The
Banking

Law Journal

Established 1889

125th 1889 ;})llzersary
An A.S. Pratt™ PUBLICATION JULY/AUGUST 2014

TENTH CIRCUIT AFFIRMS ORDER ALLOWING DEBTOR TO USE OVERSECURED CREDITOR’S CASH
COLLATERAL TO PAY PROFESSIONALS
Gregory G. Hesse and Matthew Mannering

@ LexisNexis



QUESTIONS ABOUT THIS PUBLICATION?

For questions about the Editorial Content appearing in these volumes or reprint permission, please
call:
Catherine DIllon At ......cccoviviriiiiiiieieeeee ettt ens 908-673-1531
Email: ... catherine.dillon @lexisnexis.com
For assistance with replacement pages, shipments, billing or other customer service matters, please
call:

Customer Services Department at . .. . ............. .. ... ... ... (800) 833-9844
Outside the United States and Canada, please call . .................. (518) 487-3000
Fax Number . . ... ... ... .. (518) 487-3584
Customer Service Website . ... ................. http://www.lexisnexis.com/custserv/

For information on other Matthew Bender publications, please call

Your account Manager OF . . . v v v v v v v vttt e e e e (800) 223-1940
Outside the United States and Canada, please call . ... ................ (518) 487-3000

ISBN: 978-0-7698-7811-9 (print)

ISBN: 978-0-7698-7953-6 (eBook)

Cite this publication as:

The Banking Law Journal (LexisNexis A.S. Pratt)

Because the section you are citing may be revised in a later release, you may wish to photocopy or
print out the section for convenient future reference.

This publication is designed to provide authoritative information in regard to the subject matter covered. It is sold
with the understanding that the publisher is not engaged in rendering legal, accounting, or other professional
services. If legal advice or other expert assistance is required, the services of a competent professional should
be sought.

LexisNexis and the Knowledge Burst logo are registered trademarks of Reed Elsevier Properties Inc., used under
license. Matthew Bender and the Matthew Bender Flame Design are registered trademarks of Matthew Bender
Properties Inc.

Copyright © 2014 Matthew Bender & Company, Inc., a member of LexisNexis. All Rights Reserved.

No copyright is claimed by LexisNexis or Matthew Bender & Company, Inc., in the text of statutes, regulations,

and excerpts from court opinions quoted within this work. Permission to copy material may be licensed for a fee
from the Copyright Clearance Center, 222 Rosewood Drive, Danvers, Mass. 01923, telephone (978) 750-8400.

An A.S. Pratt™ Publication

Editorial Offices

121 Chanlon Rd., New Providence, NJ 07974 (908) 464-6800
201 Mission St., San Francisco, CA 94105-1831 (415) 908-3200
www.lexisnexis.com

MATTHEWO BENDER

(Rel.14-7-7/2014  Pub.4815)



Editor-in-Chief & Board of Editors

EDITOR-IN-CHIEF
Steven A. Meyerowitz

President, Meyerowitz Communications Inc.

Barkley Clark
Partner, Stinson Leonard Street
LLP

John F. Dolan
Professor of Law
Wayne State Univ. Law School

David F. Freeman, Jr.
Partner, Arnold & Porter LLP

Thomas J. Hall
Partner, Chadbourne & Parke
LLP

Jeremy W. Hochberg
Counsel, Wilmer Cutler Pickering
Hale and Dorr LLP

Kirk D. Jensen
Partner, BuckleySandler LLP

BOARD OF EDITORS

Satish M. Kini
Partner, Debevoise & Plimpton
LLP

Douglas Landy
Partner, Milbank, Tweed, Hadley
& McCloy LLP

Paul L. Lee
Of Counsel, Debevoise &
Plimpton LLP

Jonathan R. Macey
Professor of Law
Yale Law School

Stephen J. Newman
Partner, Stroock & Stroock &
Lavan LLP

Sarah L. Reid
Partner, Kelley Drye & Warren
LLP

Stephen B. Weissman
Partner, Rivkin Radler LLP

Elizabeth C. Yen
Partner, Hudson Cook, LLP

Regional Banking Outlook

James F. Bauerle

Keevican Weiss Bauerle & Hirsch
LLC

Recapitalizations
Christopher J. Zinski
Partner, Schiff Hardin LLP

Banking Briefs

Terence G. Banich

Member, Shaw Fishman Glantz &
Towbin LLC

Intellectual Property
Stephen T. Schreiner
Partmer, Goodwin Procter LLP

Heath P. Tarbert
Partner, Allen & Overy LLP

THE BANKING LAW JOURNAL (ISBN 978-0-76987-878-2) (USPS 003-160) is published
ten times a year by Matthew Bender & Company, Inc. Periodicals Postage Paid at
Washington, D.C., and at additional mailing offices. Copyright 2014 Reed Elsevier
Properties SA., used under license by Matthew Bender & Company, Inc. No part of this
journal may be reproduced in any form— by microfilm, xerography, or otherwise— or
incorporated into any information retrieval system without the written permission of the
copyright owner. For customer support, please contact LexisNexis Matthew Bender, 1275
Broadway, Albany, NY 12204 or e-mail Customer.Support@lexisnexis.com. Direct any
editorial inquires and send any material for publication to Steven A. Meyerowitz,
Editor-in-Chief, Meyerowitz Communications Inc., PO Box 7080, Miller Place, NY
11764, smeyerow@optonline.net, 631.331.3908. Material for publication is
welcomed— articles, decisions, or other items of interest to bankers, officers of financial
institutions, and their attorneys. This publication is designed to be accurate and
authoritative, but neither the publisher nor the authors are rendering legal, accounting, or
other professional services in this publication. If legal or other expert advice is desired,
retain the services of an appropriate professional. The articles and columns reflect only the
present considerations and views of the authors and do not necessarily reflect those of the
firms or organizations with which they are affiliated, any of the former or present clients

iii (Rel.14-7-7/2014  Pub.4815)



of the authors or their firms or organizations, or the editors or publisher.

POSTMASTER: Send address changes to THE BANKING LAW JOURNAL LexisNexis
Matthew Bender, 121 Chanlon Road, North Building, New Providence, NJ 07974.

iv (Rel.14-7-7/2014  Pub.4815)



Tenth Circuit Affirms Order Allowing Debtor to
Use Oversecured Creditor’s Cash Collateral to Pay
Professionals

By GREGORY G. HESSE and MATTHEW MANNERING~

The authors analyze a circuit court decision that confirmed that adequate protection is not
required for each independent source of a creditors collateral and that, instead, if a
creditor’s secured claim is adequately protected, the secured creditor is not entitled ro
adequate protection for each separate piece of collateral.

THE HOLDING

The Tenth Circuit Court of Appeals recently considered the question of how much
protection is required for a secured creditor to be adequately protected. In affirming
the decision by the Bankruptcy Court for the District of Kansas, the Tenth Circuit
held if a creditor is adequately protected as a result of the value of its collateral
exceeding the amount of its claim by a reasonable margin, then the creditor is not
entitled to separate adequate protection for each category of its collateral including
cash collateral.

CASE BACKGROUND

Bluejay Properties (“Bluejay” or the “Debtor”) filed a voluntary petition for relief
under Chapter 11 of the United States Bankruptcy Code on September 28, 2012 (the
“Petition Date”). Bluejay owned a 192-unit apartment complex called Quinton Point
(the “Property”) located in Junction City, Kansas.2 In 2009, the Debtor built the
Property using a $15 million construction loan from University National Bank
(“UNB”). The Debtor’s obligation to UNB was later assigned to Banker’s Bank of
Kansas, N.A. (the “Bank”). The promissory note was secured by a first lien mortgage
and an assignment of the Property’s rents.

Within days after the Petition Date, the Debtor filed a motion in the bankruptcy
court seeking authority to use the Property’s rents in accordance with a proposed
budget.® Since the rents were encumbered by a lien in favor of the Bank, the rents
were considered “cash collateral” within the meaning of section 363(a) of the

* Gregory G. Hesse, a partner in the Dallas office of Hunton & Williams LLP, is a member of the
firm’s Bankruptcy and Reorganization Practice Group. Matthew Mannering is an associate in the firm’s
office in Charlotte. The authors can be reached at ghesse@hunton.com and mmannering@hunton.com,
respectively.

Y Banker’s Bank of Kansas, N.A. v. Bluejay Properties, LLC (In re Bluejay Properties, LLC), Bankr. No.
12-22680 (10th Cir. Mar. 12, 2014)(unpublished).

2 Bluejay was a single asset real estate entity as that term is defined in 11 U.S.C. § 101(51)(B) and
11 U.S.C. § 362(d)(3).

3 The Debtor’s proposed budget for the first four months of the bankruptcy allocated less than
$10,000 a month—Iless than 10 percent of its total proposed operating expenses—to the payment of its
professional fees and management fees.
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Bankruptcy Code.# The Bank objected to the use of its collateral to pay the Debtor’s
legal expenses and management fees.> The Bank, however, did not object to the
Debtor using its cash collateral to pay the Property’s operating expenses in accordance
with a court approved budget. After an evidentiary hearing on the Debtor’s motion
to use cash collateral, the bankruptcy court issued an order permitting the Debtor to
use Property rents in accordance with the proposed budget and granting a
replacement lien in favor of the Bank in future rents (the “Cash Collateral Order”).
The bankruptcy court reasoned that the Bank’s interest in its cash collateral was
adequately protected due to the significant equity cushion in its total collateral
package.® Additionally, the bankruptcy court required, as further adequate protec-
tion, the Debtor to make single asset real estate payments to the Bank on a monthly
basis at the contract rate of interest under the loan—6.5 percent. The Bank timely
filed a notice of appeal of the Cash Collateral Order and the parties consented to
appellate review by the Tenth Circuit.

THE TENTH CIRCUIT DECISION

In appealing the entry of the Cash Collateral Order, the Bank asserted that the
bankruptcy court made two primary errors: (1) the Cash Collateral Order did not
account for the independent security interest the Bank had in the Property’s rents in
addition to the security interest it had in the Property itself and (2) the Cash
Collateral Order allowed the Debtor to use rents from the Property to pay expenses
that do not directly benefit the Property. The Tenth Circuit found both of these

arguments unavailing.

A debtor is required to provide adequate protection to a creditor for the debtor to
use certain estate property, including cash collateral, during the bankruptcy case.”
Adequate protection can consist of cash payments to a creditor, additional or
replacement liens granted in favor of a creditor or providing a creditor with the

4 “Cash collateral” is defined in section 363(a) of the Bankruptcy Code to mean “cash, negotiable
instruments, documents of title, securities, deposit accounts, or other cash equivalents whenever
acquired in which the estate and an entity other than the estate have an interest and includes the
proceeds, products, offspring, rents, or profits of property and the fees, charges, accounts or other
payments for the use or occupancy of rooms and other public facilities in hotels, motels, or other lodging
properties subject to a security interest as provided in section 522(b) of this title, whether existing before
or after the commencement of a case under this title.” 11 U.S.C. § 362(a).

3 The Property was being managed by the majority owners of the Debror.

® At an evidentiary hearing on the value of the Property and the amount of the Bank’s claim, the
bankruptcy court determined that the Property was worth $16,945,000 and generated approximately
$167,000 a month in rental income; the bankruptcy court also determined that the Bank’s claim was
a litde less than $14 million.

7 Section 363(c)(2) of the Bankruptcy Code makes the use, sale or lease of cash collateral contingent
upon consent of creditors with a secured interest in the collateral or court approval. See 11 U.S.C.
§ 363(e)(2). Furthermore, pursuant to section 363(e) of the Bankruptcy Code, the court is required to
restrict such use, sale, or lease of property “as is necessary to provide adequate protection” of a creditor’s

interest. See 11 U.S.C. § 363(e).
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indubitable equivalent of its interest in the secured assets.®

The bankruptcy court determined that the value of the Property alone was almost
$3 million greater than the amount of the Bank’s secured claim and that the value of
the Property was stable or increasing in value. As a result of this finding that the
Bank’s claim, including interest and costs, was oversecured solely by the Property, the
bankruptcy court allowed the Debtor to use the Bank’s cash collateral in accordance
with the proposed budget. The bankruptcy court held, and the Tenth Circuit
affirmed, that the Bank was not entitled to additional adequate protection for its
separate lien on the Property’s rents because the Bank’s entire claim was adequately
protected by the Property.®

Furthermore, in analyzing the Cash Collateral Order the Tenth Circuit concluded
that, “whether a creditor’s interest in rents is separate from an interest in real property
only matters when the creditor is undersecured and/or the property is declining in
value . . . [a]nd if its debt is adequately protected by less than all of the creditor’s
security interests, the creditor is not entitled to insist that each type of collateral be
maintained ‘as is’ in order to provide adequate protection”.1® Consequently, the Tenth
Circuit rejected the Bank’s argument that the bankruptcy court erred in failing to
provide additional adequate protection to the Bank for its separate security interest
in the Property’s rents when authorizing the use of cash collateral and affirmed the
bankruptcy court’s ruling that because the value of the Property was greater than the
Bank’s claim, the Bank was not entitled to additional adequate protection in
connection with the rental income.

The Bank also argued that the Cash Collateral Order improperly allowed the
Debtor to use rents from the Property to pay administrative expenses, such as
professional and management fees, that do not directly benefit the Property or the
Bank. In disposing of this argument, the Tenth Circuit relied on its holding that the
Bank’s claim was oversecured and precedent allowing the use of encumbered assets to
pay administrative expenses where the secured creditor is oversecured or fully
secured.!?

CONCLUSION

Whether a secured creditor’s claim is adequately protected is an issue that is

8 See 11 US.C. § 361.

9 The Tenth Circuit also noted that in addition to the Bank being adequately protected by the value
of the Property, the bankruptcy court provided the Bank further adequate protection by granting the
Bank a replacement lien in future Property rents and ordered the Debtor to make contract rate interest
payments to the Bank post-petition.

10 Bunker’s Bank of Kansas, N.A. v. Bluejay Properties, LLC (In re Bluejay Properties, LLC), Bankr.
No. 12-22680 (10th Cir. Mar. 12, 2014) (unpublished).

1L <A secured creditor is not to be deprived of the benefit of its bargain and will be protected in
bankruptcy to the extent of the value of its collateral. Only surplus proceeds are available for distribution
to creditors of the estate and administrative claimants. Therefore, absent equity in the collateral,
administrative claimants cannot look to encumbered property to provide a source of payment for their
claims.” In re American Resources Management Corp., 51 B.R. 713, 719 (Bankr. D. Utah 1985)
(emphasis added) (citations omitted).
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frequently addressed in bankruptcy cases. Often secured creditors have liens in most
or all of the debtors’ assets, including real property, personal property, rents and
accounts receivable. The Tenth Circuit in Bluejay Properties confirmed that adequate
protection is not required for each independent source of a creditor’s collateral and
that, instead, if a creditor’s secured claim is adequately protected, the secured creditor
is not entitled to adequate protection for each separate piece of collateral. Therefore,
if a secured creditor is fortunate enough to find itself oversecured by certain of its
collateral, that secured creditor will not be able to seek additional adequate protection
for each category of its collateral.
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