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Until relatively recently, schemes, in an insolvency context,
have tended to be used by insurance companies as a means
of settling long-term and contingent claims and distribut-
ing assets to policyholders. However, in the past few years,
schemes have become a popular rescue procedure for a
much wider audience and, in particular, for complex financial
distressed-based restructurings involving one or more tiers
of secured debt, filling the void left by the potentially more
user-friendly company voluntary arrangement (“CVA”). A CVA
cannot be used to compromise claims of a secured creditor

without that creditor’s expressed consent.

WHAT IS A SCHEME OF ARRANGEMENT?

A scheme of arrangement can be used in both solvent and
insolvent contexts. It is a procedure that can be used by a
company to implement a compromise or arrangement with
either its creditors generally (or a class of them) or its mem-
bers (or a class of them). A scheme is a court-driven pro-
cess and involves the proponent of the scheme (invariably
the debtor company) making two applications to court. At
the first hearing, the company seeks an order of the court to
convene the relevant creditor meetings to vote on the pro-

posed compromise embodied in the scheme documentation.

It is at this stage that the court decides whether the company
has correctly identified the classes of creditors to attend
the meeting and vote on the scheme. The creditor meet-
ings are then held. If the creditors approve the scheme,
the company makes a second application to the court for
“sanction” (i.e., approval). The court at this stage is con-
cerned with ensuring that the scheme is one which a credi-
tor could reasonably have approved, that the majority has
not unfairly coerced a minority to accept a position contrary
to its interests, and that each creditor class has been fairly
represented at the meeting. If the court gives sanction, the
scheme becomes binding once the court order has been

filed at the UK Companies Registry.
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A scheme is approved by creditors if a majority in number of
the creditors of each relevant class and at least 75 percent in
value of the claims of creditors in that class represented at

the meeting have voted in favour of it.

RECENT DEVELOPMENTS IN SCHEMES OF ARRANGEMENT

By far the most significant development that has taken place
in the past year relating to schemes has been their use by
overseas companies. It may at first sight seem strange that a
foreign company would want to make use of an English law
procedure to compromise claims with creditors (few or none
of whom may be English-based) and even odder when one
considers that the EC Regulation on Insolvency Proceedings
2000 (the “Insolvency Regulation”) has been in force for
many years and provides for automatic recognition through-
out the EU (except in Denmark) of a debtor’s main insolvency
proceedings initiated in the country where its centre of main

interests (“COMI”) is located.

The odd becomes the truly bizarre when one consid-
ers that an English scheme is not an insolvency procedure
which falls within the ambit of the Insolvency Regulation and
therefore has no legal status thereunder. So why are foreign
companies coming here to propose schemes? Is it because
they like the food or the weather? Alas, no. The more mun-
dane reasons why schemes are proving popular with foreign

companies are as follows:

+ Schemes of arrangement (like CVAs) have at their heart a
“cramdown” procedure whereby a dissenting minority of
creditors can be bound by a compromise approved by a
majority. Although cramdown is a well-established concept
under both English and U.S. insolvency law, it is compara-
tively rare in civil-law countries. Where cramdown does not
exist, a company must obtain the consent of each of its
creditors if it is to implement successfully a restructuring. In
practice, this 100 percent threshold often is unachievable.
Therefore, where cramdown does not exist under local law
or the law of its COMI, the debtor may find cramdown pro-
cedures in England worth a closer look.

+ Even where cramdown procedures do exist under the law
of the debtor’s COMI, there may be little track record of
the procedures’ having been used successfully, and there

may be a lack of experience in local courts in overseeing



them. The German Insolvenzplan, for example, is still an
underused procedure even though it allows for cramdown.
* The English scheme is a trusted and well-understood

mechanism with predictability of result.

England has already demonstrated its ability to attract debtor
“immigrants” (both corporate and individual) to make use of its
debtor- and creditor-friendly bankruptcy and insolvency pro-
cedures. For example, Wind Hellas in 2010 migrated its COMI
to England from Luxembourg in order to enter into an English
administration (as a “main proceeding” under the Insolvency
Regulation) and to effect a prepackaged sale of its busi-
ness. However, moving COMI is, to put it bluntly, a hassle at
best and wholly impractical or impossible at worst (assuming
the “command and control” test for COMI is not resurrected).
The recent European experience is that, as far as corpo-
rate debtors are concerned, only a company with few or no
employees or physical assets can readily move its COMI (and
even then, there may be significant tax considerations which
might mitigate against it). However, English insolvency lawyers
and English courts do not give up the fight easily, and English
schemes are another form of the wares we offer to the curi-
ous and financially distressed who choose to shop within
our stores. This has been witnessed recently in La Seda de
Barcelona (a partially reported decision) and a number of
unreported decisions (Tele Columbus Group and Rodenstock
GmbH (German), Metrovacesa SA (Spanish), and Gallery
Media (Russian)).

CASE STUDIES

Let us take a closer look at the developing law relating to the
ability of non-English companies to use English schemes of

arrangement successfully.

La Seda

La Seda was a Spanish company with its COMI in Spain.
The company entered into individual compromise agree-
ments with bilateral lenders and trade creditors. Predictably,
it could not obtain unanimous consent of the members of its
secured bank syndicate to a restructuring of its facilities. The
only option available to it in Spain was a formal insolvency.
However, the negotiations with the bank syndicate had
shown that a majority of the syndicate was in favour of a

restructuring which, if exported to England, would be suf-

ficient to approve a scheme. La Seda therefore came to
England and proposed a scheme of arrangement among the
members of the syndicate (which comprised one class of
creditors). The requisite majority of creditors voted in favour.
A number of interesting issues emerged from the case, but
the one that concerns us for present purposes was the basis
on which the English court held that it had jurisdiction to

approve La Seda’s scheme.

Section 895 of the Companies Act provides that “a company
liable to be wound up under the [UK] Insolvency Act 1986
[(the ‘Insolvency Act’)]” may propose a scheme. Section
221 of the Insolvency Act allows an unregistered company
(which includes a non-English company) to be wound up in
England. Before the Insolvency Regulation came into force,
the English courts had assumed a liberal and wide discre-
tion to make winding-up orders over foreign companies
(and hence, there was a wide window available for foreign
companies to propose schemes). Under common law, a
threefold test needs to be satisfied in order for an English

court to exercise jurisdiction:

+ The debtor must have a sufficient connection with
England;

+ There must be a reasonable possibility that if the com-
pany were to be wound up in England or a scheme were
to be approved, someone would benefit from the winding-
up order or scheme; and

+ There is at least one person interested in the distribution
of the assets in the winding-up or under the scheme who

would be subject to the jurisdiction of the English courts.

It is not quite clear if all of these elements are mandatory
or if (in the case of the last two) they merely go towards the
court’s exercise of its discretion whether to assume winding-

up jurisdiction.

Two issues of interest arose in La Seda. First, did the
company have a sufficient connection with England, and
second, had the Insolvency Regulation displaced the
common-law rules as to what constituted a company “liable
to be wound up under the Insolvency Act”? As for the first
issue, the court held that La Seda did have a sufficient
connection. This was because the banking agreements

between La Seda and the syndicate were governed by
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English law and gave the English courts jurisdiction. It was
also significant that La Seda had an English subsidiary and

its own branch office in England.

As for the second issue, the Insolvency Regulation introduced
a problem, perhaps unintentionally. Under the Insolvency
Regulation, a company (wherever it is incorporated) cannot
be wound up in England as a “main proceeding” unless its
COMI is in England, and it cannot be wound up in England as
a “nonmain” (secondary, or “territorial’) proceeding unless the

company has an “establishment” in England.

The court held that the Insolvency Regulation had not dis-
placed the previous rules relating to what amounted to a
company “liable to be wound up” in England. According to
the court, since La Seda satisfied the threefold test referred
to above, it was liable to be wound up in England, and that

was the end of the matter.

So far, so good. However, would a scheme approved by
the English court bind all the scheme creditors, particularly
those who are in a position to initiate an insolvency in the
home country, Spain? Because the Insolvency Regulation
does not confer recognition on schemes in EU member
states, it would be a matter for Spanish law as to whether the
English scheme would be recognised in Spain. Evidence was
adduced in La Seda that a Spanish court would recognise
the English scheme because of the presence of the English
governing law and jurisdiction clauses in the banking facil-
ity agreements. The scheme would be seen in Spain to be
an amendment of creditors’ rights under the La Seda facility
agreements, and because that amendment would be bind-
ing under the law of the facility agreements (English law), a

Spanish court would recognise the scheme.

Tele Columbus Group and Rodenstock

Hot on the heels of La Seda, the Tele Columbus Group and
Rodenstock successfully implemented English schemes of
arrangement. In both cases, the companies in question were
German, and each had its COMI in Germany. Once again,
the scheme purported to compromise the claims of secured
creditors whose rights and obligations were governed by
English-law loan agreements that contained English juris-

diction clauses. What emerges from these two cases as a

practical pointer is that it is important to adduce evidence
that an English scheme would be recognised in the home
country (this could be provided by an academic, a retired
judge, or an officeholder in the home country). The rationale
for this requirement is not entirely clear, but it appears to go
to the issue of fairness and reasonableness. If the scheme
bound those creditors who were subject to the jurisdiction of
the English courts, but not those creditors who were not, the
former would be in an unfair position compared to the lat-
ter, and it would not be reasonable for a scheme to become

binding in these circumstances.

In Rodenstock, the court was influenced by the fact that the
scheme was being used to compromise creditor claims aris-
ing under a single facility agreement. What was important
was not just that the rights between the company and the
creditors were governed by that agreement, but that it also
governed the rights between the creditors themselves. The
position supporting jurisdiction would have been weaker if
each creditor had entered into its own separate loan agree-
ment with the company and there had been no overarching

agreement that dealt with intercreditor issues.

Metrovacesa

Another Spanish company, Metrovacesa SA, also successfully
proposed an English scheme of arrangement. Its banking
arrangements were similarly governed by an English-law loan
agreement. Additional testimony was given by a Spanish aca-
demic to the effect that the Spanish court would recognise
the English scheme as a matter of policy because Spain was

in the process of formulating its own cramdown rules.

It is interesting to note that the statutory requirement for
the court order sanctioning a scheme to be filed at the UK
Companies Registry in respect of English companies in order
for the scheme to become binding appears not to apply in
respect of foreign companies. This clearly makes practi-
cal sense where the foreign company is not registered in
England as an overseas company, but the legal rationale for

waiving the requirement remains obscure.

There are a few words of caution to offer regarding the
attractiveness of English schemes for foreign companies.

All of the cases we have considered above involve what was



essentially a compromise of rights under English law docu-
ments. It is far less clear as to whether an English scheme
would be recognised in the country of the debtor’s incor-
poration or (if different) the debtor's COMI if the scheme
purported to compromise rights arising under a law other
than English law. Interestingly, the regional appellate court
in Celle, Germany, has refused to recognise the Equitable
Life scheme of arrangement (although the decision is being
appealed). The difference in that case is that the English
scheme purported to compromise rights arising under

German law documents.

CAN SCHEMES OF ARRANGEMENT BE USED TO COMPEL
CREDITORS TO RELEASE CLAIMS AGAINST THIRD PARTIES?

The issue of third-party releases also arose in La Seda. An
English subsidiary, Artenius UK Limited (“Artenius”), was a
guarantor of La Seda’s bank liabilities. Artenius had been
placed into administration and had claims against La Seda
and other group companies exceeding £80 million. The
scheme contained a term that provided for the scheme
creditors to release Artenius from all liabilities as guarantor. If
the scheme were approved containing such a term, Artenius
was prepared to release its intercompany claims. The ques-
tion arose whether the court should decline to approve the
scheme because it included a term under which creditors

would be forced to give up their claims against a third party.

The court had little difficulty in coming to the view that the
term in question did not prevent it from giving approval to
the scheme. It was satisfied that there was a sufficient ele-
ment of give and take on the part of the creditors and the
beneficiary of the release, Artenius. The “take” on the part
of the creditors was that the release would improve the
balance-sheet position of La Seda and its subsidiaries. The
court explained that the test for these sorts of clauses is that
they are unobjectionable if the claims of the creditors against
the released party: (i) are closely connected to the scheme
creditors’ rights against the company proposing the scheme;
(i) are personal and not in the nature of proprietary rights;
and (iii) would, if exercised, result in a reduction of the credi-

tors’ claims against the debtor.

The court found that these three elements had been satis-
fied. What is not clear from the ruling is whether the claims
against Artenius were secured (likely) and whether the claims
that Artenius had against La Seda and its subsidiaries were
subordinated such that they could not have been paid until
the bank debt had been repaid in full (almost certainly).
Neither of these factors appeared to be an impediment in

satisfying the threefold test.

It is interesting to compare the position to releasing third par-
ties under a CVA. If La Seda had proposed a CVA on identical
terms, the result ought to have been the same. It is possible
to compromise creditors’ claims against third parties under
a CVA, provided that no unfair prejudice has been suffered
by a releasing creditor. In La Seda, all the scheme creditors
had the same rights against Artenius and were receiving the
same value for the release (i.e., the cancellation of claims
against the remainder of the group), and thus, there was a

complete absence of discrimination between the creditors.

CONCLUSION

Schemes and the law associated with them are evolving to
provide a very powerful tool in the restructuring process
where debtors have complex capital structures involving
one or more tiers of secured debt. This is evidenced by the
fact that schemes in the insolvency context have developed
from the rather narrow and specialist arena of providing for
a distribution mechanism for insolvent insurance compa-
nies to what is now emerging as an effective and powerful
restructuring process of choice for a broad range of com-
panies (wherever their place of incorporation or the loca-
tion of their COMI). This says much about their flexibility and
popularity among corporate leaders and the welcome read-
iness of the English courts to assist companies in financial
difficulty in providing a restructuring solution that avoids a

formal insolvency.

A version of this article was published in the September
2011 issue of Corporate Rescue and Insolvency. It has been

reprinted here with permission.



SEVENTH CIRCUIT RULES THAT SECURED
CREDITORS MUST BE GIVEN THE RIGHT
T0 CREDIT-BID

George R. Howard and Mark G. Douglas

In a victory for secured creditors, the Seventh Circuit Court
of Appeals recently held in River Road Hotel Partners, LLC
v. Amalgamated Bank (In re River Road Hotel Partners, LLC),
2011 WL 2547615 (7th Cir. June 28, 2011), that a dissenting
class of secured lenders cannot be deprived of the right to
credit-bid its claims under a chapter 11 plan that proposes an
auction sale of the lenders’ collateral free and clear of liens.
The decision is a welcome development for secured credi-
tors on the heels of contrary rulings handed down by the
Third Circuit in In re Philadelphia Newspapers, 599 F.3d 298
(3d Cir. 2010), and the Fifth Circuit in In re Pacific Lumber Co.,
584 F.3d 229 (5th Cir. 2009). The resulting circuit split, how-
ever, may be a compelling invitation for review by the U.S.

Supreme Court.

THE BANKRUPTCY CODE’S CRAMDOWN REQUIREMENTS

Section 1129(b) of the Bankruptcy Code sets forth the
requirements that must be met before a bankruptcy court
can confirm a chapter 11 plan over the objections of a dis-
senting class of creditors whose rights are impaired by the
plan. Among these “cramdown” requirements is the dictate in
section 1129(b)(1) that a plan “not discriminate unfairly” and
that it be “fair and equitable” with respect to a dissenting

class of creditors.

Section 1129(b)(2) addresses the “fair and equitable” require-
ment for different types of claims. Section 1129(b)(2)(A) pro-
vides three alternative ways to achieve confirmation over
the objection of a dissenting class of secured claims: (i)
the secured claimants’ retention of their liens and receipt of
deferred cash payments equal to at least the value, as of the
plan effective date, of their secured claims; (i) the sale, “sub-
ject to section 363(k),” of the collateral free and clear of all
liens, with attachment of the liens to the proceeds and treat-
ment of the liens on proceeds under option (i) or (iii); or (iii)
the realization by the secured creditors of the “indubitable

equivalent” of their claims claim.

Section 363(k) of the Bankruptcy Code establishes the right
of secured creditors to “credit-bid” by providing that when a
debtor sells any property secured by a valid lien, unless the
court orders otherwise “for cause,” and if the holder of the
secured claim purchases the property, “such holder may off-

set such claim against the purchase price of the property.”

THE DISPUTE

Courts disagree as to whether a secured creditor must be
afforded the right to credit-bid its claims in a sale of its col-
lateral pursuant to a chapter 11 plan in all circumstances. In
particular, if a plan proposes to satisfy the “fair and equi-
table” requirement by providing the “indubitable equivalent”
under section 1129(b)(2)(A)(ii)—which, unlike section 1129(b)
(2)(A)(ii), is not expressly made “subject to section 363(k)"—
some courts have held that the secured creditors in the
affected dissenting class do not have the right to credit-bid

in connection with the sale.

In Philadelphia Newspapers, for example, the Third Circuit
sent shock waves through the commercial lending industry
by ruling that a dissenting class of secured creditors can
be stripped of the right to credit-bid their claims under a
chapter 11 plan that proposes an auction sale of the credi-
tors’ collateral free and clear of liens. According to the court,
the “indubitable equivalent” prong of the “fair and equitable”
requirement set forth in section 1129(b)(2)(A) does not itself
require that a secured creditor be permitted to credit-bid its
claim. Instead, the court held, the “indubitable equivalent”
alternative requires a secured creditor to realize “the unques-
tionable value” of the creditor’s secured interest in the collat-

eral without the right to credit-bid.

Circuit judge Thomas L. Ambro wrote a vigorous 48-page
dissent. Judge Ambro opined that section 1129(b)(2)(A) can
reasonably be read as outlining the different requirements
to satisfy the “fair and equitable” test, but that only one of
the three requirements is applicable to any given class of
secured creditors under a plan. The applicable require-
ment is determined by the treatment of the class of secured
creditors. In addition, Judge Ambro would have applied the
context of section 1111(b) and the legislative history of the
provisions to conclude that “the Code requires cramdown

plan sales free of liens to fall under the specific requirements



of § 1129(b)(2)(A)(ii) and not to the general requirement of

subsection (jii).”

Philadelphia Newspapers came closely on the heels of the
ruling in In re Pacific Lumber Co., 584 F.3d 229 (5th Cir. 2009),
in which the Fifth Circuit similarly considered whether section
1129(b)(2)(A)(ii) is the only avenue to confirmation of a plan
under which the collateral securing the claims of a dissenting
secured class is to be sold. That court of appeals ruled that
section 1129(b)(2)(A)(ii) does not always provide the exclu-
sive means by which to confirm a plan where the sale of a
secured party’s collateral is contemplated. Rather, the Fifth
Circuit held that, where sale proceeds provide a secured
creditor with the indubitable equivalent of its collateral, con-
firmation of a plan is possible under section 1129(b)(2)(A)
(iii). In addition, consistent with its conclusion that the sale
transaction in the chapter 11 plan accomplished that result,
the court rejected an argument by noteholders that confirma-
tion was improper because they had not been afforded the

opportunity to credit-bid their claims for the assets.

Much is at stake for secured creditors in connection with
this issue. Credit bidding and the option to elect fully
secured status under section 1111(b) of the Bankruptcy
Code are important rights designed to guard against judi-
cial undervaluation of a secured creditor’s collateral, par-
ticularly in circumstances where market conditions are not
favorable to the realization of what the creditor views as a

fair price for the property.

RIVER ROAD

River Road Hotel Partners, LLC, and its affiliates (the “debt-
ors”) built and operated the InterContinental Chicago O’Hare
Hotel from 2007 to 2009 with construction financing totaling
more than $155 million. The debtors filed for chapter 11 relief
in lllinois in August 2009. The debtors proposed joint chap-
ter 11 plans contemplating the sale of substantially all of their
assets pursuant to an auction process. They concurrently

filed a motion for court approval of bidding procedures.

The lenders objected to the bidding-procedures motion
and the plans, arguing that the plans were unconfirmable
and that the procedures should not be approved because

they violated the requirement of section 1129(b)(2)(A)(ii) that

secured creditors be given the right to credit-bid if assets
are to be sold free and clear of liens pursuant to a plan. The
debtors countered that the proposed plans provided the
lenders with the “indubitable equivalent” of their claims under
section 1129(b)(2)(A)(iii), which does not require that the lend-
ers be permitted to credit-bid their claims in connection with

an auction sale of their collateral.

Round 3 in the circuits goes to secured creditors,
but the bout is far from over. On August 5, 2011, the
debtors filed a petition for writ of certiorari, ask-
ing the U.S. Supreme Court to review the Seventh
Circuit’'s decision in River Road and resolve the split
among the circuit courts of appeal on this issue.

The bankruptcy court declined to approve the debtors’ pro-
posed bidding procedures because they denied secured
creditors the right to credit-bid and, therefore, the debt-
ors’ proposed chapter 11 plans could never be confirmed.
The debtors appealed and requested that the appeals be
certified directly to the Seventh Circuit, which request was

granted by the bankruptcy court.

THE SEVENTH CIRCUIT’S RULING

A three-judge panel of the Seventh Circuit affirmed the
ruling below. The court began by analyzing whether the
language of section 1129(b)(2)(A) has a “plain and unambig-

uous meaning.”

According to the Seventh Circuit, the language of section
1129(b)(2)(A) is ambiguous for two reasons: (1) there is noth-
ing in the provision indicating whether subsection (jii) should
have global applicability or be limited to those situations that
are not covered by subsections (i) and (ii); and (2) the term
“indubitable equivalent” is itself ambiguous and is particularly

problematic with respect to undersecured claims.

The Seventh Circuit rejected the Third Circuit’s reasoning in
Philadelphia Newspapers that the use of the disjunctive “or”
after section 1129(b)(2)(A)(ii) is a clear indication that subsec-

tion (iii) was meant to have global applicability. According to



the court, Judge Ambro’s dissent in Philadelphia Newspapers
is more compelling on this point. The Seventh Circuit also
rejected the debtors’ argument that the proposed auction
would determine the current market value of the assets to be
sold and would thus deliver to the lenders the “indubitable
equivalent” of their secured claims. Instead, the Seventh
Circuit noted, “[Tlhere are a number of factors that create a
substantial risk that assets sold in bankruptcy auctions will

be undervalued,” including:

0
@

The speed and timing of bankruptcy sales;

Lack of sufficient notice and an abbreviated mar-
keting process;

(3)
)
(5)

The inherent risk of self-dealing;
Credit markets in a state of limited liquidity; and
The costs of submitting a bid in a court-supervised

bankruptcy auction process.

The Seventh Circuit reasoned that the right of secured credi-
tors to credit-bid is “a crucial check against undervaluation.”
Because “[n]othing in the text of Section 1129(b)(2)(A) indi-
cates that plans that might provide secured creditors with
the indubitable equivalent of their claims” can be confirmed,
the court of appeals ruled that the debtors could not rely
on section 1129(b)(2)(A)(iii) to auction off their assets without

allowing the lenders to exercise their right to credit-bid.

Having concluded that the meaning of section 1129(b)(2)(A)
is ambiguous, the Seventh Circuit proceeded to use “well
established principles of statutory interpretation” to deter-
mine that the most plausible reading of the statute requires
secured creditors to be given the right to credit-bid when-
ever assets are to be sold free and clear of liens pursuant to

a chapter 11 plan.

First, the Seventh Circuit noted that statutes are to be inter-
preted so that “every part of the statute is meaningful” and
no provisions are “superfluous.” The court found that the
debtors’ proposed interpretation of section 1129(b)(2)(A)
“violates a cardinal rule of statutory construction” because
it would “render the other subsections of the statute super-

fluous.” According to the Seventh Circuit, it could not “con-

ceive of a reason why Congress would state that a plan must
meet certain requirements if it provides for the sale of assets
in particular ways and then immediately abandon [those]
requirements.” Therefore, the court concluded that requiring
secured creditors to be allowed to credit-bid anytime assets
are to be sold free and clear of liens is the “infinitely more

plausible interpretation of Section 1129(b)(2)(A).”

Second, the Seventh Circuit explained that denying secured
creditors the right to credit-bid by relying on section 1129(b)
(2)(A)(iii) “sharply conflicts with the way that [secured credi-
tors] are treated in other parts of the [Bankruptcy] Code.”
Specifically, the Seventh Circuit noted that section 363(k)
and section 1129(b)(2)(A)(ii) expressly provide secured credi-
tors with the right to credit-bid, and section 1111(b) of the
Bankruptcy Code provides a means for secured creditors to
protect their interests when a debtor seeks to keep posses-
sion of assets. Moreover, the court emphasized, there do not
appear to be provisions in the Bankruptcy Code “that recog-

nize an auction sale where credit-bidding is unavailable.”

Because in its view eliminating a secured creditor’s right
to credit-bid would (1) “nullify” section 1129(b)(2)(A)(ii) of the
Bankruptcy Code and (2) “ignore the protections for secured
creditors” in other provisions of the Bankruptcy Code, the
Seventh Circuit concluded that any chapter 11 plan that con-
templates selling collateral free and clear of liens must allow

secured creditors to credit-bid at the sale of their collateral.

OUTLOOK

Round 3 in the circuits goes to secured creditors, but
the bout is far from over. On August 5, 2011, the debtors
filed a petition for writ of certiorari, asking the U.S. Supreme
Court to review the Seventh Circuit’s decision in River Road
and resolve the split among the circuit courts of appeal
on this issue. In early September, a group of seven law-
school professors and the Loan Syndications and Trading
Association separately filed briefs supporting the debtors’

certiorari petition.



SMACK-DOWN OF A STRAITJACKET

Laird E. Nelson

Postconfirmation liquidation and litigation trusts have become
an important mechanism in a chapter 11 bankruptcy estate’s
arsenal, allowing for the resolution of claims and interests with-
out needlessly delaying confirmation in the interim. The spec-
ter of postconfirmation litigation may seem unremarkable.
Section 1123(b)(3)(B) of the Bankruptcy Code states that a plan
may provide for retention or enforcement by the reorganized
debtor, the trustee, or a representative of the estate of any
claim or interest belonging to the estate. However, the provi-
sion does not specify the manner in which the retention of any
such claims or interests should be drafted and disclosed to
other parties—leaving to the courts the question of the level
of specificity and detail required. A recent decision handed
down by a Texas bankruptcy court, In re MPF Holdings US LLC,
443 B.R. 736 (Bankr. S.D. Tex. 2011), suggested that in that dis-
trict at least, the level of specificity and detail required is high.
However, in In re Matter of Texas Wyoming Drilling, Inc., 647
F.3d 547 (5th Cir. 2011), the Fifth Circuit issued an opinion clari-
fying that debtors in that circuit, which includes the Southern

District of Texas, are not straitjacketed in this regard after all.

BACKGROUND: THE THREE APPROACHES

Decisions on this issue have been varied, with some courts
requiring only broad, categorical language; others adopt-
ing a more nuanced, middle-of-the-road approach; and still
others mandating a precise reservation provision. The first
group of courts, exemplified by the Seventh Circuit’s ruling
in PA. Bergner & Co. v. Bank One (In re PA. Bergner & Co.),
140 F.3d 1111 (7th Cir. 1998), and, more recently, the court’s
decision in In re Kimball Hill, Inc., 449 B.R. 767 (Bankr. N.D.
1. 2011), requires only broad, categorical language. The sec-
ond group, attempting to find a middle ground, focuses on
the particular plan language and the history of the case
itself. See, e.g., Elk Horn Coal Co., LLC v. Conveyor Mfg. &
Supply, Inc. (In re Pen Holdings, Inc.), 316 B.R. 495 (Bankr.
M.D. Tenn. 1994). In Dynasty Oil & Gas, LLC v. Citizens Bank
(In re United Operating, LLC), 540 F.3d 351 (5th Cir. 2008),
the Fifth Circuit placed itself in the third camp, requir-
ing that the plan “expressly retain the right to pursue such
causes of action” and that the language doing so be “spe-

cific and unequivocal.”

RELAXATION OF THE FIFTH CIRCUIT STANDARD?

Since the United Operating ruling was handed down, bank-
ruptcy courts in the Northern District of Texas have criticized
the Fifth Circuit’s bright-line test and concluded that seem-
ingly broad reservation provisions were permissible under
the “specific and unequivocal” standard. For example, in
Moglia v. Keith (In re Manchester, Inc.), 2009 Bankr. Lexis
2003 (Bankr. N.D. Tex. 2009), the court was confronted with
a confirmed plan stating that “all Causes of Action shall be
transferred to the Litigation Trustee” and that the trustee shall
“have the exclusive right to prosecute and enforce any rights
to payment of claims or other rights that the Debtors or the
Estates may hold against any Person (including Avoidance
Actions).” The court determined that United Operating did not
mandate the identification of specific individuals or entities
which would be sued and that the categorical reservation
of avoidance claims was sufficient. Accordingly, the court
upheld the litigation trustee’s standing to pursue certain pref-

erence actions after confirmation.

Likewise, in Spicer v. Laguna Madre Oil & Gas, LLC (In re
Tex. Wyo. Drilling, Inc.), 422 B.R. 612 (Bankr. N.D. Tex. 2010), the
bankruptcy court upheld standing to sue under similar plan
provisions on the ground that United Operating does not
require the “specific and unequivocal” language to include
identification of specific claims and defendants. The clear
import of these cases, therefore, was that debtors providing
a generic reservation of the right to pursue preference or
other avoidance claims could satisfy the bright-line test set

forth in United Operating.

THE “STRAITJACKET” OF MPF HOLDINGS

In MPF Holdings, by contrast, a bankruptcy court in the
Southern District of Texas adopted a different approach.
Applying the standard set forth in United Operating, the court
concluded that the phrase “specific and unequivocal” requires
the plan’s reservation provision expressly to state: (1) the name
of the putative defendant; (2) the basis on which the putative
defendant will be sued; and (3) that the putative defendant will
definitely be sued after confirmation. According to the court,
“the language must be so Shermanesque that anyone who
reads the proposed plan knows that if the plan is confirmed,
the putative defendant will unquestionably be sued post-con-

firmation under a particular legal theory or statute.”



Specific

In considering whether the plan was sufficiently specific, the
court reviewed the retention language of the plan itself. The
court began its analysis by noting that the plan expressly
identified putative defendants by reference to certain exhib-
its, which contained the names, addresses, and amounts
paid to those putative defendants within 90 days of the peti-
tion date. Accordingly, the court judged the plan to be suf-

ficiently specific.

The Fifth Circuit’s decision in Texas Wyoming par-
tially bridges the sharp divide between the compet-
ing views on the degree of specificity in a chapter
11 plan necessary to preserve postconfirmation liti-
gation claims. Although debtors in the Fifth Circuit
would do well to remember that the claim-reserva-
tion language in a chapter 11 plan and disclosure
statement must be “specific and unequivocal,” the
threat of a strict straitjacket no longer looms large.

Unequivocal

However, the plan failed in the court’s estimation to satisfy
the “unequivocal” prong of the test. The plan stated that
the trustee would have the right to prosecute “all causes of
action, including but not limited to, (i) any Avoidance Action
that may exist.” The inclusion of the word “may,” the court
reasoned, introduced ambiguity as to what causes of action
were in fact reserved. The court also found ambiguity inso-
far as the plan provisions relied upon to establish “specificity”
suggested that the basis of litigation was definitely prefer-
ential payments (based on the identified payments), but the
plan’s language suggested that those preference actions
only might exist—leaving creditors unable to establish with

certainty whether and on what grounds they would be sued.

The court also identified the plan language “excluding any
Cause of Action released in connection with or under the Plan
or by prior order of the Court” as a basis for concluding that
the reservation provision was unclear and prevented credi-
tors from discerning precisely who could and would be sued
and the impact on future claims and liabilities. Finally, the court

examined the disclosure statement filed in support of the

plan. There, the court found further support for its conclusion
that the causes of action were not “unequivocally preserved”
because the disclosure statement provided that “neither the
Debtors nor other parties have identified or fully investigated
any potential Avoidance Actions.” As a whole, therefore, the
court determined that the reservation provisions could not be

said to be “unequivocal,” as the Fifth Circuit standard requires.

THE FIFTH CIRCUIT WEIGHS IN (AGAIN)

Recently, however, the Fifth Circuit laid much of this debate
to rest, affirming the ruling below in Texas Wyoming and dis-
tancing itself from the MPF Holdings “hard line” approach. At
the outset of its opinion, the Fifth Circuit noted that the intent
behind the specific and unequivocal requirement is to ensure
that creditors are on notice, with all information necessary to
cast an intelligent vote. Notice is not the end in itself, how-
ever—it is a means to the end of securing a prompt, effective
administration of a debtor’s estate. With that in mind, the court
explored the implications of the “specific and unequivocal”

standard that it previously articulated in United Operating.

Specific and Unequivocal

The Fifth Circuit noted that, consistent with United Operating,
a debtor’s chapter 11 plan and disclosure statement must
preserve claims to be litigated postconfirmation. To meet this
burden, the court explained, the plan and disclosure state-
ment must identify the types of claims—not simply reserve
“any and all.” Language identifying the types of claims (e.g.,
avoidance actions), the possible amount of recovery, and the
basis for the claims as well as the fact that the reorganized
debtor or its representative intends to pursue these actions
is sufficient. Individual defendants, however, need not be
named. Because the putative defendants in Texas Wyoming
were identified by class (“certain prepetition shareholders”),
the Fifth Circuit did not reach the issue of whether a plan that

provides no identification would pass scrutiny.

POLICY CONCERNS

According to the Manchester and Texas Wyoming bank-
ruptcy courts, the larger policy behind many of the Bankruptcy
Code’s provisions—maximization of creditor recoveries—could
hardly be served by imposing onerous claim-reservation
requirements on debtors, particularly where the consequence

may well be to bring recovery on these claims down to zero.



Those courts, therefore, sought to dilute the United Operating
standard to ensure that creditors would not suffer adverse
consequences from strict application of section 1123(b)(3)(B),

the terms of which are arguably quite general.

By contrast, the MPH Holdings court determined that the rel-
evant policy judgment had already been made—by the Fifth
Circuit in United Operating. Rather than emphasizing the
preservation of claims for the benefit of the estate, the court
in MPH Holdings reasoned that the Fifth Circuit in United
Operating elected to focus on the need for complete, full dis-
closure to give voting creditors sufficient information to know
whether they would—or would not—be sued. Suggesting that
the lack of such disclosure comes at the expense of those
creditors, the bankruptcy court concluded that the Fifth
Circuit determined that it is appropriate to require debtors,
rather than postconfirmation litigation trustees, to devote the
time and resources necessary to investigate potential claims

and identify the ones that will be pursued postbankruptcy.

The Fifth Circuit has clarified in Texas Wyoming the level of
disclosure that is required. With this latest ruling, the Fifth
Circuit has chosen to adopt a balanced, pragmatic approach
that takes into account the interests of the bankruptcy estate

and individual voting creditors.

CONCLUSION

The Fifth Circuit’s decision in Texas Wyoming partially bridges
the sharp divide between the competing views on the
degree of specificity in a chapter 11 plan necessary to pre-
serve postconfirmation litigation claims. Although debtors in
the Fifth Circuit would do well to remember that the claim-
reservation language in a chapter 11 plan and disclosure
statement must be “specific and unequivocal,” the threat of a

strict straitjacket no longer looms large.

Interestingly, yet another Texas bankruptcy court addressed
this issue in a ruling handed down the day after the Fifth
Circuit issued its opinion in Texas Wyoming. In In re Crescent
Resources, 2011 WL 3022567 (Bankr. W.D. Tex. July 22, 2011),
the court held that the requirement for a plan to contain
“specific and unequivocal” language reserving claims to be
pursued postconfirmation allows the use of the “categorical
approach,” in which claims are described by category rather

than by the specific defendants to be sued.

FIRST IMPRESSIONS: FIFTH CIRCUIT
RULES THAT NONINSIDER CLAIMS CAN
BE RECHARACTERIZED AS EQUITY

Scott J. Friedman and Mark G. Douglas

The ability of a bankruptcy court to reorder the priority of
claims or interests by means of equitable subordination or
recharacterization of debt as equity is generally recognized.
Even so, the Bankruptcy Code itself expressly authorizes only
the former of these two remedies. Although common law uni-
formly acknowledges the power of a court to recast a claim
asserted by a creditor as an equity interest in an appropri-
ate case, the Bankruptcy Code is silent upon the availability
of the remedy in a bankruptcy case. This has led to uncer-
tainty in some courts concerning the extent of their power
to recharacterize claims and the circumstances warranting
recharacterization. The Fifth Circuit Court of Appeals recently
had an opportunity to weigh in on this issue as an apparent
matter of first impression in that court. In Grossman v. Lothian
Oil Inc. (In re Lothian Oil Inc.), 650 F.3d 539 (5th Cir. 2011), the
court ruled that a bankruptcy court’s ability to recharacterize
debt as equity is part of the court’s authority to allow and dis-
allow claims, and the remedy is not limited to claims asserted

by corporate insiders.

EQUITABLE SUBORDINATION AND RECHARACTERIZATION

Although the distinction between courts of equity and law
has largely become irrelevant in modern times, courts of
equity have traditionally been empowered to grant a broader
spectrum of relief in keeping with fundamental notions of
fairness, distinguished from principles of black-letter law. One
of the tools available to a bankruptcy court in exercising its

broad equitable mandate is “equitable subordination.”

Equitable subordination is a remedy developed under com-
mon law prior to the enactment of the current Bankruptcy
Code to remedy misconduct that results in injury to credi-
tors or shareholders. It is expressly recognized in Bankruptcy
Code section 510(c), which provides that the bankruptcy
court may, “under principles of equitable subordination, sub-
ordinate for purposes of distribution all or part of an allowed

claim to all or part of another allowed claim or all or part of



an allowed interest to all or part of another allowed interest.”
However, the statute explains neither the concept nor the

standard that should be used to apply it.

This has been left to the courts. In In re Mobile Steel Co., 563
F.2d 692 (5th Cir. 1977), the Fifth Circuit Court of Appeals artic-
ulated what has become the most commonly accepted stan-
dard for equitable subordination of a claim. Under the Mobile
Steel standard, a claim can be subordinated if the claimant
engaged in some type of inequitable conduct that resulted
in injury to creditors (or conferred an unfair advantage on the
claimant) and if equitable subordination of the claim is con-
sistent with the provisions of the Bankruptcy Code. Courts
have refined the test to account for special circumstances.
For example, many make a distinction between insiders (e.g.,
corporate fiduciaries) and noninsiders in assessing the level

of misconduct necessary to warrant subordination.

A related but distinct remedy is “recharacterization.” Like
equitable subordination, the power to treat a debt as if it
were actually an equity interest is derived from principles
of equity. It emanates from the bankruptcy court’s power to
ignore the form of a transaction and give effect to its sub-
stance. However, because the Bankruptcy Code does not
expressly empower a bankruptcy court to recharacterize
debt as equity, some courts disagree as to whether they
have the authority to do so and, if so, the source of such
authority. According to some, because the statute autho-
rizes subordination but is silent concerning recharacteriza-
tion, Congress intended to deprive bankruptcy courts of the
power to recharacterize a claim. See, e.g,, In re Pac. Express,
Inc., 69 B.R. 112 (B.A.P. 9th Cir. 1986).

However, other courts, including four federal circuit courts
of appeal, have held that a bankruptcy court’s power to
recharacterize debt derives from the broad equitable pow-
ers set forth in section 105(a) of the Bankruptcy Code, which
provides that “[tlhe court may issue any order, process, or
judgment that is necessary or appropriate to carry out the
provisions of [the Bankruptcy Codel.” See Committee of
Unsecured Creditors for Dornier Aviation (North America),
Inc., 453 F.3d 225 (4th Cir. 2006); Cohen v. KB Mezzanine
Fund II, LP (In re SubMicron Systems Corp.), 432 F.3d 448 (3d
Cir. 2006); Sender v. Bronze Group, Ltd. (In re Hedged-Invs.

Assocs.,, Inc.), 380 F.3d 1292 (10th Cir. 2004); Bayer Corp. v.
Masco Tech, Inc. (In re AutoStyle Plastics, Inc.), 269 F.3d 726
(6th Cir. 2001).

Courts consider various factors when determining whether a
debt should be recharacterized. As articulated by the Sixth
Circuit Court of Appeals in Bayer Corp. v. Masco Tech, Inc.
(In re AutoStyle Plastics, Inc.), 269 F.3d 726 (6th Cir. 2001),
these can include the labels given to the debt; the pres-
ence or absence of a fixed maturity date, interest rate, and
schedule of payments; whether the borrower is adequately
capitalized; any identity of interest between the creditor and
the stockholder; whether the loan is secured; and the corpo-
ration’s ability to obtain financing from outside lending insti-
tutions. No single factor is controlling. Instead, each one is
considered in the particular circumstances of each case. In
SubMicron, the Third Circuit rejected a factor-based inquiry
as a “mechanistic scorecard,” opting instead to focus on
the parties’ intent at the time of the transaction through a

common-sense evaluation of the facts and circumstances.

Despite its departure from section 105(a) as the
source of a bankruptcy court’s power to recharac-
terize debt as equity, Lothian Oil is consistent with
rulings to date by other circuits on this issue.

The effect of recharacterization may be similar to that of sub-
ordination—in both cases, the priority of the asserted claim is
made subordinate to the claims of other creditors. However,
there are important differences. For example, recharacteriza-
tion turns on whether a debt actually exists, not on whether
the claim should be reprioritized. By contrast, in an equitable-
subordination analysis, the court reviews whether an other-
wise |legitimate creditor engaged in misconduct, in which
case the remedy is subordination of the creditor’s claim to
the claims of other creditors, but only to the extent necessary

to offset injury or damage suffered by the latter.

In Lothian Qil, the Fifth Circuit considered for the first time
whether a bankruptcy court has the power to recharacterize
debt as equity.



LOTHIAN OIL

In April and May 2005, Texas-based Lothian QOil Inc. and its
affiliates (“Lothian”) entered into a series of “loan” agree-
ments with Israel Grossman (“Grossman”), whereby
Grossman agreed to lend Lothian $200,000 in exchange for
a 1 percent royalty on Lothian’s oil production in New Mexico
and Lothian’s undertaking to repay the principal amount from
the proceeds of an anticipated equity offering. No maturity
date or interest rate was specified in the agreements, which
provided that the loan obligation was subordinate to Lothian’s

debt under a bank credit agreement.

Lothian filed for chapter 11 protection in Texas in June 2007
and objected to Grossman’s claims on the basis of the loan
agreements, contending that the underlying obligations
should be recharacterized as equity. The bankruptcy court
agreed, ruling that the claims “assert common equity inter-
ests at best and that insufficient evidence of the value of
the interests was presented.” On appeal, the district court,
“declin[ing] to extend the concept of debt recharacterization

to a non-insider creditor,” reversed this determination.

THE FIFTH CIRCUIT’S RULING

Addressing the question as a matter of first impression
before it, a three-judge panel of the Fifth Circuit Court of
Appeals reversed the district-court ruling. “We conclude,” the
court wrote, “that recharacterization extends beyond insiders
and is part of the bankruptcy courts’ authority to allow and
disallow claims under 11 U.S.C. § 502.”

The Fifth Circuit explained that the U.S. Supreme Court’s rul-
ing in Butner v. United States, 440 U.S. 48 (1979), makes clear
that when a bankruptcy court is called upon to rule on an
objection to a claim under section 502(b), state law deter-
mines whether, and to what extent, a claim is “unenforceable
against the debtor and property of the debtor, under any
agreement or applicable law.” “Taken together,” the court rea-
soned, “Butner and § 502(b) support the bankruptcy courts’
authority to recharacterize claims.” Thus, if an asserted inter-
est would be classified as equity rather than debt under
applicable state law—here, the law of Texas—a bankruptcy
court would be empowered to recharacterize, rather than dis-

allow, the claim.

The Fifth Circuit distanced itself from sister circuits that pred-
icate the power to recharacterize debt as equity upon the
bankruptcy courts’ equitable authority under section 105(a).
According to the court, given its interpretation of section
502(b), “resort to § 105(a) is unnecessary.” “We agree with sis-
ter circuits’ results,” the Fifth Circuit wrote, “but not necessar-

ily their reasoning.”

The Fifth Circuit faulted the district court’s imposition of a per
se rule confining recharacterization to claims filed by corpo-
rate insiders. “Unless state law makes insider status relevant
to characterizing equity versus debt,” the court emphasized,

“that status is irrelevant in federal bankruptcy proceedings.”

Explaining that Texas courts applying Texas law have
imported a multifactor test from federal tax law to distin-
guish between debt and equity, the Fifth Circuit concluded
that the bankruptcy court committed no error in finding that
Grossman’s claims “assert common equity interests at best.”
Among the factors considered by the bankruptcy court were
the fact that Grossman would be paid from royalties and
equity placements as well as the lack of a specified interest
rate, term of repayment, and maturity date. “Because Texas
law would not have recognized Grossman’s claims as assert-
ing a debt interest,” the Fifth Circuit wrote, “the bankruptcy
court correctly disallowed them as debt and recharacterized

the claims as equity interests.”

OUTLOOK

Despite its departure from section 105(a) as the source of a
bankruptcy court’s power to recharacterize debt as equity,
Lothian Oil is consistent with rulings to date by other circuits
on this issue. Many courts find the distinction between equi-
table subordination and recharacterization to be confusing.
The different standards applied in connection with the former
remedy to situations involving insiders and noninsiders only
compound the uncertainty. Lothian Oil attempts to clear the
haze by explaining that the remedies are distinct and mak-
ing it clear that recharacterization is not limited to claims
asserted by corporate insiders. By focusing on the nature of
the obligation rather than the conduct of the alleged claim-
ant, the ruling implies that the identity of the claimant (includ-

ing insider status) is irrelevant.



Finally, the Fifth Circuit’s conclusion in Lothian Oil that resort-
ing to section 105(a) is unnecessary in invoking the power
to recharacterize debt as equity arguably falls short of an
unequivocal pronouncement that the provision cannot be
a basis for the remedy in an appropriate case. As such,
courts—outside and within the Fifth Circuit—may deem
recharacterization to be among the broad equitable powers

granted under section 105.
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FIRST IMPRESSIONS: PORTION OF
WITHDRAWAL LIABILITY ENTITLED
TO ADMINISTRATIVE PRIORITY

Charles M. Oellermann and Mark G. Douglas

Until 2011, no federal circuit court of appeals had ever directly
addressed whether multi-employer pension plan withdrawal
liability incurred by a debtor-employer that continues to
employ workers during a bankruptcy case is entitled (in whole
or in part) to administrative-expense status. That changed on
June 16, when the Third Circuit handed down its ruling in In re
Marcal Paper Mills, Inc., 650 F.3d 311 (3d Cir. 2011). Addressing
the issue as a matter of first impression, the court of appeals
affirmed a district court’s reversal of a bankruptcy-court order
denying administrative-expense status to a withdrawal-liability
claim against a chapter 11 debtor in possession (“DIP”) that
continued to participate in a multi-employer defined-benefit
pension plan until it sold substantially all of its assets to a
successor entity. According to the Third Circuit, because part
of the withdrawal liability was attributable to the postpetition
time period and the debtor clearly benefited from postpeti-
tion labor provided by its unionized employees, the portion of
the claim relating to postpetition services constituted a priority

administrative expense.

DEFINED-BENEFIT PENSION PLAN WITHDRAWAL LIABILITY

The Employee Retirement Income Security Act of 1974
(“ERISA”), as amended by the Multiemployer Pension Plan
Amendments Act of 1980 (“MPPAA”), imposes “withdrawal
liability” on participating employers that withdraw from a
multi-employer defined-benefit pension plan insured by
the Pension Benefit Guaranty Corporation (“PBGC”) for
the employer’s proportionate share of the pension plan’s
“unfunded vested benefits” at the time of withdrawal. In
PBGC v. RA. Gray & Co., 467 U.S. 717 (1984), the U.S. Supreme
Court explained that unfunded vested benefits are “calcu-
lated as the difference between the present value of vested

benefits and the current value of the plan’'s assets.”

The MPPAA imposed withdrawal liability in response to
a shortcoming in the original ERISA statute that allowed
employers to withdraw from defined-benefit plans and shirk

their obligations to provide benefits, effectively crippling the



plan and harming covered employees. An employer triggers
a “complete withdrawal” from a plan when it no longer has
any obligation to contribute to the plan, including by termi-
nating all employees under the plan. Withdrawal liability is
generally calculated as if the withdrawal occurred on the
last day of the plan year preceding withdrawal. Although the
details of the calculation are complex, withdrawal liability is
generally calculated on the basis of the employer’s contribu-

tions to the plan during the preceding five years.

WITHDRAWAL LIABILITY ENTITLED TO ADMINISTRATIVE
STATUS IN BANKRUPTCY?

If a complete withdrawal occurs after the employer files for
bankruptcy, the handful of courts that have addressed the
issue to date disagree as to whether the claim based upon
withdrawal liability should be classified (in whole or in part) as
an administrative claim or a general unsecured claim. Section
507(a)(2) of the Bankruptcy Code provides that administrative
expenses allowed under section 503(b) are entitled to prior-
ity over general unsecured claims. Section 503(b)(1)(A) defines
“administrative expenses” to include “the actual, necessary
costs and expenses of preserving the estate, including . . .
wages, salaries, and commissions for services rendered after

the commencement of the case.”

In In re McFarlin’s, Inc., 789 F.2d 98 (2d Cir. 1986), the Second
Circuit Court of Appeals suggested (but did not rule) that
postpetition withdrawal liability to a multi-employer pension
plan could be entitled to priority as an administrative expense.
The court ultimately declined to classify the withdrawal-liabil-
ity claim in the case before it as an administrative expense
because the claim was based on “a period pre-dating the
McFarlin’s Chapter 11 proceeding and cannot therefore be
treated as an administrative expense.” Other (albeit lower)
courts, however, have ruled that, to the extent that withdrawal
liability is attributable to postpetition employment, the resulting
claim is entitled to administrative status. See, e.g., In re Great
Northeastern Lumber & Millwork Corp., 64 B.R. 426 (Bankr. E.D.
Pa. 1986); In re Cott Corp., 47 B.R. 487 (Bankr. D. Conn. 1984).

In United Mine Workers of Amer. v. Lexington Coal Co., LLC (In
re HNRC Dissolution Co.), 396 B.R. 461 (Bankr. 6th Cir. 2008),
a bankruptcy appellate panel for the Sixth Circuit ruled that
withdrawal-liability claims against debtor-employers that

withdrew from a multi-employer pension plan two years after

filing for chapter 11 protection lacked the causal relationship
to the work performed by the debtors’ employees necessary
for the claims to be treated as an administrative expense.
According to the court, unlike other cases that have applied
the narrow exception stated in Reading Co. v. Brown, 391 U.S.
471 (1968), for conferring administrative status in the absence
of benefit to the estate, the withdrawal-liability claims did not

stem from tortious or deliberate misconduct by the debtors.

Until Marcal Paper, McFarlin’s was the only decision at the

circuit level to consider the issue.

Marcal Paper is an important development and,
for some debtor-employers, an unwelcome one.
Withdrawal-liability claims can be very large. The
possibility that a portion of such claims could
be entitled to administrative priority if a DIP or
trustee continues to employ workers covered by
a multi-employer PBGC-guaranteed pension fund
should figure prominently in a prospective debtor’s
strategic planning.

MARCAL PAPER

New Jersey-based paper products manufacturer Marcal
Paper Mills, Inc. (“Marcal”), operated a fleet of trucks to dis-
tribute its wares. The truck drivers employed by Marcal were
members of a teamsters’ union (“Local 560”) that acted as
the collective bargaining representative for those employees.
Pursuant to collective bargaining agreements with Local 560,
Marcal participated in a multi-employer defined-benefit pen-
sion fund known as the Trucking Employees of North Jersey/

Welfare Pension Fund (the “Pension Fund”).

On November 30, 2006, Marcal filed for chapter 11 protec-
tion in New Jersey. After the bankruptcy filing, but before the
bargaining agreements with Local 560 were due to expire
in August 2007, Marcal and Local 560 agreed to continue to
abide by the terms of the bargaining agreements until a new
contract was executed (which never ultimately occurred).
Due to this extension, covered employees continued to
accrue pension benefits and Marcal continued to make con-

tributions to the Pension Fund.



Marcal stopped making such contributions, however, on May
30, 2008, when Marcal Paper Mills, LLC (“Marcal LLC”), pur-
chased substantially all of the company’s assets, in addition
to assuming Marcal’s liabilities. Marcal LLC never employed

the Local 560 truck drivers formerly employed by Marcal.

After the sale, the Pension Fund concluded that Marcal had
made a “complete withdrawal” from the fund for the purposes
of ERISA and MPPAA. It accordingly assessed Marcal with
$5.9 million in total withdrawal liability and filed an administra-
tive claim in Marcal’s chapter 11 case for that amount. Marcal
objected to the claim on the basis that it should be classified
as a general unsecured claim. The Pension Fund responded
by requesting administrative status for only the portion of the
withdrawal liability attributable to postpetition services pro-

vided to Marcal by the covered employees.

The bankruptcy court ruled in favor of Marcal, directing that
the withdrawal-liability claim be classified and treated as a
general unsecured claim. The district court reversed on
appeal, holding that the portion of the withdrawal liability
attributable to the postpetition period was entitled to admin-
istrative priority. It remanded the case below to determine
the appropriate apportionment. Marcal appealed to the Third
Circuit Court of Appeals.

THE THIRD CIRCUIT’S RULING

Addressing the issue as a matter of first impression, a
three-judge panel of the Third Circuit affirmed the district
court’s ruling, holding that the withdrawal liability should
be apportioned between the pre- and postpetition periods
and that the postpetition portion should be classified as an

administrative expense.

On the basis of its previous ruling in In re O’Brien
Environmental Energy, Inc., 181 F.3d 527 (3d Cir. 1999), the
Third Circuit explained that to qualify for administrative sta-
tus, an expense must: (i) arise from a postpetition transaction;
(ii) be beneficial to the operation of the debtor’'s business;
and (iii) be actual and necessary. Therefore, the court exam-
ined whether any part of Marcal’s withdrawal liability repre-
sented a postpetition expense incurred for services that were

actual, necessary, and beneficial to Marcal’s business.

According to the Third Circuit, the work performed by
Marcal's employees conferred a benefit on the estate, and
under the collective bargaining agreements, Marcal was
obligated to provide certain pension benefits on account of
that postpetition labor. Thus, the Third Circuit concluded that
allowing the portion of the withdrawal liability relating to post-
petition labor as an administrative expense is consistent with
the criteria for administrative-expense status under section
503(b). Whereas this conclusion seems at first blush to cut
against McFarlin’s, the Third Circuit explicitly reconciled its
holding with the Second Circuit’s ruling in that case, observ-
ing that “[the Second Circuit’s] analysis clearly supports a
conclusion that post-petition withdrawal liability can be con-

sidered an administrative expense.”

The Third Circuit expressly rejected the reasoning articulated
in HNRC Dissolution, explaining that its holding in Marcal
Paper is entirely consistent with and harmonizes the pur-
poses of both the Bankruptcy Code and ERISA, as amended
by MPPAA:

[TIhe narrowly tailored definition of administra-
tive expense contained in the Bankruptcy Code is
designed to balance two goals: the continued func-
tioning of the debtor-in-possession and preservation
of the estate for downstream creditors. By allowing
only that portion of withdrawal liability attributable to
the post-petition work to be classified as an adminis-
trative expense, we ensure that workers are provided
the full benefit of the bargain promised to them in the
continued-CBA, incentivizing their work for the DIP
and ensuring its continued functioning. At the same
time, by limiting what constitutes an administrative
expense to only that portion of the withdrawal liabil-
ity which can be fairly allocated to the post-petition
period, we help preserve the estate and prevent it
from being devoured by the entire withdrawal liabil-
ity claim. ... Perhaps even more importantly, by per-
mitting the post-petition portion of the withdrawal
liability to be classified as an administrative expense,
Congress’ objectives in passing the MPPAA are ful-
filled. If withdrawal liability in its entirety were auto-
matically classified as a general unsecured claim, it
would greatly undercut the purpose of the MPPAA to

secure the finances of pension funds and prevent an



employer’s withdrawal from negatively affecting the

plan and its employee beneficiaries.

The Third Circuit rejected Marcal LLC’s arguments that with-
drawal liability could not qualify as an administrative expense
because, among other things, such liability: (i) was not based
solely on postpetition work; (i) was not designed to benefit
employees who provided postpetition services; and (iii) could
not be accurately apportioned between the pre- and post-
petition periods. Other courts, the Third Circuit observed,
have similarly classified postpetition withdrawal liability as
an administrative expense, and it has itself apportioned ben-
efits between pre- and postpetition periods for purposes
of administrative priority in other contexts. See, e.g., In re
Hechinger Inv. Co. of Del., 298 F.3d 219 (3d Cir. 2002) (“stay-
on benefits” to entice employees to continue working while
the employer liquidated its assets); In re Roth American, Inc.,
975 F.2d 949 (3d Cir. 1992) (vacation and severance benefits

based on the length of employment).

OUTLOOK

Marcal Paper is an important development and, for some
debtor-employers, an unwelcome one. Withdrawal-liability
claims can be very large. The possibility that a portion of
such claims could be entitled to administrative priority if
a DIP or trustee continues to employ workers covered by a
multi-employer PBGC-guaranteed pension fund should figure

prominently in a prospective debtor’s strategic planning.

It remains to be seen at this juncture whether other courts
will adopt the Marcal Paper approach to this issue. In light
of the rulings by the Third Circuit in Marcal Paper and the
Second Circuit in McFarlin’s, courts in those circuits at a mini-

mum are likely to follow suit.

Finally, few courts have developed a methodology to allo-
cate withdrawal-liability claims between pre- and postpetition
components. It will be instructive to see the particular
method employed by the bankruptcy court on remand in

Marcal Paper.

A version of this article was published in the September 7,
2011, edition of Bankruptcy Law360. It has been reprinted

here with permission.

HISTORY MATTERS: HISTORICAL BREACHES
MAY UNDERMINE ASSUMPTION OF EXECUTORY
CONTRACTS

Lance E. Miller

One of the primary fights underlying assumption of an
unexpired lease or executory contract has long been over
whether any debtor breaches under the agreement are
“curable.” Before the 2005 amendments to the Bankruptcy
Code, courts were split over whether historic nonmonetary
breaches (such as a failure to maintain cash reserves or pre-
scribed hours of operation) undermined a debtor’s ability
to assume the lease or contract. By the 2005 amendments,
however, Congress apparently took the position that—at
least for contracts other than nonresidential real property
leases—historic nonmonetary breaches do in fact generally
preclude assumption of an executory contract or unexpired
lease. A recent case from the Fifth Circuit Court of Appeals

implicitly confirms that interpretation.

NONMONETARY BREACHES BEFORE THE 2005
AMENDMENTS

Section 365(a) of the Bankruptcy Code generally permits
a debtor to assume an executory contract or unexpired
lease. If the contract or lease is subject to prepetition
defaults, section 365(b)(1) requires the debtor to first “cure”
those defaults. A breach caused by a failure to pay money
is “cured” by paying the unpaid amount owed. A breach of
nonmonetary covenants, however, may not be as simple.
Some terms require performance at a specific time period
or interval, so performance at some point in the future may

not remedy the past breach.

When dealing with these nonmonetary provisions, courts
generally hold that the default is not curable as a matter of
law. For example, courts have prohibited assumption where
breaches related to, among other things, requirements to
maintain continuous operations, promises not to use leased
equipment for work with parties other than the lessor, prom-
ises not to place licensed software on third-party com-
puters, and obligations to consummate a transaction by a

specified closing date.



The cure requirements under section 365(b)(1) are some-
what moderated by section 365(b)(2), which enumerates a
series of exceptions to the requirement for curing prepetition
defaults. Prior to the 2005 amendments to the Bankruptcy
Code, section 365(b)(2) provided:

Paragraph (1) of this subsection [requiring cure of
any defaults] does not apply to a default that is a

breach of a provision relating to—

(A) the insolvency or financial condition of the

debtor at any time before the closing of the case;

(B) the commencement of a case under this title;

(C) the appointment of or taking possession by
a trustee in a case under this title or a custodian

before such commencement; or

(D) the satisfaction of any penalty rate or provision
relating to a default arising from any failure by the
debtor to perform nonmonetary obligations under

the executory contract or unexpired lease.

Notably, the first three enumerated exceptions to the cure
requirements under the preamendment version of section
365(b)(2) relate to “ipso facto” clauses that trigger default
upon a bankruptcy event. Subsection (b)(2)(D), however,
addressed something other than ipso facto clauses, refer-
ring to “penalty rate[s] or provision[s] relating to ... nonmon-
etary obligations.” Before the 2005 amendments, courts were
divided over whether this exception applied to penalty provi-
sions only, or whether the reference to “provisionl[s] relating
to ... nonmonetary obligations” was a catchall that relieved a

debtor from having to cure all nonmonetary breaches.

Under one view, exemplified by the Ninth Circuit Court of
Appeals’ ruling in In re Claremont Acquisition Corp., Inc.,
113 F.3d 1029 (9th Cir. 1997), subsection (b)(2)(D) related
only to penalty provisions, such that a prepetition breach
of a material nonmonetary obligation could preclude any
attempted assumption of the contract or lease. For exam-
ple, in In re Williams, 299 B.R. 684 (Bankr. S.D. Ga. 2003), the

court ruled that an unexpired truck lease was unassumable
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where the debtor had violated prepetition a covenant under
the lease to refrain from using the vehicle to do work for any
company other than the lessor. Opposite this view, other
courts, including the First Circuit Court of Appeals in In re
Bankvest Capital Corp., 360 F.3d 291 (1st Cir. 2004), held that
section 365(b)(2)(D) spoke to two different types of default
provisions—penalty provisions as well as a more general
provision providing for default upon a failure to perform non-
monetary obligations. Under this interpretation, nonmonetary
defaults were generally not grounds to thwart assumption of

an executory contract or unexpired lease.

Consider a debtor who, before filing for bankruptcy relief,
breached a material covenant in a franchise agreement
that required the debtor to operate its business continu-
ously without interruption. Under the view advocated by the
Ninth Circuit before the 2005 amendments, the franchise
agreement would be considered unassumable because the
breach of a “going dark” clause would be considered a non-
monetary default not subject to any exception enumerated
under section 365(b)(2). Under the view advocated by the
First Circuit, however, the agreement would be assumable
without regard to the debtor’s prepetition closure of busi-
ness operations, because nonmonetary breaches would be
deemed irrelevant to the debtor’s cure obligations pursuant
to section 365(b)(2)(D).

THE 2005 AMENDMENTS

As part of the 2005 amendments to the Bankruptcy Code,
Congress amended section 365(b)(2)(D) to provide that a
debtor’s cure obligations do not apply to “the satisfaction of
any penalty rate or penalty provision relating to a default aris-
ing from any failure by the debtor to perform nonmonetary
obligations under the executory contract or unexpired lease”
(emphasis added). Lawmakers also amended section 365(b)
(1)(A) to treat unexpired leases of nonresidential real property
differently; for such leases, any breach “that arises from a
failure to operate in accordance with . . . [the] lease” may be
cured “by performance at and after the time of assumption in
accordance with such lease, and pecuniary losses resulting
from such default shall be compensated in accordance with

the provisions of this paragraph.”



In amending section 365(b)(2)(D), Congress appeared to take
the position that historic and material nonmonetary breaches
relating to nonpenalty provisions should generally be a bar
to assumption for contracts and leases other than unex-
pired leases of nonresidential real property. The import of the
changes to section 365(b)(2)(D) remain relatively untested,
but a recent unreported decision from the Fifth Circuit Court
of Appeals implicitly acknowledges that Congress effectively

resolved the previously competing interpretations.

Although the Fifth Circuit did not cite section 365(b)
(2)(D) specifically, Escarent Entities seems to con-
firm that, at least in that circuit, any fight over inter-
preting the provision is over. Courts in the future
may adopt the Fifth Circuit’s view that prior non-
monetary breaches of executory contracts and
unexpired leases (other than nonresidential real
property leases) must be “cured” before they can
be assumed. In some cases, this “cure” requirement
will simply preclude assumption as a matter of law.

ESCARENT ENTITIES

In re Escarent Entities, L.P, 2011 WL 1659512 (5th Cir. Apr.
28, 2011), involved a single-asset real estate debtor that
entered into a prepetition contract to sell its ranch property
to Quantum Diversified Holdings, Inc. (“Quantum”), subject to
partial seller financing. The debtor filed for chapter 11 relief in
Texas in January 2009, seven days before the closing date
established in the purchase contract. It then filed a motion
requesting authority to seek better sale terms through an
auction process. The debtor proposed that, if it was unable to
obtain a better purchase offer, it would assume the purchase
contract and force Quantum to close on the original terms of
sale, with a rescheduled closing date. The bankruptcy court
approved the assumption motion over Quantum’s objection
and, when the debtor failed to locate another bidder for the
property, ordered that the transaction be closed “after a rea-

sonable time.”
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On appeal to the district court, Quantum argued that the
purchase agreement could not be assumed because the
debtor’s failure to consummate the sale by the original clos-
ing date was a material nonmonetary default that could not
be cured by future performance. The district court affirmed
the order approving the debtor’s assumption of the purchase
agreement, and Quantum pursued its arguments before the
Fifth Circuit Court of Appeals. Curiously, whereas Quantum’s
arguments mirrored the terminology underlying section
362(b)(2)(D), neither party actually cited that provision in its

briefing before the district court or the Fifth Circuit.

THE FIFTH CIRCUIT’S RULING

Without actually citing section 362(b)(2)(D), the Fifth Circuit
reversed the decisions of the courts below, reasoning that
the debtor’s failure to consummate the sale on the clos-
ing date was “not only a material default, but effectively an
incurable one, as the parties are unable to return to January
12, 2009, when Escarent’s performance was originally due.”
In so holding, the Fifth Circuit appears to have implicitly
confirmed the prevailing view among commentators and
practitioners—that following the 2005 amendments, con-
tracts other than nonresidential property leases which are
the subject of material, nonmonetary breaches may simply

be unassumable.

OUTLOOK

Although the Fifth Circuit did not cite section 365(b)(2)(D)
specifically, Escarent Entities seems to confirm that, at least
in that circuit, any fight over interpreting the provision is
over. Courts in the future may adopt the Fifth Circuit’'s view
that prior nonmonetary breaches of executory contracts
and unexpired leases (other than nonresidential real prop-
erty leases) must be “cured” before they can be assumed.
In some cases, this “cure” requirement will simply preclude

assumption as a matter of law.



PROPOSED CHAPTER 11 VENUE LEGISLATION INTRODUCED

A significant consideration in a prospective chap-
ter 11 debtor’s strategic prebankruptcy planning
is the most favorable venue for the bankruptcy
filing. Given varying interpretations among differ-
ent bankruptcy courts of certain important legal
issues (e.g., a debtor’s ability to pay the claims of
“critical” vendors at the inception of a chapter 11
case, to include nondebtor releases in a chapter
11 plan, or to reject collective bargaining agree-
ments) and the reputation, deserved or otherwise,
of certain courts or judges as more “debtor-
friendly” than others, choice of venue (if a choice
exists) can have a marked impact on the prog-

ress and outcome of a chapter 11 case.

The Southern District of New York and the District
of Delaware have long been the preferred forums
for large chapter 11 cases. Given New York’s rec-
ognized status as the financial capital of the U.S.
(and arguably the world), the fact that its bank-
ruptcy courts regularly preside over a signifi-
cantly greater proportion of complex chapter 11
restructurings than courts located elsewhere
is not surprising. Delaware’s courts have simi-
larly developed considerable experience, exper-
tise, and filing procedures in complex chapter 11
cases, but the district’s prominence as a frequent
venue for chapter 11 “mega-cases” also is based
in part on the statutory venue requirements that

apply to bankruptcy filings.

The rules that determine which particular
venue(s) is (are) appropriate for a bankruptcy
filing permit a debtor to file for bankruptcy pro-
tection in the bankruptcy court located in the
debtor’s state of incorporation, which for a sig-
nificant percentage of corporations is Delaware.
Specifically, 28 U.S.C. § 1408 provides that a
debtor may commence a bankruptcy case in a
district where: (i) the debtor is domiciled, resides,
has a principal place of business, or has princi-
pal assets, generally within 180 days immediately
preceding the commencement of the case; or (ii)
there is another bankruptcy case pending with
respect to an affiliate, general partner, or partner-

ship of the debtor.

Because a large number of companies do not
conduct business or own assets in the state in
which they are incorporated, the state of incor-
poration as a basis for venue has been criti-
cized by some members of Congress (while
being defended by others) as providing a pre-
text for “forum shopping,” which permits a chap-
ter 11 debtor to sort out its financial problems far
removed from creditors and other parties with a

stake in the outcome of the case.

On July 14, 2011, the chairman of the House
Judiciary Committee, Lamar Smith (R-Texas), and

ranking member John Conyers, Jr. (D-Michigan),
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introduced the Chapter 11 Bankruptcy Venue
Reform Act of 2011 (H.R. 2533) to prevent what
they deem to be forum shopping in chapter 11
cases. The proposed legislation would modify 28
U.S.C. § 408 by limiting venue to: (i) the location of
the debtor’s principal place of business or princi-
pal assets in the U.S. during the year immediately
preceding the commencement of the chapter
11 case (or the portion of such one-year period
exceeding that of any other district in which the
debtor had such place of business or assets); or
(ii) the district in which an affiliate of the debtor
that owns, controls, or holds with power to vote
more than 50 percent of the outstanding voting
securities of such debtor has its chapter 11 case
pending. If it were to become law, this proposed
legislation would in many cases prevent a debtor
from commencing a chapter 11 case in its state of
incorporation or from “piggybacking” on the filing

of a subsidiary.

As reflected by the press release issued by the
House Committee on the Judiciary, the rationale
underlying the proposed legislation appears to
be its sponsors’ frustration that certain mega-
cases have been filed in the Southern District
of New York, a venue they perceive to be “man-
agement-friendly,” although most creditors and
employees of the debtors in question were

located elsewhere. According to the bill’s spon-

sors, permitting corporations to file for chapter
11 far from home leaves employees, creditors,
and other stakeholders “without a voice in the
negotiations.” They contend that the proposed
legislation would level the playing field between

employees and management.

Some restructuring professionals have criti-
cized the proposed legislation. The Committee
on Bankruptcy and Corporate Reorganization
of the Association of the Bar of the City of New
York condemned the legislation as unneces-
sary and premised on the unsubstantiated view
that the current venue rules are flawed, lead to
abuse and improper forum shopping, and com-
promise the independence of bankruptcy judges.
According to the Committee, among other things,
even if the current venue rules do in fact permit
improper forum shopping, courts already have a
mechanism—28 U.S.C. § 1412—to transfer venue
to another jurisdiction if they determine that the
venue was initially selected improperly or that the
existing forum is inconvenient for the stakehold-

ers involved.

On August 25, 2011, H.R. 2533 was referred to the
House Subcommittee on Courts, Commercial
and Administrative Law. Initial hearings were
conducted before the Subcommittee on

September 8.
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