Lending to the Emerging Debtor
in the Face of an Appeal

By Steven B. Levine and Gopal K. Balachandran

Under the doctrine of equitable mootness, an appeal
seeking to overturn an essential element of a substantially

consummated plan will likely be dismissed.

debtor must cross many hurdles. The debtor

must negotiate with various creditor constitu-
encies, propose a confirmable plan of reorganization
and, perhaps most important, secure stable exit fi-
nancing. Even after a reorganization plan has been
confirmed, there still exist pitfalls for both debtors
and their lenders. In many Chapter 11 cases, there
is at least one unhappy constituency that loudly
proclaims that it will appeal the plan all the way to
the U.S. Supreme Court as it exits the confirmation
hearing. Can a lender ever extend exit financing in
the face of an almost certain appeal? Yes, but not
without being willing to accept some risk.

Under the doctrine of equitable mootness, lend-
ers can often take comfort that an appeal seeking
to overturn an essential element of a substantially
consummated plan will likely be dismissed. This is
especially the case if the party challenging the confir-
mation order fails to seek or obtain a stay. However, as
a recent Sixth Circuit case demonstrates, lenders can
never be fully certain that an appeal will be dismissed.!
Thus, for lenders, particularly senior secured lenders
who tend to be fundamentally risk averse, the decision
to lend in the face of an appeal can be a difficult one.

To emerge successfully from bankruptcy, a

Equitable Mootness

Under the equitable mootness doctrine, a court may
dismiss an appeal from a confirmation order if it is
impractical and imprudent to upset a plan of reorga-
nization.> Dismissal on equitable mootness grounds is
appropriate when relief cannot be granted “without
knocking the props out from under” the confirmed
plan. In more colloquial terms, an appeal should be dis-
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missed when the court cannot “unscramble the eggs”
or “put Humpty Dumpty back together again.”

Perhaps the leading case in this area is In re Con-
tinental Airlines. The Continental court affirmed
the dismissal of an appeal on equitable mootness
grounds when, even though effective relief could
conceivably be granted to the appellants, such re-
lief would have been inequitable to the third-party
lenders and other parties who had relied on the
confirmation order. The court determined that it
would be “neither prudent nor equitable to the plan
of reorganization.”

Although the criteria have been expressed differently,
courts in the First, Second, Third, Fourth, Fifth, Sixth,
Seventh, Ninth, Eleventh and D.C. circuits have ad-
opted versions of the equitable mootness doctrine.*

All these courts cite three key factors:

1. Whether the plan has been substantially consum-
mated

2. Whether the relief requested on appeal would
affect the rights of third parties who relied on
the confirmation order

3. Whether a stay has been obtained

Substantial Consummation
and Reliance

Of these factors, the most important ones in practice
have been whether the plan has been “substantially
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consummated” and the extent to which third parties
have relied on the confirmation order. “Substantial
consummation” is defined in the Bankruptcy Code
as (1) a transfer of substantially all of the property to
be transferred pursuant to the plan, (2) an assump-
tion by the debtor or its successor of the business or
management of the property dealt with by the plan or
(3) a commencement of distribution under the plan.
Achieving substantial confirmation often involves third
parties that provide financing, purchase estate assets or
otherwise do business with the reorganized debtor in
reliance on the finality of the confirmation order.

Equitable mootness is especially appropriate when
the plan involves intricate transactions with several
third parties.> This is illustrated by a recent decision
appealing the confirmation order in the first U.S.
Airways bankruptcy.® After denying the Airline Pilots
Association’s request for a stay, the Fourth Circuit dis-
missed its appeal as equitably moot citing the reliance
interests of the third-party exit lenders and investors
and others who had provided goods and services to
the reorganized debtor or otherwise changed their
position in reliance on the confirmation order.”

The Continental Airlines case provides another illus-
trative example.® In In re Continental Airlines, a group
of aircraft lessors had objected to confirmation on the
grounds that they were entitled to adequate protection
in the form of an approximately $123 million cash de-
posit reflecting the alleged decline in the market value
of their aircraft collateral. This objection was denied
by the bankruptcy court, which found that there had
been no decline in the market value of the aircrafts. The
district court dismissed the lessors’ appeal on equitable
mootness grounds and the Third Circuit affirmed the
dismissal. Both courts held that, although effective relief
could conceivably have been granted to the lessors, such
relief would be prejudicial to Continental’s exit lenders
and various other third parties who had relied on the
confirmation order and done business with Continental
in the several years following confirmation. The exit
lenders had specifically conditioned the financing on
the bankruptcy court’s denial of the lessors” adequate
protection claim. These factors weighed heavily in fa-
vor of mootness. Perhaps even more heartening to exit
lenders was the court’s strong declaration that “reliance
on bankruptcy court confirmation orders” was the
“central animating force behind the equitable mootness
doctrine” and that public policy “clearly” weighed in
favor of encouraging such reliance.’
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Seeking a Stay

In practice, the third factor, seeking and obtaining a
stay, is less important. While courts have frequently
cited the fact that a stay was not timely sought or
granted in dismissing an appeal, failure to seek or
obtain one is not fatal to the appellant’s ability to pro-
ceed.”® Conversely, seeking a stay does not preclude a
finding of mootness. As one court stated, “A stay not
sought and a stay sought and denied lead equally to
the implementation of a plan reorganization.”" Indeed,
the Third Circuit has noted that the stay factor is largely
duplicative of the substantial consummation factor.?

A conservative lender might choose to wait until
the 10-day appeals period has lapsed or final action
on a request for a stay is taken by the court. If a stay
is granted, the plan and the exit financing cannot
proceed until the appeal is decided or the stay is
lifted. If a stay is not sought or the request for one
is denied on the merits, the lender can take a degree
of additional comfort under the equitable mootness
case law. However, if the debtor and lender elect to
go forward and consummate the plan and fund the
exitloan before a stay is sought or while a request for
one is pending, there will be nothing for the court to
stay to preserve the status quo. In any event, the case
law indicates that the key factor is not whether a stay
is sought or obtained but whether the plan has been
substantially consummated and it is too late for the
court to “unscramble the eggs” without damaging
the legitimate reliance interests of third parties.

Exceptions to
Equitable Mootness

The case law does recognize an exception to the eg-
uitable mootness doctrine. In instances when appeals
involve a discrete issue, the adjudication of which can
be resolved without the entire plan being toppled,
courts have been more willing to reach the merits of
the claim. In In re PWS Holding Corp., the Third Circuit
permitted an appeal challenging the propriety of third-
party releases under a plan to proceed where it found
that such releases could be eliminated without unrav-
eling the entire plan of reorganization.” Similarly, in In
re Zenith, the Third Circuit did not dismiss an appeal
involving an award of $76,500 in professional fees in
the context of a $300 million bankruptcy plan.™
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While this exception appears narrow in scope, in
practice it can be used to justify a review of a critical
plan provision as the American HomePatient case il-
lustrates. This case involved an appeal by a secured
creditor challenging the interest rate and collateral
valuation used by the court in approving a plan un-
der which its claim was the subject of a cramdown.
Even though the appellant did not seek a stay and
the plan had been substantially consummated, the
Sixth Circuit Court of Appeals refused to dismiss
the appeal on the grounds that the bankruptcy
court record did not definitively establish that the
debtor could not pay the substantially increased debt
service that would be due if the secured creditor
prevailed. The appellate court ultimately upheld the
bankruptcy court’s rulings on the substantive cram-
down issue on the merits.® However, if HomePatient
had received exit financing and the appeal had been
sustained, the lender could have found itself with a
loan to a borrower with a much higher debt-service
burden than it had agreed to fund.

Recent Experience

Recently, we represented a lender in conjunction
with its provision of exit financing to an emerging
debtor. The lender was aware that a prepetition se-
cured creditor group would almost certainly object
to the debtor’s plan of reorganization on the grounds
that the plan did not afford the prepetition secured
creditors adequate protection for an alleged decline
in the value of their secured position during the case.
The bankruptcy court denied this objection in con-
firming the plan, holding that the bank group had
received all the adequate protection to which it was
entitled. The creditor appealed and its request for a
stay was denied by the bankruptcy court and the U.S.
District Court acting as appellate court. Both courts
cited the availability of relief against a related debtor
not included in the plan as one of their grounds for
denial. Thus, our client was squarely confronted
with the dilemma of whether to lend despite the
pendency of the appeal.

We were asked to help our client evaluate and man-
age this potential risk. First, we sought to determine
how easily the plan could be unraveled if the appeal
were upheld without harming the reliance interests
of our clients as exit lender and other third parties. In
our judgment, the plan was sufficiently complex and
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enough parties would rely on it that it could not be
easily unwound without significant prejudice to our
client and other third parties. Second, we reviewed
the facts, the stay pleadings and the court’s find-
ings in denying the stay. We determined that even
if the appellate court thought the appeal had merit,
it could still fashion effective relief and not disturb
the plan by providing additional adequate protec-
tion against a related debtor. Tellingly, the appellant
itself admitted that such relief was available. Thus,
while there is no way to predict what a court will do
in any specific case with absolute certainty, we were
able to advise our client that the risks of an appeal
were relatively small.

Based on this risk assessment, our client decided
to proceed to close the exit financing. It was guided
in this decision by the belief that if it chose not to
provide financing under these circumstances, one of
its competitors would likely have accepted the risks
of an appeal and made the loan.

Protection for Funds Advanced

Assuming that the lender decides to fund, would it
be protected for any funds advanced to the postbank-
ruptcy debtor? Unfortunately, there is no provision
of the Bankruptcy Code that expressly preserves the
rights of exit lenders in an appeal in the same way
that Sections 363(m) and 364(e) protect liens and
other rights granted to debtor-in-possession lenders
and prepetition secured creditors as adequate protec-
tion for use of their cash collateral. Nor are there any
reported decisions establishing the priority of the
claims or liens of an exit lender as against creditors
whose claims may be revived if a confirmation order
is overturned on appeal. This issue appears never to
have arisen in the reported case law. Rather, courts
have uniformly cited the existence of the exit loan and
the reliance interests of the exit lender as reasons to
dismiss the appeal as equitably moot.

Assessing the Risk

To be sure, a lender who provides exit financing as
part of a complex reorganization can take some com-
fort from the equitable mootness case law. However,
as American HomePatient shows, appellate courts
have lots of discretion in determining whether an
appeal is equitably moot. No lawyer can provide a
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guarantee (or even a firm legal opinion) regarding
dismissal. This uncertainty can be troubling to lend-
ers, particularly senior secured lenders faced with
the decision of whether to lend knowing an appeal
is coming or to walk away from a profitable piece
of business. However, through a careful analysis of
the facts involved in the specific case, lawyers can
help their clients properly gauge the risk.
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