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INSTRUCTIONS
1.
This portion of the exam consists of two one-hour essay questions. These two essays together will count as two-thirds of your final examination grade.  The multiple choice section will count one-third.

2.
You are permitted to use the casebook, the statutory supplement (annotated as you wish), your notes, any other written or printed material that you wish, and a calculator on this portion of the examination. Note, however, that you will not be able to access any material on your laptop computer during this exam, whether or not you are using ExamSoft.

3.
Please use blue or black pen only (unless you are typing or using ExamSoft), and start each question in a separate bluebook.

Essay 1 — One Hour


DimCo, a manufacturer of sunglasses, failed to keep up with the latest styles. As a result, its sales dropped substantially during 2003, and it ran short of cash. DimCo managed to meet its obligations to suppliers by borrowing $100,000 from Bay City Bank in late 2003. The Bank did not ask DimCo for collateral but did demand that DimCo’s sole shareholder, Georgette, guarantee the loan and give the Bank a security interest in her DimCo shares to secure the guarantee. Georgette did so. A few months later DimCo once again ran short of cash, and this time it could not find anyone to lend it additional funds.  DimCo then defaulted on the loan from the Bank by failing to make a payment that was due on April 12, 2004. Eight days later, on April 20, DimCo filed a chapter 11 petition.


As the terms of the guarantee agreement permitted, on April 21 the Bank demanded that Georgette pay it the entire $100,000 (plus accrued interest) immediately. Georgette refused, noting that she planned to lend the few thousand dollars she had in her savings account to the debtor in possession DimCo to assist with the reorganization. The Bank then contacted Acme Corporation, which the Bank knew was interested in getting into the sunglasses manufacturing business. The Bank suggested a “course of action.” The Bank would foreclose on Georgette’s stock, buy the shares at its own auction, vote the shares to replace DimCo’s board of directors, and then cause DimCo to sell its business assets to Acme in a section 363(b) nonordinary course sale; the Bank (or DimCo) would then propose a liquidating plan under which DimCo would pay out the cash received from Acme to DimCo’s creditors, including the Bank. Acme said it was interested in buying DimCo’s assets, and on May 4 the Bank gave Georgette notice (as required under U.C.C. Article 9) of the foreclosure auction date, set for June 7, 2004. 


On May 5 DimCo began an adversary proceeding by filing a complaint in the bankruptcy court seeking a declaration that the Bank would violate the automatic stay if it foreclosed on Georgette’s shares in DimCo or otherwise attempted to collect the debt from Georgette. The complaint also included an alternative count in which DimCo sought a section 105(a) injunction temporarily enjoining any such actions by the Bank. On May 7, Georgette lent debtor in possession DimCo $10,000; by signed, written agreement DimCo granted Georgette a security interest in all of DimCo’s assets to secure the loan and also agreed that she would have a super-administrative priority for the $10,000, ahead of all other administrative expenses. 


On May 8, Acme bought three prepetition unsecured claims that suppliers had against DimCo, one for $5,000 (for raw plastic sold to DimCo), one for $7,000 (for tinted lenses sold to DimCo), and one for $3,000 (for packaging materials sold to DimCo). On May 9, at the Bank’s request, Acme signed ballot forms indicating that it was voting its three purchased claims to accept the Bank’s suggested liquidation plan, if and when such a plan should be filed by the Bank or by DimCo.


It is now June 5, 2004. The Bank timely answered DimCo’s complaint. You are the bankruptcy judge. Please discuss how you will decide the following issues that may come up in the adversary proceeding or in later hearings in DimCo’s bankruptcy case.

[CONTINUED ON NEXT PAGE]

1. 
Did the Bank violate the automatic stay on April 21 by demanding payment from Georgette?

2. 
Are Georgette’s shares of DimCo stock property of the estate in DimCo’s chapter 11 case? Would the Bank violate the automatic stay simply by foreclosing on Georgette’s shares of DimCo stock?

3. 
Would the Bank violate the automatic stay if it carried out (or attempted to carry out) the “course of action” that it described to Acme?

4. 
Thinking ahead, you wonder what might happen if the Bank became the owner of the DimCo shares as a result of a foreclosure, without violating the automatic stay or any other court order or statute. If that were to happen, would you permit the Bank to vote the shares to replace the DimCo board of directors with new directors (that is, with directors who would be committed to selling DimCo’s assets to Acme and then liquidating DimCo)?

5. 
Will you grant the requested section 105(a) injunction?

6. 
What are Georgette’s rights with regard to the $10,000 she lent to debtor in possession DimCo? Did DimCo have the power to grant her the security interest and priority provided for in the written agreement?

7. 
If and when a liquidating plan is filed and voted on, will the ballots that Acme executed on May 9 be valid acceptances?

Essay 2 — One Hour


Delphi Limited Partnership (Delphi) has a very wealthy general partner, Gus, who invested a small part of his wealth—$1 million—in Delphi. Delphi also has 37 limited partners, each of whom invested $100,000 in Delphi. Delphi borrowed $50 million from Friendly Finance Company (Friendly) on a nonrecourse basis for purposes of purchasing land and constructing an amusement park with an “Ancient Greece” theme. The $50 million loan was secured by a properly recorded mortgage on the real property (including of course the amusement park rides and buildings Delphi constructed on the land). Unfortunately, Delphi ran out of money before the amusement park was quite completed. Also unfortunately, an economic downturn has hurt all the amusement parks in the area. Delphi’s real property valuation expert estimates that the unfinished amusement park is worth about $30 million. She also says that if Delphi can find the $2 million needed to finish it, it will probably be worth about $37 million. 


Friendly refused to lend Delphi anything more, and no one else would lend Delphi the needed $2 million. With the amusement park unfinished, Delphi had no source of cash to make payments on Friendly’s mortgage, and Friendly was threatening to foreclose. Thus Delphi filed a chapter 11 petition. 


Delphi has only four creditors other than Friendly. One supplier of building materials is owed $200,000. Three construction companies are owed $100,000 each. Neither the supplier nor any of the three construction companies took the needed steps to obtain mechanics’ or materialmen’s liens on the real property; thus the $500,000 total debt owed to them is all unsecured. Delphi’s assets consist of the real property that is Friendly’s collateral, and a few items of personal property worth about $250,000 total. 


Gus and twenty of the limited partners are each willing to contribute another $100,000, for a total of $2.1 million ($2,100,000). They say they will do so only pursuant to a plan of reorganization that will give them 100% of the ownership of the reorganized Delphi. Delphi therefore proposes the plan that is set forth immediately below. Assume (unrealistically!) that administrative expenses in the chapter 11 case are so small that they can be ignored. Also assume that Friendly will oppose the plan and will not make the section 1111(b)(2) election. Assume the court determines that 6% annual interest is a fair market rate for the mortgage that the Class 1 claim holder will receive. Assume the building materials supplier and the three contractors will all accept the plan, but that several of them would not accept the plan if it provided them with less value. Also assume that, at Delphi’s request, the court has terminated exclusivity.

Summary of Proposed Plan of Reorganization
Class 1 will consist of Friendly’s $30 million secured claim. Friendly will receive a first mortgage on the real property for the amount of the secured claim plus (commencing on the effective date of the plan) 6% annual interest. Payments on the mortgage will begin two years after the effective date of the plan. Because interest will not be paid during the first two years, interest in the amount of $1.8 million for each year will be added to the $30 million principal amount of the mortgage. Thus, when payments commence, the principal amount of the mortgage will be $33.6 million. That amount will be paid off with 6% annual interest over the succeeding 30 years by equal monthly payments. 

In addition, the reorganized Delphi will spend at least $150,000 per month, beginning with the effective date of the plan, to finish the amusement park, until it is finished and open for business. (Note that over the first year that will be at least as much as the $1.8 million of accruing unpaid interest.) Should Delphi fail to do so in any month, Friendly may immediately foreclose.

Class 2 will consist of the $500,000 in general unsecured claims held by the building materials supplier and the three contractors. Holders of these claims will receive 20% of their claims in cash on the effective date of the plan, and promissory notes for another 30% of their claims. The promissory notes will carry an interest rate of 5%, but interest will not begin to accrue until two years after the effective date of the plan. The notes will be paid in sixty equal monthly payments beginning two years after the effective date of the plan.

Class 3 will consist of Friendly’s $20 million unsecured claim. On account of this claim Friendly will receive a promissory note for $1.4 million, with the same terms as the promissory notes to be received by holders of Class 2 claims.

Class 4 will consist of the interests of the existing general and limited partners of Delphi. Their interests will be canceled and they will neither receive nor retain any property on account of such interests. Gus and twenty of the limited partners each will contribute $100,000 to the reorganized Delphi, in return for which they will receive 100% of the ownership of the reorganized Delphi. Of the $2.1 million total to be contributed, $100,000 will be used to make the cash payment to holders of Class 2 claims on the effective date of the plan. The other $2 million will be used to complete the amusement park so that it can open for business and generate the revenue to pay the mortgage and the promissory notes referenced above.
Please discuss the following questions:

1. 
If one of the Class 2 claim holders had decided to reject the plan, how much value would the plan have had to provide to that claim holder in order to satisfy the best interest of creditors test?

2. 
Must the plan be fair and equitable with respect to Class 1 to be confirmed? Is the plan fair and equitable with respect to Class 1?

3. 
Must the plan be fair and equitable with respect to Class 3 to be confirmed? Is the plan fair and equitable with respect to Class 3?

4. 
Is there a reasonable basis for separately classifying Friendly’s unsecured claim in Class 3?

5. 
If the plan unfairly discriminates against Class 3, will that prevent the plan from being confirmed? Does the plan unfairly discriminate against Class 3?






