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The recentflow and ebb of the economy--precipitatedby the boom
and bust of the dot-corn industry--raises some complex reorganization
issues for ailing dot-com companies. The reason for this is attributable in
part to the intangible nature ofa dot-corn's assets, ofwhich valuation in the
context of debtor in possession financing can become very challenging.
Dot-coms are potentially vulnerable in the context of a Chapter 11
proceeding given their needfor cash to maintain operations to either keep
the business alive or to sell the business or assets as a going
concern-where they will be most valuable.
Creditors' interests also muddy up the waters in a dot-corn Chapter
11 proceeding. How can a court ensure that the creditor is adequately
protected when the valuation of intangible assets as collateral is
concerned? Creditors also need to be aware of the need to perfect their
security interests in the assets. Perfection in this context may be
complicated by the changing nature of the website which may be deemed
new property--requiring additional steps by the creditor in order to
preserve its interests.
I. INTRODUCTION
Postpetition financing, whether through debtor-in-possession (DIP)
financing or through the use of cash collateral,1 is often critical for a
Chapter 11 debtor seeking either to reorganize or maintain operations long
enough to sell assets as a going concern. Increasingly, Chapter 11 is being
utilized by dot-corn companies, including: Toysmart.com, eToys Inc.,
GovWorks Inc., and ByeByeNow.com. Most dot-corns, however, "are not
restructurable."2 "Only about 15% of... [the] new-economy companies

'Managing shareholder of the Wilmington, Delaware law office Greenberg Traurig, LLP.
The views expressed are solely those of the author and should not be attributed to the author's firm
or its clients
'Essentially, "cash collateral" is all cash in possession of the debtor that secures the
debtor's obligations to a secured creditor. See 11 U.S.C. § 363(a) (2000).
2
Jonathan Berke, Little RestructuringHopefor Dot-Bombs, THEDEAL.COM 3(May 23,
2001), at http://www.thedeal.co...mages/headers/BANKRUPTCYFLEET.gif (quoting Steven
R. Gerbsman).
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will find a new life"3 through Chapter 11 bankruptcy, while the remainder
simply attempt to stay in business long enough to sell off their assets--or
their entire businesses-as going concerns.
Even when a debtor-in-possession4 with sufficient free cash flow
does not have an immediate need for postpetition financing, it may
nevertheless be critical to its survival to obtain court authorization to
establish a credit facility. That postpetition credit may instill confidence
in the debtor's vendors who provide trade credit, its employees who may
have alternative employment opportunities and its customers who want to
ensure that the debtor remains a viable source of goods or services.'
. Dot-com companies present a variety of unique issues with respect
to both DIP financing and cash collateral use. For example, the collateral
that would typically secure a debtor's repayment obligations to its secured
lenders is different with "cyberassets" as opposed to the "bricks and
mortar" of a more traditional business. This article will address the
fundamentals of cash collateral use and DIP financing, while examining
some unique issues that arise with respect to dot-corn entities.
II. CASH COLLATERAL "FINANCING"
A debtor with secured prepetition indebtedness that is secured by
cash may have sufficient cash to operate its business without additional
financing. In this situation, obtaining authority from a bankruptcy court for
the use of cash collateral may be preferable to obtaining approval for DIP
3Id.
'Under section 1107(a) of the Bankruptcy Code, a "debtor-in-possession shall have all
the rights... and powers of a trustee." I I U.S.C. § 1107(a); I I U.S.C. § 1101(l) ("debtor in
possession" refers to the "debtor except when a person that has qualified under section 322 ofthis
title is serving as trustee in the case"). Under section 1108 of the Bankruptcy Code, the debtor-inpossession is authorized to operate the debtor's business unless the bankruptcy court orders
otherwise. 11 U.S.C. § 1108 (2000). The Bankruptcy Reform Act of 1978, as codified in title
11 of the United States Code, 11 U.S.C. §§ 101-1330 (2000), as amended [hereinafter Bankruptcy
Code].
5
For example, the affiliated debtors, Columbia Gas System, Inc. and Columbia Gas
Transmission Corporation separately obtained postpetition financing shortly after filing for
bankruptcy protection. In re Columbia Gas Sys., Inc., No. 91-803 (HSB) (Bankr. D. Del. 1991);
In re Columbia Gas Transmission Corp., No. 91-804 (HSB) (Bankr. D. Del. 1991). The
Columbia Gas System, Inc. initially obtained a $275 million facility that provided for borrowings
and the issuance of letters of credit. See Disclosure Statement Pursuant to Section 1125 of the
Bankruptcy Code for the Third Amended Plan of Reorganization of The Columbia Gas System,
Inc. Dated July 27, 1995, Section V.C. "Debtor in Possession Financing," In re Columbia Gas
Sys., Inc. 91-803 (HSB) (Bankr. D. Del., July 27, 1995). Throughout the four and one-half years
of the case, the facility was gradually reduced to solely provide for a $25 million letter-of-credit
facility. Id. During the case, the debtor never made borrowings, although $13 million in letters
of credit were issued during the case to meet certain bonding requirements. Id.
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financing. The use of cash collateral, without additional financing, may
save the debtor significant costs associated with DIP financing. These
costs include facility fees, and more onerous financing covenants and
provisions in loan documentation and financing orders.6 On the other hand,
particularly in the case of liquidation, the prepetition often refuses to
provide postpetition financing, thereby requiring the debtor to survive on
cash collateral usage alone or attempt to procure sufficient postpetition
financing to take out the prepetition lender.
In fact, many dot-corn companies that seek bankruptcy protection
seek an orderly liquidation as opposed to reorganization. In such instances,
the prepetition lender will decline to provide additional financing, which
limits the debtor financing option to the use of cash collateral. Therefore,
dot-com companies should be cognizant of the fundamental issues of cash
collateral use set forth below.
A. Use of Cash Collateral
While a debtor may use, sell or lease property of the estate in the
ordinary course of business without notice or a hearing,7 a debtor can only
use cash collateral, regardless of whether such use is in the ordinary course
of the debtor's business,8 if parties having an interest in such cash collateral
consent, 9 or the court authorizes such use.' While a court may authorize
the debtor's use of cash collateral "after notice and a hearing,"'" the notice

6

Some courts have held, for instance, that the debtor's use of cash collateral, without
additional postpetition financing, is not sufficient to prohibit section 506(c) administrative
expenses, which is a common feature of DIP financing orders. See, e.g., In re Hen House
Interstate, Inc., 150 F.3d 868, 872 (8th Cir. 1998), cert. granted,528 U.S. 985 (1999) (stating
that waiver of § 506(c) rights in a financing order is unenforceable since it creates a windfall for
the lender); In re Willingham.Invs., Inc., 203 B.R. 75, 79 (Bankr. M.D. Tenn. 1996); McAlpine
v. Comerica Bank-Detroit (In re Brown Bros., Inc.), 136 B.R. 470, 474 (Bankr. W.D. Mich.
1991) (same) (finding a cash collateral order unenforceable to the extent its provisions attempted
to immunize the postpetition lender from surcharge payment obligations under § 506(c)).
'In fact, even if the debtor had the authority prepetition to use cash collateral in the
operation of its business, it cannot use such cash collateral after the commencement of a
bankruptcy case absent consent of the secured creditors whose obligations are secured by the cash
collateral or court order. In re Cerricio Realty Corp., 127 B.R. 319, 322 (Bankr. E.D.N.Y. 1991).
81d.
'Interests that are entitled to adequate protection include legal and equitable interests or
claims to the property, including an encumbrance, a right to redeem a pledge, or a right to recover
property under consignment. S. REP. No. 95-989, at 49-54 (1978). A "lien" is defined in the
Bankruptcy Code as to include a "charge against or interest in property to secure payment of a
debt or performance of an obligation." I I U.S.C. § 101(37) (2000).
'011 U.S.C. § 363(c)(2) (2000).
' I U.S.C. § 363(c)(2)(B) (2000).
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of such a hearing may be set "as is appropriate in the particular
circumstances."' 2 Moreover, until the debtor obtains consent or court
authorization for the use of cash collateral, the debtor must "segregate and
account for any cash collateral" in its possession, custody or control. 3
Further, on request of an entity that has an interest in property used
or proposed to be used by the debtor, the court shall prohibit or condition
such use as is necessary to provide adequate protection of that interest. 4
Thus, if the debtor has obtained authorization to use cash collateral either
by consent or court order, it cannot continue to use that cash collateral if
the court subsequently prohibits the use or if the court grants the secured
creditor relief from the automatic stay. 5 If a secured creditor is granted
relief from the automatic stay, the debtor cannot use cash collateral of that
creditor in a manner inconsistent with the relief granted to the creditor. 6
The court may authorize use as cash collateral upon a showing that
those with an interest in it are adequately protected. 7 The initial hearing
with respect to the debtor's use of cash collateral is often held shortly after
the filing of the Chapter 11 petition to avoid irreparable harm to the
debtor's operations. This type of expedited hearing is specifically
sanctioned by the Bankruptcy Code.'" Such authorization is limited to a
short, interim period pending a final hearing. 9 The use of cash collateral,

1211 U.S.C. § 102(1)(A) (2000). Indeed, the court is instructed to schedule a hearing on
the non-consensual use of cash collateral "in accordance with the needs of the debtor," II U.S.C.
§ 363(c)(3) (2000), which, when the debtor has no unencumbered cash with which to operate its
business, can essentially result in no notice to the creditor with an interest in that cash. If the court
authorizes the use ofcash collateral prior to the expiration of the 15-day period following service
of a motion seeking use of cash collateral, the court is limited to authorizing interim use of cash
collateral solely to the extent "necessary to avoid immediate and irreparable harm to the estate
pending a final hearing." FED. R. BANKR. P. 4001(b)(2).
1311 U.S.C. § 363(c)(4) (2000).
' 1 U.S.C. § 363(e) (2000).
"A secured creditor would not be entitled to relief from the automatic stay, however,
when the value of the collateral "exceeds the value of [the] claim and the difference is either great
enough to absorb interest accrual or the debtor is servicing the debt." In re Grantsville Hotel
Assocs., L.P., 103 B.R. 509, 510 (Bankr. D. Del. 1989).
1611 U.S.C. § 363(d) (2000).
'71n re Harrington & Richardson, Inc., 48 B.R. 431 (Bankr. D. Mass. 1985); see also In
re Certified Corp., 51 B.R. 768, 770 (Bankr. D. Haw. 1985) ("It is well established that a debtor
is entitled to use cash collateral upon proof of adequate protection.").
"See, e.g., 11 U.S.C. § 363(c)(3) (2000) (stating that a hearing on the debtor's motion for
nonconsensual use of cash collateral "shall be scheduled in accordance with the needs of the
debtor").
'JBankruptcy Rule 4001 (b)(2) authorizes a preliminary hearing on use ofcash collateral
on less than fifteen days notice, provided that the court only authorizes the use of the "amount of
cash collateral as is necessary to avoid immediate and irreparable harm to the estate pending a
final hearing." FED. R. BANKR. P. 4001(b)(2).
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as contemplated by Bankruptcy Rule 4001(b)(2)," can be particularly
helpful to a dot-corn company in a Chapter 11 liquidation to maintain
operations long enough for a sale of its assets or business. For example,
Living.com, in its Chapter 11 bankruptcy case, obtained the consensual use
of cash collateral to insure an orderly sale of its assets.2 It used the cash
collateral to temporarily rehire employees to maintain the dot-com debtor's
website-the most valuable remaining asset.22 Living.com believed that
this was critical to selling because the employees could demonstrate the
website's capabilities to potential buyers.23 Additionally, the cash collateral
was used to maintain a Living.com subsidiary's customer list-another
valuable remaining asset.
Dot-corn companies, unlike their traditional counterparts, may not
have to worry about the use of cash collateral because they are often equity
financed. Lenders in the past have not taken security interests in the
intellectual property of dot-corns, but instead have chosen to lend on an
unsecured basis through unsecured loans and capital contributions. 4 In this
instance, the dot-corn debtor can use its available cash without the consent
of any unsecured lenders or authorization from the court.
B. Adequate Protection
The purpose of requiring a debtor to provide a secured creditor with
adequate protection is to protect the creditor from a diminution in the value
of its interest in the collateral during the reorganization or liquidation
process. 21 Whether a secured creditor is adequately protected must be

201d
2

'Richard Craver, Trustee May Help Creditorsof BankruptAustin, Texas, E-Tailer Get
Money Back, KNIGHT-RIDDER TRIB. BUS. NEWS, Aug. 31, 2000, available at 2000 WL
26267048.
"Other assets listed were cash, furniture, inventory, real property, intellectual, and
intangible property. Id.
'The attorney for Living.com stated that there would be a "severe reduction" in assets if
the website were shut down. Id.
1 Robert S. Gebhard, Dot-corn Bankruptcies: A Previewfrom Silicon Valley, 2000 AM.
BANKR. INST. L.J. 68 (Sept. 2000).
'Matter of Pursuit Athletic Footwear, Inc., 193 B.R. 713, 716 (Bankr. D. Del. 1996); In
re Philadelphia Consumer Discount Co., 37 B.R. 946 (E.D. Pa. 1984). The debtor has the burden
of proof on the issue of adequate protection. II U.S.C. § 363(o)(1) (2000); In re Swedeland Dev.
Group, Inc., 16 F.3d 552, 564 (3d Cir. 1994); In re Grant Broadcasting of Phila., Inc., 71 B.R.
376,385 (Bankr. E.D. Pa. 1987), affd, 75 B.R. 819 (E.D. Pa. 1987). The secured creditor whose
property is being used by the debtor has the burden with respect to "validity, priority, or extent
of such interest." I I U.S.C. § 363(o)(2) (2000).
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decided on a case-by-case basis.26 Further, the determination of whether a
creditor is adequately protected will depend on a number of factors
including the value of the collateral, the nature of its use and the value of
the adequate protection being offered by the debtor."
The Bankruptcy Code only provides examples ofadequate protection
rather than a comprehensive definition.28 Under section 361 of the
Bankruptcy Code, forms of adequate protection include, without limitation:
(a) lump-sum or periodic cash payments to the entity holding an interest in
the property to be used to the extent that such-use will result in a decrease
in value of such entity's interest in the property; (b) provisions for
additional or replacement liens to the extent that the use of property will
cause a decrease in the value of such entity's interest in the property; or (c)
such other relief as will result in the realization by the entity of the
indubitable equivalent of such entity's interest in the property.2 9 If the
debtor fails to provide a secured creditor With adequate protection, the0
court may find that "cause" exists to grant relief from the automatic stay?
A creditor's interest is adequately protected if the value of the
collateral 3' exceeds the amount of the claim by a sufficient amount, i.e., if
the equity cushion is adequate.32 Courts have recognized that an equity

26

In re Monroe Park, L.P., 17 B.R. 934, 940 (D. Del. 1982) ("adequate protection is a
flexible concept which requires a Court to make decisions on a case-by-case basis, after full
consideration of the peculiar characteristics common to each proceeding"). See also In re
Swedeland, 16 F.3d at 564; Mbank Dallas, N.A. v. O'Connor (In re O'Connor), 808 F.2d 1393,
1396-97 (10th Cir. 1987).
"'See In re O'Connor,808 F.2d at 1396-97; In re Realty Southwest Assoc., 140 B.R. 360,
366 (Bankr. S.D.N.Y. 1992).

"The leading case inthe Third Circuit on adequate protection is SwedelandDevelopment.
In re Swedeland Dev. Group, Inc., 16 F.3d 552 (3d. Cir. 1994). As noted by the Third Circuit,
"'[t]he whole purpose of adequate protection for a creditor is to insure that the creditor receives
the value for which he bargained prebankruptcy."' Id. at 564 (quoting In re O'Connor, 808 F.2d
at 1396).
2911 U.S.C. § 361 (2000); In re Swedeland, 16 F.3d at 564 ("the proposal should provide
the pre-petition secured creditor with the same level of protection it would have had ifthere had
not been post-petition superpriority financing").
30
See In re Continental Airlines, Inc., 154 B.R. 176, 180 (Bankr. D. Del. 1993).
3
One decision from the Delaware Bankruptcy Court has held that the value of the
collateral that is subject to a motion for adequate protection or relief from the automatic stay
should be determined as of the date that the motion is filed. Id. at 180-81.
32
See 11 U.S.C. § 506(a) (2000). To the extent that the value ofa secured creditor's claim
exceeds the value ofthe property secured, the claim is undersecured. In such a case, the creditor
would have both a secured claim (up to the value of the property secured) and an unsecured claim
(to the extent that its claim exceeds the value of the property secured). Id.
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cushion alone constitutes adequate protection. 3 Furthermore, where there
is a sufficient equity cushion and the debtor is using cash collateral to
preserve and maintain the value of such collateral,34 courts have concluded
that the secured creditor is adequately protected.35 Moreover, in light ofthe
Supreme Court's decision in Timbers, only the value of the secured claim
is entitled to adequate protection, not the equity cushion.36
33

See United Sav. Ass'n of Texas v. Timbers of Inwood Forest Assocs., Ltd., 484 U.S.
365, 370 (1988) (finding that increasing equity cushion can serve as adequate protection and that
secured creditor's interest only "is not adequately protected if the security is depreciating")
(emphasis added); Baybank-Middlesex v. Ralar Distribs., Inc., 69 F.3d 1200, 1201 (Ist Cir.
1995); Bray v. Shenandoah Federal Say. & Loan Ass'n. (In re Snowshoe Co.), 789 F.2d 1085,
1088-90 (4th Cir. 1986); Pistole v. Mellor (In re Mellor), 734 F.2d 1396, 1400 (9th Cir. 1984);
In re Shapiro, 109 B.R. 127 (Bankr. E.D. Pa. 1990) (30% equity cushion); In re Elmira Litho,
Inc., 174 B.R. 892, 904 (Bankr. S.D.N.Y. 1994) ("It is beyond cavil that an equity cushion can,
under certain circumstances, serve as a form of adequate protection ....
[It] provides adequate
protection if it is sufficiently large to ensure that the secured creditor will be able to recover its
entire debt from the security at the completion of the case."); In re McKillips, 81 B.R. 454, 458
(N.D. 11. 1987) (equity cushion of 20% or more almost always constitutes adequate protection)
(collecting cases); In re Phoenix Steel Corp., 39 B.R. 218, 224 (D. Del. 1984) (stating that while
equity cushion may be the basis for a finding of adequate protection, the court is entitled to take
into account the financial condition of the debtor in determining how to value the collateral
pledged to the secured creditor); Federal Land Bank v. Carlson (In re Carlson), 34 B.R. 502, 506
(D. Kan. 1983); In re Sel-O-Rak Corp., 24 B.R. 5 (Bankr. S.D. Fla. 1982) (stating that the
debtor's use of cash collateral authorized when equity cushion existed and use of cash collateral
was necessary to keep business going).
34
An equity cushion may be eroded by accruing postpetition interest, attorneys fees and
other charges, II U.S.C. § 506(b) (2000), or enhanced if the property is appreciating in value.
To the extent a secured creditor is oversecured, section 506(b) allows such a creditor "interest on
such claim, and any reasonable fees, costs, or charges provided for under the agreement under
which such claim arose." 11 U.S.C. § 506(b) (2000). In the event that the court has determined
the value of a secured creditor's collateral at one point in the case and the value of the collateral
increases after such valuation, under the Supreme Court's reasoning in Dewsnup v. Timm the
increase in the value of the collateral belongs to the secured creditor, not the debtor. Dewsnup v.
Timm, 502 U.S. 410, 417 (1992) (holding that "[a]ny increase over the judicially determined
valuation during bankruptcy rightly accrues to the benefit of the creditor, not to the benefit of the
debtor and not to the benefit of other unsecured creditors whose claims have been allowed and
who had nothing to do with the [creditor-debtor] bargain").
5In re Phoenix Steel, 39 B.R. at 224 (equity cushion may be a basis for adequate
protection). See also In re Snowshoe, 789 F.2d at 1088-90 (adequate protection exists if there
is a sufficient equity cushion); In re Sky Valley, Inc., 100 B.R. 107, 114-15 (Bankr. N.D. Ga.
1988) (collateral with value approximately three times prepetition debt), affd sub nom, Anchor
Sav. Bank FSB v. Sky Valley, Inc., 99 B.R. 117, 123 (N.D. Ga. 1989); In re Dunes Casino Hotel,
69 B.R. 784, 795-96 (Bankr. D.N.J. 1986) (sufficient equity cushion). One court has suggested
that its review of the cases found that an equity cushion of twenty percent or more constitutes
adequate protection, that an equity cushion of less than eleven percent cannot constitute adequate
protection and an equity cushion ofbetween eleven and twenty percent has divided the courts who
have considered the issue. See In re McKillips, 81 B.R. at 458 (collecting cases).
36
United Sav. Ass'n of Texas v. Timbers of Inwood Forest Assocs., Ltd., 484 U.S. 365,
372 (1988) (holding that an undersecured creditor was not entitled to adequate protection for the
delay, i.e., the time value of money, in foreclosing upon its collateral as a result of the imposition
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The debtor may also offer a secured creditoradequate protection in
the form of liens on unencumbered postpetition assets.17 Additionally,

appreciating property" or property not declining in value39 may provide a
secured creditor with adequate protection, provided such value is not
speculative.4 ° In determining whether a secured party is adequately
protected, the court may consider the value of non-estate property that is
also collateral for the obligation to the prepetition lender.4
Dot-coin companies raise some unique issues when determining what
constitutes adequate protection. To fully comprehend these issues,
however, the method of valuation for determining adequate protection must
first be discussed.

of the automatic stay, but may be entitled to adequate protection to the extent that its collateral
is depreciating in value, noting that the Bankruptcy Code does not require adequate protection for
the entire bundle of rights of the undersecured creditor, but rather only for the value of an entity's
interest in the property). Thus, if a creditor is undersecured, i.e., the value of collateral is less than
the value of the total secured claim, it is only entitled to adequate protection of its interest in the
value of the collateral. Therefore, if the value of the collateral is depreciating as a result of the
imposition of the automatic stay, an undersecured creditor is entitled to adequate protection in
"cash payments or additional security in the amount of the decline." Id. at 370 (citing Bankruptcy
Code §§ 362(d)(1), 361).
37
In re O'Connor, 808 F.2d at 1396 (granting of liens on unencumbered collateral may
constitute adequate protection).
38
1n re Pursuit Athletic Footwear, Inc., 193 B.R. 713, 716-17 (Bankr. D. Del. 1996)
(debtor returning to profitability constituted adequate protection); First Nat'l Bank v. Dahlquist
(In re Dahlquist), 34 B.R. 476, 483 (Bankr. D.S.D. 1983) (adequate protection where property
appreciating in value).
39
SeeIn re Raymond, 99 B.R. 819,821 (Bankr. S.D. Ohio 1989); Barclays Bank ofN.Y.,
N.A. v. Saypol (In re Saypol), 31 B.R. 796, 800 (Bankr. S.D.N.Y. 1983).
40
ln re Ziegler, 88 B.R. 67, 70 (Bankr. E.D. Pa. 1998) (holding that the debtor's claims
in a pending lawsuit are too speculative to provide a secured creditor adequate protection); In re
Lundell Farms, 86 B.R. 582, 592 (Bankr. W.D. Wis. 1988) (finding that a lien in "future,
non-existent crops is too speculative to constitute adequate protection").
41
See In re Swedeland, 16 F.3d at 564. See also In re Colonial Center, Inc., 156 B.R.
452, 462 (Bankr. E.D. Pa. 1993) (stating that in determining a need for adequate protection, the
court can consider the value of non-estate property when computing value of collateral or the court
can apportion liens among various collateral properties to reflect existence of other collateral);
In re Cardell, 88 B.R. 627, 632 (Bankr. D.N.J. 1988) (stating that in evaluating creditor's request
for adequate protection, the court considered the value of all collateral that the creditor could look
to for satisfaction of debt); In re 6200 Ridge, Inc., 69 B.R. 837, 842 n. 10 (Bankr. E.D. Pa. 1987)
(equity cushion under section 362(d)(1) would include all collateral available to the secured
party); In re Diaconx Corp., 69 B.R. 333, 338-39 (Bankr. E.D. Pa. 1987) (stating when
determining a creditor's need for adequate protection of a claim secured by personal guarantees
the court considers the value of personal guarantees in addition to estate property).
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C. Method of Valuationfor Purposes
of DeterminingAdequate Protection
In determining whether a secured creditor's interest in the collateral
of the debtor is adequately protected, the court must first value the
collateral. Section 506(a) provides that the value of a secured creditor's
interest in property is to "be determined in light of the purpose of the
valuation and of the proposed disposition or use of such property."4 In
determining the proposed disposition or use of the collateral to be valued,
the Supreme Court in Rash held that the court must look to the debtor's use
of such collateral to see whether retention and use or abandonment to the
secured creditor is appropriate.4 3
The Court in Rash adopted a test requiring bankruptcy courts to
determine the going-concern value of the collateral based upon its proposed
use whereby the "value of the property (and thus the amount of the secured
claim under § 506(a)) is the price a willing buyer in the debtor's trade,
business, or situation would pay to obtain like property from a willing
seller."" In adopting the replacement-value standard, the Court rejected the
typically lower foreclosure-value standard applied by the Fifth Circuit.
"Value does not necessarily contemplate forced sale or liquidation value of
collateral; nor does it always imply a full going concern value. Courts will
have to determine value on a case-by-case basis, taking into
account the
45
facts of each case and the competing interests in the case.,
Valuing a dot-corn company's intangible assets can be very
complex. 46 Dot-com assets consist primarily of intangible assets, including,

4211 U.S.C. § 506(a) (2000). Section 506(a), although not expressly defining value,
provides that value "shall be determined in light of the purpose of the valuation and of the
proposed disposition or use of such property." Id. See also United States v. Ron Pair Enter., Inc.,
489 U.S. 235, 238-39(1989).
43
Associated Commercial Corp. v. Rash (In re Rash), 520 U.S. 953, 962-65 (1997).
4Id. at 960. Although the decision in Rash involved the issue as to "the proper
application of § 506(a) of the Bankruptcy Code when a bankrupt debtor has exercised the 'cram
down' option for which code § 1325(a)(5)(B) provides," id.
at 955, and the case addressed the
value of the debtor's truck within the meaning of § 1325(a)(5)(B)(ii), the Court's construction of
section 506(a) of the Bankruptcy Code (which applies in Chapter 13 cases as well as Chapter 11
cases) does
not appear to be limited to Chapter 13 cases.
4
1H.R. REP. No. 595, at 376-77 (1977).
"'hischapter does not deal with the tangible assets of a dot-corn company, however, dotcorns are increasingly entering into bankruptcy with substantial hard assets. This is due to the
influx of "bricks and clicks" companies who merge the new and old economy into one business
(also called e-tailers). Ifthe dot-com with substantial hard assets files for bankruptcy, they should
still be aware of the potential value of their intangible assets which may have substantial worth.
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but not limited to, domain names,47 customer data, patents, copyrights, and
trademarks.4 s Valuing these assets has been referred to as "crystal-balling
that amounts to speculation of the highest order."49 Further, valuing dotcoms is dependent on "whether somebody thinks the idea is worth
salvaging and is willing to buy it."50 Familiar or popular domain names can
be especially valuable to dot-corns. Napster was able to sell substantially
all of its assets for a little more than $5 million,"' because of the popularity
of its domain name, Napster.com. In addition wine.com sold its website for
$3.5 million, which would help in providing adequate protection to
lenders. 2
Further, customer data (or lists) can be a very valuable asset of-the
dot-corn company to sell to companies who may acquire the dot-corn debtor
in a sale of assets. Companies with privacy policies stating that they will
never disclose this information have run into trouble trying to sell this
information in bankruptcy. For example, in In re Toysmart.com, LLC,"3 the
court granted a motion to destroy all of the customer data for $50,000 by
an equity investor. The Toysmart case spurred legislative action, including
the Privacy Policy Enforcement in Bankruptcy Act of 2001, which would
make the Federal Trade Commission a party in interest and sets certain

47

Many dot-corns will have many domain names available for sale. Christine Winter,
What's in a Name? Lots of Web Sites, SUN-SENTENIAL (Ft. Lauderdale, Fla.), July 2, 2001,
availableat 2001 WL 22741813. Companies like to have domain names that a customer (web
user) may type in to get to their site that is similar to or associated with the actual website of that
company. Id.
4sRecently, however, dot-corns, such as online grocer Webvan Inc., potentially have
millions of dollars in tangible assets (i.e. trucks and real estate). Katherine Goncharoff, A dotcornfor dead dot-coms, THE DAILY DEAL, July 18, 2001, availableat 2001 WL 20235716. This
chapter will not focus on these mixed companies, but will instead focus on the dot-com companies
with primarily intangible assets.
4
When a Dot Corn Goes Bust, WIRED NEWS (June 7, 2000), at http://www.wired.
com/news/ business/0,1367,36820,00.html (quoting Lawrence Hamermesh, a corporate law
professor at Widener University School of Law in Delaware).
50
1d.
5
See Motion of Chapter I I Trustee for an Order Under 11 U.S.C. §§ 105(A), 363, 365
and 1146(c) and Fed. R. Bankr. P. 2002, 6004, 6006 and 9014 (A) approving Asset Purchase
Agreement; (B) Authorizing the Sale of Substantially all of Debtors' Assets, (C) Authorizing
Assumption and Assignment of Certain Executory Contracts and (D) Granting Other Related
Relief; In re Napstar, Inc., No. 02-11573 (PJW) (Bankr. D. Del. Nov. 27, 2002) (sale order).
"2Conor O'Clery, Bankruptcy auction turns Napa Valley's Wine. corn e-tailing dream to
vinegar, IR. TIMEs 16, BusINEss & FINANCE, June 25, 2001, availableat 2001 WL 23509097.
Non-popular or non-familiar domain names, however, "that were valued at a million bucks a year
and a half ago now go for $10,000 to $20,000." Sally McGrane, The Crash's Silver Lining,
FORBES, Sept. 10, 2001, at 26.
"3No. 00-13995 (Bankr. E.D. Mass. 2000).
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conditions where this information could be sold.54 As a result of the
Toysmart case, many dot-coms have changed their privacy policies to
contemplate such a sale of information." A decision with respect to
customer data, however, is still yet to be seen. If the data is deemed nontransferable, then dot-coms may lose a valuable asset to the estate. 6
In addition, the technology of a dot-corn, if operations are not
maintained in bankruptcy, will rapidly decrease in value because these
assets (including the employees) are more valuable as a going concern."
In Napster,the consideration for the first sale proposed by Bertelsmann AG
was $9 million in cash plus forgiveness in $90 million of prepetition loans
andwhatever was owed in prepetition financing (up to $5.1 million)., 8 The
court subsequently denied the sale, finding thatNapster "had failed to prove
that the proposed transaction was negotiated between the partners at arm's
length and in good faith."59 Thus, the value ofNapster was injeopardy. As
a result ofthe failed sale, Bertelsmann AG withdrew its consent for Napster
to use cash, resulting in Napster terminating all but one employee.60
Subsequently, Napster sold for a little more than $5 million.6' Without the
employees to run the technology, it was rendered useless because of the
specific nature of the business.62 Thus, according to Timbers, if the value
of the assets is determined to be minimal, the dot-corn debtor will not need
to provide as much adequate protection because the secured portion of the
lender's loan is only that minimal value. On the other hand, if the dot-corn
debtor's assets place the lender in an oversecured position, the lender will

"4 Luis Salazar, Post-Mortemfor Toysmart.com, 18 BANKRUPTCY STRATEGIST 10 [No.
4] (Feb. 2001) (stating further that the FTC argued that the sale of the customer data constituted
unfair trade practice). The Privacy Policy enforcement in Bankruptcy Act of 2001 has yet to pass.
"For example, Amazon.com's website now states that customer information can be sold
under certain conditions.
6
Estimates for the Toysmart customer data lists (250,000 customers) were as high as
$500 per customer. Id.
"Roger G. Schwartz & Shelly Chapman, One Size May Not Still Fit All, For ECommerce Businesses, 225 N.Y.L.J. 33 (Feb. 20, 2001) (stating that outside of the particular
business and without its key employees the value of the technology deteriorates rapidly).
"8 See Motion of Chapter II Trustee for an Order Under 11 U.S.C. §§ 105(A), 363, 365
and 1146(c) and Fed. R. Bankr. P. 2002, 6004, 6006 and 9014 (A) approving Asset Purchase
Agreement; (B) Authorizing the Sale of Substantially all of Debtors' Assets, (C) Authorizing
Assumption and Assignment of Certain Executory Contracts and (D) Granting Other Related
Relief; In re Napstar, Inc., No.02-11573 (PJW) (Bankr. D. Del. Nov. 27, 2002) (sale order).
"Id.
60Id.

61]d
.

62See Craver, supranote 21 (stating that employees are key to present how the technology

works to potential buyers).
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not have a strong argument, besides diminution in value, to oppose the use
of cash collateral.
The creditors of dot-corn companies need to be aware of the existing
case law in their jurisdiction concerning perfecting intangible assets,
including domain names, websites, copyrights, trademarks, and patents. To
determine the extent of adequate protection necessary to satisfy the lender,
it is necessary to see what assets are properly perfected. For example, in
In re PeregrineEntertainment Ltd.,63 the court held that the proper place
to file a security interest in a copyright is with the United States Copyright
Office.64 Conversely, in In re Together Development Corp.,6 the court
held that the proper way to perfect is by filing a financing statement under
the guidelines set by the Uniform Commercial Code in the applicable state.
Thus, the secured lender may not be secured in certain intangible assets,
lowering the amount that the dot-com debtor has to provide for adequate
protection. A secured creditor should keep in mind that if certain
intangible assets are not properly perfected the debtor can offer liens on

these assets because they are unencumbered.66
Two other potential problems for lenders of dot-corns may arise.
First, to facilitate a sale as a going concern or reorganization, the dot-com
debtor will often want to keep its website in operation during bankruptcy.
The changing nature of the website, however, may be deemed new property
of the estate, as opposed to proceeds. Therefore the secured lender runs the
risk of losing its security interest.67 This allows, as in the case of assets not
properly perfected, the dot-corn debtor to offer a lien against the
unencumbered collateral. To protect against this the lender should order

63116 B.R. 194, 203 (C.D. Cal. 1990). See also In re World Auxiliary Power Co., 303

F.3d 1120, 1130 (9th Cir. 2002) (rejecting In re Avalon Software Inc., 209 B.R. 517 (Bankr. D.
Ariz. 1997), that extended Peragrine's holding to unregistered copyrights).
"See also In re Avalon Software, 209 B.R. at 521 (stating that the usual perfection
requirements are different for property that is subject to federal or state statute that requires filing
in another registry or location).
0s227 B.R. 439 (Bankr. D. Mass. 1998). A prudent lender should file in any possible
place that it deems proper to perfect the security interest to be confident its security interest is
perfected.
"See In re O'Connor, 808 F.2d at 1396 (finding that the granting of liens on
unencumbered collateral may constitute adequate protection).
67
See II U.S.C. § 552(a) (2000). See id. § 552(b)(1). Since websites and their software
are constantly changing, the versions may appear to be outside the scope of proceeds as defined
in 9-306 in the Uniform Commercial Code because there is not a disposition of the assets.
Lawrence P. Gottesman, Measuring value in a dot-corn world is a diceyjob, NAT'L L.J., Feb. 12,
2001, at BIO.
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a lien against after-acquired property necessary for the operation of the
website in its request for adequate protection."8
Second, whether a dot-com can assume and assign a license can be
critical to whether the license, patent, copyright, or trademark, will be a
valuable asset to the estate. If the license is not assumable and assignable,
then the value of the dot-corn may be severely limited. The majority of
jurisdictions adhere to a strict statutory interpretation (the "hypothetical
test") of section 365(c) of the Bankruptcy Code, holding that since patent
or copyright law prohibits the assignment of licenses without the licensor's
consent, the debtor in bankruptcy cannot assume the license.6 9 Other courts
have adopted an "actual test," which only prohibits assumption where there
is an actual assignment.7 ° Thus, a valuable license that 'can keep the
Website in operation can be lost and as a result its value severely depressed.
D. Approval of Various Cash CollateralProvisions
As with provisions contained in DIP financing orders set forth
below, bankruptcy courts have placed certain limitations on provisions
contained in orders authorizing the debtor to use cash collateral. These
limitations are in addition to the limitations imposed on DIP financing
orders discussed below. These sections provide guidelines that are
applicable to all debtors, including dot-com debtors.
A financing order that recites the protections of section 3 64(c) of the
Bankruptcy Code but only "recycles" the lender's cash collateral which is
readvanced to the debtor postpetition instead of providing new cash, does
not grant the lender any greater protections. The only added protections are
to the extent that the lender extracts additional protections under the
Bankruptcy Code. Postpetition liens and superpriority claims are only valid
to the extent that new money has been provided postpetition or to the extent
that there is a diminution in the value of the prepetition liens.7 ' The

68WARRENE. AGIN, BANKRUPTCY AND SECURED LENDING IN CYBERSPACE § 15-7 (2d ed.
2000). See 11 U.S.C. § 361(2) (2000) (stating that this lien provides an additional or replacement
lien to the extent that a sale decreases the value of an entity's interest in the property).
"91n re Access Beyond Tech., Inc., 237 B.R. 32, 95 (Bankr. D. Del. 1999) (holding that
"'[t]he long-standing federal rule of law with respect to the assignability of patent license
agreements provides that these agreements are personal to the licensee and not assignable unless
expressly made so in the agreement') (emphasis omitted) (quoting Unarco Indus., Inc. v. Kelly
Co., 465 F.2d 1303, 1306 (7th Cir. 1972), cert. denied, 410 U.S. 929 (1973)).
"1nstitut Pastuer v. Cambridge Biotech Corp., 104 F.3d 489, 493 (1st Cir. 1997).
7111 U.S.C. § 507(b) (2000); see In re Carpet Center Leasing Co., Inc., 991 F.2d 682,685
(11 th Cir. 1993); Grundy Nat'l. Bank v. Rife, 876 F.2d 361, 363-64 (4th Cir. 1989)(stating that
§ 507(b) converts a secured prepetition claim into an allowable administrative expense where
diminution occurs).
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following is a discussion of some of the more problematic provisions with
respect to cash collateral orders.
1. Waiver of Section 506(c) Surcharge Claims
Generally, the debtor's use of cash collateral, without additional
postpetition financing, is not sufficient to prohibit section 506(c)
administrative expenses.72 Section 506(c) permits a creditor to surcharge
the collateral of a secured creditor to the extent that the creditor has
preserved the value of such collateral. 73 Thus, a prepetition cash collateral
lender cannot elevate its prepetition claims into postpetition first-priority
liens and superpriority administrative claims that "prime" postpetition
creditors who expend money or efforts, or extend credit which preserve or
increase the value of the lender's collateral.74 Indeed, it has been suggested
that a prepetition secured creditor "who received a direct benefit from the
rendition of services ...should have the collateral charged for such
75
benefit.
2. Payment of Interest, Attorneys Fees, and Charges
Provided in Security Agreement
Only an oversecured creditor is entitled to payment of accrued
postpetition interest, attorney's fees and other charges. 76 Therefore, until
the court determines that a prepetition lender is oversecured, the creditor
is not entitled to the payment of any postpetition interest on the debtor's

'See, e.g., In re Willingham lnvs., Inc., 203 B.R. 75, 78 (Bankr. M.D. Tenn. 1996);

McAlpine v. Comerica Bank-Detroit, 136 B.R. 470,474 (Bankr. W.D. Mich. 1991) (finding a
cash collateral order unenforceable to the extent its provisions attempted to immunize the
postpetition lender from surcharge payment obligations under section 506(c)). See also
Guidelines for Cash Collateral and Financing Stipulations (Bankr. N.D. Cal.1998) [hereinafter
Northern District of California Guidelines] ("Provisions or findings of fact that bind the estate
or all parties in interest with respect to the validity, perfection or amount of the secured party's
lien or debt" will "not normally be approved.").
'See 11 U.S.C. § 506(c) (2000).
74
1n re Willingham, 203 B.R. at 77-80.
754 LAWRENCE P. KING, COLLIERON BANKRUPTCY § 506.04[2], at 506-52 (15th ed. rev.

1997).
7611 U.S.C. § 506(b) (2000). Section 506(b) of the Bankruptcy Code states:

To the extent that an allowed secured claim is secured by property the value of
which, after recovery under subsection (c) of this section, is greater than the
amount of such claim, there shall be allowed to the holder of such claim, interest
on such claim, and any reasonable fees, costs, or charges provided for under the
agreement under which such claim arose.
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prepetition obligations to that creditor." Thus, the lender's application of
any adequate protection payments to principal (in the event that the creditor
is undersecured) or to interest (in the event that postpetition interest accrues
because the creditor is oversecured) is irrelevant, until a determination is
made as to whether the creditor is undersecured or oversecured.7
3. Superpriority Administrative Expense Status
Under Section 364(c)(1)
Upon court approval, section 364(c)(1) grants a lender who provides
postpetition financing a "superpriority" administrative expenses status
"with priority over any or all administrative expenses of the kind specified
in section 503(b) or 507(b)" of the Bankruptcy Code. 9 Section 507(b) of
the Bankruptcy Code, which 1rants a prepetition secured creditor
administrative priority status that is subordinate to the priority granted to
a DIP lender under section 364(c)(1) of the Bankruptcy Code but which is
superior to the priority afforded general administrative claims under section
503(b)(1) of the Bankruptcy Code, arises automatically in the event that
adequate protection later proves to be inadequate. 0 A secured creditor,
however, is not entitled to the protections of section 364(c)(1) of the
Bankruptcy Code if the debtor is merely using the lender's cash collateral."'
Accordingly, a secured party that does not provide postpetition financing
to a debtor authorized to use the party's cash collateral is not entitled to
"superpriority" administrative priority status. Instead, the party is entitled
to the priority status of section 507(b) to the extent that any adequate
protection granted to such party proves to be inadequate.

"Section 506 of the Bankruptcy Code has the "effect of denying undersecured creditors
postpetition interest on their claims." United Savings Ass'n v. Timbers of Inwood Forest, 484
U.S. 365, 372 (1988).
"The fact that a determination has not been made on whether the lender is undersecured
or oversecured does not preclude payment to a secured creditor by a debtor. Once the
determination is made, any payments made could be reallocated to principal (in the event that the
creditor is undersecured) or interest, fees, and expenses (to the extent that the creditor is
oversecured).
" 1IU.S.C. § 364(c)(1) (2000).
"I I U.S.C. §§ 364(c)(1), 503(b), & 507(b) (2000).
"Cf.Letter regarding First Day DIP Financing Order at 5, 17, Chief Judge Peter J.Walsh
(Bankr. D. Del., Apr. 2, 1998) [hereinafter Letter on First-Day Financing].
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III. DEBTOR-IN-POSSESSION FINANCING
A. Introduction
Postpetition financing in the form of additional cash (or its
equivalents) provided to a debtor entitles the lender to certain protections
under the Bankruptcy Code,82 often in the form of first-priority liens and
superpriority administrative expense status. The debtor must establish first
the inability, in good faith, 3 to obtain postpetition financing, whether from
the proposed lender or another source, on (i) an unsecured basis, 4 or (ii)
secured by property of the debtor that is not already subject to an existing
lien or mortgages or (iii) secured by a mortgage or lien junior to those of
the proposed lender.8 6 Although a debtor does not have to demonstrate that
81 I U.S.C. § 364 (2000) (defining how to obtain credit in bankruptcy).
31In re Plabell Rubber Prods., Inc., 137 B.R. 897,900 (Bankr. N.D. Ohio, 1992) (stating

that the debtor must show by a good faith effort that credit was not available without the
protections of section 364(c)).
"I I U.S.C. § 364(c)(I) (2000) (authorizing the incurrence of unsecured credit as an
administrative expense pursuant to section 503(b) or 507(b) of the Bankruptcy Code). An entity
that provides the debtor with unsecured credit postpetition, however, is entitled to administrative
priority status without court authorization if such credit is provided in the ordinary course of the
debtor's business, I1 U.S.C. § 364(a) (2000), or if provided outside the ordinary course of the
debtor's business, after court approval. II U.S.C. § 364(b) (2000). See, e.g., In re Pioneer
Acceptance Corp., 110 B.R. 314, 317 (Bankr. S.D. Ohio 1990) (finding that unsecured debt
incurred in the ordinary course of the debtor's business must also satisfy the requirements of
§ 503(b)(1), namely that it is an actual, necessary cost and expense of preserving the estate). The
failure to obtain court authorization for an unsecured loan to the debtor outside the ordinary course
of the debtor's business may result in such loan losing the protections ofthe administrative priority
accorded to loans properly authorized by the court, John Deskins Pic Paci,Inc. v. Flat Top Nat'l
Bank (In re John Deskins Pic Pac, Inc.), 59 B.R. 809, 812 (Bankr. W.D. Va. 1986), or its
avoidance. Thompson v. Margen (In re McConville), 110 F.3d 47, 50 (9th Cir. 1997).
"1 U.S.C. § 364(c)(2) (2000). To the extent that a postpetition lien on unencumbered
property of the estate is insufficient to satisfy the advances made by the lender, any deficiency
may be treated as a prepetition unsecured claim, unless the financing order provides for alternative
treatment for the claim in the event that the lien on unencumbered property later proves
insufficient. In re Sobiech, 125 B.R. 110, 115 (Bankr. S.D.N.Y. 1991) ("The subdivisions of
Code § 364(c) are in the alternative; the authorization of credit under one does not imply
authorization under another absent application for such additional relief."), affd, Mulligan v.
Sobiech, 131 B.R. 917 (S.D.N.Y. 1991).
611 U.S.C. § 364(c)(3) (2000). Section 364(c) of the Bankruptcy Code states:
(c) If the trustee is unable to obtain unsecured credit allowable under
section 503(b)(1) ofthis title as an administrative expense, the court, after notice
and a hearing, may authorize the obtaining of credit or the incurring of debt
(1) with priority over any and all administrative expenses of the kind
specified in section 503(b) or 507(b) of this title;
(2) secured by a lien on property of the estate that is not otherwise
subject to a lien; and
(3) secured by a junior lien on property of the estate that is subject to
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it sought "credit from every possible lender," it must demonstrate that it

made efforts to obtain postpetition financing from other potential lenders
on less onerous terms and that such financing was unavailable. 7 In
addition, the bankruptcy court will accord significant weight to the
necessity of the debtor obtaining postpetition financing to remain viable. 8
Bankruptcy Rule 4001 (c)(2)89 states further that the court "may authorize
the obtaining of credit only to the extent necessary to avoid immediate and
irreparable harm to the estate pending a final hearing."' Rule 4001 is
especially relevant to the dot-corn debtor because of the (1) rapid
depreciation in asset value, and (2) the lack of cash available to maintain
its assets for sale as a going concern.
Lenders are finding that "trademarks and other intangible assets" are
the only assets left to secure their loans because of the lack of
unencumbered traditional assets, if any exist.9' Although this can be
problematic, DIP lenders can be comforted by the fact that many dot-coins
are facing reality sooner and filing for Chapter 11 protection as opposed to
a lien.
"Bray v. Shenandoah Federal Sav. & Loan Ass'n. (In re Snowshoe Co.), 789 F.2d 1085,
1088 (4th Cir. 1986) (stating that the fact that the trustee contacted other financial institutions in
the immediate geographic area and was unsuccessful satisfied section 364 of the Bankruptcy
Code); In re 495 Central Park Ave. Corp., 136 B.R. 626, 630-631 (Bankr. S.D.N.Y. 1992)
(stating that unsuccessful attempts to secure financing from other sources justified senior priority
loan under section 364); In re Ames Dept. Stores, Inc., 115 B.R. 34, 40 (Bankr. S.D.N.Y. 1990)
(asserting the fact that the debtors had contacted four lenders satisfied the requirement of section
364 that the debtors were unable to obtain comparable financing on an unsecured basis); In re Sky
Valley, Inc., 100 B.R. 107, 113 (Bankr. N.D. Ga. 1988), affd sub nom, Anchor Savings Bank
FSB v. Sky Valley, Inc., 99 B.R. 117, 120 n.4 (N.D. Ga. 1989) ("I]t would be unrealistic and
unnecessary to require [the debtor] to conduct an exhaustive search for financing."); In re Reading
Tube Indus., 72 B.R. 329, 332 (Bankr. E.D. Pa. 1987); In re Dunes Casino Hotel, 69 B.R. 784,
791 (Bankr. D.N.J. 1986) (finding that the debtor had made the required effort under
section 364(d)(1) of the Bankruptcy Code based on evidence that the debtor had attempted
unsuccessfully to borrow funds on an unsecured basis or secured by junior liens, but that at least
three such lenders were willing to advance funds secured by a super-priority lien); In re Beker
Indus. Corp., 58 B.R. 725, 736 (Bankr. S.D.N.Y. 1986) (asserting that a senior lien is authorized
when it is "patently clear" that credit was otherwise unavailable in view of debtor's repeated,
unsuccessful attempts to find other lenders, proposed lenders' unwavering insistence on such lien
and continued postpetition litigation with the proposed lenders regarding the debtor's use of the
lenders' cash collateral); In re Stanley Hotel, Inc., 15 B.R. 660, 663 (D. Colo. 1981) (finding that
section 364(d)(1) was satisfied when two national banks refused to grant unsecured loans to the
debtor). Cf. In re Plabell Rubber Products, Inc., 137 B.R. 897 (Bankr. N.D. Ohio 1992) (stating
that the debtor must contact more than one other entity in order to demonstrate inability to obtain
financing on less restrictive terms).
"In re Snowshoe, 789 F.2d at 1088; Ames, 115 B.R. at 40.
sgFED. R. BANKR. P. 4001(c)(2).
9OId.
91Anthony Baldo, Hard timesfor those needing DIP financing, The Daily Deal, July 7,
2001, available at 2001 WL 20235318.
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waiting until they are completely out of cash.92 Dot-corn companies, for
that reason, have recently been able to obtain DIP financing in an attempt
to reorganize or to sell off assets.93 Other dot-corns have used Bankruptcy
Rule 4001 (c)(2) to obtain interim financing to do the same.' The reason
for approving financing for dot-com companies is generally to keep the
business operable long enough to facilitate a sale of the company as a
whole or in part. For example, the bankruptcy judge in ByeByeNow.com
approved interim financing "so the company can make payroll as well as

keep the lights and phones turned on for two more weeks as it scrambles to
find buyers for some of its assets."95 Additionally, Homebytes.com asked
a judge to approve $58,000 in additional financing so that they could
"market and sell their intellectual property in an orderly and efficient
manner."'96 Moreover, the prospective purchasers of GovWorks Inc. said,
pending confirmation of a sale of the transaction processing business, that
they would provide up to $600,000 in DIP financing to reorganize the e-

government service portal.97

B. Business Judgment
A bankruptcy court will generally defer to a debtor's business
judgment regarding the need for and the proposed use of funds, unless the
decision is deemed arbitrary and capricious.9" In examining requests by a
92Id.

"Beatrice E. Garcia, Online Travel Company Seeks Buyersfor Assets, KNIGHT-RIDDER
TRIB. Bus. NEWS, Feb. 8, 2001, availableat 2001 WL 12168247 (approving $320,000 in interim
financing). ByeByeNow subsequently sold its agency-franchise licenses to Carlson Travel
Network Associates on May 21, 2001, and it plans to reorganize around their award-winning
technology with the help of DIP financing from a previous investor. Id.
941nre Toysmart.com, No. 00-13995 (Bankr. E.D. Mass. June 27,2000) (approving up
to $500,000 to liquidate); Garcia, supra note 93 (approving $320,000 in interim financing).
95Garcia, supra note 93.
"McGregor McCance, Salvaging What is Left of the Dot-corn Wreckage, RICHMOND
TIMES-DISPATCH, June 24, 2001, at E6.
"'Etone Global PurchasesgovPayfrom Chapter 11 DebtorGovworks, 37 BANKR. CT.
DEC. (LRP) 2 ( Mar. 20, 2001) [No. 11].
98
1n re Curlew Valley Assocs., 14 B.R. 506, 511-14 (Bankr. D. Utah 1981) (stating
generally that a court will not second-guess a debtor in possession's business decisions when those
decisions involve "a business judgment made in good faith, upon a reasonable basis, and within
the scope of his authority under the [Bankruptcy] Code"). Id. at 513-14 (footnotes omitted). See
also Official Committee of Subordinated Bondholders v. Integrated Resources, Inc., et al. (In re
Integrated Resources, Inc.), 147 B.R. 650,656 (S.D.N.Y. 1992), appealdismissed, 3 F.3d 49 (2d
Cir. 1993) (holding that the business judgment rule "is a presumption that in making a decision
the directors of a corporation acted on an informed basis, in good faith and in the honest belief
that the action taken was in the best interests of the company"') (quoting Smith v. Van Gorkom,
488 A.2d 858, 872 (Del. 1985)).
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debtor for interim financing, courts apply the same business judgment
standard applicable to other business decisions." The concern with dotcom companies entering into bankruptcy is that the individuals running

them tend to be young and inexperienced managers who may lack basic
management skills.'
These. companies also tend to lack financial and
business controls and spend money carelessly.' Thus, a bankruptcy court

may scrutinize the dot-com's business judgment more closely. Courts
recognize, however, that the debtor probably has little bargaining power
with the proposed postpetition lender, particularly where such lender has
a security interest in the debtor's cash." 2

C. Priming Liens
Whether a court will allow postpetition liens that prime valid,
preexisting liens and security interests must be determined on a case-bycase basis. 3 The Bankruptcy Code requires a debtor to demonstrate that
alternative sources of credit are not available under the other provisions of
section 364 of the Bankruptcy Code. ° Generally when requested to
approve a priming loan, a court will accord a great deal of weight to the
debtor's need for financing to remain viable, coupled with the debtor's

inability to obtain alternative financing without granting priming liens.'0 5
The court must also find that adequate protection exists to ensure
that the preexisting lienholder receives postpetition the "indubitable
equivalent" of its prepetition interests in such property.10 6 An existing
secured creditor is entitled to adequate protection when a postpetition

"See Ames, 115 B.R. at 38.
"Kate Marquess, Crash and Learn, A.B.A.J., June 2001, at 43.
10Id.
°2 R.T.C. v. Official Unsecured Creditors Comm. (In re Defender Drug Stores, Inc.), 145
B.R.312, 316-17 (Bankr. 9th Cir. 1992); Ames, 115 B.R. at 38; In re Tenney Village Co., 104
B.R. 562, 568 (Bankr. D.N.H. 1989) ("Under the guise of financing a reorganization, the Bank
would disarm the Debtor ofall weapons usable against it for the bankruptcy estate's benefit, place
the Debtor in bondage working for the Bank, seize control of the reins ofreorganization, and steal
a march on other creditors in numerous ways.").
'031n re Reading Tube Ind., 72 B.R. 329, 332 (Bankr. E.D. Pa. 1987).
'"The court must specifically find that a debtor is unable to obtain unsecured credit
without granting a senior lien on encumbered property. 11 U.S.C. § 364(d)(l)(A) (2000). See
also Ames, 115 B.R. at 37.
"See, e.g., In re Snowshoe, 789 F.2d at 1088 (stating that a priming lien is justified
where there is a lack of alternative financing and a need to obtain cash to preserve value); Ames,
115 B.R. at 40.
1-11 U.S.C. § 364(d)(l)(B) (2000). See also In re Swedeland Dev. Group, Inc., 16 F.3d
552, 564 (3d Cir. 1994); In re Snowshoe, 789 F.2d at 1087.
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lender seeks a priming lien-regardless of whether the prepetition lender
objects to the priming of its lien. °7 The adequate protection offered should
provide the lender with at least the same level of protection that the lender
would have had absent the priming financing.0 8 The debtor has the burden
of proof to show the adequate protection of the lender's prepetition
interests.'09 The adequate protection is the same contemplated for the use
of cash collateral. See infra Part II.B for a detailed discussion on the

fundamentals of adequate protection and the complexities for dot-com
companies.
D. Safe HarborProtectionsto Good FaithLender
Section 364(e) of the Bankruptcy Code provides a "safe harbor" for
lenders whom the court has determined to have proposed DIP financing in
good faith.' Section 364(e) was designed to "encourage the extension of
credit to debtors" by allowing lenders to "rely on a bankruptcy court's
authorization of the transaction.""' If a court in authorizing DIP financing

I71
I U.S.C. § 364(d)(1)(B) (2000). In re Swedeland, 16 F.3d at 564 (holding that the
debtor has the burden to establish that a lien to be subordinated has adequate protection); In re
First South Sav. Ass'n, 820 F.2d 700, 710 (5th Cir. 1987) (holding that the district court abused
its discretion in denying a motion of a secured creditor being primed by a financing order for a
stay pending appeal, stating that "[g]iven the fact that super priority financing displaces liens on
which creditors have relied in extending credit, a court that is asked to authorize such financing
must be particularly cautious when assessing whether the creditors so displaced are adequately
protected"); In re Mosello, 195 B.R. 277, 288 (Bankr. S.D.N.Y. 1996) (asserting that adequate
protection is necessary to ensure that a prepetition secured creditor receives the value for which
it bargained prior to the bankruptcy and to safeguard that creditor from diminution in the value
of its interest during the Chapter 11 reorganization.); In re Chevy Devco, 78 B.R. 585 (Bankr.
C.D. Cal. 1987) (priming financing denied where the existing secured creditor was not granted
adequate protection). But see Anchor Savs. Bank FSB v. Sky Valley, Inc., 99 B.R. 117, 122
(N.D. Ga. 1989) (holding that where non-objecting secured creditors were adequately protected
by an equity cushion, their failure to object to the priming of their lien constituted tacit consent
of such priming).
In re Swedeland, 16 F.3d at 564.
'0911 U.S.C. § 364(d)(2) (2000).
...
Itis axiomatic that the safe harbor provisions of section 364(e) do not apply when a
prepetition lender is merely authorizing the debtor's use of cash collateral under section 363
(which has no corresponding safe harbor provision) and not extending new financing postpetition.
See 11 U.S.C. §§ 364, 365 (2000).
..
In re Hen House Interstate, Inc., 150 F.3d 868, 873 (8th Cir. 1998), cert. granted, 528
U.S. 985 (1999); In re EDC Holding Co., 676 F.2d 945 (7th Cir. 1982). The purpose of § 364(e)
is:

to overcome people's natural reluctance to deal with a bankrupt firm ... by
assuring them that so long as they are relying in good faith on a bankruptcy
judge's approval of the transaction they need not worry about their priority
merely because some creditor is objecting to the transaction and is trying to get
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makes a determination that the lender has acted in good faith, the reversal
or modification on appeal of the financing order will not affect the validity

of the amounts advanced by the lender" 2 or the liens with respect thereto." 3
The financing, however, must be approved by the court and the court must
make an express finding of the lender's good faith."' The failure of an
express finding of good faith on the part of the lender renders the terms of
the financing subject to appellate review."'
Regardless of the good faith finding by the bankruptcy court, a
lender is not entitled to the good faith protections of section 364(e) if the
"transaction has an intended effect that is improper"'" 6 or if approval of the
financing violates due process." 7 Moreover, in the event of an appeal,

the district court or the court of appeals to reverse the bankruptcy judge.
Id.at 947. See also In re North Atlantic Millwork Corp., 155 B.R. 271, 279 (Bankr. D. Mass.
1993) ('"he purpose of section 364(e) is to allow good-faith lenders to rely upon conditions at
the time they extend credit and to encourage lenders to lend to bankrupt entities.").
"'The protections afforded a DIP lender pursuant-to section 364 ofthe Bankruptcy Code,
including postpetition liens (other than replacement liens) and superpriority status, are only valid
to the extent that new money has been provided postpetition. If no amounts are advanced
postpetition, an appellate court may be able to fashion a remedy. See, e.g., In re Swedeland, 16
F.3d at 561 (stating that "[wie see no reason why section 364(e) should be understood to protect
a lender with respect to money it has not disbursed").
11 I U.S.C. § 364(e) (2000). See also In re Clinton Street Food Corp., 170 B.R. 216,
220 (S.D.N.Y. 1994) (holding that absent a stay pending appeal, an appeal will be dismissed as
moot if the credit was extended in good faith); In re Delaware & Hudson Ry. Co., 124 B.R. 169,
176-77 (D. Del. 1991) ("If the court orders the establishment of a senior lien and that order is not
stayed pending appeal, then reversal of the order on appeal will not effect the lien of an entity who
extended credit in good faith.").
14See, e.g., New York Life Ins. Co. v. Revco, D.S., Inc. (In re Revco D.S., Inc.), 901
F.2d 1359, 1366 (6th Cir. 1990) (stating that an explicit finding that the lender acted in good faith
is required for the lender to receive the benefits of section 364(e)); In re Grand Valley Sport &
Marine, Inc., 143 B.R. 840, 849 (Bankr. W.D. Mich. 1992) (finding that financing that was not
approved by the court was not "authorization" pursuant to section 364(e) entitling the lender to
the safe harbor protections of that section of the Bankruptcy Code).
I"See, e.g., In re Revco, D.S., Inc., 901 F.2d 1359, 1366 (6th Cir. 1990) (stating that an
"implicit finding" of good faith under 364(e) is insufficient to provide the lender with the safe
harbor protections of that provision and that such a finding "should not be presumed.").
"'Khamn & Nate's Shoes No. 2, Inc. v. First Bank, 908 F.2d 1351, 1355 (7th Cir. 1990)
(finding that § 364(e) disables a bankruptcy court from "back-tracking on promises in the absence
of bad faith, which is a very narrow exception."); EDC Holding,676 F.2d at 948-49 (holding that
the lender's payment of the attorneys' fees of a creditor who objected to financing in a settlement,
which was approved by the bankruptcy court, so violated principles of the Bankruptcy Code that
the finding of good faith by the bankruptcy court was reversed as being erroneous); In re White
Crane Trading Co., 170 B.R. 694, 705 (Bankr. E.D. Cal. 1994) ("Parties lack the requisite good
faith when they fail to reveal ulterior motives that may affect the court's reasoning. Parties
similarly lack good faith when they fail to reveal material facts.").
I"Huddleston v. Nelson Bunker Hunt Trust Estate, 109 B.R. 197, 202 (N.D. Tex. 1989)
(finding that § 364(e) "does not protect a lender where there has been an unconstitutional denial
of due process."); In re Blumer, 66 B.R. 109, 114 (Bankr. 9th Cir. 1986) (same).
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there is a possibility that it may not be dismissed as moot, regardless of the
appellant's failure to obtain a stay of the financing order, if the appellate
if the parties cannot be returned to the
court can fashion some relief "even
' 8
status quo ante upon reversal." 1
E. Approval of Various DIP FinancingProvisions
A debtor often has little bargaining power over its proposed lender
with respect to the terms of postpetition financing or use of cash collateral,
because of the debtor's financial condition." 9 Accordingly, a court must be
vigilant with respect to proposed terms of the financing and the purported
exercise of the debtor's business judgment, 2 ' particularly at a first-day
hearing prior to the formation of a creditors' committee.
As a result, bankruptcy courts often place limitations on provisions
contained in debtor-in-possession financing or cash collateral orders
notwithstanding representations from the debtor that the financing was the
result of its business judgment.,2 ' The court must consider the needs of the
lender, who has pledged cash used to maintain the value of the estate for
the benefit of both prepetition and postpetition creditors. The court also
must monitor the debtor's operations and reduce the risk of the advances
made to the debtor and the needs of the debtor, creditors, employees, and
customers to ensure that the debtor's enterprise remain viable while
formulating a confirmable plan of reorganization.' The following is a
discussion of the more controversial provisions included within DIP
financing orders and the Delaware Bankruptcy Court's limitations thereon,
which is applicable to all debtors, including dot-corn debtors.
lSln re Swedeland, 16 F.3d at 562. But see In re Western Pac. Airlines, Inc., 216 B.R.

437,439 (Bankr. D. Colo. 1998) (differentiating Swedelandonthe grounds that the lender in such
case had not disbursed funds in reliance upon the financing order).
".See Ames, 115 B.R. at 38.
'id. (stating that courts should only approve financing that "permit[s]
debtors-in-possession to exercise their basic business judgment consistent with their fiduciary
duties"); Tenney Village, 104 B.R. at 567-70 (denying financing where it violated the debtor's
fiduciary duties and would "pervert the reorganizational process from one designed to
accommodate all classes of creditors and equity interests to one specially crafted for the benefit"
of the postpetition lender).
'Northern District of California Guidelines, supra note 72; Letter on First-Day
Financing, supranote 80.
...
See, e.g., NLRB v. Bildisco & Bildisco, 465 U.S. 513, 528 (1984) ("The fundamental
purpose of reorganization is to prevent a debtor from going into liquidation, with an attendant loss
and possible misuse of economic resources."); In re First South Say. Ass'n, 820 F.2d 700, 710-15
.(5th Cir. 1987); Tenney Village, 104 B.R. at 568-69; In re Ionosphere Clubs, Inc., 98 B.R. 174,
176 (Bankr. S.D.N.Y. 1989) (stating that "the paramount policy and goal of Chapter 11 to which
all other bankruptcy policies are subordinated, is the rehabilitation of the debtor").
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1. Delaware Bankruptcy Court Guidelines on DIP Financing
On April 2, 1998, at the request of the Delaware District Court, Chief
Judge Walsh of the Delaware Bankruptcy Court submitted a letter
commenting on the provisions of DIP financing orders that he believed
"should be avoided."' 23 While noting that "a blanket set of prohibitions"
would not be practicable, Chief Judge Walsh indicated that he thought the
letter would "shorten and eliminate some of the more objectionable features
' The following is a summary
of proposed first day DIP financing orders." 24
of the issues addressed in Chief Judge Walsh's letter:
1.
Proposed DIP orders should not recite the major terms of the
2
financing. '
2.
Proposed DIP orders should not "incorporate into the order
of the loan documents without a statement of the section's
specific sections
126
import."'
Given the limited amount of time that the Court has to review
3.
DIP financing documents prior to the first-day hearing, proposed DIP
orders should not contain a provision stating that the "[c]ourt has
'examined' all the loan documents, or that the Court 'approves' all the terms
' 27
and provisions of the loan documents, or language of similar import.'
4.
"[L]engthy recitations" addressing agreements between the
debtor and the lender with respect to the financing should be specified
and
separately and the proposed DIP order should not provide "all the terms
28
Court."'
the
of
order
an
constitute
order
subject
the
of
provisions
Proposed DIP orders should not state that parties in interests
5.
have been given "sufficient and adequate notice" since, pursuant to

'"Letter on First-Day Financing, supra note 80, at 1.
124Id

"Id. at 1; see Northern District ofCaliforniaGuidelines, supra note 72, at 2 (provisions

as to [flindings of fact on matters extraneous to the approval process will not normally be
approved. "For example, in connection with an application to borrow on a secured basis, a finding
that the debtor cannot obtain unsecured credit would be acceptable, whereas a 'finding' that the
lender acted in good faith in declaring the prepetition loan in default would not be acceptable.").
See, e.g., Final Order Approving Section 364 Borrowing and Granting Liens 2, In re Reliance
Acceptance Group, Inc., Case No. 98-288 (PJW) (Bankr. D. Del., Mar. 2, 1998). Chief Judge
Walsh suggested that the motion filed in connection with the proposed DIP order should recite the
terms of the financing, such as "maximum borrowing, interim borrowing limit, borrowing
conditions (e.g., percentage of inventory value), interest rate, maturity, events of default, use of
funds limitations, collateral, and/or priority." Letter on First-Day Financing, supra note 80, at 2.
2
" Letter on First-Day Financing, supra note 80, at 3.
1271d
1281'd
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financing is often held on an expedited
Bankruptcy Rule 4001(c)(2), DIP
29
basis with "little or no notice."'
Proposed DIP orders should limit language regarding the good
6.
faith of the lender to language such as "[b]ased on the record presented to
the Court by the Debtor, it appears that...,,3o
"Absent exigent circumstances," proposed DIP orders should
7.
not grant to the lender a lien on avoidance actions. 3 '
Releases granted to the lender as a condition to providing the
8.
and should not be "binding on
financing should be "limited to the debtor,"
32
the estate, the committee, or a trustee.'
9.
Proposed DIP orders should not include language, as adequate
protection for a prepetition lender, that the use of cash collateral results "in
a dollar-for-dollar decrease in the value of the Prepetition Collateral...,,"33
10. Proposed DIP orders should provide that the debtor is only
obligated to reimburse the lender for its reasonable attorneys fees and other
reasonable costs and the reimbursement obligation should not apply to "the
lender's defense to challenges by a committee to the lender's prepetition
security position." 34
11. Proposed DIP orders that contain "carve outs" for estatecompensated professionals must include professionals employed by any
official committee and should include the committee's investigation, but not
prosecution, of potential challenges to the lender's prepetition security
interests. '

12. Proposed DIP orders should provide for a period of "at least
sixty days from the appointment of the committee" to bring an action
challenging the lender's prepetition security interests (sixty days if the case
is on a "fast track," ninety days otherwise).' 36
1291d. at 4.
"'Letter on First-Day Financing, supra note 80, at 4.
111id. at 4. See also Northern District of California Guidelines, supra note 72, at 2
("Waivers of avoidance actions arising under the Bankruptcy Code" will "not normally be
approved."); see also id. at 11 ("Adequate protection provisions that create liens or claims for
relief arising under the Bankruptcy Code (see §§ 506(c), 544, 545, 547, 548, and 549)... will
not normally be approved.").
.321d. at 4-5, 8; cf Northern District of California Guidelines, supra note 72, at 1
("Releases of liability for the creditor's alleged prepetition torts or breaches of contract" will "not
normally be approved.").
'Letter on First-Day Financing, supra note 80, at 5,9. See, e.g., Final Order Approving
Section 364 Borrowing and Granting Liens 10, In re Reliance Acceptance Group, Inc., Case No.
98-288 (PJW) (Bankr. D. Del., Mar. 2, 1998).
34
Letter on First-Day Financing, supra note 80, at 5.
135id"
136d
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Proposed DIP orders should not provide language that should
13.
the lender subsequently seek adequate protection that such request "shall
be deemed to have requested and shall be deemed to have been granted...
as of the Petition Date... ,,137
Proposed DIP orders should not provide that the financing
14.
shall "terminate immediately" upon the commencement of litigation
seeking to challenge the validity the prepetition liens of the lender.'
Proposed DIP orders should not provide that secured creditors
15.
other than the lender are adequately protected from "any adverse
39
consequences which might result" from the proposed DIP financing.
16. Proposed DIP orders should not grant the safe harbor
protections of section 364(e) to the prepetition claims of the lender. 4 °
17. Proposed DIP orders should not "divest the debtor, or any
other party in interest, of any discretion in the formulation of a plan" of
provide for the payment in full of the loan upon the
reorganization, but can
4'
date.'
effective
plan's
18. Proposed DIP orders should provide that the automatic stay
shall be vacated only after three to five business days' notice of an event of
default is served upon counsel to the debtor, the U.S. Trustee and any
official committee.1

1"Id.at 6. See, e.g., Final Order Approving Section 364 Borrowing and Granting Liens
27, In re Reliance Acceptance Group, Inc., Case No. 98-288 (PJW) (Bankr. D. Del., Mar. 2,
1998). This provision was apparently drfted in response to the ContinentalAirlines decision
whereby the Delaware Bankruptcy Court held that acreditor is only entitled to adequate protection
"from the date movants seek relief." In re Continental Airlines, Inc., 146 B.R. 536, 539 (Bankr.
D. Del. 1992).
'Letter on First-Day Financing, supra note 80, at 6. See, e.g., Final Order Approving
Section 364 Borrowing and Granting Liens 32, at 34, Inre Reliance Acceptance Group, Inc.,
Case No. 98-288 (PJW) (Bankr. D. Del., Mar. 2, 1998). Although Chief Judge Walsh noted
several objectionable provisions that were contained in the Reliance Acceptance DIP financing
orders, perhaps because a prepetition unofficial creditors' committee existed and its counsel
appeared at the preliminary, interim and final DIP hearings and did not object to the entry of the
proposed orders, the Court did not, sua sponte, modify the provisions identified in the Letter on
First-Day Financing.
39
' Letter on First-Day Financing, supra note 80, at 6.
"Id.at 7.See also supra note 110.
"1 Letter on First-Day Financing, supra note 80, at 7.See also Northern District of
CaliforniaGuidelines, supra note 72, at 5 ("Provisions that operate, as a practical matter, to
divest the debtor in possession ofany discretion in the formulation of a plan or administration of
the estate or limit access to the court to seek any relief under other applicable provisions of law
...will not normally be approved.").
42

Letter on First-Day Financing, supra note 80, at 8. Cf NorthernDistrictofCalifornia
Guidelines, supra note 72, at 8 ("Automatic relief from the automatic stay upon default,
conversion to Chapter 7,or appointment of a trustee... will not normally be approved.").
1
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19. Proposed DIP orders should make clear that the entry of an
interim order is without prejudice to the court modifying any provision
thereof at the final hearing on the DIP financing, subject "to the lender's
with respect to monies advanced during the interim
§ 364(e)4 protection
3
period."'
2. Carve Outs for Professionals, U.S. Trustee Fees, and Court Costs
A "carve out" is a court-approved exemption from the liens and
superpriority administrative expense status granted to a lender of a
postpetition secured DIP financing.' 4 One court has held that a carve out
and the debtor's estate
is necessary to ensure that any official committee
145
counsel.
of
assistance
the
of
will be assured
While the Delaware Bankruptcy Court does not require that a "carve
out" be included in both DIP financing and cash collateral orders,' 46 if the
lender grants a carve out, it generally must be shared equally between all
estate-compensated professionals, unless the professionals agree otherwise.
With the recent Third Circuit decision in First Merchants Acceptance
Corp. v. J.C. Bradford & Co.," the carve out may be further expanded to
include the reasonable fees and expenses paid by individual committee
members to their respective counsel and advisors.4 4 At a minimum, the

'Letter on First-Day Financing, supra note 80 at 8.
'"In re Evanston Beauty Supply, Inc., 136 B.R. 171, 177 (Bankr. N.D. Il1. 1992)
("Carveouts' are used in order to avoid skewing the necessary balance of debtor and creditor
protection needed to foster the reorganization process.").
'41Ames, 115 B.R. at 40.
'If a DIP lender refuses to provide a carve out to the estate-compensated professionals,
then the debtor should be careful not to waive its rights to surcharge the lender's collateral under
section 506(c) of the Bankruptcy Code. 11 U.S.C. § 506(c) (2000). Section 506(c) permits the
"trustee" to seek payment from the lender for unpaid, allowed fees and expenses of the
professionals to the extent the professionals' services related to "preserving, or disposing of'
property securing the obligations to the DIP lender. Id. Some courts have permitted parties in
interest other than the trustee to seek to surcharge a secured creditor's collateral under section
506(c). See, e.g., I.R.S. v. Boatmen's First Natl Bank, 5 F.3d 1157 (8th Cir. 1993) (allowing a
surcharge to be sought by an administrative claimant who expended resources on caring for the
creditor's collateral); see alsoNorth County Jeep & Renault, Inc., v. General Elec. Capital Corp.
(In re Palomar Truck Corp.), 951 F.2d 289 (9th Cir. 1991), cert.denied, 506 U.S. 821 (1992)
(holding a surcharge is allowed to a non-trustee on a secured creditor's collateral).
' 7198 F.3d 394, 397-98 (3d Cir. 1999).
'"Id. (holding that "[m]embers of a creditors committee are plainly entitled to recover
administrative expenses under § 503(b)(3)"). Section 503(b) of the Bankruptcy Code allows
administrative expenses for "a member of a committee appointed under section 1102... if such
expenses are incurred in the performance of duties of such committee." 11 U.S.C. § 503(b)(3)(F)
(2000). Furthermore, § 503 allows reasonable compensation for an attorney (or accountant) of
an entity allowable under paragraph (3). Id. § 503(b)(4).

POSTPETITION FINANCING OF DOT-COMS

2002]

785

carve out must include professionals employed by any official committee,
regardless of whether it is a statutory committee of unsecured creditors
appointed under section 1102(a)(1) of the Bankruptcy Code or otherwise. 49
Typically, the financing order will allow estate-compensated professionals
to be compensated as permitted by the court, with the carve out arising only
upon the occurrence of an event of default or a termination event. 50 Thus,
when the estate-compensated professionals are paid during the case, the
carve out will not be affected. Only upon an event of default or termination
will the professionals and committee members look to the carve out, instead
of the debtor, for satisfaction of their respective unpaid fees and expenses,
as ultimately allowed by the court. If the carve out is insufficient, the
professionals will share pro rata in the carve out to the extent that their
respective allowed fees and expenses exceed in the aggregate the carve out
amount.
3. Liens on Avoidance Actions
Some courts preclude a grant to a postpetition lender of liens on
"avoidance actions"'' belonging to the debtor's estate.' 52 The reasoning
behind this prohibition is that there is no requirement for avoidance action
recovery to be distributed to the creditors because the Bankruptcy Code
contemplates the use of avoidance action recoveries in the operation of
business to only indirectly benefit creditors.' Of course, to the extent that
the lender maintains a lien on avoidance actions, its receipt of the proceeds
from those causes of action will reduce -the indebtedness and interest
expense of the debtor to the lender. In the case of a revolving credit
facility, the receipt of proceeds will increase the borrowing availability of

I91
i U.S.C. § 1102(a)(1) (2000); Letter on First-Day Financing, supra note 80, at 5.
'If the professionals are being paid currently on a monthly basis, the carve out should
be large enough to protect the amounts "heldback" for the professionals' compensation (typically
20%) plus additional amounts not paid as a result of the debtor's inability to pay on a current basis
because of the termination of the financing as a result of an event of default.
'"The relevant avoidance actions of the estate that arise upon the filing of a petition in
bankruptcy generally are specified in Chapter 5of the Bankruptcy Code. See generally11 U.S.C.
§§ 542-545, 547-553 (2000) (including turnover ofproperty by a custodian to the estate, trustee
as lien creditor, and statutory liens).
"52See, e.g., Official Comm. of Unsecured Creditors v. Goold Elec. Corp. (In re Goold
Elec. Corp.), No. 93 C 4196, 1993 U.S. Dist. LEXlS 14,318, at *11 (N.D. Ill., Sept. 22, 1993);
In re Tek-Aids Ind., Inc., 145 B.R. 253 (Bankr. N.D. II1.1992); Mellon Bank (East), N.A. v.
Glick (In re Integrated Testing Products Corp.), 69 B.R. 901 (D.N.J. 1987).
'1311 U.S.C. §§ 502(d), 550 (2000); In re Trans World Airlines, Inc., 163 B.R. 964
(Bankr. D. Del. 1994).
5
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the debtor under that facility. Under these circumstances a lien on
avoidance actions would appear to provide a benefit to the debtor's estate.
While the Delaware Bankruptcy Court does not have an outright
prohibition against granting liens on avoidance actions,' it generally will
not grant a postpetition lender who provided prepetition secured financing
to the debtor liens on avoidance actions."' With respect to a postpetition
lender that did not have a lending relationship with the debtor prepetition,
the Delaware Bankruptcy Court has periodically allowed a lender to take
a lien in avoidance actions.'56 This restriction should not affect the ability
of the postpetition lender to obtain liens on the debtor's causes of action
other than avoidance actions.57

" 4The grant of such a lien should only be granted, however, in "exigent circumstances."
Letter on First-Day Financing, supranote 80, at 4.
An interesting scenario arises when the prepetition lender, which has a lien on
substantially all of the debtor's assets, demands adequate protection. Since the debtor has already
pledged all of its assets to the lender, absent an equity cushion in the collateral, appreciating
property or additional collateral pledged by another debtor or non-debtor, the debtor may not be
able to satisfy the requirements of Swedeland Development, which generally requires that, absent
the lender's consent, the lender receives sufficient adequate protection to "insure that the creditor
receives the value for which he bargained prebankruptcy." In re Swedeland, 16 F.3d at 564
(finding that periodic payments, additional liens or replacement liens, or appreciating property
may also add to afinding of adequate protection to the creditor). See generally supra notes 7- 41.
Absent the pledge of additional collateral, however, the prepetition lender may not be adequately
protected as a result of the bankruptcy filing depending on the condition of the assets and the
debtor. In such instances, the only additional collateral that may be pledged by a debtor are
avoidance actions since, by operation ofthe Bankruptcy Code, these causes of action do not exist
prior to the bankruptcy filing and therefore could not be part of the collateral package pledged
prepetition to the lender. Rather, this type of additional "collateral" only arises upon the filing of
relief thereunder and may be the only additional asset that adebtor could pledge to the prepetition
lender as adequate protection.
"'Letter on First-Day Financing, supra note 80, at 4 ("Absent exigent circumstances,
neither the loan documents nor the order should give the lender a lien position on avoidance
actions.").
" 6Final Order Approving Postpetition Financing pursuant to 11 U.S.C. § 364(c) and (d)
Granting Liens And Superpriority Administrative Claims and Modifying the Automatic Stay, In
re US One Communications Corp. Case No. 97-1196 (PJW) (Bankr. D. Del., Aug. 20, 1997)
($8,000,000 with Bank of America NT&SA); Final Order (1) Authorizing Incurrence of
Indebtedness with Administrative Super-Priority, Secured by First Priority Liens on and Security
Interests in Certain Assets, and (2) Granting Other Relief,In re Acme Metals Inc., Case No. 982179 (MFW) (Bankr. D. Del., Dec. 15, 1998).
'See, e.g., Stipulation Final Order Authorizing Debtor in Possession to Obtain PostPetition Financing and Granting Liens and Administrative Claims Pursuant to 11 U.S.C.
§§ 364(c), 364(d)(1) at 14, In re Yes! Entm't, Case No. 99-273 (MFW) (Bankr. D. Del., Feb. 9,
1999).
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4. Superpriority Status with Respect to Avoidance Actions
By logical extension, if a court is unwilling to grant a lender a lien
on avoidance actions, the lender may nevertheless request that the court
grant the lender superpriority administrative status with respect to the
proceeds of such causes of action as adequate protection in the case of a
prepetition lender, or as additional collateral with respect to a postpetition
lender. If the lender is the only secured party in the case, it seems there
would be little or no difference between the granting of a lien on avoidance
actions as opposed to the granting of superpriority claim status to the
debtor's repayment obligations to the lender without the granting of liens.
This is because superpriority-claim status is only granted under section
364(c)(1) of the Bankruptcy Code after a court order and is only reserved
for postpetition lenders that advance credit to a debtor postpetition. 58
Other creditors that extend credit postpetition without a court order are not
entitled to such protections absent a court order. 9 In the event of a
foreclosure, a lender with a superpriority claim in all of the debtor's assets
which have not been pledged to another creditor would be able to liquidate
its claim in the bankruptcy court to the exclusion of prepetition unsecured
creditors and postpetition administrative claim creditors.
The Delaware Bankruptcy Court has dealt with this problem by
allowing the lender to share, pari passu, with all administrative priority
creditors with respect to the proceeds of avoidance actions but precluding
60
the grant to superpriority claim status for amounts advanced postpetition.1

'The superpriority claim status granted under § 364(c)(1) is of greater priority in
payment than the general administrative priority granted to providers of goods and services to the
debtor postpetition, and the administrative priority granted to a prepetition secured creditor (which
is of a higher priority than the priorities granted under §§ 503(b) and 507(a) of the Bankruptcy
Code but lower than the priorities granted to postpetition secured creditors under § 364(c)(1)) to
protect it from the diminution in the value of its interest in the collateral during the reorganization
process. 11 U.S.C. § 507(b) (2000); see COLLIER PAMPHLET EDITION § 364, at 295 (Overview)
(Mary Davies Scott & Lawrence P. King, 2001).
.""n re Ellingsen MacLean Oil Co., 834 F.2d 599,601 (6th Cir. 1987), cert. denied,488
U.S. 817 (1988) (citing In re Monach Circuit Indus., 41 B.R. 859, 862 (Bankr. E.D. Pa. 1984)
(stating that superpriority is limited to the amount of "credit obtained or debt incurred after court
approval"); In re FCX, Inc., 54 B.R. 833, 841 (Bankr. E.D.N.C. 1985).
"rFinalOrder Authorizing Debtors to Enter Post-Petition Financing Agreement &Obtain
Post-Petition Financing, In re Breed Technologies, Inc., Case No. 99-3399 (MFW) (Bankr. D.
Del., Oct. 8, 1999).
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5. Debtor's Release of Prepetition Lender

Providing Postpetition Financing
Financing orders often provide for the debtor's release of a lender
that has agreed to provide postpetition financing to the debtor with respect
to the lender's prepetition conduct'' and with respect to the debtor's
challenge to the validity of the lender's prepetition liens and security
interests.' This release should be limited solely to the debtor and should
not preclude an action for the avoidance of the lender's prepetition liens
brought on behalf of the "estate, the committee, or a trustee."'6 3 With
respect to postpetition DIP financing, the consideration for the release is the
advancement of new money postpetition.'" With respect to the lender's
consent of the debtor's use of the lender's cash collateral, the consideration
for the release is less compelling if the prepetition lender has an adequate
equity cushion and is oversecured because the debtor can obtain authority
for the nonconsensual use of the lender's cash collateral. 6 ' If the lender is
undersecured and it consents to the use of its cash collateral by the debtor,
such releases would more likely be supported by adequate consideration.
Typically, courts will defer to the debtors business judgment in granting a
release to a prepetition lender providing DIP financing as long as there is
a legitimate business justification.'6 6 In some instances, however, these
releases may be inappropriate."' 7
6'in re Ellingsen MacLean Oil Co., 834 F.2d 599,603 (6th Cir. 1987), cert. denied, 488

U.S. 817 (1988); In re Florida West Gateway, Inc., 147 B.R. 817, 820 (Bankr. S.D. Fla. 1992).
162Ellingsen, 834 F.2d at 604; Defender Drug, 145 B.R. at 312; In re FCX, 54 B.R. at
841. Cf.Northern District of California Guidelines, supra note 72, at 1. The court will not
normally approve
[plrovisions or findings of fact that bind the estate or all parties in interest with
respect to the relative priorities of the secured party's lien and liens held by
persons who are not party to the stipulation. (This would include, for example,
an order approving a stipulation providing that the secured party's lien is a 'first
priority" lien.).
Id.
'"Letter on First Day Financing, supra note 77, at 4; see Northern District ofCalifornia
Guidelines, supra note 72, at 4-5.
'See, e.g., In re Florida West Gateway, Inc., 147 B.R. 817, 819 (Bankr. S.D. Fla. 1992)
(approving the acknowledgment by the debtor of the termination of certain prepetition financing
arrangements between the debtor and the lender finding that "[clourts frequently have authorized
the use of inducements not specified in the statute where a more traditional 364(c) arrangement
may not suffice").
"'5 I 1 U.S.C. § 363(c)(2)(B) (2000).
"In re Martin, 91 F.3d 389, 395 (3d Cir. 1996).
'67See Letter on First-Day Financing, supra note 80, at 4-5 (releases granted to the lender
as a condition to providing the financing should be "limited to the debtor," and should not be
"binding on the estate, the committee, or a trustee."). Cf Northern District of California
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6. Period for Review of Prepetition Lender's Liens

and Security Interests
A condition of lending is often the debtor's release of its claims-but
not the estate's claims-against the postpetition lender with respect to the

prepetition conduct. Generally the right to pursue the estate's claims

against the lender is granted to the statutory creditors' committee.,6 The
period of time to investigate and to commence the prosecution of the
estate's claims 169 against the postpetition lender 7 ' with respect to its
prepetition liens, mortgages and security interests is short,'"' typically sixty
to ninety days from the date set for the initial meeting of creditors. 7 2
Additionally, the Delaware Bankruptcy Court requires a postpetition
lender to finance the statutory committee's investigation of the liens and

Guidelines, supra note 72, at I("Provisions or findings of fact that bind the estate or all parties
in interest with respect to the validity, perfection or amount of the secured party's lien or debt" will
"not normally be approved.").
6
'Occasionally this right to pursue the estate's claims with respect to the prepetition
activities of the lender is granted to any party in interest with standing other than the debtor. In
such an event, the investigation period is similarly limited. See, e.g., Order Under II U.S.C.
§§ 363 (c), 364 (c), 364(d) (2000); Fed. R. Bankr. 4001(c) & 9014 for Interim Order Authorizing
Use of Cash Collateral & Providing Adequate Protection; (ii) (A) Order Authorizing Debtors to
Incur Secured, Superpriority Administrative Indebtedness, & (B) Granting Liens & Security
Interests, (C) Lifting Automatic Stay, & (D) Approving Agreements Relating to the Foregoing;
& (iii) Setting Final Hearing, In re Folger Adam Company, No. 96-142 (HSB) (Bankr. D. Del.,
Feb. 8, 1996).
169The period for the estate to commence an avoidance action against any entity with
respect to prepetition transactions is two years from the commencement of the bankruptcy
proceeding. II U.S.C. § 108(a)(2) (2000). See also Inre Coastal Plains, Inc., 179 F.3d 197,214
(5th Cir. 1999) (holding the state two year statute of limitations applies when the claim is
discovered, or could be, discovered).
" A debtor-in-possession is required to investigate all sources of income for the estate
and collect and reduce to money the property of the estate. In re Martin, 91 F.3d 389, 394 (3d
Cir. 1996). In the instance where the statutory committee of unsecured creditors is granted the
right to pursue the estate's claims against the lender, but no such committee is formed, the
language of the DIP order may be critical in determining whether the time period for commencing
an adversary proceeding against the lender dissolves, is tolled until a committee is formed (if at
all) or runs for the period specified nevertheless. 11 U.S.C. §§ 1102, 1103 (2000).
"'Since, presumably, any order approving postpetition DIP financing would grant the DIP
lender valid and duly perfected liens and security interests in postpetition collateral, such a grant
of liens and security interests pursuant to court order would necessarily eliminate any claims on
behalf of the debtor's estate seeking to avoid the granting of such liens and security interests once
the order becomes final and nonappealable.
'"Letter on First-Day Financing, supra note 80, at 5. The expiration of the period
contained in such a provision is generally measured from the.date set for the initial meeting of
unsecured creditors rather than the date that the committee is actually formed in order to avoid the
indefinite tolling of this period in the event that no committee is formed or the appointment ofthe
committee is delayed.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 27

security interests of the lender who provided prepetition secured financing
to the debtor.'
The court does not require, however, that the lender
finance the prosecution of such claims." Similarly, the debtor may not be
compelled to fund the lender's "defense75to challenges by a committee to the
lender's prepetition security position.'
Even if a financing order grants the unsecured creditors' committee
a period of time to review the prepetition lender's security interests and
liens, the committee should still obtain court approval before bringing an
action against the lender seeking to avoid such security interests and liens
if the financing order does not specifically grant the committee
authorization to bring a cause of action on behalf of the estate. 76 In
following the Second Circuit decision in STN Enterprises,the bankruptcy
court in America's Hobby Center reasoned that while a debtor-inpossession does not need such authority under sections 323,704, 1106, and
1107 of the Bankruptcy Code, the committee nevertheless needed
authorization to bring such a claim since "there is no such explicit authority
for creditors' committees to initiate adversary proceedings."' 7 7 The court
in America's Hobby Center acknowledged that there is "an implied but
qualified right for creditors' committees to bring actions on behalf of the
court if the debtor in possession
estate with the approval of the bankruptcy
'unjustifiably fail[s] to bring suit." ' 178

'"Letter on First-Day Financing, supra note 80, at 5.
'id. See also Final Order Approving Section 364 Borrowing and Granting Liens 17,
In re Reliance Acceptance Group, Inc., Case No. 98-288 (PJW) (Bankr. D. Del., Mar. 2, 1998);
Agreed Interim Order Approving DIP Facility with GDI Company, Inc. and Setting Final Hearing

10, In re Grossman's Inc., Case No. 97-695 (PJW) (Bankr. D. Del., Apr. 7, 1997).
'Letter on First-Day Financing, supra note 80, at 5.
76
Unsecured Creditors' Committee v. Noyes (In re STN Enterprises), 779 F.2d 901,904
(2d Cir. 1985)(holding that when the unsecured creditors' committee brought suit on behalf of the
estate prior to the deadline provided by the cash-collateral stipulation, while the cash-collateral

on Same

stipulation granted the committee a period to review the claims of the prepetition secured creditor,
it did not specifically authorize the committee to bring suit on behalf of the estate); In re

America's Hobby Ctr., Inc., 223 B.R. 275, 278 (Bankr. S.D.N.Y. 1998) (same).
'"America's Hobby Cir., 223 B.R. at 279 (citing STN Enters., 779 F.2d at 904).

"I~d.(citing STN Enters., 779 F.2d at 904). In determining whether the debtor
"unjustifiably fail[s] to bring suit," the courts in America's Hobby Center and STN Enterprises
applied a two-part test: (1) whether the "committee presents a colorable claim or claims for relief
that on appropriate proof would support a recovery" and (2) "whether an action asserting such
claim[s] is likely to benefit the reorganization estate." America's Hobby Ctr., 223 B.R. at 282,
284 (finding that the creditors' committee asserted certain claims that would support a recovery
and that such claims, if successful, would "redound to the benefit of the estate."); STN Enters.,
779 F.2d at 905 (citing In re Toledo Equip. Co., 35 B.R. 315, 320 (Bankr. N.D. Ohio 1983)).
Despite the debtor's waiver of its rights against the lender, the debtor objected to the unsecured
creditors' committee's pursuit of the estate's claims against the lender. The court in America's
Hobby Center found that where a debtor has waived its right in a financing order to prosecute
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7. Priority over Chapter 7 Administrative Priority Claims
Generally, administrative claims in a Chapter 7 proceeding
subsequent to a Chapter 11 proceeding are granted a priority higher than
non-superpriority administrative claims'' 9 and other priority claims 8 ° that
have accrued during the earlier Chapter 11 proceeding.l'8 Notwithstanding
the fact that section 726(b) refers to claims arising under section 503(b) as
only priority claims that are subordinated in a succeeding Chapter 7
proceeding, some cases suggest that the lender's claims may be at risk in a
subsequent Chapter 7 proceeding.'
For example, the Third Circuit Court of Appeals in In re Benjamin
Coal Co.'8 3 held that a Chapter 7 proceeding following the confirmation of
a Chapter 11 plan relegates the lender's postpetition advances, which were
not satisfied under the plan, to the level of unsecured claims in the Chapter
7 proceeding. 4 In Delaware, attorneys for the Office of the United States
Trustee often request at first-day hearings on interim financing that any
financing order entered containing a provision that the claims of the DIP
lender are greater than any claims in a succeeding Chapter 7 case be

claims against its lender, its objection to the creditors' committee's prosecution of such claims
"ought be ignored" unless the debtor can offer "cogent argument why the estate would be harmed."
America's Hobby Ctr., 223 B.IL at 283.
'79See 11 U.S.C. §§ 364(c)(1), 507(b) (2000).
Is 1 U.S.C. § 507(a) (2000).
18I
1 1 U.S.C. § 726(b) (2000) (stating that "a claim allowed under section 503(b) of this
title incurred under this chapter after such conversion has priority over a claim allowed under
section 503(b) of this title incurred under any other chapter of this title"). See also General Elec.
Credit Corp. v. Levin & Weintraub (In re Flagstaff Foodservice Corp.), 739 F.2d 73, 77 (2d Cir.
1984) (citing In re S & S Indus., Inc., 30 B.R. 395, 399 (Bankr. E.D. Mich. 1983)) (stating that
although it has been said that "professionals should not be expected to finance the administration
of liquidation or reorganization cases," 2 COLLIERON BANKRUPTCY 331.01, at 331-33 (15th ed.
1984), "it does not follow... [that] the secured creditor [with super-priority status] becomes
obligated to satisfy these obligations"); In re Summit Ventures, Inc., 135 BR. 478, 483 (Bankr.
D. Vt. 1991) ("A present need to administer a chapter 7 case is always greater than the past, and
also mooted, need of the failed chapter I.").
'See, e.g., In re Blanton Smith Corp., 81 B.R. 440, 444 (Bankr. M.D. Tenn. 1987)
(holding that confirmation of a Chapter 11 plan that granted superpriority administrative claims
was resjudicataprecluding reconsideration of such grant in a subsequent Chapter 7 case).
1-978 F.2d 823 (3d Cir. 1992).
"Id. at 827 (holding that § 1141 (d) states unambiguously that upon confirmation of the
plan the claims are discharged and transform into contractual rights, and that the § 348(d)
exception to administrative claims rolling over into a Chapter 7 proceeding only applies if the
administrative claim is still intact, which it is not when the plan is confirmed).
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8
qualified by the phrase, "to the extent permitted by applicable law."1 5

8. Vacation of Automatic Stay
While it is common for both DIP and cash-collateral orders to
include a provision authorizing the lenders to foreclose upon their collateral
upon an event of default under, termination of, or the maturity of the
financing, some courts will not permit relief from the automatic stay to
allow that foreclosure on the debtor without first requiring the lender to
seek bankruptcy court approval." 6 The Delaware Bankruptcy Court
generally permits vacation of the automatic stay without further order of the
court.I 7 Typically, these provisions state that the automatic stay is vacated
upon three to five business days' notice by the lender of an event of default
under the financing.'
Notice is generally required to be given to the
debtor, to the debtor's counsel, and to the counsel for any official
committee (or if a notice of default is declared prior to the formation of any
official committee, the U.S. Trustee's office)."8 9 This period of timeis

'See, e.g., Final Order Authorizing Debtor to Obtain Post-Petition Financing Pursuant
to Sections 364(c)(1), 364(c)(2) & 364(c)(3) of the Bankruptcy Code 3, In re Videolan Tech.,
Inc., 97-369 (PJW) (Bankr. D. Del., Apr. 27, 1998) (stating that a provision granting lender
superpriority administrative expenses status which "shall at all times, to the extent permitted by
applicable law, be senior to the rights of the Debtor or any successor trustee, examiner, or
responsible person in these or any subsequent proceedings under the Bankruptcy Code"); Final
Order Approving Section 364 Borrowing and Granting Liens 3, In re Reliance Acceptance
Group, Inc., Case No. 98-288 (PJW) (Bankr. D. Del., Mar. 2,1998) (same). See also Final Order
(A) Authorizing and Restricting Use of Cash Collateral and Grant Adequate Protection with
Respect Thereto, (B) Authorizing Debtor to Obtain Postpetition Financing (i) with Superpriority
Claim Status, and (ii) Secured by Senior Liens Pursuant to 11 U.S.C. § 364(d), and (c) for Related
Relief 15, In re AlphaStar Television Network Inc., Case No. 97-1100 (PJW) (Bankr. D. Del.,
June 18, 1997) (stating that an order was binding upon debtor's "successors and assigns including
any trustee or trustees hereafter appointed or elected under any chapter or section of the
Bankruptcy Code as a representative of the Debtor, its creditors or its estate").
'"In re Gallegos Research Group Corp., 193 B.R. 577 (Bankr. D. Colo. 1995) (automatic
termination ofautomatic stay upon a default not approved); In re Interco, Inc., No. 91-40442-172,
1991 Bankr. LEXIS 1451, at *5-*6 (Bankr. E.D. Mo., Oct. 11, 1991); In re Tenney Village Co.,
104 B.R. 562 (Bankr. D.N.H. 1989); cf Ames, 115 B.R. at 40 (automatic termination of
automatic stay upon a default without notice or a hearing is disfavored).
" he Delaware Bankruptcy Court prohibits the automatic termination of the automatic
stay without a period for the debtor to cure the default or to seek reimposition of the automatic
stay. See Letter on First-Day Financing, supra note 80, at 6.
' tCf Crown Life Ins. Co. v. Springpark Assoc. (In re Springpark Assocs.), 623 F.2d
1377, 1379 (9th Cir.), cert. denied, 449 U.S. 956 (1980); In re Western Pac. Airlines, Inc., 223
B.R. 567, 571 (Bankr. D. Colo. 1997) (five business days notice); In re Lafayette Dial, Inc., 92
B.R. 798, 799-800 (Bankr. N.D. Ind. 1988); FCX,54 B.R. at 843 (ten days notice, which was
based on the loan agreement).
'"Letter on First-Day Financing, supra note 80, at 8.
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designed to permit the debtor or the committee a chance to cure the default
or to obtain an injunction from the court "reimposing" the automatic stay. 90
9. Reimposition of Automatic Stay
Regardless of whether the DIP lender is also the prepetition lender,
DIP orders often vacate the automatic stay upon the declaration of an event
of default and after the expiration of a short period of time,' which allows
the debtor, the creditors' committee or another party in interest to obtain
relief from the court "reimposing" the automatic stay. While such
provisions are common in financing orders approved by the Delaware

9Certain case law outside to the DIP financing context might suggest that the
reimposition of the automatic stay may not be sufficient to preclude a secured lender, particularly
a new postpetition lender, from foreclosing upon a terminating event. Namely, the automatic stay
provisions of § 362(a) merely preclude acts with respect to prepetition obligations of the debtor
absent prior court authorization, and the court, in approving financing orders, has preauthorized
the DIP lender's foreclosure efforts upon an terminating event. 11 U.S.C. § 362(a) (2000).
"[Diebtors in possession, may be sued, without leave of the court appointing them, with respect
to any of their acts or transactions ... ." 28 U.S.C. § 959 (2000); see also In re FCX, 54 B.R. at
843 (stating that an automatic lifting of an automatic stay is possible where the loan agreement
provided a ten day notice of termination, however, within the ten days "the debtor, the Bank, or
a party in interest could, presumably, on 'notice and hearing' ask the court... to extend... 'for
cause"'); see infra note 191 but see infra note 195 and accompanying text. If the automatic stay
did not apply in the first place, nothing would preclude a DIP lender from foreclosing upon its lien
instantly upon a terminating event rather than waiting for the expiration of the applicable notice
period prior to foreclosing. There are cases to the contrary, however. Accordingly, it would
appear that the DIP lenders generally recognize the risks of foreclosing without prior court
authorization and prefer the protections of previously-authorized procedures.
'9 As a practical matter, it is important for the debtor to not agree to waive its rights under
a financing order, upon an event of default, pursuant to § 105(a) ofthe Bankruptcy Code. If such
a right is waived, the court may be without authority to reimpose the automatic stay and preclude
foreclosure by the lender if the court has previously authorized relief from the automatic stay upon
an event ofdefault. Indeed, some cases suggest that even without the waiver of the section 105(a)
rights of the debtor that the court is powerless to reimpose the automatic stay if it has previously
been vacated pursuant to court order. Feld v. Zale Corp., 62 F.3d 746, 760 n.42 (5th Cir. 1995)
(stating that section 105(a) does not grant the Bankruptcy Court "a roving commission to do
equity" in a manner inconsistent with the Bankruptcy Code, its prior orders or due process)
(quoting United States v. Sutton, 786 F.2d 1305, 1308 (5th Cir. 1986)); Chiasson v. J. Louis
Matheme & Assocs. (In re Oxford Mgmt., Inc.), 4 F.3d 1329, 1334 (5th Cir. 1993) (stating
section 105 orders must be issued in a manner consistent with the Bankruptcy Code); In re Plaza
de Diego Shopping Center, Inc., 911 F.2d 820, 830-31 (1 st Cir. 1990) (stating that the bankruptcy
court's equitable jurisdiction must not be employed in ways inconsistent with the "commands of
the Bankruptcy Code"); In re Wildman, 793 F.2d 157, 159-60 (7th Cir. 1986). Similarly, it has
been suggested that section 105 does not confer authority upon the Bankruptcy Court to override
explicit mandates of other section ofthe Bankruptcy Code or other state and federal law. Norwest
Bank Worthington v. Ahlers, 485 U.S. 197, 206 (1988) ("whatever equitable powers remain in
the bankruptcy courts must and can only be exercised within the confines of the Bankruptcy
Code."); In re Oxford Mgmt, Inc., 4 F.3d at 1334; Forlini,200 B.R. at 12.
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Bankruptcy Court, they have been struck down in other cases.'9 2
In order to properly reimpose the automatic stay, the party requesting

a stay of the lender's foreclosure must first file a verified complaint and
establish that "immediate and irreparable injury, loss, or damage will result
to the applicant before the adverse party or that party's attorney can be
heard in opposition." 9 3 Further, if the party is not the trustee, it may be
required to post security "for the payment of such costs and damages as
may be incurred or suffered
by any party who is found to been wrongfully
94
enjoined or restrained.'
10. Consultants to the Lender
Frequently, DIP financing permits the lender to retain consultants
to assist the lender in monitoring the debtor's operations. Often the DIP
financing requires the debtor to reimburse the lender for fees and expenses
of consultants retained by the lender and counsel to the lender.'95 A lender
may not, however, operate the debtor's business."' Indeed, a DIP lender
must be careful not to control or operate the debtor's operations prior to an
event of default97to avoid attempts by other creditors to subordinate the
lender's claims. 1

92

See, e.g., Tenney Village, 104 B.R. 562.

191FED. R.Civ. P. 65(b); FED. R. BANKR. P. 7001(7), 7065. A temporary restraining order

and preliminary injunction are governed by Bankruptcy Rule 7065 which incorporates Federal
Rule of Civil Procedure 65. FED. R. BANKR. P. 7065. The purpose of the preliminary injunction
is to preserve the relative position of the parties until their trial on the merits can be held.
University of Texas v. Camenisch, 451 U.S. 390, 395 (1981).
94
1 FED. IL Civ. P. 65(c).
'The fees and expenses of such professionals, however, must be "reasonable." Letter
on First-Day Financing, supranote 80, at 5; 11 U.S.C. § 503(b)(4) (2000).
196Defender Drug, 145 B.R. at 317; Tenney Village, 104 B.R. at 568.
197See, e.g., J. Baxter Schilling, Trustee-in-Bankruptcy for VideoLan Technologies, Inc.
v. Ibis Systems Corp., AP No. 98-3236 (Bankr. W.D. Ky. Oct. 22, 1998) (upholding a complaint
seeking equitable subordination of postpetition lender's secured claims on the basis that the lender
operated the debtor's business for the lender's own benefit) (order dated May 6, 1999 granting
relief requested in complaint). See alsoIn re Process-Manz Press, Inc., 236 F. Supp. 333,348-49
(N.D. I1. 1964) (subordinating a claim of a secured party who received fraudulent transfer and
operated debtor's business at foreclosure); State Nat'I Bank of El Paso v. Farah Mfg. Co., 678
S.W.2d 661 (Tex. Ct. App. 1984) (declining to hold liable in tort to the debtor a secured creditor
exercising control over debtor's operations); Bergquist v. First Nat'l Bank of St. Paul (In re Am.
Lumber Co.), 7 B.R. 519 (Bankr. D. Minn. 1979), affd, 5 B.R. 470 (D. Minn. 1980)
(subordinating a claim of a secured party who received a preference and operated debtor's
business at foreclosure).
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11. Events of Default
As with all extensions of credit, DIP lenders typically reserve the

right to terminate financing to the debtor upon the occurrence of an event
of default. The Delaware Bankruptcy Court, however, has placed many
limits on what events may constitute an event of default under DIP
financing. Some of the more objectionable provisions under DIP
agreements, with respect to events of default, include: (1) a complaint
seeking to avoid liens; 98 (2) an appointment of a trustee or an examiner
with authority to operate debtor's business; 99 (3) an entry of an order
confirming a Chapter 11 plan without paying the DIP in full;2 e (4) an entry

'"See Letter on First-Day Financing, supranote 80, at 6. But see Final Order Approving
Section 364 Borrowing and Granting Liens 32, In re Reliance Acceptance Group, Inc., Case No.
98-288 (PJW) (Bankr. D. Del., Mar. 2, 1998) (stating upon commencement of an action by a party
other than the debtors challenging the validity of lenders' liens and security interests, the lenders
may, upon five days' notice, cease financing the debtors). Cf. Tenney Village, 104 B.R. at 568
(denying financing that provided for certain events of default, including "any creditor or other
party in interest taking any action against the Bank").
'"See,e.g., Agreed Final Order Approving DIP Facility with GDI Company, Inc. and Use
of Cash Collateral 10(e), In re Grossman's Inc., Case No. 97-695 (PJW) (Bankr. D. Del.,
Apr. 30, 1997). See also Secured Revolving Credit Agreement dated as of Feb. 27,1998 among
VideoLan Technologies, Inc., as Borrower, and Ibis Systems Corporation, as Lender 8.1 (e), In
re Videolan Technologies, Inc., 98-369 (PJW) (Bankr. D. Del.). Cf Final Order Approving
Section 364 Borrowing and Granting Liens 29(d), In re Reliance Acceptance Group, Inc., Case
No. 98-288 (PJW) (Bankr. D. Del., Mar. 2, 1998) (granting a provision where the DIP lender has
the discretion to extend credit to a Chapter I1 trustee or examiner (other than an examiner sought
by the DIP lender)). But see Northern District of California Guidelines, supra note 72, at 8
("Automatic relief from the automatic stay upon... appointment of a trustee.. . will not normally
be approved"). But see Ames, 115 B.R. at 38 (stating the court's practice is "not to approve
financing arrangements with clauses triggering default on the appointment of a trustee examiner
under § 1104").
2
"See Transcript, In re Videolan Technologies, Inc., 98-369 (PJW) (Bankr. D. Del.,
Feb. 27, 1998). See also Final Order Authorizing Debtors to Obtain Secured Post-Petition
Financing Pursuant to Sections 364(c)(1) and 364(d)(1) of the Bankruptcy Code and Bankruptcy
Rule 4001 and Authorizing the Use of Cash Collateral Pursuant to Section 363(c)(1) of the
Bankruptcy Code, In re Ernst Home Center, Inc. & EDC, Inc., Case No. 96-1088 (PJW) (Bankr.
D. Del., July 30, 1996) (deleting provision providing that "no order dismissing or converting these
cases under section 1112 of the Bankruptcy Code shall be entered unless, prior to the entry
thereof, all obligations owing to the DIP Lender arising under the Loan Agreement shall have been
paid in full"). But see Final Order Pursuant to Sections 364(c)(1), 364(c)(2), 364(c)(3) and
364(d) of the Bankruptcy Code and Rule 4001 of the Federal Rules of Bankruptcy Procedure
Authorizing the Debtors to Obtain Postpetition Financing, Granting Senior Liens and Priority
Administrative Expense Status, Modifying the Automatic Stay, and Authorizing the Debtors to
Enter into Agreements with Madeline, LLC 27, In re Discovery Zone, Inc., Case No. 96-411,
at 17 (HSB) (Bankr. D. Del., May 20, 1996).
[N]o order [ ] dismissing the chapter II case of any of the Debtors under
sections 305 or 1112 of the Bankruptcy Code or otherwise shall be entered
unless prior to the entry thereof the Obligations owing to the Lender under the
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of an order granting relief from an automatic stay with respect to property
of the debtor secured by a lien or security interest;2"' and (5) a motion to
reject a significant executory contract. Debtors, including dot-com debtors,
need to pay attention to the event of default provisions to insure that the
DIP financing remains intact.
F. Notice and Procedure
1. Generally
Bankruptcy Rule 4001(c) permits a court to approve a debtor's
request for financing during the 15-day period following the filing of a
motion requesting authorization to obtain postpetition financing, "only to
the extent necessary to avoid immediate and irreparable harm to the estate
pending a final hearing."20 2 After the 15-day period has expired, the request
for financing is not limited to those amounts necessary to prevent
destruction of the debtor's business.2 3 Rather, a debtor is entitled to
borrow those amounts it believes prudent in the operation of its business.2 4
The approval of debtor-in-possession financing (DIP financing) or the use
of cash collateral is sought by filing a motion.0 With respect to
postpetition financing or use of cash collateral, notice must be given to
"any committee" or, in the event that there is no committee, to the debtor's
twenty largest creditors, and "such other entities as the court may direct."20 6
Notice must also be provided to the Office of the United States Trustee.20 7
A financing order that is entered without sufficient notice may be
vacated on that basis alone. 0 8 Many courts, including the Delaware

Loan Documents shall have been paid in full in cash, and all outstanding Letters
of Credit shall have been terminated or cash collateralized in accordance with
the provisions of the Loan Documents, and the Lenders obligation to make loans
or to cause the issuance of Letters of Credit has been terminated ....
2
"Ames, 115 B.R. at 40-41. But see Tenney Village, 104 B.R. at 568 (denying financing
that provided for certain events of default including "a third party obtaining relief from the
automatic stay without the Bank's consent").
202
FED. R. BANKR. P. 4001(c)(2).
2
.This period may not be shortened by the court. Id.at 9006(c)(2).
2
Ames, 115 B.R. at 36.
2
.FED. R. BANKR. P. 9014.
2
061d. at 4001(b)(1), 4001(c)(1).
07
" 1d.

20

at 9034(0.

See, e.g., Owens-Coming Fiberglass Corp. v. Center Wholesale, Inc. (In re Center
Wholesale, Inc.), 759 F.2d 1440, 1448-51 (9th Cir. 1985) (vacating the bankruptcy court's
§ 363(c) cash collateral order as void under the Due Process Clause ofthe U.S. Constitution where
the affected creditor received one business day's notice of hearing and notice "provided
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Bankruptcy Court, permit the entry of financing orders on an interim basis
on short notice.20 9
2. First-Day Hearing
Along with a petition for relief, a debtor will often file with the
bankruptcy court certain "first-day" pleadings and an affidavit in support
ofthe relief requested in such pleadings. The first-day affidavit is designed
to inform the court and the various parties in interest about the company's
operations and to support the initial relief requested in the first-day
pleadings.
One of the most important aspects of this first-day affidavit is the
discussion of the proposed financing. Provided the first-day affidavit
contains "specific and complete" information with respect to the findings
required under sections 364(c) (the debtor's efforts to "shop" the proposed
financing to other lenders)2"' and 364(e) (the arm's-length nature of
negotiations between the debtor and the lender and the good faith of the
lender) and Bankruptcy Rule 4001 (c)(2) (the "immediate and irreparable
harm to the estate" if the financing is not approved on an interim basis).2 '
The Delaware Bankruptcy Court generally does not take testimony
with respect to first-day matters, relying instead upon the first-day affidavit,

insufficient information to permit [the creditor] adequately to prepare and present its objections");
In re Craven, 70 B.R 295, 297 (Bankr. W.D. Mo. 1987); In re Monach Circuit Indus., Inc., 41
B.R. 859, 861-62 (Bankr. E.D. Pa. 1984); In re Garland Corp., 6 B.R. 456, 458 n.2 (Bankr. Ist
Cir. 1980) (stating that although exigent circumstances may provide for exparte relief to borrow
funds, however, relief will not be granted when there was not any reasonable efforts to notify the
twenty largest unsecured creditors).
2
°See, e.g., 11 U.S.C. § 363(c)(3) (2000) (stating that a preliminary hearing on
nonconsensual use of cash collateral "shall be scheduled in accordance with the needs of the
debtor... [and] [tlhe court shall act promptly on any request for [such] authorization"); In re
Florida W. Gateway, Inc., 147 B.R. 817, 818 (Bankr. S.D. Fla. 1992) (interim financing order
entered on day of filing petition); Defender Drug, 126 B.R. 76 (Bankr. D. Ariz. 1991) (one-day
notice of interim financing hearing sufficient). Indeed, an interim financing order may be entered
ex parte under certain circumstances. See, e.g., FCX, 54 B.R. at 836-38; In re General Oil
Distrib., Inc., 20 B.R. 873 (Bankr. E.D.N.Y. 1982);In re Sullivan Ford Sales, 2 B.R. 350, 354-57
(Bankr. D. Me. 1980).
210
FED. K. BANKR. P. 4001 advisory committee's note.
The motion to obtain credit shall include the amount and type of the credit to be
extended, the name and address of the lender, the terms of the agreement, the
need to obtain the credit, and the efforts made to obtain credit from other
sources. If the motion is to obtain credit pursuant to § 364(c) or (d), the motion
shall describe the collateral, if any, and the protection for any existing interest
in the collateral which may be affected by the proposed agreement.
2
Letter on First-Day Financing, supra note 80, at 8.
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proffers of the affiant by counsel, and representations of counsel. 212 Except
for the most ordinary of financing orders and documents, the court and the
staff attorneys for the Office of the United States Trustee carefully
scrutinize the terms of the proposed financing, particularly at the interim
hearing.
G. PostpetitionDIPFinancingProvided
by PrepetitionSecured Lender
The debtor's prepetition secured lender is the most likely to lend to
the debtor postpetition. This is particularly true when all of the debtor's
prepetition assets are encumbered by the prepetition lender's liens and
security interests. In these situations, many times the only alternative
financing other than from the prepetition lender is financing that "takes out"
the prepetition lender in full immediately upon filing, thereby increasing
the postpetition indebtedness to the new lender, or priming financing. Dotcom companies have found that rollover financing is available because the
secured creditor often wants to guarantee an orderly sale of assets and does
not want to lose substantial value as a result of closing down the dot-com's
website"'
1. "Cross-Collateralization"
When the prepetition lender and postpetition lender are the same, the
lender often requests that the DIP financing provide for "crosscollateralization" of the lender's indebtedness." 4 In such cases, to secure
the prepetition and postpetition indebtedness, the lender is granted liens and
security interests in either the debtor's prepetition or postpetition assets, i.e.,
..n re Crouse Group, Inc., 71 B.R. 544, 550-51 (Bankr. E.D. Pa. 1987) (proposed
financing denied based upon debtors' failure to establish that they had been unable to obtain credit
under section 364(a) and section 364(b)).
213
McCance, supra note 96, at E6. PNC, the DIP lender, was also one of
Homebytes.com's (the debtor) largest creditors; see also Garcia, supranote 93.
214
Cross-collateralization has been defined by the Second Circuit as follows:
[Iln return for making new loans to a debtor in possession under Chapter XI, a
financing institution obtains a security interest on all assets of the debtor, both
those existing at the date of the order and those created in the course of the
Chapter XI proceeding, not only for the new loans, the propriety ofwhich is not
contested, but [also] for existing indebtedness to it.
Otte v. Manufacturers Hanover Commercial Corp, (In re Texlon Corp.), 596 F.2d 1092,1094 (2d
Cir. 1979). See also Northern District of California Guidelines, supra note 72, at 1 ("Crosscollateralization clauses [are] clauses that secure prepetition debt by postpetition assets in which
the secured party would not otherwise have a security interest by virtue ofits prepetition security
agreement.").
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a "priming" loan.
While there is a split of authority as to whether crosscollateralization is permissible,2" 5 the majority of cases suggest that it is
permissible under certain circumstances.216 For example, where a lender
is fully secured on its prepetition claims, cross-collateralization would be
appropriate since there is no risk, as suggested by some cases, 17 of the
lender enhancing its prepetition position to the detriment of the debtor's
other prepetition secured (and perhaps undersecured) creditors and
unsecured creditors.218 Moreover, section 507(b) of the Bankruptcy Code
automatically grants a prepetition secured creditor administrative priority
219
status that is superior to all unsecured, postpetition administrative claims,
if adequate protection later proves to be inadequate. Accordingly, even if
' 2Compare Ellingsen, 834 F.2d at 602 (cross-collateralization permissible); Burchinal
v. Central Washington Bank (In re Adams Apple, Inc.), 829 F.2d 1484, 1490 (9th Cir. 1987)
(cross-collateralization permissible upon careful review); In re Texlon Corp., 596 F.2d 1092,
1097-98 (2d Cir. 1979) (court did not allow cross-collateralization in this case, but it may be
permissible in some instances); Ames, 115 B.R. at 39-40 (same); In re Beker Indus. Corp., 58
B.R.725, 742-43 (Bankr. S.D.N.Y. 1986) (cross-collateralization is permitted so long as proper
notice of a hearing is given and there is no injury or objection to such financing by unsecured
creditors); In re Borne Chem. Co., 9 B.R. 263 (Bankr. D.N.J. 1981) (cross-collateralization is
permissible where prepetition loan is fully secured); with In re Cannonsburg Envtl. Assocs., 72
F.3d 1260, 1266 (6th Cir. 1996) (citing Saybrook without determining the validity of crosscollateralization); Shapiro v. SaybrookMfg. Co., (In re Saybrook Mfg. Co.), 963 F.2d 1490 (1 th
Cir. 1992) (cross-collateralization is per se impermissible); Defender Drug, 145 B.R. at 317
(cross-collateralizing an undersecured loan violates "the fundamental priority scheme of the
Code").
216But see Northern District of California Guidelines, supra note 72, at I ("Crosscollateralization clauses" will "not normally be approved.").
217
See, e.g., TransAmerica Commercial Fin. Corp. v. City Bank, N.A. (In re Sun Runner
Marine, Inc.), 945 F.2d 1089, 1094 (9th Cir. 1991) (cross-collateralization, while permissible, is
only to be used with unsecured debt in extreme cases). Other cases have suggested that §§ 364(c)
and 364(d) of the Bankruptcy Code only applies to future credit and does not authorize the
granting of new liens postpetition to secure prepetition debt. See In re Monach Circuit Indus.,
41 B.R. at 862 (holding that "the terms of § 364(c) appear to limit the extent of a priority or lien
to the amount of the credit obtained or debt incurred after Court approval"); see also Tenney
Village, 104 B.R. at 570.
2t8
See, e.g., In re Sun Runner Marine, Inc., 945 F.2d 1089 (9th Cir. 1991); In re Florida
West Gateway, Inc., 147 B.R. 817 (Bankr. S.D. Fla. 1992). See also In re Roblin, 52 B.R. 241,
244 (Bankr. W.D.N.Y. 1985) (adopting Vanguardtest); In re Vanguard Diversified, Inc., 31 B.R.
364,366 (Bankr. E.D.N.Y. 1983) (requiring that a four-part test be satisfied by a debtor for crosscollateralization to be approved: (1) that the debtor's operations would fail without such
financing; (2) that the debtor is unable to obtain financing that does not provide for crosscollateralization; (3) that the lender would not accept financing without cross-collateralization;
and (4) that the proposed financing is in the best interests of creditors); In re Antico Mfg. Co., 31
B.R. 103, 105 (Bankr. E.D.N.Y. 1983) (adopting Vanguard test).
21911 U.S.C. § 507(b) (2000). The priority granted to a secured creditor under § 507(b)
of the Bankruptcy Code, however, is subordinate to the priority granted to a DIP lender under
§ 364(c)(1) of the Bankruptcy Code. 11 U.S.C. § 364(c)(1) (2000).
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a postpetition lender were not granted postpetition liens securing the
debtor's prepetition obligations, the lender's prepetition claims would be
satisfied out of any remaining assets of the estate. This would occur before
the payment of any administrative claims, other than any superpriority
administrative claims granted to a DIP lender, as well as any lesser priority
claims such as prepetition unsecured claims.
2. Rollover of Prepetition Facilities into Postpetition Facilities
Prepetition secured lender's commonly "take out" their prepetition
position with a postpetition loan. This method of financing is often
referred to as "rollover" or "rollup" financing. The approval of this type of
financing results in the repayment of the debtor's prepetition indebtedness
thereby converting the lender's prepetition obligations into postpetition
obligations. These obligations are entitled to superpriority administrative
claim status and are secured by first liens on the debtor's postpetition
collateral pledged to the lender (which generally is substantially all of the
debtor's assets) to the extent that the lender advances new money
postpetition 2 0° This type of financing has been approved because of the
difficulties of segregating and applying the proceeds of the lender's
prepetition collateral.2 2 Thus, as prepetition assets (often accounts
receivable) are collected postpetition, these amounts are applied against the
prepetition indebtedness while simultaneously increasing the borrowing
availability under the postpetition facility.22 2 This conversion ofprepetition
22

'The protections afforded to a postpetition secured lender pursuant to § 364, including
the grant of first priority liens and superpriority administrative expense status, are only effective
to the extent that the lender advances new money postpetition, whether in the form of cash
advances or in the form of "recycled" proceeds from the lender's prepetition collateral that is
received postpetition by the debtor and which the lender authorizes the debtor to use. See, e.g.,
In re Swedeland, 16 F.3d at 561 ("Yet we see no reason why section 364(e) should be understood
to protect a lender with respect to money it has not disbursed.").
2
'See, e.g., FCX, 54 B.R. at 840.
22
' Generally, property acquired postpetition is not subject to a prepetition security
interest, 11 U.S.C. § 552(a) (2000), unless such property is "proceeds, product, offspring, or
profits" ofthe prepetition property covered by the prepetition security agreement. Id. § 552(b)(1).
While the term "proceeds" is not defined in the Bankruptcy Code, it is intended to include any
property into which property subject to the prepetition security interest is converted. S. REP. No.
95-989 (1978); H.R. REP. No. 95-595, at 376-77 (1977). Thus, a prepetition lender with a
prepetition security interest in accounts receivable ofthe debtor would also have a security interest
in receivables generated postpetition to the extent that such receivables were produced from
"proceeds" of the prepetition receivables. The court may, however, nullify a secured creditor's
postpetition security interest that is predicated upon property covered by a prepetition security
agreement "based on the equities of the case." 11 U.S.C. § 552(b)(1) (2000). See also In re J.
Catton Farms, Inc., 779 F.2d 1242, 1246 (7th Cir. 1985) (a secured creditor's postpetition security
interest in postpetition proceeds may be avoided where the debtor used other assets to increase the
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debt into a postpetition senior claim is permissible only to the extent that
the lender was fully secured by valid and unavoidable liens on prepetition
collateral having a value equal to or exceeding the amount of the lender's
prepetition claim.223 Of course, to the extent that the lender's prepetition
collateral or liens fail, the lender would not, be entitled to its prepetition
secured claims being paid down by the estate's assets.
IV. CONCLUSION

Chapter 11 of the Bankruptcy Code creates some unique issues for
the dot-corn debtor in connection with postpetition financing. Cash
collateral is very important to the dot-corn debtor, in part because the
debtor will not be able to find a lender who is willing to fund the Chapter
11, particularly a prepetition lender who has already had enough and wants
the "bleeding" to stop. Many dot-corn debtors, however, may have
unencumbered cash available to fund a liquidation plan under Chapter 11,
because the lenders will either have been equity investors or creditors who
did not secure their assets. On the other hand, if the dot-corn company's
cash is encumbered (cash collateral), then the dot-corn will need the
consent of the secured lender or authorization from the bankruptcy court to
use the cash collateral. The lender, nevertheless, should still be advised to
allow the use of cash collateral to maintain the value of the intangible
assets to maximize returns on their loans.
DIP financing could be exceptionally difficult to obtain for a dotcom debtor because lenders, including the prepetition lender, will not see
value in the intangible assets of a dot-corn and do not see any potential for
a successful reorganization. Interim DIP financing may be available if the
dot-corn is out of cash because selling the intangible assets as a going
concern may be the only avenue a prepetition lender has for maintaining the
dot-con debtor's assets and maximizing the value of the lender's lien.
Lastly, dot-coms with significant tangible assets will be able to utilize
Chapter 11 like traditional debtors. Dot-coms with primarily intangible
assets, however, will have to take their chances in Chapter 11 until the case
law develops further.

value of the creditor's collateral). Accordingly, if the debtor uses a creditor's cash collateral to
purchase goods for resale, the goods produced (and the proceeds thereof) are subject to the
creditor's prepetition security interest, unless the court orders otherwise. 11 U.S.C. § 552(b)(1)
(2000). If the debtor, on the other hand, uses cash that is not cash collateral to purchase the same
goods, the creditor's prepetition security interests do not attach to the goods or the proceeds
thereof.
'See, e.g., In re Willingham Invs., Inc., 203 B.R. 75 (Bankr. M.D. Tenn. 1996) (denying
administrative priority claim status to undersecured, prepetition lender).

