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Heard on April 4, 1996, on the (Objection of Citizens Trust
Conpany to the Debtor’s Disclosure Statenent and Plan of
Reor gani zat i on. At issue is the effect of a “Participation
Agreenment,” so-called, between Citizens and Marie Porcaro
(“Porcaro”), vis-a-vis the Debtor’s classification of Porcaro
as the holder of a secured claimin this case. The Plan treats
Porcaro as a secured creditor based on her subordinated
participation interest in a |loan between Citizens and the
Debtor, and places her in a private sub-class under the plan.

Porcaro is a guarantor of said |loan, together with her sons
Patrick and Vincent Porcaro, the Debtor’s principals.?

BACKGROUND

On the date of filing of this Chapter 11 case (May 8,
1995), Citizens was owed $500, 000 on a secured line of credit.
By Decenber 1995, the Debtor had reduced the secured debt to
$286, 000 by conducting an orderly liquidation of old inventory.
Thi s debt reduction during the Chapter 11 apparently was not
good enough, however, and Citizen's brought actions in the
state court against Marie Porcaro and her two sons. After

being sued as a guarantor, Marie Porcaro entered into an

! Marie Porcaro is the majority sharhol der of the Debtor

corporation, wth 60.25% of the stock. Her sons, Vi ncent
Porcaro and Patrick Porcaro, own 19.87 % and 19.88% of the
stock, respectively.



“Option Agreenment to Purchase Participation Share” wth
Citizens, whereby she paid $200,000, and Citizens agreed to
assign all of its right, title and interest in the loan to
Porcaro, once the loan was paid down to $200, 000. The

Agreenment also provides inter alia that:

(i) [Citizens] shall have the sole and
absolute right to nanage, perform
and enforce the ternms of the
Agreenent, and to exercise and
enforce all ©provisions, rights
and remedi es exerci sabl e or
enforceabl e by Bank in connection
with the Debtor’s bankruptcy
proceeding in Bank’'s sole and
absol ute discretion.

See Citizens' Ex. 1, at 3 (enphasis added).

Citizens objects to approval of the Disclosure Statenent
on the follow ng grounds:

(1) That the Debtor has attenpted, inproperly: (i) to
rewite the Agreenment between the Bank and Marie Porcaro by
treating her as a secured creditor; (ii) to place Porcaro in a
separate secured creditor sub-class, in order to gerrynmander an
affirmati ve vote on the Debtor’s Plan; and (iii) to pay the
Bank |l ess than that to which it is entitled. Citizens also
conplains that the Disclosure Statenment fails to adequately
describe the Debtor’s financial performance for the years

ending Decenber 31, 1994, and 1995, as well as other



information material to the nerits of the proposed Pl an.

The Debtor argues that the agreenent between Marie Porcaro
and Citizens is not really a “participation agreenment,” but
rather, that the effect of the document is to make Marie
Porcaro a subordinated, contingent, secured creditor in the
amount of $200, 000. For the reasons di scussed bel ow, we reject
all of the Debtor’s argunments and deny approval of the present
Di scl osure Statenent.

DI SCUSSI ON

It has beconme standard Chapter 11 practice that “when an
obj ection raises substantive plan issues that are normally
addressed at confirmation, it is proper to consider and rule
upon such issues prior to confirmation, where the proposed plan
is arguably unconfirmable on its face.” In re Miin Road
Properties, 144 B.R 217, 219 (Bankr. D.R 1. 1992) (citing In
re Bjolmes Realty Trust, 134 B.R 1000, 1002 (Bankr. D. Mass.
1991)). For a reorganization plan to be confirmed, “it nust
conply with all the requirenents of Chapter 11, as provided in
11 U.S.C. 8§ 1129(a)(1).” See In re Smthfield Estates, Inc.,
52 B.R 220, 222 (Bankr. D.R 1. 1985). Whil e the question
presently before the Court appears to be a confirmation issue,

it is one that we feel confortable addressing at the disclosure



heari ng.

The Debtor and Citizens agree that in a true participation
agreenment the |ead bank is charged with collecting the debt,
including the filing of a proof of claim in bankruptcy, and
perfecting its claimagainst the borrower. See Mason & Di xon
Lines, Inc. v. First National Bank, 86 B.R 476, 479 (D.N.C.
1988), aff’'d 883 F.2d 2 (4th Cir. 1989); First State Bank v.
Towboat Chi ppewa, 403 F. Supp. 27, 34-35 (N.D. Ill. 1975). It
is also agreed that because the participant’s relationship is
wi th the bank and not with the debtor, the |ead bank, and not
the participant is considered the creditor. (Enphasis added.)

See Hibernia Nat’l Bank v. Federal Deposit Ins. Corp., 733
F.2d 1403, 1407-09 (10th Cir. 1984). However, where the Debtor
and Citizens part conpany is the nature of the agreenent
bet ween the Bank and Marie Porcaro.

The Court in Mason Dixon |listed two standard ear marks of
a participation agreenment: (1) that the | ead bank retain the
collateral, inits nanme; and (2) that the | ead bank service the
| oan. 86 B.R at 478. The subj ect agreenment, in paragraph

iii” quoted supra, clearly fulfills these requirenments.?

2 |t appears that the definition of a participation agree-

ment is quite fluid. One commentator has stated that the
participation agreenment has “no specified or standard form no



Accordingly, we conclude that this is a true participation
agreenment to which Marie Porcaro is a party, and that she is
not a creditor in this case, as the Debtor proposes to treat
her under the Plan. The request for approval of its D sclosure
St atenment, as proposed, is DEN ED, and the Debtor is allowed
fifteen (15) days within which to file an Anmended Plan and
Di scl osure Statenent.

The Debtor argues, alternatively, that if Marie Porcaro
had paid $200,000 under her guarantee, she would be
“automatically entitled” to be subrogated to the rights of
Citizens to the extent of her paynent, and that the
partici pation agreenment only mrrors her rights under 8§ 5009.

This argunent is imedi ately defective because Ms. Porcaro has
not met her obligation as a guarantor, nor has she offered to
do so. Suffice it to say that Marie Porcaro’ s entitlenent to
equi tabl e consi deration and subrogation, on the facts of this
case, is not an option. See In re Stratford Lanps, Inc., 120
B.R 31, 34 (Bankr. WD. Pa. 1990) (holding that “[i]n order
for subrogation to apply, the equities of the party seeking

subrogati on nust be superior to those of other claimants”). In

statutory characteristics, and often operates in conjunction
with other docunments . . . .” Alan W Arnstrong, The Evol ving
Law of Participations, R175 ALI-ABA 255 (April 2, 1992).



this insider case, the equities do not even begin to favor
ei ther the Debtor or Marie Porcaro.

Ent er Judgnent consistent with this order.

Dat ed at Provi dence, Rhode Island, this 3rd day of
June, 1996.

/s/ Arthur N. Votol ato

Arthur N. Votol ato
U. S. Bankruptcy Judge



