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Cl evel and, Ohi o?

The filing of a Chapter 11 petition automatically creates
an estate consisting of all property owned by the debtor at

the time of filing.? For any business, this property includes
cash. Section 363(a) of the Bankruptcy Code defines cash and
cash equi valents as “cash collateral.” Often a secured

creditor, such as a bank or federal governnent, holds a
security interest in cash collateral.

Under Section 363(c)(2), the debtor is absolutely
prohi bited from spendi ng cash collateral w thout the consent
of all parties that have an interest in the collateral, or a
court order.® The basis for this prohibition is that security
interests are constitutionally protected property rights.?

This rule proscribing the use of cash collateral is
sinple and straightforward. Sonetinmes a debtor will make
expendi tures wi thout the consent of the secured creditors or
the authority of the court. When this happens, the entire
Chapter 11 case is placed at risk and the representative of
t he debtor who directed the m suse of cash collateral may face
significant financial penalties.

| . | pl i ed Versus Express Consent

Typically, the Chapter 11 debtor files an energency
nmotion for the use of cash collateral when the petition is
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n re Archer, 34 B.R 28, 30 (Bankr. N.D. Tex. 1983).
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1017, 1019 (11th Cir. 1984).




filed.®> Courts usually grant these emergency notions and
aut horize debtors to make the appropriate expenditures.

Sonetimes a debtor uses the cash collateral and |ater
contends that the secured creditor gave inplied consent for
expenditures, giving rise to a dispute over whether consent
was in fact given. The term “consent” suggests “an act of
reason, acconpanied with deliberation.”® In Freightliner
Market Dev. v. Silver \Wheel Freight, 823 F. 2d 362, 368-369
(1987), the Ninth Circuit ruled that consent nust be expressed
and that inplied consent is insufficient as a matter of lawto
satisfy the requirenents of Section 363(c)(2)(A).

A contrary ruling was made in Matter of National Safe
Northeast, Inc., 76 B.R 896, 907 (Bankr. D. Conn. 1987), in
whi ch the debtor expended cash collateral w thout the express
consent of the secured creditor. In National Safe, the secured
creditor knew that the debtor was spending cash collateral but
did not seek to prohibit its use. The court placed the burden
on the secured creditor:

[ A] secured creditor on notice may not choose to

i gnore unaut hori zed use of cash collateral until a
chapter 11 case is converted and then seek to
recover damages for all of the funds so m sused.

The sanme result occurred in In Re Unity Foods, Inc., 75
B.R 222 (Bankr. N.D. Ga. 1987), in which the secured creditor
asserted that the debtor m sused its cash collateral. The
secured creditor, who was al so the principal of the debtor
sought a replacenent lien as a renedy for the purported m suse
of cash collateral. The court denied the request, noting that
t he debtor used the cash with the knowl edge of the secured
creditor and while it was under the control of the secured
creditor. The court further enphasized that the secured
creditor was the principal of the debtor. Therefore, the
equities did not favor the secured creditor.

Despite the authority that a secured creditor may consent
to use of cash collateral through acts or failure to protect
its interests, the penalties for msuse of cash collateral can
be severe. A safer approach is to seek a consensual agreenent
i ncorporated into the cash collateral order

5See FED. R BANKR. P. 4001(b) (2).

°Bl ack’s Law Dictionary 276 (5'" ed. 1979).




1. Ri sks To The Oficers of the Debtors

Courts have inposed a wi de range of sanctions upon
of ficers of debtors who m suse cash collateral. There is case
| aw suggesting that counsel may have an obligation to notify
the court if counsel becones aware that the debtor is m susing
cash collateral .’

The debtor’s officers may face the risk of personal
liability under the tort of conversion if they m suse the cash
collateral .® Conversion is “the wongful exercise of dom nion
and control over another’s property in denial of or
i nconsistent with his rights.”® Under this cause of action,
anyone who participates in the unauthorized use of cash
collateral may be jointly and severally liable for the
conversion. Therefore, a nonetary judgnment may be rendered in
an adversary proceedi ng agai nst a corporate officer who
actively participated in maki ng unauthorized expenditures. 1

M suse of cash collateral is a serious enough offense
that a judgnment against the principal for nonetary damages nmay
carry the weight of a non-dischargeable debt. In ln re Alvey,
56 B.R. 170 (Bankr. WD. Ky. 1985), a debtor filed a Chapter

'See In re Rivers, 167 B.R 288 (Bankr. N.D. Ga. 1994)(If
a debtor in possession is inconpetent, it should be apparent
that reorganization is unlikely, if not inpossible, and it is
the duty of a court-appointed professional to bring that fact
to the attention of the United States Trustee and the
court)(Citation omtted); See also Mdwest Properties No. Two
v. Big HIl Inv. Co., 93 B.R 357, 361 (N.D. Tex.
1988) (District court ruled that sanctions could be inposed
agai nst counsel and principal in part because of m suse of
cash coll ateral, but remanded case for new conputation and
al l ocati on of sanctions between parties).

8vatter of Koran Enterprises, Inc., 61 B.R 321, 326-327
(Bankr. WD. M. 1986).

SAmari |l o National Bank v. Komatsu Zenoah Anerica, Inc.,
991 F. 2d 273, 274 (5" Cir. 1993)(Citation omtted).

YSee Koran Enterprises at 327; see also In re Fay
Associates Ltd. Partnership, 225 B.R 1,7 (Bankr. D.D.C.
1998) (Renedi es for m suse of cash collateral include personal
liability).




11 case during which he made unaut horized expenditures out of
cash collateral. After the Chapter 11 case concluded, he
filed a Chapter 7 petition. The secured creditor whose cash
collateral was m sused filed a conplaint objecting to the

di schargeability of his debt on the ground that the debt
resulted fromthe debtor’s defal cation

The court ruled that the debt was not di scharged except
to the extent that any expenditures preserved the secured
creditor’s collateral. The court stated that “the unauthorized
use of cash collateral by a Chapter 11 debtor creates a prim
facie case of breach of fiduciary duty in a
nondi schargeability conplaint in a |later Chapter 7
proceedi ng. " !

A sinpler approach is to require the debtor’s principal
to repay the secured creditor. In ln re Etch-Art, Inc., 48
B.R 143 (Bankr. D.R 1. 1985), a Chapter 11 debtor spent cash
collateral in violation of Section 363(c) and a court order.
The secured creditor sought to find the debtor and its
principal in contenpt. Although the court denied the request
for contenpt, it ruled that the debtor’s principal nust
conpensate the secured creditor for the anount of the | oss.

The court stated its view plainly:

[We know t hat sone cookies are m ssing fromthe
jar, and that Nancy Ronci should be ordered to put
sonme back, but we don’t know how many. 12

Sanctions for contenpt of court remain a viable remedy
for the unauthorized use of cash collateral. In In re Spring
Pl aza Associates, L.P., 188 B.R. 50 (Bankr. M D. Fla. 1995),

t he debtor made paynents that were not authorized by a cash
coll ateral order. The secured creditor asked the court to find
t he debtor in contenpt of court. The court granted the notion,
but all owed the debtor the opportunity to purge itself of

Y'nre Alvey, 56 B.R at 173-174. See also In re Wber,
99 B.R 1001, 1019-1020 (Bankr. D. Utah 1989)(Debtor’s
di scharge denied, in part, because he had violated terns of
cash collateral order);_See also In re Aerosmth Denton Corp.,
36 B.R 116, 119 (Bankr. N.D. Tex. 1983)(Proper sanctions can
be i nposed agai nst those responsible for use of cash
col lateral).

“ln re Etch-Art, Inc., 48 B.R at 147.




contenpt by remtting to the secured creditor the anpunt of
t he unaut hori zed paynents.

Sonetimes the renmedy for contenpt of court is nore
punishing. In re Wllians, 191 B.R 497 (Bankr. M D. Ga. 1996)
illustrates the breadth of possible sanctions. In WIllians,
creditors filed a notion to find the debtors in contenpt for
violating a cash collateral order. The court found that the
debtors violated a cash collateral order by w thdraw ng
segregated funds and continuing to use cash coll ateral w thout
authority. As a renedy, the court ordered the debtors to repay
the m sappropriated funds, account for the decline in
i nventory, pay $2,500 in punitive damages to each creditor,
and reinmburse the creditors for their attorneys’s fees. ¥ What
makes this remedy remarkable is that the court specifically
noted that there was “no indication that Debtors diverted any
signi ficant anount of Movants’ collateral to their own use.”?

|11. Risks To the Continuation or Success of the Case

There is no specific provision in the Bankruptcy Code
t hat provides a remedy to be inposed against the Chapter 11
debtor for the m suse of cash collateral.> However, courts
have cited various sections of the Bankruptcy Code to craft
remedi es for the nmisuse of cash coll ateral.

Section 1112(b) provides that the court nmay dism ss or
convert a Chapter 11 case for cause. This section permts the
court to consider a wide range of factors, including an
inability to effectuate a plan, an unreasonabl e delay or an
absence of a reasonable |ikelihood of rehabilitation when

Blnre Wllians, 191 B.R at 503.

“ d. See also Inre Wlliams, 61 B.R 567, 575 (Bankr.
N. D. Tex. 1986) (Debtor liable for sanctions for unauthorized
use of cash collateral).

®Iln re Kleather, 208 B.R. 406, 416 (Bankr. S.D. Ohio
1997). Section 413 of H R 833 (the Bankruptcy Reform Act of
1999) states that the “unauthorized use of cash coll ateral
harnful to one or nore creditors” is a ground for conversion
or dism ssal of the case. See proposed 11 U S.C. 8§
1112(b) (3) (D)




there is also a dimnution of the estate. \Wen the debtor has
made unaut hori zed expendi tures out of cash collateral, a
traditional renedy is the dism ssal of the case, as in lIn re
Alvey, 56 B.R 170 (Bankr. WD. Ky. 1985).

A debtor’s violation of a cash collateral order may al so
bring about the “effective termnation” of the Chapter 11

case, if the court denies future access to cash collateral. |n
re xford Royal Miushroom Products, Inc., 19 B.R 974 (Bankr.
E.D. Pa. 1982) illum nates the dangers associated with defying

cash coll ateral orders.

In Oxford Royal, a Chapter 11 debtor and secured creditor
stipulated to an order under which the debtor was permtted to
use cash collateral. The order authorized the court to
termnate the future use of cash collateral if the debtor
failed to conply with the order. After the debtor breached the
terms, the secured creditor obtained an order term nating the
use of cash collateral. The debtor subsequently sought court
authority to use cash collateral. The court denied the notion
with the follow ng reasoning:

We conclude that the proper interpretation of that
clause is that the debtor is precluded from using

t he cash collateral under any circunstances. It does
not nmean that the debtor has sinply lost the ability
to use the cash collateral with the consent of the
bank, as provided by 8 363(c)(2)(A), but it also
nmeans that the debtor has likewi se |lost the right to
seek authority fromthe court for the use of cash
collateral pursuant to 8 363(c)(2)(B).?

Wthout the ability to use cash collateral, it would be
unlikely that the debtor could function. Thus, the case would
effectively be term nated.

Bankruptcy courts are often reluctant to termnate a
Chapter 11 case even if the debtor has m sused cash
coll ateral. Nonethel ess, the debtor should consider the
response that the unauthorized use of cash collateral may
i nvoke fromthe court and the creditors. Pursuant to Section

¥n re CTC 9th Avenue Partnership, 113 F.3d 1304, 1311,
n. 5 (2™ Cir. 1997).

I'n re Oxford Royal Mushroom Products, Inc., 19 B.R at
975.




1107(a), a debtor in possession is vested with nost of the
powers and duties of a trustee. A debtor that acts with
indifference to the special treatnment afforded to cash
col l ateral undercuts the trust reposed in it and the
credibility of its managenent. The likely result is that its
future actions will be viewed with great scrutiny and

suspi cion. This does not bode well for a successful Chapter 11
case.

Even if the bankruptcy court does not dism ss the case or
term nate the use of cash collateral, the debtor remins
vul nerabl e at the confirmati on stage of the case. Section
1112(a)(2) provides that to satisfy the requirenments for plan
confirmati on the proponent nust conmply with the applicable
provi sions of Chapter 11. In Cothran v. United States, 45 B.R
836 (S.D. Ga. 1984), this requirenment was i nvoked to deny plan
confirmation on the grounds that the debtor had “spent cash
proceeds fromthe sale of collateral without the court’s
perm ssion.” The inport of this decision should not be
understated: if a debtor violates a cash collateral order, its
entire effort in Chapter 11 may be futile.

Concl usi on

A debtor in possession is a fiduciary, whose
responsibilities include ensuring that cash collateral is not
used wi thout the consent of the secured creditor or a court
order. The officers of the debtor should not assume that the
requi renments governing cash collateral are nmere technicalities
wi t hout force and effect. The officer of a debtor that m suses
cash collateral, for whatever purpose, is subject to persona
liability. This liability may result in the inposition of
punitive damages or the entry of an order to refund an anpunt
equal to the cash collateral expended.

The potential consequences to the Chapter 11 debtor and
the Chapter 11 case are equally severe. M suse of cash
collateral may cause the dism ssal or effective term nation of
the case. At the end of the case, the debtor may find that
confirmation i s denied.

G ven the serious consequences of m susing cash
coll ateral, the best approach is to ensure that cash
collateral is spent only with express authority incorporated
in an order of the court.






