
Bankruptcy Reform Act Affects Businesses
On April 20, 2005, President Bush signed the

Bankruptcy Abuse Prevention and Consumer
Protection Act of 2005 (the “New Act”) which
extensively amends the Bankruptcy Code and
related statutes.  Because much of the media
coverage has centered on the consumer bank-
ruptcy reforms contained in the New Act, it is
possible to assume that business bankruptcy
cases were not impacted in any significant
manner.  This would be a mistaken assumption.  

Although the ink is barely dry, the Commercial
Restructuring and Bankruptcy Team of Adams
and Reese has reviewed the New Act to high-
light amendments that should be of interest to
our business clients and provide early insight
on the impact of those amendments on business
owners and officers.  

This Client Alert is not meant to be an exhaus-
tive commentary on the New Act.  As always,
our Team members are available to field your
inquiries concerning the New Act.  

Also, keep in mind that while the effective date for much of the
New Act is October 17, 2005, many of the amendments are
effective immediately.  We have indicated those amendments that
took effect upon enactment.

General Provisions Affecting Businesses

Debtor’s Duties Expanded

The new Act modifies § 521 to greatly expand the debtor’s duties
to file and report.  This section applies to all debtors, not just con-
sumer debtors.  
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Avoidance Provisions Modified to Help
Creditors

There are significant changes to the avoidance
provisions under the new Act, including the
ordinary course of business defense.  The
Code had provided for the defense to a prefer-
ence action if the transfer was made in pay-
ment of a debt incurred by the debtor in the
ordinary course of business or financial affairs
of the Debtor and the transferee, and such
transfer was (A) made in the ordinary course
of business or financial affairs of the debtor
and transferee, and (B) made according to
ordinary business terms.  The new Act
changes the “and” to an “or” so that a defen-
dant does not have to prove that its ordinary
course of business with the debtor is also ordi-
nary in the industry as a whole. (Applicable to
all cases from 4-20-05.)

The reach back provision for fraudulent trans-
fers is increased from one year to two years

prior to the date of the filing of the petition.  In an effort to recov-
er extraordinary compensation from executives in control of
troubled businesses, the Act also includes a provision that a
transfer is avoidable as a fraudulent transfer if made in exchange
for less than reasonable equivalent value and made to or for the
benefit of an insider, or incurred for the benefit of an insider
under an employment contract and not in the ordinary course of
business.  (Applicable to cases filed on or after 4-20-05.)

In addition, the venue of proceedings has been modified to pro-
vide that a trustee must file suit in the district court where the
defendant resides for claims on a consumer debt of less than
$15,000 or on non-consumer debts of less than $10,000 (unless
it is a claim against an insider of the debtor).  
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Reclamation Creditors Gain More Protection

Section 546 limits the trustee's avoidance of a nonbankruptcy right of
reclamation under certain circumstances.  The New Act will provide
more rights to reclamation creditors than presently exist under the
Uniform Commercial Code (UCC) or the current Bankruptcy Code.  

Currently, § 546(c) allows a seller of goods to assert a claim for recla-
mation within 10 days after receipt of such goods by the debtor.  If the
10-day period expires after the commencement of the bankruptcy pro-
ceeding, the seller is permitted to assert its reclamation claim within 20
days after receipt of such goods by the debtor.  The creditor does this by
giving notice to the debtor.  

The New Act amends § 546(c) to provide that if the debtor was insol-
vent within 45 days of the petition date, the seller has the later of 45 days
after receipt of the goods or 20 days after the petition date to assert its
reclamation claim.  Importantly, if the seller fails to timely give its recla-
mation notice it still may assert an administrative claim for the value of
any goods received by the debtors within 20 days prior to the petition
date.  

The UCC provides that a seller's right of reclamation is subject to the
rights of a buyer in the ordinary course of business or other good-faith
purchaser.  Thus, even though a seller may have a valid reclamation
claim under the Bankruptcy Code, the successful payment of this claim
may be endangered or denied altogether if the goods have been sold to
a good-faith purchaser for value in the ordinary course of business and,
frequently, reclamation creditors find their valid rights to reclaim goods
after proper written demand are subject to subordination by the debtor's
secured creditors.  

The New Act will provide far greater rights to reclamation creditors than
presently exist.  First, sellers will be able to reclaim goods sold on cred-
it for a 45-day period prior to bankruptcy so long as written notice is
provided to the debtor within 45 days of receipt of the goods.  Therefore,
the inventory that may be reclaimed will far exceed that subject to recla-
mation under the 10-day period currently provided.  

Second, the New Act provides reclamation creditors with a new and
powerful right by giving them an administrative claim for goods deliv-
ered within 20 days before the commencement of the bankruptcy case,
so long as the goods were sold in the ordinary course of the debtor's
business.  While not eliminating the problems associated with senior
debt, the reclaiming creditor will have an administrative claim entitled
to payment prior to any unsecured creditors receiving distribution under
a plan of reorganization.  Under this provision, the reclaiming creditor
need not provide any written notice.  There is no requirement that the
reclaiming creditor prove that the goods are still in the possession of the
debtor or that the goods have not been consumed.  The reclaiming cred-
itor must merely show the delivery of the goods within 20 days before
the commencement of the bankruptcy case and will have the right to
seek immediate payment on account of its administrative claim.  If the
debtor states there are no available assets to pay administrative claims,
the reclamation creditor has the right to seek assurance that such claims
will be paid and, if such assurance is not provided, to seek conversion of
the case.  

Reclamation creditors will have greater leverage when dealing with
lenders and debtors and, while still subject to subordination by senior
secured claims, should be able to use newly acquired administrative
claims to good advantage.  Reclamation creditors must become active
during the early stages of Chapter 11 cases to preserve their rights.  

Protection Increased  for Non-Debtor Parties to Executory
Contracts and Unexpired Leases

Restrictions in Shopping Center Leases - Over the last several years,
a conflict developed concerning the effect of Section 365 on "use"
restrictions contained in shopping center leases.  Section 365(b)(3)
specifically protects lessors of shopping centers by requiring a debtor to
demonstrate adequate assurance of future performance, including com-
pliance with restrictions on radius location, use or exclusivity, before
assuming and assigning the lease.  Some courts had held that the provi-
sions of Section 365(b)(3) could be "overridden" by 365(f)(1), which
permits assumption and assignment of leases notwithstanding any pro-
hibition on assignment contained in the lease because Section (f)(1) read
"except as provided in subsection (c) of this Section".  Debtors had suc-
cessfully argued that the restrictions provisions in (b) could be ignored.

The New Act removes any ambiguity by amending subsection (f) to
provide "Except as provided in sections b and c".  Thus, it is now clear
that the bankruptcy courts are required to enforce all lease restrictions
covered by subsection (b).  

Uncurable Defaults Do Not Prevent Assignment and Assumptions -
A more sweeping change is contained in the revision to 365(b)(1)(A).  In
the case of many retail debtors with multiple lease locations, it is not
unusual for the debtor to be in default of a non-monetary provision as of
the petition date (i.e., ceasing operations).  Lessors argued that if it was
"impossible" to cure the default, the lease could not be assumed and
assigned.  

The New Act requires the trustee to cure defaults, but those defaults that
are impossible to cure are to be cured prospectively from the time of
assumption.  Pecuniary losses resulting from such default also are to be
compensated.

The New Act now strikes a balance between the competing interests of
the lessor and debtor.  To the extent non-monetary defaults existed, the
lease can still be assumed and assigned if the default is cured on a 
"go forward" basis. The change applies only to non-residential real 
property leases, not executory contracts, personalty or residential real
property leases.

Time Capped on Assumption of Some Leases - Perhaps the most sig-
nificant change to Section 365 is the limitation on the debtor’s period in
which it must assume or reject a lease of non-residential real property.
Under existing Section 365, a debtor was provided a 60-day period with-
in which to assume a lease. Failure to assume the lease within that time-
frame was deemed, as a matter of law, to constitute a rejection of the
lease.  Bankruptcy courts routinely extended the period by granting con-
tinuances – often up to the confirmation of any plan, which might be
years after the petition date.  The New Act provides a 120-day period to
assume the lease, and allows a court to grant a single extension of 90
days.  Absent written consent of the lessor, the court has no power to
extend the time to assume non-residential real property leases beyond
210 days. This will have a significant impact on the practice of many
large debtors, especially retailers.  Debtors will now be forced to make
difficult decisions regarding marginal stores much sooner.  

The New Act also recognizes the potential that debtors may assume leas-
es then ultimately reject them, by imposing a cap on administrative
expense damages for assumed leases that later are rejected.  The lessor’s
administrative expense claim is limited to rent for two years following
the latter of rejection or actual turnover of the premises.

Miscellaneous Revisions to Section 365

•  The provisions dealing with aircraft terminals or gates were deleted.
•  Personal property leases that are not assumed or are rejected by the   

trustee are no longer part of the estate and the stay under Section  
362(a) is automatically terminated. 

•  A Chapter 7 debtor can personally assume a lease of personal 
property if the trustee does not assume such lease and the creditor  
consents to the assumption. Such an assumption only imposes 
liability upon the debtor, not upon the estate.

•  It is now clear that the stay is not violated by a lessor contacting   
and negotiating with a debtor relative to the debtor’s proposed  
assumption of a lease of personal property.  

•  If a lease of personal property is not assumed in a Chapter 13 plan,  
at the conclusion of the meeting of creditors the stay and the 
codebtor stay are terminated as to the property. 

Protection of Financial Contracts Expanded

The Bankruptcy Code’s safe harbor provisions allow for the termination
of forward contracts, and the liquidation and setoff of associated obliga-
tions notwithstanding the Bankruptcy Code’s automatic stay, avoidance
powers and other provisions under title 11.  These provisions are to
ensure that nothing interferes with the prompt liquidation of a debtor’s
forward contracts, due to the fear that the insolvency of one party could
trigger a chain reaction of insolvencies among others who carry such
contracts for that party, thus compromising the integrity of the securities
markets.  The safe harbor provisions are available only to “forward-con-
tract merchants.”  

The Act amends the Code provisions governing the treatment of finan-
cial contracts such as securities contracts, commodities contracts, repur-
chase agreements and swap agreements.  The Act modifies the safe har-
bor provisions and adds a new safe harbor provision to the Code.  The
changes include:  

•  The safe harbor for repurchase agreements will not include 
transactions involving mortgage loans or certain mortgage-
backed securities. 

•  The safe harbor for all agreements now includes derivatives.  For 
example, swap agreements now include credit derivatives, such as  
credit default swaps and total return swaps.

•  A new safe harbor provision for master netting agreements is added.  

The Act also revised the financial contract provisions of the FCIC Act to
reflect the same safe harbor provisions contained in the Code.  

Trustees Can Attack Self-Settled Trusts

The new Act gives trustees the power under § 548(e) to attack transfers
into self-settled trusts made within ten years of the petition date if the
debtor retains a beneficiary interest and the transfer was made with actu-
al intent to hinder, delay or defraud a creditor (including those creditors
with securities law claims).  (Applicable to all cases filed on or after 
4-20-05.)

Utilities and Adequate Assurance

Under Section 366, a utility is now permitted to alter, refuse, or discon-
tinue service if, within 30 days from the date of filing a Chapter 11 peti-
tion, the utility does not receive “adequate assurance” of payment.
Adequate assurance may be in the form of a cash deposit, letter of cred-
it, certificate of deposit, surety bond, prepayment of utility consumption,
or other mutually agreed form; however, merely granting administrative
expense priority will no longer constitute an assurance of payment.
Again, this will impact the amount of credit available to a debtor from a

post-petition lender.  

Priority Wage Claims Increased

Section 507 specifies the kinds of claims that are entitled to priority in
distribution, and the order of priority.  As currently written, § 507 pro-
vides that pre-petition wages for the period 90 days preceding com-
mencement of the case have third order priority, up to $4,925 per indi-
vidual or corporation.  The 90-day period covered wages, salaries, or
commissions, including vacation, severance, and sick leave pay earned
within 90 days before the earlier of the petition date or the date the
debtor’s business ceased.  

In an effort to protect employees of distressed companies, the 2005 Act
increases the amount of priority wages claims allowed under § 507(a)
from $4,925 to $10,000 with periodic CPI adjustments.  It also expands
the pre-petition protected period from 90 days to 180 days before the
petition date.  The claims drop to a fourth priority as domestic support
obligations are elevated (which should not be an issue in a business
case).  

By doubling the amount and the accrual period, Congress has signifi-
cantly eroded the position of unsecured creditors and increased concern
of post-petition lenders.  (Applicable to all cases filed on or after 
4-20-05.)

Taxes Get Improved Treatment

New Exception to Automatic Stay - The addition of § 362(b)(26) per-
mits the setoff of an income tax refund by a governmental unit despite
the automatic stay.  The mutual debts must be pre-petition debts.
However, the debtor may receive the refund in exchange for adequate
protection of the governmental unit to whom the debtor is obligated.  

All Taxes Are Better Protected

•  The revision of §503(b) makes it clear that ANY tax incurred by the 
estate is an administrative expense.  

•  The rate of interest on taxes is indexed to the applicable non-
bankruptcy rate.  

•  Where the debtor is required to file a return, notice or report for any 
tax or customs duty and fails to do so at all or in a timely manner, 
the debtor will not be discharged for that obligation.  

Tax Liens Gain Better Status - The New Act limits the types of high-
er priority claims which may be paid before tax claims out of the pro-
ceeds of property that secures the tax claim.  

Treatment of Tax Claims Upgraded

•  In order for a debtor's reorganization plan to be confirmed, the plan  
must provide for the payment to governmental units of the total 
value as of the plan's effective date equal to the allowed amount of  
the unsecured and secured claims for income, property, 
employment, excise and customs taxes over a period not to exceed  
five years from the date of the order of relief (not from the date of 
plan confirmation).  The provision for payment to the governmental 
unit must also be at least as favorable as the treatment afforded to 
the most-favored holder of a non-priority, unsecured claim under 
the plan with the exception of very small claims that might be  
cashed out.

•  There now is an exception to discharge of tax liability or customs  
duty where a corporate debtor filed a fraudulent return or "willfully   
attempted in any manner to evade or defeat such tax or such 
customs duty."  



Reclamation Creditors Gain More Protection

Section 546 limits the trustee's avoidance of a nonbankruptcy right of
reclamation under certain circumstances.  The New Act will provide
more rights to reclamation creditors than presently exist under the
Uniform Commercial Code (UCC) or the current Bankruptcy Code.  

Currently, § 546(c) allows a seller of goods to assert a claim for recla-
mation within 10 days after receipt of such goods by the debtor.  If the
10-day period expires after the commencement of the bankruptcy pro-
ceeding, the seller is permitted to assert its reclamation claim within 20
days after receipt of such goods by the debtor.  The creditor does this by
giving notice to the debtor.  

The New Act amends § 546(c) to provide that if the debtor was insol-
vent within 45 days of the petition date, the seller has the later of 45 days
after receipt of the goods or 20 days after the petition date to assert its
reclamation claim.  Importantly, if the seller fails to timely give its recla-
mation notice it still may assert an administrative claim for the value of
any goods received by the debtors within 20 days prior to the petition
date.  

The UCC provides that a seller's right of reclamation is subject to the
rights of a buyer in the ordinary course of business or other good-faith
purchaser.  Thus, even though a seller may have a valid reclamation
claim under the Bankruptcy Code, the successful payment of this claim
may be endangered or denied altogether if the goods have been sold to
a good-faith purchaser for value in the ordinary course of business and,
frequently, reclamation creditors find their valid rights to reclaim goods
after proper written demand are subject to subordination by the debtor's
secured creditors.  

The New Act will provide far greater rights to reclamation creditors than
presently exist.  First, sellers will be able to reclaim goods sold on cred-
it for a 45-day period prior to bankruptcy so long as written notice is
provided to the debtor within 45 days of receipt of the goods.  Therefore,
the inventory that may be reclaimed will far exceed that subject to recla-
mation under the 10-day period currently provided.  

Second, the New Act provides reclamation creditors with a new and
powerful right by giving them an administrative claim for goods deliv-
ered within 20 days before the commencement of the bankruptcy case,
so long as the goods were sold in the ordinary course of the debtor's
business.  While not eliminating the problems associated with senior
debt, the reclaiming creditor will have an administrative claim entitled
to payment prior to any unsecured creditors receiving distribution under
a plan of reorganization.  Under this provision, the reclaiming creditor
need not provide any written notice.  There is no requirement that the
reclaiming creditor prove that the goods are still in the possession of the
debtor or that the goods have not been consumed.  The reclaiming cred-
itor must merely show the delivery of the goods within 20 days before
the commencement of the bankruptcy case and will have the right to
seek immediate payment on account of its administrative claim.  If the
debtor states there are no available assets to pay administrative claims,
the reclamation creditor has the right to seek assurance that such claims
will be paid and, if such assurance is not provided, to seek conversion of
the case.  

Reclamation creditors will have greater leverage when dealing with
lenders and debtors and, while still subject to subordination by senior
secured claims, should be able to use newly acquired administrative
claims to good advantage.  Reclamation creditors must become active
during the early stages of Chapter 11 cases to preserve their rights.  

Protection Increased  for Non-Debtor Parties to Executory
Contracts and Unexpired Leases

Restrictions in Shopping Center Leases - Over the last several years,
a conflict developed concerning the effect of Section 365 on "use"
restrictions contained in shopping center leases.  Section 365(b)(3)
specifically protects lessors of shopping centers by requiring a debtor to
demonstrate adequate assurance of future performance, including com-
pliance with restrictions on radius location, use or exclusivity, before
assuming and assigning the lease.  Some courts had held that the provi-
sions of Section 365(b)(3) could be "overridden" by 365(f)(1), which
permits assumption and assignment of leases notwithstanding any pro-
hibition on assignment contained in the lease because Section (f)(1) read
"except as provided in subsection (c) of this Section".  Debtors had suc-
cessfully argued that the restrictions provisions in (b) could be ignored.

The New Act removes any ambiguity by amending subsection (f) to
provide "Except as provided in sections b and c".  Thus, it is now clear
that the bankruptcy courts are required to enforce all lease restrictions
covered by subsection (b).  

Uncurable Defaults Do Not Prevent Assignment and Assumptions -
A more sweeping change is contained in the revision to 365(b)(1)(A).  In
the case of many retail debtors with multiple lease locations, it is not
unusual for the debtor to be in default of a non-monetary provision as of
the petition date (i.e., ceasing operations).  Lessors argued that if it was
"impossible" to cure the default, the lease could not be assumed and
assigned.  

The New Act requires the trustee to cure defaults, but those defaults that
are impossible to cure are to be cured prospectively from the time of
assumption.  Pecuniary losses resulting from such default also are to be
compensated.

The New Act now strikes a balance between the competing interests of
the lessor and debtor.  To the extent non-monetary defaults existed, the
lease can still be assumed and assigned if the default is cured on a 
"go forward" basis. The change applies only to non-residential real 
property leases, not executory contracts, personalty or residential real
property leases.

Time Capped on Assumption of Some Leases - Perhaps the most sig-
nificant change to Section 365 is the limitation on the debtor’s period in
which it must assume or reject a lease of non-residential real property.
Under existing Section 365, a debtor was provided a 60-day period with-
in which to assume a lease. Failure to assume the lease within that time-
frame was deemed, as a matter of law, to constitute a rejection of the
lease.  Bankruptcy courts routinely extended the period by granting con-
tinuances – often up to the confirmation of any plan, which might be
years after the petition date.  The New Act provides a 120-day period to
assume the lease, and allows a court to grant a single extension of 90
days.  Absent written consent of the lessor, the court has no power to
extend the time to assume non-residential real property leases beyond
210 days. This will have a significant impact on the practice of many
large debtors, especially retailers.  Debtors will now be forced to make
difficult decisions regarding marginal stores much sooner.  

The New Act also recognizes the potential that debtors may assume leas-
es then ultimately reject them, by imposing a cap on administrative
expense damages for assumed leases that later are rejected.  The lessor’s
administrative expense claim is limited to rent for two years following
the latter of rejection or actual turnover of the premises.

Miscellaneous Revisions to Section 365

•  The provisions dealing with aircraft terminals or gates were deleted.
•  Personal property leases that are not assumed or are rejected by the   

trustee are no longer part of the estate and the stay under Section  
362(a) is automatically terminated. 

•  A Chapter 7 debtor can personally assume a lease of personal 
property if the trustee does not assume such lease and the creditor  
consents to the assumption. Such an assumption only imposes 
liability upon the debtor, not upon the estate.

•  It is now clear that the stay is not violated by a lessor contacting   
and negotiating with a debtor relative to the debtor’s proposed  
assumption of a lease of personal property.  

•  If a lease of personal property is not assumed in a Chapter 13 plan,  
at the conclusion of the meeting of creditors the stay and the 
codebtor stay are terminated as to the property. 

Protection of Financial Contracts Expanded

The Bankruptcy Code’s safe harbor provisions allow for the termination
of forward contracts, and the liquidation and setoff of associated obliga-
tions notwithstanding the Bankruptcy Code’s automatic stay, avoidance
powers and other provisions under title 11.  These provisions are to
ensure that nothing interferes with the prompt liquidation of a debtor’s
forward contracts, due to the fear that the insolvency of one party could
trigger a chain reaction of insolvencies among others who carry such
contracts for that party, thus compromising the integrity of the securities
markets.  The safe harbor provisions are available only to “forward-con-
tract merchants.”  

The Act amends the Code provisions governing the treatment of finan-
cial contracts such as securities contracts, commodities contracts, repur-
chase agreements and swap agreements.  The Act modifies the safe har-
bor provisions and adds a new safe harbor provision to the Code.  The
changes include:  

•  The safe harbor for repurchase agreements will not include 
transactions involving mortgage loans or certain mortgage-
backed securities. 

•  The safe harbor for all agreements now includes derivatives.  For 
example, swap agreements now include credit derivatives, such as  
credit default swaps and total return swaps.

•  A new safe harbor provision for master netting agreements is added.  

The Act also revised the financial contract provisions of the FCIC Act to
reflect the same safe harbor provisions contained in the Code.  

Trustees Can Attack Self-Settled Trusts

The new Act gives trustees the power under § 548(e) to attack transfers
into self-settled trusts made within ten years of the petition date if the
debtor retains a beneficiary interest and the transfer was made with actu-
al intent to hinder, delay or defraud a creditor (including those creditors
with securities law claims).  (Applicable to all cases filed on or after 
4-20-05.)

Utilities and Adequate Assurance

Under Section 366, a utility is now permitted to alter, refuse, or discon-
tinue service if, within 30 days from the date of filing a Chapter 11 peti-
tion, the utility does not receive “adequate assurance” of payment.
Adequate assurance may be in the form of a cash deposit, letter of cred-
it, certificate of deposit, surety bond, prepayment of utility consumption,
or other mutually agreed form; however, merely granting administrative
expense priority will no longer constitute an assurance of payment.
Again, this will impact the amount of credit available to a debtor from a

post-petition lender.  

Priority Wage Claims Increased

Section 507 specifies the kinds of claims that are entitled to priority in
distribution, and the order of priority.  As currently written, § 507 pro-
vides that pre-petition wages for the period 90 days preceding com-
mencement of the case have third order priority, up to $4,925 per indi-
vidual or corporation.  The 90-day period covered wages, salaries, or
commissions, including vacation, severance, and sick leave pay earned
within 90 days before the earlier of the petition date or the date the
debtor’s business ceased.  

In an effort to protect employees of distressed companies, the 2005 Act
increases the amount of priority wages claims allowed under § 507(a)
from $4,925 to $10,000 with periodic CPI adjustments.  It also expands
the pre-petition protected period from 90 days to 180 days before the
petition date.  The claims drop to a fourth priority as domestic support
obligations are elevated (which should not be an issue in a business
case).  

By doubling the amount and the accrual period, Congress has signifi-
cantly eroded the position of unsecured creditors and increased concern
of post-petition lenders.  (Applicable to all cases filed on or after 
4-20-05.)

Taxes Get Improved Treatment

New Exception to Automatic Stay - The addition of § 362(b)(26) per-
mits the setoff of an income tax refund by a governmental unit despite
the automatic stay.  The mutual debts must be pre-petition debts.
However, the debtor may receive the refund in exchange for adequate
protection of the governmental unit to whom the debtor is obligated.  

All Taxes Are Better Protected

•  The revision of §503(b) makes it clear that ANY tax incurred by the 
estate is an administrative expense.  

•  The rate of interest on taxes is indexed to the applicable non-
bankruptcy rate.  

•  Where the debtor is required to file a return, notice or report for any 
tax or customs duty and fails to do so at all or in a timely manner, 
the debtor will not be discharged for that obligation.  

Tax Liens Gain Better Status - The New Act limits the types of high-
er priority claims which may be paid before tax claims out of the pro-
ceeds of property that secures the tax claim.  

Treatment of Tax Claims Upgraded

•  In order for a debtor's reorganization plan to be confirmed, the plan  
must provide for the payment to governmental units of the total 
value as of the plan's effective date equal to the allowed amount of  
the unsecured and secured claims for income, property, 
employment, excise and customs taxes over a period not to exceed  
five years from the date of the order of relief (not from the date of 
plan confirmation).  The provision for payment to the governmental 
unit must also be at least as favorable as the treatment afforded to 
the most-favored holder of a non-priority, unsecured claim under 
the plan with the exception of very small claims that might be  
cashed out.

•  There now is an exception to discharge of tax liability or customs  
duty where a corporate debtor filed a fraudulent return or "willfully   
attempted in any manner to evade or defeat such tax or such 
customs duty."  



Changes Related to Chapter 11
Reorganizations

Increase in Individual Chapter 11 Cases

Because of the enactment of “means testing” to identify debtors trying
to “abuse” the bankruptcy system, more individual debtors will be
unable to maintain Chapter 7 liquidation cases.  Rather, they will be
shunted primarily into Chapter 13 cases for payment plans over a 60-
month period.  For those individuals whose debts exceed the Chapter 13
debt limits ($307,675.00 unsecured debts and $922,975.00 secured
debts), Chapter 11 reorganization is the only alternative.  Awaiting those
debtors is the fact that, like Chapter 13, their post-petition wages are
included as property of the estate and one or more of their creditors can
object to the confirmation of their plan and force them into a 60-month
payment plan that uses their disposable income.  

New Time Limits on Plan Exclusivity

The revision of § 1121 restricts the debtor’s ability to obtain excessive
extensions of the period within which the debtor has the exclusive right
to file a plan and the period within which the debtor must obtain accept-
ance of its plan to maintain exclusivity.  Under the current Code, the
debtor has the exclusive right to file a plan until 120 days after the date
of the order for relief and only if the debtor has not filed a plan that has
been accepted by each class of impaired claims before 180 days after the
date of the order for relief, can any party in interest file a plan.  In addi-
tion, both the 120-day and 180-day periods can be extended for cause
without limitation on the length of time by which the periods can be
extended.  

The new Act curtails the debtor’s control and the judge’s discretion by
imposing strict time limits for extensions of both the 120-day and 180-
day periods.  Under the Act, the 120-day exclusivity period cannot be
extended beyond a date that is 18 months after the date of the order for
relief.  The 180-day period cannot be extended beyond a date that is 20
months after the date of the order for relief.  The time limits for small
business cases also have been shortened to not more than 300 days.  

Benefits for Retired Employees Protected

The Act amends Section 1114 by limiting a debtor’s ability to modify its
retiree benefits plan in the 180-day period prior to the debtor commenc-
ing a bankruptcy case.  The amendment adds a new subsection (l) that
provides that if the debtor modified the retiree benefits plan in the 180-
day period, and the debtor was insolvent on the date the plan was mod-
ified, then a party in interest may bring a motion for an order re-instat-
ing the benefits retroactively.  The bankruptcy court can issue an order
re-instating the benefits as of the date the modifications were made,
unless the bankruptcy court finds that the balance of the equities clearly
favors such modifications. (Applicable to all cases filed on or after 
4-20-05.)

Disinterestedness and Investment Bankers

The Act provides for a significant change regarding the eligibility of
investment bankers and their attorneys to be retained by the debtor for
the bankruptcy case when the banker was employed by the debtor prior
to bankruptcy.  The new Act, however, dispenses with the disinterested-
ness rule by deleting investment bankers and their attorneys from the list
of persons excluded from employment.  This could be a benefit to the
debtor if it can use investment bankers that have already been educated.
On the other hand, it narrows the opportunities for competing invest-
ment bankers who do not have prior connections with the debtor.  

Retention Agreements Are Reined In

Prior to the new Act, there were no limitations on the use of retention
bonuses for key employees (“KERP”).  The provisions of the Act now
restrict the amount that may be paid pursuant to a KERP, as well as the
debtor’s ability to pay retention bonuses and make severance payments
to insiders (those executives in control).  Under the new Act, the only
time a debtor will now be allowed to pay retention bonuses to an insid-
er is if, among other things:  

•  The insider has a bona fide job offer from another company at the 
same or a greater rate of compensation; and

•  The insider’s services are essential to the debtor’s business.  

Bankruptcy Court Can Change Makeup of Creditors’ Committee

The new Act makes it clear that the court can act to ensure adequate rep-
resentation on the creditors’ committee.  This includes adding creditors
with smaller claims when the amount of the claim is disproportionately
large for that creditor’s business.  Also, the committee can be re-
arranged to include mid-case claimants, such as hedge funds, who oth-
erwise might be part of an ad hoc committee.  Creditors’ committees
also are directed to provide more information on the case to the unse-
cured creditors.  

Greater Potential For Scrutiny and Intervention in Reorganization
Cases

Appointment of Trustee or Examiner - Section 1104(a) has been
amended to add that if grounds exist under Section 1112 to convert or
dismiss a Chapter 11 reorganization case to a Chapter 7 liquidation case
then, as an alternative, the court may appoint a trustee or an examiner, if
it is in the best interests of creditors and the estate.  

Section 1104(e) has been added and mandates that the U.S. Trustee
move for appointment of a trustee if there are reasonable grounds to sus-
pect that the CEO, CFO (or members of the governing body who select-
ed them) or current members of the governing body of the debtor par-
ticipated in actual fraud, dishonesty or criminal conduct in the manage-
ment of the debtor or its public financial reporting.  (Applicable to all
cases filed on or after 4-20-05.)

Conversion or Dismissal of a Chapter 11 Case - The discretion of the
court on motions to convert or dismiss a Chapter 11 reorganization to a
Chapter 7 liquidation for cause has been restricted.  Section 1112(b) has
been amended to provide that conversion or dismissal must be granted
on the request of a party in interest who establishes cause, absent unusu-
al circumstances specifically identified by the court that establish con-
version or dismissal is not in the best interest of creditors and the estate.
This places a heavier evidentiary burden on the debtor.  

Moreover, a hearing on a motion under Section 1112(b) must be com-
menced not later than 30 days after filing and must be decided by the
court not later than 15 days after commencement of the hearing unless
the movant expressly consents to a continuance or compelling circum-
stances prevent the court from meeting the deadlines.  
The definition of “cause” under this subsection has been expanded to
include:

•  gross mismanagement of the estate
•  failure of the debtor to maintain appropriate 

insurance
•  unauthorized use of cash collateral by the debtor 
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(helps secured creditors)
•  failure to comply with a court order
•  unexcused failure to timely comply with any filing/

reporting requirement
•  failure to attend the Section 341 meeting of creditors 

or Rule 2004 examination without good cause
•  failure to provide information or attend meetings 

reasonably requested by the U.S. Trustee
•  failure to timely pay post petition taxes or tax returns

due post petition (helps IRS)
•  failure to pay any domestic support obligation that 

first becomes payable post petition

(Lenders should consider limiting the authority of borrow-
ers to spend cash collateral outside the ordinary course of
business.)

New Chapter 15

This represents a culmination of efforts to harmonize
cross-border insolvency proceedings by incorporating the
Model Law on Cross-Border Insolvency that is being
implemented globally.  The new Chapter 15 replaces
Section 304 of the Bankruptcy Code that permitted “ancil-
lary cases” in aid of a foreign insolvency proceeding to be
filed in U. S. Bankruptcy Courts.  

Under Chapter 15, foreign incoming cases are either
“main” proceedings or “non-main” proceedings (ancillary
to a main proceeding).  The “foreign representative” will
file a Chapter 15 petition along with documents evidenc-
ing the foreign proceeding and the representative’s author-
ity.  The foreign representative also can seek temporary
relief if urgently needed to protect the debtor’s assets in the
United States.  

Upon recognition of a foreign main proceeding, the auto-
matic stay and selected other provisions of the Bankruptcy
Code take effect, and the foreign representative will be
authorized to operate the debtor’s business in the ordinary
course.  Venue is narrowed to a single entry point (1) prin-
cipal place of business, (2) place of litigation against
debtor, (3) venue consistent with justice and convenience).
If the foreign representative is not recognized, then he/she
cannot proceed in another court.  

Chapter 15 also requires cooperation and communication
between domestic and foreign courts and representatives
and gives the bankruptcy judge the discretion to imple-
ment such cooperation.  

By enacting the Model Law, the United States becomes the
eighth country to adopt its provisions, and this should give
impetus to greater global acceptance in the near future.  



Changes Related to Chapter 11
Reorganizations
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eighth country to adopt its provisions, and this should give
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Bankruptcy Reform Act Affects Businesses
On April 20, 2005, President Bush signed the

Bankruptcy Abuse Prevention and Consumer
Protection Act of 2005 (the “New Act”) which
extensively amends the Bankruptcy Code and
related statutes.  Because much of the media
coverage has centered on the consumer bank-
ruptcy reforms contained in the New Act, it is
possible to assume that business bankruptcy
cases were not impacted in any significant
manner.  This would be a mistaken assumption.  

Although the ink is barely dry, the Commercial
Restructuring and Bankruptcy Team of Adams
and Reese has reviewed the New Act to high-
light amendments that should be of interest to
our business clients and provide early insight
on the impact of those amendments on business
owners and officers.  

This Client Alert is not meant to be an exhaus-
tive commentary on the New Act.  As always,
our Team members are available to field your
inquiries concerning the New Act.  

Also, keep in mind that while the effective date for much of the
New Act is October 17, 2005, many of the amendments are
effective immediately.  We have indicated those amendments that
took effect upon enactment.

General Provisions Affecting Businesses

Debtor’s Duties Expanded

The new Act modifies § 521 to greatly expand the debtor’s duties
to file and report.  This section applies to all debtors, not just con-
sumer debtors.  
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Avoidance Provisions Modified to Help
Creditors

There are significant changes to the avoidance
provisions under the new Act, including the
ordinary course of business defense.  The
Code had provided for the defense to a prefer-
ence action if the transfer was made in pay-
ment of a debt incurred by the debtor in the
ordinary course of business or financial affairs
of the Debtor and the transferee, and such
transfer was (A) made in the ordinary course
of business or financial affairs of the debtor
and transferee, and (B) made according to
ordinary business terms.  The new Act
changes the “and” to an “or” so that a defen-
dant does not have to prove that its ordinary
course of business with the debtor is also ordi-
nary in the industry as a whole. (Applicable to
all cases from 4-20-05.)

The reach back provision for fraudulent trans-
fers is increased from one year to two years

prior to the date of the filing of the petition.  In an effort to recov-
er extraordinary compensation from executives in control of
troubled businesses, the Act also includes a provision that a
transfer is avoidable as a fraudulent transfer if made in exchange
for less than reasonable equivalent value and made to or for the
benefit of an insider, or incurred for the benefit of an insider
under an employment contract and not in the ordinary course of
business.  (Applicable to cases filed on or after 4-20-05.)

In addition, the venue of proceedings has been modified to pro-
vide that a trustee must file suit in the district court where the
defendant resides for claims on a consumer debt of less than
$15,000 or on non-consumer debts of less than $10,000 (unless
it is a claim against an insider of the debtor).  

This Client Alert is not
meant to be an exhaustive
commentary on the New

Act.  As always, our Team
members are available to

field your inquiries 
concerning the New Act.
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