I N THE UNI TED STATES BANKRUPTCY COURT
FOR THE NORTHERN DI STRI CT OF TEXAS
DALLAS DI VI SI ON

I N RE:
SGS STUDI O | NC., CASE NO. 00-33766- SAF-11

DEBTOR.
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VEMORANDUM OPI NI ON AND ORDER

Capital Factors, Inc., noves the court for the paynent as an
adm ni strative expense of certain costs and expenses incurred in
its efforts to provide post-petition financing to SGS Studi o,
Inc., the debtor. The CIT G oup/ Commercial Services, Inc.,
(“CIT") objects to Capital Factor’s notion. The court held an
evidentiary hearing on the notion on Cctober 30, 2000.

The al |l owance of an adm ni strative expense constitutes a
core matter over which this court has jurisdiction to enter a
final order. 28 U S.C 88157(b)(2)(A) and (O and 1334. This
menor andum opi ni on contains the court’s findings of fact and
conclusions of law. Bankruptcy Rules 7052 and 9014.

SGS Studio filed its petition for relief under Chapter 11 of
t he Bankruptcy Code on June 7, 2000. CIT had been SGS pre-
petition lender. Although it termnated the pre-petition |ending

facility, CT offered SGS post-petition financing but SGS did not



respond to CIT's offer. Apparently unhappy with CT, SGS
approached Capital Factors and, on June 28, 2000, secured Capital
Factors’ conmtnment to provide post-petition financing.
The vice-president of Capital Factors testified that he knew
of T s offer when he made the commtnent. The June 28
agreenent between Capital Factors and SGS provided that SGS woul d
pay for Capital Factors’ attorney’'s fees and costs. SGS paid
Capital Factors $10,000 to be applied towards fees and expenses,
whi ch total $20, 000.
Capital Factors requests paynent of the $10,000 as an
adm ni strative expense. Although it incurred over $20,000 in
attorney’s fees and rel ated expenses in its attenpt to provide
post-petition financing to the debtor, Capital Factors only seeks
to retain the $10,000 which it received from SGS.
The Bankruptcy Code provides that “an entity may tinely file
a request for paynent of an adm nistrative expense[.]” 11 U S.C.
§ 503(a). Section 503(b) provides:
After notice and a hearing, there shall be
al l oned adm ni strati ve expenses .
i ncl udi ng—
(1)(A) the actual, necessary costs and
expenses of preserving the estate[.]
Capital Factors bears the burden of proving that its claimis for

“actual, necessary costs and expenses of preserving the estate.”

In re Transanerican Natural Gas Corp., 978 F.2d 1409, 1416 (5th

Cir. 1992). The words “actual” and “necessary” are to be



construed narromy. “[T]he debt nust benefit [the] estate and

its creditors.” NL Industries, Inc. v. GHR Energy Corp., 940

F.2d 957, 966 (5th Gr. 1991)

A prima facie case under 8 503(b)(1) may be
establ i shed by evidence that (1) the claim
arises froma transaction with the debtor-in-
possession; and (2) the goods or services
supplied enhanced the ability of the debtor-
i n-possession’s business to function as a
goi ng concern. After the novant has
established a prima facie case, the burden of
produci ng evidence shifts to the objector;
but the burden of persuasion, by a
preponderance of the evidence, remains with

t he novant.

Transanerican, 978 F.2d at 1416. Capital Factors has established
that its request arises froma transaction with the debtor in
possession. Capital Factors nust then show, by a preponderance
of the evidence, that the services it supplied, i.e. offering
post-petition financing, enhanced SGS Studio’'s ability to
function as a goi ng concern.

On June 30, 2000, SGS filed an energency notion for approval
of post-petition financing, seeking approval of the proposed
financing by Capital Factors. CIT objected to certain terns of
t he proposed financing, including the granting of a senior lien,
pursuant to 11 U.S.C. 8§ 364(d), on property in which CIT clained
a security interest. To counter the Capital Factors financing,
CIT offered to provide interimpost-petition financing.

On July 7, 2000, this court held that the debtor could enter

into a post-petition financing arrangenent with either Capital
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Factors or CIT. However, if SGS obtained post-petition financing
fromCapital Factors, Capital Factors would not be granted a
senior lien pursuant to 11 U S.C. 8364(d) because of the
availability of CIT financing. 11 U S. C 8364(d)(1)(A). SGS
obtained interimfinancing fromC T.

On July 24, 2000, the court held a hearing on SGS notion
for approval of a second interim post-petition financing order.
Capital Factors would not waive or wwthdraw its request for a
senior lien under 8364(d). CIT offered continued financing.
Since the court could not authorize SGS to obtain financing from
Capital Factors under 8364(d)(1)(A), SGS pursued financing from
ClT.

Capital Factors contends that its presence as a willing,
ready and abl e post-petition |ender conpelled CIT to inprove the
terms of its post-petition loan offer to SGS, thereby providing a
benefit to the estate and supporting the all owance of an
adm ni strative expense. Capital Factors incurred actual expenses
for negotiating the | oan package, for drafting the | oan docunents
and for preparing the notion under 8364. Capital Factors
contends that but for this effort, CT would not have inproved
its loan terns.

Capital Factors has not presented evidence quantifying the
perceived benefit to the estate. C T concedes that it nodified

the terns of the loan to match the terns of the Capital Factors



proposal, but contends that the nodifications provided no actual
benefit to the estate. CIT contends that rather than turn to
Capital Factors, SGS could have responded to the CIT offer and
negotiated the terns of a post-petition loan with CIT w t hout
incurring the Capital Factors expenses.

Capital Factors offered to guarantee SGS obligations to its
vendors up to $1,000,000. CIT s June offer only guaranteed up to
$750,000. CIT later matched Capital Factors’ offer. Capital
Factors offered SGS an advance rate of 50 percent of donestic
i nventory, up to $1,000,000. C T s June offer advanced up to
$275,000 on inventory. CIT later matched Capital Factors’ offer.
Lastly, after the July 24 hearing, CI T negotiated events of
default which were nore favorable to SGS. Based on these changes
by CIT, Capital Factors argues that the estate received a benefit
fromthe | ender conpetition. A benefit in the terns of a post-
petition | oan would tend to advance a debtor’s ability to remain
i n busi ness.

Gary P. Vessecchia, CT s vice president, testified that CIT
submtted its post-petition financing offer to SGS before SGS
consulted with Capital Factors. Capital Factors acknow edges
that it knew about the CIT offer before it incurred any expenses.
SGS did not respond to the CIT offer and did not negotiate with
CIT. Vessecchia further testified that C T s vendor guaranty

limt and inventory advance limt had been proposed based on



CIT s analysis of SGS historic performances and |ikely pro-
jections fromthe historic performances. CI T concluded that its
initial offer would be nore than adequate to provide for SGS
realistic post-petition needs. After the initial hearing on
interimfinancing, CIT decided to match the Capital Factors term
limts to elimnate any controversy. Vessecchia testified that
t he change provided no benefit to SGS because SGS had no reason-
abl e likelihood of reaching those vendor and inventory limts.
Capital Factors offered no evidence to rebut that testinony.
Capital Factors did not offer evidence from SGS about the vendor
and inventory advance limts or about any SGS busi ness pl an.
Capital Factors offered no evidence to support how CIT s event of
default changes benefitted the SGS operations.
CIT had a pre-petition relation with SGS. Under that
| ending relationship, CT had access to SGS financial and
busi ness records. That famliarity lends weight to CIT s
unrefuted testinony that nmatching the Capital Factor terns
provi ded no neasurabl e benefit to SGS. Based on this record,
Capital Factors has not net its burden of proving that SGS had an
enhanced ability to function as a going concern because of the
changes to the CIT loan terns resulting fromthe Capital Factors’
conpetition. The record does not support a finding that the
debtor could better remain in business with the revised CI T | oan

terms than with the June CIT offer. Capital Factors has



therefore failed to establish that the bankruptcy estate and its
creditors benefitted from Capital Factors incurring $10,000 to
pursue a | ending opportunity with the debtor.

A lender’s costs of unsuccessfully soliciting business from
a debtor does not translate into an adm ni strative expense to be
borne by the creditors of a bankruptcy estate w thout an actual,
tangi bl e benefit to the estate and the debtor’s ability to
function as a goi ng concern.

CIT contends that Capital Factors has not nmade a
“substantial contribution” to the bankruptcy estate. That
standard applies to adm nistrative expenses under 11 U S. C
8503(b)(3)(D). Capital Factors, however, seeks admnistrative
expenses under 8503(b)(1)(A). Accordingly, the court considers
the case | aw under 8503(b)(3)(D) for purposes of anal ogy. The
Fifth Crcuit has recognized that a creditor may nmake a
“substantial contribution” to a bankruptcy estate by proposing a
pl an of reorganization that gives creditors a greater
distribution on their clainms than did the debtor’s proposed plan.
Notw t hst andi ng the creditor’s self-interest in bringing about a
greater distribution, the creditor nmay recover actual and
necessary expenses incurred in making a substantial contribution

to the case. See, Matter of DP Partners Ltd. Partnership, 106

F.3d 667, 673 (5th Cr. 1997). See also, Inre MIlo Butter-

finger, 218 B.R 856, 858-59 (Bankr. N.D. Tex. 1997) (purchaser of



unsecured claimentitled to adm nistrative expense for filing a
pl an of reorganization which |ed the debtor to nove to dismss
the case by paying non-insiders in full in cash rather than make
paynments over tine under the plan debtor had proposed). These
cases denonstrate that if conpetition increases the val ue that
creditors realize then the party responsible for fostering the
conpetition may be entitled to conpensation. However, both

Matter of DP Partners and Inre MIlo Butterfinger address the

nmeani ng of “substantial contribution” under 11 U S. C
8503(b)(3)(D).* The policy underlying 8 503(b)(3)(D) is “to
pronote neani ngful creditor participation in the reorgani zation

process.” DP Partners, 106 F.3d at 672. By anal ogy, Capital

Factors conpetition for post-petition | ending would have to
produce tangi bl e econom c benefits enhancing SGS ability to
function as a going concern. Capital Factors has not established

t angi bl e econom ¢ benefits.

'Section 503(b)(3)(D) provides:
(b) After notice and a hearing, there shal
be all owed adm ni strative expenses .
i ncl udi ng—
(3) the actual, necessary expenses .
i ncurred by-
(D) a creditor, an indenture
trustee, an equity security hol der,
or a commttee representing
creditors or equity security
hol ders other than a commttee
appoi nted under section 1102 of
this title, in making a substanti al
contribution in a case under
chapter 9 or 11 of this title[.]
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Capital Factors directs the court’s attention to In Matter

of OGhio Ferro-Alloys Corp., 96 B.R 795 (Bankr. N.D. Oh. 1989).

In Chio Ferro-Alloys, the debtor accepted a commtnent letter

from Bank One, had the agreenent approved by the bankruptcy
court, then decided to enter into a newloan with Fidelcor, its
pre-petition |l ender, and withdrew its notion to borrow from Bank
One. The court rejected the argunent proffered by the creditor’s
commttee that “Bank One took a risk when it ventured into
negotiations with [the debtor] and it cannot pass off to the
debtor’s estate the costs attributable to its efforts.” 1d. at
796. The court granted Bank One’s application for adm nistrative
expense, but reduced the anobunt requested.

That case nust be distinguished. First, the case does not
indicate that the pre-petition | ender offered to extend post-
petition financing to the debtor whereas CI T offered SGS post -

petition financing. Therefore, the debtor in Chio Ferro-Alloys

had been in a nore dire financial predicanment than SGS, which had
the option of obtaining interimfinancing fromits pre-petition

| ender. Second, the court found that “[t]he debtor’s
restructuring of its working capital |loan was critical to its
efforts to reorgani ze [because it] had a relationship with Bank
One froman earlier letter of credit transaction and through the
services of an affiliate of Bank One as the indenture trustee for

certain bonds issued by [the debtor].” I1d. at 797. In this



case, Capital Factors and SGS did not have a pre-existing
rel ati onshi p whose preservation was critical to the debtor’s

reorgani zation. Third, the court in Ghio Ferro-Alloys found that

the | oan arrangenent which the debtor accepted woul d save the
debt or sonmewhere between $50, 000 (debtor’s estimate of savings)
and $250, 000 (Bank One's estimate of savings). |In this case,
Capital Factors has not established that CIT's July |oan terns,
al though facially nore favorable to SGS than was its initial
of fer, provided actual tangi ble benefits to SGS.

Capital Factors could have obtained the debtor’s business
had Capital Factors w thdrawn or waived its requirenent for a
lien senior to the CIT lien. Had Capital Factors done so, the
estate woul d have paid its reasonable fees and costs. Capital
Factors chose not to nmake that concession. The court does not
inquire into Capital Factors’ business decision. The court
finds, however, that Capital Factors has failed to neet its
burden of proving that it provided a benefit to the estate.

Based on the foregoing,

I T 1S ORDERED that the notion of Capital Factors, Inc., for
the all owance of an adm nistrative expense i s DEN ED.

Signed this day of Novenber, 2000.

St even A. Fel sent hal
Uni ted States Bankruptcy Judge
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