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despite Judge Peter ], Walsh’s statement that he had appointed an examiner

only two or three times during his career as a bankruptcy judge, he recently
ordered the appointment of an examiner in the case of In re DBSI, Inc., Case No.
08-12687 (Bankr. D. Del. Mar. 25, 2009). In granting the Idaho Department of Fi-
nance's motion, Judge Walsh found that the allegations of fraud against DBSI and
some of its current officers and directors were substantial enough to warrant the
appointment of an examiner. Relying upon a review of recent examiner cases, the
authors of this article conclude that a court is most likely to appoint an examiner
when the movant: 1) alleges substantial acts of fraud, especially securities fraud,
by the debtor and its management team; 2) establishes a complex interrelationship
among the debtor, its management, and non-debtor entities; and 3) has the support
of the United States trustee (“Trustee™) and any other significant creditor groups.
THE Four-ParT TEsT oF 11 U.S.C. § 1104

A straightforward reading of 11 U.5.C. § 1104 directs a court, after notice and a
hearing, to appoint an examiner “on request of a party in interest or the United
States trustee” if four conditions are satisfied. First, the court cannot appoint an ex-
aminer if it has previously ordered the appointment of a Chapter 11 trustee. A court
is not required to expressly deny a motion to appoint a Chapter 11 trustee before
an examiner can be appointed. See Keene Corp. v Coleman (In re Keene Corp.), 164
B.R. 844, 855 (Bankr. 5.D.N.Y, 1994). Second, a court must order the appointment
of an examiner “before confirmation of a plan” 11 U.S.C. § 1104(c).

Third, a court shall appoint an examiner if an investigation is “appropriate.” Al-
though the term appropriate is subject to many possible interpretations, § 1104(c)
appears o provide examples of when a court should order an investigation.
Specifically, appropriate investigations of the debtor include “an investigation of

Examinur appointments in Chapter 11 bankruptcy cases are uncommon, and
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any allegations of fraud, dishonesty,
incompetence,
management, or irregularity in the
management of the affairs of the
debtor of or by current or former
management of the debtor ... " Id.
Finally, even if the investigation is
appropriate, the court shall appoint
an examiner only if: “(1) such ap-
pointment is in the interests of the
creditors, any equity security hold-
ers, and other interests of the estate;
or {2) the debtor's fixed, liquidated,
unsecured debts, other than debts
for goods, services, or taxes, or ow-
ing to an insider, exceed §5,000,000."
Id. at § 1104(c)(1)-(2).

Is THE APPOINTMENT

MANDATORY?

When analyzing the merits of an
examiner motion, a creditor’s first
consideration should be the inter-
pretation of § 1104(c)(2) in the rel-
evant jurisdiction. Although the use
of the word “shall” could be read to
mean that the appointment of an ex-
aminer is mandatory if the four re-
quirements of § 1104(c) are met, not
all courts subscribe to that view. In
every case, the $5 million threshold
amount of § 1104(c)(2) either is met
or not, and many proponents of an
examiner have argued that the ap-
pointment of an examiner is man-
datory if the monetary threshold is
satisfied. In fact, the Office of the
United States Trustee has taken the
position that § 1104(c)(2) is a manda-
tory provision. See DBSI, Docket No.
2415. As bankrupicy cases continue
to increase in magnitude, courts that
interpret 1104(c)(2) as a mandatory
provision are more likely to appoint
an examiner.

Despite the textual argument that
§ 1104(c)(2) is a mandatory provi-
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sion, courts across the country have
reached contrary positions when in-
terpreting that provision. One line
of cases, led by the Sixth Circuit, has
interpreted the statute to mean that
a court must appoint an examiner if
the statutory requirements are met.
See, e.g., Morgenstern v. Reveo D.S,,
Inc. (In re Revco D.S., Inc.), 898 F.2d
498, 500 (6th Cir. 1990); In re Loral
Space & Comme'ns, Lid., 2004 WL
2979785, *4 (S.D.N.Y. 2004); In re
UAL Corp., 307 B.R. 80, 84 (Bankr.
N.D. 1. 2004); and In re Big Rivers
Electric Corp., 213 B.R. 962, 965-00
(Bankr. W.D. Ky. 1997). Another
line of cases has determined that
§ 1104(c)(2) is not a mandatory pro-
vision. See, eg., In re Rutenberg,
158 B.R. 230, 233 (Bankr. M.D. Fla.
1993), In re GHR Cos., Inc., 43 B.R.
165, 171, 175-76 (Bankr. D. Mass.
1984); and I'n re Shelter Res. Corp.,
35 B.R. 304, 305 (Bankr. N.D, Ohio
1983). Under either approach, most
courts have found that the scope of
the investigation lies within the dis-
cretion of the bankruptey judge.
THE DELAWARE DISCRETIONARY
APPROACH
In Delaware, bankruptcy courts
have determined that § 1104(c)(2)
does not mandate the appointment
of an examiner simply because a
debtor’s debts exceed the threshold
amount. See In re Webcraft Techs.,
Inc., Case No. 93-1210 (Bankr. D.
Del. Nov. 4, 1993). Nearly 11 years
before appointing the examiner in
DBSI, Judge Walsh ruled that a court
should consider only the interest
of the creditors of the estate when
deciding whether to appoint an ex-
aminer. See In re SA Telecomm., Inc.
Case Nos, 97-2395 through 97-2401
{Bankr, D, Del. Mar, 27, 1998), That
approach takes the threshold debt
amount of § 1104(c)(2) out of con-
sideration, requiring the court to
conduct the examiner analysis under
the standard set forth in § 1104(c)
(1). The non-mandatory interpreta-
tion of § 1104(c)(2) was demonstrat-
ed recently, when Chief Judge Carey
appointed an examiner pursuant to
§ 1104(c)(1) even though the Trust-
ee sought the appointment of an
continwed on page 4
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examiner only pursuant to § 1104(c)
(2). See In re New Century TRS Hold-
ings, Inc., Case NO. 07-10416 (Bankr.
D. Del. Apr. 17, 2007.

In another case, Judge Sontchi,
applying a somewhat different stan-
dard, found that the appointment of an
examiner was mandatory pursuant to
§ 1104 (c)(2) only if the court first de-
termines that an investigation is appro-
priate. Se In re Am. Home Mortgage
Holdings, Inc., Case No. 07-11047
(Bankr. D. Del. Oct. 31, 2007). Judge
Sontchi’s opinion comports with the
four-part approach because it would
make the appointment of an examiner
mandatory

continued on page 5
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only if each of the four conditions
is satisfied. Using that approach, the
bankruptcy court will always retain
some discretion to appoint an ex-
aminer because it will need to de-
termine whether an investigation is
appropriate.

PROVING THE INTEREST OF
CreprTors Unper § 1104(c)(1)

Regardless of the court's inter-
pretation of § 1104(c)(2), parties
in interest can still seek the ap-
peintment of an examiner under
§ 1104(c)1), which has become
known as the discretionary provi-
sion because it gives courts discre-
tion to decide what is in the best
interest of the estate. In making
that determination, courts balance
the potential benefits from an ap-
propriate investigation with the
potential costs of conducting the
investigation, While the costs of an
examiner are obvious — an addi-
ticnal layer of administrative costs
for the fees and expenses of the
examiner and his professionals —
an independent examiner provides
important benefits to the estate's
creditors, especially when certain
key facts are present,

Whether those facts are purely co-
incidental or represent an emerging
trend, creditors considering a motion
lo appoint an examiner should take
them in account. In four recent ex-
aminer cases, officers of cach of the
respective debtors were facing class
action lawsuits based wholly or in
part on violations of state or federal
securities laws, See DBST (class action
and enforcement action by Idaho); In
re Semcrude, LB, Case No. 08-11525
(Bankr. D. Del. Aug. 12, 2008) (class
action against directors of debtor's
affiliate who were also directors of
the debtor); In re Syntax-Brillian
Corfr., Case No. 08-11407 (Bankr. D,
Del. July 28, 2008) (four class actions
and a derivative suit); and New Cen-
fury (17 class actions and 8 deriva-
tive suits). Thus, the presence of se-
curities litigation against the debtor’s
management supports a decision to
move for an examiner.

Even if the debtor's officers and
directors did not violate securities
laws, examiner motions that con-
tain substantial allegations of fraud
or mismanagement are more likely
to succeed than those that do not.
For instance, examiners have been
appointed recently based on alle-
gations of accounting irregularities
(New Century and DBESD and the
improper use of funds in connection
with a trading strategy (Semcrude).
Similarly, fraud and deceptive be-
havior by management served as
the basis for the appointments
of examiners in DBSI and Syntax-
Brillian.  Importantly,  because
§ 1104 requires only “allegations of
fraud, dishonesty,” etc., a court can
appoint an examiner without the
need for the movant to prove all
the elements of fraud. See 11 1U.5.C,
§ 1104(c) (emphasis added).

Another important element when
contemplating a motion to appoint
an examiner is the presence of insid-
er transactions and the “complex in-
terrelationship of various corporate
entities,” including management and
non-debtor affiliates. See In re 1243
20th Street, Inc., 6 B.R. 683, 686
(Bankr. D.D.C. 1980). DEST involved
approximately 170 affiliated debtors
plus another 700 or more affiliated
non-debtors, most of which were
managed or controlled by the same
officer. That overly complex business
structure led Judge Walsh to direct
the examiner to investigate potential
causes of action arising from trans-
fers from the debtors to their non-
debtor affiliates and other insiders.
Synitax-Brillian provides another ex-
ample of the role that interrelation-
ships play in the decision to appoint
an examiner. Although the examin-
er's role was ultimately suspended,
a primary reason for the original ap-
pointment was to investigate the “in-
tricate web of relationships” among
the debtors, the stalking-horse bid-
der, several suppliers, and the debt-
ors' officers and directors,

While none of these factors guar-
antees the appointment of an exam-
iner, the presence of one or more of
them improves the odds of achiev-
ing that rare examiner appoint-

ment. If the facts contain substan-
tial allegations of fraud against the
debtor’s acting management, the ap-
pointment of an examiner becomes
more likely. Similarly, if those same
managers control other non-debtor
entities or have a relationship with
other parties in interest, especially
a potential purchaser or DIP lender,
the court will likely grant an exam-
iner motion absent strong evidence
of harm to the estate,

SuPPORT FROM OTHER PARTIES

IN INTEREST

Support from other parties in
interest can also provide an enor-
mous benefit to a moving creditor.
Most importantly, the support of the
Trustee and the creditors’ committee
can provide the final push needed
to convince a court that the appoint-
ment of an examiner is warranted,
At other times, a significant constitu-
ency of creditors can ban together to
provide the necessary support,

Unquestionably, a creditor seek-
ing the appointment of an examiner
will need the support of the Trustee,
In fact, the Trustee normally will be
the party that requests the appoint-
ment of an examiner, and a credi-
tor will be hard-pressed o succeed
on an examiner motion without the
Trustee's support.

While the debtors will almost al-
ways object to a motion to appoint
an examiner (but see Semcrude), oth-
er major players in the bankruptey
process are usually more unpredict-
able. In particular, the creditors’ com-
mittee will usually pick a side based
on a number of considerations. For
example, the committees in New
Cenfury and DBSI argued that the
appointment of an examiner was
not necessary or in the best interests
of creditors because the respective
committees had undertaken their
own investigations, which an exam-
iner would simply duplicate. In con-
trast, committees in other cases have
moved for the appointment of an ex-
aminer themselves after determining
that an examiner would be appro-
priate. See, eg., In re Planet Holly-
wood Int'l, Inc., Case No, 01-10428
(Bankr. M.D. Fla. June 3 2002); and
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In re 1243 20th Street. Although the
creditors’ committee often would
prefer to conduct the investigation,
its other statutory functions some-
times prevent it from conducting
an appropriate investigation. In any
event, the support of the committee,
while helpful, is not mandatory to
successfully obtain the appointment
of an examiner.

Finally, although not present in
every case, if the debtor has a signif-
icant creditor group, a creditor wish-
ing to appoint an examiner should
solicit the support of that group of
creditors. DBSI, for example, had
the support of an overwhelming
number of “TIC Owners" who were
the primary creditors of the estates,
While a certain group of TIC Own-

ers withdrew their previous motion
to appoint an examiner, they sub-
sequently joined in Idaho's motion.
Idaho also had the support of 13
state governments that filed join-
ders in support of their motion for
an cxaminer. Likewise, several oil
and gas producers — out of a group
so large that they obtained recogni-
tion of their own official committee
— joined in the examiner motion in
Semcrude. Although it is uncertain
what role the positions of the major
creditor constituencies played in the
ultimate decisions to appoint an ex-
aminer, they certainly did not harm
the movants’ efforts.
ConcrLusion

Although the appointment of an
examiner in Chapter 11 cases is un-
usual, a court may be inclined to ap-
point one if the case contains the

right set of facts. Although examiner
appointments are more likely in a
jurisdiction that interprets § 1104{c)
(2) as a mandatory provision, courts
that consider the best interests of
creditors test under § 11040c)(1)
may appoint an examiner if thi
movant has the support of enough
parties in interest and substantial
allegations of fraud or misman-
agement exist. In either case, the
application of the four-part test of
§ 1104 should help a moving credi-
tor evaluate its likelihood of success
on an examiner motion.
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