benefits. Pension plan sponsors make annual premium
payments to the PBGC based upon the number of plan participants. If a pension plan
terminates with assets which are not sufficient to provide vested benefits, the PBGC will
pay most such benefits and, in most cases, will have a right of action to collect such
payments from the plan sponsor and its affiliates.
37. 29 U.S.C. § 1362(b) (1982). See generally Pension Benefit Guar. Corp. v. Ovimet
Corp., 630 F.2d 4 (1st Cir. 1980).
38. PBGC v. Diamond Reo Trucks, Inc., 509 F. Supp. 1191 (W.D. Mich. 1981).
39. 11 U.S.C. § 507(a)(3) (1982) (limiting priority claim to $2000 per employee on
account of wages, salaries, and commissions, including vacation, severance and sick leave
pay, earned within 90 days of the earlier of the filing of the petition or the cessation of
business). Also, termination of employees who are members of a multiemployer pension
plan may result in the imposition of withdrawal liability approximating the employer's
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An additional controversy a lender may need to consider when
evaluating the comparative advantages of workout and bankruptcy
is the doctrine of substantive consolidation. The doctrine of substantive consolidation allows a bankruptcy court to treat a corpo4
ration and its subsidiary or other affiliate as a single corporation. 0
A de facto merger occurs. Substantive consolidation takes place
when assets of the corporations have been commingled and allocation of the assets to the various corporations would be unfair to
creditors.4 ' If allocation would be expensive or impossible,4 2 and if
combining the companies would not result in a significant unfairness to any class of creditors,4 3 it is likely that the court would
invoke the doctrine of substantive consolidation. This doctrine,
which is sparingly invoked, 44 is derived from the bankruptcy
court's general equitable powers and is designed to achieve fairness
5
4

to creditors.
An issue which is more likely to arise in a bankruptcy proceeding than in a workout is a claim against the lender for treble damages based upon the Racketeer Influenced and Corrupt
Organizations Act ("RICO").

46

Notwithstanding a title implying

that there must be a tie to organized crime, claims under RICO for
"garden variety" business frauds have successfully survived initial
proportionate share of the unfunded vested benefits of the plan. This liability is not
guaranteed by the PBGC, and, in bankruptcy, this claim is that of an unsecured creditor
which to the limited extent set forth in the Bankruptcy Code is also accorded priority
status. 11 U.S.C. § 507(a)(4) (1982).
40. In re Continental Vending Machine Corp., 517 F.2d 997, 1000 (2d Cir. 1975); In
re Snider Bros, Inc., 18 Bankr. 230, 234-37 (Bankr. D. Mass. 1982).
41. Snider Bros., Inc., 18 Bankr. at 234-37; see also Stone v. Eacho, 127 F.2d 284 (4th
Cir.), reh'g denied 128 F.2d 16, cert. denied, 317 U.S. 635 (1942).
42. In Chemical Bank New York Trust Co. v. Kheel, 369 F.2d 845, 847 (2d Cir.
1966), the court fioted the critical factor in the substantive consolidation was "the expense and difficulty amounting to practical impossibility of reconstructing the financial
records of the debtors to determine intercorporate claims, liabilities and ownership of
assets."
43. See In re Coventry Energy Corp., 5 BANKR. CT. DEC. (CRR) 98 (S.D. Ohio
1979); In re Snider Bros., Inc., 18 Bankr. 230 (Bankr. D. Mass. 1982).
44. Courts have noted that while the doctrine is "disarmingly innocent," consolidation is not merely another procedural instrument. Rather, it is a measure vitally affecting
substantive rights and thus must be used sparingly. See Matter of Flora Mir Candy
Corp., 432 F.2d 1060, 1062 (2d Cir. 1970); Chemical Bank New York Trust Co. v. Kheel,
369 F.2d 845, 847 (2d Cir. 1966); Snider Bros., Inc., 18 Bankr. at 231.
45. Snider Bros., Inc., 18 Bankr. at 234-37 (although there had been frequent intercorporate transactions, loans, direct sales and guarantees, consolidation was unwarranted
because it is an extraordinary remedy which could prejudice the creditors).
46. For a general discussion of RICO see Dzivi, Civil RICO: Pleading Fraud for
Treble Damages, 45 MONT. L. REV. 87 (1984); Mannino, Prime Rate Overcharge Cases:
How to Exorcise the RICO Devil, 101 BANKING L.J. 196 (1984).
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pleading challenges."
To date, however, few civil RICO cases
have been tried and reached judgment.4" A recent decision of the
United States Court of Appeals for the Second Circuit holds a civil
RICO action may only be brought if the defendant has been criminally convicted of the acts alleged in the suit.49 In order to establish a RICO violation, strict proof of intent to defraud must be
introduced at trial against the lender and its officers.50
The company may also bring a claim against the lender based on
tortious interference in the company's business.5 ' For example, in
one case, the company obtained a jury verdict against its lenders
for damages where the lenders allegedly prevented the company
from hiring a new CEO who would have (and later did) solve the
company's financial problems. 52 A critical element in this case was
that there was evidence permitting the jury to find that the lenders
had falsely threatened the company by stating that they would
cause the immediate bankruptcy of the company if the company
hired a new CEO, whereas in fact the lenders had not decided what
they would do.
Absent these unusual circumstances, a lender should not be
deemed to have wrongfully interfered in the company's business
where the company's directors and officers are not the nominees or
47. Claims that a loan made at an interest rate tied to the lender's prime rate have
survived initial pleading challenges where such prime rate exceeded the rate charged by
the lender to its most creditworthy commercial customers. See, e.g., Haroco, Inc. v.
American Nat'l Bank and Trust Co. of Chicago, 747 F.2d 384 (7th Cir. 1984), cert.
granted, 53 U.S.L.W. 3496 (U.S. Jan. 15, 1985); Morosani v. First Nat'l Bank of Atlanta,
703 F.2d 1220 (11th Cir. 1983).
48. See, e.g., B.F. Hirsch, Inc. v. Enright Refining Co., 577 F. Supp. 339 (D. N.J.
1983) (fraudulent scheme by refiner of precious metals against jewelry manufacturer),
vacated and remanded, 751 F.2d 628 (3rd Cir. 1984).
49. Sedima S.P.R.L. v. Imrex Co., 741 F.2d 482 (2nd Cir. 1984), cert. granted, 53
U.S.L.W. 3495 (U.S. Jan. 15, 1985).
50. The RICO statute requires, inter alia, proof of the commission of two or more
acts of "racketeering activity," such as mail or wire fraud, before one can establish a
RICO violation against a lender. 18 U.S.C. § 1961(5) (1982). Aprimafacie element of
mail or wire fraud is an intent to execute a scheme to defraud. See Campbell, Civil RICO
Actions in Commercial Litigation: Racketeer or Businessman?, 36 Sw.L.J. 925, 938-39
(1982) and cases cited therein. In addition, although no burden of proof standard is
explicitly set forth in the RICO statute, some courts have suggested that a criminal "beyond a reasonable doubt" standard may have to be satisfied before a civil plaintiff can
prevail at trial because RICO liability is predicated "on findings of criminal conduct."
See, e.g., Haroco, 747 F.2d at 404.
51. For a general discussion of various types of creditor liability for improper influence over the debtor, see Douglas-Hamilton, CreditorLiabilitiesResulting from Improper
Interference with the Management of a Financially Troubled Debtor, 31 Bus. LAW. 343
(1975).
52. State National Bank of El Paso v. Farah Mfg. Co., 678 S.W.2d 661 (Tex. Ct.
App. 1984).
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representatives of the lender. The company has the ability to decide what is in its own best interest, including whether to file bankruptcy in order to obtain court protection against its creditors.
However, there is very little case law regarding what constitutes
either proper or improper creditor influence over the management
of a company. Accordingly, a lender should be aware, as it negotiates the structure of a workout, that if the workout grants the
lender extensive control over the company, especially the power to
determine expenditures and personnel, the company may later
claim that this control constituted tortious interference in its
business.
Another possible controversy is that the company may claim
that the lender failed to exercise "good faith" as required by the
Uniform Commerical Code ("UCC"). 53 For example, a lender was
held to have violated the good faith provision where upon default,
it improperly took possession of the collateral without notice, after
accepting late payments and attempting to negotiate an extension.14 The court found that the lender had waived its right to
repossess without notice and accordingly had acted wrongfully. 55
The lender was held liable for actual damages for injury to the
borrower's business reputation, as well as for punitive damages. In
another case, the lender and borrower entered into a security
agreement which expressly authorized acceleration of the debt in
the event the borrower leased or sold the collateral without the
lender's consent.5 6 Although the borrower did in fact lease and sell
the collateral, the court held that the lender violated this good faith
requirement because it could not in good faith have believed that
such lease and sale caused payment or security to be impaired.57
53. U.C.C. § 1-203 (1978). Section 1-203 states: "Every contract or duty within this
Act imposes an obligation of good faith in performance or enforcement." Although § 1203 establishes a good faith requirement which runs through the U.C.C., specific provisions of the act reiterate the need for good faith. The provisions include the need for
good faith in the option to accelerate at will (§ 1-208), the duty to salvage (§ 2-603),
substituted performance (§ 2-614), failure of a presupposed condition (§ 2-615) and in the
course of dealing and usage of trade (§ 2-205).
54. Alaska Statebank v. Fairco, 674 P.2d 288 (Alaska 1983).
55. Id.
56. Brown v. Avemco Inv. Corp., 603 F.2d 1367 (9th Cir. 1979). See Sahadi v. Continental Ill. Nat'l. Bank & Trust Co., 706 F.2d 193 (7th Cir. 1983). There, the borrower
failed to pay interest when due and the lender accelerated the debt and did not revoke its
acceleration even though the borrower had immediately tendered payment after being
notified of the acceleration. The grant of summary judgment by the district court in favor
of the bank was reversed and remanded by the court of appeals for a determination as to
whether the breach was material.
57. Brown v. Avemco Inv. Corp., 603 F.2d 1367 (9th Cir. 1979).
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POSSIBLE ELEMENTS OF A WORKOUT

As stated previously, each workout is unique. Nevertheless,
workouts involve one or more of the following elements or variations thereof.
A.

Default Waiver, Covenant Revision and Maturity Extension

The simplest and quickest form of workout is for a company's
lender to waive existing defaults under its loan agreement, liberalize financial covenants and perhaps extend some maturities. This
may be the appropriate reaction to a minor problem or to a situation requiring a few more months to determine how serious the
problem is. It may also be the appropriate interim step in a serious
situation to "buy time" so that the company and its institutional
lenders can devise a full-scale workout. These actions can be combined with other elements of a workout.
Such a waiver may be for a specific period of time or may permit
the lender, on demand, to reinstate the prior financial covenants or
to require payment of any interest or principal payment which was
not made. If such an interim waiver is not given, the company
may have to make a public announcement of its loan agreement
defaults,58 which may in turn cause a termination of trade credit,
bank setoffs, lawsuits, and ultimately a voluntary or involuntary
bankruptcy proceeding.
B.

Comprehensive Revision of All Loan Agreements

If the company's financial condition is serious, a lender may be
unwilling to amend its loan agreement unless all lenders agree to
do likewise. In other words, a lender would not want to be in the
position where it had relinquished its covenant control over the
company and perhaps made other concessions, while other creditors could still accelerate their claims and force the company into
bankruptcy, or obtain a non-pro rata paydown. The form this
comprehensive revision takes is usually an "override" agreement
which, for the duration of the period of the workout, substitutes
uniform warranties, covenants and defaults for the corresponding
58. For example, each company with a class of securities registered under § 12 of the
Securities Exchange Act of 1934, 15 U.S.C. § 78a et seq. (1982), must file with the Securities and Exchange Commission a report on Form 10-Q, 4 FED. SEC. L. REP. (CCH)
31,033. See SEC Rule 13a-13, 17 C.F.R. 240.13a-13 (1984). Item 2 of Form 10-Q calls
for disclosure of information that the company believes to be necessary to an understanding of its financial condition, which could include, of course, information as to any material default under a loan agreement.
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provisions in the individual loan agreements. Negotiating this
agreement both among the lenders and with the company can be a
long and difficult process.5 9 In addition to the issues which exist
between the lenders and the company 6° there can be difficult intramural issues among the lenders.
One issue is how voting on waivers and accelerations is to take
place. Specifically, it must be determined whether voting is to be
by class, and, if so, how those classes are to be constituted. Typically, the primary parties involved in the voting issue are the insurance companies and the banks. One possibility is to have two
classes: one consisting of insurance companies and the other consisting of banks.
Normally, the indenture trustee for public debt is not given any
voting rights. The trustee is not a party to the override because it
is not practical, absent a bankruptcy proceeding, to get public debt
holders to change their terms. Even if the indenture gives the public debt the right to share in the collateral, the indenture is usually
construed as not requiring that the trustee have any right to require that any rights be enforced against the collateral. Accordingly, the trustee is not given any such right.
Another issue is whether banks will share their setoff rights 6'
with insurance companies and whether, independent of the issue of
setoffs, all other paydowns must be pro rata. The banks will argue
that they have, and in bankruptcy would have, no obligations to
share setoffs with the insurance companies. The insurance companies will argue that the premise of a workout is equal treatment,
and that therefore all payments must be pro rata. One reasonable
solution to this conflict is to permit the banks to retain paydowns
to the extent of the level of bank balances at the time of the commencement of the workout, after which all lenders would share the
remaining paydowns. If the banks' commitment was originally a
revolving credit and the override contemplates that the banks'
commitment will remain a revolving credit, and the insurance
credit will remain a term loan, the override agreement may allow
the banks' loans to fluctuate. Evening-up would then be deferred
until the occurrence of distribution out of any bankruptcy proceeding. Normally, the override does not equalize the interest rates
59. A lender, in this context, refers to all private lenders. There is no way outside of
a bankruptcy proceeding to get all public holders of debt to change the terms of their
debt.
60. See infra pp. 16-37.

61.

See supra note 4 and accompanying text.
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between banks and insurance companies. Bank loans normally
bear interest based on floating prime and insurance company loans
normally bear interest at a fixed rate. This discrepancy is preserved in the workout. If there is any interest rate relief 62 it usually is applied in a manner which reflects and preserves this
discrepancy.
Another issue involves the interplay between the subordination
provision of any subordinated debt and the right of senior debt to
post-petition interest. Three United States appellate courts have
held that unless the subordination provision expressly provides
that post-petition interest is entitled to senior debt treatment, it is
not to be treated as such. 63 Holders of senior debt will, however,
consider these decisions erroneous and will be prepared to litigate
this issue. One possibility is to leave it to a bankruptcy court to
resolve rather than to attempt to resolve this issue by agreement in
the override. This is clearly sensible if the debt is not being collateralized because the lenders will not be entitled to post-petition interest, 64 except in the very rare situation that the company has
assets in excess of the principal amount of all claims.65 On the
other hand, if the loans are to be collateralized, the lenders will be
entitled to apply the collateral to post-petition interest,66 and the
junior and senior creditors may wish to attempt to negotiate this
issue as part of the override.
C. Collateral
Invariably, taking collateral is an important issue in any
workout of a company in serious financial difficulty. The most significant advantage of collateral is that, to the extent of the value of
the collateral, the secured creditors are senior to other creditors. 61
In the event of a bankruptcy, all creditors, including secured creditors, are subject to an automatic stay 68 and obligated to turn over
the debtor's property to the trustee. 69 A secured creditor, however,
has the right to relief from the automatic stay if the stay is harming
62. See infra pp. 22-28.
63. Matter of King Resources Co., 528 F.2d 789 (10th Cir. 1976); In re Kingsboro
Mortgage Corp., 514 F.2d 400 (2nd Cir. 1975); In re Time Sales Fin. Corp., 491 F.2d 841
(3rd Cir. 1974).
64.
65.
66.

11 U.S.C. § 502(b)(2) (1982).
11 U.S.C. §§ 726(a)(5), 1129(a)(7)(A)(ii) (1982).
11 U.S.C. 506(b) (1982).

67.

See, e.g., 11 U.S.C. §§ 363(e), 1129(b)(2)(A) (1982).

68.
69.

11 U.S.C. § 362 (1982).
11 U.S.C. § 542 (1982).
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its secured position. 70 Moreover, the debtor may not use or sell
any collateral unless the trustee is able to establish that the secured
creditor has "adequate protection." 71 Adequate protection means
that a creditor must be protected against any harm caused by the
use or sale of the collateral. 72 Examples of adequate protection
include periodic cash payment,73 additional replacement liens, 4 or
an "indubitable equivalent.

' 75

The plan must also provide that the

secured creditor receive the "indubitable equivalent" of the value
of such collateral.76 Thus the value of the collateral provides a
floor to the distribution to be received by the secured creditors pursuant to the plan.
Another advantage of collateral is that it may permit the creditor to receive a greater payment for its claim for post-petition interest. 7 If the debtor is solvent at the time of confirmation of the
plan, which is possible but very unusual, it is likely that a secured
creditor will receive interest calculated at the contract rate. In
contrast, there is some risk that an unsecured creditor will receive
interest calculated only at a judgment rate determined by applicable state law.78 If the debtor is insolvent, unsecured creditors are
not permitted to assert a claim for post-petition interest. 79 A secured creditor, however, receives interest at the contract rate to the
extent the value of the collateral exceeds its claim for principal and
70. 11 U.S.C. § 362(d) (1982).
71. 11 U.S.C. § 363(e) (1982). Adequate protection is defined in 11 U.S.C. § 361
(1982).
72. 11 U.S.C. § 361 (1982). Trustee has the burden of proving adequate protection.
I I U.S.C. § 363(e) (1982).
73. 11 U.S.C. § 361(1) (1982).
74. 11 U.S.C. § 361(2) (1982).
75. 11 U.S.C. § 361(3) (1982). The Bankruptcy Code does not define indubitable
equivalent. The term "indubitable equivalent" was first used in In re Murel Holding
Corp., 75 F.2d 941, 942 (2d Cir. 1935). Judge Hand, writing for the majority, held that
adequate protection must be completely compensatory and therefore must compensate
for present value. The Bankruptcy Reform Act of 1978 adopted this interpretation.
"The indubitable equivalent language is intended to follow the strict approach taken by
Judge Learned Hand in In re Murel Holding Corp." S. REP. No. 989, 95th Cong., 2d
Sess. 127 reprinted in 1978 U.S. CODE. CONG. & AD. NEWS 5787, 5913.
For a general discussion of the term "indubitable equivalent" see Crocker Nat'l. Bank
v. American Mariner Indus. Inc., 734 F.2d 426, 432-36 (9th Cir. 1984).
76. 11 U.S.C. § 1129(b)(2)(A)(iii) (1982).
77. Post-petition interest is interest accruing between the date of filing of the petition
and the date of confirmation of the plan.
506.05 (15th ed.
78. 11 U.S.C. § 726(a)(5) (1982); 3 COLLIER ON BANKRUPTCY

1983).
79. 11 U.S.C. § 502(b)(2) (1982). Nevertheless, unsecured creditors could negotiate
for post-petition interest as part of their price for accepting the Chapter 11 plans.
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pre-petition interest."0

Collateral affords a particular advantage to creditors of a corporation which are concerned that in a bankruptcy proceeding the
doctrine of "substantive consolidation" 81 may be applied to treat
that corporation and an insolvent affiliate as one entity for purposes of the bankruptcy proceeding. In that situation, collateralization should protect these creditors from having to share assets
with the creditors of the insolvent affiliate.8 2
An additional advantage of collateral is that a secured creditor
has a greater voice in a bankruptcy proceeding than an unsecured
creditor. For example, the secured creditor is entitled to protection for the value of its collateral. As discussed previously, this
affects the automatic stay, 3 the ability of the debtor to use or sell
the collateral,8 4 and the general terms of the plan. In addition, if
substantially all of the debtor's assets are encumbered, the debtor
may find it difficult to obtain post-petition financing. Even though
the bankruptcy court has the right to give a post-petition lender a
lien which is senior to pre-existing perfected security interests, 5
the trustee would be required to prove that such financing does not
adversely affect the interests of the secured creditor, 6 for example,
by showing that the borrowing is necessary to preserve the value of
the secured party's collateral.
From the creditor's standpoint, there is no disadvantage to taking collateral unless this action causes the company's suppliers to
stop selling on credit or causes other creditors to file an involuntary petition. If the company believes that the grant of collateral
will be unacceptable to its suppliers, it will refuse to do so. Frequently, a company and perhaps its lenders will be unduly concerned about this possibility. Usually it is possible to take a
security interest and lien in all the company's properties except
perhaps inventory and accounts receivable without causing any
large number of suppliers to desert the company. This gives the
lenders security interests and liens on the company's plant and
80.

11 U.S.C. § 506(b) (1982); 3 COLLIER ON BANKRUPTCY 506.05 (15th ed. 1983).
81. See supra notes 40-45 and accompanying text.
82. See, e.g., In the Matter of Gulfco Inv. Corp. v. FDIC, 593 F.2d 921 (10th Cir.
1979); In re Continental Vending Corp., 517 F.2d 997 (2d Cir. 1975); cert. denied 424
U.S. 913 (1976).
83.
84.
85.
86.

See supra
See supra
11 U.S.C.
11 U.S.C.

notes 68-70 and accompanying text.
notes 71-75 and accompanying text.
§ 364(d) (1982). This is commonly known as a super-priority lien.
§ 364(d)(1)(B) (1982).
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equipment, shares of subsidiaries, cash equivalents and other portfolio investments.
In addition to concern about the reaction of suppliers, the company has other reasons for not granting collateral. By granting collateral, it will have less to offer as an incentive to creditors to
induce them to cooperate in a subsequent workout if that should
prove necessary. Also, if creditors have collateral they may be less
concerned about the adverse impact of a bankruptcy and therefore
less willing to make the concessions that are necessary in a
workout. Finally, if the company has encumbered substantially all
of its assets, it will be more difficult for it to obtain financing in a
bankruptcy proceeding.
In taking collateral there are a number of special problems
which may need to be considered by the company and its creditors.
In the absence of an express contractual provision, one group of
creditors does not have a right to be secured merely because another group of creditors is becoming secured. However, if a loan
agreement prohibits the company from granting security interests,
the company will not grant collateral unless the lenders waive the
covenant. Without a waiver the grant of collateral could precipitate an acceleration of that debt, lawsuits and possibly bankruptcy."s The lenders will usually consent if they are equally and
ratably secured by the collateral. In the case of an indenture for
publicly-held debt, where it would not be practical to solicit the
lenders' consent, the indenture normally provides that any grant of
collateral, with certain exceptions, must be for their equal and ratable benefit. In this situation an issue arises as to what property is
excluded from this sharing requirement. For example, if the sharing obligation relates only to the company's "plant," does it extend
to essential patents owned by the company and to factories owned
by subsidiaries? Another issue is, in view of the fact that the beneficiaries of the collateral include the public holders of the debentures, should the collateral agent be a bank which is not also a
lender, to insure impartiality?
Another problem may arise where the collateral represents all or
87. If the company did grant collateral in violation of a covenant, in addition to the
various rights which the lenders under the loan agreement would have against the company, they might have claims, based on tortious interference or equitable subordination,
against the lenders which benefited from the collateral grant. See supra notes 29-35, 5152 and accompanying text. On the other hand, one commentator believes that, in most
situations, the only rights of the lenders under the loan agreement would be against the
company. G. GILMORE, SECURITY INTERESTS IN PERSONAL PROPERTY § 38.5 at 1018

(1965).
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substantially all of the company's property. In this situation the
company may need to obtain stockholders' approval for the grant
of collateral. The law under which the company is organized and
the company's certificate of incorporation determine whether this
approval is needed. For example, in Delaware, the board of directors has the power to encumber all of the company's assets unless
the company's certificate of incorporation provides otherwise.88
Similarly, in Illinois, the statute was recently revised so that no
stockholders' approval is required. 9 On the other hand, in some
states stockholders' approval may be required, especially if the collateral represents all or substantially all of the company's property
and the collateralization is not in the regular course of the company's business.9" It is prudent to assume that such workout collateralization is not in the ordinary course of business, even though
one could fashion an argument that it is in the ordinary course of
business because it is necessary to permit the company to continue
to engage in its present business. It should be noted that if "substantially all" is determined functionally, it may apply to the mortgage of the company's plant even though it does not represent even
one-half of the value of the company's assets. Where approval is
required, it may be time-consuming and involve some uncertainty,
especially in the case of a publicly-held company which has to
comply with the Securities and Exchange Commission ("SEC")
proxy rules.
Another consideration in connection with the granting of collateral is the possibility of a voidable preference claim. If the collateral is granted to secure an antecedent debt, is granted at the time
the company is insolvent and a bankruptcy petition is filed within
ninety days after the perfection of the creditors' interest in the collateral, the grant of collateral can be avoided by the trustee as a
voidable preference.91 If at the time the collateral is granted the
creditors are deemed to be in control of the company, the preference period is one year rather than ninety days.9 2 A company is
insolvent if the amount of its debts, including estimated liability on
contingent or disputed claims, is greater than its property at a fair
valuation. 93 The term "fair valuation" is not defined in the Bankruptcy Reform Act of 1978 ("Bankruptcy Code"), but is some88.
89.
90.
91.
92.
93.

DEL. CODE ANN. tit. 8, § 272 (1983).
11.55, 11.60 (1983).
ILL. REV. STAT. ch. 32
See MODEL BUSINESS CORP. ACT. ANN. 2d §§

See supra text accompanying notes 26-28.
11 U.S.C. § 547(b)(4)(B) (1982).
11 U.S.C. § 101(29) (1982).

78, 79,

2, 3 (1979).
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where between firesale value and going concern value, being closer
to going concern value unless the business was defunct.94
The grant of collateral should not be deemed a fraudulent conveyance because both a new loan and antecedent debt are considered "value" for purposes of the Bankruptcy Code. 95 Nevertheless,
in the unlikely event that the amount of the loan is less than "reasonably equivalent" to the value of the collateral transferred and
the other requirements for a fraudulent conveyance are met, 96 the
trustee may attempt to avoid the transfer as a fraudulent transfer.
However, regardless of the value of the property covered by the
grant of collateral, the grant of collateral itself should be valid because the value of the collateral is never greater than the debt it
secures; the lender's interest in the collateral is limited to the secured debt. 91 Also, even if the trustee's arguments were successful,
the lender, if it acted in "good faith," would be entitled to retain
98
the collateral to the extent that it gave value to the debtor.
Another possible problem in connection with the granting of collateral is that, as a court of equity, a bankruptcy court has the
power to subordinate one claim to another on the basis of equitable
considerations. 99 There is some risk that a creditor's right to collateral which secures an obligation of a parent company or a sister
company, where the debtor did not benefit from the loan, will be
deemed a claim which should be subordinated. The claim may be
subordinated to the claims of the parent or sister company's other
creditors who have claims based upon transactions which benefited
the company. This may not be true where a parent company
grants collateral to secure a debt of its subsidiary because the parent benefited indirectly from the loan to the subsidiary. In addition, it would make a difference whether the other claims existed
before the collateralization or were created later. If created later,
94. 2

95.

COLLIER ON BANKRUPTCY §

11 U.S.C. § 548(d)(2) (1982).

101.26(4) (15th ed. 1983).

96. Under the fraudulent conveyance provisions of the Bankruptcy Code, the other
requirements are usually the insolvency of the transferor and the filing of a bankruptcy
petition within one year after the transfer. 11 U.S.C. § 548(a) (1982). Fraudulent conveyance provisions of a state statute which may be applicable in a bankruptcy by reason
of 11 U.S.C. § 544(b) (1982), may have different requirements including a longer statute
of limitations.
97. See Jackson v. Star Sprinkler Corp. of Florida, 575 F.2d 1223, 1236 (8th Cir.
1978) (court in holding that the grant of collateral worth 300% of its debt was not a
fraudulent conveyance stated that "[w]e are not sure that mere disparity in collateral
value to amount loaned would ever constitute failure to give fair consideration. Certainly
a three-to-one ratio is permissible ..
.
98. 11 U.S.C. § 548(c) (1982).
99. See supra notes 29-35 and accompanying text.
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the creditors could have discovered the security interests by appropriate inquiries such as a search of public records for any filed financing statements. Therefore, the claim may not be entitled to
the benefits of equitable subordination of the security interests.
If real estate collateral is taken in various states, there can be a
question as to whether the collateral agent needs to qualify to do
business in those states or would need to qualify if it foreclosed on
such property and purchased it at the foreclosure sale. °0 In Illinois, for example, a bank cannot qualify to do business;' 10 however,
an Illinois statute provides that the taking of real estate as collateral does not constitute doing business.' 2 If there is any doubt as
to this issue in any state, an individual co-collateral agent, subject
to the direction of the beneficiaries of the collateral, should be the
mortgagee. It is preferable if the individual agent is not controlled
by or removable by the corporate agent.
D. Interest Rate Relief
Frequently, particularly in a climate of high interest rates, interest rate relief is a critical part of the workout. The most obvious
example of interest rate relief is simply a lower interest rate. This,
however, may be unacceptable to a lender because it involves
forfeiting yield without receiving value in return. As a result, the
lender utilizes alternate methods of interest rate relief that enable it
to preserve at least the possibility of receiving value in return.
One technique which was very popular in the restructuring of
real estate investment trusts was to set a very low fixed interest rate
payable currently. In addition to this low fixed interest, contingent
interest accrued. The contingent interest would be calculated at a
market rate to the extent it exceeded the fixed interest. It accrued
and was payable only out of a percentage of taxable income of the
debtor over a ten-year period. In theory, this arrangement gave
the debtor cash relief, avoided the elimination of the debtor's net
worth because of interest expense accruing even when the debtor
had no income, and preserved for the lender the possibility of eventually receiving all of its originally contracted interest. However,
in the event of bankruptcy, the contingent interest would not constitute a claim, which was a disadvantage from the standpoint of
100. Any problem of local law, including this qualification issue, the proposed form
of the mortgage, and any special problem affecting the local personal property collateral,
should be reviewed by local counsel.
101. ILL. REV. STAT. ch. 32 13.05 (1983).
102. ILL. REV. STAT. ch. 17 2901 (1983).
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the lender. In practice, this huge cloud had to be eliminated to
permit the debtor to become viable. It was usually bargained away
as an incidental part of a swap which transferred property of the
debtor to the lender in cancellation of indebtedness.
Another form of interest rate relief is to defer the payment of a
portion of interest. This can be done, for example, by permitting
the debtor to deliver its interest bearing note in lieu of a cash payment of interest. If it can be demonstrated that the actual collection of such payment is substantially in doubt, the lender should be
able to include in its taxable income only the fair market value,
rather than the face amount, of the interest notes when received. 103
If collection is sufficiently doubtful that it is not possible to determine fair market value, then taxable income would be recognized
only when the interest note is paid.l°0 If the lender is a bank or
other regulated institution and has charged off the loan in whole or
in part in accordance with the policies of its regulator, interest on
such charged off amount is not required to be accrued. °5
Other common forms of interest rate relief include obtaining
stock or warrants of the debtor in payment of a portion of the interest obligation. Stock has some value from the date received. In
contrast, the warrant may never have any significant value, unless
the exercise price is below the related stock's current market price.
Detachable warrants are more desirable than convertible preferred
stock because they continue to exist even after the preferred stock
has been redeemed.
Shares, including shares issued upon exercise of a warrant, can
be issued only in accordance with the corporate law of the state
where the debtor is incorporated, and, if applicable, the rules of a
stock exchange. For example, a stockholders' vote will be necessary if a charter amendment is necessary to authorize the shares.
Similarly, a vote may be required under the rules of the New York
Stock Exchange if the plan for issuance of these shares could result
103. Normally when a debtor makes a cash payment of interest, it is considered income to the lender. When paid in property, the amount received is the fair market value
of the property. 26 U.S.C. § 61(4)(a) (1982); Treas. Reg. § 1.61-2(d) (1983). The IRS
position is that the "amount realized" by an accrual method lender on the substitution of
a new debt instrument for an old debt instrument of the same obligor, is the principal
amount of the new debt instrument rather than its fair market value. See I.R.S. Letter
Ruling (TAM) 8052023, September 25, 1980; I.R.S. Letter Ruling (TAM) 8224004,
March 1, 1982.
104. The regulations state that fair market value is "a question of fact, but only in
rare and extraordinary cases will property be considered to have no fair market value."
Treas. Reg. § 1.1001-1(a) (1984).
105. Treas. Reg. § 1.66-2(d) (1984); Rev. Rul. 81-18, 1981-1 C.B. 295.
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in the increase of the outstanding stock of the debtor by more than
18.5%.106 Also, stock can be issued only for the type of consideration allowed by the corporate law and in an amount not less than
its par value.
In taking stock, and to a lesser extent warrants, a creditor must
be sensitive to the amount of control it retains over the debtor.
The control of the debtor by a group of lenders for their own purposes could lead to a claim for damage based upon alleged tortious
interference, 107 or the subordination of their claims to those of
other creditors. 0 8 A controlling stockholder may also have liability for certain securities laws violations of the controlled company.'09 Additionally, if the creditor is deemed to be a controlling
stockholder, or if it owns 20% of the outstanding voting securities
of the debtor, it will be subject to the one year voidable preference
period. 10
If the creditor, or in certain circumstances a group of creditors,
acquires more than 5% of the stock of the debtor, it may be necessary to file a report"' in accordance with the Securities Exchange
Act of 1934.112 In addition, there may be regulatory restraints on
the acquisition and retention of shares or warrants. For example, a
national bank cannot hold stock even as part of a workout for
more than five years." 3 Also, the Bank Holding Company Act of
1956 prohibits a bank holding company from owning directly or
through a subsidiary, more than 5% of any class of voting stock of
most companies for more than two or, with the approval of the
106. See NYSE Company Manual 312.
107. See supra text accompanying notes 51, 52.
108. See supra notes 29-35 and accompanying text.
109. Section 15 of the Securities Act of 1933, 15 U.S.C. § 77o (1982), provides that
any person who controls a person liable under § 11 or § 12 of the Act shall be liable
jointly and severally with such controlled person to any person to whom such controlled
person is liable, "unless the controlling person had no knowledge of or reasonable ground
to believe in the existence of the facts by reason of which the liability of the controlled
person is alleged to exist." Similarly, § 20(a) of the Securities Exchange Act of 1934, 15
U.S.C. § 78t(a) (1982), provides that every person who controls any person liable under
that Act shall also be liable jointly and severally with such controlled person to any
person to whom such controlled person is liable, "unless the controlling person acted in
good faith and did not directly or indirectly induce the act or acts constituting the violation or cause of action." For a thorough discussion of these sections, see Ferrara &
Sanger, Derivative Liability in Securities Law: Controlling Person Liability, Respondeat
Superior, and Aiding and Abetting, 40 WASH. & LEE L. REV. 1007, 1009-15 (1983).
110. 11 U.S.C. § 547(b) (1982).
111. 17 C.F.R. § 240.13d-1 (1984).
112. 5 U.S.C. § 78m(d), (g) (1982).
113. FED. BANKING L. REP. (CCH) 85,232 (Comptroller Staff interpretive letter,
1980).
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Federal Reserve Board, five years. 114
With regard to the federal securities laws, the acquisition by the
lenders of shares or warrants should not present any difficulty because the acquisition should qualify as a private placement under
the Securities Act of 1933.11 No registration statement should
therefore be needed. However, compliance may be more difficult
with regard to the eventual resale of the shares or warrants. The
Securities Act of 1933 allows shares to be resold in the following
situations: (i) at any time if the sales are to sophisticated investors
who have access to information about the issuer, for investment
and not with a view to resale; 11 (ii) after the lender has been the
beneficial owner for two years, sales of up to 1% of the outstanding
common stock of the issuer in any three-month period can be made
through unsolicited brokers' transactions provided the issuer is in
compliance with SEC filing requirements; 1 7 and (iii) after three
years, any sales can be made, provided the lender is not an "affiliate.""' 8 In addition, a lender can always sell shares publicly if
there is a registration statement covering the sale.'
Thus, the
114. 12 U.S.C. § 1843(c)(2), (6) (1982); 12 C.F.R. §§ 225.22(c)(4), 225.143(d)(4), (5)
(1984).
115. "[Tlransactions by an issuer not involving any public offering" are exempt from
registration. 15 U.S.C. § 77d(2) (1982). See SEC v. Ralston Purina Co., 346 U.S. 119
(1953). For a comprehensive discussion of the private offering exemption, see Schneider,
"The Statutory Law of Private Placements, 14 REV. SEC. REG. 869 (1981). In 1982, the
SEC adopted its current "safe harbor" rules that describe transactions that clearly fit
within the "private" offering exemption from 1933 Act registration requirements. 17
C.F.R. §§ 230.501-506 (1984). These standards are known as Regulation D.
116. Section 4(1) of the Securities Act of 1933 exempts "transactions by any person
other than an issuer, underwriter, or dealer" from the registration requirements of § 5.
15 U.S.C. § 77d(l) (1982). Since a creditor generally is not an "issuer" or a "dealer,"
whether it lawfully may resell securities received in a private placement usually depends
on whether it is an "underwriter." Section 2(11) defines the term "underwriter" as "any
person who has purchased from an issuer with a view to, or offers or sells for an issuer in
connection with, the distribution of any security...." 15 U.S.C. § 77b(l 1) (1982). The
courts have viewed the term "distribution" as essentially synonomous with the term
"public offering" contained in § 4(2), 15 U.S.C. § 77d(2) (1982). See, e.g., Gilligan, Will
& Co. v. SEC, 267 F.2d 461 (2d Cir. 1959); The Value Line Fund, Inc. v. Marcus, [19641966 Transfer Binder] FED. SEC. L. REP. (CCH) 91,523 (S.D.N.Y. 1965). As a result,
a person who is not engaged in a "public offering" is deemed not to be engaged in a
"distribution," and hence is not an "underwriter," for purposes of § 4(1). Because this
approach combines elements of §§ 4(l) and 4(2) of the Act, it sometimes is called the
"section 4(1-1/2) exemption." See generally, The Section "4(1-1/2)" Phenomenon: Private Resales of "Restricted" Securities, 34 Bus. LAW 1961 (1979).
117. 17 C.F.R. § 230.144 (1984).
118. SEC Rule 144(k), 17 C.F.R. § 230.144(k) (1984). An "affiliate" of an issuer is
"a person that directly or indirectly, through one or more intermediaries, controls or is
controlled by, or is under common control with, such issuer." 17 C.F.R. § 230.144(a)(1)
(1984).
119. 15 U.S.C. § 77e (1982).
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lenders may require the debtor to prepare and maintain a "shelf
registration"' 120 for these shares, or agree to register the shares
under certain circumstances such as a request by the holders of a
certain percentage of these shares and also agreeing to include
these shares in any subsequent registration statement of the issuers.
Alternatively, unless the seller is a control person, the issuer could
be requested to register the issuance of these shares to the lender in
2
the first instance, and the shares could be freely sold thereafter.' '
A lender can exercise a warrant and then sell the shares. However, a two or three year holding period would be effective from the
time the shares were acquired. 22 The warrants themselves can be
resold either at any time in a private placement 123 or after three
years provided the issuer is in compliance with SEC filing requirements and the lender is not a control person. 124 Unless a market is
created for the warrant, which may happen if there is a large
number of outstanding warrants, the two year rule of Rule 144
cannot be utilized because it requires unsolicited broker transactions. 125 However, as a practical matter, the issuer will not allow
these warrants to be sold publicly unless the exercise of the warrants is covered by a registration statement. Otherwise, the offer
and sale by the issuer of its stock pursuant to the warrants would
violate the Securities Act of 1933.126 Accordingly, the issuance of
warrants usually requires the existence of a shelf registration or an
agreement to register.
In addition to the foregoing rules, no public or private sale can
be made by a lender at any time when the lender possesses material
non-public information about the issuer, as that would violate the
antifraud requirements of the Securities Exchange Act of 1934.127
120. 17 C.F.R. § 230.415 (1984). Rule 415, which permits an issuer to register certain securities for sale from time to time, has three basic conditions: (1) the amount of
registerable securities is limited to what is reasonably expected to be offered and sold
within two years; (2) the issuer must undertake to file post-effective amendments reflecting material post-regulation events; and (3) the issuer must agree that, for the purpose of
determining any liability under the Securities Act of 1933, each such post-effective
amendment shall be deemed to be a new registration statement relating to the securities
offered therein, and the offering of such securities at that time shall be deemed to be the
initial bona fide offering thereof. For a discussion of the operation and implications of
Rule 415, see L. Loss, SECURITIES REGULATION 140-47 (1983).
121. See supra note 119.
122. Rule 144(d)(1), 17 C.F.R. 230.144(d)(1) (1984).
123. See supra notes 115, 116 and accompanying text.
124. See supra note 118 and accompanying text.
125. Rule 144(0, 17 C.F.R. 230.144(f) (1984). See supra text accompanying note
117.
126. See supra note 119.
127. Rule l0b-5, 17 C.F.R. 240.10b-5 (1984), promulgated by the Securities and Ex-
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28
Also, any applicable state securities laws must be satisfied.'
If the shares of stock acquired by the company's creditors represent a substantial percentage of the outstanding shares of the company, it may be highly desirable to regulate both the company's
and the creditors' right to sell shares of the company in the public
market. Otherwise, this large overhang of shares could depress the
market price. Such regulation can be accomplished by an agreement among such creditors and the company.
If the debtor is privately owned, there will not be an existing
market for the equity thereby making equity less attractive, and
perhaps unacceptable, to the lender. However, it may be possible
to offer the lender reasonable assurances of a market in the event
the debtor recovers its financial health. For example, the controlling stockholders may be willing to agree that if the debtor attains
a specified level of financial success, they will, at the lender's request, either purchase the lender's equity or sell their shares to the
highest bidder who will also purchase the lender's shares at the
same per share price.
If the debtor has the right to deliver its stock in lieu of interest, a
lender normally is not required to recognize taxable interest income unless and until it receives the interest or the stock.' 29 As
stock is received in lieu of interest a lender will recognize taxable
income equal to the value of the stock. 3 0 The fair value should
reflect an appropriate discount from the current market price due

change Commission under § 10(b) of the Securities Exchange Act of 1934, 15 U.S.C.
§ 78j(b) (1982), makes it unlawful for a corporate insider to buy or sell the securities of
issuer unless he first discloses all material inside information known to him. E.g.,
Chiarella v. United States, 445 U.S. 222, 227 (1980); SEC v. Texas Gulf Sulphur Co., 401
F.2d 833 (2d Cir. 1968), cert. denied, 394 U.S. 976 (1969). An "insider" is a person who
has "access directly or indirectly, to information intended to be available only for a corporate purpose and not for the personal benefit of anyone." Id. at 848 (quoting Matter of
Cady, Roberts & Co., 40 S.E.C. 907, 912 (1961)). Examples of persons with the requisite
access to inside information-and thus barred from trading without first disclosinginclude officers, directors and majority or other controlling shareholders.
For a good discussion of Rule lob-5 see generally the multi-volume work of A. JACOBS, THE IMPACT OF RULE lOb-5 (1977).
128. Each state has laws that regulate the distribution and sale of securities. The
standards by which state administrators qualify a security for sale to the public range
from determining whether the offering materials provide full and truthful disclosure to
whether the terms of the sale are "fair, just and equitable." See L. Loss & E. COWETT,
BLUE SKY LAW 35-38 (1958). Like the Securities Act of 1933, most state statutes provide that offerings made to a small number of persons are exempt from state registration
requirements. E.g., ILL. REV. STAT. ch. 121-1/2 137.4.G (1983) (exempting certain
sales to not more than three persons in a twelve month period). See generally, R. JENNINGS & H. MARSH, SECURITIES REGULATION 1263-72 (4th ed. 1977).
129. See supra notes 104, 105 and accompanying text.
130. Id.
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to SEC restrictions on the sale of the shares' 3 ' and the depressing
effect on the market13 caused
by the sale of a large proportion of the
2
outstanding shares.
The taxable income recognizable by the lender at the time of its
receipt of the stock will be its tax basis for such shares. When the
stock is sold by the lender, any proceeds in excess of such basis
should be capital gain, subject to the possibility that some portion
of such gain may be treated as ordinary income. 133
Similar considerations apply to the receipt of warrants rather
than stock in lieu of interest. A lender should recognize taxable
income upon receipt of such warrants to the extent of their value, if
their value is readily ascertainable. The appropriate discount from
value could be greater with warrants due to a greater cumulative
impact of the SEC restrictions applicable to both the warrants and
the common stock to be received under such warrants. Any gain
upon the disposition of warrants should be capital gain. 134 There
is, in addition, authority for claiming that such warrants have no
readily ascertainable value and all interest should therefore be deferred so that all gain would be taxed as ordinary income upon
35
disposition. 1
E. Contributionsfrom Other Parties
Understandably, some lenders will take the position that they
will not contribute to the workout unless other non-lender groups
also contribute. However, this is often very difficult and sometimes
impractical. For example, suppliers may refuse to ship except on a
C.O.D. basis. On the other hand, suppliers have the incentive of
preserving a good customer as well as increasing the likelihood of
collecting their present claim. Therefore, it is to the advantage of
each principal supplier to agree to extend terms or even agree that
the debt owed it will not go below a certain agreed-upon level for
the specified period of the workout. Similarly, the company's dealers may be willing to make a cash contribution, in the form of
equity or a subordinated interest-free loan, to the company. If the
debtor is close to bankruptcy, it is frequently -possible for the
debtor to persuade its unions
that contract concessions are prefera13 6
ble to a bankruptcy filing.
131. See supra notes 115-28 and accompanying text.
132. See supra notes 104, 105.
133. 26 U.S.C. § 108(e)(7) (1982).
134. Subject to the possible application of 26 U.S.C. 108(e)(7) (1982).
135. See Treas. Reg. § 1.61-15(a) (1984), relating to compensatory options.
136. Obviously, a bankruptcy can result in the loss of many jobs by union workers.
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Usually it is not practical to expect concessions from publiclyheld debt or stock. However, especially if large blocks of the debt
are held privately, it may be possible to structure an attractive exchange offer for publicly-held debt. For example, an offer to exchange a $500 bond with a 20% coupon, together with warrants
for common stock, for a $1,000 bond with a 10% coupon, gives the
bondholder the same cash interest and the upside potential of the
warrants, and gives the debtor $500 of new net worth. Usually, the
SEC is willing to facilitate an offering in an emergency situation by
providing prompt review of the registration statement and by applying its registration requirements in a practical way.
It may also be possible to obtain tax or other concessions from
municipalities which are in danger of having local plants close.
However, in the present political climate in the United States, it is
unlikely that the federal government would be willing to furnish
any assistance including any guaranties.
F. PartialPaydown by Cash Payment
The most attractive positive incentive to a lender to participate
in a workout can be the debtor's promise to make a partial cash
payment at the outset and additional cash payments in the future.
The likely source of these payments is the sale of assets, as it is not
likely that the debtor will have surplus cash. For example, the
lenders can be promised 50% of all asset sale proceeds. In effect,
this will constitute an out-of-court contraction or partial liquidation, at what may approximate going concern values. This obligation can be phrased in terms of certain absolute amortization
requirements which the debtor satisfies in any manner possible, or
can be in terms of a certain percentage of any liquidation of specified assets, or a combination of these two provisions. Unless the
debtor has proposed to sell certain assets which are a fundamental
aspect of the workout, it is usually not advisable to require the
In addition, subject to court approval, the company (as debtor in possession) or a trustee,
if one has been appointed, can reject the union contract. 11 U.S.C. §§ 365(a), 1113
(1982). This may occur pursuant to an amendment to the Bankruptcy Code contained in
the recently enacted Bankruptcy Amendments and Federal Judgeship Act of 1984, only
if the company proposes modifications to the union contract which are necessary to permit reorganization, and the union refuses to accept the company's proposal without good
cause. The bankruptcy court can then approve an application for rejection of the union
contract after balancing the equities and finding that they favor rejection. This new provision was enacted by Congress to counteract the effect of NLRB v. Bildisco and Bildisco,
104 S. Ct. 1188 (1984). Such rejection will give rise to various unsecured claims for
severance pay, pension benefits, etc., some of which will be priority claims. 11 U.S.C.
§ 507(a) (1982).

Loyola University Law Journal

[Vol. 16

debtor to dispose of particular assets because such an action is arguably improper control of the debtor.1 37 Any such payment may
be a voidable preference. 3 ' However, this would not be the case if
the payment were proceeds from collateral which was not itself a
voidable preference. 139
G. PartialPayment with Property:A "Swap"
Occasionally, it may be practical for the debtor to convey property to the lenders in satisfaction of all or a portion of their claims.
Such an exchange is often called a "swap." This was an essential
feature of many of the workouts in the real estate investment trust
industry of a few years ago. These trusts would convey a piece of
real estate, or a note secured by real estate, to a lender in satisfaction of the claim of that lender. The attraction of a swap to a
lender is that it may be the only type of payment which the debtor
is willing or able to make on the debt. Also, if the debtor later goes
into bankruptcy, this asset is free of the jurisdiction of the court. 140
In contrast, collateral is subject to such jurisdiction. ' 4 The attraction of a swap to a debtor is that it enables the debtor to pay off a
claim on what is usually a very advantageous basis because the
lender is willing to value the asset at more than fair market value
to induce the debtor to agree to the swap.
The initial problem is to identify an appropriate asset to be
swapped. The typical debtor cannot easily swap real estate or a
mortgage note. Most companies only own real estate which is essential in their business or, if non-essential, is not saleable at a substantial price. Also, they do not own mortgage notes. Inventory
and equipment are not appropriate because they are not saleable by
the lender and, in the case of equipment, the company may need to
keep it. Accounts receivable, however, may be the appropriate
subject of a swap. Such a swap would involve certain basic warranties by the company. The company must warrant that the receivable is valid and enforceable. The warranty, however, would
probably not include any recourse against the company for uncollectibility. The swap would probably require the company to be
137. See supra notes 51, 52 and accompanying text.
138. See supra notes 26-28 and accompanying text.
139. Id.
140. 11 U.S.C. § 541(a) (1982). The property of the estate includes all the debtor's
legal or equitable interests in property as of the commencement of the case. The debtor
no longer has legal or equitable interest in swapped property and therefore it is not property of the estate.
141. See supra notes 68-76 and accompanying text.
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the lender's agent to collect. The company would not want the
lender dealing with the company's customers and the lender may
not have the staff or experience to collect these receivables.
A swap may require the approval of the holders of a majority of
the company's voting stock. This is determined by both the corporate law of the state where the company is incorporated and the
company's certificate of incorporation. For example, if the company is a Delaware corporation, any sale, including a swap, of all
or substantially all the assets of the company requires the approval
of the holders of a majority of the outstanding voting stock, except
if the sale is in the normal course of the corporation's business. 142
In Illinois, a swap outside the regular course of business of all or
substantially all of the assets of the company, requires the approval
of the holders of two-thirds of the outstanding voting stock and
also triggers dissenters' rights.' 4 3 It is risky to assume that this
transaction will be in the ordinary course of business.4 If the
company is publicly held, this will require a proxy solicitation'4 5
that involves disclosures concerning the financial affairs of the
company and delays in preparing the proxy material and in the
SEC review process, all of which may make the swap impractical.
A swap may be viewed as a voidable preference. 4 6 It will be
analyzed in the same way as any payment on account of an antecedent debt. Accordingly, if at the time of the swap the company is
insolvent and a petition is filed within the preference period, the
trustee will be able to require the lender to reconvey the swapped
property or its value and reinstate the cancelled debt. 14 7 If the
lender has improved the property there is no assurance that the
lender will have a claim for the added value. On the other hand, if
the lender had a security interest in the property acquired in the
swap and such security interest was duly authorized and perfected
at the time of the creation of the debt or in any event outside the
142. Del. Code Ann. tit. 8, § 271 (1983). See, e.g., Gimbel v. Signal Cos., Inc., 316
A.2d 599 (Del. Ch.), affd per curiam, 316 A.2d 619 (Del. 1974).
143. ILL. REV. STAT. ch. 32, " 11.55, 11.60, 11.65 and 11.70 (1983).
144. See supra note 90 and accompanying text.
145. Pursuant to § 14(a) of the Securities Exchange Act, 15 U.S.C. § 78n(a), the SEC
has adopted Regulation 14A, 17 C.F.R. 240.14a, et. seq. (1984), which includes requirements regarding the information to be furnished to shareholders in proxy materials and
the inclusion of proposals by shareholders. See generally L. Loss, SECURITIES REGULATION 509-45 (1983).
146. See supra notes 26-28 and accompanying text.
147. Id. Frequently, the swap agreement will expressly provide that if it is avoided
for any reason, the entire cancelled debt, instead of only that part equal to the value of the
swapped property, will be reinstated.

Loyola University Law Journal

[Vol. 16

preference period, the swap would not be preferential.' a
Generally, there is little concern that a swap will be a fraudulent
conveyance. A fraudulent conveyance requires that a transfer be
made for "less than a reasonably equivalent value."'' 49 Because
antecedent debt is considered to be value for the purpose of determining equivalent value, a swap usually is not a fraudulent conveyance. However, it could be argued that the antecedent debt should
be valued, for this purpose, at its present value and that if such
present value is significantly less than the value of the property
swapped and if the other requirements for a fraudulent conveyance
are met,' 5 ° the swap is a fraudulent conveyance.' 5 ' This argument
should not be successful as it is inconsistent with the statutory provision which treats antecedent debt as value 5 2 and would have the
improper effect of extending the voidable preference period from
ninety days to at least one year.
If, as a part of the swap, the lender transfers value to someone
other than the debtor, this could give rise to an argument that the
swap was a fraudulent conveyance. It could be argued that because the debtor did not receive all the value conveyed by reason of
the swap, it did not receive a reasonably equivalent value for the
property which was swapped. This argument should not succeed
because the fraudulent conveyance statute only requires that the
debtor receive fair value, not that the debtor receive all the
value. 53 Nevertheless, this argument was accepted in an improperly decided Seventh Circuit decision under the Bankruptcy Act,
which treated the settlement of a claim for fifty cents on the dollar
as a fraudulent conveyance because the lender also released a controlling stockholder's guaranty.' 5 4
Depending on the type of property obtained in the swap, the
lender may need to deal with additional issues. For example, if the
148. Id.
149. 11 U.S.C. § 548(a)(2) (1982).
150. See supra note 96 and accompanying text.
151. See Inland Security Co., Inc. v. Estate of Kirshner, 382 F. Supp. 388 (W.D. Mo.
1974) (where controlling stockholder caused his corporation to transfer to him a valuable
asset in satisfaction of the corporation's antecedent debt to him which was of little or no
value and the corporation filed a bankruptcy proceeding seven months later, such transfer
was a fraudulent conveyance).
152. 11 U.S.C. § 548(d)(2)(A) (1982).
153. 11 U.S.C. § 547 (1982).
154. Bullard v. Aluminum Co. of America, 468 F.2d 11 (7th Cir. 1972). Under 11
U.S.C. § 67(d)(1)(e) (repealed 1978), the consideration given had to represent not only a
"fair equivalent" for the antecedent debt, but also had to be given in "good faith." This
latter requirement is not in 11 U.S.C. § 548 which is the successor to § 67(d). 11 U.S.C.
§ 548 (1982). See 4 COLLIER ON BANKRUPTCY 548.09 n.35 (15th ed. 1983).

1984]

Overview of Workouts

lender acquires real estate, it may need to qualify to do business in
the state where the real estate is located. Acquiring real estate can
be a problem not only because this may trigger various state tax
liabilities, but also because a state's law may not even permit a
bank to so qualify. The lender will also need to make certain that
it has adequate insurance coverage. If it is a national bank, it may
not hold the real estate for more than five years or, with the approval of the Comptroller of Currency, ten years.' 55 One way to
solve such problems may be to use a triangular transaction where
the property is conveyed to a new entity owned by a businessman
in whom the lender has confidence. The lender acknowledges that
the transfer is in satisfaction of the old debt, and the new entity
agrees to pay the lender a certain amount, which is likely the
amount of the old debt and accrued interest thereon, secured by a
mortgage on the property. The transaction also provides that this
new debt can be collected only out of the mortgaged property. The
businessman or an entity controlled by him can be paid a management fee by the new entity, as well as having the possibility of developing an equity in the property.
The lender's tax consequences of the swap should be considered.
The swap is a taxable transaction. The lender bank will usually
recognize ordinary income or loss in the amount of the difference
between the unpaid principal of the satisfied claim and the fair
market value of the property obtained in the swap, whether it is
real estate or a mortgage note.' 56
H.

PartialPayment with Stock

Lenders are rarely willing to accept stock of the debtor in satisfaction of a portion of their claims for principal. This is only a
possibility if it is clear that the debtor cannot conceivably repay the
claim and the conversion of debt to equity is necessary for the
debtor to become a viable company. Suppliers, dealers and customers may be unwilling to deal with a company which has a negative net worth as reflected in its financial statements. On the other
hand, if it appears inevitable that the debtor will file a bankruptcy
petition, or have such a petition filed against it in the near future, it
is unlikely that the lenders will be willing to downgrade their position as this would cause them to receive less in a bankruptcy
proceeding.
Such an exchange of short-term debt for stock usually is a taxa155.
156.

12 U.S.C. § 29 (1982).
26 U.S.C. § 582(c) (1982).
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ble transaction. The lender bank recognizes ordinary 16ss in the
amount of the difference between the unpaid principal of the satisfied claim and the fair market of the stock received. This occurs
unless the bank has partially or wholly written off the debt as a bad
debt for tax purposes.I57 An additional problem is the need to insure that the debtor's accountants will treat the cancellation of
debt as a dollar for dollar increase in the debtor's net worth. Usually this can be achieved but it may take careful structuring.
I.

Management

In most situations, the debtor's poor financial condition is primarily caused by lower demand for the debtor's product. The
lower demand may or may not be part of a general economic depression. However, sometimes a significant part of the debtor's
problem is traceable to poor management. The fact that poor management has caused or contributed to a problem does not necessarily mean that a change in management will solve the financial
problems. A problem caused by excessive financial leverage, for
example, will not be cured simply by having a new CEO.
Even though a change in management may not appear to be a
necessary part of the solution, lenders may have lost confidence in
management. A change is then necessary in order to obtain the
support of the lenders for an out-of-court workout. Ideally, the
debtor will make this change voluntarily. If it does not, the lenders
may wish to apply pressure to cause this change. Depending on
how the lenders do this, they may open themselves up5 8 to lawsuits
based upon an allegedly improper exercise of power.1
J.

New Money

Typically, the debtor will believe that new money is a necessary
element of the workout. One reason for this belief is that the most
immediate problem for the debtor is likely to be inadequate cash
flow, including the need to meet its payroll, pay trade creditors and
meet its interest obligations. One way to improve cash flow is for
the lender to agree to take stock for all or a portion of interest as it
accrues, up to a specified amount. 59 It may even be practical for
the debtor to unilaterally announce an interest moratorium and
157. The other principal business and legal aspects of this type of transaction are
discussed supra pp. 22-28.
158. See supra notes 51, 52 and accompanying text.
159. See supra pp. 22-28.
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persuade its lenders not to file suit or a bankruptcy petition while a
long-term workout is negotiated and put in place.
However, if the debtor needs immediate cash as well as interest
relief it is necessary to devise an alternate technique. Ideally, the
debtor has saleable assets. For example, it may be able to sell and
lease back real estate or sell a non-core division or subsidiary. If
the debtor does not have such assets, the most likely technique will
be a sale of accounts receivable. Of course, the investors' 6° who
purchase such receivables must be convinced that their investment
is safe.
The reason that a purchase is more attractive than a secured
loan to an investor is that, in the event of the bankruptcy of the
debtor, the secured creditor would need the permission of the
bankruptcy court before being allowed to realize upon any of its
collateral.' 61 The bankruptcy court has the power to permit the
debtor to use the collateral provided that this use does not impair
the position of the secured creditor. 162 On the other hand, if assets
are purchased, the assets are outside the bankruptcy court's
jurisdiction.
Often, the purchase of accounts receivable is the only type of
purchase that is both attractive to an investor and not disruptive to
the debtor. The typical purchase of accounts is made pursuant to a
long and complicated agreement which involves the following economic features. A bank or finance company agrees that, on the
company's request made not more often than monthly during a
commitment period of two or three years, it will purchase accounts. The purchaser enters into a participation agreement pursuant to which it participates out the bulk of this commitment to
other investors. A part of the purchase price, such as ten to fifteen
percent, is deferred, is reduced by the amount of any uncollectible
purchased accounts, and then the balance of the amount is paid to
the company. The amount of accounts, less the deferred amount,
is discounted on the basis of the estimated collection experience
and on the basis of an initial discount rate. The resulting figure is
the purchase price to be paid to the company in cash at the time of
the purchase. If the collection experience varies from the esti160. Investors may be existing lenders to the debtor or a company which specializes
in the financing of receivables.
161. 11 U.S.C. § 362 (1982).
162. II U.S.C. § 363(c)(2), (e) (1982). The court may think that a creditor is not
harmed by the debtor's use of collateral-such as the use of accounts receivable collections to purchase additional inventory which would constitute substitute collateral--even
though the creditor may believe it is being harmed.
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mated experience or if the desired return on the investment 63 varies from the initial discount rate, there will be monthly adjustments
of the discount to reflect such changes. This will involve either
payments to the company or to the investor. The company typically warrants that the accounts are valid and enforceable, but not
that they are collectible. If a warranty is breached, the company is
obligated to repurchase the affected account. In addition, the company normally gives indemnities, especially against taxes, other
than certain taxes based upon net income.
The principal legal risk associated with a purchase is that a
bankruptcy court may determine that it really is a secured loan
rather than a purchase. Another legal risk is that, whether or not
the purchase is a secured loan, various payments which the company makes under the purchase agreement may constitute voidable
preferences. 64 A valid claim for voidable preference may result if
the payments were made while the company was insolvent and
during the preference period, which is usually ninety days. The
most important example of this problem is the typical case of the
company collecting the accounts as agent for the purchaser, commingling the collections in its bank account and remitting these
collections to the purchaser once a month. There is some risk that
this commingling can cause the purchaser to lose its perfected interest in the collections, in which case the monthly payments can
be deemed voidable preferences.165 This risk can be eliminated in
various ways, including having collections flow into lock boxes and
then applied daily to the purchaser's investment. However, the
company may make other payments, such as discount adjustments,
which may also be voidable preferences.
Finally, the lender must be aware that the UCC requires the sale
of accounts or chattel paper to be perfected just as if the sale were a
loan secured by these assets.' 66 Accordingly, financing statements
must be filed by the investor against the company.
163. The desired return rate will be a floating rate based on the prime or some other
objective standard.
164. 11 U.S.C. § 547 (1982). See supra notes 26-28 and accompanying text.
165. C.O. Funk & Sons, Inc. v. Sullivan Equipment, Inc., 89 Ill. 2d 27, 431 N.E.2d
370 (1982) (security interest continued in commingled funds to the extent that the balance in the commingled account was always equal to or greater than the amount of collateral proceeds deposited). See also U.C.C. § 9-306(4)(d) (1978).
166. U.C.C. § 9-102(l)(b) (1978).
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PRINCIPAL FEDERAL INCOME TAX CONSEQUENCES
OF A WORKOUT

If the terms of an obligation are being materially revised, involving, for example, changes in the interest rate and maturity, it is
possible that the workout will be deemed a taxable exchange of the
old obligation for the revised obligation. The lender's tax basis in
the old obligation will normally be the unpaid principal amount,
less any amount which has been previously charged off as uncollectible. The fair market value of the revised obligation will generally be less than the tax basis because of the risk of uncollectibility
and any below market rate of interest. It is likely, however, that
the IRS will deem any accrual basis lender (most institutional lenders fall into this category) to have received in such exchange an
amount equal to the principal amount of the revised obligation
rather than its fair market value. 167 Assume, for example, that the
unpaid principal amount of the loan is $1,000, no amount has been
charged off and the interest rate is revised to 10% from a previous
rate of 15%. The revision of the loan likely will not give rise to a
loss to an accrual basis lender even though the fair market value of
the revised obligation is less than $1,000.
On the other hand, if the loss should have been recognized in the
year of the workout because the lender was a cash basis taxpayer or
for some other reason, and if the obligation is subsequently written
off, sold or disposed of at a loss, the IRS may argue that the writeoff or subsequent loss should be reduced to the extent that it deems
the loss to have properly occurred in the year of the workout. If
such claim were successful, the lender may not be able to make an
adjustment to its return for the year of the workout if that year
68
were a closed year at such time.
If a loss is properly recognized, the lender's basis in the revised
obligation would be only the fair market value of such obligation,
not the principal amount. Any subsequent taxable disposition of
such obligations at a gain or a repayment of principal would result
in ordinary income to the lender at such time. 169
167. See I.R.S. Letter Ruling (TAM) No. 8052023, September 25, 1980 (if the revision is a taxable exchange, IRC § 1274 may result in a lower imputed principal amount
and therefore a loss even for an accrual basis lender).
168. See M.P.M. Joyce v. United States, 361 F.2d 602 (3rd Cir. 1966) (denying the
application of the mitigation of limitation provisions of 26 U.S.C. §§ 1311-1314 (1982) of
the IRC).
169. It is assumed that the lender is a "financial institution" to which 26 U.S.C.
§ 582(c) (1982) applies, and any special rules which may apply to insurance companies
are not considered herein.
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If the lender exchanges all or a portion of the old obligation for
stock of a corporate debtor, the exchange will not be a tax-free
recapitalization 170 unless the old obligation is deemed a "security"
within the meaning of section 354 of the Internal Revenue Code
("IRC"). For this purpose, the term "security" usually encompasses only a relatively long-term debt instrument. 17 1 If the old
obligation constitutes a "security," the lender might wish to charge
off the debt as partially worthless prior to the exchange in order to
avoid carrying over the higher cost basis of the obligation to stock
having a lesser value. A built-in capital loss is thereby avoided on
a subsequent sale of the stock.
Any loss recognized by a lender in a taxable exchange would be
an ordinary loss. 172 If the old obligation had previously been writ-

ten off by the lender as a worthless or partially worthless bad debt,
or charged to the bad debt reserve, and if the fair market value of
the stock received in the exchange exceeded the written-down adjusted basis of the old obligation, such excess may be a "recovery"
of the prior deduction at the time of the exchange under the "tax
benefit rule" regardless of whether the exchange were a tax-free
recapitalization. 73 The recovery would be included in income, or
credited to the reserve for bad debts, as the case may be. Any
amount of a prior bad debt not recovered at the time of the exchange would be recaptured as ordinary income to the extent of
gain recognized on a subsequent disposition of the stock of the
74
lender. 1

Leaders also should consider whether the workout will generate
taxable income and tax liability for the debtor. The 1984 Tax Reform Act provides that a corporation generally realizes income
when it satisfies its debt with its stock to the extent that the fair
market value of its stock is less than the amount of such indebtedness. '7 This reverses the "stock-for-debt" exception formerly
promulgated under the IRC. 76 The new rule will not apply in a
170.
171.

Described in 26 U.S.C. § 368(a)(1)(E) (1982).
See B. B1TTKER & J. EUSTICE, FEDERAL INCOME

TIONS AND SHAREHOLDERS,

TAXATION OF CORPORA-

14.11, 14.17, 14.34 (4th ed. 1983).

172. 26 U.S.C. § 582(c) (1982).
173. See United States v. Bliss Dairy, Inc., 457 U.S. 1103 (1983), for an analysis of
the tax benefit rule.
174. 26 U.S.C. § 108(e)(7) (1982).
175. Tax Reform Act of 1984, Pub. L. No. 98-369, § 59 (1984) (to be codified as
amended at 26 U.S.C. § 108(e)(10)). For a discussion of the debtor's tax concerns, see
Bacon, Rescue Planning for the Failing or Bankrupt Company, 61 TAXES - THE TAX
MAGAZINE 931 (1983).
176. 26 U.S.C. § 108(e)(8) (1982). Prior to the enactment of the Tax Reform Act of
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bankruptcy77 case or to the extent the corporate debtor is
insolvent.
VI.

THE PROCESS

The success of a workout can depend, in part, on selecting an
appropriate process for the development of the workout. While no
single process is appropriate in all cases, one constant is the need
for leadership to be supplied by experienced officers of one or more
of the major lenders. Without such leadership, the process can
flounder and ultimately fail in the face of conflicting views from
different lenders and different lender groups.
One technique is to form a steering committee of the principal
lenders which is assisted by counsel. Frequently, in addition to
utilizing the lawyers who represent the principal creditors, the
steering committee will employ special counsel which specializes in
representing creditors in workouts. This steering committee negotiates an outline of the principal terms of the workout with the
company. In connection with the preparation of the outline, the
committee may need to employ an accounting firm if reliable financial information concerning the company does not exist. Also, the
committee may find it useful to employ an investment banking
house as an adviser, especially if the workout will include the issuance of some form of equity to the lenders. Typically, the company agrees to pay the fees of the various counsel and any other
adviser such as an investment banker or accountant. The outline is
then sent to all the lenders participating in the workout. These
other lenders are invited to comment on the outline. However,
they are not expected to approve the outline, as many lenders need
the final agreement before they can get their institutions to
approve.
Based on the outline and the lender comments, the lawyers for
the lenders on the steering committee draft the agreements. The
1984, a corporate debtor generally did not recognize income from discharge of indebtedness when its debts were satisfied with its own stock, even if the market value of the stock
were less than the amount of the debt discharged. The "stock-for-debt exception" to
realization of income from discharge of indebtedness had been very useful in workouts.
It generally allowed debt to be converted into stock without any loss of tax benefits to the
debtor. This, of course, is subject to restrictions on net operating loss carryovers resulting from changes in ownership of stock.
177. There is also an exception for a "qualified workout," but this exception has a
deferred effective date which will not be earlier than January 1, 1985. Tax Reform Act of
1984, Pub. L. No. 98-369, § 59(b) (1984) (to be codified at 26 U.S.C. § 108(e)(10)). There
are other transitional exceptions, e.g., with respect to transfers pursuant to contracts and
options in effect on June 7, 1984. Id. at § 59(c).
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committee negotiates the agreements with the company and, when
agreed to by the company, the agreements are sent out to all the
lenders for comment. It is not unusual to have some holdouts
which sign only at the last minute after intense pressure from other
lenders, suppliers which are customers of the recalcitrant lenders,
unions and government officials. It is extremely difficult and usually not practical to be the only lender of a large group which
causes the workout to fail and bankruptcy to ensue. This is particularly true where, as now, there are numerous large workouts and
the bankruptcy of one of these companies may be perceived as
leading to the bankruptcy of others.
The era of multinational companies has complicated the
workout process. For example, a company may now not only have
a group of institutional lenders in the United States, but also different groups in Canada, Great Britain, France, Germany, Italy and
elsewhere. It is likely that if the company has financial problems in
one of these countries, it has similar problems in most or all of
these countries. Therefore, these groups of lenders must also be
involved in a workout. One threshhold issue is whether there
should be one type of workout for all groups, with variations where
appropriate, which are mutually interdependent, i.e., all go into effect at the same time. Alternatively, if the United States business is
the major business and its foreign affiliates are not key suppliers or
customers, it is possible that the fastest and most practical course
of action is to do the United States workout and simply assume
that the other workouts will be consummated if the United States
workout is consummated. If a foreign workout is unsuccessful, the
United States indebtedness can also be accelerated by reason of the
standard cross default clause in the United States agreement. Another complication of a multinational workout is that, in many foreign countries, there is no provision for a reorganization of the
company as in Chapter 11. In other words, the alternative to a
workout in those countries may be a liquidation. This can have a
significant impact on the strategy of both the company and its
creditors.
VII.

CONCLUSION

In conclusion, a workout is often the best way for a company
and its creditors to preserve the company's going concern values
which will be severely eroded in a bankruptcy. A successful
workout involves hard bargaining, creativity and patience, but the
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financial rewards to the parties and the social benefits from keeping
the business operating can be considerable.

