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By Cynthia Hammond, LAI Arizona Scribe

Lambda Alpha’s Arizona Chapter co-hosted with Arizona State University’s W.P. Carey School of Business a seminar entitled “Real Estate Bankruptcies for the Non-Lawyer Real Estate Professional” on February 10th.    Presenting were a senior bankruptcy judge, Honorable Charles G. Case, II, an accomplished bankruptcy lawyer, Thomas J. Salerno, Esq. of Squire, Sanders & Dempsey and a senior bankruptcy tax accountant, Edward Villanueva, CPA.

Seminar participants were presented Phoenix Rising - a case study of a mixed use hotel / luxury condominium and retail property.  The project’s status is dim; the hotel has low annual occupancy, only 25 of the 40 condo units are sold and there are no pending sales, and the retail space shows 50% vacancy with a 50% drop in rents.  The bank loan has been in default since April 2009, real state taxes are in default and vendors are 120 – 160 days past due. 
The panelists outlined the owner’s options in bankruptcy – liquidation (Chapter 7) or reorganization (Chapter 11).  Judge Case and Mr. Salerno provided a crash course in the concepts behind bankruptcy, the rules that apply to the bankruptcy planning, and the decision making process in choosing a liquidation versus a reorganization.  Key concepts in a bankruptcy reorganization reviewed included the automatic stay, the control of the debtor as debtor in possession, the appointment of a trustee and of a pre-petition receiver, the absolute priority rule governing creditor status, and the “new value exception”.
A modern trend in bankruptcy filings is where the creditors hire a turnaround professional prior to the bankruptcy filing, and often a trustee is essentially appointed prior to the bankruptcy filing.  Once in bankruptcy, advisors are paid by the bankruptcy estate, with a right that is behind only the secured creditors.  The “new value exception” was described as unsettled law, which may provide an avenue for existing equity holders, who are junior in priority, to retain their interest by contributing new equity in exchange for new value.  This value must be tested in the market.

Bankruptcy provides for discharge of the debt and a “fresh start”.  Tax ramifications were explored by Mr. Villanueva.   Foreclosure, a discounted payoff of a promissory note or a deed in lieu of foreclosure all result in cancelation of debt income.  This income flows to partners in a partnership, and stays with the company in a corporation.  The triggering event is debt forgiveness or the transfer of title.   The forgiven debt reduces the tax basis which can affect net operating losses, and may cause depreciation to be recaptured.  Villanueva strongly advises the consultation with tax accountants well before problems arise that may result in debt cancelation income.

 The new value exception is often pursued on order to avoid or defer taxes on forgiven debt, as it defers the triggering event.  The bankruptcy process involves writing a disclosure statement, which is like a proxy which explains the debtor’s history, current asset and liability status and proposed class treatment of creditors.  The Plan of Reorganization is developed and must be voted upon by creditors.  It is the blueprint that controls the company’s operations post bankruptcy.
Following further discussion on the role of valuation in real estate bankruptcy cases, the participants were grouped  into tables and tasked with developing a plan of reorganization for Phoenix Rising, balancing the claims of the secured and unsecured creditors, the vendors and the holders of the equity.  The majority of tables decided to deed the condos back to the lender, with many others offering the vendors pennies on the dollar and a small equity stake in the property.  The debt was reduced in all proposals.  To many participants, this case study was familiar in direct or indirect experience, which resulted in a lively and infomed exercise.
