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I. Introduction

The reorganization of nonprofit entities often requires bankruptcy 
practitioners to consider several difficult questions arising from the 
qualitative differences between for-profit and nonprofit enterprises. 
Three such issues that arise in connection with confirmation of a plan 
of reorganization proposed by a nonprofit debtor are (i) the applicability 
of the “absolute priority rule,” which generally prohibits distributions 
to current owners of an enterprise on account of that ownership inter-
est unless a class of objecting unsecured creditors otherwise are paid 
in full; (ii) the application of the “best interests test,” which requires 
that distributions under a plan be at least as generous as distributions 
projected to be available from a hypothetical liquidation of the debtor’s 
assets; and (iii) whether the assets of nonprofit companies may be trans-
ferred under those provisions of the Bankruptcy Code frequently uti-
lized by for-profit debtors.

These issues are at play in a nonprofit restructuring for a number of 
reasons. First, as discussed in detail below, no one “owns” the residual 
economic interests of a nonprofit, and thus many courts have deter-
mined that the “absolute priority rule,” codified in section 1129(b) of 
the Bankruptcy Code,1 does not preclude members of a nonprofit from 
controlling the entity postbankruptcy, even when dissenting classes of 
creditors are not paid in full under a plan of reorganization. Second, 
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many states limit the ability of a nonprofit to liquidate its assets, there-
by potentially depressing a nonprofit debtor’s hypothetical liquidation 
value and complicating, or even rendering irrelevant, application of 
the best interests test. Finally, amendments to the Bankruptcy Code 
enacted under the Bankruptcy Abuse and Consumer Protection Act of 
2005 (BAPCPA) require, among other things, that assets transfers by 
nonprofit corporations pursuant to a reorganization plan comply with 
applicable nonbankruptcy law.

This article addresses each of these issues in turn. As discussed be-
low, the application of the absolute priority rule and best interest tests in 
nonprofit reorganizations appear dependent on the nature and function 
of the nonprofit debtor and the extent to which the debtor’s plan reflects 
a good faith effort to provide to creditors with reasonable recoveries. In 
exploring this relationship, this article also compares the application of 
the absolute priority rule and best interest tests in nonprofit Chapter 11 
cases to municipal reorganizations under Chapter 9 of the Bankruptcy 
Code. Municipalities and their enterprises, which are quintessential ex-
amples of enterprises that are not run to make a profit for their owners 
(even if they do not qualify as not-for-profit enterprises under state law), 
are not subject to Chapter 11’s absolute priority rule when they reor-
ganize, but they are required (among other things) to demonstrate that 
they have taken appropriate efforts to try to repay debt. This article then 
concludes by examining state law restrictions on transferring assets 
held by nonprofit corporations in light of the BAPCPA amendments.

II. Nonprofits and the Absolute Priority Rule: Retaining Control 
Without Payment in Full?

A. Understanding Nonprofit Entities

Although the Bankruptcy Code does not define “nonprofit,”2 the 
term is generally recognized to encompass any corporate structure 
under which income cannot be distributed to members, directors, and 
officers.3 Reference is often made to section 501(c)(3) of the Internal 
Revenue Code, which grants tax exempt status to companies organized 
and operated for certain enumerated purposes, which include the provi-
sion of health care, religious, educational, scientific or other charitable 
services,4 although state statues often exclude towns, cities, boroughs 
and other municipal entities from state laws defining what constitutes a 
not-for-profit entity.5

Nonprofit entities can be organized as corporations, limited liability 
companies, unincorporated associations, or trusts. Although corporate 
structure dictates the parties responsible for corporate governance, many 
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nonprofits are controlled at the ground level by “members” whose func-
tions, including electing directors and voting on major decisions such 
as mergers or dissolution, resemble shareholders in a for-profit entity.6 
However, members of nonprofit entities, with certain limited exceptions 
explored in detail below, have no discernible ownership interest in the 
entity.7 In addition to members, policy decisions and corporate direction 
are generally delegated to a board of directors, who in turn elect officers 
to handle the day-to-day functions of the nonprofit.8

B. The Absolute Priority Rule

Under specified circumstances, Bankruptcy Code section 1129(b) al-
lows a debtor, or another party in interest that proposes a plan of reor-
ganization, to “cramdown” the plan over the objection of an “impaired” 
class.9 In order to do, the plan proponent must satisfy virtually all of 
the confirmation requirements present in Code section 1129(a), dem-
onstrate that the plan does not discriminate unfairly against objecting 
parties, and show that “fair and equitable treatment” is afforded to each 
impaired objecting class.10

Commonly referred to as the “absolute priority” rule, section 
1129(b)’s “fair and equitable” requirement prohibits distributions to any 
junior class of claims or interests over the objection of a senior class that 
has not been paid the allowed amount of its bankruptcy claim in full.11 
Specifically, as it relates to unsecured creditors, this provision mandates 
that “the holder of any… interest in a debtor may not receive or retain 
property on account of such an interest unless all creditors have been 
paid in full.”12 In light of the absolute priority rule, the ability to distin-
guish nonprofit membership (or sponsorship) from equity or other inter-
est is vital for nonprofit debtors hoping to allow their existing members 
to retain control following approval of a plan or reorganization under 
which all creditors, particularly unsecured creditors, are not paid in full.

C. Retaining Control: Is It or Is It Not Receiving or Retaining 
Property (Value)

Because section 1129(b) prohibits the distribution of property to inter-
est holders without the consent of those classes of creditors that are not 
being paid in full under a plan, courts have had to struggle with whether 
retaining control without also receiving a distribution of economic val-
ue constitutes a distribution of property to the prepetition members or 
sponsors of a nonprofit entity under a plan of reorganization in violation 
of the absolute priority rule. On the one hand, several jurisdictions have 
held that the retention of control by a nonprofit’s members is not a vio-
lation of the absolute priority rule because the absolute priority rule is 
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only about value distribution. In reaching this conclusion, these courts 
observe that nonprofit membership is different from holding equity in 
a for-profit corporation because, among other things, members of non-
profit corporations generally have no right to dividends or to distribu-
tions of corporate assets.13

In contrast, other courts have found that the retention of control of a 
nonprofit can constitute the distribution of property prohibited by sec-
tion 1129(b). These courts have concluded that, at least under some cir-
cumstances, control of a nonprofit in fact carries with it economic ben-
efits personal to the members of the enterprise. One commentator has 
attributed these decisions to a rise in the number of “mutual nonprofits, 
such as cooperatives, homeowners’ associations, and country clubs” un-
der which members retain an “equity-like” interest in the entity and are 
“direct beneficiaries” of the nonprofit’s mission.14

D. No Economic Benefit: No Absolute Priority Concern

Courts that have confirmed a nonprofit’s reorganization plan which 
leaves the prepetition members in control of a reorganized debtor over 
the dissent of an impaired class of creditors have highlighted the lack 
of distributable tangible economic value possessed prepetition and re-
tained postconfirmation by those parties in control of the nonprofit. For 
example, in In re Whittaker Memorial Hospital Association, the U.S. 
Bankruptcy Court for the Eastern District of Virginia permitted the 
members of the debtor, a “Virginia nonstock, membership corporation,” 
to retain control of the debtor hospital following approval of a reorga-
nization plan even though certain unsecured creditors were not paid in 
full. In reaching this conclusion, the court stressed that nothing “beyond 
control” was retained by the members and that the debtor’s structure 
“places it in a unique status apart from private enterprise.”15 In an analo-
gous decision also involving a healthcare facility, the bankruptcy court 
in In re Independence Village Inc. allowed members of a nonprofit “life-
care” facility for the elderly to retain control of the nonprofit despite 
the objection of an indenture trustee, noting that the debtor has “no 
shareholders, hence… no interests inferior to the unsecured creditors” 
and, accordingly, that “there should be little difficulty [in confirming a 
plan that leaves pre-petition members in place, notwithstanding]… the 
absolute priority rule.”16

In re General Teamsters, Warehousemen and Helpers Union Local 
890 is also frequently cited in support of the proposition that the abso-
lute priority rule does not bar members of a nonprofit from retaining 
control following confirmation of a reorganization plan under which 
unsecured creditors are not paid in full. In General Teamsters, the debt-
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or, a labor union organized as an unincorporated nonprofit association, 
proposed a plan under which it would borrow and distribute to creditors 
a sum of money totaling the equity in substantially all of its assets. Un-
der this proposal, the debtor estimated that unsecured creditors would 
receive a 31% return on their claims.17

A creditor group objected, noting, among other arguments, that the 
debtor’s continued existence and possession of property violated the ab-
solute priority rule considering the proposed return to unsecured credi-
tors.18 In response, the court found that the absolute priority rule applies 
only to holders of an “interest in a debtor entity.”19 Citing to Bankruptcy 
Code section 501(a), the court added that “an ‘interest’ is that which 
is held by an ‘equity security holder’” and distinguished “equity secu-
rity,” defined in section 101(16) as a share in a corporation or “similar 
security,” from nonprofit membership.20 In overruling the objection, the 
court concluded that “neither Debtor’s members nor Debtor’s affiliates 
nor anyone else holds any interest in Debtor, as that concept is defined 
by the Bankruptcy Code and case law” and later held that “the Absolute 
Priority Rule does not, by its terms, prohibit a debtor entity from retain-
ing its own assets, and cannot, by its terms, apply to a situation such as 
this where the debtor has no equity security holders.”21

Indeed, even where the members of a nonprofit do obtain some per-
sonal economic benefit from that relationship, at least one court has 
held that where the retained benefit does not include a right to share 
in profits, a right to ownership of the nonprofit’s assets in the future, or 
the ability to manipulate the value of that personal economic benefit, 
there is no violation of section 1129(b) when the interest is retained and 
creditors are not paid in full. In In re Wabash Valley Power Association, 
the U.S. Court of Appeals for the Seventh Circuit held that even though 
a rural electric cooperative’s members received lower utility rates as a 
result of their membership status and were entitled to occasional reim-
bursement payments from “patronage capital accounts” maintained by 
the cooperative to cover fluctuations in production costs and to fund 
necessary capital expenditures, they could retain their membership in-
terest without paying a dissenting class of creditors in full.22 In reach-
ing this conclusion, the court noted that state law prohibited Wabash’s 
cooperative members from owning any of its assets and that, as a result, 
the patronage accounts were more like no-interest loans to the coopera-
tive by its members than equity interests held by those members. Ad-
ditionally, the court drew an important distinction between “control” of 
nonprofit and equity ownership, observing that “control alone, divorced 
from any right to share in corporate profits or assets, does not amount 
to an equity interest.”23
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Citing Whittaker, the court also stressed that the absolute priority rule 
did not prevent the continued control of the cooperative by its members 
because the members could not manipulate that control to afford them-
selves potential future profits.24 The court held that the absolute prior-
ity rule was inapplicable notwithstanding the members’ continued right 
to discounted utility rates, describing this benefit as “an inescapable 
product of the cooperative form” and “not exploitation of insider status 
of the sort the absolute priority rule was designed to prevent.”25 It later 
noted that “the mere fact that the Members of [the debtor] are benefited 
by [the debtor]’s operation and might be disadvantaged by its demise 
also does not give them an ‘interest’ cognizable in bankruptcy.”26

E. Economic Benefit: Absolute Priority Concern

Other courts, in contrast, have looked at nonprofits and determined 
that the retention of certain economic benefits available to their mem-
bers can constitute a distribution of property, which in the absence of 
plan acceptance by all impaired classes of creditors violates the abso-
lute priority rule. For example, in a case factually similar to Wabash, 
the U.S. Bankruptcy Court for the District of Maine in In re Eastern 
Maine Electric Cooperative Inc. found that the right of members of 
an agricultural cooperative to recover from patronage capital accounts 
were more accurately described as equity interests and not as claims for 
the repayment of debt as the court had in Wabash. Although the court 
considered many of the same factors discussed in Wabash, it noted that 
the cooperative itself had referred to patronage capital as representing 
“ownership” in the cooperative and had not generally recorded patron-
age capital as a liability.27 The court in Eastern Maine thus held that 
the debtor’s proposed plan violated the absolute priority rule.28 Addi-
tionally, the court cited to applicable state law governing cooperatives 
and the debtor’s by-laws in reaching the conclusion that the retention 
of interests in the nonprofit would render the plan unconformable if all 
unsecured creditors were not paid in full.29

The U.S. Bankruptcy Court for the Middle District of Florida reached 
a similar conclusion in In re S.A.B.T.C. Townhouse Association, Inc.30 
The debtor in S.A.B.T.C. Townhouse was a nonprofit homeowners asso-
ciation that held title to certain common areas and maintained “reserve 
accounts” to fund necessary capital expenditures.31 Under its proposed 
plan of reorganization, the debtor offered unsecured creditors pro rata 
distributions from an account containing approximately $30,000, which 
represented two years of membership dues collected from the associa-
tion’s members and provided for the members of the association to retain 
ownership of the enterprise. A judgment creditor that held a $275,000 
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claim objected to the plan, arguing that the absolute priority rule barred 
the retention of membership interests in the nonprofit considering the 
proposed return to unsecured creditors.32

In ruling in favor of the judgment creditor, the court first noted that 
the nonprofit debtor was required “to prove all of the elements neces-
sary to meet the requirements of section 1129(b) by clear and convinc-
ing evidence” and determined that the debtor had failed to carry its 
burden with respect to the absolute priority rule.33 The court concluded 
that the use of “public” areas owned and maintained by the association 
carried with it a real economic benefit for the individual property own-
ers who were members of the debtor. In short, the ownership of and pro-
vision of services related to this property by the association augmented 
the value of the property owned by its members. The court found that 
this real and personal economic benefit constitutes the type of value 
retention that the absolute priority rule is intended to force “owners” 
to pay for or at least pay enough for to get the consent of every class of 
impaired creditors.34

F. The Mission of the Nonprofit Determines How Absolute the 
Absolute Priority Rule Is Applied

From these cases, it appears that whether the absolute priority rule 
applies to a nonprofit’s Chapter 11 reorganization may well depend on 
whether the nonprofit corporate structure is being utilized primarily to 
provide a relatively direct economic benefit to its members or serves 
some other, more public purpose. In the former case (subject to the 
Wabash cases), members of nonprofit debtors will not be able to retain 
control and the benefits of their membership status without the consent 
of creditors unless those creditors are paid in full. In the latter case, 
members of nonprofit debtors will be able to retain control even if an 
impaired unsecured creditor class has not accepted the reorganization 
plan. This approach to section 1129(b), generally adopted in most juris-
dictions, reflects both an accurate characterization of the value inherent 
to membership in nonprofit corporations and recognizes that the orga-
nizational structure of nonprofit debtors is often inextricably linked to 
their ability to carry out their missions.35

III. Nonprofits and the Best Interest Test: Keeping More For Less?

Section 1129(a)(7) of the Bankruptcy Code, often referred to as the 
“best interests test,” mandates that each creditor receive, at a minimum, 
the liquidation value that it would have received in a Chapter 7 case. In 
contrast to the absolute priority rule which, in effect, can be waived by 
class acceptance of a plan of reorganization, the best interests test applies 
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for each individual creditor and cannot be waived. 36 In tandem, there-
fore, the best interests test sets the floor for distributions to creditors, 
and the absolute priority rule maximizes the amount of value actually 
distributed to those creditors by assuring that equity holders who wish to 
retain or receive value under a plan do so only when distributable value 
in excess of liquidation value is sufficient (at least theoretically) to ob-
tain class acceptance of a plan and the concurrent waiver of the absolute 
priority rule.

In the case of a nonprofit where the absolute priority rule does not 
apply, however, there would appear to be no Bankruptcy-Code-based 
incentive for members of a nonprofit to propose a plan of reorganization 
that shares value in excess of liquidation value with the enterprise’s un-
secured creditors as these members do not need to purchase a waiver of 
the absolute priority rule in order to confirm a plan, retain control over 
the enterprise, and keep “reorganization value” imbedded in the enter-
prise. The absence of the absolute priority rule from the confirmation 
equation for certain nonprofits thus appears to heighten the importance 
of the best interests test in determining the amount of distributions to be 
made to creditors of these nonprofits. Indeed, hypothetical liquidation 
value might, from a technical legal perspective, represent both the floor 
and ceiling on distributions to unsecured creditors in some nonprofit 
cases, although we are not aware of any cases addressing this issue.

This observation raises the following question, though: how effective 
is the best interests test in ensuring a fair distribution to unsecured cred-
itors? Liquidating a nonprofit enterprise is complicated and, in some 
instances, arguably prohibited by both the Bankruptcy Code and ap-
plicable nonprofit law. For example, Bankruptcy Code section 1112(c) 
provides that a case filed by a corporation that “is not a moneyed, busi-
ness, or commercial corporation” may only be converted to Chapter 7 
liquidation if the debtor consents to such a conversion.37 Additionally, as 
an example of state law restrictions on nonprofit liquidation, New York 
law provides that the New York State Attorney General may only bring 
an action for involuntary dissolution if it can establish either (a) that the 
nonprofit was formed through fraudulent misrepresentation or conceal-
ment of a material fact or (b) that the nonprofit “exceeded the authority 
conferred upon it by law, or has violated any provision of law whereby 
it has forfeited its charter, or carried on, conducted or transacted its 
business in a persistently fraudulent or illegal manner, or by the abuse 
of its powers contrary to public policy of the state has become liable to 
be dissolved.”38

If liquidation requires approval from a nonbankruptcy court authority 
and approval is not assured because a Chapter 7 trustee could not sell 
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a nonprofit without complying with applicable nonbankruptcy law (as 
discussed below), what impact does this have on a debtor’s liquidation 
analysis? Specifically, would liquidation value reflect the hypothetical 
best price that could be achieved through a forced sale to any willing 
buyer that would use the acquired assets for their highest economic re-
turn, or must liquidation value reflect only the hypothetical best price 
that could be achieved through a forced sale of a nonprofit debtor to a 
buyer who would continue to operate the nonprofit? For example, is 
the hypothetical liquidation value of a hospital the value that someone 
would pay in a forced sale to continue to operate that distressed facility 
or the possibly higher value that someone might pay for the opportunity 
to develop the hospital property into condominiums? If the former, the 
best interests test may not create much of an incentive for members of 
nonprofits to share imbedded debtor value with creditors. If the latter, 
however, liquidation value may create a strong incentive for nonprofits 
to share more value with creditors for fear that liquidation truly would 
create a better return for creditors and effectively bar a plan of reorgani-
zation that seeks to retain that value for the enterprise.

Only a few of the cases cited above discuss liquidation value in con-
sidering the plan proposed by the nonprofit debtor. The court in Whit-
taker briefly observed that the debtor had an “orderly liquidation value” 
of $5.75 million and a forced sale liquidation value of $3.85 million, 
noting later that an objecting creditor stood to receive more under the 
proposed plan than it would receive following a forced sale.39 The court 
in General Teamsters provided a liquidation value for the debtor’s real 
estate but declined to provide a more detailed analysis in light of the 
debtor’s expressed reluctance to consider the possibility of conversion 
to a Chapter 7 liquidation.40 The Wabash court also noted that the liqui-
dation value of the debtor’s “tangible, useful assets” was approximately 
$175,000. None of these cases, however, directly addressed the role of 
the best interests test as the only limit on creditor recovery in nonprofit 
cases where the absolute priority rule has not been applied. That said, 
in each case, the court does appear to have taken comfort from the fact 
that the reorganization plan for which confirmation was sought indeed 
provided creditors with more than simply liquidation value.

IV. Turning to Chapter 9

Although nonprofit debtors are reorganized along with their for-
profit counterparts under Chapter 11, the Bankruptcy Code contains 
a separate chapter for the reorganization of municipalities: Chapter 9, 
which provides for the adjustment and refinancing of debts incurred by 
municipal debtors. In light of the scarcity of case law addressing the 
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liquidation value of nonprofit entities and the related application of the 
best interests test, as well as the dispute over the extent to which the 
absolute priority rule applies in nonprofit Chapter 11 cases, Chapter 9 
may provide some guidance for courts as they try to balance the inher-
ent lack of an economic owner in nonprofit cases with fair treatment 
for creditors.41 As noted above, like nonprofits, municipalities are not 
operated to provide their “owners” with a return on their “investment.”

As a result, the discussed difficulties in liquidating a nonprofit have 
been compared to those difficulties faced by creditors negotiating with 
a Chapter 9 debtor, whose sole remedy in opposing a plan is to pursue 
dismissal of the case (as opposed to moving for conversion to Chap-
ter 7 or proposing an alternative plan) because, among other things, 
the absolute priority rule does not apply to compel the municipality to 
pay creditors in full to retain control over its property. If successful in 
seeking dismissal, such creditors would be forced, along with all other 
creditors, to pursue state law claims which “often have little possibility 
of being repaid, especially where the municipality’s debt burden is too 
high to be retired by taxes.”42 

Although both Chapter 9 and Chapter 11 require that a court deter-
mine that the proposed plan of reorganization “is in the best interests of 
creditors,” Chapter 9 does not require that creditors receive at least as 
much as they would receive in a Chapter 7 liquidation.43 In explaining 
this distinction, courts have observed that “the same interpretation [im-
position of the Chapter 7 liquidation floor] does not work for a chapter 
9 case” because one cannot compel the sale of municipal property for 
some other, more valuable use.44 Still, in applying the “best interests” 
test to Chapter 9 plans, courts have found that a plan which makes “little 
or no effort to repay creditors over a reasonable period of time” is not in 
the best interests of creditors, but they also have held that “interpreta-
tion of the best interest of creditors test that required the municipality to 
devote all resources available to the repayment of creditors equals or ex-
ceeds the fair and equitable standard.”45 Additionally, at least one court 
has cited Collier on Bankruptcy in concluding that the correct applica-
tion of section 943(b)(7) should direct courts to “require a reasonable 
effort by the municipal debtor that is a better alternative to the creditors 
than dismissal of the case.”46

Approval of a Chapter 9 plan is also conditioned on a determination 
that the plan is proposed in good faith as sections 901 and 943(b)(1) ex-
pressly incorporate the good faith requirement present in section 1129(a)
(3).47 While section 1129(a)(3)’s good faith mandate is often overshad-
owed in Chapter 11 decisions by a discussion of the other confirmation 
requirements such as the absolute priority rule, the test appears to play a 
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more central role in Chapter 9 cases. Indeed, while courts have empha-
sized that the question of whether a Chapter 9 plan is proposed in good 
faith is fact specific and determined on a case-by-case basis, confirma-
tion has been consistently denied where a Chapter 9 plans disproportion-
ally benefits certain creditors or fails to disclose certain material infor-
mation.48 This formulation of “good faith,” when coupled with the best 
interest test, reads much like a variant of the “absolute priority” formula-
tion in section 1129(b): in the absence of class consent, plan treatment 
of the dissenting class must be “fair and equitable” (provide a fair value 
above liquidation) and may not “discriminate unfairly.”49

From the cases discussed above, it appears that the nature of a non-
profit debtor is central to applicability of the absolute priority rule. 
These cases suggest that members of “entrepreneurial” nonprofits who 
do not benefit economically from membership should be allowed to re-
tain control following confirmation of a reorganization plan that does 
not pay all creditors in full, while members of “mutual” nonprofits pos-
sess an “interest” in the entity, similar to equity in a for-profit corpora-
tion, that should not be retained unless the proposed plan complies in all 
respects with the absolute priority rule.50

In making these distinctions and not applying the absolute prior-
ity rule in certain nonprofit contexts, courts nonetheless appear to be 
cognizant the same principles reflected in Chapter 9 decisions, namely 
whether a debtor has shown a reasonable effort to provide creditors with 
a competitive recovery and that the plan is proposed in good faith. In 
other words, courts do not appear to have given debtors free rein to 
retain value from distribution to creditors as part of their reorganiza-
tions, even where the court has concluded that the absolute priority rule 
does not apply. Thus, for example, in General Teamsters, the bankrupt-
cy court offered a detailed discussion of why the debtor’s plan, under 
which union membership dues did not increase even though unsecured 
creditors were not paid in full, was still proposed in good faith. The 
court concluded both that the debtor could not compel an increase in 
membership dues to fund additional payments to creditors and that the 
debtor had leveraged the entire equity value of its tangible assets to sup-
port payments to those creditors.51 Similarly, in Whittaker, the court ob-
served that the objecting creditor stood to receive “far more” under the 
debtor’s plan that it would following liquidation at a forced sale, given 
the debtor’s commitment of future resources to support distributions to 
prepetition creditors .52 The Seventh Circuit in Wabash also noted that 
control by nonmembers could not “squeeze as much out of Wabash as a 
going concern and considerably less could be realized by liquidation.”53
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From these cases, bankruptcy practitioners should be cognizant not 
only of the nature of any interest retained by prepetition members but 
also of the extent to which the plan comports with those fundamental 
principles underlying both Chapter 9 and Chapter 11 of the Bankruptcy 
Code in proposing plans of reorganization for nonprofit debtors.

V. BAPCPA and Nonprofit Debtors: Selling More for Less?

Prior to the enactment of BAPCPA, there was a serious question 
about the ability of nonprofit debtors to transfer assets under a plan of 
reorganization or pursuant to Bankruptcy Code section 363 (which gen-
erally allows debtors to sell assets outside the ordinary course of busi-
ness provided that the sale is consistent with the exercise of sound busi-
ness judgment), without having to comply with state law procedures 
and approvals. Some bankruptcy courts allowed nonprofit debtors to 
sell assets without having to go through state court processes and over 
the objection of state attorney generals and regulators that their consent 
was required for any transfer, while other courts required compliance 
with all applicable nonbankruptcy statues.54 Anecdotally, the returns to 
creditors in courts where compliance with applicable nonbankruptcy 
law was not required were higher than in courts where compliance was 
required because nonprofits could be converted to for-profit enterprises 
or their assets sold without the uncertainty, and often time delay, that 
attends state-law compliance.

BAPCPA, however, resolved these different approaches in favor of 
compliance with applicable nonbankruptcy law. BAPCPA amended 
section 363 to provide that asset sales must be “in accordance with ap-
plicable nonbankruptcy law that governs the transfer of property by 
a corporation or trust that is not a moneyed, business, or commercial 
corporation or trust.”55 This amendment was reinforced by the addition 
of Bankruptcy Code subsection 541(f), which requires that corpora-
tions covered by Internal Revenue Code section 501(c)(3) may only be 
transferred to entities that are not covered by this section if the transfer 
would be permitted under applicable nonbankruptcy law.56 In addition, 
section 1129(a)(16), which as noted above governs confirmation of a 
Chapter 11 plan, was amended to provide that transfers under a plan of 
reorganization also must comply with applicable nonbankruptcy law. 
Finally, BAPCPA granted standing to the attorney general of the state 
where the debtor is located to be heard with respect to these issues.

Although these additions to the Bankruptcy Code will clearly impact 
future nonprofit bankruptcy cases, there appears to be only one decision 
to date examining these provisions in significant detail. In In re Machne 
Menachem, Inc., the U.S. Bankruptcy Court for the Eastern District of 
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Pennsylvania considered whether a section of the New York Not-for-
Profit Corporation Law, made applicable by Bankruptcy Code section 
1129(a)(16), applied to the transfer of assets of a nonprofit debtor under 
a plan of reorganization proposed by one of the debtor’s former direc-
tors.57 Under the proposed plan, all of the debtor’s “right, title, and in-
terest” in its real and personal property would be transferred to a new 
entity created by the former director.

The debtor objected to the plan, arguing that the New York statute re-
quired “the sale, lease, exchange or other disposition of all, or substan-
tially all, the assets” of a nonprofit be approved by at least two-thirds of 
its board of directors.58 In finding the statute was inapplicable, the court 
relied heavily on its observation that the proposed asset transfer was “in-
voluntary.”59 It therefore concluded that to find that the statute applied 
to involuntary transfers would lead to a “absurd result” as a nonprofit’s 
board of directors could never be expected to approve an asset trans-
fer the nonprofit did not propose and support.60 Although this decision 
is highly fact-specific, it suggests that despite the recent amendments, 
certain state law provisions governing the transfer of assets on nonprofit 
entities may not apply in light of the unique circumstances presented by 
a bankruptcy proceeding.61

VI. Conclusion

Notwithstanding the fact that they are reorganized under Chapter 11, 
the reorganization of a nonprofit can differ markedly from the reorgani-
zation of for-profit enterprises. Basic tenets of the confirmation lexicon 
are turned on their head in a nonprofit case. Specifically, the members of 
certain nonprofits are able to retain their control over the enterprise over 
the dissenting vote of a class of impaired creditors because the absolute 
priority rule does not apply. Liquidation value may set the only bar for 
distributions to creditors, and because the liquidation of the nonprofit 
remains subject to compliance with applicable nonbankruptcy law (in-
cluding any required governmental consents), the amount received in 
any liquidation could be limited. That said, as a practical matter, courts 
do not appear to have not allowed nonprofits to treat their creditors un-
fairly. Similar to Chapter 9, courts in nonprofit Chapter 11 cases seem 
to provide leeway from the more strict provisions of section 1129(b) 
only where the debtor has devoted substantial value (or at least as much 
as it could) to repaying prepetition debt. Moreover, in light of recent 
amendments to the Bankruptcy Code, transfers which otherwise are ac-
complished through a plan without the consent of any other party, re-
main subject to consents required under applicable nonbankruptcy law.
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