


of both sides to the disputes presented to them. The
parties to bankruptcy disputes also must be more sensi-
tive to the concerns of their adversaries if a mediated
resolution is to take place. Flexible thinking is required
if realistic solutions are to be achieved.

What is just as significant, when parties to bank-
ruptcy mediations have not been able to identify or
fashion acceptable terms of an agreement, they are more
inclined in these stressful times to look to the mediator
to suggest additional ideas, perhaps even unconven-
tional approaches, to help them find some way to move
forward. In other words, the deep economic downturn
encourages lawyers and their clients to turn more sharply
to their mediators for help. Parties in severe economic
distress often want their mediators to play more expan-
sive and activist roles. These circumstances intensify
the risk that bankruptcy mediators will, in unconscious
collusion with the people they are trying to serve, permit
parties to relocate their sense of responsibility and com-
promise their self-determination.

The most appropriate response by mediators in these
cases, however, is not to refuse to help, not to refuse
to offer ideas (learned elsewhere or thought up on the
spot), but, instead, to help the parties understand the
process and responsibility risks as they surface and then,
if the parties knowingly choose to assume those risks, to
accept the challenge of trying to work with them in the
role of ally and idea-source.

The need to find practical mediated solutions can be
illustrated by two cases: one involving consumer issues;
the other, a business Chapter 11 bankruptcy. Both illus-
trations represent a melding of facts
from several cases that
were mediated in the
ADR program of the
Bankruptcy Court for
the Central District of
California.

The United States
Bankruptey Cout for
the Central District
of California initiated
its mediation program
in 1995, The vast
majority of the cases
referred to mediation
panel members have
been settled at the
mediation conference.
Mediation is used to deal with both bankruptcy matters
and nonbankruptcy issues that come before the bank-
ruptey court. Bankruptcey issues include preference and
fraudulent transfer matters, objections to claims, objections
to discharge, dischargeability marters, and objections to
bankruptey court orders. Nonbankruptey issues include
tort actions, ownetship of property, perfection and

Parties in severe
economic distress often
want their mediators
to play more expansive
and activist roles.

enforceability of security interests, probate-related matters,
breach of contract matters, and even family law property
settlements.

Because all mediations are confidential, the actual
cases have been disguised.

The Consumer Bankruptcy Case

Some of the new challenges facing mediators dealing
with consumer bankruptcies are:

1. Major lifestyle changes created by the general eco-
nomic conditions,
2. Dried-up sources of repayment of credit card debt
and installment purchases,
3. Loss of a home due to foreclosure,
Issues created by loss of jobs,
. Problems created by paycheck-to-paycheck
living—or no more paycheck,
6. Mental and physical health issues from worries
about how to care for the family,
. No foreseeable prospect of employment,
8. Loss of savings due to investments becoming
worthless, and
9. Loss of health insurance due to termination of
employment.
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The consumer cases that we are currently called
upon to mediate in bankruptey court typically involve
a demand that the consumer debtor pay money to the
bankruptcey estate, or that a particular debt be deemed
nondischargeable, or that the entirety of the debtor’s
indebtedness to all creditors be deemed nondischarge-
able. After undergoing
= the usual mediation
" process of persuasive
negotiations, an agree-
ment may be reached
that something must
be paid to the estate or
that a nondischarge-
able judgment will be
entered. Further negotia-
tions often are needed
to establish a payment
schedule (how much
must be paid at what
intervals). Designing
such a schedule can
e e require sensitive explora-
‘ tion of all the factors
that could affect the debtor's
ability to pay—and can provide an opportunity for a
mediator to help the parties fashion plans whose terms
could vary, in predefined ways, with specified changes in
certain variables.
An example may help to illustrate the new thinking
required in mediation of consumer bankruptcy cases. The
following facts are based on a combination of actual cases.
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Big Corporation vs. Sam Brown
Sam Brown is the debtor in a Chapter 7 bankruptcy. He

. filed a bankruptcy petition because a judgment had been

entered against him in a suit that Big Corporation, Inc., -
had filed against him for conversion of company property.
Big Corporation had suffered a substantial loss of business
due to economic conditions that affected its industry. Sam
and 40 other employees were terminated. He packed up
his belongings and left the offices of the company with
the laptop computer e e e
he had been using. ’
Sam swore that it was
given to him by his
supervisor as part of
his termination pack-
age. Big Corporation
claimed the computer
was colmpany property
that Sam had stolen.
Sam had no money
to hire a lawyer. A
default judgment was
entered against Sam
for $2,000 in com-
pensatory damages
and $10,000 punitive
damages. Sam sold

* the computer to pay
a lawyer to file bank-
ruptey. Big Corporation
brought an action in the bankruptey court to have its
$12,000 judgment deemed nondischargeable. The matter
was referred to mediation.

In better economic times, the matter would likely be
settled by Sam agreeing to pay some amount less than
the judgment in a lump sum or by making monthly pay-
ments with a stipulated judgment for the full amount if
he should miss a payment, However, Sam had no job, no
money, had lost his home in a foreclosure sale, and was
living in a car borrowed from a friend. Big Corporation’s
representative was unbending in her demand for a non-
dischargeable $12,000 judgment.

Persuasive Mediation

The mediator spoke to Big Corporation’s representative
in private and convinced her that, in view of Sam’s eco-
nomic circumstances, agreeing to some more reasonable,
lesser amount might be better than chasing him for the
next 20 years. With Sam’s permission, he explained the
economic realities that imposed severe limits on what
Sam could do. She reluctantly agreed to consider the
specifics of Sam’s economic conditions.

Resolution Achieved
The parties settled by agreeing to a $4,000 stipulated,
nondischargeable judgment that would be discharged if
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An experienced bankruptcy
mediator can draw on
lessons learned or ideas
developed in other cases to
suggest ways of structuring
continuing relationships
that might never occur
to the parties.

Sam paid $2,000. The judgment would be held by Big
Corporation’s lawyer and not entered unless there was
an uncured default. Sam agreed to pay $50 or more per
month starting in six months or as soon as he found a job.
Probably not a great settlement for either party! But the
mediator managed to get the parties to assess the down-
sides of their alternative courses of action—downsides
that were particularly pronounced because of the way
the economic downturn has affected both Sam and Big
Corporation. If the corporation
did not agree to a
settlement and simply
obtained a nondis-
- chargeable judgment,
it would be forced
to pursue collection,
probably without
much payoff, for up to
20 years. The expense
of doing so would
not make economic
sense. There was at
least some chance that
Sam would pay the
$2,000. If not, a $4,000
nondischargeable
judgment would be
entered against him—
far preferable to the
$12,000 nondischarge-
able judgment that could
be imposed by the bankruptey court.
This case demonstrates the challenges facing media-
tors and the parties in times of great economic stress.
Practical solutions to difficult problems are required.

The Business Bankruptcy Case -

Some of the challenges in Chapter 11 business bankrupt-
cy cases that are especially pronounced in these difficult
economic times are:

1. The lack of credit available for debtor-in-possession
financing,

2. Reluctance of landlords to madify commercial and
industrial leases and the time restrictions placed on
debtors to assume or reject leases,

3. Ukilities demanding cash deposits or letters of
credit as adequate assurance of future performance,

4, Reclamation claims creating expensive and pro-

longed litigation,

. Lack of interested buyers in asset sales, and

. Increased administrative expenses for committee

counsel and financial advisors.
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The following example from the retail apparel
industry highlights some of the kinds of problems that
bankruptcy mediators must help parties address in these
stressful economic times.




Big Time Stores, Chapter 11 Debtor vs. PQR
Corporation .

Consider the case of PQR Corporation, a supplier of
women’s clothing to Big Time Stores, Inc., a 600-store
boutique chain with locations in upscale retail malls
throughout the country. Big Time filed a Chapter 11 reor-
-ganization bankruptcy case but was having considerable
difficulty obtaining postpetition financing from its current
secured lender. The available financing was barely enough
to keep the stores open. Big Time rejected the leases of 20
of its less profitable stores. Negotiations with landlords for
rent reductions were unavailing in all but five locations.
The utilities demanded cash deposits to keep supplying
electricity, gas, and water to 30 of the locations.

Badly strapped for cash, Big Time commenced actions
in the bankruptcy court to set aside and recover prefer-
ential payments made to its suppliers within the 90 days
preceding the commencement of the bankruptey case.
Big Time hoped to recover enough cash to keep the
remaining stores open until it could find a buyer.

One of Big Time’s preference actions was against
PQR stores, seeking to recapture $450,000 that Big Time
had paid for goods shipped to it by PQR. The alleged
preferential payments were made within the 90 days
before the bankruptey case commenced. PQR answered
the complaint and raised every conceivable defense to
the action. The case was referred to mediation.

Pity the Preference Defendant

PR was having bad times itself. Sales were down

40 percent, directly attributable to slowing economic
conditions. Its secured lender had reduced the avail-
ability of funds. Its accounts payable were aging out, and
collection actions had been threatened. Its withholding
tax payments to the state and federal government were
delinquent, and its landlord was threatening to sue for
the last two months’ unpaid rent.

The evidence that Big Time presented in support of its
preference action seemed convincing. PQR’s defenses to
the preference claim did not. However, PQR insisted that
if the matter went to trial and if Big Time should obtain a
$450,000 judgment, PQR would be forced to file its own
bankruptcy case. PQR acknowledged (solely for purposes
of the mediation) that its defenses to the preference
claims of Big Time were minimal at best, but insisted that
the only fact that really mattered was its inability to pay
$450,000 or anything close to it. It was that reality, not
the evidence and law, that any solution that would deliver
value to either party would need to address.

POR presented a recently prepared financial state-
ment showing a negative net worth. Its financial projec-
tions showed further losses for the next two months,
then break-even for another two months, then a small
profit projected for the following six months. It became
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clear to all present at the mediarion that PQR simply did
not have the wherewithal to repay the preference pay-
ments in a lump sum or even in a few installments. At
that point the mediation seemed dead in the water. No
one could identify an acceptable solution.

Resolution Achieved

After several hours of negotiations the mediator suggest-
ed that PQR consider an agreement to supply merchan-
dise to Big Time for a defined period at a break-even
cost rather than at its normal markup and to extend
longer payment terms. That would provide Big Time
with goods to keep its shelves stocked without having
to be concerned about immediate payment. POR would
have a priority expense claim in Big Time's bankruptcy.
After mulling it over for a period of time, the parties
liked the idea as the way to break the impasse. They
worked out a formula so that the difference between the
regular markup and the lowered markup would be equal
to the repayment of the preference claim. An agreement
was drafted and signed by the parties and their attorneys.
This case demonstrates the new premium on business
creativity that mediators need to bring to business disputes
in our troubled times. It also illustrates that even sophisti-
cated commercial parties realize that they need to be open
to ideas from all sources—and that they are quite comfort-
able with a mediator who jumps into the brainstorming
process with them and who actively suggests terms or ways
to structure deals that have not occurred to the parties.
After encouraging the parties themselves to identify
all passible paths forward, a good mediator in a bank-
ruptey case should not be reluctant to ask the parties if
they can make substantive suggestions. More often than
not, the parties will welcome help they can get from
any quarter. An experienced bankruptcy mediator can
draw on lessons leamned or ideas developed in other cases
to suggest ways of structuring continuing relationships
that might never occur to the parties. Thus, in times
like these, the best bankruptcy mediators will add both
process value and substantive value.

Finding Solutions

Hard times and tough problems created by the economic
meltdown require new levels of sensitivity, flexibility,
and ingenuity by judges, debtors, creditors, and media-
tors so that crearive and workable solutions can be
found. Mediation presents a viable vehicle to accomplish
results that cannot be obtained through trials, prolonged
adversary hearings, endless motions, and appellate proce-
dures. Mediators need to be innovative and proactive in
assisting disputing parties to achieve resolutions that can
save all concerned the time, effort, acrimony, and money
that would otherwise be required to proceed to the end
of the judicial process. ¢
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