





IMPACT OF BANKRUPTCY UPON THE GOVERNMENT CONTRACT PROCESS








I.  INTRODUCTION








II.  BANKRUPTCY OVERVIEW





	A.	Types of bankruptcy proceedings relevant to government contract practitioners.





		1.	Chapter 7 (Liquidation):





			a.	Statutory provision: Bankruptcy Code, 11 U.S.C. §§701-766.


 			


			b.	Effect:  Complete and equitable liquidation of all contractor assets and cessation of business activities.  All debts are discharged upon completion of the case.  Trustee serves to liquidate the assets, distribute them to creditors, and file final report with the bankruptcy court.





		2.	Chapter 11 (Reorganization):





			a.	Statutory provision:  Bankruptcy Code, 11 U.S.C. §§1101-1174.





			b.	Effect:   Reorganization of the business with continued operation of business during the reorganization process.  Procedure provides the protection of the assets of the contractor so as to allow the greatest opportunity to recover fiscal health while under court protection.  Debts may be discharged completely or at a reduced rate.  A trustee may serve to supervise the business operations during the bankruptcy proceeding and to supervise the reorganization process; or the debtor may serve in these capacities as a "debtor-in-possession."





	B.	Bankruptcy forums:





		1.	Federal District  Courts:  Have exclusive jurisdiction to hear bankruptcy matters.  (28 U.S.C. §1334)  Bankruptcy courts exist as entities within the district courts.  Bankruptcy cases may be referred to the bankruptcy court by the district court. (28 U.S.C. §157)





		2.	Appeals: Appeals from a bankruptcy court are first heard by the district court under which they serve (28 U.S.C. §158(a)), or by the circuit's Bankruptcy Appellate Panel (BAP) (28 U.S.C. §158(c)), if a BAP has been created within the circuit.  The Bankruptcy Reform Act of 1994 gave each circuit discretion to create a BAP, consisting of 3 sitting bankruptcy judges, to hear appeals.  (To date, BAPs have been created in the 1st, 2nd, 6th, 8th, 9th, and 10th Circuits.)  Further appeal may be made to the appropriate Circuit Court of Appeals and then to the U.S. Supreme Court.





		3.	Jurisdiction:  District courts may hear all proceedings arising 	under Title 11 ("arising in or related to such cases").  Bankruptcy judges may hear and determine all cases arising under Title 11 and all "core proceedings." (28  U.S.C. §157).





			a. 	Deferral issues:  Case law exists which states that bankruptcy and district courts should defer matters more appropriately decided by specialized forums.  (See Gary  Aircraft Corporation v. United States, 698 F.2d 775 (5th Cir., 1983) cert. denied 464 U.S. 1038 (1984).  However, in Quality Tooling, Inc. v. United States, 47 F.3d 1569 (Fed. Cir. 1995), the Court of Appeals for the 	Federal Circuit held that although the preferable course is for the bankruptcy court to defer Contracts Disputes Act issues to the more appropriate forums, the deferral decision is within the court's discretion.  Thus, in cases where the debtor challenges a contracting officer's final decision in a bankruptcy court  through an adversarial proceeding, we will request, via a deferral motion, that the bankruptcy court defer deciding the issue in favor of the appropriate Board of Contract Appeals or the U.S. Court of Federal Claims, but the result of the request is certainly not assured.





			b. 	Sovereign Immunity: The Bankruptcy Reform Act of 1994 significantly expanded the waiver of sovereign immunity.  (11 U.S.C. § 106.)  The decision to file a Proof of Claim must be considered very carefully.








III.  PROHIBITION AGAINST DISCRIMINATION





Under 11 U.S.C. §525, a governmental unit may not deny, revoke, suspend, or refuse to renew a license, permit, charter, franchise, or other similar grant to, deny employment, terminate employment of, or discriminate with respect to employment against, a person that is or has been a debtor under this title, solely because such person has been a debtor under this title.  The purpose of this prohibition is to prevent governmental units from frustrating the fresh start provisions of the code.





When a disappointed contractor complains regarding the results of a government procurement action, and that contractor currently is or formerly was in bankruptcy, this provision will cause the court to closely scrutinize all of the particular circumstances of that procurement action.  A contractor’s insolvency, filing of bankrupcty, or discharge of debt cannot be the sole reason for failing to contract with a contractor.


	


If a debtor/contractor is an offeror in an acquisition action, the appropriate way to analyze its eligibility for award is through a responsibility determination or other non-bankruptcy basis of analysis.  An offeror may not be found ineligible for contract award merely because it is involved in a bankruptcy proceeding; however, financial capability (“adequate financial resources, or the ability to obtain them,” is always a factor to be considered in evaluating a bidder's responsibility. (FAR § 9.104-1(a).





Refusal to award a service contract to the low bidder on the basis of the contractor’s Chapter 11 status violates the prohibition.  In re Coleman American Moving Services, Inc., 8 BR 379 (1980 BC DC Kan).  A decision not to exercise an option on a food service contract will be equally impermissible if the government’s decision is the result of the incumbent’s status as a debtor in possession.  In re Exquisito Services, Inc., 823 F2d 151 (1987 5th Cir. La). 





		3. 	Courts will review discrimination allegations to determine whether an action was primarily due to debtor's status.  Therefore, the most prudent course is to cite a non-financial basis for the decision.  Where resources and finances are the critical issue, follow the responsibility determination analysis and make any findings in terms of a contractor’s ability to successfully perform the contract.








IV.  THE AUTOMATIC STAY AND CONTRACT PERFORMANCE





A.	Immediately upon the filing of a petition in the bankruptcy court, a stay of certain defined actions comes into existence to protect the debtor. (11 U.S.C. §362).  The purpose of the stay is to give the debtor protection from its creditors, and to protect creditors from other creditors who may race to the courthouse in pursuing their own remedies against the debtor at the expense of other creditors.  (See Constitution Bank v. Tubbs, 68 F.3d 685 (3rd  Cir. 1995).  The Code provides that the stay precludes:





	(1) the commencement or continuation, including the issuance or employment of process, of a judicial, administrative, or other action or proceeding against the debtor that was or could have been commenced before the commencement of the case under this title, or to recover a claim against the debtor that arose before the commencement of the case under this title;





	(2) the enforcement, against the debtor or against property of the estate, of a judgment obtained before the commencement of the case under this title;





			(3) any act to obtain possession of property of the estate or of property from the estate or to exercise control over property of the estate; . . .





			(6) any act to collect, assess, or recover a claim against the debtor that arose before the commencement of the case under this title;





			(7) the setoff of any debt owing to the debtor that arose before the commencement of the case under this title against any claim against the debtor; . . . .  11 U.S.C. §362(a)





	B. 	The effects of the automatic stay upon contract administration are direct and immediate.  The Government's rights to terminate the contract, to control property, and to utilize traditional financing techniques are drastically changed.





		1.	Actions that CANNOT be taken by the Contracting Officer without obtaining the court's prior permission (by requesting a lifting of the automatic stay) include:





			a.	Further proceedings in a case which is pending before a court or board of contract appeals at the time a petition is filed.  If it does not appear that the stay will be lifted soon, the court or board normally transfers the case to an inactive docket or dismisses it without prejudice.





			b.	Any action to obtain possession or control over property of or from the debtor's estate.  This includes government furnished equipment and property (GFE/GFP) as well as property which the government owns as a result of the title vesting provision of the progress payment clause.  (FAR  52.232-16(d)).





			c.	Any action to collect, assess, or recover a claim against the debtor which could have been initiated prior to the bankruptcy filing.





An action to terminate for default is subject to the automatic stay.  In re Corporacion de Servicios Medicos Hospitalarios de Fajardo, 805 F.2d 440 (1st Cir. 1986) cert. denied 469 U.S. 982 (1984); Communications Technology Applications. Inc., ASBCA No. 41573, 92-3 BCA 25,211.  





				2.	A "reasonable" delay in terminating a contract for default--while the stay is in effect--will not support overturning the termination once the stay has been lifted and the contract then promptly terminated.  Aero Parts, ASBCA No. 37822, 90-1 BCA ¶22,510).





				3.	A pre-petition termination for default that became final prior to the filing date is not effected by the stay. Moody v. Amoco Oil, 734 F.2d 1200 (7th Cir. 1984).





				4.	A standard (unamended) show cause or cure notice advising the debtor that the contract will be terminated but for an acceptable response/action.  





			d.	Pursue setoff of any money owed by the Government to the contractor due to debts that arose before the filing of the petition.  Setoff allows the Government to withhold and apply funds otherwise owed to the debtor to satisfy liabilities owed by the debtor to the Government on unrelated contracts.  Setoff may not be taken without lifting the stay. (11 U.S.C. §362 (a)(7)).  Even after the stay is lifted, the Government is only permitted to setoff claims against the debtor when the obligations between the debtor and creditor are mutual, i.e., both obligations are held by the same parties, in the same right or capacity, and both arise either prepetition or postpetition.  11 U.S.C. § 553; Doe v. United States, 58 F.3d 494 (9th Cir. 1995); Braniff Airways v. Exxon, 814 F.2d 1030 (5th Cir. 1987).  





		2. 	Actions which are not affected by the automatic stay:





			a.	Criminal actions are not affected.  (11 U.S.C. § 362 (b)(1)).





Issuance of a show cause or cure letter that has been appropriately tailored to avoid violation of the stay.  The amendment must make it clear that the notice is not demanding that the debtor contact the government or lose certain rights, as that would violate the stay.  (See In re Nelson, 123 B.R. 993 (Bankr. Dist. SD 1991), vacated In re Nelson, 143 B.R. 722 (Bankr. Dist. SD 1992) (issue of post-petition letter violating the stay by removing or limiting rights is moot); affirmed United States v. Nelson, 969 F.2d 626 (8th Cir. SD 1992) (issue not moot; letter did not violate stay as it was modified so as not to threaten action or proceeding against the debtor)).  Call AFLSA/JACN, for assistance in tailoring these notices with acceptable language which will avoid a stay violation.





			c. 	An inventory, audit or other means of identifying government property in the possession of the contractor/debtor.





			d. 	Issuance of a final decision on a contractor/debtor's claim.





			e. 	Commencement or continuation of actions to enforce the Government's regulatory or police power. (11 U.S.C. §362(b)(4). Some bankruptcy courts have indicated that government cases may proceed under the theory that the action falls within the police powers exception.  See U.S. v. Jane Doe, 246 BR 817 (DC East. Dist VA, 2000) (qui tam plaintiffs--acting as government’s agent--allowed to pursue Chapter 11 debtors through liability and up to quantum, but could not seek enforcement while under the stay).





			f. 	Coordinating a proposed termination letter through appropriate Air Force channels so that it is ready to serve immediately upon receipt of relief from the automatic stay.





Recoupment is an equitable doctrine recognized in bankruptcy courts and does not violate the automatic stay.  Where the creditor’s claim against the debtor ariese from the “same transaction” (contract), it operates as a defense to the debtor’s claim against the creditor rather than as a mutual obligation.  Recoupment avoids the inequity that would otherwise result from the limitations on setoff.  In re B & L Oil Co., 782 F.2d 155, 157 (10th Cir. 1986) Lee  v.  Schweiker, 739 F.2d  870 (3rd Cir. 1984), both cases cited with approval in Reiter v. Cooper, 507 U.S. 258, 265 n.2 (1993) (“It is well settled, moreover, that a bankruptcy defendant can meet a plaintiff-debtor’s claim with a counterclaim arising out of the same transaction, at least to the extent that the defendant merely seeks recoupment) citing 4 Collier on bankruptcy para 553.03, p. 553-17 (15 ed. 1991).  Coordinate with JACN before affecting a recoupment.





			h.	11 U.S.C. § 542(b) permits the withholding of money owed to debtor pending setoff under 11 U.S.C. § 553.  Setoff is permitted with the court’s permission (pursuant to a motion requesting a lifting of the stay so that the government may exercise its setoff right).  Coordinate with JACN when withholding and for assistance in seeking a lifting of the stay for the purpose of setoff. 








V. 	TREATMENT OF GOVERNMENT CONTRACTS IN THE BANKRUPTCY 	PROCEEDING





	A.   Executory Contracts:





		1.	11 U.S.C. §365 defines the treatment to be given executory contracts.  The Code does not define an "executory contract."  Most courts have held that the relevant inquiry is whether significant performance of contractual duties, other than simply making payments, remain unsatisfied.  Phoenix Exploration v. Yaquinto (In Re Murexco Petroleum Inc.) 15 F.3d 60 (5th Cir. 1994). This is referred to as the "Countryman approach".  See Countryman, Executory Contracts in Bankruptcy: Part I, 57 Minn. L.R. 439, 460(1973) Also, generally, Andrew, Executory Contracts in Bankruptcy:  Understanding Rejection, 59 U. Colo.L.Rev. 845 (1988) (executory contract means "simply a contract under which (a) debtor and non-debtor each have unperformed obligations and (b) the debtor, if it ceases further performance, would have no right to the other party's continued performance.")  If the nonbankrupt party has fully performed, then that party simply holds a claim against the estate.  If the debtor has fully performed, then the performance owed by the nonbankrupt party is an asset of the estate.  In neither case is there an executory contract.





		2. 	Is the contract "executory"?





			a.	Contracts in which the contractual obligations of the parties "are so far unperformed that the failure of either to complete performance would constitute material breach" of the contract are executory.  Columbia Gas Systems, Inc. v. United States, 50 F.3d 233, 239 (3rd Cir. 1995).





b.	Contracts in which one party has no postpetition obligation or no obligation other than the payment of money are not executory.  Munple, Ltd., 868 F.2d 1129 (9th Cir. 1989).





			c.	A contract substantially performed is not executory.  See In re Pacific Express, Inc., 780 F.2d 1482, 1487 (9th Cir. 1986) and Heartline Farms Inc. v. Daly, 128 B.R. 246, 250 (Bankr. D.Neb. 1990) ("Mere formality" remaining for performance "does not represent the kind of significant legal obligation that would render a contract executory.")





	B.	Assumption of an Executory Contract





		1.	The decision to assume a contract merely allows the contract to continue to operate and does not change the obligations of the parties.  In re Drexel Burnham Lambert Group, Inc., 138 B.R. 687, 706 (Bankr. S.D.N.Y. 1992) ("Assume" and "reject" are terms for the decision to perform or to breach, an election open to any party to a contract outside of bankruptcy.").





		2.	A debtor who assumes an executory contract must assume it in its entirety; it may not be assumed in part and rejected in part.  In other words, a debtor assumes the burdens along with the benefits.  Solow v. American Airlines (In re Midway Airlines), 221 B.R. 411 (Bankr. N.D. Ill. 1998), citing In re Wabash Valley Power Ass’n, Inc., 72 F.3d 1305, 1310 (7th Cir. 1995) (under § 365, a contract must be assumed in its entirety, including all of its burdensome as well as its beneficial provisions); In re Chicago, Rock Island & Pacific Ry. Co., 860 F.2d 267, 272 (7th Cir. 1988).  Where the debtor has defaulted, it may only assume the contract if it can cure the default, compensate other parties for actual pecuniary losses from the default, and provide adequate assurance of future performance under the contract. 11 U.S.C. § 365(b)(1).





	C.	Effect of Rejection of Executory Contract





		1.	Rejection of a contract not assumed constitutes a breach immediately before the date of filing the petition.  The effect is to make the government an unsecured creditor for any damages caused by the breach.  NLRB  v. Bildisco & Bildisco, 465 U.S. 513, 531 (1984).





		2.	Date of breach is day preceding date bankruptcy petition is filed.  See Aslan v. Sycamore Inv.  Co., 909 F.2d 367, 371 (9th Cir. 1990).





		3.	Rejection of a contract which had been previously assumed constitutes a breach as of the date of rejection unless conversion has occurred from a Chapter 11 bankruptcy proceeding to a Chapter 7 proceeding in which case the breach is deemed to he occurred immediately before the conversion.





			a. 	Whether the effect of the rejection when a conversion from a Chapter 11 to a Chapter 7 has occurred is to result in damages being given the status of administration costs (superior to unsecured claims) but not the status of "super priority" under §726(b), is unclear.  Compare In Re Frontier Properties, 979 F.2d 1358, 1367 (9th Cir. 1992) with In Re Chartman, 886 F.2d 859 (7th Cir. 1989).





		4.	In a Chapter 7 bankruptcy proceeding, if the trustee has not assumed or rejected an executory contract within 60 days after filing the petition for relief, then the contract is deemed rejected. (11 U.S.C. 365 (d)(1)).  Such a deemed rejected contract may be terminated.  However, if a government claim is to follow such a terminated contract, the conservative practice is to file a motion with the bankruptcy court to obtain concurrence as to the "deemed rejected" status of the contract prior to proceeding further with contract and claim processing.  





	D.	The Anti-Assignment Act 





		1.	41 U.S.C. §15 states:  “No [government] contract . . . shall be transferred by the party to whom such contract . . . is given to any other party, and any such transfer shall cause the annulment of the contract . . . transferred, so far as the United States is concerned.”





		2. 	Although there is support for the proposition that government contracts are not assumable in bankruptcy proceedings absent government consent, the issue is not settled.  Compare  In re West Electronics, 852 F.2d 79 (3d Cir. 1988) with Texaco v. Louisiana Land and Exploration, 136 B.R. 658 (Bankr. M.D. La. 1992).





			a.	At best, the Act does not automatically annul a contract, but merely creates an option in favor of the government to do so if it so desires. 





			b.	Allowing a contractor to perform as the debtor-in-possession could waive the government's right to terminate the contract for default.





			c.	However, the trustee or debtor-in-possession may assume a contract for the limited purpose of pursuing a claim under the Contract Disputes Act. (See Antenna Products Corp., ASBCA No. 34134, 88-3 BCA 21,060.








VI.  PROOF OF CLAIMS





	A.	To preserve the government's "right to payment" in a bankruptcy proceeding, a Proof of Claim is usually filed.  11 U.S.C. §101 (5) defines a claim as:





			(A) right to payment, whether or not such right is reduced to judgment, liquidated, unliquidated, fixed, contingent, matured, unmatured, disputed, undisputed, legal, equitable, secured, or unsecured; or





			(B) right to an equitable remedy for breach of performance if such breach gives rise to a right to payment, whether or not such right to an equitable remedy is reduced to judgment, fixed, contingent, matured, unmatured, disputed, undisputed, secured, or unsecured





1.	Thus, a government claim may be contingent and unliquidated and still be filed in a Proof of Claim.  Often a Contracting Office is asked to file an affidavit with the Proof of Claim stating the basis for the claim.





Although the Contract Disputes Act states that all claims by the government shall be the subject of a decision by a contracting officer, this requirement is not a prerequisite for filing a Proof of Claim in the bankruptcy court.  In Re Remington Rand Corp., 836 F.2d 825 (3d Cir. 1988).








VII.	COMMON SYMPTOMS OF A CONTRACTOR ABOUT TO ENTER BANKRUPTCY PROCEEDINGS





	A.	Contractor is delinquent on deliveries, services or production.





	B.	Contractor fails to pay vendors or subcontractors.





	C.	Contractor suffers reduced production capacity due to lay-offs, lack of production work or insufficient funds despite progress payments.








VIII.	CONCLUSION





	Bankruptcy law is a complex area of relatively well-defined law, but it certainly provides challenges that are quite different from those seen by contract attorneys in their "usual" practice.  To assist field offices in bankruptcy matters, AFLSA/JACN produces and distributes Bankruptcy Notes, a quarterly newsletter covering common bankruptcy scenarios and issues that arise in the context of government contracts.  Copies should be on file in your offices, and a complete set is also available on WebFLITE.  (Go to WebFlite,  Research Library, Air Force JAG Documents, Bankruptcy Notes (AFLSA/JACN) (BANK)).  In addition, the May 1998 issue of the Bankruptcy Notes addressed researching bankruptcy law issues.  The following web folder contains that issue and has useful links to internet web pages on bankruptcy law research:





http://aflsa.jag.af.mil/GROUPS/AIR_FORCE/JAC/jacn/bank0598.htm. 





	Bankruptcy courts are traditionally pro-debtor forums, and they often give great latitude to the actions and desires of debtors.  To protect Air Force interests in such a forum is a unique challenge for all of us.  We rely upon you for prompt notification of bankruptcy cases and for assistance in gathering all of the necessary facts, affidavits, and documents. Your assistance is vital to insure timely and effective representation in the bankruptcy courts to aggressively protect Air Force property and claims.
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