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The impact  o f  the COVID-19 pandemic i s  pushing both US and fore ign borrowers  to  cons ider  US

bankruptcy opt ions,  inc luding a chapter  11 res t ruc tur ing or  a fore ign inso lvency proceeding and

chapter  15 recogni t ion.  Lenders  are increas ingly  ask ing what  they need to know about  US

Bankruptcy Code to pro tec t  the i r  inves tment .  They are r ight  to  be concerned,  because credi tors  who

are caught  unawares by US Bankruptcy Code provis ions can f ind themselves  in  a much weaker

pos i t ion than they bargained for,  even i f  the i r  borrower success fu l ly  reorganizes .

CHAPTER  11  CONSIDERAT IONS FOR LENDERS

Who May Fi le?

Foreign companies u�lize chapter 11 to restructure due to the many debtor-friendly

rules. The Bankruptcy Code’s liberal jurisdic�on provisions allow any company that

has property in the United States to file a chapter 11 proceeding. There is no

requirement that the property has been in the United States for any par�cular

amount of �me, so the transfer of funds to a US account prior to filing is sufficient to

create jurisdic�on.

Automat ic  S tay

One powerful tool for debtors restructuring under chapter 11 is the imposi�on of an automa�c stay on creditors. Immediately

upon filing a bankruptcy pe��on, the worldwide automa�c stay takes effect, staying all ac�ons to enforce or collect pre-pe��on

claims against the debtor and its assets.  As a result, creditors are forbidden from (1) termina�ng exis�ng contracts, (2)

commencing or con�nuing li�ga�on or lien enforcement ac�ons, and (3) taking any other legal ac�ons against the debtor or its

assets, without leave of the Bankruptcy Court. The stay is so broad as to not only preclude lenders from foreclosing on their

collateral, but also prohibits sending no�ces of default or accelera�on to the debtor.

Watson Farley & Williams LLP Registered office: 15 Appold Street, London, EC2A 2HB, UK   |   T: +44 20 7814 8000   |   F: +44 20 7814 8141/2 1



" L ende r s  mu s t
con t i n ue  t o  f o r bea r
unde r  t h e  t e r ms  o f
t h e  ag re emen t  e v en
i f  t h e  bo r rowe r  f i l e s
f o r  bank r up t c y
du r i ng  t h e
f o rbea ran ce  pe r i od . "

Most loans contain termina�on clauses that are triggered by the borrower filing for bankruptcy.  These so-called “ipso facto”

clauses are generally unenforceable in executory contracts (discussed further below) but may be enforceable in loan

agreements.¹ Addi�onally, lenders cannot be forced to extend financing to a borrower in bankruptcy despite a previous

agreement to do so.

SWAPs

The worldwide automa�c stay has some limits. For example, the automa�c stay does not prevent a financial ins�tu�on that is

party to a swap agreement from exercising its contractual right to offset or net out any termina�on value, payment amount, or

other transfer arising in connec�on with the swap agreement. As such, swap par�cipants may terminate a swap in the event of

insolvency or bankruptcy. Addi�onally, an insolvency event of default en�tles a swap counterparty to termina�on damages, and

the counterparty may seize its collateral regardless of the automa�c stay.

Credi t  Enhancements  and Preferent ia l  Trans fers

Lenders who are concerned about their borrower’s financial status o�en request addi�onal security or payments from their

borrower. For example, a lender may request that funds held in a blocked or pledge account be transferred to an account held in

the lender’s name, out of concern that the debtor will use such funds for restructuring. If the debtor files a bankruptcy pe��on a

month or two a�er such a transfer, that transfer may be challenged and clawed back from the lender into the bankruptcy estate

as a “preferen�al transfer.”

Certain payments and transfers made by a debtor in the months, or even year, prior

to filing a bankruptcy pe��on, are considered “preferen�al transfers” under the

Bankruptcy Code.  Preferen�al transfers include any payment or transfer of an

interest of the debtor, including a security interest in addi�onal collateral, to a

creditor on account of an exis�ng debt made on or within 90 days (or one year if to

an insider) before the filing of the bankruptcy pe��on.

There are a number of statutory defenses to preferen�al transfer claims. A transfer

cannot be clawed back by the debtor if the transfer, inter alia, (1) was made in

exchange for new value given to the debtor, (2) was made in the ordinary course of

business (e.g., �mely loan payment), or (3) created a security interest in property

acquired by the debtor to the extent the security interest secured new value given by the creditor that was used to acquire the

collateral property. For these purposes, “new value” can be money, services, or new credit, but does not include an obliga�on

subs�tuted for an exis�ng obliga�on. Thus, forbearance likely does not cons�tute “new value” and any addi�onal security

provided to obtain lender’s agreement to forbear would likely be considered a preference.²

Cash Secur i ty
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Creditors may be surprised to find that funds accumulated in a blocked account cannot be swept once a borrower declares

bankruptcy. Even if the funds are swept into lender’s account prior to a bankruptcy, that sweeping might be considered a

preference and clawed back. The funds in a pledged or blocked account are known as “cash collateral” because they are owned

by the debtor, but the lender has a security interest in the funds. Cash collateral includes cash, nego�able instruments,

securi�es, or deposit accounts in which both the debtor and a non-debtor (i.e., a creditor) have an interest. Usually, the debtor

will seek court permission to use this cash collateral during the chapter 11 proceeding to pay bankruptcy and other expenses.

The Bankruptcy Code provides some protec�ons for secured creditors who are, because of the automa�c stay, prevented from

foreclosing on cash and other collateral. These creditors may seek “adequate protec�on” of the value of their security if the

debtor intends to use the collateral or pledged funds during the bankruptcy. Adequate protec�on is not specifically defined in

the Bankruptcy Code and is o�en the subject of significant nego�a�ons between the debtor and lenders, and could include a

replacement lien on unencumbered property or payments of interest during the bankruptcy proceeding.

Forbearance Agreements

There are addi�onal limita�ons on forbearance agreements in chapter 11 that should be considered by lenders. While a

developing area of law in the United States, forbearance agreements – unlike loan agreements – are generally enforceable

against lenders in the borrower’s bankruptcy when the par�es use the forbearance agreement to afford the borrower the

opportunity to avoid foreclosure. In other words, lenders must con�nue to forbear under the terms of the agreement even if the

borrower files for bankruptcy during the forbearance period, because such agreements are considered “executory contracts.”

“Executory contracts,” although undefined in the Bankruptcy Code, generally include contracts where both par�es have material

unperformed obliga�ons under the contract. If a debtor elects to assume, or con�nue, the executory contract, the debtor must

first cure any defaults thereunder and assume the en�re contract. If a debtor rejects an executory contract, the rejec�on is

treated as a breach of the agreement, and the other party may make a claim against the debtor’s estate for damages.

A forbearance agreement may be considered an executory contract because both

par�es must perform: the borrower must pay some or all of the debt owed to the

lender, and the lender has to con�nue to forbear for some period of �me. As such,

the debtor may assume or reject the forbearance agreement, and the lender cannot

u�lize an ipso facto clause to automa�cally cease forbearance and avoid the risk that

borrowers will assume (and thus, con�nue) the forbearance agreement. However, If

the forbearance agreement provides for an extension of addi�onal credit to the

debtor that was not advanced pre-pe��on, the agreement is more likely to be

considered a loan agreement and not subject to the restric�ons on ipso facto

clauses.

Char ter  Par t ies
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The bankruptcy courts treat charter party agreements similar to equipment leases, that is as executory contracts that may be

assumed or rejected by the debtor charterer at any �me before the end of the bankruptcy proceeding. However, if a charter is a

finance lease, rather than a true opera�ng lease, the lender is considered to have a security interest in the vessel, while the

lessee debtor is treated as the owner of the vessel (and the vessel as part of the debtor’s bankruptcy estate). If the lender/owner

has not properly perfected its security interest in the finance lease pursuant to the law applied by the Bankruptcy Court, it will

have only an unsecured claim against the debtor’s estate.

Chapter  15 to Recognize Fore ign Inso lvency Proceedings

Debtors may commence an ac�on under chapter 15 of the US Bankruptcy Code when conduc�ng a foreign insolvency

proceeding. Typically, this requires the administrator of the foreign proceeding, or other authorized representa�ve, ac�ng

through counsel, to apply to a US Bankruptcy Court for recogni�on in the United States of the foreign proceeding. If the

Bankruptcy Court recognizes the foreign bankruptcy as a foreign main proceeding, the automa�c stay becomes effec�ve with

respect to property of the debtor that is located within the United States; it is not worldwide. Although this s�ll prevents

creditors from foreclosing on a debtor’s US assets, debtors cannot avail themselves of the full panoply of debtor-friendly laws.

For example, chapter 15 debtors cannot seek to claw back preferen�al transfers, which may offer some comfort to lenders.

Lenders to struggling borrowers are best served by considering the possible effect of a US bankruptcy when nego�a�ng any debt

restructuring.

Zachary Farley, a former associate in our New York office, also contributed to this ar�cle.

[1] See In re AMR Corp., 730 F.3d 88, 107 (2d Cir. 2013).

[2] See In re Eleva, Inc., 235 B.R. 486, 489-90 (10th Cir. 1999) (agreeing “that forbearance of a right does not cons�tute new

value.”) (ci�ng cases, including In re McLean Indus., Inc., 132 B.R. 247, 263 (Bankr. S.D.N.Y. 1991), aff’d 162 B.R. 410 (S.D.N.Y.

1993), rev’d on other grounds, 30 F.3d 385 (2d Cir. 1994); and In re Duffy, 3 B.R. 263 (Bankr. S.D.N.Y. 1980)).  Compare In re

Buffalo Auto Glass, 187 B.R. 451, 454 (Bankr. W.D.N.Y. 1995) (adop�ng the view “that where forbearance is alleged to cons�tute

new value, the actual value to the debtor of the forbearance in ‘money or money’s worth’ must be established by the

defendant.”).
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DISCLAIMER
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the Solicitors Regula�on Authority and its members are solicitors or registered foreign lawyers.

The informa�on provided in this publica�on (the “Informa�on”) is for general and illustra�ve purposes only and it is not intended to provide advice whether that
advice is financial, legal, accoun�ng, tax or any other type of advice, and should not be relied upon in that regard. While every reasonable effort is made to ensure
that the Informa�on provided is accurate at the �me of publica�on, no representa�on or warranty, express or implied, is made as to the accuracy, �meliness,
completeness, validity or currency of the Informa�on and WFW assume no responsibility to you or any third party for the consequences of any errors or omissions.
To the maximum extent permi�ed by law, WFW shall not be liable for indirect or consequen�al loss or damage, including without limita�on any loss or damage
whatsoever arising from any use of this publica�on or the Informa�on.

This publica�on cons�tutes a�orney adver�sing.

Watson Farley & Williams LLP Registered office: 15 Appold Street, London, EC2A 2HB, UK   |   T: +44 20 7814 8000   |   F: +44 20 7814 8141/2 5


