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Out-of-court Workouts 

Defined: a negotiated modification of debt 
terms or “a private, negotiated adjustment 
of creditor-debtor relations.” In re Pengo 
Industries, 962 F.2d 543, 549 (5th Cir. 
1992). 



Conditions favoring private workouts

Small number of creditors holding the majority of debt

Adequate financial records have been kept by debtor and 
the debtor is forthcoming with information.

Negotiations begin soon after financial difficulty, default 
threat and/or default takes place and there is a reasonable 
basis for the belief that the particular business relationship 
can be maintained

Debtor can anticipate acceptance by large percentage of 
creditors affected



“Pay me later” workout arrangements

 Forbearance agreements: refraining from enforcing a 

right, obligation, or debt. 

 Moratorium-styled extensions: an authorized post-

ponement in the deadline for paying a debt or performing 

an obligation.

 Standstill agreements: Any agreement to refrain from 

taking further action for a fixed time or until the occurrence 

of an event.



The Moratorium-Styled Extension

 Extensions pending the resolution of the debtor’s 
difficulties

 Seeks eventual full payment of debts, often the result
of major restructuring of debtor’s finances

 Common examples: refinancing, liquidation of valuable
property, infusion of investment capital

 May involve temporary concessions on term of debt,
interest rate, or financial covenants



Forbearance

 “Standstill agreement”

 Obliges creditor to refrain from enforcement of the 
obligations created by an instrument

 Agreements concern existing or anticipated defaults

 Term of “standstill” varies by agreement, may be for a 
specific time period, until the occurrence of an event, 
based on a series of milestones.



When does forbearance benefit the creditor?

Assets securing indebtedness illiquid (enforcement 
via liquidation would yield loss)

Loan documentation or collateral coverage problems 
exist; agreement can correct these

“merger” threatens to prevent amendment or 
restructure of debt  (underlying note obligation 
merges into the judgment and judgment, rather 
than the instrument, becomes proof of obligation

Extra fee income possible for lender



Pitfalls of forbearance

Lender needs borrower to reverse negative trends in 
order for ongoing relationship to work

Creditor may be an agent for lending participants 
with agendas different than creditor’s

Collateral position may deteriorate during standstill

Other creditors may force issue



Approaching the forbearance negotiation

Clarity regarding negotiation letters – they are not 
agreements to forbear

Imposition of good faith requirements on 
negotiations if jurisdiction does not express these 
under contract law

“good faith” fee paid in advance of actual agreement 
(generally .25 to 2 percent)



Essentials of the forbearance agreement

Identification of all obligors (primary and secondary)

Identification of all documents (loan instruments and security 

agreements)

Description and location of collateral

Litigation description, including a recital of judgments in existence

Description of defaults

Itemization of the amount of debt, including fees and professional fees

Waiver of defenses; release: creditor obtains clean slate for 

agreement not to pursue/enforce rights

Clear articulation of events of default

Legally enforceable contract. Detriment to the creditor, such as 

forbearance to file a collection action, is adequate consideration. In re 

Choate, 184 B.R. 270, 273 (Bankr. N.D.Tex. 1995).



“Pay me less or pay me differently” 
workout arrangements (indebtedness 

adjustment)

Composition 

Combination

Assignment for benefit of creditors



Compositions

 Pro rata cash settlement

 Contract to accept less than full payment (% of total 

indebtedness)

 Among debtor and two or more creditors and 

among the involved creditors themselves

 Creditor agrees to accept immediate payment of 

amount less than what is due

 Composition acts as a novation

 Payment extinguishes preexisting debt and can be 

viewed as accord and satisfaction

 Failure to make payment pursuant to compromise 
breathes life into the preexisting (full) debt



Assignment for the benefit of creditors

 Assignment of debtor’s non-exempt property to a 
fiduciary for liquidation and distribution

 May invoke “Troubled Debt Restructuring” 
accounting caveats (see later discussion)

 Has become nearly extinct under Bankruptcy Code



Combinations

 Most common type of private workout

 Blends features from other types 

 Often includes a pro rata cash payment and a 

promise to make further installation payments 

on the remainder of the non-canceled debt

 In theory, same principles should guide non-

performance (re-invigoration of the full, pre-

existing debt)



Debtor’s Advantages in Workouts

Avoidance of bankruptcy’s commercial stigma

Discharge can be broader than statutory bankruptcy 
discharge

Does not affect debtor’s right to file a future bankruptcy

Creditors cannot cram down offensive concessions in 
voluntary agreements

Saves money on administrative costs

Preserves privacy of finances in non-public entities

Potentially preserves commercial relationships with 
creditors



Debtor disadvantages to workouts

A few holdout creditors can effectively kill the workout

Creditors who do not agree are free to pursue collection

No automatic stay

No preference or fraudulent conveyance recovery (this
can cut either way)

No ability to reject disadvantageous contracts and leases

Unlike bankruptcy, courts cannot force creditors to take
action consistent with release of obligations (lien
cancellation, etc.)

Potential tax liabilities for forgiven indebtedness



Positives of workouts from the
creditor’s perspective

Debtor seeking to avoid filing may be willing to make 
concessions he wouldn’t in bankruptcy

Can time payments to perfect against bankruptcy 
preference period

May be able to improve position in a subsequent 
bankruptcy if workout fails

Potentially preserves commercial relationship with debtor

Workout payments can begin much sooner than in 
bankruptcy.

Avoids administrative and professional costs of 
Bankruptcy filing



Some creditor considerations
before attempting workout

Information deficit: difficulty of obtaining reliable current financial 

information from debtor

Debtor’s negative cash flow often renders workout untenable

Most Favored Nation problem

Debtor may be waiting for time to run and more grass to grow over 

fraudulent conveyances or preferences

Debtor cannot contractually give up right to file, so creditor remains 

exposed to threat of bankruptcy

Payments received in workout may be recoverable in subsequent 

bankruptcy as preferences or fraudulent conveyances



Recent developments in workout practice

Effective June 15, 2011, Financial Accounting Standards Board 
provides clarification on certain “troubled debt restructuring” 
for the purposes of determining whether gains have been 
realized.

FASB No. 2011-02 examines the calculation of gains in a 
variety of workout situations – where a creditor, because of 
legal/economic reasons, grants a concession to the debtor 
that it would not otherwise consider.

http://www.fasb.org/cs/BlobServer?blobcol=urldata&blobtab
le=MungoBlobs&blobkey=id&blobwhere=1175822278141&bl
obheader=application%2Fpdf

http://www.fasb.org/cs/BlobServer?blobcol=urldata&blobtable=MungoBlobs&blobkey=id&blobwhere=1175822278141&blobheader=application/pdf
http://www.fasb.org/cs/BlobServer?blobcol=urldata&blobtable=MungoBlobs&blobkey=id&blobwhere=1175822278141&blobheader=application/pdf
http://www.fasb.org/cs/BlobServer?blobcol=urldata&blobtable=MungoBlobs&blobkey=id&blobwhere=1175822278141&blobheader=application/pdf
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The End of 
the Case

The Petition 
Date

The Chapter 11 Lifecycle

The Beginning 
of the Case

Confirmation of 
Reorganization 

Plan

The Middle of 
the Case



The Usual Chapter 11 Process

• The Petition Date

• Stabilize operations

• Sell unprofitable / non-core business 
assets

• Negotiate Plan with main secured and 
unsecured creditors



The Usual Chapter 11 Process

• File Disclosure Statement and Plan of 
Reorganization

• Disclosure Statement approval

• Voting on Plan by creditors

• Confirmation of Plan by court



The Usual Chapter 11 Timeline

• Initially, Debtor has sole right to propose the 
Plan

• This “exclusivity period” initially lasts 4 months 
from Petition Date

• Court can extend, but not more than 18 months 
from Petition Date

• Once Plan approved, company is “out of 
bankruptcy”



The Disclosure Statement

• Must contain “adequate information” to allow creditors 
to vote on Plan

• Includes estimated recoveries for creditors

• Usually must be filed at least 28 days before court 
hearing to approve Disclosure Statement

• Once approved, disclosure statement and plan sent to 
creditors for voting – another 28 day process





The Plan of Reorganization

• Confirmation Requirements:

• Impaired claims must recover at least what they 
would in Chapter 7

• One impaired class must accept plan
• 2/3 in dollar amount of claims
• 1/2 in number of claims

• All impaired classes must accept OR plan must be 
fair and equitable to rejecting classes





Consequences for Long Chapter 11

• Post-petition borrowing – it’s expensive
• Utility deposits and trade credit restrictions

• Have to work with Unsecured Creditors 
Committee

• Public Relations issues



The Pre-Packaged Process

• Debtor gets key creditors to approve 
plan before case is filed

• Avoids transaction costs of long 
Chapter 11

• Puts “disfavored” (or unfriendly) 
creditors behind the       ball



The Pre-Packaged Process

• Plan must still meet confirmation 
requirements

• But votes solicited and obtained 
before the petition date are 
binding



SIMILAR, BUT NOT IDENTICAL

• Plan Support Agreements
• Innkeepers

• Pre-Arranged Sales
• Chrysler
• GM



Chrysler

04/30/2009

05/20/2009

06/10/2009

12/14/2009

04/23/2010

General Motors

06/01/2009

06/22/2009

07/10/2009

08/31/2010

03/29/2011

Petition Date

Bids Due

Sale Closed

Plan Filed

Plan Confirmed



What is a Creditor to Do?

• Don’t rely on the press release

• Review the plan and disclosure 
statement with experienced 
bankruptcy counsel

• Verify the date the case is filed
• The Petition Date has consequences!



What is a Creditor to Do?

• Don’t lose sight of your 20-day 
administrative claim

• Preserve records – claim disputes 
can still arise

• Don’t forget about preference 
claims

• Join the creditors committee?



Conclusion

© Samuel C. Wisotzkey,

Kohner Mann & Kailas, S.C.

• Pre-packaged plans are a useful tool to 

expedite the bankruptcy process

• Beware of PR hype - press releases that 

suggest  nothing will change should 

not be relied upon

• Some cases do not harm trade creditors, 

but if no creditor rights are impaired, 

why declare bankruptcy at all?



QUESTIONS?


