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Not to be overlooked in the aval anche of criticism
following the June 10, 1998, passage of H R 3150 are the
provi sions for small business bankruptcy reform A conpani on
bill in the Senate, S.1914, contains sim|lar provisions.
Unli ke the | egislative proposal s addressing consuner
bankruptcy, the small business provisions for Chapter 11 cases
in H R 3150 and S. 1914 energed fromthe National Bankruptcy
Revi ew Commi ssion with near consensus. The provisions reform
but do not radically change, the fundanmental processes of
Chapter 11.

Some commentators inaccurately criticize the smal
busi ness provisions as “untested.”! O hers, unaware that
United States Trustees currently perform many duties set forth
in the |egislation, substantially overstate the provisions’
effect on United States Trustee offices.? Still others
overl ook the valuable tools in the bills for debtors, not just
third parties, to evaluate their businesses.?

In reality, the provisions in H R 3150 and S. 1914 for

1 Letter to Rep. Jerrold Nadler fromJere W d over,
O fice of the Chief Counsel for Advocacy, Snall Business
Adm ni stration, dated April 22, 1998.

2 On June 16, 1998, ABI posted on its website “An Anal ysis
of S.1914, Busi ness Reorgani zations Provisions” by Christian
Onsager. On July 6, 1998, ABI posted a reply from Joseph
Guzi nski, Assistant Director for Research and Pl anning at the
Executive O fice for United States Trustees, explaining that
Onsager overestimated the nunmber of additional United States
Trust ee Program enpl oyees necessary to inplenment the
| egi sl ation.

3 See “Bankruptcy Changes Could Harm I nstead of Help,” Los

Angel es Tines, 5/27/98, page D5; “Chapter 7 Changes Ecli pse
Smal | Busi ness Provisions,” National Law Journal, Vol. 20, No.
43, June 22, 1998, page B4.




busi ness bankruptcy reform codify the current best practices
of United States Trustees. The proposed small business
provisions will place into |law a systemthat United States
Trustees already use in many parts of the country to help the
debt or assess its prospects for success early in the case and
under stand Chapter 11. In ny opinion, based on 16 years of
practice representing debtors, creditors, and creditors’
commttees in Chapter 11 cases and four years as a United
States Trustee, the small business provisions will result in
qui cker busi ness reorgani zations, help the courts and the
United States Trustees weed out businesses that have no hope
of succeeding, and shift the focus of Chapter 11 from costly
and slow litigation to the debtor’s business, where it

bel ongs.

The Need for Chapter 11 Reform

Chapter 11 is a valuable tool. It gives small and | arge
busi nesses ali ke a breathing space fromtheir creditors, a
chance to reorganize, a “fresh start.” It provides a unique
opportunity to restructure the results of past m stakes for
future success. But Chapter 11 is not a mracle or a panacea.
To succeed in Chapter 11, current managenent nust quickly put
an end to business as usual.

Since June 1994, | have served as United States Trustee
in Region 17, which covers the federal judicial districts of
Nort hern and Eastern California and of Nevada. | am

responsi bl e for supervising the adm nistration of the
bankruptcy cases filed in the region--85,000 cases filed over
the last 12 nont hs--including 700 pending Chapter 11 cases.
Since nmy appointnment as United States Trustee, | have
established a few “non-lawer” facts about Chapter 11.

First, many Chapter 11 cases are really about people. Too
often, the debtor’s principals are stressed-out disorganized
entrepreneurs accustonmed to operating in an unstructured
environment. Chapter 11 is |ike a bucket of cold water.

Second, cases are frequently the direct result of
di sorgani zation and failed managenent. Failure to cover
payrol |l taxes, answer a |lawsuit, or resolve cash flow problens
precipitates the Chapter 11 filing.

Third, the debtor al nost always | acks a neani ngf ul
managenent informati on system Rare indeed is the debtor who
can produce an accurate profit-and-|loss statenment or who knows



the profit margins on particular lines of products. In the
course of trying to define “small business,” the Small

Busi ness Working G oup of the National Bankruptcy Review

Comm ssi on asked ne to research the incone | evels of Chapter
11 debtors.4 | found that al nost 50 percent of Chapter 11
debtors in San Francisco could not state their gross incone
fromthe year prior to the filing; they sinply left blank the
space for inconme on the Statenent of Financial Affairs. United
States Trustees in other regions report the sane practice.

Finally, debtors rarely have an exit strategy for Chapter
11. The Chapter 11 filing alone is the solution to their
probl ens.

H. R 3150 and S. 1914 acknow edge these problens and cal
for several changes: (1) early evaluation of the case’s
financial viability by the United States Trustee; (2) pronpt
plan filing and plan confirmation deadlines; (3) under certain
circunstances, a debtor’s showing of ability to reorganize;
and (4) uniformfinancial reporting.

United States Trustee's Early Intervention

The smal |l business provisions in H R 3150 and S. 1914 w ||
i nprove the adm nistration of Chapter 11 cases because they
codify the best practices of United States Trustees, the
adm ni strators of the Bankruptcy Code. In |arge cases,
creditors’ conmttees keep the debtor noving, but creditors’
commttees are either non-existent or inactive in small cases.
Only five Chapter 11 cases filed last year in San Francisco
had active creditors’ commttees represented by counsel. It is
the United States Trustee who is left to nove the cases al ong
and make the debtors accountabl e.

The |l egislation calls for quicker resolution of Chapter
11 cases by focusing, in the initial stages of the case, on
the debtor’s ability to reorgani ze. H R 3150 and S. 1914
require the debtor to file its | atest bal ance sheet and tax

4 The National Bankruptcy Review Comm ssion consi dered but
rejected an inconme definition and adopted a debt definition.
Fol | owi ng the Conm ssion recommendati on, H R 3150 and S. 1914
both use debt |evels to define “small business.” Non-
contingent liabilities of $5 mllion or |ess place a Chapter
11 debtor into the small business category. Qur research shows
t hat between 85 percent and 90 percent of Chapter 11 cases
will fall into the category.



return with the petition or explain why they are not
avai l able. Both bills require that, after filing, the debtor
attend an interview with the United States Trustee, file
periodic financial reports projecting cash receipts and

di sbursenents, file tinmely tax returns, pay post-petition
taxes, and file tinmely a plan and disclosure statenent. These
requi renments may be new to the Bankruptcy Code, but they are
not new to the practice of United States Trustees in many
regi ons.

United States Trustees have | ong endorsed early
eval uation of the viability of Chapter 11 cases. It has been
the practice of many United States Trustees to conduct an
initial debtor interview (“IDI”) with the debtor’s principal
and often its financial officer shortly after the case is
filed and prior to the 8341(a) neeting. On January 1, 1995,
six months after | becanme United States Trustee, Region 17
started conducting IDI's. Since then, the San Francisco office
al one has conducted 330 IDI's in cases |arge and small.
Debtors’ attorneys praise the DI, stating that it reinforces
t he advice they give their clients and i npresses upon the
debtors the need to focus on successfully exiting Chapter 11

Here is how the IDI works. After a Chapter 11 case is
filed, a United States Trustee Program bankruptcy anal yst—-
often a certified public accountant--reviews the debtor’s
schedul es and statenents and asks the debtor to provide
specific materials such as profit-and-1oss statenents, bal ance
sheets, tax returns, and bank statenents. The anal yst exani nes
the debtor’s record of profitability, assets, expenditures,
and financial trends.

The anal yst then neets with the debtor and debtor’s
counsel to discuss the reasons for the filing, debtor’s
managenment procedures, and the likely path toward successf ul
reorgani zation. This process has two goals. First, the IDI
provi des the opportunity to di scuss what the debtor will be
required to do in Chapter 11 and how it is going to get out of
Chapter 11. Second, the ID allows the United States Trustee
to assess the debtor’s financial viability.

In addition to specific questions about the financial
records, what does the United States Trustee anal yst ask the
debtor? The anal yst asks questions |ike: Wiy did you have to
file a Chapter 11 case? What are your business plans? Were
are your books and records? Are your tax paynents current?
Are your assets insured? Most inportant, what steps will you
take to turn around your business?



What kind of answers does the bankruptcy anal yst receive?
Not surprisingly, the books and records of many Chapter 11
debtors are often in such poor condition that the debtor
cannot answer the questions, |et alone manage the busi ness.

Early intervention in Chapter 11 cases has proven very
successful. In San Francisco, only 17 percent of Chapter 11
cases filed in 1992 resulted in confirmed plans of
reorgani zation. Since the San Francisco office started
conducting ID's and becane nore active in filing nmotions to
di sm ss or convert based on our increased know edge of the
debtors’ core businesses, the confirmation rate in San
Franci sco has increased to 33 percent for cases filed in 1996.
Additionally, the time for resolution—either by confirmtion,
di sm ssal, or conversion—-of Chapter 11 cases filed in 1996
decreased by five nonths. About 65 percent of Chapter 11 cases
filed in Region 17 are now resolved within a year— an increase
of nmore than 20 percent from 1994 when | was appointed.

My experience with these practices mrrors that of United
States Trustees throughout the country. Recent data confirm
t hat Chapter 11 cases of all types are noving through the
system nore qui ckly and that a substantial percentage are
bei ng confirnmed.® Chapter 11 cases are not | angui shing as they
used to, and United States Trustees have been essential in
novi ng these cases al ong.

Requi rement of Tinely Reorgani zation

A second change proposed by the small business provisions
istolimt the period the debtor nay stay in Chapter 11
wi t hout denonstrating the ability to reorgani ze. Both H R 3150
and S. 1914 allow 90 days to file a plan and 150 days to
confirmit.

The concept of deadlines for filing and confirm ng a plan
is controversial but not new. Under the seldomused small
busi ness el ection provisions added by Congress in the
Bankruptcy Reform Act of 1994, debtors nust file a plan within
160 days. The Bankruptcy Code pernmts the court to shorten the
period, but does not allow the electing small business to
extend it.

5> “Qutcomes of Chapter 11 Cases: U. S. Trustee Dat abase
Sheds New Light on O d Questions,” Gordon Bermant and Ed
Flynn, ABI Journal, Vol. XVII, No. 1, February 1998, page 8.




The deadlines for filing and confirmng a plan in
H R 3150 and S. 1914 are not absolute. Unlike the deadlines
i nposed by the 1994 Reform Act, both can be extended by the
debtor. The extension cones at a price consistent with the
goals of early case disposition and debtor responsibility. To
obtain the extension, the debtor has the burden of show ng a
reorgani zation is |ikely.

S. 1914 requires the debtor to nmake this show ng by clear
and convi ncing evidence. The United States Trustee Program
suggests changing the standard to a “preponderance of the
evidence”--that it is nmore likely than not the debtor can
confirma plan--consistent with the other provisions in S.1914
that place a burden upon the debtor and consistent with
H. R 3150.

To sinplify the process of filing a plan for small
busi nesses, both H R 3150 and S. 1914 permt the small business
debtor to use standard form disclosure statenents and pl ans
and, where appropriate, elimnate the disclosure statenment
al t oget her.

Debt or’s Burden of Proof

In its report, the National Bankruptcy Review Conm ssion
noted that “perhaps the nost difficult problemin reformng
Chapter 11 for small business cases is to find a way to
identify pronptly and reliably those cases that have no
genui ne prospects for reorganization.” The hallmrk of these
cases is that once the petition and schedules are filed, the
debtor fades from vi ew

H. R 3150 and S. 1914 deal with this problem by anmendi ng
81112(b) to add explicit benchmarks for the debtor’s
performance. The statutory change applies to all Chapter 11
cases, both large and small. Along with the traditional
grounds for converting or dism ssing a case such as conti nuing
| osses or failure to confirma plan, the |egislation conpels
the debtor to keep current on admnistrative taxes, file
timely schedul es and statenents, and provide docunents and
attend neetings requested by the United States Trustee.

The amendnent includes a subtle but inportant change
intended to expedite the process of disposing of the |arge
nunber of Chapter 11 cases unlikely to reorgani ze. Under
current law, if the debtor delays or fails to progress in the
Chapter 11 case, the United States Trustee and other parties



in interest nust file notions under 8§1112(b) to advance the
case. As novants, these parties bear the burden of proving the
conpany cannot reorgani ze.

H R 3150 and S. 1914 alter the burden. If a party in
i nterest establishes “cause” to convert a case, such as the
failure to file schedules or to neet with the United States
Trustee, the burden of proof shifts to the debtor. This shift

will change the culture in Chapter 11.°® To remain in Chapter
11 and retain the benefits of the automatic stay, the debtor
will have to justify the om ssion and prove the |ikelihood of

confirmng a plan within the established time frame. The focus
is on the debtor and its ability to reorganize, just as it
ought to be.

Peri odi ¢ Fi nanci al Reports

Anot her inportant tool for the small business debtor in
H R 3150 and S. 1914 is the creation of uniform periodic
financial reporting to show the debtor’s profitability, cash
recei pts and di sbursenents, and the tineliness of tax returns
and payments of adm nistrative clainms. United States Trustees
across the country have | ong used nonthly operating reports to
hel p the debtor assess and nmonitor its financial condition.
United States Trustees have found that debtors who regularly
file these reports are better able to cope with Chapter 11 and
to reorgani ze their businesses. Conversely, debtors who do not
file monthly operating reports or file inaccurate or
i nconplete reports are |likely not to reorganize.

On January 1, 1995, the United States Bankruptcy Court
for the Northern District of California adopted new nonthly
operating report forms. The fornms resulted fromthe joint
efforts of the courts, the United States Trustee, insolvency
accountants, and attorneys. They are based on accrual
accounting and tailored for three broad categories of cases--
real estate, individual, and general business. Shortly after
the forms were adopted, the United States Trustee's offices in
San Franci sco, Oakland, and San Jose began offering classes on
how to conpl ete and anal yze the nonthly operating reports. At

6 One commentator points out that the burden shift wll
bring the inposition of the automatic stay in line with the
treatment of other injunctions in American jurisprudence. See
“The Comm ssion’s Small business Proposal: Up or Qut,” Hon.
Thomas E. Carlson, Northern District of California, ABL
Journal, Vol. XVI, No. 10, Decenber/January 1998, page 30.



the ID, the bankruptcy analyst now gives the debtor an
interactive conputer disk to guide the debtor through the
process of conpleting the operating report. The debtor is
encouraged to call the analyst throughout the case and
especially during the preparation of the first nonthly
operating report.

Reforns for a “Fresh Start”

To get on the right track--to make Chapter 11 work--a
smal | busi ness debtor nmust put its books and records in order,
provi de periodic financial reports on business operations,
keep current on obligations incurred post-petition, and
determ ne what revenue its core business is generating. In
short, the small business debtor has to know whether its
busi ness can be reorgani zed.

United States Trustees support the refornms in S. 1914 and
H. R 3150 for Chapter 11 business debtors. No debtor w Il be
able to sit idle. The expanded grounds for conversion and
di sm ssal and the shifting of the burden to the debtor to
justify retaining control of the business will help al
parties in interest. The small business provisions codify the
best practices developed by United States Trustees to nove
cases along. They streanline the Chapter 11 process and pl ace
the enphasis where it belongs—on the debtor—if a business is
to emerge successfully from Chapter 11.

I n short, the provisions strengthen the integrity of the
Chapter 11 process so that Chapter 11 cases provide a genuine
opportunity for a fresh start.



