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ABI ANNUAL SPRING MEETING 2015
CHAPTER 7 TRUSTEE ELECTIONS

Ramona D. Elliott'

I.  Before there is any election, the U.S. Trustee appoints an interim trustee.
A. The U.S. Trustee establishes, maintains and supervises a panel of private trustees
eligible and available to serve as trustees in Chapter 7 cases. 28 U.S.C. § 586.
B. The U.S. Trustee appoints a member of the panel as an interim trustee
immediately upon:
i. The entry of an order for relief under 11 U.S.C. § 701;
ii. The conversion of a case to Chapter 7;
iii. The entry of an order directing the U.S. Trustee to appoint an interim
trustee in an involuntary case under 11 U.S.C. § 303(g); or
iv. The resignation, death, or removal of the prior trustee under 11 U.S.C.
§ 703.
C. An interim trustee’s service is terminated if a trustee is elected under 11 U.S.C.
§ 702.
D. If a trustee is not elected, the interim trustee will serve as the case trustee. 11
U.S.C. § 702(d).
II.  Unsecured creditors may elect a trustee at the 341 meeting of creditors. 11 U.S.C.
§ 702(b).
A. The U.S. Trustee conducts the election. Fed. R. Bankr. P. 2003(b)(1).
B. Advance notice of intent to request an election is not required. Nevertheless,
notice to the U.S. Trustee is recommended.
i. If the interim trustee anticipates or receives a request for an election, the
trustee should immediately contact the U.S. Trustee. See U.S. Dep’t of
Justice, Exec. Office for U.S. Trustees Handbook for Chapter 7 Trustees
(“Handbook”), at 2-4 (available at
http://www justice.gov/ust/eo/private_trustee/library/chapter07/index.htm)

1

Ramona D. Elliott is the Deputy Director/General Counsel of the Executive Office for United States Trustees in
Washington, D.C. She is very grateful to Walter W. Theus, Jr. and Kelley Callard of the Office of the General
Counsel for their assistance in drafting this outline.
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If a creditor anticipates requesting a trustee election, the creditor should
notify the U.S. Trustee so that the U.S. Trustee can have personnel

available to attend the 341 meeting and conduct the election.

II.  Eligibility to Call for and Vote in an Election

A. Quorum: Only eligible creditors holding at least 20% in amount of eligible

claims under 11 U.S.C. § 702(a) may request and vote in an election. 11 U.S.C.
§ 702(b).

B. To be eligible to call for and vote in an election, a creditor must hold a general

unsecured claim that is allowable, undisputed, fixed, liquidated, and entitled to
distribution under the Bankruptcy Code. 11 U.S.C. § 702(a)(1).

L.

ii.

1il.

1v.

Courts differ as to whether the filing of a proof of claim is necessary to
count a claim for quorum purposes. Compare In re Lake States
Commondities, Inc., 173 B.R. 642 (Bankr. N.D. Ill. 1994) (only actually
filed claims count), with In re Michelex Ltd., 195 B.R. 993, 998-1009
(Bankr. W.D. Mich. 1996) (opposite).

If a proof of claim is executed and filed in accordance with the
Bankruptcy Rules, the proof of claim constitutes prima facie evidence of
the amount and validity of the claim. Fed. R. Bankr. P. 3001(f).

Courts have found that the holder of a claim that is prima facie valid may
not be denied the right to vote because of a mere general assertion that the
claim is invalid. See, e.g., In re Poage, 92 B.R. 659, 664 (Bankr. N.D.
Tex. 1988).

Courts differ on whether undersecured creditors may bifurcate their
secured and unsecured claims. Compare In re Tartan Constr. Co., 4. B.R.
655, 658 (Bankr. D. Neb. 1980) (bifurcation allowed), with In re Lindell
Drop Forge Co., 111 B.R. 137 (Bankr. W.D. Mich. 1990) (bifurcation not

allowed).

C. To be eligible to vote, a creditor may not be an insider (see 11 U.S.C. § 101(31))

or hold an interest materially adverse to the estate and its creditors. 11 U.S.C.

§ 702(a)(2).
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i. Courts have used a fact based analysis to determine whether a creditor
holds a materially adverse interest to the other creditors under the specific
circumstances of the case. See, e.g., In re Poage, 92 B.R. at 666 (rejecting
claim of adverse interest where the objecting party failed to present a

sufficient factual basis).

IV.  The use of proxies for voting purposes is governed by Fed. R. Bankr. P. 2006 and
9010(c).

A.

A proxy is a “written power of attorney authorizing any entity to vote the claim or
otherwise act as the owner’s attorney in fact in connection with the administration

of the estate.” Fed. R. Bankr. P. 2006(b)(1).

. The Bankruptcy Rules expressly authorize the use of proxies in Chapter 7

elections (Fed. R. Bankr. P. 2006(a)) and govern whether a proxy is valid (Fed. R.
Bankr. P. 9010(c)).
A proxy may be solicited only in writing and only by specified individuals or

committees. Fed. R. Bankr. P. 2006(c).

. The Bankruptcy Rules expressly prohibit the solicitation of a proxy by or on

behalf of an attorney at law. Fed. R. Bankr P. 2006(d); see also In re Darland
Co., 184 F. Supp. 760, 763-64 (S.D. Iowa 1960) (concluding that that the
solicitation of a proxy by an attorney from a creditor who was not a client may be
objectionable as unethical conduct). Nevertheless, the rules do not regulate
communications between an attorney and the attorney’s regular clients. Fed. R.
Bankr. P. 2006(b)(2).

A proxy to vote for the election of a Chapter 7 trustee must be evidenced by a
power of attorney conforming substantially to Official Form 11A (general power
of attorney) or 11B (special power of attorney). The execution of the power of
attorney shall be acknowledged before one of the officers enumerated in 28
U.S.C. § 458, § 953, Bankruptcy Rule 9012, or a person legally authorized to
administer oaths. Fed. R. Bankr. P. 9010(c).

Before voting commences at the meeting of creditors, or at any time the court
may direct, any holder of two or more proxies intending to vote the proxies must

file with the court, with a copy to the U.S. Trustee, a verified list of the proxies to
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be voted and a verified statement of the pertinent facts and circumstances in
connection with the execution and delivery of each proxy. Fed. R. Bankr. P.
2006(e).

G. A court may reject any proxy for cause, vacate any order entered in consequence
of the voting of a proxy that should have been rejected, or take any other
appropriate action if the court determines that a failure to comply with the proxy
rules has occurred. Fed. R. Bankr. P. 2006(f).

V. A candidate is elected if the quorum requirement is met, 20% (in dollar amount) of the
claims eligible to vote in the election actually vote, and the candidate receives the votes
of a majority (in dollar amount) of the claims actually voted. 11 U.S.C. § 702(c).

VI.  Qualifications of an Elected Chapter 7 Trustee

A. An elected trustee must meet the Bankruptcy Code’s express qualifications for all
trustees (11 U.S.C. § 321), and must post a bond in favor of the United States in
an amount determined by the U.S. Trustee (11 U.S.C. § 322).

B. If an elected trustee has provided no indication of his or her ability or intent to
comply with the Bankruptcy Code and Rules and to adhere to fiduciary standards,
the court may refuse to approve the election. See, e.g., In re Shubov, 187 F.3d
648 (9th Cir. 1999) (upholding bankruptcy court’s rejection of elected Chapter 7
trustee where individual elected lacked experience in Chapter 7 cases, the estate
was small relative to the resources needed to educate the individual, and the
individual lacked financial resources and demonstrated financial irresponsibility).

C. 11 U.S.C. § 702 does not explicitly require that an elected Chapter 7 trustee be
disinterested, which distinguishes it from 11 U.S.C. § 1104(b) governing elected
Chapter 11 trustees. Nevertherless, the courts take a middle ground approach and
undertake a conflicts analysis. The election is not void due to a conflict, but is
voidable. In re Jack Greenberg, Inc., 189 B.R. 906 (Bankr. E.D. Pa. 1995).

VII.  Reporting Election Results

A. If an election is undisputed, the U.S. Trustee promptly files a report of the
election with the court, including the name and address of the elected trustee.
Fed. R. Bankr. P. 2003(d)(1).

B. If an election is disputed, Fed. R. Bankr. P. 2003(d)(2) governs.
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i. The U.S. Trustee promptly files a report stating that the election is
disputed, informing the court of the nature of the dispute and identifying
the candidate elected under any alternative presented by the dispute.

ii. All parties in interest who requested to receive a copy of the report are
served with the report of disputed election.

iii. Unless a motion to resolve the dispute is filed within 14 days after the date
the U.S. Trustee files the report of disputed election, the interim trustee
initially appointed by the U.S. Trustee shall serve as trustee. Fed. R.
Bankr. P. 2003(d)(2).
iv. If a motion to resolve the dispute is filed, the interim trustee will continue
in office until the dispute is resolved. Fed. R. Bankr. P. 2003(d)(2).
VIII.  Jointly Administered Cases

A. Fed. R. Bankr. P. 1015(b) allows for the joint administration of the estates of two
or more related debtors.

B. In a jointly administered case:

i. The U.S. Trustee may appoint one or more trustees. Fed. R. Bankr. P.
2009(c)(1);

ii. The creditors may elect a single trustee for the estates. Fed. R. Bankr. P.
2009(a); or

iii. The creditors may elect separate trustees for the estates. Fed. R. Bankr. P.
2009(b).

C. If creditors or equity security holders of the different estates show they will be
prejudiced by conflicts of interest of a common trustee, the court shall order the
selection of separate trustees for the estates. Fed. R. Bankr. P. 2009(d).

IX.  Successor Trustees

A. If a trustee is no longer able to hold office, the creditors may seek an election
under 11 U.S.C. § 702. 11 U.S.C. § 703(a).

B. Pending an election, the U.S. Trustee may appoint an interim trustee if necessary
to preserve or prevent loss to the estate. 11 U.S.C. § 703(b).

C. Ifno election is requested, the U.S. Trustee will appoint a disinterested member of

the panel of private trustees to serve. 11 U.S.C. § 703(c).
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APPOINTMENT OF A CHAPTER 11 TRUSTEE

Ramona D. Elliott!
James A. Lodoen?

Chapter 11 Trustee Appointments

A.
B.

11 U.S.C. § 1104 governs the appointment of a Chapter 11 trustee.

The court orders the appointment of a Chapter 11 trustee.

i

il.

iii.

Section 1104(a) provides that the court shall order the appointment of a
Chapter 11 trustee at any time during the Chapter 11 case before

confirmation:
1. For cause;
2. If such appointment is in the interests of creditors, security holders

and other interests of the estate; or
3. If grounds exist to dismiss or convert the case, but the court
determines the appointment of a trustee is in the best interests of
creditors and the estate.
A party in interest or the U.S. Trustee may seek the appointment of a
Chapter 11 trustee. 11 U.S.C. § 1104(a). In addition, under appropriate
circumstances, the court may order the appointment of a Chapter 11
trustee sua sponte. See, e.g., In re Bibo, Inc., 76 F.3d 256, 258 (9th Cir.
1996).
Under 1104(e), the U.S. Trustee shall move for the appointment of a
Chapter 11 trustee under 1104(a) if there are reasonable grounds to
suspect that current board members, the debtor’s CEO or CFO, or member
of the board who selected the debtor’s CEO or CFO participated in actual
fraud, dishonesty or criminal conduct in the debtor’s management or

public financial reporting.

Ramona D. Elliott is the Deputy Director/General Counsel of the Executive Office for United States Trustees in
Washington, D.C. She is very grateful to Walter W. Theus, Jr. and Kelley Callard of the Office of the General
Counsel for their assistance in drafting this outline.

James A. Lodoen is a partner at Lindquist & Vennum LLP in Minneapolis, Minnesota.
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C. The U.S. Trustee appoints the Chapter 11 trustee, subject to the court’s approval.’
1. The U.S. Trustee appoints one disinterested person to serve as trustee if

the court directs the appointment of a trustee under section 1104(a), if a

trustee dies or resigns during the case or is removed under section 324, or

the trustee fails to qualify under section 322. 11 U.S.C. § 1104(d).

ii. Consultation and Identification

1. The U.S. Trustee is required to consult with parties in interest to
appoint a disinterested person.

2. The U.S. Trustee Program (“USTP”) has developed thorough and
rigorous processes, which are scaled to the needs of the case, to
ensure a comprehensive search for and evaluation of the best
candidates.

3. The U.S. Trustee consults with major creditors, the creditors’
committee, the debtor, and any other interested party.

a. The U.S. Trustee solicits input on the skill set and names of
prospective candidates.

b. Given the need to expeditiously appoint a trustee, U.S.
Trustees will often encourage parties to begin considering
the necessary skills and prospective candidates before the
court orders the appointment.

c. Parties often recommend more than one candidate and may
advise the U.S. Trustee of their first choice.

4. The U.S. Trustee also brings independent judgment to bear on the

skill set the case needs and the person best qualified to serve as

trustee.

a. The U.S. Trustee may conduct nationwide searches for
candidates.

b. The U.S. Trustee will consider self-nominations.

See generally Clifford J. White Il and Walter W. Theus, Jr., Taking the Mystery Out of the Ch. 11 Trustee
Appointment Process, XXXIII ABI J. 26 (May 2014).

2
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c. The U.S. Trustee encourages bankruptcy and other
professionals to request meetings with USTP officials to

strengthen the bench of potential candidates for future

cases.
iii. The Appointment Decision

1. The U.S. Trustee will only consider appointing a candidate as
Chapter 11 trustee if:

a. The candidate is independent; and
b. The candidate has the correct skill set.

2. The U.S. Trustee will review CVs or resumes and may request a
preliminary conflicts analysis.

3. Conflicts review is typically the most important aspect of the
appointment process.

a. Trustees must be disinterested. See 11 U.S.C. § 101(14).
b. Trustees must be perceived by others to be independent.

4. A Chapter 11 trustee must meet the express qualifications for all
trustees set forth in 11 U.S.C. § 321 (eligibility to serve as trustee),
and post a bond in favor of the United States in an amount
determined by the United States Trustee pursuant to 11 U.S.C.
§ 322 (qualification of trustee).

iv. The Appointment Process
1. The U.S. Trustee formally appoints a candidate and files an

application with the court seeking approval. See 11 U.S.C.
§ 1104(d); Fed. R. Bankr. P. 2007.1(c).
a. The application states:

(1) to the best of the U.S. Trustee’s knowledge, the
appointee’s connections with the debtor, creditors,
any other parties in interest, their respective
attorneys and accountants, and the U.S. Trustee and

his or her employees; and
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(i)  the names of the parties in interest with whom the
U.S. Trustee consulted.

The application includes the appointee’s verified statement

setting forth his or her connections with the debtor,

creditors, any other party in interest, their respective

attorneys and accountants, and the U.S. Trustee and his or

her employees.

2. The court approves the U.S. Trustee’s appointment. 11 U.S.C.
§ 1104(d).

a.

The court’s review should be limited to whether the person
is statutorily qualified to serve. The court should not
substitute its own judgment for that of the U.S. Trustee. Cf.
ABI Commission to Study the Reform of Chapter 11,
“Final Report and Recommendations,” at 27-28, 30 (Dec.
8, 2014), http://commission.abi.org/.

One of the issues the court may consider is whether the
trustee is a “disinterested person” as required by 11 U.S.C.
§ 1104(d).

(1) This requirement, while applicable in all cases,
arises in a unique way when a trustee is appointed
over several jointly administered cases.

(i1) Several courts have held that the “disinterested
person” definition applies only to personal interests
of the trustee, and not those attributed to him in his
representative or fiduciary capacity. See Ritchie
Special Credit Investments, Ltd. v. United States
Trustee, 620 F.3d 847, 853 (8" Cir. 2010) (the
trustee’s prior role as a receiver did not create a
materially adverse interest); In re BH & P Inc., 949
F.2d 1310, 1313 (3d Cir. 1991); In re AFI Holding,
Inc., 530 F.3d 832, 848 (9" Cir. 2008); In re O.P.M.

325
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Leasing Servs., Inc., 16 B.R. 932, 938 (Bankr.
S.D.N.Y. 1982).

(iii)  Bankruptcy Rule 2009 does not require the
selection of separate trustees for estates being
jointly administered. Ritchie, 620 F.3d at 855. But,
Rule 2009(d) requires a preliminary evaluation of
the risks of a conflict and whether prejudice will
occur as a result of dual representation. Id. (the
court recognized that the issue could be revisited at
a later time as the cases developed and if unripened

conflicts materialized).

Chapter 11 Trustee Elections

A.

After the court has directed the appointment of a trustee, unsecured creditors may

elect a trustee under 11 U.S.C. § 1104(b) and Bankruptcy Rule 2007.1(b).

Requesting a Meeting to Elect a Chapter 11 Trustee

i

il.

iil.

1v.

Any party in interest may request that the U.S. Trustee convene a meeting
of creditors for the purpose of electing a trustee. 11 U.S.C. § 1104(b)(1)
and Bankruptcy Rule 2007.1(b)(2).

The request for that meeting of creditors must be made within 30 days
after the court orders the appointment of a Chapter 11 trustee. 11 U.S.C.
§ 1104(b)(1).

The request is filed and transmitted to the U.S. Trustee. Bankruptcy Rule
2007.1(b)(1).

The U.S. Trustee will not delay appointing a trustee until after the
expiration of the election period or pending the holding of a requested
election. A trustee appointed by the U.S. Trustee and approved by the
court will continue to serve until the court approves any elected trustee.

Fed. R. Bankr. P. 2007.1(b)(1).

The U.S. Trustee shall conduct the election in the manner provided in 11 U.S.C.
§§ 702(a), (b), and (c) for the election of a Chapter 7 trustee. 11 U.S.C.
§ 1104(b)(1).
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1. Quorum: At the meeting, the creditors requesting the election must hold
at least 20% of claims allowed to vote under 11 U.S.C. § 702(a).* 11
U.S.C. § 702(b).
ii. Holders of particular claims who are allowed to call for and vote in an
election must meet these three criteria:
1. The creditor holds a non-priority, allowable, undisputed, fixed,
liquidated, unsecured claim;’
2. The creditor does not hold an interest materially adverse to the
interests of creditors;® and
3. The creditor is not an insider. 11 U.S.C. § 702(a).
iii. The criteria for election of the candidate for trustee are:
1. Creditors holding at least 20% of the amount of the unsecured
creditors described above vote; and
2. The candidate receives the votes of creditors holding a majority in
amount of claims of those voting. 11 U.S.C. § 702(c).
iv. In addition to the permissible proxies in a Chapter 7 election, an official
committee of unsecured creditors may solicit a proxy for the election of a

Chapter 11 trustee. Fed. R. Bankr. P. 2007.1(b)(2).

4

After an extensive election one court settled a disputed election contest by determining that the requirements of
11 U.S.C. § 702(b) were not met and thus the election was not properly convened and a binding election did not
take place. See In re Petters Company, Inc., 425 B.R. 534, 555-56 (Bankr. D. Minn. 2010). See also Firstplus
Financial Group, Inc., Civil No. 3:10-CV-0433-K, 2010 WL 2927325, at *4 (N.D. Tex. July 23, 2010)
(because the “creditors were disqualified from voting under section 702(a), their election request was invalid in
light of the requirements of section 702(b).”).

See In re Petters Company, Inc., 425 B.R. 534 (Bankr. D. Minn. 2010) (the court addressed each of several
claims to determine whether each was undisputed or whether the interest held by the party seeking to vote was
materially adverse). “When an objection to a claim is filed for the purposes of challenging the claimant’s
qualification under § 702(a) to vote, ‘it is incumbent upon the objecting party to present facts from which the
court can reasonably conclude that . . . the objecting party could present evidence of equal probative force to that
of the creditor’s claim.”” Id. at 549 (quoting In re Poage, 92 B.R. 659, 665 (Bankr. N.D. Tex. 1988)). A “terse”
filing made the day of the election was found not to meet the objection criteria and the claimant was allowed to
vote. In re Petters, 425 B.R. at 549.

Whether a creditor seeking to vote has a materially adverse interest is determined on a case-by-case basis with
the ultimate concern being whether the creditor “has ulterior motives for its participation in an election process
that may manifest themselves in unfairly self-serving ways if the subject’s vote is pivotal in the choice of a
trustee and could result in turn in a distortion or subversion of the administrative process post-election.” In re
Petters, 425 B.R. at 550. See also In re Amherst Technologies, LLC, 333 B.R. 502, 508 (Bankr. D.N.H. 2006)
(materially adverse concept implicates general concept of conflict of interest).

6
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The qualifications of an elected Chapter 11 trustee are governed by 11 U.S.C.
§§ 321, 322, and 1104(b).

1.

ii.

As in Chapter 7, an elected trustee in Chapter 11 must meet the
Bankruptcy Code’s express qualifications for all trustees (11 U.S.C.
§ 321), and post a bond in favor of the United States in an amount
determined by the U.S. Trustee (11 U.S.C. § 322).

An elected Chapter 11 trustee also must be “disinterested.” 11 U.S.C.
§ 1104(b). See 11 U.S.C. § 101(14) for the definition of “disinterested

person.”

Election results are reported pursuant to Fed. R. Bankr. P. 2007.1(b)(3).

1.

ii.

If the election is undisputed, the U.S. Trustee promptly files a report

certifying the election. Fed. R. Bankr. P. 2007.1(b)(3)(A). The trustee

elected is considered to have been selected and appointed for purposes of
section 1104 and the service of any trustee previously appointed shall
terminate. 11 U.S.C. § 1104(b)(2)(A).

If the election is disputed:

1. The U.S. Trustee promptly files a report stating that the election is
disputed, informing the court of the nature of the dispute and
identifying the candidate elected under any alternative presented
by the dispute. Fed. R. Bankr. P. 2007.1(b)(3)(B).

2. All creditors who requested that the U.S. Trustee convene a
meeting of creditors for the purpose of the election and all
committees appointed under section 1102 of the Bankruptcy Code
are served with the report of disputed election. Fed. R. Bankr. P.
2007.1(b)(3)(B).

3. The court shall resolve any dispute arising out of a trustee election.
11 U.S.C. § 1104(b)(2)(C). Unlike in Chapter 7, no motion to

resolve a disputed Chapter 11 election is necessary.

Successor Trustees

A.

11 U.S.C. § 1104(d) governs the appointment of a successor Chapter 11 trustee.
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Unlike Chapter 7, in which creditors may elect a successor trustee (11 U.S.C.
§ 703(a)), Chapter 11 does not provide for the election of a successor Chapter 11
trustee.

Instead, the U.S. Trustee, after consultation with parties in interest, appoints one
disinterested person to serve as the successor trustee. The appointment is subject

to court approval. 11 U.S.C. § 1104(d).

329
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TRUSTEE SELECTION IN COMMERCIAL BANKRUPTCY CASES

Eve H. Karasik'
Anthony P. Cali’

I.  Liquidating Trusts Generally

A. Use of liquidating trusts in Chapter 11 reorganizations, plans of liquidation, or

. . . 3
other restructurings is becoming more and more commonplace.

B. Structure

L.

1l

1il.

1v.

A typical mechanism for implementing a Chapter 11 liquidation is the
creation of a liquidation trust, which is a state-law trust managed by a
group of creditors that succeeds to the debtor’s assets and administers the
liquidation and distribution process.

Liquidating trusts are funded by the proceeds of Bankruptcy Code section
363 sales or preferential transfer recoveries, among other sources.
Liquidating trusts are then vested with the estate’s claims, which it
attempts to liquidate to cash by a liquidating trustee.

The liquidating trustee acts for the benefit of creditors who, after
confirmation, become the beneficiaries of the liquidation trust.

The liquidating trustee also generally oversees the administration and

resolution of estate claims asserted against the debtor’s estate.

C. Both commentators and courts alike have noted that Chapter 11 may provide

more flexibility and control in determining how to go about selling off various

parts of a debtor’s business and distributing the proceeds.’

L.

“Liquidating trusts created by the terms of a plan and drafted by the
largest creditor beneficiary or creditors committee allow creditors to feel

comfortable that they are placing the hopes of satisfying their claims . . . in

Eve H. Karasik is a partner at Gordon Silver in Los Angeles, California.

Anthony Cali is an associate at Gordon Silver in Phoenix, Arizona.

3 See Chad A. Pugatch, The Lost Art of Chapter 11 Reorganization, 19 U. FLA. J.L. & PUB. POL’Y 39

(April 2008).

*In re Insilco Techs., Inc., 480 F.3d 212, 214 n.1 (3d Cir. 2007).

104620-002/2586413.doc
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the hands of a person of their choosing, frequently with the counsel of

their choosing, and under the terms, conditions, and distribution schemes

that they deem appropriate.

995

But see In re Modern Metal Prods. Co., 422 B.R. 118 (Bankr. N.D. Ill.

2009):
1.

The Modern Metal court noted that it is not clear whether a
liquidation would be more efficient in Chapter 7 or Chapter 11.
"As a generally matter, Chapter 7 trustees are sometimes branded
with an image as looking only for 'low hanging fruit' and
abandoning too many claims, while a liquidating trust might be
perceived as overzealously pursuing every claim in order to run up
legal bills." In Modern Metal, the Debtor argued that a Chapter 7
liquidation would be more efficient, while the Committee argued
that Chapter 11 would be cheaper.

' n

The court dismissed the parties' "overgeneral and potentially
stereotypical arguments." Rather, it found that both a liquidating
trustee and a Chapter 7 trustee have the same fiduciary duty to
maximize the repayment of creditors.

The court noted that the Committee had not alleged any specific
reason why a Chapter 7 Trustee would be unable to maximize the
repayment to creditors, highlighting that there are safeguards in the

Code to protect creditors from a trustee that does not fulfill its

duties.®

D. U.S. Trustee Oversight

i

U.S. Trustee oversight of a post-confirmation liquidating trust is limited

after the confirmation date. In some cases, the U.S. Trustee receives

Pugatch, supra note 1 at 63.

6

". .. Section 701 requires that any trustee appointed by the U.S. Trustee be 'disinterested,’ so if there is

any connection or improper influence by the insiders over the trustee, the creditors could object to his
appointment. Or if the trustee does not protect creditors' interests, they can seek his removal under
Section 324(a). '[T]he unjustifiable failure to pursue a cause of action belonging to the bankruptcy
estate constitutes not only a breach of the trustee's statutory duties but also 'cause' to remove the trustee
under § 324.' In re Consolidated Industries Corp., 330 B.R. 712, 715 (Bankr. N.D. Ind. 2005)."

104620-002/2586413.doc
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copies of post-confirmation quarterly reports or professional invoices.
This, however, is generally governed by the plan and local practice, rather
than the Bankruptcy Code.”

ii. Where post-effective date malfeasance occurs, however, U.S. Trustees
have asserted themselves as a guardian of the bankruptcy system’s
integrity.®

E. Selecting a Trustee

i. Often, a liquidation trustee will be either a former member of the debtor’s
management team or a financial bankruptcy professional or chief
restructuring officer.

ii. In certain contentious cases, or in cases where fraud is a potential issue, a
non-insider trustee is preferable because they do not have ties to past
wrongdoing. A financial professional with no ties to the case, as a repeat
player in the process, can have a greater reputational incentive to
administer the liquidating trustee fairly and efficiently.’

1. See Section II.B below.

7 See, e.g., In re GSC Group, Inc., 502 B.R.673, 754 n. 304 (Bankr. S.D.N.Y. 2013):

The provisions of the Liquidating Trust Agreement affording the U.S. Trustee the post-
Effective Date right (i) to make a motion seeking replacement of the Liquidating Trustee for
gross negligence or willful misconduct. And (ii) to recommend a successor trustee to the Court
if a successor trustee cannot be designated by the beneficiaries of the Liquidating Trust are
noteworthy inasmuch as they are not based on any powers granted to the U.S. Trustee by
statute or otherwise. See, e.g., 28 U.S.C. § 586(a). Section 586(a)(3) specifically instructs the
U.S. Trustee to supervise and monitor certain areas of a case under chapter 11 while the case is
being administered. There is no mention in this section, however, of any role for the U.S.
Trustee once a debtor’s plan has been confirmed and has become effective, nor is there any
statutory provision providing the U.S. Trustee with general supervisory authority over the
post-effective date affairs of a debtor.

Pioneer Liquidating Corp. v. United States Trustee (In re Consol. Pioneer Mortg. Entities), 264 F.3d
803 (9th Cir. 2001) (ordering post-confirmation conversion of Chapter 11 case to Chapter 7 upon
motion of U.S. Trustee on basis of extremely poor disclosure and administration of liquidation
corporation without analyzing U.S. Trustee’s oversight responsibilities, if any, for liquidation
corporation).

Andrew M. Thau, Jonathan P. Frieland, & Eugene J. Geekie, Jr., Postconfirmation Liquidation
Vehicles (Including Liquidating Trusts and Postconfirmation Estates): An Overview, NORTON J. OF
BANKR. LAW & PRACTICE (Vol. 16).

104620-002/2586413.doc
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iii. In order to pursue actions of the estate post-confirmation, the liquidating
trustee needs to be named in the plan as an estate representative under
Section 1123(b)(3) of the Bankruptcy Code.

iv. It is best if the debtor and key constituencies, creditors committee and
secured creditors reach an agreement as to whom will serve as the
liquidating trustee. When the parties cannot agree, litigation can ensue
which is often costly and delays the exit from chapter 11.

1. The beneficiaries of the trustee, often members of the creditors
committee, will exercise considerable influence in naming the
liquidating trustee. As noted above, this is one of the perceived
benefits of a Chapter 11 liquidation as opposed to a Chapter 7
liquidation.

v. It is good practice for a liquidation trustee to be retained under a separate
agreement that sets forth the terms of the retention that goes into more
detail than the summary terms of a Chapter 11 plan.'

1. The agreement can be approved by the bankruptcy court, either as
part of the plan or by a separate motion.

2. Much care should be taken in crafting the agreement. The
agreement should be particularly clear regarding:

a. The replacement or removal of the liquidation trustee
b. The scope of the trustee’s duties
c. The fee structure
d. The mechanism for resolving any fee disputes
F. Oversight Committee

i. Liquidating Trusts and Trustees are often overseen by an oversight
committee or advisory board.

1. Although generally comprised of former members of a creditors
committee, the oversight committee may have few members than

the creditors committee predecessor.

9 Id atp.222.

104620-002/2586413.doc
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a. In the case of Farmland Industries, Inc., representation of

the two former creditors’ committees was limited to four
members (two from each committee) on the oversight
committee.

Reducing the number of members of the oversight
committee, while maintaining a representative balance of
interests, may help the liquidating trust to operate and make

.. . 11
decisions more efficiently.

Liquidating trusts either grant the trustee a high degree of discretion or

require the trustee to obtain oversight committee approval on decisions

meeting a certain level of materiality.

The key issue to consider is what type of prior oversight committee

approval or consent, if any, is necessary for a trustee to obtain before he or

she can act.

Example: In re DataVoN, Inc., No. 02-38600-SAF-11, 2003 Bankr.
LEXIS 2290 (Bankr. N.D. Tex. June 5, 2003.

a.

11

“On the Effective Date, the Liquidating Trust Board (the
“Trust Board”) shall be established that shall consist of the
members of the Creditors” Committee who wish to serve on
the Board along with a representative of Focal
Communications but only if Focal has a claim on the
Effective Date. The Trust Board operating by the majority
vote shall have the power to direct the activities of the
Trustee. In particular, and not by way of limitation, the
Trust Board shall have the power to (a) review and approve
the payment of all professional fees and expenses prior to
payment thereof by the Trustee, and (b) review and approve
any settlements proposed by the Trustee involving

litigation claims which seek recovery in excess of $ 25,000.

Jeffrey Ayres, Liquidating Trust Structure is Key to Maximizing Payouts, TMA Global (Oct. 1,

2006), available at http://www.turnaround.org/publications/articles.aspx?objectid=6590.

104620-002/2586413.doc
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The Trust Board may operate with as few as two (2)
members. In the event that two (2) members of the
Creditors’ Committee are unable or unwilling to serve as
members of the Trust Board, then the Trustee may appoint
any replacements for such members, first from the list of
any alternate designees filed with and approved by the
Bankruptcy Court. The appointment of the proposed
directors and Trustee is consistent with the interests of

holders of Claims and public policy.”

G. Legal Representation of Trustee and Oversight Committee

L

ii.

1il.

Where possible (in the absence of a conflict), an oversight committee and
liquidating trustee may be represented by the same counsel and other
professionals.'” Having the same representation may avoid delay and
increase efficiency because the trustee will not be delayed by obtaining the
consensus of a larger group of people.
Having the same representation may also help ensure that all parties all
well-informed so that decisions can be made quickly when necessary."
Professional Fees
1. Generally, the plan will provide that professional fees do not need
to be approved by the bankruptcy court to be paid.
a. But see In re Coral Petroleum, Inc., 249 B.R. 721, 723-24
(Bankr. S.D. Tex. 2000) (stating that the plan required
bankruptcy court approval of professional fees, “using the
standards . . . generally applicable under Bankruptcy Code
§§ 327 and 330 for fees paid to professionals”).
b. However, at least one court has held that, as part of the
confirmation process, the projected expenses for, among

other things, professional fees after the effective date are

12 ld
13 Id

104620-002/2586413.doc
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subject to Section 1129(a)(4). In re Beyond.com Corp., 289
B.R. 138, 145 (Bankr. N.D. Cal. 2003) (finding that
disclosure statement did not contain sufficient information,
under section 1129(a)(4), regarding the estimated cost of
liquidation where debtor had not determined which
litigation to pursue post-effective date so as to be able to

estimate professional fees).

II.  Ethical Considerations

A. Disinterestedness

104620-002/2586413.doc

1.

ii.

Does a liquidation trustee have to be “disinterested”? In re New Century
TRS Holdings, Inc., No. 07-10416, 2013 Bankr. LEXIS 2781 (Bankr. D.
Del. July 9, 2013).

1.

In New Century, a creditor sought removal of the liquidating
trustee for, among other things, lack of disinterestedness. The
creditor noted that the trustee hired counsel who previously
represented the Official Committee of Unsecured Creditors, which
consisted mostly of large banks, “who hold an anti-Borrower bias.”
The creditor asserted that this adverse interest was demonstrated
by the trustee’s objection to the creditor’s particular claims and his
refusal to create a fund to pay those claims.

The New Century court stated “I am uncertain that a post-effect
date liquidating trustee is subject to the ‘disinterestedness’
requirement of the Bankruptcy Code (see 11 U.S.C. §§ 327, 328),
but again will assume for the limited purpose of this decision —

2

without deciding — that it applies here.” Assuming that the
“disinterestedness” requirements applied, the court found that the
creditor had not provided any evidence to support the allegation

that the trustee was not disinterested.

While the Bankruptcy Code may not require that a post-confirmation

liquidating trustee be “disinterested,” many liquidation trust agreements

expressly require a liquidation trustee to be disinterested nonetheless:



AMERICAN BANKRUPTCY INSTITUTE

1. See, e.g., the provisions of the Liquidating Trust Agreement at
issue in In re DataVoN, Inc., No. 02-38600-SAF-11, 2003 Bankr.
LEXIS 2290 (Bankr. N.D. Tex. June 5, 2003):

a. “The Trustee shall be "disinterested,” as such term is
defined in the Bankruptcy Code. Any counsel retained by
the Trustee shall be similarly disinterested with respect to
any matter undertaken by such counsel, and it is expressly
understood that any Professionals that have represented the
Creditors Committee shall be deemed to satisfy the

requirement of being disinterested.”

B. Disclosure

104620-002/2586413.doc

1.

ii.

1il.

Case law regarding whether the Bankruptcy Code section 1129(a)(5)
disclosure requirements apply to a post-effective date liquidation trust is
unclear.

Bankruptcy Code § 1129(a)(5):

(A) (i) The proponent of the plan has disclosed the identity and affiliations
of any individual proposed to serve, after confirmation of the plan, as a
director, officer, or voting trustee of the debtor, an affiliate of the debtor
participating in a joint plan with the debtor, or a successor to the debtor
under the plan; and

(i1) the appointment to, or continuance in, such office of such individual, is
consistent with the interests of creditors and equity security holders and
with public policy; and

(B) the proponent of the plan has disclosed the identity of any insider that
will be employed or retained by the reorganized debtor, and the nature of
any compensation for such insider.

Depending on the management, the retention of an insider of the debtor
“may be inconsistent with the interests of creditors, equity security
holders, and public policy if it directly or indirectly perpetuates
incompetence, lack of discretion, inexperience, of affiliations with groups
inimical to the best interests of the debtor” and not permissible under

Bankruptcy Code section 1129(a)(5).
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iv. In re Beyond.com Corp., 289 B.R. 138, 145 (Bankr. N.D. Cal. 2003) (a

member of prior management was not permitted to serve as a “liquidation

manager” in accordance with a liquidation management agreement).

1.

The Beyond.com court noted that the disclosure statement
identified the liquidation manager, but failed to adequately disclose
his affiliations.

Further, the court stated that “as a former executive of the debtor,

Barratt [the liquidation manager] is subject to conflicts of interest.”

. In Beyond.com, the plan charged the creditors committee with

monitoring and supervising the activities of the liquidation
manager. The court noted as follows: “While the express language
of § 1129(a)(5)(A)(i) does not require it, some courts have
extended the reach of the section to include individuals such as the
committee members in this case.” The court then found that the
disclosure statement failed to disclose the identities or affiliations
of the official committee of unsecured creditors as well as the
terms of the committee’s bylaws, which would dictate its duties

and rules of governance.

v. In re Sentinel Mgmt. Group, Inc., 398 B.R. 281 (Bankr. N.D. Ill. 2008)

1.

The Sentinel Mgmt. court noted that "Section 1129(a)(5)(A)
comprises both disclosure and substantive requirements. /n re
Beyond.com Corp., 289 B.R. 138, 144 (Bankr. N.D. Cal. 2003).
First, the plan proponent must disclose the identity of an individual
proposed to serve as director, officer, or voting trustee of the
debtor, an affiliate of the debtor participating in a joint plan, or a
successor to the debtor. In re Holley Garden Apartments, Ltd., 238
B.R. 488, 493 (Bankr. M.D. Fla. 1999). The disclosure portion of
this section has spawned most of the case law. One court has held
that trustees of a post-confirmation trust established under 11
U.S.C. § 524(g) are not subject to § 1129(a)(5). In re Eagle-Picher
Indus., Inc., 203 B.R. 256, 267 (S.D. Ohio 1996). On the other
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hand, another court held that this section extends to members of
the official committee of unsecured creditors who are charged
under the plan with post-confirmation supervision of the debtor.
Beyond.com, 289 B.R. at 145. Second, once disclosed, courts must
evaluate under § 1129(a)(5)(A)(ii) whether the post-confirmation
management serves the interests of creditors and equity security
holders and is consistent with public policy. Id.; In re Sovereign
Group, 1984-21 Ltd., 88 B.R. 325, 329 (Bankr. D.Colo. 1988)."

2. In Sentinel, the court found that Bankruptcy Code section
1129(a)(5)(A)(ii) did not apply because the debtor would cease to
exist post-confirmation, which necessarily meant that no one
would be serving as a director, officer, or voting trustee. Further,
the court noted that if Bankruptcy Code section 129(a)(5)(A)(ii)
did apply, the composition of the liquidation trust committee was
sufficient to serve the interests of all the creditors and that the
liquidation trust agreement ensured that the interests of the
creditors and equity security holders would be protected.

vi. In re WRN 1301, Inc., No. 06-41381, 2007 Bankr. LEXIS 4691 (Bankr.
E.D. Tex. May 24, 2007).

1. In In re WRN 1301, Inc., the debtor's plan proposed that the
existing president would continue to serve in that capacity in the
reorganized debtor and that John Ramsbahcer would serve as the
trustee of the liquidating trust. In assessing whether the debtor had
satisfied Bankruptcy Code section 1129(a)(5)(A)(ii), the court
focused on whether the existing president and the proposed plan
trustee were "disinterested persons" under the Code who were

qualified to serve in the capacities proposed by the plan.
vii. In re Provident Royalites, LLC, No. 09-33886, 2010 Bankr. LEXIS 1947
(Bankr. N.D. Tex. June 10, 2010).
1. The Provident Royalties court made a finding under Bankruptcy

Code section 1129(a)(5): As previously found herein, the proposed
Plan Agent (Mr. Roossien) and proposed Liquidating Trustee (Mr.

10
104620-002/2586413.doc
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Segner) disclosed in the Bankruptcy Cases are disinterested, well
qualified, and their respective appointments are consistent with the
best interests of Creditors and Equity Interest holders and with
public policy. All remaining officers and directors of the Debtors
will be deemed terminated.

The identity of the initial Trust Advisory Committee members has
also been disclosed: Mr. Paul Haavik, Gary Holcombe and
Eduardo A. Garcia. All such initial Trust Advisory Committee
members are holders of Preferred Stock Interests or official
representatives of such holders. As previously found herein, Mr.
Haavik is suited to serve on the Trust Advisory Committee, is
otherwise disinterested, and his appoint thereto is consistent with
the best interests of Creditors and Equity Interest holders and with
public policy. As existing members of the Investors Committee
holding or representing holders of substantial Preferred Stock
Interests, Gary Holcombe and Eduardo A. Garcia are also suited to
serve on the Trust Advisory Committee, are otherwise
disinterested, and their appoint thereto is consistent with the best
interests of Creditors and Equity Interest holders and with public
policy. No agreements have been made for the employment or
retention by the Post-Confirmation Debtors, Plan Agent or
Liquidating Trustee of any insiders of the Debtors. Accordingly,
the Plan satisfies the provisions of 17 U.S.C. § 1129(a)(5).

11
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By Ebwarp T. GAviN AND Lucian B. MuURLEY

Chapter 7 Trustee Elections
Intricacies of § 702 in Battle for Control of a Liquidating Estate

trustee is simple: At the initial 341 meeting,

20 percent of unsecured creditors can call an
election and elect a new trustee by majority vote.'
However, Congress was concerned with any poten-
tial surreptitious motives and “gotcha” tactics of
the electing creditors, and therefore enacted several
complex disclosure and threshold-voting require-
ments. The result is § 702 of the Bankruptcy Code.

There are two primary catalysts for trustee elec-
tions in large chapter 7 cases. The first is the credi-
tors’ desire for control. In large chapter 7 cases, the
stakes could be high for the creditors; the larger
the claims against the estate, the more exposure for
avoidance actions and otherwise greater impact on a
creditor’s business. From a creditor’s perspective, a
chapter 7 case can seem like a black box, an opaque
process over which creditors have no influence.
In larger chapter 7 cases, the creditors might want
greater control and accountability.

The second driver of elections in large chapter 7
cases is the trustee’s compensation. In a chapter 7,
the larger the disbursements, the larger the trustee’s
commission® because there is no ceiling on a chapter
7 trustee’s commission. In small “no-asset” cases,
the chapter 7 trustee receives only a nominal fee,
but in large cases, the trustee’s compensation can be
significant. For example, in a case filed as a chap-
ter 11 in 2001 and converted in 2002, the chapter 7
trustee made more than $465 million in disburse-
ments and received a commission of more than $12
million. Since the passage of the Bankruptcy Abuse
Prevention and Consumer Protection Act of 2005
(BAPCPA), unlike other estate-compensated pro-
fessionals, there is now no statutory requirement
that the trustee’s compensation be “reasonable.”
In addition, there is potential value from a trustee’s
perspective in hiring his/her own firm as counsel or
accountant to the trustee. In large chapter 7 cases
where the stakes are already high for the unsecured
creditors, the prospect of a sizeable commission can
be the spark that ignites a battle for control of the
chapter 7 estate.

The overall concept of electing a chapter 7

1 See11U.S.C.§702.

2 Achapter 7 trustee is entitled to a commission of 25 percent on the first $5,000 distrib-
uted, 10 percent on the next $45,000 distributed (up to $50,000), 5 percent on the next
$945,000 (up to $1 million) and 3 percent of funds distributed in excess of $1 million.
See11U.S.C. § 326(a).

See 11 U.S.C. § 330(a)(3) (specifying “an examiner, trustee under chapter 11, or pro-

w

Chapter 7 Trustees and Election

of Trustees, Generally

In each district, the U.S. Trustee establishes a
panel of private trustees to serve in chapter 7 cases.
The appointed trustee in a chapter 7 case is known
as the “interim trustee.”™ In the vast majority of
chapter 7 cases, the interim trustee becomes the
permanent trustee after the initial 341 meeting.’

However, if creditors are not satisfied with the
interim trustee, they can seek to elect a trustee of
their choosing. First, in order for an election to be
called, creditors holding at least 20 percent of the
claims described in § 702(a) must request an elec-
tion.® Second, creditors holding at least 20 percent
of the total § 702(a) claims must actually vote.” Both
requirements must be satisfied.®

Eligibility to Vote

Section 702 contains several thresholds to voting:
The creditor’s claim must be “allowable,” “undisput-
ed,” “fixed,” “liquidated” and “unsecured,” and the
creditor must not have a “materially adverse” interest
to the other unsecured creditors. Based on published
opinions, most disputes are focused on the “allow-
able” and the not-materially-adverse element.

A claim evidenced by a properly filed proof
of claim is deemed “allowed” unless an objec-
tion is made,’ but § 702 uses the term “allowable,”
not “allowed,” suggesting that Congress intended
a different requirement. It makes sense that the
Bankruptcy Code drafters would not simply port
the § 502 concepts of allowance and disallowance
to creditor elections: The trustee election is to occur
during the first 341 meeting in the chapter 7 case,'
and by that time, few creditors will have filed their
proofs of claim, and the rules allow a creditor to sub-
mit an informal “writing” evidencing a right to vote."!

In determining the universe of claims that are
entitled to vote, two approaches have developed:
one expansive, and one restrictive.'? The expan-

See 11 US.C. §701.

See 11 U.S.C. § 702(d).

11 U.S.C. § 702(b).

11U.8.C. § 702(0)(1).

See Berg v. Esposito (In re Oxborrow), 913 F.2d 751, 754 (9th Cir. 1990).

See 11 U.S.C. § 502(a); Fed. R. Bankr. P. 3002(a) and 1019(3).

10 See 11 U.S.C. § 702(b).

11 See Fed. R. Bankr. P. 2003(b)(3) (“[A] creditor is entitled to vote at a meeting if, at or
before the meeting, the creditor has filed a proof of claim or a writing setting forth facts

[CRNEC RTINS
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fessional person”); 11 U.S.C. § 330(a)(7) (“In determining the amount of
compensation to be awarded to a trustee, the court shall treat such compensation as a
commission, based on section 326.”); see generally 3 Collier on Bankruptcy 1 330.LH[6]
(Alan N. Resnick and Henry J. Sommer eds., 16th ed.).

ing a right to vote.” is added).

12 As a matter of tactics, a larger § 702(a) claims pool usually favors the incumbent trustee,
while a smaller pool favors the advocating creditors. Compare In re Sandhurst Secs. Inc.,
96 B.R. 451, 453 (S.D.N.Y. 1989), with In re San Diego Symphony Orchestra Ass'n, 201
B.R. 978, 981 (Bankr. S.D. Cal. 1996).
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sive approach would include the scheduled claims, plus
any additional claims asserted in proofs of claim or infor-
mal writings.”” Under this approach, the § 702(a) claims
pool would include undisputed, liquidated, noncontingent
scheduled claims, and any claims evidenced by proofs of
claim or other writings. The restrictive approach only con-
siders the proofs of claim on file as of the 341 meeting."
Courts applying the restrictive approach have focused on
the requirements of § 502'° and have held, in effect, that
the terms “allowed” and “allowable” are synonymous.'
In contrast, courts favoring the expansive approach have
held that “allowable” means something broader than
“allowed.”” The expansive approach appears to be the
clear majority rule."

Material adversity is determined by reference to the inter-
ests of other similar creditors. Examples would include the
receipt of a pre-petition avoidable transfer," rights to funds
held in trust by the debtor,” or other activity that reduces
the amount available to other creditors.”’ Some courts have
allowed a voting creditor with a purportedly adverse interest
to disclaim the disabling interest prior to the election, there-
fore preserving its right to vote.”

In determining the universe of claims in a disputed
election, the following process will be employed. If the
court follows the expansive approach, it will first look
to the debtor’s schedules” and generally adjust that uni-
verse by considering timely filed proofs of claim or other
writings that evidence claims. Next, the court subtracts
claims that are not “allowable” or do not meet the other
requirements of § 702(a)(1), then subtracts the claims of
creditors that have “materially adverse” interests and the
claims of insiders. From that process, the court arrives at
the § 702(a) claims pool. If the voting creditors represent
20 percent of the § 702(a) claims pool, a new trustee can
be elected by majority vote.

Proxy Requirements

In addition to the rules applicable to all proxies,*
there are intricate proxy requirements that are specific
to trustee elections. Only written proxy solicitations are
valid.”® The rules also narrowly limit those who may
solicit proxies. Practically speaking,* the only proper

13 See, e.g., In re Michelex Ltd., 195 B.R. 993 (Bankr. W.D. Mich. 1996).
14 See, e.g., In re Lake States Commodities Inc., 173 B.R. 642 (Bankr. N.D. lIl. 1994).
15 /d. at 646 (“Section 702 states [that] a creditor must hold a claim [that] is * ’ A prerequisite to

party to solicit votes from creditors is another credi-
tor holding a § 702(a) claim.”” Rule 2006(d) lists a host
of other parties that are barred from soliciting proxies:
secured creditors, priority creditors, equity security-
holders,* a “custodian,”” an entity not qualified to vote
under § 702(a), the interim trustee, “a transferee of a
claim for collection only,”*® and — most significant-
ly — an attorney.’' For custodians, disqualified credi-
tors, transferees and attorneys, the rules prohibit not only
direct solicitation by those parties, but also solicitation
on their behalf.*® However, the rule does not prohibit
solicitations on the interim trustee’s behalf,** meaning
that while a disqualified creditor could not use an agent
to solicit proxies (even if that agent was a § 702(a)-
qualified creditor), there is no prohibition on the interim
trustee using a friendly, qualified creditor to solicit prox-
ies supporting the interim trustee.

Election of a trustee is a big gun
for unsecured creditors to use to
exert their will, but creditors and
their counsel should not wander
unprepared into an election fight
expecting an interim trustee to
ignore the pecuniary impact

of replacement.

Disputed Elections and the Incumbent
Trustee’s Defensive Measures

The U.S. Trustee does not resolve disputed elections but
instead informs the court of the dispute. If no motion is filed
within 10 days of the report, the interim trustee becomes the
permanent trustee.* If the proposed trustee loses, he/she may
not have standing to contest the election.® Conversely, if the
proposed trustee prevails, the deposed interim trustee clearly
has standing.*

26 Under the Bankruptcy Rules, certain nonattorney representatives of a creditor may also solicit, but these
are either very unlikely or are so overly complex that it makes them impractical; a creditors’ committee
elected under 11 U.S.C. § 705 (such committee is exceedingly rare), a trade or credit association (the
association must be “bona fide,” and may only solicit from creditors holding pre-petition, allowable and

the allowability of a claim is the filing of a written proof of claim.” (citing, inter alia, 11 U.S.C. § 502)).

16 See, e.g., In re Michelex, 195 B.R. at 1000-02 (criticizing Lake States Commodities as conflating “allow-
able” and “allowed”).

17 Id. at 1000 (“If Congress intended that a proof of claim must be filed before, or at, the § 341 meeting in
order for the claim to be within the § 702(a)(1) universe of claims, why does § 702(a)(1) use the term
‘allowable’ instead of ‘allowed’ or ‘deemed allowed’?”).

18 See, e.g., id. at 1002 (applying expansive rule).

19 See, e.g., In re Lang Cartage Corp., 20 B.R. 534, 535-36 (Bankr. E.D. Wis. 1982).

20 See, e.g., In re N.Y. Produce Am. & Korean Auction Corp., 106 B.R. 42, 48 (Bankr. S.D.N.Y. 1989) (hold-
ing that rights as trust iciaries under Perishable Agricultural Commodities Act were suf-
ficient to disqualify vote).

21 In re Klein, 119 B.R. 971, 974-75 (Bankr. N.D. Ill. 1990).

22 Id. at 981 (“Strong policy reasons favor permitting a creditor to eradicate its material adverse interest
prior to a hearing if the creditor desires to regain its right to vote.”).

23 Electing creditors face a conundrum if the schedules are not filed, are incomplete or are somehow lack-
ing good faith. See, e.g., In re Blanchard Mgmt. Corp., 10 B.R. 186, 188 (Bankr. S.D.N.Y. 1981) (because
no schedules were ever filed, it was not possible to determine whether 20 percent requirement was met
to request election; since there was no election, interim trustee continued to serve). A party disadvan-
taged by this situation may seek to require the debtor to amend the schedules. Any party can request
that the court order the debtor to file amended schedules. See Bankr. R. Civ. P. 1009(a).

24 See Fed. Rule Bankr. P. 9010(a) and (c) (validity of proxy and powers of attorney), 9011 (signing and
verification) and 9012 (persons qualified to administer oaths).

25 Fed. R. Bankr. P. 2006(c)(2). As to permissible content of proxies, the Bankruptcy Rules are completely silent.

ABI Journal

claims who are members “in good standing” of the association), and an informal committee.
See Fed. R. Bankr. P. 2006(c)(1). The “informal committee” solicitation rules are particularly byzantine.
See Fed. R. Bankr. P. 2006(c)(1)(C).

27 A trap for the unwary in a multi-debtor case: Even where the creditors are voting a single trustee
to administer multiple debtors, it is only proper for a creditor to solicit a creditor of the same
debtor. See, e.g., In re Ben Franklin Retail Stores Inc., 214 B.R. 852, 862 (Bankr. N.D. Ill. 1997)
(holding that creditor of one debtor subsidiary could not solicit proxies from creditors of different
debtor subsidiary).

28 The foregoing three classes of parties would clearly have an “interest other than that of general creditors”
within the meaning of Bankruptcy Rule 2006(d)(1). See, e.g., In re Phillips, 24 B.R. 715, 718 (Bankr. E.D.
Cal. 1982) (prohibiting secured creditor from soliciting proxies under Rule 208 of 1973 Bankruptcy Rules).

29 This includes pre-petition receivers, trustees and assignees for the benefit of creditors. See 11
U.S.C. §101(11).

30 The Advisory Committee notes that the drafters were focused on collection agencies, see 1983 Advisory
Committee Note to Fed. R. Bankr. P. 2006, reprinted in Colliers App. 2006[1], but the plain language of
this rule would seem to apply to professional claims traders.

31 Fed. R. Bankr. P. 2006(d).

32 /d.

33 /d.

34 Fed. R. Bankr. P. 2003(d).

35 See In re Sandhurst Secs. Inc., 96 B.R. 451, 457 (S.D.N.Y. 1989).

36 See, e.g., In re Metro Shippers Inc., 63 B.R. 593, 598 (Bankr. E.D. Pa. 1986).

continued on page 104
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Last in Line: Chapter 7 Trustee Elections

from page 15

Nothing in the Bankruptcy Code or Rules requires a cred-
itor to notify the U.S. Trustee or the interim trustee of a cred-
itor’s intent to request an election. Under the Code, the U.S.
Trustee is to preside at the meeting of creditors,” but the U.S.
Trustee as a matter of course designates the interim trustee
to conduct the meeting.* If the interim trustee anticipates a
request for an election, the U.S. Trustee requires the interim
trustee to notify the U.S. Trustee so that the U.S. Trustee can
preside over the election.” However, it is not uncommon for
an interim trustee to continue the 341 meeting when he/she
catches wind of an election.® If the interim trustee anticipates
an election, he/she could use the time before the 341 meet-
ing to drum up support from creditors. A common defensive
measure is the interim trustee filing claim objections or pref-
erence complaints on the eve of the election.”!

37 See 11 U.S.C. § 341(b).

38 See Fed. R. Bankr. P. 9001(12); see generally Richard C. Friedman, “A Guide to Trustee Elections,” 1,
available at www.justice.gov/ust/eo/public_affairs/articles/docs/trusteeelect02-00.pdf; Executive
Office for U.S. Trustees, Handbook for Chapter 7 Trustees, 7-1, available at www.justice.gov/ust/
eo/private_trustee/library/chapter07/docs/forms/ch7hb0702-2005_amended0306.pdf (hereinafter
“Trustee Handbook”).

39 Trustee Handbook 4-1.

40 But see In re Michelex, 195 B.R. at 1009-10 (Bankr. W.D. Mich. 1996) (dismissing interim trustee’s
adjournment of 341 meeting, purportedly to “obtain guidance” from U.S. Trustee, as merely attempt to
get time to find other votes after interim trustee received no votes in election).

Copyright 2014
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Conclusion

Election of a trustee is a big gun for unsecured credi-
tors to use to exert their will, but creditors and their coun-
sel should not wander unprepared into an election fight
expecting an interim trustee to ignore the pecuniary impact
of replacement. Creditors should pay strict attention to the
details of the solicitation and election process. Conversely,
an interim trustee can take advantage of the time between
filing or conversion and the first 341 meeting, either to pre-
pare a defense or to become familiarized with the creditors
and their goals for the case and, perhaps, mollify the activ-
ist creditors. Failing that, the process might devolve into
a disputed election to be determined by the court. In the
battle between the incumbent interim trustee vs. the elect-
ing creditors, both firmly entrenched in their respective
positions, the court will be forced to consider the follow-
ing paradox: What happens when an irresistible cannonball
hits an immovable post?

41 Filing preference complaints so early in the chapter 7 case may be difficult for interim trustees in courts
that require more detail in preference complaints. Gellert v. The Lenick Co. (In re Crucible Materials
Corp.), No. 10-55178, 2011 WL 2669113, at *4 (Bankr. D. Del. July 6, 2011) (requiring plaintiff to allege,
inter alia, details of underlying transaction between debtor and transferee).

Please contact ABI at (703) 739-0800 for reprint permission.
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Taking the Mystery Out of the Ch.
11 Trustee Appointment Process

possession, vested with most of the powers
and duties of a trustee. In a careful compro-
mise when adopting the Bankruptcy Code in 1978,
Congress provided an alternative in cases where a
debtor cannot or should not be vested with those
trustee powers and duties: a chapter 11 trustee.!
Although the Senate originally proposed that chapter
11 trustees be mandatory for all large cases, § 1104(a)
of the Bankruptcy Code reflects the congressional
compromise that bankruptcy courts must direct the
U.S. Trustee to appoint a chapter 11 trustee if the
court finds “cause” or that a trustee is in the interest
of stakeholders.” In keeping with the Code’s animat-
ing principle to separate the adjudication function
from the enforcement and administration functions,
the appointment itself is left to the impartial U.S.
Trustee after “consultation with parties in interest.”
Some commentators, including these authors,
believe that greater use of the chapter 11 trustee
mechanism to supplant management that cannot
or will not act as fiduciaries on behalf of all stake-
holders in the case would enhance sound corpo-
rate governance in bankruptcy.’ Nevertheless, the
appointment of a trustee should not be routine and
requires great care.* This article will explain how

I E very chapter 11 debtor becomes a debtor in

1 11U.S.C. § 1104(a). For additional information on congressional deliberations leading to the
adoption of the Bankruptcy Code, see Clifford J. White lll and Walter W. Theus, Jr., “Chapter
11 Trustees and Examiners after BAPCPA,” 80 Am. Bankr. L. J. 289, 293-97 (2006).
11U.S.C. § 1104(a).

Charles J. Tabb, “The Future of Chapter 11,” 44 S.C. L. Rev. 791, 857 (1992-93) (“Under
the Code, trustees are almost never appointed.... Courts announce and apply a very
strong presumption against the appointment of a trustee. The norm is that the debtor
continues in possession. This ... is a perversion of what virtually everyone involved in the
1970s reforms intended.”).

There are many reasons for the reluctance of parties to seek chapter 11 trustees. These
include historical to oust that pre-dates the changes
to the Bankruptcy Code conferring the authority on the U.S. Trustee to make the appoint-
ment. Some courts apply an arguably unjustified burden of proof (“clear and convincing
evidence” vs. “preponderance of the evidence”) before granting a chapter 11 trustee
motion. Creditors may wish to avoid possible retaliation by the i

and its creditor allies. Some of the more powerful players in the case may also be con-
cerned that they will lose control of the case and risk possible investigation into estate
claims against them.

w N

IS

U.S. Trustees approach this task through a compre-
hensive consultation and selection process to fulfill
statutory obligations to select qualified and inde-
pendent fiduciaries to represent the interests of all
stakeholders in the chapter 11 case.’

The Consultation and Candidate
Identification Process

Once the court orders the appointment of a
chapter 11 trustee, the U.S. Trustee, after consul-
tation with parties in interest, appoints a disinter-
ested person. This trustee appointment is subject to
court approval.®

U.S. Trustees approach the consultation and
appointment process seriously. The U.S. Trustee
Program (USTP) has developed thorough and rig-
orous processes, scaled to the needs of the case, to
ensure a comprehensive search for and evaluation
of the best candidates. Although a U.S. Trustee will
never enter into an agreement to appoint a particular
candidate, U.S. Trustees often encourage parties to
begin considering skills and candidates before the
court orders the appointment. Once the court enters
the order, the U.S. Trustee expeditiously consults
with major creditors, the creditors’ committee, the
debtor and other interested parties. This consultation
might be in person, by telephone or by email. U.S.
Trustees place a high value on the input provided by
parties in interest.

During these consultations, parties occasionally
recommend more than one candidate to the U.S.
Trustee and may advise the U.S. Trustee of their
first choice. An unsuccessful candidate may think

5 In contrast, conversion of a case from chapter 11 to a chapter 7 liquidation with a trustee
appointed from the U.S. Trustee’s statutory panel of chapter 7 trustees is not rare. The
U.S. Trustee files a motion to convert or dismiss in about 40 percent of all chapter 11
cases. The motions are typically filed in smaller cases and on such grounds as negative
cash flow diminishing the value of the estate, the failure to maintain insurance or the
failure to file required financial reports. See 11 U.S.C. § 1112(b)(4).

6 11 U.S.C. § 1104(d); see also Fed. R. Bankr. P. 2007.1.
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that the U.S. Trustee has rejected the creditor’s recommenda-
tion, wrongly believing that he/she was the creditor’s first or
only choice.

In addition to names of particular individuals, the U.S.
Trustee seeks the interested parties’ views of the “skill set”
that the trustee should possess. In some cases, a business-
person with expertise in dealing with distressed companies
in the relevant industry might be the best choice. In others,
an attorney with significant experience handling complex
financial litigation might be better suited, or a person with a
background in the investigation of financial fraud might be
more ideal.”

The U.S. Trustee also brings independent judgment to
bear on what type of trustee the case needs and what per-
son is best qualified to serve as trustee. The U.S. Trustee
encourages and considers self-nominations to expand the
pool of qualified and independent candidates. Unlike in
chapter 7, the U.S. Trustee can also conduct a nationwide
search for a chapter 11 trustee. In the most complex cases,
the U.S. Trustee often reaches beyond the district in which
the case was filed to identify candidates with unquestioned
independence and the optimum skill set to best meet the
needs of the case.

Professionals occasionally request meetings with senior
USTP officials to discuss their qualifications and interest
in future appointments. Such meetings, which are held at
the headquarters or in regional offices, are welcomed and
valuable. They are often scheduled to permit the attendance
of multiple U.S. Trustees in person, by video or telephone
conference. These prior meetings provide a good source of
candidates to whom the U.S. Trustee may reach out, even if
the candidate was not recommended by a creditor in the case
at bar. The USTP urges bankruptcy and other professionals
to request such meetings to strengthen the bench of potential
candidates for future appointments, particularly in cases in
which the need for a speedy appointment is most acute.

The Appointment Decision

In considering whom to appoint, U.S. Trustees first look
for independence. A candidate cannot be beholden to the
party that recommended him/her or to any other party in the
case. The trustee must protect all interests and be prepared
to “bite the hand that fed” him/her if required. For example,
an attorney for a major creditor recently complained about
the selection of a chapter 11 trustee who aggressively pur-
sued causes of action against his client, notwithstanding the
irony that his client had recommended the trustee to the U.S.
Trustee. That trustee displayed admirable independence. The
U.S. Trustee’s impartiality in appointing trustees enhances
trustees’ ability to exercise this type of independence.

Beyond independence, the U.S. Trustee will consider a
candidate’s experience, qualifications and ability to muster
necessary bankruptcy, financial and business expertise. The
U.S. Trustee might have an informed view about the ideal
skill set for the engagement. For example, a debtor might be
an operating business and the U.S. Trustee and parties might

~

In smaller cases or cases where an immediate liquidation appears likely, parties frequently suggest that the
U.S. Trustee appoint members of the chapter 7 panel of trustees to serve as chapter 11 trustees, recogniz-
ing the expertise of those persons in bankruptcy matters.

11 U.S.C. § 321(a)(1) (chapter 7 trustee must reside or have office in judicial district where case is pend-
ing or in adjacent district).

©
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agree that a turnaround specialist would be ideal for the posi-
tion. The U.S. Trustee will seek to ensure that the specialist
will engage the proper professionals and take appropriate
steps to manage the costs of case administration.

How is this information gathered? The U.S. Trustee seeks
CVs or résumés from recommended and self-nominated can-
didates. The U.S. Trustee may also request that candidates
complete a preliminary conflict analysis and submit pre-
liminary statements of their connections with a debtor, its
insiders and creditors before a final, more rigorous review.
In many cases, and certainly in every complex one, the U.S.
Trustee will interview candidates before making the appoint-
ment. Candidates are interviewed by phone or in person, and
might be interviewed more than once. The U.S. Trustee and
others from the USTP will question the candidate about a
broad range of topics, such as the candidate’s expertise and
amount of time available to devote to the job. In particular,
the questions often focus on the candidate’s prior experience
in similar matters; how the candidate would economically
assemble a team to address the multi-faceted aspect of a case;
the candidate’s knowledge of the case, including how that
knowledge was obtained; and the candidate’s initial plan to
marshal assets and secure information to guide the case to a
successful conclusion.

In-person interviews are strongly preferred, but the
urgency of an appointment sometimes requires that inter-
views be conducted by videoconference or telephone. In
major cases, it is not unusual for a multi-regional team,
including Executive Office officials, to interview candidates
along with the selecting U.S. Trustee. This enhances the
thoroughness of the evaluation process in the particular case
and helps acquaint a wider swath of USTP officials who are
involved in the trustee appointment process with an array of
candidates for consideration in future cases.

Reviewing conflicts and connections is often the most
important and painstaking stage of the appointment process.
Additional disclosures are often requested, and assessing
connections, particularly in larger cases with candidates
from large professional firms, can be difficult. Disqualifying
conflicts are not always obvious. Often, a candidate who
was tentatively selected is not appointed after a full review
of his/her connections with the case and stakeholders.
Although “conflicts counsel” may sometimes be counte-
nanced to deal with limited attorney conflicts, “conflicts
trustees” never can. A trustee must be “disinterested,” but
that is not the end of the inquiry. We seek to appoint trust-
ees whose objectivity and independence is beyond question.
For example, a candidate from a law firm, although techni-
cally disinterested and legally eligible to serve personally,
may nevertheless be deemed unsuitable for appointment as
a fiduciary because of the firm’s representations or relation-
ships in unrelated matters.’

Once the U.S. Trustee decides who to appoint, the
appointment and approval process is relatively straightfor-
ward. The U.S. Trustee formally appoints the candidate and
then files an application seeking approval of the appointment.

9 Chapter 11 trustees are also subject to a government background investigation, similar to the process
for federal This formal i igation generally involves filling out a detailed

background questionnaire, followed by a public records search and field investigation. The background
investigation process is usually completed after the appointment is effective. In rare cases, it has been
necessary to withdraw the selection of a candidate due to information revealed on the background ques-
tionnaire or to seek the removal of a trustee after appointment.

e (703) 739-0800 e Fax (703) 739-1060 e www.abi.org
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Pursuant to Rule 2007.1," the application must name the
trustee and the trustee’s connections with parties in interest,
their attorneys and accountants, the U.S. Trustee and persons
employed by the U.S. Trustee. The application must also list
the parties with whom the U.S. Trustee consulted in con-
nection with the appointment. A statement of connections
verified by the appointee will be attached to the application.
The court’s approval of the appointment should be limited
to a review of whether the person is statutorily qualified to
serve; the court should not substitute its judgment for that of
the U.S. Trustee.

The final check on the trustee appointment process is the
right of creditors to seek a trustee election,' which is rarely
invoked. The U.S. Trustee will not delay appointing a trustee
until the time for an election request has expired, because the
circumstances justifying the removal of management gener-
ally call for quick action.

Conclusion

The Bankruptcy Code provides a straightforward mecha-
nism to supplant managers who are unsuitable to serve in a
fiduciary capacity for all stakeholders. The Code also pro-
vides standards and procedures that are assiduously followed
by U.S. Trustees in selecting qualified and independent can-
didates. U.S. Trustees have appointed highly qualified indi-
viduals to serve as trustees and examiners'? in chapter 11
cases, including top bankruptcy partners from major law
firms, nationally known workout and turnaround profes-
sionals, financial professionals, retired bankruptcy judges,
a former director of the Federal Bureau of Investigation and
other former high-ranking law enforcement officials. Perhaps
more discussion of the need for chapter 11 trustees and less
mystery surrounding the selection process can lead to more
diligent use of this important tool for sound corporate gover-
nance in bankruptcy cases.

Reprinted with permission from the ABI Journal, Vol. XXX,
No. 5, May 2014.

The American Bankruptcy Institute is a multi-disciplinary, non-
partisan organization devoted to bankruptcy issues. ABI has
more than 13,000 members, representing all facets of the
insolvency field. For more information, visit ABI World at www.
abiworld.org.

10 Fed. R. Bankr. P. 2007.1.
1111 U.S.C. § 1104(b).
12 The process for appointing examiners is identical to that for appointing trustees. 11 U.S.C. § 1104(d).
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2. The Chapter 11 Trustee

Recommended Principles:

o The standard for appointing a chapter 11 trustee under section 1104(a) of the
Bankruptcy Code should not change.

« The burden of proof with respect to requests for the appointment of a chapter 11
trustee under section 1104(a) should be based on the preponderance of the evidence
standard. Case law requiring application of the clear and convincing standard should
be overturned by statutory amendment.

« As is currently provided by section 1104(d), the U.S. Trustee should continue to
select and appoint a disinterested person to serve as chapter 11 trustee after the
court enters an order under section 1104(a) directing such appointment and after
consultation with parties in interest.”*

A party in interest should be able to object to the person appointed as the chapter
11 trustee. An objecting party should plead with particularity the facts supporting its
objection. The objection should be filed and heard on an expedited basis. The court
should approve the person appointed by the U.S. Trustee unless the objecting party
establishes by clear and convincing evidence that: (1) the U.S. Trustee did not properly
consult with parties in interest; (2) the person selected is not eligible to serve as trustee
under section 321; (3) the person selected has not qualified to serve as trustee under
section 322; (4) the person selected is not disinterested; or (5) the person selected has
a disqualifying conflict of interest. If an objection is filed, the court should approve
or disapprove the person appointed as chapter 11 trustee by the U.S. Trustee, but the
court should not otherwise be involved in the chapter 11 trustee selection process.

o Section 1104(b), which provides for the election of a chapter 11 trustee, should be
deleted.

 Once appointed, the chapter 11 trustee may take any actions and exercise any powers
with respect to the estate as authorized under section 1106 without the approval or
consent of the debtor, the debtor’s board of directors (or similar governing body), any of
the debtor’s officers or similar managing persons, or the debtor’s equity security holders.

« Theappointment of a chapter 11 trustee should not terminate the debtor’s exclusivity
period to file, or its time to solicit acceptances of, a plan, but should preserve such
exclusivity period solely for the benefit of the trustee. Accordingly, the trustee should
receive the benefit of any remaining exclusivity period under section 1121, provided
that a party in interest should be able to file a motion seeking to shorten or terminate
such period as provided in section 1121(d). Section 1121(c)(1) should be amended
accordingly.

94

26

Bankruptcy cases in Alabama and North Carolina are not under the jurisdiction of the U.S. Trustee, but rather are administrated
by Bankruptcy Administrators in those jurisdictions. Accordingly, the applicable rules of those jurisdictions would govern the
appointment process.

IV. PROPOSED RECOMMENDATIONS: COMMENCING THE CASE
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ABI CoMMISSION TO STUDY THE REFORM OF CHAPTER 11

The Chapter 11 Trustee: Background

A trustee is appointed in a chapter 11 case only upon a motion of a party in interest or the
U.S. Trustee and the entry of an order of the court granting such motion. Section 1104 of the
Bankruptcy Code provides that the court shall order the appointment of a trustee “for cause,
including fraud, dishonesty, incompetence, or gross mismanagement of the affairs of the debtor
by current management” or “if such appointment is in the interests of creditors, any equity
security holders, and other interests of the estate”” In addition, section 1104(e) requires the
U.S. Trustee to file a motion requesting a trustee “if there are reasonable grounds to suspect that
current [management] . . . participated in actual fraud, dishonesty, or criminal conduct in the
management of the debtor or the debtor’s public financial reporting.”*®

Notwithstanding this statutory authority, anecdotal evidence suggests that chapter 11 trustees are
the rare exception rather than the rule.”” The paucity of cases in which chapter 11 trustees serve
may suggest that the overall system is working and that stakeholders either have confidence in
the debtor’s management or have replaced troublesome managers prior to or shortly after the
petition date.”® Parties in interest may also be using the possibility of seeking the appointment of
a trustee in negotiations with the debtor in a way that fosters meaningful results and eliminates
the need for a trustee.”” A case warranting a chapter 7 trustee may convert to a case under chapter
7 of the Bankruptcy Code, thereby eliminating the need for a chapter 11 trustee.'® Some contend
that a systemic antipathy to reorganization trustees, arising from pre-Bankruptcy Code practice,
found its way into early decisions that construed the language of the Bankruptcy Code.'” For
example, courts may be discouraging parties from filing motions requesting the appointment of a
chapter 11 trustee by applying the clear and convincing standard to the determination.'”* Parties
in interest also may fear retribution by the debtor or other stakeholders if the court denies the
motion, or may prefer having individuals with whom they are familiar (even if they do not like or
necessarily trust them) rather than an individual they do not know. Moreover, some parties may
raise concerns regarding the costs associated with chapter 11 trustees, which may be driven by a
perception that chapter 11 trustees are inclined toward litigation to ensure that they fulfill their
fiduciary duties to the estate.'*®

Ifthe court enters an order appointing a chapter 11 trustee, the U.S. Trustee identifies a disinterested
and qualified individual to serve as the trustee.'™ Section 1104(d) requires the U.S. Trustee to

95 11 US.C. § 1104(a)(1), (2).

96 Id.§ 1104(e).

97  See, e.g., Dickerson, supra note 19, at 888-900 (explaining that “[tJhough the Code provides that managers can be replaced
or supervised by a public trustee, trustee appointments are, and always have been, rare”); Kelli A. Alces, Enforcing Corporate
Fiduciary Duties in Bankruptcy, 56 U. Kan. L. Rev. 83, 84-85 (2007) (noting rarity of chapter 11 trustees).

98 See, e.g., John D. Ayer, et al., Bad Words to a Debtor’s Ear, Am. Bankr. Inst. J., Mar. 2005, at 20 (“Creditors force out the old
management before the chapter 11 begins, and so the nominal ‘DIP’ is someone in whom creditors have faith, sent in to clean up
the mess that others left behind?”).

99  See, e.g, Stuart C. Gilson & Michael R. Vetsuypens, Creditor Control in Financially Distressed Firms: Empirical Evidence, 72 Wash.
U. L.Q. 1005, 1012 (1994) (discussing creditors’ threats to petition the court to appoint a trustee if managers do not resign).

100 See, e.g., Ayer et al., supra note 98.

101 Clifford J. White IIT & Walter W. Theus, Jr., Chapter 11 Trustees and Examiners after BAPCPA, 80 Am. Bankr. L. J. 289, 314-15
(2006).

102 See, e.g., In re G-I Holdings, Inc., 385 E3d 313 (3d Cir. 2004) (applying clear and convincing standard). But see Tradex Corp. v.
Morse, 339 B.R. 823 (D. Mass. 2006) (applying preponderance of the evidence standard).

103 In addition, the increasing use of chief restructuring officers, at least in larger chapter 11 cases, may suggest that parties are
working around the concerns often associated with chapter 11 trustees.

104 See Clifford J. White IIT & Walter W. Theus, Jr., Taking the Mystery Out of the Chapter 11 Trustee Appointment Process, Am. Bankr.
Inst. J, May 2014 (“Beyond independence, the U.S. Trustee will consider a candidate’s experience, qualifications and ability to

IV. PROPOSED RECOMMENDATIONS: COMMENCING THE CASE 27
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consult with parties in interest during this process, and the selection is subject to court approval.'®®
Although section 1104(d) is silent on the scope of court review, the court generally will review
only whether the U.S. Trustee consulted with parties as required by the Bankruptcy Code and
whether the candidate is disinterested and is formally qualified to serve as trustee. A party in
interest may also request that the U.S. Trustee hold an election for the trustee in accordance with
section 702 of the Bankruptcy Code.'%

Once identified and approved, the chapter 11 trustee assumes all of the powers of the debtor’s
management, is vested with certain other powers, and is subject to certain duties under
section 1106 of the Bankruptcy Code. The trustee can, among other things, operate the debtor’s
business, manage and administer the bankruptcy estate, file and implement a chapter 11 plan,
and investigate the debtor’s affairs and prepetition activities.'”” The trustee must also ensure
that certain materials and reports are filed with the court on a timely basis.

The Chapter 11 Trustee: Recommendations and Findings

The debtor in possession model should not be the sole structure for a chapter 11 case. The
Bankruptcy Code needs an effective mechanism for appointing a chapter 11 trustee to displace
management in appropriate cases. The Commissioners discussed the kinds of cases that
warrant chapter 11 trustees, including instances of fraud or illegal conduct by management.
They also acknowledged the value of appointing a trustee to increase accountability in chapter
11 cases, to protect against “bankruptcy rings” and collusive conduct, and to create dynamic
tension by introducing an outsider to the negotiation process.'”® As referenced in the previous
section, however, the Commissioners also evaluated the potential disadvantages of appointing a
trustee, such as the potential collateral impact of the appointment, additional costs, delays, and
inefficiencies in the case. In light of the foregoing, the Commission determined to retain the
grounds for the appointment of a chapter 11 trustee set forth in section 1104(a) because they
are warranted and strike an appropriate balance between the benefits and drawbacks of such
appointment.

The Commission also considered the relatively low percentage of trustee appointments in chapter
11 cases. It was not able to determine if the relatively small number of trustee appointments
suggested a flaw in the current system or reflected the judgment of stakeholders that grounds
either did not exist to support an appointment or were remedied through prepetition changes

muster necessary bankruptcy, financial and business expertise.”). Bankruptcy cases in Alabama and North Carolina are not
under the jurisdiction of the U.S. Trustee, but rather are administrated by Bankruptcy Administrators in those jurisdictions.

105 11 US.C. § 1104(a). See also Chapter 11 Trustee Handbook 7 (May 2004) (explaining that the U.S. Trustee consults, either by
telephone or in person, with parties in interest to identify candidates and then interviews potential candidates to determine if
they are qualified for the particular case and disinterested); White & Theus, supra note 104 (“Once the court enters the order,
the U.S. Trustee expeditiously consults with major creditors, the creditors’ committee, the debtor and other interested parties.
This consultation might be in person, by telephone or by email. U.S. Trustees take seriously and place a high value on the input
provided by parties in interest.”).

106 11 US.C.§ 1104(b) (providing that motion requesting an election must be filed within 30 days of the entry of the order appointing
a chapter 11 trustee).

107 Id. § 1106(a).

108 For a historical overview of the purpose of the U.S. Trustee in response to so-called “bankruptcy rings,” see 6 Collier On
Bankruptcy ¢ 6.01 (Alan N. Resnick & Henry J. Sommer eds., 16th ed.) (“[I]n many parts of the country, the Bankruptcy
Act principle of creditor control of cases had degenerated into a system of attorney control. That fostered the development of
‘bankruptcy rings, closed bankruptcy practices heavily favoring the appointment of insiders, who were obliged to one another,
to trustee positions. Cases were too often administered solely for the benefit of the members of the bankruptcy rings, with
creditors receiving nothing.”).

28 IV. PROPOSED RECOMMENDATIONS: COMMENCING THE CASE



AMERICAN BANKRUPTCY INSTITUTE

ABI CoMMISSION TO STUDY THE REFORM OF CHAPTER 11

in management. The Commissioners were persuaded by the suggestion that the burden of proof
governing a motion to appoint a chapter 11 trustee under section 1104 could influence the decision
of a party in interest to file such a motion in the first place. Indeed, courts often expressly state that
the appointment of a chapter 11 trustee is the exception and that the standard for approval is very
high.'” The Commissioners evaluated the potential chilling effect of requiring the moving party
to demonstrate the need for a trustee by clear and convincing evidence and the justifications for
this standard.''? They also discussed whether a lower standard, such as the preponderance of the
evidence standard, could be subject to abuse and cause unnecessary distractions in the chapter
11 case.

The Commissioners carefully weighed the competing considerations and relevant policy
objectives underlying the debtor in possession model and the Bankruptcy Code. Reflecting
on the discussion of cases that may warrant and benefit from a trustee, the Commission
determined that the lower preponderance of the evidence standard — and not the clear and
convincing evidence standard — should apply to motions to appoint a chapter 11 trustee under
section 1104(a). This change is likely to not only encourage parties in interest to seek the
appointment of a chapter 11 trustee in appropriate cases, but it would also resolve a split among
the courts on this important legal issue.

The Commissioners also discussed their various experiences with trustees in chapter 11 cases and
acknowledged that, particularly in cases involving massive fraud by the debtor, chapter 11 trustees
have served with distinction.! They discussed the value of having the U.S. Trustee, as an independent
agency with no financial stake in the case, identify and vet trustee candidates, because multiple
stakeholders may have competing interests in the selection process.

The Commission reviewed at length the current consultation process and believed that the U.S.
Trustee should, as under current law, continue to consult with parties in interest to both identify
potential candidates and to better understand the needs and circumstances of the particular case.
The Commission did not find any value in imposing a public meeting requirement on the trustee
selection process; rather, all evidence indicates that the private consultation practice currently in
place works well, and imposing a public meeting requirement is likely to add cost and delay to the
process and to chill participation and openness.

The Commission considered whether the election process incorporated into section 1104(b)
provides stakeholders with a sufficient alternative to a candidate selected by the U.S. Trustee. In
theory, the election process should enable stakeholders to nominate directly and then to vote on

109 See, e.g., In re Taub, 427 B.R. 208, 225 (Bankr. E.D.N.Y. 2010) (“The appointment of a trustee is an unusual remedy and ‘[t]he
standard for § 1104 appointment is very high. ...”) (quoting Adams v. Marwil (In re Bayou Grp., LLC), 564 F.3d 541, 546 (2d Cir.
2009)).

110 See, e.g., In re LHC, LLC, 497 B.R. 281, 291 (Bankr. N.D. Ill. 2013) (“Applying the clear and convincing evidence standard appears
... to be more consistent with the presumptions that a debtor should generally be permitted to remain in control and possession
of its business and that the appointment of a Chapter 11 trustee is an extraordinary remedy.”) (citation omitted).

111 But see Written Statement of Daniel Kamensky on behalf of Managed Funds Association: LSTA Field Hearing Before the ABI
Commn to Study the Reform of Chapter 11 (Oct. 17,2012) (“MFA therefore suggests that Congress should make clear that parties
in interest and the U.S. Trustee may seek appointment of a trustee in circumstances other than fraud - where management
entrenchment, misalignment of interests or other factors have significantly impaired the reorganization process such that a
neutral third party is necessary to break the logjam. Appointment of a trustee should be authorized if the court believes that a
trustee will be better equipped than management to navigate competing interests and facilitate a successful reorganization. The
preference of all creditors should be taken into account — both in the appointment of an interim trustee and in any subsequent
election.”).
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qualified candidates. Unfortunately, the anecdotal evidence suggests that stakeholders rarely request
an election process and are skeptical that the process benefits the estate for at least two reasons.
First, it is hard to displace a trustee that has already been put in place, even if a different person
with greater support among the constituents might have been picked in the first instance. Second,
several of the major constituencies are not entitled to vote under section 1104(b), including secured
creditors and unions.'"?

The Commissioners found the election process unsatisfactoryinlight of these concerns. Consequently,
the Commission considered alternative ways to provide all stakeholders with a stronger voice in the
trustee-selection process, based on the belief that such a process may further mitigate any resistance
to trustee appointment in appropriate cases. The Commissioners discussed a variety of ways to allow
stakeholders to voice objections to trustee candidates and to have some role in the selection process.
In exploring these alternatives, the Commissioners were very mindful of the need for the U.S. Trustee
to maintain flexibility and discretion as the independent appointing official. Allowing the court or
stakeholders to second-guess the U.S. Trustee’s decision too easily could come with substantial costs,
including introducing bias into the process and paralyzing the debtor’s reorganization efforts while
parties in interest attempt to agree on a trustee candidate.

Section 1104(d) provides for court approval of the U.S. Trustee’s trustee appointments, but does not
specify any grounds upon which the court may disapprove an appointment. Furthermore, parties
in interest are given no role in the appointment approval process. The Commission concluded
that specifying grounds for disapproval and providing stakeholders with a more defined ability to
object to the U.S. Trustee’s appointment would be beneficial. The Commissioners explored how
to discourage frivolous objections and to encourage full disclosure in a manner that informed the
parties and the court about the issues relevant to the appointment of the trustee. The Commission
determined that any objections should be pled with particularity and that the objection process
should incorporate a strong presumption favoring the U.S. Trustee’s candidate. The court should
approve the person appointed by the U.S. Trustee unless the objecting party establishes by clear
and convincing evidence that: (1) the U.S. Trustee did not properly consult with parties in interest;
(2) the person selected is not eligible to serve as trustee under section 321 of the Bankruptcy Code;
(3) the person selected has not qualified to serve as trustee under section 322 of the Bankruptcy
Code; (4) the person selected is not disinterested; or (5) the person selected has a disqualifying
conflict of interest. A court should not reject the U.S. Trustee’s selection based on a party in interest’s
assertion that another individual would better serve the estate or is better qualified for the position.
Moreover, neither the court nor the objecting party should be able to displace the U.S. Trustee in
the appointment process. The court should only be able to approve or disapprove the U.S. Trustee’s
appointment. If the court disapproves an appointment, the U.S. Trustee should still maintain control
of the appointment process by vetting additional candidates and making a substitute appointment.

Once a chapter 11 trustee has been appointed, the Commission found that the current process
works for vesting the trustee with all control and management authority concerning the debtor
and the estate. Specifically, if grounds exist to warrant the appointment, the chapter 11 trustee

112 Eligibility to vote for the trustee is determined by section 702 of the Bankruptcy Code. In order to vote, creditors must, among
other things, hold an allowable undisputed, fixed, liquidated, and unsecured claim. Secured creditors are thus not eligible to vote
because their claim is not unsecured, and unions are frequently not eligible to vote because their claims are contingent, disputed,
or unliquidated.
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should be able to take any actions and exercise any powers with respect to the estate as authorized
under section 1106 without the approval or consent of the debtor, the debtor’s board of directors
(or similar governing body), any of the debtor’s officers or similar managing persons, or the debtor’s
equity security holders. Accordingly, the chapter 11 trustee should, for example, be able to cause the
estate to retain managers and employees deemed necessary to the reorganization process, but such
personnel should act only under the supervision of the trustee.

The Commissioners debated whether the debtor’s exclusivity periods to file a plan and solicit
acceptances of a plan should terminate upon the appointment of a trustee. The Commissioners
explored why termination may be appropriate; indeed, displacement of the debtor’s management
suggests a need for different approaches to the reorganization, and stakeholders should have some
say in the new process. The trustee, however, is appointed in large part to facilitate this new direction
and should have some ability to negotiate with the various stakeholders to try to reach a resolution
that benefits the estate and its stakeholders. Accordingly, the Commission determined that if
the debtor has any remaining exclusivity periods under section 1121 at the time of the trustee’s
appointment, the trustee should be able to step into the shoes of the debtor and receive the benefit
of such remaining exclusivity periods, but should not be able to seek extensions of those periods.

In discussing the chapter 11 trustee appointment process, as well as the estate neutral appointment
process described below, the Commission considered the current dual system for bankruptcy
administration: (i) U.S. Trustees for 48 states, Puerto Rico, the U.S. Virgin Islands, and Guam; and
(ii) Bankruptcy Administrators for Alabama and North Carolina. The Office of the U.S. Trustee
operates as a division of the Department of Justice, and the Executive Office for U.S. Trustees
coordinates and oversees the activities of the U.S. Trustees in 21 regional offices.'”® This structure
promotes uniformity and consistency in the application of federal bankruptcy laws. The Bankruptcy
Administrator programs are separately administered in each state through the judiciary in those
states.'"*

The Commissioners debated the efficiency of continuing these two separate systems. Some
Commissioners believed that unifying the administration and oversight of bankruptcy cases in all
jurisdictions under the Office of the U.S. Trustee would promote the uniformity in the application
of federal bankruptcy laws as envisioned by the Bankruptcy Clause of the Constitution'"* and would
serve the interests of parties in the system. They encouraged the Commission to recommend making
the U.S. Trustee program a national program that would be responsible for bankruptcy administration
in all 50 states, as well as Puerto Rico, the U.S. Virgin Islands, and Guam. Other Commissioners
expressed a concern that this issue was not directly within the scope of the Commission’s mandate.
Consequently, the Commission decided not to address this matter.

113 For more information about U.S. Trustees and the Executive Office for the U.S. Trustees, see U.S. Trustee Program, http://www.
justice.gov/ust/index.htm.

114 For more information about Bankruptcy Administrators, see Bankruptcy Administrators, http://www.uscourts.gov/
FederalCourts/Bankruptcy/BankruptcyAdministrators.aspx.

115 U.S. Const. art. I, § 8, cl.4. See also Charles Jordan Tabb, The Bankruptcy Clause, the Fifth Amendment, and the Limited Rights of
Secured Creditors in Bankruptcy, 2015 I1l. L. Rev. __, at *1 (forthcoming 2015) (noting that the powers granted to Congress under
the Bankruptcy Clause are extremely broad), available at http://ssrn.com/abstract=2516841.
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serve. This situation should rarely occur because the Handbook provides that a
trustee is not to decline appointments, except for conflicts or other extraordinary
circumstances. However, there may be instances, such as a trustee’s resignation
or possible embezzlement, in which the United States Trustee would need to
serve.

If the United States Trustee serves as the case trustee, no bond is required.
Section 322(b)(1). Any compensation to which the United States Trustee is
entitled will be paid to the clerk of the bankruptcy court and then paid into the
United States Trustee System Fund. Section 330(d).

Election of Trustees

The election of chapter 7 trustees is covered in some detail in the Bankruptcy
Code and Rules. Often the United States Trustee will receive advance warning
that an election may be called at a meeting of creditors. In that eventuality, the
United States Trustee should be familiar with the rules governing an election and
be prepared to preside at the meeting.

Eligibility to Request an Election and to Vote

Creditors in a chapter 7 case may request the opportunity to elect a trustee at the
section 341 meeting. The election is properly requested if creditors having 20
percent in amount of the eligible claims request the election. To request an
election and to vote in an election, a creditor must:

1. hold an allowable, undisputed, fixed, liquidated, non-priority unsecured
claim of a kind entitled to distribution under section 726(a)(2)-(4), 752(a),
766(h), or 766(i);’

2. not have an interest materially adverse, other than an equity interest that is
not substantial in relation to the creditor’s interest as a creditor, to the

interest of creditors entitled to distribution;

3. not be an insider; and

*Undersecured creditors may bifurcate their secured and unsecured claims for purposes of
requesting an election and voting under section 702. Similarly, creditors with both liquidated
and unliquidated claims may assert the liquidated portion of their claims for purposes of
determining eligibility to vote for a chapter 7 trustee. See In re Klein, 119 B.R. 971, 981-82
(N.D. 1IL. 1990), appeal dism’d, 940 F.2d 1075 (7" Cir. 1991).
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4. have “filed a proof of claim or a writing setting forth facts evidencing a
right to vote pursuant to § 702(a) unless objection is made to the claim or
the proof of claim is insufficient on its face.” Fed. R. Bankr. P. 2003.

A candidate for trustee is elected if the candidate receives the votes of
creditors holding the majority in amount of those claims voted. See

section 702 and Fed. R. Bankr. P. 2003.

Trustee Election Procedure

If an election is requested the United States Trustee presides over the election.
This eliminates the possible conflict of the interim trustee presiding while having
an interest in the outcome of the election. Neither the Bankruptcy Code nor Rules
require creditors to provide any advance notice of an intent to request an election.
If the creditors move to elect a trustee during the section 341 meeting without
prior notice, the interim trustee adjourns the meeting and notifies the United
States Trustee, who shall preside over the election then or at a later date. If the
clerk of the bankruptcy court has notified creditors that no proof of claim is
required in the case pursuant to Fed. R. Bankr. P. 2002(e), the United States
Trustee should consider continuing the meeting of creditors and notifying the
creditors of the requested election and of the need to file a proof of claim in order
to participate in the election.

The following procedure is recommended. The presiding officer should note for
the record:

1. the name of the case;

2. the case number;

3. the date;

4. the names of the creditors requesting an election;

5. the amount of each requesting creditor’s claim, whether the claim is

documented by a proof of claim or other writing, and whether a written or
oral objection has been made to the claim;

0. any individual(s) representing a requesting party;
7. each nomination for trustee; and
13
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8. whether there are any objections to the election, identifying the objector
and the reason for each objection.

The next critical step is to determine the total amount of general unsecured claims
eligible to vote.® For this purpose, the total amount of “Unsecured Claims
Without Priority” set forth on the summary page of the debtor’s schedules should
be used. Unless an objection is raised, this total should be the basis from which to
determine the 20 percent required for an election. In the absence of schedules, the
debtor should provide, under oath, the amount of non-priority, unsecured claims
eligible to vote.

In computing the 20 percent quorum, the United States Trustee should give due
consideration to information provided by the debtor and creditors as to the
unsecured portions of partially secured debts that are to be included, and to
unsecured debts that must be excluded from the computation as disputed,
unliquidated, due to insiders, or due to one having an interest materially adverse to
other creditors, as required by § 702. In any event, the methodology used in
determining the total should be reported, along with any objections.

The next step in determining whether the necessary 20 percent of claims has
requested an election is to identify each party requesting the election and
determine the amount of the claims represented, and, if other persons’ claims are
represented, assuring that an appropriate affidavit pursuant to Fed. R. Bankr.

P. 2006 and supporting proxies are presented. If the presiding officer determines
that the 20 percent requisite is not met, the parties are to be informed of that
determination. The election process will continue so that the court will have a full
report of what transpired or what would have transpired had the 20 percent
requisite been met.

If there are objections or disputes that are not resolved by agreement of the parties,
the parties should be informed that the election will be held subject to the right of
creditors to seek resolution of the underlying dispute by the court.

The presiding officer should then proceed with the election, soliciting from the
parties the names of the candidates they wish to nominate. After the nominations,
the presiding officer shall hold a vote for the election of a trustee. The candidate

%There is a difference of opinion as to the determination of the 20 percent threshold. One view is
that only 20 percent of the claims that have actually been filed are needed. In re Lake States, 173 B.R.
642 (Bankr. N.D. I11. 1994) leave to appeal denied, Michael v. Fisher, 185 B.R. 259 (N.D. Ill. 1995).
Other cases hold there must be 20 percent of the eligible claims, regardless of whether filed at the time of
election. In re Oxborrow, 104 B.R. 356 (E.D. Wash.1989), aff’d, 913 F.2d 751 (9th Cir. 1990). The
United States Trustee should be familiar with the case law of the district in which the election is held.

14
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who receives the votes of creditors holding a majority in amount of the claims
voted is the elected trustee. The number of creditors voting for or against a
candidate is irrelevant, because only the dollar amount of the claims is counted for
voting purposes.

The final step is to report the name of the candidate receiving the most votes and
to announce that the interim trustee will remain in office until the objection period
in Fed. R. Bankr. P. 2003(d) has expired and the elected trustee has qualified. If
there are any disputes or objections raised, the presiding officer should announce
that the report of the United States Trustee will be delivered to the court as soon
as possible following the election. Parties should also be advised that those who
complete a sign-up sheet will be provided notice of the United States Trustee’s
report and that creditors may move, within 10 days after the report is filed, for
resolution of any election dispute by the court, as provided by Fed. R. Bankr.

P. 2003(d).

The parties should also be informed that if no motion is made to resolve a dispute
within the time allowed by Fed. R. Bankr. P. 2003(d), the interim trustee will
become the trustee by operation of law.

When the election is concluded, the interim trustee or the United States Trustee
may examine the debtor or allow the creditors to examine the debtor. However,
the United States Trustee should consider continuing the examination of the
debtor until the election report is filed and any election dispute is resolved, so the
elected trustee may conduct the examination. Once all parties in interest have had
an opportunity to examine the debtor, the meeting should be concluded.

Voting by Proxy

Voting by proxy at a meeting of creditors is permitted, provided the authority of
the agent, attorney, or proxy is evidenced by a power of attorney executed
pursuant to Fed. R. Bankr. P. 9010(c). A proxy is a written power of attorney
authorizing any entity to vote the claim or otherwise act as the owner’s attorney in
fact in connection with the administration of the estate. Fed. R. Bankr. P. 2006(c)
states that a proxy may be solicited only in writing, and only by:

1. A creditor holding an allowable unsecured claim against the estate on the
date of the filing of the petition;

2. A committee elected pursuant to section 705;

3. A committee of creditors selected by a majority in number and amount in
claims of creditors (a) whose claims are not contingent or unliquidated; (b)

15
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who are not disqualified from voting under section 702(a), and (c) who
were present or represented at the meeting of which all creditors having
claims of over $500 or the 100 creditors having the largest claims had at
least five days notice in writing and of which meeting written minutes
were kept and are available reporting the names of the creditors present or
represented and voting and the amounts of their claims; or

4. A bona fide trade or credit association, but such association may solicit
only creditors who were its members or subscribers in good standing and

had allowable unsecured claims on the date of the filing of the petition.

Fed. R. Bankr. P. 2006(d) prohibits solicitation:

1. in any interest other than that of general creditors;
2. by or on behalf of any custodian;
3. by the interim trustee or by or on behalf of any entity not qualified to vote

under section 702(a);
4. by or on behalf of an attorney at law; or
5. by or on behalf of a transferee of a claim for collection only.

Before the voting commences at the meeting of creditors, or at any other time as
the court may direct, a holder of two or more proxies must file and transmit to the
United States Trustee a verified list of the proxies to be voted and the verified
statement required by Fed. R. Bankr. P. 2006(¢e) discussing the facts and
circumstances surrounding the execution and delivery of each proxy. On motion
of any party in interest or on its own initiative, the court may determine whether
there has been a failure to comply with the provisions of Fed. R. Bankr. P. 2006 or
any other impropriety in connection with the solicitation or voting of a proxy.
After notice and a hearing, the court may reject any proxy for cause, vacate any
order entered in consequence of the voting of any proxy that should have been
rejected, or take any other appropriate action.

Election Reports

Whether or not there is an objection to an election, an election report must be
prepared by the United States Trustee and filed with the court as soon as possible
after the election. Fed. R. Bankr. P. 2003(d). If the election is undisputed, the
United States Trustee should file a report of undisputed election and notify the

16
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elected trustee of his or her selection and how to qualify for office by posting the
requisite bond.

If the election is disputed, the United States Trustee must file with the court a
report of disputed election. The United States Trustee cannot resolve any dispute
in the election process. Although Fed. R. Bankr. P. 2003(d) does not specify what
facts should be contained in the report other than the fact that a dispute exists,
Fed. R. Bankr. P. 2003(b)(3) states that “in the event of an objection to the
amount or allowability of a claim for the purpose of voting, unless the court orders
otherwise, the United States trustee shall tabulate the votes for each alternative
presented by the dispute and, if resolution of such dispute is necessary to
determine the result of the election, the tabulations for each alternative shall be
reported to the court.” Fed. R. Bankr. P. 2007.1(b)(3)(B), which is applicable to
chapter 11 disputed elections, is instructive concerning the format of a chapter 7
report and provides that the report should inform the “court of the nature of the
dispute, and listing the name and address of any candidate elected under any
alternative presented by the dispute.” The report of election should be concise
and objective, and all relevant documents received at the meeting should be
attached as exhibits to the report.

Disputed Elections

The United States Trustee cannot resolve any dispute in the election process. The
United States Trustee, as the presiding officer, must promptly inform the court
through an election report that a dispute exists. Pending the resolution of the
dispute, the interim trustee shall continue to serve. If no motion for resolution of
such election dispute is made within 10 days after the election report is filed, the
interim trustee shall serve as the trustee in the case. Fed. R. Bankr. P. 2003(d).

Qualification of Elected Trustees

The elected trustee is considered qualified once the trustee has returned a notice of
acceptance of election, accompanied by a bond. See section 322. Fed. R. Bankr.
P. 2008 requires the United States Trustee to notify the person elected concerning
how to qualify and the amount of the bond.

Duties and Responsibilities of Elected Trustees

The statutory duties of an elected trustee are the same as the duties of an interim
trustee who becomes trustee by operation of section 702(d). An elected trustee
must also comply with the requirements of the United States Trustee and will be
requested to submit to a background investigation. If the trustee refuses to submit

17
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to a background investigation, the United States Trustee should contact the
Assistant Director for Oversight.

The United States Trustee may wish to provide the Handbook to the elected
trustee, with a letter advising the trustee of the United States Trustee’s reporting
and other requirements.

SUCCESSOR TRUSTEES — RESIGNATION, REMOVAL OR DEATH

General

If a trustee resigns from current cases, is removed, or dies, the United States
Trustee should notify the Office of Oversight immediately. The Office of
Oversight will consult with the United States Trustee about the need for an audit
of the trustee’s financial records and case administration, the appointment of a
successor, and a protocol for the transfer of bank accounts and other estate assets.

When a trustee dies, resigns, or is removed from a case under section 324, the
creditors have a right to elect, in the manner specified in section 702, a person to
serve as successor trustee. In the event an election is requested, the United States
Trustee should call a special meeting of creditors for the purpose of electing a
successor trustee. Fed. R. Bankr. P. 2003(f). The procedures set forth in
section 702 must be strictly observed when electing a successor trustee. See
Manual 2-1.6.9.2. Any person elected by the creditors must be eligible under
section 321 to serve as trustee.

Pending the election of a successor trustee, the United States Trustee should
appoint an interim trustee under section 703(b) to preserve or prevent loss to the
estate. The interim trustee must be a disinterested person who is a member of the
panel of private trustees established under 28 U.S.C. § 586(a)(1).

Section 703(c) provides that if creditors do not elect a successor trustee, or if a
trustee is needed in a case reopened under section 350, the United States Trustee
shall appoint one disinterested person who is a member of the panel of private
trustees established under 28 U.S.C. § 586(a)(1) to serve as trustee in the case.
This section appears to apply only if the United States Trustee has not appointed
an interim trustee under section 703(b). If creditors do not elect a successor
trustee in the manner specified in section 702, the interim trustee appointed under
section 703(b) should serve as successor trustee by operation of section 702(d). If
creditors elect a successor trustee under section 703(a), the services of an interim
trustee appointed under section 703(b) terminate when the successor trustee
qualifies under section 322.

18

361



362

2-1.7.2

2-1.8

ANNUAL SPRING MEETING 2015

Death of a Trustee

If a trustee dies, the United States Trustee should, after consultation with the
Office of Oversight:

1. appoint a successor trustee for each of the estates of the decedent trustee,
section 703;

2. ensure that the successor trustee contacts the representative of the decedent
trustee’s estate;

3. ensure that the successor trustee obtains any and all books, records, and
files of the decedent trustee and files a report of the administration of the
estate by the decedent trustee; and

4. verify that appropriate and timely notices in the case are given to the
deceased trustee’s estate. See section 326(c), which limits the aggregate
trustee compensation to that available to a single trustee. The United
States Trustee should ensure that any dispute between the deceased
trustee’s estate and the successor trustee over the division of fees that
cannot be resolved fairly and equitably is presented to the court for
resolution.

REOPENED CASES

The United States Trustee should not appoint a trustee in a reopened case unless
ordered by the court. Fed. R. Bankr. P. 5010. The United States Trustee may
move for the appointment or reappointment of a trustee in the reopened case if it
appears necessary. The United States Trustee should have in place procedures to
monitor motions to reopen cases so that trustees do not resume duties in reopened
cases without a court determination that a trustee is necessary in the reopened
case. Fed. R. Bankr. P. 5010.

In a reopened case, the United States Trustee may appoint the successor trustee
through the blind rotation, but appointing the trustee who previously served in the
case is a reason for departing from the blind rotation. If the previous trustee
served well in the case, the United States Trustee may wish to reappoint that
person as trustee. On the other hand, if there is a concern about reappointing the
previous trustee, the United States Trustee may choose to use the blind rotation to
appoint a trustee. If the previous trustee is no longer a member of the panel of
private trustees, that trustee may not be reappointed in a reopened case.
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CHAPTER 3-6: APPOINTMENT OF CHAPTER 11 TRUSTEES AND EXAMINERS

3-6.1

3-6.1.1

3-6.1.2

GROUNDS FOR APPOINTMENT

Statutory Basis: 11 U.S.C. § 1104

Section 1104 sets forth the statutory provisions regarding the appointment of a
trustee or examiner. Section 1104(a)(1) requires the court, upon request by the
United States Trustee or a party in interest, to order the appointment of a trustee
“for cause, including fraud, dishonesty, incompetence, or gross mismanagement
of the affairs of the debtor by current management, either before or after the
commencement of the case, or similar cause . . ..”

In the alternative, the court can order the appointment of a trustee pursuant to the
provisions of section 1104(a)(2). This subsection provides that the court shall
order the appointment of a trustee if such an appointment is determined to be in
the interests of creditors, any equity security holders, and other interests of the
estate.

Finally, the court may order the appointment of a trustee if grounds exist for
conversion or dismissal of the case but the court determines that the appointment
of a trustee is in the best interests of the creditors and the estate. 11 U.S.C.

§ 1104(a)(3).

If the court does not order the appointment of a trustee, section 1104(c) permits
the court, on request of a party in interest or the United States Trustee, to order
the appointment of an examiner. Such an appointment shall be ordered:

1. if it is determined to be in the interests of creditors, any equity security
holders, and other interests of the estate; or

2. if the debtor’s fixed, liquidated, unsecured debts, other than debts for goods,
services, or taxes, or owing to an insider, exceed $5,000,000.

If the court orders the appointment of a trustee or examiner, the United States
Trustee shall, after consultation with parties in interest, select one disinterested

person to serve in the position. 11 U.S.C. § 1104(d).

Section 1104(e) Considerations

Pursuant to section 1104(e), the U.S. Trustee shall move to appoint a trustee if
there are reasonable grounds to believe current company officials participated in
actual fraud, dishonesty, or criminal conduct in the “management of the debtor
or the debtor’s public financial reporting.” This provision applies to chapter 11
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cases commenced on or after April 20, 2005. It applies to all chapter 11 debtors,
not just publicly held companies, and it applies to both pre-petition conduct and
post-petition conduct. Note that section 1104(e) only provides for the filing of a
motion under certain circumstances; it does not change the grounds for granting
the motion.

CHOICE OF REMEDY - TRUSTEE OR EXAMINER

Trustees and examiners perform distinct functions. A trustee displaces the
debtor in possession and assumes responsibility for estate assets and for the
operation of the business. An examiner reviews specific transactions or
circumstances as directed by the order authorizing appointment. Accordingly, a
determination of whether to request the appointment of a trustee or an examiner
will depend on the results desired.

One factor the United States Trustee must take into account is if sufficient
admissible evidence is available to establish grounds for the appointment of a
trustee. Mere suspicion or allegations of wrongdoing are not sufficient.
Admissions by the debtor or its agents in public filings, in schedules and
statements of financial affairs, or at the section 341 meeting may be used to
support a motion. Discovery is available. Third parties or whistle-blowers
might also provide the United States Trustee with evidence.

Questions have arisen over the burden of proof that must be met to establish
cause for the appointment of a trustee. Many courts have ruled that a trustee
motion must be proven with “clear and convincing” evidence. See, e.g., In re
Marvel Entertainment Group, Inc., 140 F.3d 463, 471 (3rd Cir. 1998). In the
absence of controlling circuit authority, United States Trustees should contend
that the appropriate burden of proof is “preponderance of the evidence.” See
Tradex Corp. v. Morse (In re Tradex Corp.), 339 B.R. 823 (D. Mass. 2006).
United States Trustees faced with this issue should contact the Office of the
General Counsel.

Section 1104(a)(1) enumerates several specific grounds, including fraud,
dishonesty, and incompetence, which constitute cause and require the
appointment of a trustee. This list of factors constituting cause is not exclusive.
See 11 U.S.C. § 102(3). Other situations that may constitute cause include the
debtor’s violation of a court order or breach of fiduciary duties, failure of the
debtor to cooperate with the United States Trustee’s efforts to supervise the
administration of the case, or internal dissension in the corporate hierarchy
resulting in failure to operate properly. See In re Colorado-Ute Elec. Ass’n, Inc.,
120 B.R. 164, 175-76 (Bankr. D. Colo. 1990); In re Sullivan, 108 B.R. 555, 556
(Bankr. E.D. Pa. 1989); In re St. Louis Globe-Democrat, Inc., 63 B.R. 131, 137-
38 (Bankr. E.D. Mo. 1985).
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It should be noted that the examples of “cause” included in section 1104(a)(1) all
involve “current management.” Generally speaking, if management that has
engaged in misconduct has been truly displaced by competent and honest
management, the appointment of a trustee may not be warranted. The United
States Trustee should, however, inquire into the relationships between ousted
management and those currently operating the debtor. Former management may
retain the right under state law to replace current management if former
management controls the equity interests of the debtor. Furthermore, the
debtor’s board of directors or similar governing body may still be composed of
persons on whose watch the misconduct occurred. Under these circumstances,
the United States Trustee should consider seeking a trustee appointment.

Under section 1104(a)(2), a trustee may also be appointed if it is in the interest of
creditors, equity security holders, and other interests of the estate. The language
of the statute provides little guidance on how it is to be applied. It is clear,
however, that the court is called upon to weigh the interests of all constituencies
in the case, and not just those of creditors. Where the debtor’s business affects
such a large segment of the general public, consideration of the public interest
becomes a greater factor in deciding whether to order the appointment of a
trustee under section 1104(a)(2). See In re lonosphere Clubs, Inc., 113 B.R. 164
(Bankr. S.D.N.Y. 1990). Courts have also considered factors such as the
trustworthiness of the debtor, its past and present performance and prospects for
rehabilitation, and the confidence, or lack thereof, of the business community
and creditors in present management.

The United States Trustee should consider seeking the appointment of an
examiner to investigate any questionable management activities or any
unexplained irregularity in the debtor’s financial history. See In re Gilman
Servs., Inc., 46 B.R. 322, 327-28 (Bankr. D. Mass. 1985).

Section 1104(c)(2) requires the court to order the appointment of an examiner if
a request for the appointment is made by the United States Trustee or other party
in interest, and the debtor’s fixed, liquidated, unsecured debts (other than debts
for goods, services, taxes, or owing to an insider) exceed $5 million. The
appointment of an examiner is mandatory if the dollar threshold is met. See In
re Revco D.S., Inc., 898 F.2d 498, 500-01 (6th Cir. 1990). The United States
Trustee should not automatically request the appointment of an examiner in
every case having the requisite amount of qualifying debt. In deciding whether
to seek an examiner appointment, the United States Trustee should carefully
consider all relevant factors, including whether pre-petition or post-petition
events involving the debtor warrant an independent investigation and report.

Courts occasionally direct the appointment of a mandatory examiner under

section 1104(c)(2) but severely constrain the scope of examination. Some courts
have directed that an examiner perform no investigation at all. The United
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States Trustee should consult with OGC if either of these circumstances occurs
or appears to be imminent. Furthermore, a party arguing or court finding that
section 1104(c)(2) is not mandatory should immediately be brought to OGC’s
attention.

The United States Trustee may take a position on another party’s motion for the
appointment of a trustee or an examiner; the United States Trustee should not,
however, file joint pleadings with other parties in interest. Nor should the
United States Trustee adopt verbatim the allegations and arguments contained
within the pleadings filed by other parties. A separate pleading setting forth the
position advocated by the United States Trustee should be filed.

The statutory duties of both chapter 11 trustees and examiners are set out in
section 1106. Section 1106(a)(3), which is made applicable to examiners by
section 1106(b), requires an investigation into the acts, conduct, assets,
liabilities, and financial condition of the debtor, the operation of the debtor’s
business and desirability of the continuance of such business, and any other
matter relevant to the case or to the formulation of a plan. That subsection also
grants the court the authority to restrict the scope of the investigation. Court-
imposed limitations on the permissible scope of an examination are most
frequently set forth in the same order that authorizes the appointment of the
trustee or examiner. The United States Trustee should ensure that any
restrictions and limitations contemplated by the court are clearly set forth in the
order. This will avoid the delay and expense that would be engendered by
having to return to the court for clarification of the original order.

Section 1106(b) also allows for the expansion of an examiner’s duties to
encompass any other duties of a trustee that the court orders the debtor in
possession not to perform. Again, the United States Trustee should ensure that
the precise scope of the expanded duties contemplated for the examiner is clearly
set forth in the order of appointment.

THE SELECTION PROCESS

The procedures set forth below apply to the United States Trustee's appointment
of a chapter 11 trustee or examiner in any chapter 11 case. In summary, in a
chapter 11 case, once the court has determined that a trustee or examiner should
be appointed, the authority to select and appoint the trustee or examiner is vested
in the United States Trustee. 11 U.S.C. § 1104(d); In re Plaza de Diego
Shopping Center, Inc., 911 F.2d 820, 829 (1st Cir. 1990).

Section 1104 of the Bankruptcy Code lists four basic conditions that must be
satisfied when the United States Trustee appoints a trustee or examiner:
* the United States Trustee must "consul[t] with parties in interest;"

» the person appointed must be "disinterested;"
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 the person appointed may not be the United States Trustee; and
» the appointment must be submitted to the Bankruptcy Court for approval.

11 U.S.C. § 1104(d).

In addition, Federal Rule of Bankruptcy Procedure 2007.1 provides that the order
approving the appointment must be made on application of the United States
Trustee and lists certain information that must be included in that application.
The application must also be accompanied by a verified statement by the person
appointed listing his or her connections with other parties and participants in the

bankruptcy case. Fed. R. Bankr. P. 2007.1(c).
Timin

The process of selecting a trustee or examiner should occur as promptly as
possible once the court has ordered that a trustee or examiner be appointed.
Before making the appointment, the United States Trustee must engage in a
meaningful consultative and deliberative process, taking into consideration that
in some cases timing of the appointment may be affected by the potential risk to
estate assets from undue delay. In some larger and more complex cases, and
when expediency may require it, the United States Trustee should begin
identifying candidates even before the entry of the order directing the
appointment if it is reasonably certain an appointment will be ordered. Although
an order directing the appointment of a trustee creates a 30-day window in which
any party in interest may request that a creditors' meeting be held to elect a
trustee, 11 U.S.C. § 1104(b)(1), the United States Trustee is not required to-and
should not-wait before appointing a trustee because of the prospect of an
election. See 11 U.S.C. § 1104(b)(2)(B)(i1) (service of trustee appointed under
subsection (d) terminates once election of different trustee under subsection (b)
is certified). As a result, the United States Trustee should not delay the
appointment process even if there is reason to believe that a request for election
may be forthcoming.

Duty to Consult

The United States Trustee's first step in the selection of a trustee or examiner is
to solicit the views of “parties in interest,” as section 1104(d) requires. Although
the Bankruptcy Code does not specify the parties the United States Trustee
should consult, at a minimum, the United States Trustee should confer with the
debtor, any official committees, the pre-petition and post-petition lenders, and
any key creditors, including governmental authorities, who are expected to play
an active role in the chapter 11 case. It is better to be over-inclusive than
under-inclusive in the consultation process.

Because the duty to consult is an important statutory duty, the United States
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Trustee should never agree to appoint a particular candidate. Rather, during the
consultation process parties in interest should be assured that their views and any
suggested candidates will be duly considered. Despite the statutory requirement
to consult with parties in interest, the decision to make the best appointment for
the case ultimately rests within the discretion of the United States Trustee.
Indeed, for this reason, it is inappropriate for any court order directing the
appointment of a trustee or examiner to specify who should be appointed or to
condition the order on the appointment of a particular person.

The Consultation Process

There is no required form that the section 1104(d) consultation should take. The
United States Trustee should solicit both general input and specific nominations.
Parties in interest should be asked to identify any specialized skills, experience,
or qualifications that they believe the trustee or examiner should have. Parties
should also be encouraged to submit the names and contact information for any
individuals they believe would be well qualified to serve. During the
consultation process, the United States Trustee should not ask the parties in
interest to react to or express an opinion about particular candidates the United
States Trustee may be considering for the appointment.

In smaller cases, informal methods of consultation are often preferable. In
particular, if counsel for all major constituencies are present when the court
directs the appointment of a trustee or examiner, it may be most effective to
consult with parties orally in the courtroom immediately after the hearing. In
more complex cases, or in cases where there are a large number of parties to
consult, the United States Trustee may send a letter soliciting input from parties
in interest.

Consideration of Additional Candidates and Consultation with Other
United States Trustees

The United States Trustee is obligated to appoint the most qualified individual to
serve in the particular case. Therefore, although the nominations of parties in
interest are an important resource for identifying candidates, the United States
Trustee has discretion to and should consider candidates from other sources as
well.

In certain cases, one source for additional trustee candidates may be the local
panel of chapter 7 trustees. Appointing a panel trustee, however, should not be
the automatic or default choice, even if the case is not complex or involves a
liquidation. Moreover, the determination that a panel trustee is appropriate for
appointment as trustee in a particular case does not eliminate the United States
Trustee's statutory duty to consult with parties in interest. During the
consultation process, the United States Trustee should never take or voice the
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position that the choice of candidates is limited solely to panel trustees.

The Executive Office for United States Trustees also maintains a directory of
trustee and examiner candidates. The trustee and examiner portal is a resource
that United States Trustees can use to both identify other skilled, qualified
candidates beyond local panel trustees and the bar and to determine whether
potential candidates have been vetted by other United States Trustees. The
searchable résumé database contains information on candidates in a variety of
fields and geographic locations. It is not, and should not be viewed as, the sole
source of information to consider, and it is not a list of approved candidates.
However, you should consult the portal any time you have an appointment, and
if your candidate is included in the portal, it is imperative that you consult with
the United States Trustee who either appointed or considered that candidate in
other cases to determine whether the candidate is appropriate for the appointment
you must make.

Eligibility and Disinterestedness

Although section 321 of the Bankruptcy Code arguably permits appointment of
corporations and firms as well as individual persons to serve as trustee or
examiner, the USTP's policy is to appoint individuals only and to avoid the
appointment of professional firms or corporations. In addition, the Bankruptcy
Code prohibits the United States Trustee from appointing multiple persons to
serve as co-trustees or co-examiners. See 11 U.S.C. § 1104(d) (appoint "one
disinterested person"). Anyone that has previously served as an examiner may
not thereafter serve as a trustee in the same case. See 11 U.S.C. § 321(b).
Unlike cases arising under chapters 7, 12, and 13, there is no statutory
geographic limitation on who may be appointed as a chapter 11 trustee. See 11
U.S.C. § 321(a).

Under section 1104(d), the trustee or examiner must be a "disinterested person,"
as that term is defined in section 101(14) of the Bankruptcy Code. The test is the
same one that applies to the debtor's professionals. That test disqualifies from
service, among other persons, creditors, equity holders, former directors and
officers (within the past two years), and persons in control, as well as any person
who is directly or indirectly "materially adverse" to the debtor for any reason.

See 11 U.S.C. §§ 101(14)(A), (B), (C) and 101(31)(B).

In some cases, parties may request that the United States Trustee appoint as
trustee a person who has already been appointed as the receiver of the debtor in
another proceeding. Any receiver, whether sought by a creditor or governmental
entity such as the SEC, is a "custodian." See 11 U.S.C. § 101(11). Section 543
provides that, unless the court directs otherwise, any custodian holding the
debtor's property must turn over that property to the debtor-in-possession or
chapter 11 trustee. 11 U.S.C. § 543. In many cases, these receivers cannot be
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appointed as trustee because they do not meet the disinterestedness test of the
Bankruptcy Code, either because they are currently acting as an officer of the
debtor or are otherwise "in control" of the debtor, or because their fiduciary
duties as receiver could conflict with their duties as trustee or examiner. While
there is no per se rule disqualifying receivers from consideration as trustee or
examiner, nominations of current or past receivers should be scrutinized
carefully for conflicts issues. Before appointing any receiver as trustee, the
United States Trustee should consult with OGC.

The Selection

Once a pool of qualified candidates has been identified, the United States
Trustee should act quickly to contact each of the candidates to confirm their
interest in serving, immediately identify any obvious disqualifying conflicts and
instruct them to commence their preliminary conflict checks, and otherwise
determine their eligibility and suitability to serve. The United States Trustee
should request from each candidate a recent and detailed curriculum vitae.

The United States Trustee, or her staff in appropriate cases, should interview the
candidates who appear most qualified to serve, including those candidates with
whom the United States Trustee is already familiar, to determine their suitability
for appointment in the particular case. While the law requires consultation with
the parties in interest, it does not require the United States Trustee to interview
every recommended candidate, although this may be preferable in cases in which
the number of candidates is few. The candidate ultimately chosen for
appointment must be interviewed. Whether to conduct interviews in person or
by telephone or video teleconference may be dictated by the exigencies of the
case.

All appointees must conduct conflicts checks and complete and submit to the
United States Trustee affidavits regarding their background, connections, and
conflicts. These affidavits consist of: (1) the candidate's verified statement of
connections pursuant to Rule 2007.1; and (2) a chapter 11 security affidavit.

The verified statement must "set[] forth the person's connections with the debtor,
creditors, any other party in interest, their respective attorneys and accountants,
the United States trustee, or any person employed in the office of the United
States trustee." Fed. R. Bankr. P. 2007.1(c). A verified statement is required
even if the candidate is a panel or case trustee. The format and content of the
verified statement should be identical to that of a Rule 2014 statement of a
professional retained under 11 U.S.C. § 327. The candidate must also provide to
the United States Trustee a chapter 11 security affidavit.

In addition, the United States Trustee should ask the selected trustee or examiner
to make periodic informal reports to the United States Trustee in appropriate
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Cascs.

THE NOTICE OF AND APPLICATION TO APPROVE APPOINTMENT

Notice of Appointment

The appointment should not be made until the United States Trustee has received
and reviewed the Rule 2007.1 verified statement and chapter 11 affidavit and
confirms the candidate's eligibility and disinterestedness. Upon making a
selection, the United States Trustee must serve a notice of appointment on the
trustee or examiner.

Application to Approve Appointment

After making the appointment, the United States Trustee should immediately file
with the court an application to approve the appointment. Fed. R. Bankr. P.
2007.1(c). The application should set forth the following information: (1) the
name of the trustee or examiner; (2) a list of all parties in interest with whom the
United States Trustee consulted; and (3) a statement that, to the best of the
United States Trustee's knowledge, the proposed trustee or examiner is
disinterested.

The application typically includes three documents: the United States Trustee's
notice of appointment, the trustee or examiner's Rule 2007.1 verified statement,
and a proposed order.

1. Notice of appointment

The notice of appointment is served on the trustee or examiner and is filed
with the court as an exhibit to the application. If a trustee will be required
to post a case-specific bond, see infra Section 3-6.4.4.2, the notice should
also state the amount of the bond. Fed. R. Bankr. P. 2008.

2. Verified statement
The application must be accompanied by the appointee's verified
statement "setting forth the person's connections with the debtor, creditors,
any other party in interest, their respective attorneys and accountants, the
United States trustee, or any person employed in the office of the United
States trustee." Fed. R. Bankr. P. 2007.1(c). See supra section 3-6.3.6.

3. Order

The order approving the appointment is typically limited to a statement
that the United States Trustee's application is granted. It is not necessary
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for this order to incorporate any substantive terms from the order directing
appointment.

Security Clearance

In addition, all persons appointed as chapter 11 trustees or examiners must
undergo a security clearance. Full background checks are not required for any
individual for whom a background investigation is already in progress or has
been completed within the preceding five years in connection with another
examiner or trustee appointment. The United States Trustee should contact the
Office of Oversight in EOUST upon identifying a candidate for trustee or
examiner in order to determine if the candidate has a full background check
already on file. If a security clearance is required, the candidate must complete
and submit to the United States Trustee a standard packet of background
investigation forms. The United States Trustee should monitor the trustee or
examiner to ensure that these forms are timely completed and, upon receipt and
review, should forward the completed forms to the Office of Oversight in
EOUST.

Acceptance of Appointment and Posting of Bond

3-6.4.4.1 Acceptance of Appointment

Under Federal Rule of Bankruptcy Procedure 2008, within seven days of the
receipt of the notice of appointment, a trustee must provide written notice of
acceptance to both the court and the United States Trustee. Fed. R. Bankr. P.
2008. A chapter 11 trustee who fails to provide such notice is deemed to reject
the appointment. This is a critical distinction from trustee appointments in most
cases under chapters 7, 12, and 13, where the failure to file a rejection (in most
circumstances) is deemed acceptance of the trustee appointment. The letter
transmitting the notice of appointment to the trustee might include a reminder of
this requirement and instructions of how to return the written acceptance. Rule
2008 does not apply to examiners.

3-6.4.4.2 Posting of Bond

To qualify as a chapter 11 trustee, the trustee must post a bond in favor of the
United States of America and file it with the court no later than six days ("before
seven days") after selection. 11 U.S.C. § 322(a). The United States Trustee
must determine both the initial amount and sufficiency of the bond. 11 U.S.C. §
322(b)(2). The United States Trustee should evaluate the assets of the estate
when initially setting the amount of the bond. The bond should be set at a level
sufficient to ensure the confidence of the parties, while considering that the
estate will bear the cost of the bond premium. See United States Trustee
Program Policies and Practices Manual § 7-2.2.4 (Chapter 11 Trustees and
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Examiners). Thereafter, the chapter 11 trustee must monitor the amount of funds
on hand and ensure that the bond is maintained in an adequate amount, generally
at least one and one-half times (150%) of the average monthly balance of funds
on hand.

The surety on any bond written in favor of the United States of America must be
authorized by the Secretary of the Treasury. 31 U.S.C. §§ 9304 and 9308. The
Treasury Department publishes Treasury Circular 570, a list of companies
holding certificates of authority as acceptable sureties on federal bonds, every
July 1 in the Federal Register. The Circular is also posted on the Internet,
available at http://www.fiscal.treasury.gov/fsreports/surety/c570.htm. The
United States Trustee may only approve those companies appearing on this list
as sureties on trustee bonds, and should consult the Circular before approving
any trustee bond to ensure coverage falls within authorized underwriting limits,
which are on a per-bond basis. If a bond exceeds authorized underwriting limits,
it cannot be approved absent proper coinsurance or reinsurance. See United
States Trustee Program Policies and Practices Manual § 7-2.1.2 (Sufficiency of
the Surety).

An examiner ordinarily need not obtain a bond. But if the examiner is given
expanded powers despite the United States Trustee's objection and has access to
assets of the estate, the United States Trustee should request that a bond be
posted. Id. at § 7-2.2.4 (Chapter 11 Trustees and Examiners).

This discussion is intended as a summary and is not exhaustive. United States
Trustees should consult Volume 7 of the United States Trustee Program Policies
and Practices Manual for additional information and guidance regarding bonding
requirements and procedures governing fiduciaries of estate assets.

TERMINATION OF A TRUSTEE’S APPOINTMENT

Under 11 U.S.C. § 1105, the court, on request of the United States Trustee or a
party in interest and after notice and a hearing, may terminate the trustee’s
appointment and restore the debtor to possession. Section 1105 is intended to
address instances in which the debtor’s situation has changed and the need for a
trustee no longer exist. The removal of the trustee may reflect a change in the
circumstances under which the appointment was made. See In re Eastern
Consol. Utils., Inc., 3 B.R. 591, 592-93 (Bankr. E.D. Pa. 1980). While the result
of this order would place the debtor in possession back in control of the
operation of the business, the court may nevertheless order the operation of the
business to cease under 11 U.S.C. § 1108.

REMOVAL OF A TRUSTEE OR EXAMINER

Pursuant to 11 U.S.C. § 324(a) the court may, for cause, remove a trustee or an
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examiner. Notice and a hearing regarding the matter must be provided as
required by section 102(1).

The Bankruptcy Code does not list specific grounds constituting cause for
removal. Determining whether circumstances warrant the removal of a trustee or
examiner is necessarily left to the court on a case-by-case basis. Many of the
reported decisions on the application of section 324 arise in the context of
chapter 7 cases. As with chapter 7 trustees, the United States Trustee must
ensure that chapter 11 trustees and examiners are appropriately supervised and
held accountable for their actions. To the extent that these individuals are not
filing reports or otherwise complying with their fiduciary obligations, a motion
seeking their removal should be filed. Unless the court orders otherwise, the
removal of a trustee or an examiner in any one bankruptcy case effects the
trustee’s or examiner’s removal in all other cases in which the trustee or
examiner is then serving. 11 U.S.C. § 324(b).

In the event of an allegation of loss of estate funds held by the chapter 11 trustee,
the United States Trustee should follow guidance set forth in Manual Volume 2,
on chapter 7 case administration.

A trustee who has been removed must still file a final report and account of the
administration of the estate. See 11 U.S.C. § 704(a)(9) made applicable to
chapter 11 trustees by 11 U.S.C. § 1106(a)(1). The removed trustee must also
turn over all books, records, and other assets of the estate to a successor trustee,
and indeed can be compelled to do so if necessary. See 11 U.S.C. § 542(a); In re
Grand Jury Proceedings, 119 B.R. 945, 952-55 (E.D. Mich. 1990); Matter of
Jim’s Garage, 118 B.R. 949, 951-53 (Bankr. E.D. Mich. 1989). The successor
trustee appointed in any such case must also file an accounting of the prior
administration of the estate. Fed. R. Bankr. P. 2012(b)(2).

ELECTION OF A TRUSTEE

Section 1104 allows creditors to elect a trustee in chapter 11 cases. Pursuant to
section 1104(b)(1), the election of the chapter 11 trustee is to be conducted in the
same manner as the election of a chapter 7 trustee. See Fed. R. Bankr. P. 2007.1
for procedures for the election of a chapter 11 trustee.

Requests for Election

Any party in interest may request the election of a trustee after the court orders
the appointment of a trustee under section 1104(a). The request must be made
no later than 30 days after the court orders the appointment. See 11 U.S.C. §
1104(b)(1) and Fed. R. Bankr. P. 2007.1(b)(1).

93

375



376

ANNUAL SPRING MEETING 2015

If a timely request for election is made, the United States Trustee must convene a
section 341 meeting. See 11 U.S.C. § 1104(b)(1). In the event that the section
341 meeting initially convened in the case has been concluded, section
1104(b)(1) and Rule 2003(f) (Special Meetings) provide authority for the United
States Trustee to convene another meeting of creditors for the purpose of holding
a trustee election. Notice should be given in the same manner as for any

section 341 meeting. See Fed. R. Bankr. P. 2002(a)(1) and 2007.1(b)(2). Parties
should be able to request the court to shorten the normal 21-day notice period.
See Fed. R. Bankr. P. 9006(c)(1).

There appears to be a conflict in the statute regarding the determination of the
number of creditors required to request an election. The first sentence of
section 1104(b) indicates that an election shall be held “on the request of a party
in interest.” This would seem to indicate an election should be held even if only
one eligible creditor requests the election. However, the second sentence of
section 1104(b) further states, “the election of a trustee shall be conducted in the
manner provided in subsections (a), (b), and (c¢) of section 702 of this title.”

11 U.S.C. § 702(b) provides that:

[C]reditors may elect one person to serve as trustee in the case if election
of a trustee is requested by creditors that may vote under subsection (a) of
this section, and that hold at least 20 percent in amount of the claims
specified in subsection (a)(1) of this section that are held by creditors that
may vote under subsection (a) of this section.

Id.

As the language of section 1104(b) specifically refers to section 702(b), it would
appear that Congress intended that eligible voters holding at least 20 percent in
the amount of claims must request the election at the meeting convened upon the
request of a party in interest. Therefore, although any single party in interest
may request the United States Trustee to convene a meeting of creditors for the
purpose of electing a trustee, the 20 percent “requesting” requirement of

section 702(b) must also be met before the election may proceed. This
interpretation comports with the policy underlying the enactment of

section 702(b), namely, “to insure that a trustee is elected only in cases in which
there is true creditor interest, and to discourage election of a trustee by attorneys
for creditors.” H.R. Rep. No. 595, 95th Cong., 1st Sess. 102 (1977).

In chapter 11 cases, as in chapter 7 cases, the right to vote is determined pursuant
to Fed. R. Bankr. P. 2003(b)(3). See Fed. R. Bankr. P. 2007.1(b)(2). Rule
2003(b)(3) provides that an unsecured creditor is only entitled to vote if, at or
before the meeting, the creditor has filed a proof of claim or a writing setting
forth facts evidencing a right to vote. An objection may be made to the claim at
the election. If an objection is made to the amount or allowability of a claim for
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the purposes of voting, the United States Trustee shall tabulate the votes for each
alternative presented by the dispute, and if resolution of such dispute is necessary
to determine the result of the election, the tabulations for each alternative shall
be reported to the court. See Fed. R. Bankr. P. 2003(b)(3).

A claim or interest is deemed allowed unless a party in interest objects.

11 U.S.C. § 502(a). A proof of claim executed and filed in accordance with the
Bankruptcy Rules constitutes prima facie evidence of the amount and validity of
the claim. See Fed. R. Bankr. P. 3001(f). Accordingly, most courts have
concluded that a claim that is prima facie valid may not be denied the right to
vote because of a mere general assertion that the claim is invalid. See, e.g., In re
Poage, 92 B.R. 659, 664 (Bankr. N.D. Tex. 1988). The party objecting to the
claim for voting purposes must go forward with the evidence to establish the
invalidity of the claim. See In re Metro Shippers, Inc., 63 B.R. 593, 599 (Bankr.
E.D. Pa. 1986).

Unlike in chapter 7, a creditor in chapter 11 does not need to file a proof of claim
unless the claim is disputed, contingent, or unliquidated. See Fed. R. Bankr. P.
3003(c)(2). The schedules constitute prima facie evidence of the validity and the
amount of the claim. See Fed. R. Bankr. P. 3003(b)(1). Accordingly, an eligible
unsecured creditor who holds a claim that is not disputed, contingent, or
unliquidated should be deemed to have the right to vote.

The first step in determining whether a sufficient number of creditors has made a
request for an election is to determine the proper “claims base” against which the
20 percent “requesting” requirement may be measured. The proper time to
compute this universe of voting creditors is as of the time of an election. In re
Williams, 277 B.R. 114, 117 (Bankr. C.D. Cal. 2002). From a review of
Schedule F and filed proofs of claim, the total claims universe eligible to vote in
the election should be calculated. This process, which reduces the total universe
of claims asserted in the case, may involve:

1. eliminating all Schedule F claims that are superseded by filed proofs of
claim;

2. eliminating all Schedule F claims listed in “unknown” amounts;

3. eliminating all Schedule F claims listed as “contingent,” “unliquidated” or
“disputed”;

4. eliminating all filed claims that are superseded by duplicate or amended

proofs of claim;

5. eliminating all claims (or portions thereof) filed as “secured” or “priority”;
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6. eliminating all filed claims listed as “contingent,” “unliquidated” or
“disputed”;

7. eliminating all filed claims that have been paid and satisfied under
bankruptcy court orders;

8. eliminating all filed claims as to which objections have been filed or made

otherwise; and

9. eliminating all claims filed after the court-ordered bar date. See In re
American Eagle Mfg., Inc., 231 B.R. 320, 329-331 (Bankr. 9" Cir. 1999).

3-6.7.2 Election Procedures

The United States Trustee convenes and presides at the election. See 11 U.S.C.
§ 1104(b)(1) and Fed. R. Bankr. P. 2007.1(b)(2). The meeting should be
recorded, as is done with the section 341 meeting. See Fed. R. Bankr.

P. 2003(c). The following information should be obtained and recorded:

1. the case name and number;
2. the date of the meeting;
3. the names of all parties in attendance;

4. the name of the individual requesting the election and the claim
represented, including the amount of the claim;

5. the name of the claimant requesting an election, a copy of the claim, and a
copy of any proxy or power of attorney; and

6. if an attorney is voting a claim, a statement from the attorney that the
claimant is a regular client of that attorney or a solicitation statement from
the attorney.

If an eligible disinterested trustee is elected, the United States Trustee must file a
report certifying that election. See 11 U.S.C. § 1104(b)(2)(A). Furthermore,
upon completion of an undisputed election, the United States Trustee shall
promptly file with the court a report of the election, including the name and
address of any person elected as trustee and a statement that the election is
undisputed. See Fed. R. Bankr. P. 2007.1(b)(3)(A). If creditors elect a trustee
under section 1104(b)(1), the report filed by the United States Trustee effectively
serves as the selection and appointment of such person by the United States
Trustee under section 1104(d), and the service of the original chapter 11 trustee
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appointed by the United States Trustee terminates. See 11 U.S.C. §
1104(b)(2)(B).

If it is necessary to resolve a dispute regarding the election:

The United States Trustee shall promptly file a report stating that the election is
disputed, informing the court of the nature of the dispute, and listing the name
and address of any candidate elected under any alternative presented by the
dispute. The report shall be accompanied by a verified statement by each
candidate elected under each alternative presented by the dispute, setting forth
the person’s connections with the debtor, creditors, any other party in interest,
their respective attorneys, the United States Trustee, and any person employed in
the office of the United States Trustee.

Fed. R. Bankr. P. 2007.1(b)(3)(B).

The United States Trustee must deliver a copy of the report and each verified
statement to all parties in interest who either have made a request to convene a
meeting under section 1104(b), or requested a copy of the report. Id. All
committees appointed under section 1102 also are to be served with the report
and verified statement. /d.

A motion to resolve the dispute must be filed within 14 days after the date the
United States Trustee files the report. /d. If such a motion is not filed within the
14-day period, the person appointed by the United States Trustee in accordance
with section 1104(d) and approved in accordance with Fed. R. Bankr.

P. 2007.1(c) shall serve as trustee. Id. If a motion to resolve the dispute is filed
within the 14-day period, the court must resolve the dispute. See 11 U.S.C. §
1104(b)(2)(C). Rule 2007.1 does not provide procedures for judicial resolution
of a disputed election in a chapter 11 case. See Fed. R. Bankr. P. 2001.1.
However, the procedures applicable in disputed chapter 7 elections may be used
as guidance. See Fed. R. Bankr. P. 2003(d)(2). To avoid a gap in service,
pending disposition by the court of the disputed election, the interim trustee shall
continue in office. See Fed. R. Bankr. P. 2007.1(b)(1).

Eligible Voters

Eligible voters are those unsecured creditors who have allowable, undisputed,
fixed, liquidated claims that would be entitled to distribution under 11 U.S.C.
§ 726(a)(2), 726(a)(3), 726(a)(4), 752(a), 766(h), or 766(i). See 11 U.S.C.

§§ 702(a)(1) and 1104(b)(1). Given that these provisions of chapter 7 are not
applicable in chapter 11 cases, some confusion regarding this portion of section
702(a)(1) may arise. It would appear that Congress intends to allow unsecured,
non-priority creditors to be eligible to vote.
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Priority unsecured creditors and secured creditors clearly are not eligible to vote.
See In re Aspen Marine Group, Inc., 189 B.R. 859, 863 (Bankr. S.D. Fla. 1995);
In re USA Capital, LLC, 251 B.R. 883, 889-90 (Bankr. D. Colo. 2000). An
undersecured creditor should be allowed to vote the unsecured portion of its
claim. See 7 Collier on Bankruptcy, § 1104.02[8][b][iv], at 1104-29 (16" ed.
2009); In re Tartan Constr. Co., 4. B.R. 655, 658 (Bankr. D. Neb. 1980); but see
In re Lindell Drop Forge Co., 111 B.R. 137 (Bankr. W.D. Mich. 1990).

An unsecured creditor with an interest materially adverse to the interests of other
unsecured creditors may not vote in a trustee election. 11 U.S.C. § 702(a)(2).
For example, an unsecured creditor has a material adverse interest when facts
indicate that the creditor has received a voidable preferential transfer. See In re
Lang Cartage Corp., 20 B.R. 534, 536 (Bankr. E.D. Wis. 1982). However, the
suspicion of an avoidable preference is insufficient to prohibit a creditor from
voting. See In re Poage, 92 B.R. 659, 665 (Bankr. N.D. Tex. 1988).

However, a creditor with a small equity position is not automatically excluded
from voting solely because of the equity interest. 11 U.S.C. § 702(a)(2). The
equity interest may be disregarded if it is de minimus when compared with the
unsecured claim. See H.R. Rep. No. 595, 95th Cong., 2d Sess. 378 (1977). A
creditor who is an insider of the debtor is not eligible to vote. See 11 U.S.C.

§ 702(a)(3).

Determining Election Results

The election is void unless creditors holding at least 20 percent in the amount of
eligible claims actually vote. 11 U.S.C. § 702(c)(1). The successful candidate
must receive votes from creditors holding a majority in the amount of claims that
are held by creditors actually voting. 11 U.S.C. § 702(c)(2). The number of
creditors voting for or against a candidate is irrelevant, as only the dollar amount
of the claim is counted for voting purposes.

The 20 percent “requesting” requirement of section 702(b) is independent of the
20 percent “quorum” requirement of section 702(c)(1). See In re Oxborrow, 913
F.2d 751, 753-54 (9th Cir. 1990). At least 20 percent of eligible creditors must
request an election regardless of the number of creditors who actually cast votes
at an election. /d.

Solicitation of Proxies

In most cases, not all creditors who wish to vote for a trustee will be in
attendance. It is likely that in cases with a significant number of creditors the
election will be requested by one or more creditors holding proxies. A proxy is
defined in Fed. R. Bankr. P. 2006(b)(1) as a “written power of attorney
authorizing any entity to vote the claim or otherwise act as the owner’s attorney
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in fact in connection with the administration of the estate.” The validity of a
proxy is determined under Fed. R. Bankr. P. 9010(c).

Proxy holders who have solicited proxies for voting at the election of a trustee
must follow the rules set forth in Fed. R. Bankr. P. 2006. The court may reject
any proxies, on motion of a party in interest or on its own motion, if there has
been a failure to comply with this rule. Fed. R. Bankr. P. 2006 applies in
chapter 11 trustee elections. See Fed. R. Bankr. P. 2007.1(b)(2).

The strict rules regulating the solicitation of proxies must be enforced to ensure
that a trustee is elected only in cases where there is true creditor interest. The
Advisory Committee Note to Fed. R. Bankr. P. 2006 states:

Creditor control was a basic feature of the Act and is continued, in part, by
the Code. Creditor democracy is perverted and the congressional
objective frustrated, however, if control of administration falls into the
hands of persons whose principal interest is not in what the estate can be
made to yield to the unsecured creditors but in what it can yield to those
involved in its administration or in other ulterior objectives.

1d.

Any communication concerning a proxy for electing a trustee is deemed
solicitation unless the communication is between a creditor and an attorney
acting for the creditor. Fed. R. Bankr. P. 2006(b)(2). A communication between
an attorney and his/her regular client would not be a solicitation. /d.

The requirements for an authorized solicitation are set forth in Fed. R. Bankr.
P. 2006(c). The solicitation must be in writing. Fed. R. Bankr. P. 2006(c)(2).

A proxy may be solicited only by the following individuals or committees:

(A) a creditor owning an allowable unsecured claim against the estate on
the date of the filing of the petition; (B) a committee elected pursuant to

§ 705 of the Code [which does not apply in chapter 11 cases]; © a
committee of creditors selected by a majority in number and amount of
claims of creditors (i) whose claims are not contingent or unliquidated, (ii)
who are not disqualified from voting under § 702(a) of the Code, and (iii)
who were present or represented at a meeting of which all creditors having
claims of over $500 or the 100 creditors having the largest claims had at
least five days notice in writing and of which meeting written minutes
were kept and are available reporting the names of the creditors present or
represented and voting and the amounts of their claims; or (D) a bona fide
trade or credit association, but such association may solicit only creditors
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who were its members or subscribers in good standing and had allowable
unsecured claims on the date of the filing of the petition.

Fed. R. Bankr. P. 2006(c)(1).

A committee of unsecured creditors appointed under section 1102 is also entitled
to solicit a proxy for the purposes of the election of a chapter 11 trustee. See
Fed. R. Bankr. P. 2007.1(b)(2).

The purpose of these restrictions is to protect creditors from the loss of control of
the administration of the case to holders of proxies having interests different
from the general unsecured creditors. This rule restricts solicitation to those who
were creditors at the commencement of the case. Advisory Committee Note,
Rule 2006(c).

Fed. R. Bankr. P. 2006(d) expressly prohibits solicitation by five types of
persons. First, any entity holding any interest other than that of a general
creditor is prohibited from soliciting proxies. Under this provision, secured and
priority creditors and the debtor are prohibited from solicitation. Solicitations
are prohibited by or on behalf of any custodian. Further, the interim trustee
appointed under section 701 is prohibited from soliciting proxies. (Of course,
this prohibition is not applicable in a chapter 11 case.) Under that same
subdivision, any entity not entitled to vote under section 702 is prohibited from
solicitation. Solicitation is not permitted by or on behalf of a transferee of a
claim for collection only.

In addition, the solicitation of proxies is not permitted by or on behalf of an
attorney at law. Fed. R. Bankr. P. 2006(d). This rule does not regulate
communications between an attorney and his or her regular client. Fed. R.
Bankr. P. 2006(b)(2). Any other communication between an attorney and any
other person or group requesting a proxy from a creditor, however, is a regulated
solicitation.

The case of In re Darland Co., 184 F. Supp. 760 (S.D. Iowa 1960), is cited in the
Advisory Committee Note to Fed. R. Bankr. P. 2006. In that case, the district
court stated that the solicitation of a proxy by an attorney from a creditor who
was not a client may be objectionable as unethical conduct. /d. at 763-64. The
Advisory Committee Note further states that solicitation by an attorney “carries a
substantial risk that administration will fall into the hands of those whose interest
is in obtaining fees from the estate rather than securing dividends for creditors.”

Several bankruptcy courts have refused to recognize proxies that were solicited
by attorneys at law. See, e.g., In re Oxborrow, 104 B.R. 356, 362 (E.D. Wash.
1989), aff’d, 913 F.2d 751 (9th Cir. 1990). These courts recognize that the
drafters of the Bankruptcy Rules made a conscious and deliberate decision to
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prohibit solicitation by attorneys. But see In re Diva Jewelry Design, Inc., 367
B.R. 463, 475-76 (Bankr. S.D.N.Y. 2007) (attorney is not barred from assisting
the solicitation efforts of a creditor or committee, provided it is clear that the
attorney, in his or her personal capacity, is not the solicitor and that the
solicitation is not on behalf of the attorney in that capacity).

A solicitation statement must be filed with the court and served upon the United
States Trustee by a holder of two or more proxies prior to the time voting
commences at any meeting of creditors. Fed. R. Bankr. P. 2006(e). Delivering
the proxy statement to the presiding official at the meeting is not the equivalent
of filing the statement with the clerk of the court. See In re Brent Indus., Inc., 96
B.R. 193, 196 (Bankr. D. Iowa 1989). The solicitation statement must include
the following:

1. a copy of the solicitation;

2. identification of the solicitor, the forwarder, . . . and the proxy holder. . . .
If the solicitor, forwarder, or proxy holder is an association, there shall
also be included a statement that the creditors whose claims have been
solicited . . . were members in good standing and had allowable unsecured

claims. . .;

3. a statement that no consideration has been paid or promised by the proxy
holder for the proxy;

4. a statement as to whether there is any agreement . . . for the payment of

any consideration in connection with voting the proxy, or for the sharing
of compensation with any entity, other than a member or regular associate
of the proxy holder’s law firm, which may be allowed the trustee . . . ;

5. if the proxy was solicited by an entity other than the proxy holder. ... a
statement signed and verified by the solicitor or forwarder that no
consideration has been paid or promised . . . ;

6. if the solicitor, forwarder, or proxy holder is a committee, a statement signed

and verified by each member as to the amount and source of any consideration

paid or to be paid

Fed. R. Bankr. P. 2006(e).

Qualifications of an Elected Trustee

An elected trustee must be “disinterested.” 11 U.S.C. § 1104(b). In addition, the
elected trustee must meet the qualifications of section 321. The person elected
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to be trustee must be competent to perform the duties. 11 U.S.C. § 321(a)(1). If
the elected trustee is a corporation, the corporation must be authorized by the
corporation’s bylaws or charter to act as a trustee. 11 U.S.C. § 321(a)(2).
Additionally, the person cannot have served as an examiner in the case.

11 U.S.C. § 321(b). The elected trustee must post a bond in favor of the United
States. 11 U.S.C. § 322(a). The amount of the bond and sufficiency of the
surety shall be determined by the United States Trustee. 11 U.S.C. § 322(b)(2).

If the elected trustee has provided no indication of his or her ability or intent to
comply with the Bankruptcy Code and Rules and to adhere to fiduciary
standards, the court may refuse to certify the election. See In re Shubov, 187
F.3d 648 (9" Cir. 1999) (upholding bankruptcy court’s rejection of elected
chapter 7 trustee, where individual elected lacked experience in chapter 7 cases,
the estate was small relative to the resources needed to educate the individual,
and the individual lacked financial resources and demonstrated financial
irresponsibility).

CHAPTER 3-7: EMPLOYMENT OF PROFESSIONALS

STATUTORY FRAMEWORK: 11 U.S.C. § 327 and FED. R. BANKR.
P. 2014

Sections 327, 1103, and 1107 govern the employment of professionals in
connection with a chapter 11 case. For professionals employed by creditors’
committees pursuant to section 1103, see Manual 3-4.2. The following
discussion is primarily directed at the employment of professionals by debtors in
possession and chapter 11 trustees. Unless the professional comes within the
limited exception provided for by section 327(b), prior court approval of the
employment of a professional person is necessary.

The retention process is designed to ensure public confidence in the bankruptcy
system, prevent abuses, and achieve some degree of economy in the
administration of the case by limiting the retention of professionals to only those
instances where it can be demonstrated that the services are necessary.
Furthermore, the requirements of section 327 “serve the important policy of
ensuring that all professionals appointed pursuant to [the section] tender
undivided loyalty and provide untainted advice and assistance in furtherance of
their fiduciary responsibilities.” Rome v. Braunstein, 19 F.3d 54, 58 (1st Cir.
1994). 28 U.S.C. § 586(a)(3)(I) specifically requires the United States Trustee to
monitor employment applications and, when appropriate, to file with the court
comments with respect to the approval of such applications.

Court approval of a professional person’s employment is contingent upon a
finding that the applicant has met a two-pronged test:
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1. the professional must be disinterested, pursuant to section 327(a); and
2. the professional must not hold or represent an interest adverse to the
estate.

The question of whether a professional meets the standards of the law is one for
the court to adjudicate after a full disclosure of the facts. A failure to disclose
constitutes an independent basis for disqualification.

A professional’s conflict of interest may render him or her ineligible to serve as a
professional under section 327(a). Despite the requirements of that section and
the definition of a “disinterested person” that appears in section 101(14), a
professional is not necessarily disqualified from employment because of
representation of both the trustee and a creditor. Section 327(c) requires the
presence of an actual conflict of interest; however, the statute does not define an
actual conflict of interest. Whether the professional’s representation is precluded
is dependent on a detailed consideration of the relevant circumstances. Few per
se rules exist in this area, but case law can provide some guidance regarding
specific situations.

Some courts require an actual conflict of interest to render counsel not
disinterested. Other courts find a potential conflict is disabling. Some courts
find that there is no distinction between a potential or an actual conflict.
Generally, a finding of actual conflict warrants disqualification of a professional
under section 327(a). In addition, under the appropriate circumstance, the
appearance of impropriety or an appearance of potential conflict can be grounds
for disqualification of counsel.

Pursuant to section 328(c), the court may deny allowance of compensation for
services and reimbursement of expenses to a professional employed pursuant to
section §§ 327 or 1103 if the court finds that at any time during the employment
the professional was not a disinterested person or held or represented an interest
adverse to the estate.

The United States Trustee should promptly examine the application for
employment and its accompanying verified statement not only to determine if the
proposed professional service is necessary, but also to ascertain if any disclosures
suggest questionable relationships, divided loyalties, or disqualifying adverse
interests. Issues that may warrant closer scrutiny include multiple debtor
representation, simultaneous representation of a limited partnership and a general
partner, representation of a corporation and an affiliate or shareholder, receipt of a
preference or unpaid fees, security interests taken to secure the payment of fees or
other unusual arrangements for compensation, and prior or concurrent
representation of a major creditor. Where appropriate, the United States Trustee
should require further disclosure or comment on any unusual aspects of the
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application. The United States Trustee should object to the employment when the
services are unnecessary or duplicative, the applicant is not disinterested, or
representation of adverse interests warrants disqualification.

Bankruptcy Rule 6003(a) provides that applications to employ professionals
cannot be granted within 21 days of the filing of the petition, except to the extent
that relief is necessary to avoid immediate and irreparable harm. The United
States Trustee should object when relief is sought contrary to Rule 6003(a).

Fed. R. Bankr. P. 2014(a) requires that a copy of the employment application be
transmitted to the United States Trustee, but it does not specify any additional
parties that must be served. The issue of notice may be addressed by local rule or
customary practice. When appropriate, however, the United States Trustee may
suggest that only interim orders authorizing employment be entered ex parte
pending notice and opportunity for objection by parties in interest before the order
is permitted to become final.

The contents of an employment application are dictated by Fed. R. Bankr. P. 2014.
It must contain all of the following elements:

specific facts showing the necessity of the employment;

the name of the person to be employed;

the reasons for the selection;

the professional services to be rendered;

any proposed arrangement for compensation; and

all of the person’s connections with the debtor, creditors, any other party in
interest, their respective attorneys and accountants, the United States
Trustee, or any person employed in the Office of the United States Trustee.

SNk =

Fed. R. Bankr. P. 2014 disclosure requirements are to be strictly construed. All
facts that may have any bearing on the disinterestedness of a professional must be
disclosed. It is the responsibility of the professional, not of the court, to ensure
that all relevant connections have been brought to light. Failure to disclose
relevant connections is an independent basis for the disallowance of fees or
disqualification.

The best practice is for the professional to file an application for employment as
soon as possible after the petition date or retention, whichever comes first, even
though Rule 6003 does not permit the court to enter the order approving the
retention in the first 21 days of the case absent “immediate and irreparable
harm.” Rule 6003 bars entry of the order in the first 21 days, not the filing of the
application. Once the court enters the order, it can be effective as of the date of
the employment application.
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Professionals perform services at their peril before they file an application for
employment. Any approval of employment seeking an effective date before the
application was filed should be considered as a request for nunc pro tunc
approval. Some circuits enforce a rule denying compensation to professionals for
work done prior to the filing of an application for employment unless, as a matter
of fundamental fairness, the court approves a nunc pro tunc application. Some
courts limit entry of nunc pro tunc employment orders to extraordinary
circumstances and not merely because the approval requirement was overlooked.
Mere oversight and inadvertence of counsel are not extraordinary circumstances.

Courts permitting a liberal nunc pro tunc approach generally consider if:
1. the application would have been approved originally by the court;

2. evidence appears in the record that demonstrates that the court and other
interested parties had actual knowledge of the services being rendered;

3. an application seeking an order nunc pro tunc has been filed as soon as the
matter is brought to the applicant's attention; and

4. a sustainable objection has not been filed to the application for fees.

The United States Trustee should enforce the requirement of prior court approval
and object to the entry of nunc pro tunc orders, if appropriate.

Retention of Crisis Managers under 11 U.S.C. § 363

In some cases, the debtor may seek to retain a crisis manager, restructuring
adviser, or chief restructuring officer (collectively, “crisis manager”). Although
the specific terms of the retention and duties of these persons will vary from case
to case, the hallmark of such engagements is that the crisis manager
predominantly will assume duties that, outside of bankruptcy, typically would be
performed by an officer or full-time employee of the debtor.

Because the nature of the crisis manager’s duties arguably renders him or her non-
disinterested, and therefore ineligible to be retained as a professional under section
327, debtors frequently seek to authorize the employment of such persons as a
non-ordinary course transaction under section 363(b).

Although the USTP has never conceded that crisis managers fall outside the scope
of section 327, which governs the retention of professionals, it has been the policy
of the USTP not to object to applications to retain crisis managers under section
363(b) as long as certain conditions are observed. These conditions are
memorialized in the Jay Alix Protocol, a 2003 stipulation between the United
States Trustee for Region 3 and a crisis manager.
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Among other key terms, the Jay Alix Protocol requires the crisis manager to limit
itself to a single function in the bankruptcy case. The crisis manager may not fully
supplant the debtor’s existing management, but must remain answerable to the
debtor’s independent board of directors. In addition, the Jay Alix Protocol
requires the crisis manager to file fee applications under procedures similar to
those applicable to professionals under section 330 and limits the indemnification
rights that the crisis manager’s firm may receive. An individual crisis manager
may be indemnified to the same extent as state law, the bylaws or other documents
of corporate governance permit the indemnification of individual officers or
directors, along with insurance coverage under the debtor’s D&O policy The firm
or corporate entity for which the crisis manager works may not be indemnified.
The Jay Alix Protocol does not have the force of law. Rather, it is a compromise
that the USTP historically has offered to debtors and crisis managers. As a result,
if the debtor or crisis manager rejects any term of the Jay Alix Protocol, the United
States Trustee retains the right to object to all issues regarding the crisis manager’s
employment, including the request to be retained under section 363 rather than
section 327.

11 U.S.C. § 329 and Fed. R. Bankr. P. 2016(b) and 2017

Every attorney for a debtor must file the statement required by section 329 within
14 days of the order for relief setting forth the compensation paid or agreed to be
paid for services rendered or to be rendered in contemplation of or in connection
with the bankruptcy case and the source of such compensation. Fed. R. Bankr.

P. 2016(b) also requires disclosure of any agreement to share compensation with
any other entity, other than a member or regular associate of the attorney’s law
firm. Fed. R. Bankr. P. 2017 permits the court on the motion of a party in interest
or on its own initiative to determine whether any payment or transfer to an
attorney is excessive. Pursuant to section 329(b), the court may order the return of
any excessive payments to the estate or the entity that made the payment.

Definition of Professional Person

Professional persons employed pursuant to section 327 or 1103 may be awarded
compensation pursuant to sections 330 and 331. Clearly, the statute recognizes
that attorneys, accountants, appraisers, and auctioneers are professional persons for
whom prior court approval of employment would be required. Occasionally, it is
necessary for the trustee, debtor in possession, or committee to contract with
outside firms or individuals who do not fall within these categories for assistance
in the performance of their statutory duties. In these circumstances, the question
sometimes arises whether an order of employment is required. The classic
definition of professional person for purposes of section 327(a) limits the term to
“persons in those occupations which play a central role in the administration of the
debtor proceeding.” In re Marion Carefree Ltd. Partnership, 171 B.R 584 (Bankr.
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N.D. Ohio 1994); In re Seatrain Lines, Inc., 13 B.R. 980, 981 (Bankr. S.D.N.Y.
1981). The degree of autonomy and discretion exercised by the firm or individual
in question is also a relevant consideration in determining whether the
requirements of section 327(a) apply. In re Bicoastal Corp., 149 B.R. 216 (Bankr.
M.D. Fla. 1993); In re Park Ave. Partners Ltd. Partnership, 95 B.R. 605 (Bankr.
E.D. Wis. 1988).

Auctioneers and Appraisers

The court must approve the retention of appraisers and auctioneers who must meet
the same statutory requirements as other professionals. 11 U.S.C. § 327(a). Fed.
R. Bankr. P. 6005 requires that the order of retention fix the amount or rate of
compensation. The rule further provides that no employee or officer of the
judiciary or of the Department may act as an appraiser or auctioneer, and provides
that no residence or licensing requirement is to be required, even though most
states require an auctioneer to be licensed and bonded. It is not unusual for an
appraiser to be compensated on a per diem basis and an auctioneer to be
compensated at a percentage of the gross proceeds of sale. Local rules may
govern the maximum allowable percentage to auctioneers. The appraiser and the
auctioneer should not be the same person. An obvious conflict arises where the
same person appraises items that he or she will be auctioning, and the United
States Trustee should object if it is proposed that one person be employed in both
capacities.

Auctioneers must be bonded since they handle significant amounts of cash
belonging to estates. The amount may be set by local rules, but the United States
Trustee should require a bond of an amount sufficient to protect the estate. The
bonds are generally filed with the clerk of the court. All proceeds of an auction
sale are to be delivered to the trustee or the attorney for the debtor in possession as
soon as they are received.

All auction sales are to be noticed pursuant to Fed. R. Bankr. P. 6004(a), and the
auctioneer must submit an itemized statement of the property sold, the name of

each purchaser, and the price received. Fed. R. Bankr. P. 6004(f)(1).

11 U.S.C. § 327(e)

An attorney who may be ineligible for employment under section 327(a) because
of the attorney’s prior representation of the debtor may be hired under

section 327(e) if the employment is for a specified special purpose, other than
general conduct of the case, provided that the employment is in the best interest of
the estate and the attorney does not hold or represent an interest adverse to the
estate with respect to the particular matter for which such attorney is employed.
Note that section 327(e) applies only to attorneys. Accountants and other
professional persons are not eligible for employment pursuant to that section.
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An analysis of whether special counsel qualifies for employment under

section 327(e) should begin with an understanding of applicable ethical
regulations. Certain potential conflicts are capable of being waived after full
disclosure and consent. Most often, the question will become whether the
conflicting interest that makes counsel ineligible for employment under

section 327(a) is such that counsel is rendered incapable of exercising
independent professional judgment on behalf of the client. If the employment
necessarily requires that one interest be served at the expense of the other, an
adverse interest exists that should disqualify counsel for employment pursuant to
section 327(e).

THE DISINTERESTED PERSON REQUIREMENT FOR
EMPLOYMENT OF PROFESSIONALS AND APPOINTMENT OF
TRUSTEES AND EXAMINERS

The disinterested person requirement of the Bankruptcy Code applies when
professionals are employed pursuant to 11 U.S.C. § 327(a), and in the
appointment of trustees and examiners, 11 U.S.C. §§ 701, 1104, 1202(a), and
1302(a).

Statutory Framework: 11 U.S.C. §§ 101(14) and 327(a)

“Disinterested person” is defined at section 101(14) as a person that:
(A)  isnot a creditor, an equity security holder, or an insider;

(B) s not and was not, within two years before the date of the filing of the
petition, a director, officer, or employee of the debtor; and

(C)  does not have an interest materially adverse to the interest of the estate or
of any class of creditors or equity security holders, by reason of any direct
or indirect relationship to, connection with, or interest in, the debtor or
for any other reason.

Section 327(a) of the Bankruptcy Code involves the application of a two-
pronged test. First, the professional must be disinterested as defined in

section 101(14). Second, the professional must not hold or represent an interest
adverse to the estate. Failure to meet either condition of employment can result
in disqualification.

11 U.S.C. § 101(14)(A)-(B)

The language of section 101(14)(A)-(B) mandates a literal approach to the
disinterested person requirement and sets forth in detail a series of characteristics
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that disqualify a person from being “disinterested.” These paragraphs do not call
for any “weighing” or “balancing” of the impact of disqualification. A judicial
determination that a person’s characteristics would pose problems for the
administration of the bankruptcy estate is not a prerequisite for disqualification.
Each paragraph refers to characteristics of a person that are either carefully
defined within the Bankruptcy Code or are easily understood. See, e.g.,

11 U.S.C.§ 101(10) (“creditor”), (17) (“equity security holder”), and (31)
(“insider”). If a professional has the characteristic, then disqualification is
automatic. The fact that the interest in question may arguably be considered de
minimus is of no importance in the analysis. Since the language of the statute is
clear, it must be applied as written.

An agreement to subordinate a claim to payment of all other claims in a case will

not cure a disinterestedness problem. However, waiver of the claim will render
an applicant disinterested and thus in compliance with the statute.

Overlap of 11 U.S.C. § 101(14)(C) and 11 U.S.C. § 327(a)

A more difficult inquiry must be undertaken to determine whether the
professional meets the adverse interest standard of sections 101(14)(C) and
327(a). Subparagraph (C) of section 101(14), the so-called “catch-all” provision,
provides that a person is disinterested if the person:

does not have an interest materially adverse to the interest of the estate or
of any class of creditors or equity security holders, by reason of any direct
or indirect relationship to, connection with, or interest in, the debtor or
for any other reason.

Section 327(a) provides that the trustee may employ professionals “that do not
hold or represent an interest adverse to the estate, and that are disinterested
persons. . ..” There is thus some overlap between the no adverse interest
requirement of section 327(a) and the materially adverse interest standard of
section 101(14)(C). Viewed practically, persons failing one of the requirements
will often fail the other as well.

The conclusion that retention is improper requires a careful consideration and
weighing of the totality of the circumstances presented; it is not, however, a
balance of impropriety against the alleged disruption disqualification will create.
If the circumstances reveal a conflict impeding the exercise of independent
judgment by the professional, an objection to the retention should be made.

There are differences between sections 327(a) and 101(14)(C). Section 327(a)
refers merely to an interest that is “adverse,” whereas section 101(14)(C) refers
to a “materially adverse” interest. This would suggest that a somewhat broader
standard is contained in section 327(a). Subparagraph (C) of section 101(14),
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however, appears to be more stringent than section 327(a) in one regard. The
adverse interest clause of section 327(a) merely precludes the employment of
persons holding or representing an interest adverse to the estate, whereas
subparagraph (c) expands the proscription to include interests that are materially
adverse not only to the estate, but also to any class of creditors or equity security
holders.

These statutory distinctions complicate the analysis that must be undertaken.
Further complexity results from the provision of section 327(c) that states that a
professional is not disqualified for employment “solely because of such person’s
employment by or representation of a creditor, unless there is an objection by
another creditor or the United States trustee, in which case the court shall
disapprove such employment if there is an actual conflict of interest.” Thus, a
professional is not ineligible for employment simply because he/she represents a
creditor, absent an actual conflict. Furthermore, section 1107(b) provides that,
notwithstanding the requirements of section 327(a), a person is not disqualified
for employment by a debtor in possession solely because of such person’s
employment by or representation of the debtor before the commencement of the
case. Proper application of these varied statutory provisions demands a
painstaking analysis of the unique facts and circumstances presented in each
case.

SPECIAL PROBLEMS IN RELATED CASES

Appointment of a Trustee

A trustee appointed in a chapter 11 case must meet the disinterested person
requirement. 11 U.S.C. § 1104(d). Notwithstanding this requirement, when
multi-debtor partnerships or related corporate debtors are involved, the
responsibilities of the trustee to pursue assets and resist claims within the context
of these entities may raise added concerns about potential conflicts. The
determination of whether one or more trustees should be appointed in these
circumstances rests upon a careful evaluation of the overall potential for conflict,
i.e., the need for the varied interests involved in the cases to be separately
administered.

The definition of a disinterested person proscribes various types of disqualifying
interests. As a general matter, section 101(14) does not disqualify persons
because of whom they represent, but rather because of the nature of their
personal status — for example, because they personally are creditors of the debtor
or they personally “have an interest” that is “materially adverse” under
subparagraph (C). Therefore, the mere fact that a trustee may assert a claim
against one estate in his or her representative capacity for another estate does not
make him or her a “creditor” in an individual sense for purposes of applying

11 U.S.C. § 101(14)(A). Inre BH & P, Inc., 949 F.2d 1300 (3d Cir. 1991).
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Moreover, the “materially adverse” requirement of section 101(14)(C) should not
be read to prevent a single trustee from serving in related cases. A standard that
automatically disqualifies a trustee from serving in jointly administered cases
where there are inter-debtor claims is overbroad. Indeed, the provisions of

Fed. R. Bankr. P. 2009 specifically allow the appointment of a single trustee for
jointly administered cases. The United States Trustee must weigh a number of
competing interests when deciding whether a single trustee can serve in such
cases. A single trustee is often able to maximize the return to jointly
administered estates through increased economy and efficiency. Moreover,
jointly administered estates will virtually always have inter-debtor claims or
potential claims. Were the use of a single trustee precluded in jointly
administered estates, these cases would be exposed to increased costs and
inefficiency. In re BH & P, Inc., 949 F.2d 1300 (3d Cir. 1991).

However, there are circumstances where the appointment of one trustee in
multiple cases may be inappropriate. Fulfilling fiduciary obligations to one
estate may require that the trustee take actions that adversely impact the others.
Genuine conflicts may arise. The presence and size of assets to pursue in the
related estates, the disputed nature of the claims, and the relationship of the
various classes of unsecured creditors must be examined. The issue to be
resolved is whether the need for advocating competing interests among and
between the estates is such that it interferes with the ability of the trustee to
exercise independent judgment on behalf of one or more class of creditors. If
creditors of the different estates will be prejudiced by conflicts of interest of a
common trustee, the court should order the appointment of separate trustees for
jointly administered cases. See Fed. R. Bankr. P. 2009.

There are related corporate debtor circumstances where multiple representation
by trustees is allowed. The case of In re O.P.M. Leasing Services, Inc., 16 B.R.
932 (Bankr. S.D.N.Y. 1982), is illustrative. In O.P.M., a single trustee was
appointed for two related debtors, a parent company and its subsidiary, in
reorganization cases under chapter 11. Notably, different trustees had been
appointed for the individual owners of the parent company in their liquidation
cases. Objections were made to the multiple representation at late points in the
cases during contested adversary proceedings between the corporate debtors and
individual stockholders. The bankruptcy court found that the corporate debtors
possessed a decisive “unity of interest and singleness of purpose” in prevailing in
the adversary proceedings against the individual shareholders, even though there
was a potential conflict between the parent and the subsidiary as to their
respective rights to share in proceeds of the litigation and even though there were
other inter-corporate claims. /nre O.P.M., 16 B.R. at 938.

In cases involving multiple representation of related debtors, steps can be taken
to cure conflicts. The O.P.M. court noted that the potential conflict regarding the
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debtors’ respective rights to litigation proceeds did not require the appointment
of different trustees because apparent conflicts of interest “might be resolved in a
number of ways,” including the appointment of special counsel. /n re O.P.M.,

16 B.R. at 939 (quoting In re General Economics Corp., 360 F.2d 762, 766 (2d
Cir. 1966)). The appointment of separate or special counsel has been endorsed
by several courts as an acceptable remedial measure.

O.P.M. illustrates the pragmatic approach of having a single trustee administer
related debtor cases with inter-affiliate claims, particularly where an objection is
raised late in the case. The issue is resolved by balancing the degree to which
the circumstances interfere with the ability of the trustee to provide independent
judgment against the impact that disqualification will have on the
administration of the estate. The reality of the circumstances must be
examined, not the hypothetical. Consideration must be given to the economic
costs of appointing different trustees.

Finally, to the extent the United States Trustee decides to appoint one trustee, the
trustee must be made aware of his or her own independent obligation to be on the
outlook for any real or apparent conflicts and to make such disclosure or to take
whatever steps are necessary and appropriate.

Retention of Professionals

In related cases, the professional’s representation of all the debtors ultimately
depends upon whether the professional’s capacity for independent judgment and
the vigorous pursuit of the interests of a particular debtor are infringed upon. As
with the case of the multiple debtor trustee, the cost of obtaining different
professionals, as well as the expense that accrues when a professional is
employed late in a case, are significant factors. The nature of disclosure at the
time of retention, whether the interests of related estates are parallel or
conflicting, and the type of the inter-debtor claims are also significant. The size
and nature of inter-debtor claims, whether they are disputed or hold priority
status, and whether the various debtor interests diverge in some material way
must also be examined. Ultimately, the efficiency and economy that favors
multiple representation must be weighed against the need that the interests of
each of the estates be adequately represented.

112



