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Debra Grassgreen, Pachulski, Stang, Ziehl & Jones
Husky Int’l Elecs., Inc. v. Ritz, No. 15-145, 2016 WL 2842452 (U.S. May 16, 2016)
INTRODUCTION
Section 523(a)(2)(A) of the Bankruptcy Code provides that an individual debtor is not
discharged from any debt “for money, property [or] services … to the extent obtained by false
pretenses, a false representation, or actual fraud[.]” Circuits had split as to whether “actual
fraud” under section 523(a)(2)(A) requires an actual affirmative misrepresentation; the Fifth
Circuit had held that this was a necessary element to prevent discharge, but the Seventh Circuit
had held that “actual fraud” encompassed a broader range of behaviors. In Husky Int’l Elecs.,
Inc. v. Ritz, No. 15-145, 2016 WL 2842452 (U.S. May 16, 2016), the Supreme Court resolved
this split, rejecting the Fifth Circuit’s narrow interpretation and finding that the term “actual
fraud” does not necessitate an affirmative misrepresentation by the debtor.
PRIOR SPLIT OF AUTHORITY
As explained herein, the Fifth Circuit Court of Appeals in the Husky case held that the
term “actual fraud” in § 523(a)(2)(A) required proof of a misrepresentation from the debtor to
the creditor. See In re Ritz, 787 F.3d 312 (5th Cir. 2015). Primarily relying upon arguably
ambiguous language in Supreme Court precedent, the Fifth Circuit disagreed with the Seventh
Circuit’s holding in McClellan v. Cantrell, 217 F.3d 890 (7th Cir. 2000), in which case the
Seventh Circuit ruled that “actual fraud” for purposes of the statute “is not limited to
misrepresentations and misleading omissions”: “[B]y distinguishing between ‘a false
representation’ and ‘actual fraud,’ the statute makes clear that actual fraud is broader than
misrepresentation.” The McClellan court concluded that actually fraudulent transfers (transfers
through which the debtor intends to hinder the creditor) constitute “actual fraud” (while
constructively fraudulent transfers do not constitute “actual fraud”). As noted by the Fifth
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Circuit Court of Appeals, some courts (including in the Sixth and Tenth Circuits) have followed
McClellan, while other courts (including in the First and Fourth Circuits) have rejected the
McClellan approach. See also In re Slyman, 234 F.3d 1081, 1085 (9th Cir. 2000) (generally
creditors have to prove, inter alia, “misrepresentation, fraudulent omission or deceptive conduct
by the debtor” in order to “prevail on any claim arising under § 523(a)(2)(A)” (9th Circuit
citations omitted)).
THE RECENT HUSKY DECISION
In Husky, the Supreme Court addressed whether “actual fraud” under § 523(a)(2)(A)
encompasses fraudulent transfer schemes, or whether it requires that the creditor show a
fraudulent misrepresentation. Husky International Electronics sold goods to Chrysalis
Manufacturing Corporation. Chrysalis never fully paid Husky because one of Chrysalis’ owners
(Ritz) bankrupted Chrysalis, draining it of its assets and funneling them to other companies that
he controlled. Husky sued Ritz, arguing that he was personally liable for Chrysalis’ debt to
Husky and claiming that his intercompany transfer scheme constituted “actual fraud” under
Texas law (which allows creditors to hold shareholders responsible for corporate debt). Ritz
then filed his chapter 7 case, and Husky initiated an adverary proceeding to bar discharge of his
debt because it was for property that Ritz obtained by actual fraud. The Supreme Court granted
certiorari to resolve a split among the courts of appeals as to whether the exception to discharge
applies only when the debtor has made a false representation, or whether it also applies when the
debtor has knowingly obtained money through a fraudulent transfer scheme that was actually
intended to cheat a creditor.
The District Court held that Ritz was personally liable for the debt under state law, but
the debt was not “obtained by … actual fraud” and therefore could be discharged. The Fifth
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Circuit affirmed on appeal, holding that the term “actual fraud” in § 523(a)(2)(A) required proof
of a misrepresentation from the debtor to the creditor. While Ritz may have hindered Husky’s
ability to recover its debt, the Fifth Circuit concluded, he did not make any false representations
to Husky. The Court refused to use its equitable powers to expand the exceptions to discharge
available to Husky.
The Supreme Court reversed. Justice Sotomayor delivered the opinion of the Court, in
which Chief Justice Roberts and Justices Kennedy, Ginsburg, Breyer, Alito, and Kagan joined.
Justice Thomas filed a dissenting opinion. The Supreme Court held that the term “actual fraud”
in § 523(a)(2)(A) “encompasses forms of fraud, like fraudulent conveyance schemes, that can be
effected without a false representation.” The Court began by pointing out that before 1978, the
Bankruptcy Code prohibited discharge of debts obtained by “false pretenses or false
representations.” The Court concluded that when Congress added the term “actual fraud” in
1978, it could not have intended that phrase to require false representations because the term
“false representations” was already in the statute. That is, when Congress acts to amend a statute,
the amendment is presumably meant to have a real and substantial effect. The Court also
explained that the historical meaning of the term “actual fraud” is broader than just false
representation, and has included transfers of assets that impair a creditor’s ability to collect a
debt. The Court concluded that “a false representation has never been a required element of
‘actual fraud,’ and we decline to adopt it as one today.” Further, the Court’s construction of
“actual fraud” does not render duplicative other discharge exceptions (§ 523(a)(4) and (6))
because while there may be some overlap, “actual fraud” encompasses more conduct not covered
by those other provisions.
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Moreover, disagreeing with the dissent on this point, the majority opined that its
construction is not inconsistent with § 523(a)(2)(A)’s “obtained by” requirement. Although the
transferor of a fraudulent transfer does not obtain assets or debts through the fraudulent transfer,
the transferee –who, with the requisite intent, also commits fraud– does. “Thus, at least
sometimes a debt ‘obtained by’ a fraudulent transfer scheme could be nondischargeable as actual
fraud.” The Supreme Court remanded to the Fifth Circuit to determine whether the Husky debt
was “obtained by” Ritz’s scheme (Husky contended that Ritz was, in effect, both the transferor
and transferee). The majority also rejected the dissent’s contention that the fraud must arise at
the inception of a credit transaction; “[n]othing in the text of § 523(a)(2)(A) supports that
additional requirement.” Noting that “there is no need to adopt a definition for all times and all
circumstances,” the Supreme Court left the door open to further broaden the definition of “actual
fraud” and make exceptions to granting debtors a discharge.
POTENTIAL CONSEQUENCES OF HUSKY DECISION


Husky reaffirms the purpose of the Bankruptcy Code, to give a fresh start only to honest
but unfortunate debtors. If not for Husky, a debtor could develop a strategy of avoiding
direct communication with creditors so as to not make any kind of misrepresentation and
thus avoid a possible exemption to discharge under § 523(a)(2)(A). Such a debtor would
receive an undeserved fresh start in bankruptcy. Construing “actual fraud” to include a
fraudulent transfer would not weaken the Bankruptcy Code protections available to
honest debtors.



Husky reached the appropriate decision as a matter of policy, because requiring a creditor
to show a fraudulent misrepresentation in all cases would create a safe harbor for debtors
to commit fraud and would reward dishonest debtors at the expense of creditors.
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Creditors who have been subjected to fraudulent conduct (aside from fraudulent
misrepresentations) by their debtors will be able to continue to pursue them and try to
realize some recovery.



Husky expanded the exception to bankruptcy discharge in an ambiguous manner, and
effectively undermined federal bankruptcy law’s fresh start policy.



Allowing creditors to exempt debtors’ debts from discharge without requiring proof of a
fraudulent misrepresentation will unjustly favor creditors. Many creditors will especially
target small businesses which often receive pre-bankruptcy transfers by their very nature
on a daily basis, even if the transfers took place years after the debtor first received the
credit from the subject creditor.



The Court’s holding will be particularly harmful to entrepreneurs, who often find the
need to file for bankruptcy and whose personal assets are typically exposed to creditors.



Relatedly, the Court’s holding will have an indirect negative effect on limited liability
and the corporate veil between a corporation and its owners.



The Court’s holding will result in increased litigation with potentially unfair results in
many cases.



The broader effect of Husky will be that creditors will pursue nondischargeability actions
involving fraud through concealment or myriad other means, and not just fraud through
misrepresentations.



The Husky ruling increases the potential avenues for attack in nondischargeability actions
and may enhance the probability of settlements.



Under Husky, a fraudulent transfer judgment based on actual fraudulent intent on the part
of the transferor will be exempted from discharge if the debtor is the transferee and it
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acted with actual intent to hinder, delay or defraud. The debtor-transferee will be able to
discharge a constructive fraud judgment if the debtor-transferee did not act with actual
intent to hinder, delay or defraud. That is, although courts in fraudulent transfer actions
generally look at the transferor’s intent, bankruptcy courts will now have to rule on the
transferee’s intent as well, to determine whether the actual fraud exemption applies.


While Husky specifically dealt with an individual debtor chapter 7 bankruptcy, § 523
applies expressly to the discharge under § 1141 (d) (2) for individual chapter 11 debtors.



The Court’s decision will adversely impact corporate debtors because § 1141(d)(6)(A)
makes the § 523(a) discharge exceptions applicable to debts owed to a governmental unit
or to a person as the result of enforcement actions under subchapter III of Chapter 37 of
title 11 or any similar state statute. Governmental units (like taxing authorities and the
SEC) may be able to cast a cloud over a reorganized debtor’s affairs for extended periods,
as governmental investigations and the claims administration process continues after plan
confirmation. Authorities like the SEC have more commonly obtained stipulations
extending the time to bring a nondischargeability action to the extent there is a deadline.



Creditors will likely argue that courts should take into consideration conduct by the
debtor that occurs after a debt is incurred in making a decision as to whether a particular
debt is dischargeable. Up to now, the inquiry was largely limited to what was done or
said at the time the debt was incurred.



Husky could be applied to schemes that did not exist at the time the debt was incurred.
The ruling opens the door to creative lawyering by creditors that want to recover against
parties that were not in privity with the creditor when the debt first arose. In the context
of a fraudulent transfer, the ruling opens the way for the transferor’s creditors to recover
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the proceeds of a fraudulent transfer from an initial or subsequent transferee that later
files for bankruptcy. In the transferee’s bankruptcy case, the ruling will put the
transferee’s creditors in competition with the transferor’s creditors and possibly put the
indirect creditors whose claims originated with the transferor on a better footing than the
transferee’s direct creditors.


Husky is not of broad application. The Supreme Court remanded to the Fifth Circuit, to
decide whether Ritz’s particular obligation was actually nondischargeable. The Supreme
Court did not decide whether the particular debt in Husky was “obtained by” fraud. Thus,
boiling down Husky to its essence, all that the Supreme Court did was hold that an actual
fraudulent transfer is a possible example of a nondischargeable debt. In many cases, the
relevant debt would not have been “obtained by” fraud, and so in such event, § 523(a)(2)
would not be satisfied.



From a practical standpoint, arguably, it is unlikely that Husky will have a substantial
effect on nondischargeability actions generally. Such actions will be difficult to pursue in
many cases, even under the Husky court’s broad interpretation, and may be difficult to
justify on a cost-benefit basis in numerous cases.



The Husky court failed to fully identify the required connection between the debt and the
fraudulent transfer. Conceivably, there may be a finding of nondischargeability even if
there were no direct dealings between the transferee and the creditor. It remains to be
seen whether lower courts broadly apply Husky or apply it only to closely similar cases.
*

*

*
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James Sprayregen
Major Issues in the Caesars Entertainment Operating Company, et al. Chapter 11 Cases1
I.

Executive Summary
A.

Background Facts
1.

Caesars Entertainment Operating Company, Inc. (“CEOC”) and 172 of its
direct and indirect subsidiaries (the “Debtors”) are currently debtors in
possession in pending chapter 11 cases in the United States Bankruptcy
Court for the Northern District of Illinois.

2.

The Debtors represent the largest, majority-owned operating subsidiary of
Caesars Entertainment Corporation (“CEC”), a publicly traded company
that is the world’s most diversified casino-entertainment provider
(collectively, “Caesars”).

3.

Caesars owns and operates or manages 50 casinos in five countries on
three continents, with properties in the United States, Canada, the United
Kingdom, South Africa, and Egypt. The Debtors, for their part, own and
operate or manage 38 gaming and resort properties in fourteen states and
five countries, operating primarily under the Caesars®, Harrahs®, and
Horseshoe® brand names.

1

This overview is based on publicly available information. These materials should not be construed as legal
advice or be relied on for any party’s legal position. Parties should rely on the documents and positions taken in
the bankruptcy cases for the exact positions of the parties and for the facts of, and legal outcomes from, the
cases.
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B.

Chapter 11 Filing
1.

The Debtors’ capital structure is the legacy of one of the largest leveraged
buyouts in history. On January 28, 2008, affiliates of Apollo and TPG,
along with certain co-investors, acquired Caesars (then known as Harrah’s
Entertainment, Inc.) for approximately $30.7 billion.

The sponsors

contributed approximately $6.1 billion in cash to fund the LBO, with the
remainder funded through the issuance of approximately $24 billion in
debt, approximately $19.7 billion of which was secured by liens on
substantially all of CEOC’s and its subsidiaries’ assets.
2.

Before the Debtors’ chapter 11 filing in January 2015, CEC and its
affiliates undertook numerous initiatives that they contend were designed
to right size CEOC’s balance sheet, including several “challenged”
transactions at the heart of litigation between CEC, CEOC, and CEOC’s
creditors.

3.

The Debtors have sought to settle their claims and causes of action on
account of these “challenged transactions” during their chapter 11 cases
through a settlement with CEC, which settlement is encompassed in the
Debtors’ plan of reorganization.

The settlement requires CEC to

contribute cash and securities to the Debtors as well as provide other
support for the Debtors’ reorganization (which is proposed to occur
through the separation of the Debtors’ business into a real estate
investment trust and an operating company) in exchange for a settlement
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of claims between the Debtors, their creditors, and CEC, its non-debtor
affiliates, and its sponsors, including a third party release. The challenged
transactions and the settlement have been at the center of the Debtors’
chapter 11 cases.
4.

The Debtors’ bankruptcy and the related non-bankruptcy court litigation
have the potential to establish important precedent for the restructuring
world, including precedent related to litigation regarding an involuntary
proceeding and use of a grace period as well as the out-of-court
restructurings in light of potential rulings regarding the Trust Indenture
Act (“TIA”) and the creation of original issue discount in out-of- court
exchange offers. Several of the important bankruptcy and non-bankruptcy
court litigation is summarized in these materials based on publicly
available information.

II.

Involuntary Proceeding
A.

Background Facts
1.

On December 15, 2014, CEOC announced that it would forego making an
interest payment due under certain of its second lien indentures to take
advantage of a 30-day grace period under such indentures to continue to
negotiate with its creditors on the terms of a restructuring plan.
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2.

On December 19, 2014, CEOC and CEC announced that they had reached
agreement on a restructuring support agreement with holders of their first
lien notes.
a.

Under the RSA, CEOC would not pay the interest due on the
second lien notes and would file voluntary petitions for chapter 11
on or after January 15, 2015.

3.

On January 7, 2015, Debtwire reported that CEOC was contemplating
filing its voluntary chapter 11 petition in Chicago.

4.

On January 12, 2015, three second lien creditors filed an involuntary
bankruptcy petition against CEOC (but not its subsidiaries) in the United
States Bankruptcy Court for the District of Delaware.

5.

On January 15, 2015, CEOC and 172 of its subsidiaries commenced
voluntary chapter 11 cases in the United States Bankruptcy Court for the
Northern District of Illinois.

B.

Venue Fight
1.

On January 15, 2015, the Delaware court stayed the voluntary CEOC
proceeding in Chicago to determine proper venue. At issue was whether
petitioning creditors in an involuntary case could “win the race to the
courthouse” and choose the venue for a company’s chapter 11 case, or
whether the debtor’s choice of venue was entitled to deference.
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2.

At a two-day trial, CEOC argued that its venue choice was entitled to
deference and was based on sound reasons, including favorable case law.

3.

On January 28, the Delaware court issued a ruling establishing venue in
Chicago.
a.

The Delaware court found that “rewarding the Petitioning
Creditors’ preemptive filing in another forum would set bad
precedent for future bankruptcy cases and limit the ability of future
debtors to openly negotiate with creditors prior to filing a
voluntary bankruptcy petition.”

b.

The Delaware court also reinforced that a debtor was entitled to
deference in choosing a venue based on, among other things, case
law that the debtor found could be beneficial to a restructuring.

C.

Propriety of Involuntary Petition
1.

In October 2015, a seven-day evidentiary trial was held to determine the
propriety of the involuntary petition. At issue was whether the petitioning
creditors could meet their burden of showing that CEOC was “generally
not paying its debts as they came due.”
a.

This question addresses more than just the missed interest payment
under the second lien notes indenture; it also implicates custom,
practice, or expectation in the industry with respect to the so-called
“grace periods” under indentures. Namely, the trial focused on
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whether bondholders can file an involuntary petition against a
company on the basis of a missed interest payment during the
grace period before that missed payment becomes an Event of
Default under the indenture (without necessarily knowing of other
unpaid debts).
b.

The Bankruptcy Court permitted substantial discovery into
whether CEOC was otherwise paying its debts as they came due to
allow the bondholders to meet their burden on the propriety of the
involuntary petition.

c.

If the Bankruptcy Court finds that CEOC was paying other debts
as they came due but, nonetheless, allows the Involuntary Petition
to stand based on the missed indenture payment during the grace
period, this could have ramifications for out-of-court restructuring
negotiations more generally.

This is so because companies

regularly have used the “grace period” to negotiate with creditors
and/or prepare for a chapter 11 filing, but such a finding may
enable creditors to file companies for chapter 11 during the
customary “grace period” without any knowledge regarding the
company’s other debts. Such a result may further caution against
the use of grace periods for these purposes.
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2.

The Bankruptcy Court has not yet issued a ruling on the propriety of the
involuntary petition. The Bankruptcy Court is currently set to rule on the
involuntary petition dispute on July 20, 2016.

III.

Examiner’s Investigation
A.

Background
1.

Before the Petition Date, CEC and its affiliates engaged in multiple capital
market transactions that CEC contends were designed to reduce CEOC’s
debt, increase CEOC’s liquidity, and facilitate overall enterprise growth.
These transactions included, among other things, intellectual property
transfers to Caesars Interactive Entertainment (“CIE”), the formation of,
and transfers of property to, Caesars Acquisition Company (“CAC”),
Caesars Entertainment Resort Properties, LLC (“CERP”) and Caesars
Growth Partners, LLC (“CGP”), and the refinancing of CEOC’s term loan
and an August 2014 transaction that CEC asserts released CEC’s guaranty
of CEOC’s debt (the “Challenged Transactions”). Creditor dissatisfaction
with these Challenged Transactions prompted multiple prepetition
lawsuits against CEOC, CEC, various affiliates, and certain directors and
officers to compensate the creditors for these transactions.

2.

After the commencement of CEOC’s chapter 11 cases, following requests
from CEOC and other stakeholders, the Bankruptcy Court appointed an
examiner, Richard Davis (the “Examiner”), to provide an independent and
neutral analysis of the Challenged Transactions and other estate claims.
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B.

Examiner’s Investigation
1.

Pursuant to the Bankruptcy Court’s order, the Examiner investigated more
than 15 prepetition transactions among CEOC and other entities controlled
by CEC. These transactions occurred from 2008 through 2014.

2.

During his investigation, the Examiner served 55 subpoenas seeking
documents from 46 parties, including the Debtors, CEC, the sponsors, and
other affiliates, and ultimately reviewed more than 1.2 million documents
consisting of 8.8 million pages.

3.

The Examiner also conducted interviews of 92 individuals from
September 15, 2015, through February 25, 2016.

C.

Examiner’s Report
1.

The Examiner’s initial, partially redacted final report was released on
March 15, 2016, and a substantially unredacted final report was filed on
May 16, 2016.

2.

The Examiner concluded that many of the transactions he investigated
were structured and implemented in a manner that removed assets from
CEOC to the detriment of CEOC and its creditors.

3.

As a result of these transactions, the Examiner found the Debtors have
claims for constructive fraudulent transfer, actual fraudulent transfer,
breach of fiduciary duty, and aiding abetting breach of fiduciary duty
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against CEC, CGP, CIE, other Caesars affiliates, CEOC directors, the
sponsors, and certain of CEC’s directors.
4.

The Examiner concluded that the potential damages arising from claims
on which the Debtors would more likely than not be successful range from
$3.6 billion to $5.1 billion.

IV.

Parent Guarantee Litigation
1.

Originally, CEC guaranteed substantially all of CEOC’s funded debt,
which CEC has asserted was for ease of financial reporting, not to provide
credit support.

2.

Before the Petition Date in the Debtors’ bankruptcy, CEC and its affiliates
entered into a series of transactions that CEC contends resulted in the
release of guarantees under various first, second, and unsecured
indentures.

3.

Creditors have brought actions to reinstate and collect on the guarantees.
Certain of these actions also brought claims on account of the prepetition
Challenged Transactions that have been the subject of the Examiner’s
investigation in the Debtors’ chapter 11 cases, though such actions as to
the Challenged Transactions were stayed due to the pendency of the
Debtors’ chapter 11 cases.
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4.

The following are the facts that led to the release of CEC’s guaranty of the
Debtors’ debt and the litigation related to each transaction.
a.

Language in the indenture of CEOC’s bonds provided certain
avenues to potentially remove the guarantees because it requires
that subsidiary to be a “Wholly Owned Subsidiary.” Under most
of CEOC’s indentures (the ones issued on or after a leveraged
buyout of Caesars in 2008), “Wholly Owned Subsidiary” required
100% ownership.

b.

In May 2014, CEC sold 5% of its stake in CEOC to certain thirdparties as part of a credit agreement refinancing, and asserted the
guarantee was no longer in effect because CEOC was no longer a
“Wholly Owned Subsidiary.” Subsequently, CEOC established a
management equity pool with an additional 6% of its equity. CEC
now owns 89% of CEOC.
i.

On August 4, 2014, Wilmington Savings Fund Society
(“WSFS”) filed suit in the Delaware Chancery Court
asserting liability for fraudulent transactions and violations
of fiduciary duties, among other things. The focus of this
litigation has shifted to breach of contract and claims under
the Trust Indenture Act (the “TIA”) on account of
guarantee claims under one of CEOC’s second lien
indentures.
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ii.

On March 3, 2015, BOKF commenced an action in the
Southern District of New York seeking to enforce CEC’s
guarantee obligations under one of CEOC’s second lien
indentures.

iii.

On June 15, 2015, UMB Bank (“UMB”) commenced an
action in the Southern District of New York seeking to
reinstate CEC’s guarantee of payment on CEOC’s first lien
indentures.

iv.

On October 21, 2015, the indenture trustee for CEOC’s
subsidiary-guaranteed unsecured notes, Wilmington Trust,
National Association, filed an action against CEC in the
Southern District of New York seeking to void the removal
of CEC’s guarantee of the subsidiary-guaranteed notes.

c.

Certain series of CEOC’s pre-LBO legacy unsecured notes were
issued under an indenture with a different provision for “Wholly
Owned Subsidiary.” Certain holders under of those notes asserted
that their guarantees were still in place despite the sale of CEOC’s
equity to third parties and the establishment of the management
equity plan.

In August 2014, CEOC and CEC purchased

approximately $155 million of CEOC’s unsecured notes from four
holders and amended the relevant unsecured notes indentures with
the holders of such notes to trigger a release of CEC’s guarantee.
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i.

On September 3, 2014 MeehanCombs filed suit in the
Southern District of New York asserting violations of the
TIA in connection with termination of CEC’s guarantee,
among other things.

ii.

On October 2, 2014, Frederick Barton Danner commenced
an action against CEC in the Southern District of New
York for alleged violations of TIA in connection with
termination of CEC’s guarantee.

5.

TIA § 316(b) states “the right of any holder of any indenture security to
receive payment of the principal of and interest on such indenture
security . . . or to institute suit for the enforcement of any such
payment . . . shall not be impaired or affected without the consent of such
holder.”
a.

Creditor plaintiffs argue that the release of the guarantees effected
a non-consensual change to plaintiffs’ payment rights and affected
plaintiffs’ practical ability to recover payment.

b.

CEC has taken the position that the TIA only protects a
noteholder’s legal right to receive payment when due. In other
words, the focus is on changes to terms of an indenture that affect
payment of principal and interest to the holders of bonds, not
whether such payments will actually occur.
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c.

Recent case law, however, such as Marblegate Asset Management
v. Education Management Corp., 75 F. Supp. 3d 592 (S.D.N.Y.
2014), has found that the TIA covers not the legal right to receive
payment when due, but also the practical right of bondholders to
receive payment of principal and interest.

d.

If the TIA is interpreted broadly to protect the practical right of
bondholders to receive payment, it is possible that more debt
restructurings will be forced to occur in bankruptcy where 100%
consensus is not required. Such a result will also likely result in
increased leverage for minority holders of indenture debt during
out-of-court restructuring negotiations.

B.

Section 105 Injunction
1.

On March 11, 2015, the Debtors commenced an adversary proceeding in
the Bankruptcy Court for the Northern District of Illinois seeking to stay
the litigation against CEC in Delaware and New York pursuant to
section 105 of the Bankruptcy Code.

2.

Section 105 allows a bankruptcy court to “issue any order, process, or
judgment that is necessary or appropriate to carry out the provisions of”
the Bankruptcy Code.

3.

The Seventh Circuit has found that a bankruptcy court may enjoin any
action that is “related to” a chapter 11 proceeding. Zerand-Bernal Grp.,
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Inc. v. Cox, 23 F.3d 159, 162 (7th Cir. 1994). A matter is at least “related
to” a chapter 11 case where “its resolution also affects the bankrupt’s
estate or the allocation of its assets among creditors.” Home Ins. Co. v.
Cooper & Cooper, Ltd., 889 F.2d 746, 749 (7th Cir. 1989) (Easterbrook,
J.).
4.

The Debtors argued that an injunction was appropriate because the
Bankruptcy Court needed to protect the Debtors’ claims and causes of
action on account of the Challenged Transactions, and if the Debtors’
creditors were to be successful on the parent guarantee litigation, those
creditors would recover ahead of the Debtors to the detriment of the
Debtors’ estates. In particular, CEC would be unable to settle or pay a
judgment to the Debtors if they were also liable for the parent guarantees
of up to $18 billion.

5.

After a two-day trial and post-trial briefing, the Bankruptcy Court denied
an imposition of a stay of the parent guarantee litigation in July 2015,
finding that a bankruptcy court could only enjoin third party litigation
where that third party litigation was based on the same acts as the debtors’
own litigation claims.

6.

The Debtors subsequently appealed the decision to the Seventh Circuit
Court of Appeals. On December 23, 2015, the Seventh Circuit issued an
opinion vacating the lower court opinions.
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a.

In the opinion, Judge Richard Posner wrote that section 105(a) of
the Bankruptcy Code grants “extensive equitable powers” to a
bankruptcy court, and the appropriate analysis is “whether the
injunction sought by [a debtor] is likely to enhance the prospects
for a successful resolution of the disputes attending its bankruptcy.
If it is, and its denial will thus endanger the success of the
bankruptcy proceedings, the grant of the injunction would, in the
language of § 105(a), be ‘appropriate to carry out the provisions’
of the Bankruptcy Code, since successful resolution of disputes
arising in bankruptcy proceedings is one of the Code’s central
objectives.” In re Caesars Entertainment Operating Co., Inc., 808
F.3d 1186, 1188–89 (7th Cir. 2015).

7.

On February 26, 2016, the Bankruptcy Court granted the Debtors’ motion
to stay the BOKF parent guarantee litigation in the Southern District of
New York, which was otherwise scheduled for trial in March 2016, for a
period of 74 days, up to May 9, 2016 (when certain other trials were set to
commence). This stay expired on May 9, 2016. The Bankruptcy Court
found that the stay would help parties reach settlement following the
release of the Examiner’s report.

8.

On June 6, 2016, on the eve of summary judgment briefing in each of the
parent guarantee actions, the Debtors renewed their request to stay the
parent guarantee actions until the Bankruptcy Court issues a decision on
plan confirmation.

In part, this injunction was sought to protect the
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Debtors’ agreements on a settlement and contribution from CEC (and
certain of its affiliates) to the Debtors’ reorganization plan and recently
agreed-to restructuring support agreements with several creditor groups
(including several that were close to being finalized). On June 15, 2016,
the Bankruptcy Court granted the additional 105 injunction through
August 29, 2016 (an additional 74 days) to provide the parties additional
time to consensually resolve the contentious CEOC bankruptcy cases.
The Bankruptcy Court encouraged the parties to come to a consensual deal
during that time and noted that the likelihood of an additional extension of
the § 105 injunction is small.
9.

Despite the fact that the Bankruptcy Court has noted that it may not grant
further extensions of the § 105 injunction, the Seventh Circuit’s ruling in
the Caesars case has clarified the extensive power of bankruptcy courts to
grant relief under § 105, including through enjoining litigation in other
courts that has the ability to harm a debtor and its estate, and is also related
to that debtor’s chapter 11 case.

V.

Standing Motions
A.

Statutory Unsecured Claimholders’ Committee’s Lien Standing Motion &
Subsidiary Guaranteed Notes Standing Motion (the “Lien Standing Motion”)
1.

On August 7, 2015, the Debtors’ Statutory Committee of Unsecured
Claimholders (the “UCC”) filed a motion for derivative standing to
challenge certain prepetition security interests, mortgages, liens and claims

PAGE 26

25

the Debtors granted to collateral agents to secure the Debtors’ first and
second lien debt. As part of this request, the UCC sought the exclusive
right to settle these various lien challenges.
2.

Given the Challenged Transactions and certain litigation regarding
security interests (including in the Debtors’ substantial post-petition cash
related to their gaming enterprise), the Lien Standing Motion was seen as
an important bellwether for whether the Bankruptcy Court would grant
standing on other issues driving the Debtors’ chapter 11 cases.

3.

In briefing on the Lien Standing Motion, the Debtors argued, among other
things, that the Debtors’ plan of reorganization was a global settlement of
all issues arising in the Debtors’ bankruptcy cases, including with regards
to potential lien challenges. In particular, the Debtors asserted that the
value available to junior creditors was made available to those creditors by
senior lenders as part of overall negotiations related to the Debtors’ plan.

4.

On March 16, 2016, the Bankruptcy Court issued an opinion and order
noting that the Debtors’ justification for not pursuing the lien challenges,
namely that the pursuit of a global settlement as part of a comprehensive
chapter 11 plan is superior to litigation, is a reasonable exercise of
business judgment and sufficient grounds for denying the Lien Standing
Motion.
a.

The Bankruptcy Court did not deny the Lien Standing Motion
outright, but instead continued it to a later hearing so as not to
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prejudice the UCC if the comprehensive settlement encompassed
in the plan of reorganization is not approved.
b.

Notably, the Bankruptcy Court has clarified, in the context of a
standing motion related to the Challenged Transactions, that its use
of the word “settlement” in its continuance of the Lien Standing
Motion was made in the context of a consensual plan. “It was the
consensualness of the plan that constituted the settlement.” June 7,
2016, Hr’g Tr. 13:10–12. This is not the same as thinking of the
“proposed plan as a settlement of these claims.” Id. 12:23–24.
The Bankruptcy Court clarified that this is precisely the reason the
Lien Standing Motion was moved to a later hearing as opposed to
after confirmation, “because it seemed to me that if you didn’t
have a consensual plan by then, that settlement would no longer, in
the sense I was using it, be a justification for refusing to bring the
claims.” Hr’g Tr. 14:2–6.

B.

Official Committee of Second Priority Noteholders’ Standing Motion
1.

On May 13, 2016, the Official Committee of Second Priority Noteholders
filed a motion seeking derivative standing to pursue claims for fraudulent
transfers, breach of fiduciary duty, aiding and abetting fiduciary duty, and
other claims against CEC, certain of CEC’s and CEOC’s directors and
officers, and CEC’s sponsors on account of the Challenged Transactions.
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As part of this request, the Noteholders’ Committee has sought the
exclusive right to settle the Challenged Transactions.
a.

The motion alleges that CEOC’s Special Governance Committee
lacks sufficient independence to bring or compromise such claims.

2.

The Bankruptcy Court has set a discovery and briefing schedule, with a
hearing set on September 21, 2016, to consider the standing motion.

VI.

Original Issue Discount (“OID”) Objections
A.

Arguments, generally
1.

On June 2, 2016, CEOC filed an objection to the proofs of claim filed by
the indenture trustees and collateral agent for CEOC’s second lien notes.
The objections seek to disallow unamortized ‘original issue discount’ as
‘unmatured interest’ under § 502(b)(2).”

2.

For tax purposes, when the actual issue price of a note is less than its face
value at issuance, that note has an “original issue discount.” Applicable
non-bankruptcy law requires both the issuer and the noteholder to reflect
this difference as interest for tax and accounting purposes. The difference
(the OID) is amortized over the life of the note.

3.

The Second Lien Notes were issued at a discount to face value and
therefore include varying degrees of OID.
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4.

CEOC believes that approximately $1.9 billion of OID remained
unamortized for the various Second Lien Notes, in the aggregate, at the
Petition Date.

5.

CEOC argues that the OID is “unmatured interest” as defined by
§ 502(b)(2) and the Bankruptcy Code therefore requires disallowance of
these amounts.

B.

If successful, the OID Objection would reduce the aggregate allowed amount of
the Second Lien Notes Claims from approximately $5.5 billion to approximately
$3.7 billion.

C.

The OID Objection, if successful, may also have ramifications for out-of-court
debt-for-debt exchanges, at least where such debt-for-debt exchanges could result
in OID, as it is possible that it will be more difficult to execute on such exchanges
if debt holders are concerned about the potential later disallowance of a portion of
their claims in a bankruptcy case.

VII.

Confirmation
A.

On June 22, 2016, the Bankruptcy Court approved the Debtors’ disclosure
statement for solicitation and established a schedule for confirmation of the
Debtors’ proposed plan, which includes the following key dates:
1.

Deadline to Complete Solicitation: July 11, 2016

2.

Voting and Plan Objection Deadline: October 31, 2016

PAGE 30

29

B.

3.

Deadline to File Pretrial Briefs: December 29, 2016

4.

Confirmation Hearing Begins: January 17, 2017

The confirmation hearing (if not resolved consensually before confirmation) is
expected to last several weeks and, although it will feature testimony on a range
of issues in dispute throughout the Debtors’ chapter 11 cases, will likely focus on
the following key issues:
1.

The settlement of the Challenged Transactions;

2.

The propriety of the non-consensual third-party releases necessary to
implement the settlement and make available the recoveries available
under the plan; and

3.

Whether the plan satisfies the “new value” rule of section 1129(b) of the
Bankruptcy Code.

C.

Settlement of Challenged Transactions
1.

As described above, a key element of the Debtors’ chapter 11 cases has
been the potential value of litigation claims against CEC, its non-debtor
affiliates, and certain other parties related to the Challenged Transactions.

2.

The Debtors’ plan of reorganization reflects the settlement of these claims
in exchange for various forms of cash and non-cash consideration needed
to implement the transactions contemplated by the Plan, which at a
high-level include:
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a.

The separation of CEOC into a real estate investment trust
(“PropCo”) and an operating company (“OpCo”);

b.

A commitment by CEC to purchase the OpCo equity to provide
cash to CEOC to be distributed to creditors under the Plan; and

c.

The release of Debtor claims and third-party claims against CEC,
its sponsors, and its non-debtor affiliates.

3.

The Bankruptcy Court has acknowledged that a standard similar to the
Bankruptcy Rule 9019 standard will apply to the settlement of the
Challenged Transactions as part of confirmation. This means that, at a
high level, the Debtors will need to demonstrate that the settlement is in
the best interests of the Debtors’ estates, is fair and equitable, and falls
within the reasonable range of possible litigation outcomes. See, e.g., In
re Doctors Hosp. of Hyde Park, Inc., 474 F.3d 421, 426 (7th Cir. 2007).

4.

Much of this will depend on the valuation of the cash and non-cash
consideration provided by non-debtors (including CEC) under the plan.
Based on a valuation analysis performed by the Debtors’ financial advisor,
the Debtors believe these contributions are worth between $1.9 billion and
$6.3 billion, with a midpoint of $4.3 billion. The Official Committee of
Second Priority Noteholders, by contrast, has asserted that the settlement
is inadequate because, among other things, the contributions do not consist
entirely of cash and the value of the non-cash consideration is much less
than the Debtors’ have ascribed to such consideration. Moreover, the
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Official Committee of Second Priority Noteholders believe the value of
the potential litigation claims is much higher—ranging from $8.1 billion
to $12.6 billion—and, therefore, the value of the contribution itself
(regardless of the form of consideration) is inadequate.
D.

Third-Party Releases
1.

An essential component of the settlement of the Challenged Transactions
is the release of claims held by third parties against CEC and various other
non-debtor parties (the “Third-Party Releases”).

2.

Such Third-Party Releases are generally available when they are
“consensual.”

In In re Specialty Equip. Cos., for example, the court

approved a third-party release where “each creditor could choose to grant,
or not to grant, the release irrespective of the vote of the class of creditors
or interest holders of which he or she is a member.” 3 F.3d 1043, 1046
(7th Cir. 1993).
3.

Under applicable Seventh Circuit law, nonconsensual third-party releases
may also be approved under certain circumstances. These cases generally
require

that

the

release

be

essential

to

the

reorganization,

narrowly-tailored, and supported by valuable consideration. See, e.g., In
re Airadigm Commc’ns, Inc., 519 F.3d 640 (7th Cir. 2008).
a.

In Airadigm, the court approved a nonconsensual third-party
release that was required by the debtors’ proposed financing source
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where the financing “was itself essential to the reorganization,”
release was of claims in connection with restructuring, and the
release is “appropriate and not inconsistent with any provision of
the bankruptcy code.” 519 F.3d at 657.
b.

In In re Ingersoll, Inc., 562 F.3d 856 (7th Cir. 2009), the court
similarly approved the nonconsensual release of third party
litigation by a non-creditor against a non-debtor where “it was
central to the negotiation and ultimate success of the plan” and
supported by “good and valuable consideration [that] will enable
unsecured creditors to realize distribution in this case.” 562 F.3d
at 863–65.

4.

The issue of the consideration provided by the various parties benefiting
from the release will be heavily litigated. Certain parties, including the
Official Committee of Second Priority Noteholders, have challenged the
Debtors’ ability to meet the standard in the Seventh Circuit. In particular,
the Official Committee of Second Priority Noteholders intends to argue,
among other things, that the aggregate consideration provided by CEC and
its affiliates under the Debtors’ plan cannot meet the applicable standard
because it is insufficient to support the release of the Debtors’ estate’s
claims related to the Challenged Transactions and the release of the thirdparty guarantee claims.
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E.

“New Value” Plan
1.

Under the Debtors’ plan, CEC will own all of the OpCo equity distributed
under the Plan. Thus, because the Debtors’ plan will not provide full
recoveries to all creditors, CEC’s retention of equity in the reorganized
entity will likely implicate the “new value” rule.

2.

Under section 1129 of the Bankruptcy Code, a debtor cannot confirm a
plan of reorganization over the objections of an impaired class of
creditors, if that plan does not comply with the “absolute priority rule.”
The

absolute

priority

rule,

which

is

codified

in

11

U.S.C.

§ 1129(b)(2)(B)(ii), requires that, with respect to a class of unsecured
claims that has not received payment in full, “the holder of any claim or
interest that is junior to the claims of such class will not receive or retain
under the plan on account of such junior claim or interest any property.”
This provision therefore prohibits a debtor’s prepetition equity holders
from receiving any property pursuant to a plan of reorganization “on
account of” their prior ownership unless all senior creditor classes are paid
in full or vote in favor of the plan.
3.

Applicable case law, however, has created an exception—called the “new
value” exception—where old equity owners may receive new equity in the
reorganized debtors notwithstanding the absolute priority rule in exchange
for injecting “new value” into the reorganized company. These courts
generally require proof that the new value contributed by old equity is
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(i) new, (ii) substantial, (iii) in the form of money or money’s worth,
(iv) necessary for a successful rehabilitation, and (v) reasonably equivalent
to the value or interest retained. See Bank of Am. Nat’l Trust & Sav.
Ass’n v. 203 N. LaSalle St. P’Ship, 526 U.S. 434 (1999).
4.

Courts in the Seventh Circuit in particular have required that some form of
“market test” or other competitive process is required to satisfy this
standard. See In re Castleton Plaza, LP, 707 F.3d 821 (7th Cir. 2013).

5.

To meet this standard, the Debtors conducted a marketing process to
solicit proposals for alternative transactions involving the purchase of the
Debtors and/or their subsidiaries that would create more value than the
plan supported by CEC.

6.

Certain parties, including the Official Committee of Second Priority
Noteholders, have asserted that the process conducted by the Debtors fails
to satisfy the appropriate legal standard. Among other things, the Official
Committee of Second Priority Noteholders argues that the process did not
produce a useable market test because the indications of interest received
by the Debtors do not provide a sufficient basis for measuring the market
value of the property CEC will receive under the Plan. The Official
Committee of Second Priority Noteholders further argues that the process
itself was flawed because the Debtors did not invite enough parties to
participate and even those they did invite likely viewed the process as a
sham and so did not submit legitimate bids.
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7.

The legitimacy of the marketing process for purposes of meeting the
standard under 11 U.S.C. § 1129(b) therefore will likely be subject to
extensive litigation at the confirmation hearing.
*

*

*
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Michael St. Patrick Baxter *
Debt Recharacterization in Bankruptcy
Introduction to Debt Recharacterization
Bankruptcy courts are often called upon by debtors, creditors’ committees, or trustees to
recharacterize loans or other debts as equity. Recharacterization looks at the true “substance” of
the loan to determine whether the loan should be treated as debt or equity.2 The effect of
recharacterization is to subordinate the loan or debt, and, as a result, the priority that would
ordinarily be accorded the creditor.
Debt recharacterization is similar to, but distinct from, equitable subordination. The
latter is a remedy against debt holders whose misconduct led to injury to other creditors or
shareholders. In equitable subordination, debt is subordinated to the extent necessary to redress
the injury. While the result of debt recharacterization and equitable subordination may be
similar, there are significant differences between the two. First, equitable subordination is a
remedy in response to misconduct. Debt recharacterization requires no misconduct. Second,
equitable subordination is expressly authorized by § 510(c) of the Bankruptcy Code (“Code”),
while a bankruptcy court’s authority to recharacterize is usually based on the implied authority of
either § 105(a) or § 502(b) of the Code.

*

Partner, Covington & Burling LLP, Washington, DC. Many thanks to Albert H. Pak for his
valuable assistance the preparation of this article. © 2016 by Michael St. Patrick Baxter.

2

See Pepper v. Litton, 308 U.S. 295, 304-05 (1939) (“[equitable powers] have been invoked to
the end that fraud will not prevail, that substance will not give way to form….”)
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Courts have been divided on two primary issues regarding debt recharacterization: (i) the
source of authority to recharacterize, and (ii) the test applied to recharacterize debt. This lack of
uniformity exists across circuits, and even within some circuits.
According to some courts, the authority to recharacterize debt comes from § 105(a) of the
Code. Section 105(a) grants courts the power to issue any order that is “necessary or appropriate
to carry out the provisions of [the Bankruptcy Code].” According to other courts, the authority
to recharacterize is found in § 502(b), which implies a duty for bankruptcy courts to defer debt
recharacterization to state law. In recharacterizing debt, courts have mostly used varying
multifactor tests, adopted primarily from federal tax law.
I.

Variances in Debt Recharacterization Between Circuits
Some circuits disagree on the bankruptcy court’s power to recharacterize, and, if

empowered, the source of that power. Six circuit courts3 have stated that bankruptcy courts have
the authority to recharacterize debts; however, these courts have not agreed on the source of this
authority. The remaining circuits have not addressed the issue, leaving lower courts to make
their own determinations. This section will discuss (i) the § 105(a) approach by circuit, (ii) the
§ 502(b) approach by circuit, and (iii) the approaches taken by the remaining circuit courts.
A.

Section 105(a) Approach

The Third, Fourth, Sixth, and Tenth Circuits attribute to § 105(a) the bankruptcy court’s
authority to recharacterize debt. These circuit courts have either (i) created their own tests to
determine whether a claim is debt or equity, or (ii) adopted tests of other circuits.

3

The Eleventh Circuit has analyzed debt recharacterization, but has not identified an authorizing
Code section. In re N&D Properties, Inc., 799 F.2d 726, 733 (11th Cir. 1986).

PAGE 39

38

1.

Recharacterization in the Sixth Circuit

The Sixth Circuit was the first circuit to declare that bankruptcy courts had the authority
to recharacterize debt under § 105(a). In 2001, the Sixth Circuit in In re AutoStyle Plastics, Inc.
affirmed that bankruptcy courts have the authority to recharacterize debt as equity,4 stating that
§ 105(a) gives bankruptcy judges equitable powers to “issue any order, process or judgment that
is necessary or appropriate to carry out the provisions” of the Code.5 The Sixth Circuit refused
to follow the Ninth Circuit Bankruptcy Appellate Panel (“BAP”), which, at the time, had held
that courts did not have the power to recharacterize debt as equity.6
After establishing the authority to recharacterize debt, the Sixth Circuit applied a
multifactor test from Roth Steel Tube Co. v. Commissioner of Internal Revenue.7 The “Roth
Steel factors” were eleven factors used in a federal tax case to distinguish a capital contribution
from a loan. The Sixth Circuit in AutoStyle Plastics established a framework for analyzing these
factors. First, the Sixth Circuit stated that none of the Roth Steel factors would be controlling.8
Second, each factor is to be considered within the circumstances of each unique case.9 Lastly,

4

269 F.3d 726 (6th Cir. 2001).

5

Id. at 748.

6

See In re Pac. Exp., Inc., 69 B.R. 112, 115 (B.A.P. 9th Cir. 1986).

7

800 F.2d 625, 630 (6th Cir.1986).

8

AutoStyle Plastics, 269 F.3d at 750.

9

Id.
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the court added that the more a transaction resembles an arm’s-length negotiation, the more
likely it will be treated as debt.10
The Roth Steel factors include (1) the names given to the instruments, if any, evidencing
the indebtedness; (2) the presence or absence of a fixed maturity date and schedule of payments;
(3) the presence or absence of a fixed rate of interest and interest payments; (4) the source of
repayments; (5) the adequacy or inadequacy of capitalization; (6) the identity of interest between
the creditor and the stockholder; (7) the security, if any, for the advances; (8) the corporation's
ability to obtain financing from outside lending institutions; (9) the extent to which the advances
were subordinated to the claims of outside creditors; (10) the extent to which the advances were
used to acquire capital assets; and (11) the presence or absence of a sinking fund to provide
repayments.”11 In AutoStyle Plastics, the Sixth Circuit examined each factor in its analysis.
However, subsequent circuits have focused their analysis on several pertinent factors.12 After
evaluating the facts in light of each factor, the Sixth Circuit decided not to recharacterize the debt
as equity.13
In AutoStyle Plastics, the Sixth Circuit became the first circuit to declare that bankruptcy
courts had the authority to recharacterize debt under § 105(a). Following AutoStyle Plastics,
other circuit courts and lower courts have adopted the 11-factor Roth Steel test.

10

Id.

11

Id.

12

See, e.g., In re: Dornier Aviation, 453 F.3d 225 (4th Cir. 2006), infra Section I.A.2.; In re
Submicron Systems Corp., 432 F.3d 448 (3d Cir. 2006), infra Section I.A.3.

13

AutoStyle Plastics, 269 F.3d at 753.
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2.

Recharacterization in the Fourth Circuit

In 2006, the Fourth Circuit in In re Dornier Aviation affirmed that bankruptcy courts
have the authority to recharacterize debt as equity.14 The Fourth Circuit rejected the argument
that debt could not be recharacterized due to the disallowance provision in § 502(b) and the
availability of equitable subordination under § 510(c).15 The Fourth Circuit declared that
bankruptcy courts have the authority to recharacterize debt, aligning itself with the Sixth
Circuit.16
After establishing this authority, the Dornier Aviation court adopted the Roth Steel
factors used in AutoStyle Plastics.17 Like the Sixth Circuit, the Fourth Circuit stated that, in
applying these factors, none is to be controlling and their significance will vary, depending on
case-specific circumstances.18 Unlike the Sixth Circuit, however, the Fourth Circuit did not
review every factor. Instead, the Fourth Circuit cited the five “particularly significant” factors,
and found that the facts adequately supported the lower court’s decision.19
In its discussion, the Fourth Circuit compared several multifactor tests that it could have
used to recharacterize the debt.20 The court concluded that the substances of the Roth Steel test

14

453 F.3d 225 (4th Cir. 2006).

15

Id. at 232.

16

Id. at 233.

17

Id.

18

Id. at 234.

19

Id. at 235.

20

Id. (addressed in footnote 6).
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and the 13-factor Hedged-Investments test infra Section I.A.4., were “identical.”21 Indeed, the
substantive equivalence of the tests is supported by the fact that other circuit courts have used the
multifactor tests, more as general guidelines than as exhaustive checklists.22
3.

Recharacterization in the Third Circuit

In 2006, the Third Circuit in In re Submicron Systems Corp. affirmed that bankruptcy
courts have the authority to recharacterize debt as equity.23 However, unlike the Sixth Circuit,
the Third Circuit did not endorse one test over another. Instead, the Third Circuit stated that all
tests “devolve to an overarching inquiry: the characterization as debt or equity is a court’s
attempt to discern whether the parties called an instrument one thing when in fact they intended
it as something else.”24 The court then proceeded to review the lower court’s findings.
The lower court had denied recharacterization, using a 7-factor test from In re Color Tile,
Inc., which considered (1) the name given to the instrument; (2) the intent of the parties; (3) the
presence or absence of a fixed maturity date; (4) the right to enforce payment of principal and
interest; (5) the presence or absence of voting rights; (6) the status of the contribution in relation
to regular corporate contributors; and (7) certainty of payment in the event of the corporation’s
insolvency or liquidation.25 The lower court’s decision had been based on three prevailing
factors: the name of the instrument, fixed maturity and interest rate, and evidence of intent to
21

Id.

22

See, e.g., In re Alternate Fuels, Inc., 789 F.3d 1139, 1153 (10th Cir. 2015) (stating that
recharacterization tests are performed “on balance”).

23

432 F.3d 448 (3d Cir. 2006).

24

Id. at 456.

25

2000 WL 152129, *4 (D. Del. Feb. 9, 2000).
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create a debt instrument. 26 The Third Circuit affirmed the lower court’s factual findings and its
decision not to recharacterize.
The Third Circuit’s failure to endorse a specific multifactor test and its focus on the
parties’ intent appear to distinguish the court from the Sixth and Fourth circuits. But the Third
Circuit’s approach is functionally equivalent with other circuits’ and does not lead to a different
result. First, the 7-factor test that the lower court applied had many of the same elements as the
Roth Steel and Hedged-Investments27 tests. Second, the Third Circuit made its determination on
balance, after considering all factors, none of which was dispositive. If the substance of every
multifactor test is “identical,”28 different tests with more or less factors should not yield
substantively different results. Behind the Third Circuit’s seemingly divergent approach was the
same substantive process used in other circuits.
4.

Recharacterization in the Tenth Circuit

In 2015, the Tenth Circuit in In re Alternate Fuels, Inc. held that bankruptcy courts have
the authority to recharacterize debt as equity through the powers granted by § 105(a).29 This
decision built on an earlier case, In re Hedged-Investments Assocs., Inc., where the court applied
a 13-factor test to determine whether a claim was debt or equity (but failed to discuss the source
of such authority).30 The Alternate Fuels court established in the Tenth Circuit that § 105(a)
26

Submicron, 432 F.3d at 457.

27

Infra Section I.A.4.

28

In re Dornier Aviation, 453 F.3d 225, 235 (4th Cir. 2006) (footnote 6).

29

789 F.3d 1139 (10th Cir. 2015).

30

380 F.3d 1292, 1295 (10th Cir. 2004).
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empowers bankruptcy courts to recharacterize debt, and the 13-factor test from HedgedInvestments is to be used.
By adopting the 13-factor Hedged-Investments test, the Tenth Circuit appeared to diverge
from other § 105(a) circuits. However, many of the factors in the Hedged-Investments test are
the same as those in Roth Steel, and their substance is “identical.”31 The 13-factor HedgedInvestments test includes (1) the names given to the certificates evidencing the indebtedness; (2)
the presence or absence of a fixed maturity date; (3) the source of payments; (4) the right to
enforce payment of principal and interest; (5) participation in management flowing as a result;
(6) the status of the contribution in relation to other corporate creditors; (7) the intent of the
parties; (8) “thin” or adequate capitalization; (9) the identity of interest between the creditor and
stockholder; (10) the source of interest payments; (11) the ability of the corporation to obtain
loans from outside lenders; (12) the extent to which funds were used to acquire capital assets;
and (13) the failure of the debtor to repay on the due date or to seek a postponement.32
In its analysis, the Tenth Circuit addressed two Supreme Court decisions used to
challenge debt recharacterization. The Tenth Circuit considered the case of Travelers Casualty
& Surety Co. of America v. Pacific Gas & Electric Co., where the Supreme Court, citing
§ 502(b), stated: “claims enforceable under applicable state law will be allowed in bankruptcy
unless they are expressly disallowed.”33 Challenging the power to recharacterize, it was argued
that, applying Travelers, “a court may not fashion a test ‘solely for its own creation’ in

31

In re Dornier Aviation, 453 F.3d at 235 (footnote 6).

32

Alternate Fuels, 789 F.3d at 1149.

33

549 U.S. 443, 452 (2007).
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determining what constitutes a ‘claim’ for purposes of bankruptcy.”34 The Tenth Circuit also
considered Law v. Siegel, where the Supreme Court stated that § 105(a) may not override other
provisions of the Code.35 It was argued that § 105(a) recharacterization was not permissible
when in conflict with § 502(b).36
The Tenth Circuit rejected both challenges. First, the court found that both Travelers and
Law were not decided in a recharacterization context, nor did they expressly overrule HedgedInvestments.37 Second, the Tenth Circuit determined that disallowance under § 502(b) and
recharacterization under § 105(a) are two distinct courses of action: disallowance is used in
cases when “the claimant has no rights vis-à-vis the bankrupt,” while recharacterization is used
to understand the true nature of a claim.38 As such, recharacterization does not eliminate the
claim, but relegates the claim to the level of “equity to be paid upon satisfaction of the debtor’s
other outstanding obligations.”39
B.

Section 502(b) Approach

The Fifth and Ninth Circuits attribute a bankruptcy court’s power to recharacterize debt
to § 502(b) of the Code.

34

Alternate Fuels, 789 F.3d at 1148.

35

134 S. Ct. 1188, 1194 (2014).

36

Alternate Fuels, 789 F.3d at 1148.

37

Id.

38

Id.

39

Id.
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1.

Recharacterization in the Fifth Circuit

In 2011, the Fifth Circuit in In re Lothian Oil Inc. held that (i) recharacterization is part
of a bankruptcy court’s authority to allow and disallow claims under § 502(b), and (ii) state law
should be applied to determine if a claim should be recharacterized.40 The Fifth Circuit looked
to § 502(b) of the Code, that “the court … shall determine the amount of such claim … and shall
allow such claim in such amount, except to the extent that—(1) such claim is unenforceable
against the debtor and property of the debtor, under any agreement or applicable law….”41 The
Fifth Circuit found that the “applicable law” in this case was state law.42 The Fifth Circuit was
guided by the Supreme Court’s decision in Butner v. U.S., that “Congress has generally left the
determination of property rights in the assets of a bankrupt’s estate to state law.”43
The Fifth Circuit observed that Texas courts have used multifactor tests from federal tax
law to determine whether a loan is debt or equity,44 noting that, when applying these tests, all
factors are considered, factors may have varying significance, and no one factor is controlling.45
The Fifth Circuit acknowledged a 16-factor test applied by one Texas court, but did not actually
apply this test in Lothian. Instead, the Fifth Circuit affirmed the lower court’s ruling -- which
had been based on a different 11-factor test, similar to the one in Roth Steel -- that the underlying

40

650 F.3d 539, 543 (5th Cir. 2011).

41

Id. (emphasis added).

42

Id.

43

440 U.S. 48, 54 (1979) (emphasis added).

44

Lothian, 650 F.3d at 544.

45

Id.

PAGE 47

46

loan should be recharacterized.46 The Fifth Circuit highlighted key elements of the test, such as a
lack of a specified interest rate, term of repayment, and maturity date, and concluded that,
because Texas law would not have recognized the claims as debt, they were properly
recharacterized as equity.47
The Fifth Circuit’s decision in Lothian is notable for several reasons. First, the Fifth
Circuit based the bankruptcy court’s power to recharacterize on § 502(b), unlike the Third,
Fourth, Sixth, and Tenth Circuits, which based the power to recharacterize on § 105(a). Second,
notwithstanding disagreement as to the basis of the recharacterization power, the Fifth Circuit
ultimately used a multifactor test, much like § 105(a) circuits, demonstrating that, regardless of
the source of the recharacterization power, the substantive analysis may be the same.
2.

Recharacterization in the Ninth Circuit

In 2013, the Ninth Circuit in In re Fitness Holdings International held that courts may
recharacterize debt, reversing a longstanding precedent.48 Previously, lower courts in the Ninth
Circuit had followed the decision of the Ninth Circuit Bankruptcy Appellate Panel in In re
Pacific Express, Inc.,49 which had held that characterization of claims was exclusively
46

Id.

47

Id.

48

714 F.3d 1141 (9th Cir. 2013).

49

69 B.R. 112 (B.A.P. 9th Cir 1986). Prior to Fitness Holdings, lower courts in the Ninth
Circuit followed Pacific Express in subordination proceedings. See, e.g., In re Murgillo, 176
B.R. 524, 533 (B.A.P. 9th Cir. 1994) (the “proper exercise of equitable powers regarding
allowed claims is through the equitable subordination provisions of § 510(c)”); In re Audre, Inc.,
210 B.R. 360, 367 (Bankr. S.D. Cal. 1997) (citing the test found in Pacific Express as controlling
authority); In re C.P.C. Dev. Co. No. 5, 113 B.R. 637, 641-42 (Bankr. C.D. Cal. 1990) (applying
the equitable subordination test from Pacific Express).
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authorized by, and limited to, equitable subordination principles found in § 510(c) of the Code.
By overruling Pacific Express, the Ninth Circuit joined the five other circuits that had authorized
bankruptcy courts to recharacterize debt, where appropriate.
The Ninth Circuit in Fitness Holdings held that courts have the authority to recharacterize
debt in accordance with state law. The court disagreed with the holding in Pacific Express,
which stated that the authority to characterize claims was exclusively drawn from § 510(c).50
Instead, the court aligned itself with the Fifth Circuit’s approach in Lothian, which had looked at
the lender’s claim under § 502(b) and applied a multifactor test pursuant to Texas law.51 The
Ninth Circuit rejected § 105(a) as the source of recharacterization authority, stating “it was
inconsistent with Supreme Court precedent”.52
C.

Recharacterization in Other Circuits
1.

Recharacterization in the Eleventh Circuit

The Eleventh Circuit has indicated that bankruptcy courts have the authority to
recharacterize debt, although it has not identified the source of the authority. In 1986, the
Eleventh Circuit in In re N&D Properties, Inc. held that insider loans “may be deemed capital
contributions in one of two circumstances: where trustee proves initial undercapitalization or
where trustee proves that loans were made when no other disinterested lender would have

50

Fitness Holdings, 714 F.3d at 1147.

51

Id. at 1148.

52

Id.
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extended credit.”53 Unlike other circuits that point to either § 105(a) or § 502(b) as enabling
authority, the Eleventh Circuit has been silent on the matter.
Some lower courts in the Eleventh Circuit have followed this standard in debt
recharacterization. 54 But others have not, choosing instead to adopt the 13-factor HedgedInvestments test. 55
2.

Recharacterization in Bankruptcy Courts of Other Circuits

The U.S. Courts of Appeals in the First, Second, Seventh, Eighth, and D.C. Circuit have
yet to address the issue of debt recharacterization, but some lower courts in these circuits have.
In the First Circuit, many lower courts have applied the “Hyperion test,” not used by any
other circuit.56 The Hyperion test has four factors and five “relevant questions”: (1) the
adequacy of capital contributions; (2) the ratio of shareholder loans to capital; (3) the amount or
degree of shareholder control; (4) the availability of similar loans from outside lenders; and
(5) certain relevant questions, such as (a) whether the ultimate financial failure was caused by
under-capitalization; (b) whether the note included payment provisions and a fixed maturity date;
53

799 F.2d 726, 733 (11th Cir. 1986).

54

See, e.g., Diasonics Inc. v. Ingalls, 121 B.R. 626, 630 (Bankr. N.D. Fla. 1990).

55

See, e.g., In re Biscayne Inv. Group, Ltd., 264 B.R. 765 (Bankr. S.D. Fla. 2001); In re Blevins
Concession Supply Co., 213 B.R. 185 (Bankr. M.D. Fla. 1997); Celotex Corp. v.
Hillsborough Holdings Corp. (In re Hillsborough Holdings Corp.), 176 B.R. 223, 248 (M.D.
Fla. 1994). One reason for the popularity of this test over the 11-factor Roth Steel test may
be because the former was derived from an earlier Eleventh Circuit case, Stinnett’s Pontiac
Service, Inc. v. Commissioner of Internal Revenue, 730 F.2d 634, 638 (11th Cir.1984).

56

See, e.g., In re Tempnology, LLC, 542 B.R. 50, 70 (Bankr. D.N.H. 2015); Blasbalg v. Tarro
(In Hyperion Enters., Inc.), 158 B.R. 555, 561 (D.R.I. 1993); In re Felt Mfg. Co., Inc., 371
B.R. 589, 629 (Bankr. D.N.H. 2007); In re Micro–Precision Techs., Inc., 303 B.R. 238, 246
(Bankr. D.N.H. 2003).
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(c) whether a note or other debt document was executed; (d) whether advances were used to
acquire capital assets; and (e) how the debt was treated in the business records.57 Many of these
factors overlap with the Hedged-Investments test and the Roth Steel test, and all three tests seem
functionally equivalent.
In the Second Circuit, lower courts have largely adopted the Sixth Circuit’s approach.58
For example, the bankruptcy court in the Southern District of New York in In re BH S & B
Holdings LLC stated that § 105(a) is the relevant authority for debt recharacterization and
applied the Sixth Circuit’s Roth Steel 11-factor test to determine the true nature of the underlying
claim.59
Similarly, in the Seventh Circuit, lower courts have largely adopted the Sixth Circuit’s
approach.60 For example, the Northern District of Illinois in In re Outboard Marine Corp.
determined that bankruptcy courts have authority to recharacterize debt as equity, and applied the
Sixth Circuit’s Roth Steel 11-factor test to analyze the debt.61

57

In re Hyperion Enterprises, Inc., 158 B.R. 555, 561 (D.R.I. 1993).

58

See, e.g., In re BH S & B Holdings LLC, 807 F. Supp.2d 199 (S.D.N.Y. 2011); In re Gene.
Motors Corp., 407 B.R. 463, 498-99 (Bankr. S.D.N.Y. 2009); In re Adelphia Commc’n
Corp., 365 B.R. 24, 73-74 (Bankr. S.D.N.Y. 2009).

59

420 B.R. 112, 157 (Bankr. S.D.N.Y. 2009), aff'd as modified, 807 F. Supp. 2d 199 (S.D.N.Y.
2011).

60

See, e.g., In re Repository Techs., Inc., 381 B.R. 852, 865 (N.D. Ill. 2008), vacated, 601 F.3d
710 (7th Cir. 2010); In re Gluth Bros. Const., Inc., 424 B.R. 379, 395 (Bankr. N.D. Ill. 2009).

61

In re Outboard Marine Corp., No. 00 B 37405, 2003 WL 21697357, at *5 (N.D. Ill. July 22,
2003).
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In the Eighth Circuit, lower courts have often invoked § 105(a) and have used the 11factor Roth Steel test.62 However, a recent case suggests that lower courts in the Eighth Circuit
might question whether they have authority to recharacterize debt as equity under § 105(a). In In
re MSP Aviation, LLC, the bankruptcy court avoided a decision on whether the court had
authority under § 105(a) to recharacterize debt as equity, stating that the Eighth Circuit had not
ruled on the matter,63 and that the Supreme Court precedents in Travelers and Law64 suggested
otherwise. The court concluded that, if it had the power to equitably recharacterize debt to
equity, it would not do so in this case because the facts did not support recharacterization.65
In the District of Columbia Circuit, the bankruptcy court in In re Georgetown Bldg.
Associates, Ltd. Partnership,66 found that it had the authority to recharacterize debt to equity
because the issue was a matter of characterizing the claim’s “true character.”67 The court did not
articulate a specific test, and declined to “recite all of the various factors courts examine.”68
Instead, the court took a more targeted look at the factors that might reveal the true substance of
the claim, focusing on the lack of a fixed date of repayment, the conditional nature of repayment,
and the status of the lenders as insiders.69 Nonetheless, the analysis resembled the common
62

See, e.g., In re Hoffinger Indus., Inc., 327 B.R. 389, 408 (Bankr. E.D. Ark. 2005); In re
Vanguard Airlines, Inc., 302 B.R. 292, 300 (Bankr. W.D. Mo. 2003).

63

531 B.R. 795, 805 (Bankr. D. Minn. 2015).

64

Id. See also supra Section I.A.4.

65

531 B.R. 795, 806.

66

See 240 B.R. 124 (Bankr. D.D.C. 1999).

67

Id. at 137.

68

Id.

69

Id.
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approach taken by other courts, which focus on a few relevant factors that closely relate to the
facts of the case.70
II.

Section 105(a) vs. Section 502(b): Different Results?
Courts often diverge on whether the authority to recharacterize debt comes from § 105(a)

or § 502(b). While the two sources of authority are legally distinct, it is not clear that the two
approaches actually lead to different analyses, or even results. Courts that apply either § 105(a)
or § 502(b) may end up using the same or similar multifactor tests in their analyses.
Since debt recharacterization aims to discern the true substance of the loan, it is not
surprising that courts consider many of the same factors. Therefore, even if controlling circuit
precedent requires a different basis of recharacterization authority, and even if the courts use
different multifactor tests, the substantive analysis often considers similar factors, and may lead
to the same result. The Fifth Circuit’s analysis in Lothian is illustrative of this.71 Therefore,
whether courts use § 502(b) or § 105(a) appears to have limited impact on the factors courts will
consider in determining recharacterization, or the ultimate result.
*

*

*

*

*

70

See, e.g., supra Section I.A.3. (discussing the approach of the Third Circuit).

71

See 650 F.3d 539 (5th Cir. 2011). The Fifth Circuit was the first to adopt the § 502(b)
approach, yet, the 16-factor test used by the Fifth Circuit in Lothian had many similarities
with tests used in other circuits.
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Summary of Debt Recharacterization Tests
Factors

The names given to the
certificates evidencing the
indebtedness
The presence or absence of
a fixed maturity date
The source of payments

Roth Steel
Test
(6th, 4th, 2d,
7th, 8th)

Hedged-Inv.
Test
(10th, 11th)

Color Tile
Test
(3d)

Hyperion
Test
(1st)

The right to enforce
payment of principal and
interest
Participation in management
flowing as a result
The status of the
contribution in relation to
other corporate creditors
The intent of the parties
“Thin” or adequate
capitalization
The identity of interest
between the creditor and
stockholder
The source of interest
payments
The ability of the
corporation to obtain loans
from outside lenders
The extent to which funds
were used to acquire capital
assets
The failure of the debtor to
repay on the due date or to
seek a postponement
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The presence or absence of
a fixed rate of interest and
interest payments
The security, if any, for the
advances
The presence or absence of
a sinking fund to provide
repayments
The presence or absence of
voting rights

“amount or
degree of
shareholder
control”

Certainty of payment in the
event of corp’s insolvency
or liquidation
The ratio of shareholder
loans to capital
Whether the ultimate
financial failure was caused
by under-capitalization
Whether a note or other debt
document was executed
How the debt was treated in
business records
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Eric Brunstand, Dechert LLP,
Motion for Leave to File and Brief of Bankruptcy Law Professors as Amici Curiae in Support
of Granting the Petition, Aurelius Cap. Mgmt, L.P. v. Tribune Media Co.,
Supreme Court, No. 15-891
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No. 15-891
IN THE

Supreme Court of the United States
AURELIUS CAPITAL MANAGEMENT, LP,
Petitioner,
v.
TRIBUNE MEDIA COMPANY, F/K/A TRIBUNE COMPANY,
F/K/A TIMES MIRROR CORPORATION; OFFICIAL
COMMITTEE OF UNSECURED CREDITORS; OAKTREE
CAPITAL MANAGEMENT, LP; ANGELO GORDON &
COMPANY; AND JPMORGAN CHASE BANK, NA, ET AL.,
Respondents.
ON PETITION FOR WRIT OF CERTIORARI TO THE
UNITED STATES COURT OF APPEALS
FOR THE THIRD CIRCUIT
MOTION FOR LEAVE TO FILE AND BRIEF OF
BANKRUPTCY LAW PROFESSORS AS AMICI
CURIAE IN SUPPORT OF GRANTING THE PETITION
G. Eric Brunstad, Jr.
Counsel of Record
Kate M. O’Keeffe
DECHERT LLP
90 State House Square
Hartford, Connecticut 06103
(860) 524-3999
eric.brunstad@dechert.com
Counsel for Amici Curiae
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MOTION OF AMICI CURIAE FOR LEAVE TO
FILE BRIEF IN SUPPORT OF PETITIONER
Pursuant to Supreme Court Rule 37.2(b), the
undersigned group of bankruptcy law professors
respectfully moves for leave of Court to file the
accompanying brief amici curiae. In accordance
with Rule 37.2(a), amici have provided timely
notice to all parties of their intent to file a brief.
Petitioner Aurelius Capital Management, L.P.
and Respondents Tribune Media Company,
JPMorgan Chase, NA, and Deutsche Bank Trust
Company Americas have consented to amici filing a brief, and letters of consent have been filed
with the Court. The Petition for Writ of Certiorari names five additional Respondents. Upon
information and belief, three of these named Respondents1 have informed the Court that they do
not intend to participate in this proceeding as
parties. The remaining two named Respondents,
Oaktree Capital Management, L.P. and Angelo,
Gordon & Co. have neither consented nor advised the Court that they no longer intend to
participate in this case.

The Official Committee of Unsecured Creditors has
been dissolved. Wilmington Trust Company and EGITRB LLC have stated that they are not involved in this
matter.
1
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Amici are bankruptcy law professors at major
American law schools and collectively represent
a broad range of perspectives on bankruptcy law.
Each has a deep interest in the development of
bankruptcy law and the application of equitable
principles in bankruptcy proceedings. This case
presents a recurring question of vital importance
in bankruptcy law: whether and to what extent
an appellate court may decline to hear and determine an appeal of a decision of a bankruptcy
court on grounds of “equitable mootness.” While
every federal court of appeals has adopted and
applied some form of the equitable mootness doctrine, they differ substantially regarding its
proper scope, generating great controversy that
this Court has yet to resolve.
Amici differ on whether there should be an
equitable mootness doctrine and, if so, what its
contours should be, but agree that the Court
should grant the Petition for Writ of Certiorari to
lend some guidance in this important area of
bankruptcy law and federal appellate jurisdiction. The attached brief offers a unique and detailed account of the discrepancies in the courts
of appeals with regard to the contours of the equitable mootness doctrine and the constitutional
issues arising therefrom that this Court should
address.
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For these reasons, amici curiae respectfully
request that the Court grant leave to file this
brief.
Respectfully submitted,
G. Eric Brunstad, Jr.
Counsel of Record
Kate M. O’Keeffe
DECHERT LLP
90 State House Square
Hartford, Connecticut 06103
(860) 524-3999
eric.brunstad@dechert.com
February 12, 2016 Counsel for Amici Curiae
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1
INTEREST OF THE AMICI CURIAE1

Amici are all bankruptcy law professors at
major American law schools and collectively represent a broad range of perspectives on bankruptcy law.
G. Eric Brunstad, Jr. is an Adjunct Professor
of Law at Georgetown University Law Center.
Ralph Brubaker is the Carl L. Vacketta Professor of Law at the University of Illinois College
of Law.
Jessica Gabel Cino is an Associate Professor
at Georgia State University College of Law.
Robert M. Lawless is the Associate Dean for
Research, Max L. Rowe Professor of Law, and
Co-director of the Illinois Program on Law, Behavior and Social Science at the University of
Illinois College of Law.
Ronald Mann is the Albert E. Cinelli Enterprise Professor of Law and Co-Director of the

No counsel for any party has authored this brief in
whole or in part, and no party or counsel for a party has
made a monetary contribution to the preparation or submission of this brief. See Sup. Ct. R. 37.6. All parties
have been timely notified of the undersigned’s intent to
file this brief.
1
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2
Charles Evans Gerber Transactional Studies
Center at Columbia Law School.
Bruce A. Markell is a Professor of Bankruptcy
Law and Practice at Northwestern Pritzker
School of Law.
Robert K. Rasmussen is the J. Thomas
McCarthy Trustee Chair in Law and Political
Science at the USC Gould School of Law.
Charles J. Tabb is the Mildred Van Voorhis
Jones Chair in Law at the University of Illinois
College of Law.
This brief addresses whether the Court
should grant certiorari on a vitally important
and recurring question of bankruptcy law:
whether and to what extent an appellate court
may decline to hear and determine an appeal of
a decision of a bankruptcy court on grounds of
“equitable mootness.” The issue is significant
because, although every federal court of appeals
has adopted and applied some form of the equitable mootness doctrine, they differ substantially
regarding its proper scope and content, and the
doctrine has generated great controversy. The
issue is also important because the doctrine is
routinely used to deny appellants their statutory
rights of appeal and excuse appellate courts from
exercising jurisdiction they otherwise possess.
Finally, the issue is of significance because
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3
bankruptcy judges are not Article III judges and
the ability of Article III appellate courts to review the decisions of bankruptcy judges is critical to maintaining the constitutionality of the
current bankruptcy jurisdictional scheme. For
these and other reasons, the petition for a writ of
certiorari should be granted.
SUMMARY OF THE ARGUMENT
As the Third Circuit explained below, equitable mootness is an ostensibly “narrow doctrine
by which an appellate court deems it prudent for
practical reasons to forbear deciding an appeal
when to grant the relief requested will undermine the finality and reliability of consummated
plans of reorganization.” Pet. App. 11a. As such,
the doctrine is an equitable exception to the federal courts’ “virtually unflagging obligation” to
exercise the jurisdiction Congress has granted to
them. Colorado River Water Conservation Dist.
v. United States, 424 U.S. 800, 817 (1976). The
central tension that animates controversy over
the equitable mootness doctrine is thus easy to
identify: it arises from the fact that courts are
using an equitable concept to override a litigant’s
legal appellate rights in circumstances Congress
has not expressly authorized.
Although each of the federal courts of appeals
has recognized and applied some version of the
doctrine of equitable mootness (save the Federal
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4
Circuit, which does not hear bankruptcy appeals), this Court has never determined either
the doctrine’s validity or its proper metes and
bounds. In addition, the courts of appeals have
developed markedly different standards for its
application. Several courts have identified various factors to be considered in analyzing whether
an appeal should be deemed to be equitably
moot, but there is disagreement as to what those
factors are, how much weight they should be given, and otherwise how they should be applied.
For example, the Second Circuit generally presumes that an appeal requesting relief in conflict
with a confirmed bankruptcy plan is equitably
moot if the plan has been substantially implemented. In contrast, other courts of appeals
have not adopted this presumption.
In general, an equitable mootness determination requires a court to balance two interests—
“the equitable considerations of finality and good
faith reliance on a judgment and the competing
interests that underlie the right of a party to
seek review of a bankruptcy order adversely affecting him.” First Union Real Estate Equity
and Mortg. Inv. v. Club Assocs. (In re Club Assocs.), 956 F.2d 1065, 1069 (11th Cir. 1992). As a
result of the inconsistent approaches courts of
appeals have taken in making this determination, different courts balance these interests in
different ways and the parameters of the doctrine stand in remarkable disarray. This Court
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5
should grant certiorari to lend some much needed guidance in this important area of bankruptcy
law and federal appellate jurisdiction.
ARGUMENT
The Court Should Grant Certiorari To Determine The Validity And Scope Of The Doctrine Of
Equitable Mootness.
It is axiomatic that the federal courts have a
“virtually unflagging obligation” to exercise the
jurisdiction that Congress has bestowed upon
them. Colorado River Water Conservation Dist.
v. United States, 424 U.S. 800, 817 (1976). In
bankruptcy, Congress has vested the federal district and circuit courts with broad appellate jurisdiction to review the decisions of bankruptcy
judges. 28 U.S.C. § 158. Notably, section 158
makes no mention of the doctrine of equitable
mootness. Nor is the doctrine premised on constitutional considerations. Rather, it is essentially grounded in practical finality concerns,
prescribing generally that, following substantial
implementation of a confirmed bankruptcy plan,
any appeal seeking relief in conflict with the
plan may be dismissed as “equitably moot” if
granting appellate relief would effectively undo
the plan in some material way. See, e.g., Trone
v. Roberts Farms, Inc. (In re Roberts Farms,
Inc.), 652 F.2d 793, 797 (9th Cir. 1981). Although the denial of the right of appeal “places a
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heavy burden on aggrieved party-appellants in
bankruptcy cases,” a finding of equitable mootness has been held to be “justified to prevent
frustration of orderly administration of estates
under various provisions of the Bankruptcy Act.”
Id. at 798. In essence, the doctrine of equitable
mootness is a super-finality rule: it ensures
that, after a bankruptcy court has confirmed a
plan of reorganization and the plan has gone effective, the plan’s terms cannot be undone or materially undermined. In effect, it extends to the
appellate context the generally binding nature of
confirmed plans set forth in section 1141(a) of
the Bankruptcy Code, which provides in relevant
part that “the provisions of a confirmed plan
bind the debtor, [various third parties], any creditor, equity security holder, or general partner in
the debtor . . . .” 11 U.S.C. § 1141(a). But it is
one thing for a plan to be binding on the parties,
and something else for it to bind an appellate
court tasked with reviewing its validity.
Although every court of appeals has applied
the doctrine of equitable mootness, this Court
has not yet determined its validity and scope.2 It
In Bank of America Nat’l Trust & Sav. Ass’n. v. 203 N.
LaSalle St. P’ship, No. 97-1418 (1998), respondent opposed certiorari, and later moved to dismiss the matter,
on the ground that, because its chapter 11 plan had long
gone effective, principles of equitable mootness barred
further appellate review. This Court, however, disregard2
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is important that the Court do so because the
circuits vary significantly in their formulations
of the doctrine, including the proper tests to be
applied and the factors to be considered in conducting any equitable mootness inquiry. These
differences have resulted in profound inconsistency and disarray in the determination of
bankruptcy appellate rights. Moreover, the issue
is particularly ripe, given its exceptionally long
percolation in the lower courts without this
Court’s intervention or guidance. Finally, the
issue is critically important because bankruptcy
judges are not Article III judges and the constitutionality of the current bankruptcy jurisdictional scheme turns on robust review of the decisions of bankruptcy judges by the Article III district and circuit courts. Quite clearly, any denial
on “equitable” grounds of a statutory right of appeal effectively erodes that essential review.
Certiorari is warranted.

ed that argument without comment and instead reached
the merits of an important issue of bankruptcy law. Although the Court did not address the doctrine of equitable
mootness directly, it is worth noting that respondent’s invocation of the doctrine, if successful, would have prevented the Court from deciding the merits of the case.
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A.

The Doctrine of Equitable Mootness Attempts To Balance A Number Of Interests
And Favors Finality At The Expense Of
Appellate Review.

Courts apply the doctrine of equitable mootness most often in chapter 11 proceedings, as it
typically “responds ‘to the particular problems
presented by the consummation of [chapter 11]
plans of reorganization . . . .’” Tech. Lending
Partners, LLC v. San Patricio Cnty. Cmty.
Action Agency (In re San Patricio Cnty. Cmty.
Action Agency), 575 F.3d 553, 558 (5th Cir. 2009)
(quoting In re Grimland, Inc., 243 F.3d 228, 231
n.4 (5th Cir. 2001)). Before a chapter 11 debtor
may emerge from bankruptcy as a reorganized
entity, the bankruptcy court must approve a
plan of reorganization. 11 U.S.C. § 1129. Once a
bankruptcy court confirms a plan, the confirmation order is automatically stayed for fourteen
days. Fed. R. Bankr. P. 3020(e). This delay
permits parties wishing to pursue a variety of
appellate rights the opportunity to seek a stay of
implementation of the confirmation order and,
accordingly, the effectiveness of the plan, thus
preventing the doctrine of equitable mootness
from even arising. Obtaining such a stay, how-
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ever, is typically a daunting task, and most efforts to do so are not successful.3
If a stay of the confirmation order is not
sought, or is sought but not obtained, the plan
may go effective regardless of the pendency of
appeals that seek relief inconsistent with the
plan’s terms. Among other things, the debtor’s
assets may be sold, claims may be paid, and
third parties may transact business with the reorganized debtor in reliance on the plan. Appellate courts faced with appeals seeking relief that
conflicts with the terms and effect of a plan thus
often find themselves in the position of having to
“strik[e] the proper balance between the equitable considerations of finality and good faith reliance on a judgment and the competing interests
that underlie the right of a party to seek review
of a bankruptcy order adversely affecting him.”
First Union Real Estate Equity and Mortg. Inv.
v. Club Assoc. (In re Club Assoc.), 956 F.2d 1065,
1069 (11th Cir. 1992). The conceptual vehicle for
striking this balance is the doctrine of equitable
mootness, whereby an appeal may be dismissed
“when, even though effective relief could conceivably be fashioned, implementation of that reAmong other things, obtaining a stay requires a
demonstration of likelihood of success on the merits and
irreparable injury in the absence of a stay. Notably, some
courts have held that the prospect of mootness is not irreparable injury.
3
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lief would” in the view of the appellate court “be
inequitable.” Official Comm. of Unsecured Creditors of LTV Aerospace and Defense Co. Inc. v.
Official Comm. of Unsecured Creditors of LTV
Steel Co., Inc. (In re Chateaugay Corp.), 988
F.2d 322, 325 (2d Cir. 1993).
Unlike constitutional mootness, equitable
mootness “is not an Article III inquiry as to
whether a live controversy is presented; rather,
it is a recognition by the appellate courts that
there is a point beyond which they cannot order
fundamental changes in reorganization actions.”
Manges v. Seattle First Nat’l Bank (In re Manges), 29 F.3d 1034, 1039 (5th Cir. 1994); see also
Mac Panel Co. v. Virginia Panel Corp., 283 F.3d
622, 625 (4th Cir. 2002) (doctrine of equitable
mootness is “grounded in the notion that, with
the passage of time after a judgment in equity
and implementation of that judgment, effective
relief on appeal becomes impractical, imprudent,
and therefore inequitable”). The doctrine reflects
the belief that “the ability to achieve finality [in
bankruptcy proceedings] is essential to the fashioning of effective remedies” because “completed
acts in accordance with an unstayed order of the
bankruptcy court must not thereafter be routinely vulnerable to nullification if a plan of reorganization is to succeed.” In re Chateaugay Corp.,
988 F.2d at 325-26. The doctrine thus rests
clearly on practical considerations and favors finality over appellate review.
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B.

The Courts Of Appeals Apply Inconsistent
Tests For Determining Equitable Mootness.

Although the federal courts of appeals universally recognize equitable mootness as a legitimate basis for dismissing bankruptcy appeals,
they have developed inconsistent methods for
analyzing whether an appeal should be dismissed under the doctrine. To begin with, the
circuits generally agree that the first step in the
analysis is to determine whether a confirmed
plan has been materially implemented—in the
vernacular, whether there has been “substantial
consummation” of the plan’s terms. The concept
of “substantial consummation” is defined in the
Bankruptcy Code as:
(A) transfer of all or substantially
all of the property proposed by the
plan to be transferred;
(B) assumption by the debtor or
by the successor to the debtor under
the plan of the business or of the
management of all or substantially
all of the property dealt with by the
plan; and
(C) commencement of distribution
under the plan.
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11 U.S.C. § 1101(2). Notably, courts generally
agree that it is the substantial consummation of
a plan that triggers application of the equitable
mootness doctrine, but thereafter part company
on the significance of substantial consummation
in the analysis. The most common approach endorsed by several courts of appeals is that, once
substantial consummation occurs, a court is to
apply a balancing test to determine whether
dismissal is warranted. Even among the courts
that take this general approach, however, there
is disagreement over the relevant factors (ranging from three to six) and the weight to be given
to each. For example, the Third Circuit has recently streamlined its equitable mootness analysis, and considers first whether substantial consummation of the reorganization plan has occurred and then, if so, moves on to review the
other factors it applies. Pet. App. 12a-13a. Notably, however, the court does not presume equitable mootness to exist upon substantial consummation and requires the party seeking dismissal to demonstrate that the appeal should be
denied. In contrast, the Second Circuit follows
the rule that substantial consummation triggers
a presumption of equitable mootness, and places
the burden on the appellant to overcome that
presumption. Frito-Lay, Inc. v. LTV Steel Co.,
Inc. (In re Chateaugay Corp.), 10 F.3d 944, 95253 (2d Cir. 1993).
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Courts likewise differ regarding the importance of an appellant’s effort to obtain a stay
of the confirmation order. The Ninth Circuit
considers this a dispositive factor, moving on to
other considerations only after determining that
the appellant at least attempted to obtain a stay.
Motor Vehicle Cas. Co. v. Thorpe Insulation Co.
(In re Thorpe Insulation Co.), 677 F.3d 869, 881
(9th Cir. 2012). Other circuits follow a different
path. In addition, some iterations of the relevant
factors remain fairly vague. As a result of these
and other inconsistencies and concerns, the doctrine of equitable mootness stands in profound
disarray. This Court’s intervention is warranted.
1. The “Majority” Approach: A Balancing Of
Competing Considerations
Several courts have identified a number of
distinct factors to be considered in determining
whether to dismiss an appeal as equitably moot
(as the Third Circuit did below) and place the
burden of proof on the party seeking dismissal of
the appeal. See Pet. App. 11a.4 While this is in
a general sense the “majority” approach, the
See also In re Thorpe, 677 F.3d at 8780; Behrmann v.
Nat’l Heritage Found., 663 F.3d 704, 713-14 (4th Cir.
2011); In re Lett, 632 F.3d 1216, 1226 (11th Cir. 2011);
Search Market Direct, Inc. v. Jubber (In re Paige), 584
F.3d 1327, 1339-1340 (10th Cir. 2009).
4
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number of factors and the weight they are given
typically vary from court to court.
The Third Circuit originally identified five
factors relevant to its equitable mootness analysis:
(1) whether the reorganization plan
has been substantially consummated, (2) whether a stay has been obtained, (3) whether the relief requested would affect the rights of the
parties not before the court, (4)
whether the relief requested would
affect the success of the plan, and (5)
the public policy of affording finality
to bankruptcy judgments.
Pet. App. 12a (quoting In re Continental Airlines, 91 F.3d 553, 560 (3d Cir. 1996) (en banc)).
More recently, the court has “refined the doctrine
to its current, more determinate state,” whereby
“equitable mootness . . . proceed[s] in two analytical steps: (1) whether a confirmed plan has been
substantially consummated; and (2) if so, whether granting the relief requested in the appeal
will (a) fatally scramble the plan and/or (b) significantly harm third parties who have justifiably relied on plan confirmation.” Pet. App. 13a
(quoting Samson Energy Res. Co. v. SemCrude,
L.P. (In re SemCrude, L.P.), 728 F.3d 314, 321
(3d Cir. 2013)) (emphasis added). Thus, the
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Third Circuit will first look to whether the relevant plan is “substantially consummated” as
that term is defined in the Bankruptcy Code and
only “[i]f this threshold is satisfied . . . continue
to the next step in the analysis.” In re SemCrude, 728 F.3d at 321. Despite a finding of
substantial consummation, dismissal on grounds
of equitable mootness is inappropriate if “relief
would neither fatally scramble the plan nor significantly harm the interests of third parties who
have justifiably relied on plan confirmation.”
Pet. App. 13a (emphasis in original).
Similar to the Third Circuit, the Eleventh
Circuit’s approach starts with a determination as
to “whether the ‘reorganization plan has been so
substantially consummated that effective relief
is no longer available,’” but recognizes that
“[e]ven if substantial consummation has occurred, a court must still consider all the circumstances of the case to decide whether it can grant
effective relief.” In re Club Assocs., 956 F.2d at
1069 (quoting Miami Ctr. Ltd. P’ship v. Bank of
New York, 820 F.2d 376, 379 (11th Cir. 1987)).
The court has framed the additional circumstances to be considered rhetorically as:
Has a stay pending appeal been obtained? If not, then why not? Has the
plan been substantially consummated? If so, what kind of transactions
have been consummated? What type
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of relief does the appellant seek on
appeal? What effect would granting
relief have on the interests of third
parties not before the court? And,
would relief affect the re-emergence
of the debtor as a revitalized entity?

Id. at 1069 & n.11. Thus, although the Eleventh
Circuit considers substantial consummation “the
most significant consideration,” it “is not the sole
consideration.” In re Strickland and Davis Int’l,
Inc., 612 F. App’x 971, 978 (11th Cir. 2015). Rather, the questions listed in Club Associates
“provide the reviewing court with the backdrop
to evaluate the ultimate issue of whether a confirmation plan has progressed to the point where
effective judicial relief is no longer a viable option.” In re Club Assocs., 956 F.2d at 1069 n.11.
The Ninth Circuit is the most recent court of
appeals to adopt specific factors to evaluate equitable mootness, having previously applied a test
for mootness in bankruptcy proceedings that
combined both constitutional and equitable
mootness concepts. See In re Thorpe, 677 F.3d
at 880. Prior to its 2012 decision in Thorpe, the
Ninth Circuit first looked to whether events had
occurred “that make it impossible for the appellate court to fashion effective relief,” and then to
whether “appellants have failed and neglected
diligently to pursue their available remedies to
obtain a stay of the objectionable orders of the

PAGE 83

82

17
Bankruptcy Court, thus permitting such a comprehensive change of circumstances to occur as
to render it inequitable . . . to consider the merits
Focus Media, Inc. v. Nat’l
of the appeal.”
Broadcasting Co. Inc. (In re Focus Media, Inc.),
378 F.3d 916, 922-23 (9th Cir. 2004) (citation
and internal quotation marks omitted). The
court referred to the second piece of the mootness
inquiry as “equitable mootness,” but had “not yet
expressly articulated a comprehensive test” for
how to conduct its analysis. In re Thorpe, 677
F.3d at 880-81.
In Thorpe, however, the Ninth Circuit embraced a test similar to those of other circuits
within the majority, though before applying the
various factors the court “will look first at
whether a stay was sought, for absent that a
party has not fully pursued its rights,” and only
“[i]f a stay was sought and not gained,” will it
then consider: (1) “whether substantial consummation of the plan has occurred,” (2) “the effect a remedy may have on third parties not before the court,” and (3) “whether the bankruptcy
court can fashion effective and equitable relief
without completely knocking the props out from
under the plan and thereby creating an uncontrollable situation for the bankruptcy court.” Id.
at 881. Because “it is obligatory upon [the] appellant . . . to pursue with diligence all available
remedies to obtain a stay of the objectionable order,” Rev Op Grp. v. ML Manager LLC (In re
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Mortgs. Ltd.), 771 F.3d 1211, 1215-16 (9th Cir.
2014) (internal quotation marks omitted), under
the Ninth Circuit’s test, although “an appeal
should not be automatically dismissed for failure
to obtain a stay . . . an appellant must seek a
stay,” id. at 1216 (emphasis in original). An appellant who fails to seek a stay, or at least give
an adequate reason for failing to do so, “has by
definition ‘not fully pursued its rights,’ and thus
the appeal is subject to dismissal.” Id. (quoting
In re Roberts Farms, Inc., 652 F.2d at 798); but
see id. at 1215-16 (noting that on at least two occasions the Ninth Circuit denied dismissal for
equitable mootness where the appellant failed to
seek a stay based on the specific facts of the
case).
The Fourth, Fifth, and Sixth Circuits apply
essentially identical tests with largely cosmetic
differences. The Fourth Circuit’s four-part test
incorporates most of the factors the Third Circuit
traditionally considered.
See Retired Pilots
Assoc. of US Airways v. US Airways Grp., Inc.
(In re US Airways Grp., Inc.), 369 F.3d 806, 809
(4th Cir. 2004) (factors to be considered are: “(1)
whether the appellant sought and obtained a
stay; (2) whether the reorganization plan or other equitable relief ordered has been substantially
consummated; (3) the extent to which the relief
requested on appeal would affect the success of
the reorganization plan or other equitable relief
granted; and (4) the extent to which the relief
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requested on appeal would affect the interests of
third parties” (quoting Mac Panel, 283 F.3d at
625)). The Fifth and Sixth Circuits apply a
three-part test that incorporates the four factors
used in the Fourth Circuit, only combining the
last two into one. Scotia Pac. Co., LLC v. Official
Unsecured Creditors Comm. (In re Pacific Lumber, Co.), 584 F.3d 229, 240 (5th Cir. 2009) (stating that the “court accordingly considers ‘(1)
whether a stay was obtained, (2) whether the
plan has been substantially consummated, and
(3) whether the relief requested would affect either the rights of parties not before the court or
the success of the plan.’” (quoting In re Manges,
29 F.3d at 1039)); see also Bank of Montreal v.
Official Comm. of Unsecured Creditors (In re
American HomePatient, Inc.), 420 F.3d 559, 56364 (6th Cir. 2005) (expressly adopting Fifth Circuit test). The Fifth Circuit has expressly declined to recognize as a legitimate factor the public policy consideration that the Third Circuit
traditionally included in its list. In re United
Producers, Inc., 526 F.3d 942, 947 n.2 (5th Cir.
2008).
Adopting a posture that is somewhat more
flexible and fluid than some of its peers, the
Fourth Circuit has stated that application of the
equitable mootness doctrine “does not employ
rigid rules,” and the factors merely serve to
guide the court in determining “whether judicial
relief on appeal can, as a pragmatic matter, be
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granted.” Mac Panel, 283 F.3d at 625; see also
Behrmann, 663 F.3d at 713 (declining to dismiss
appeal as equitably moot in spite of plan being
substantially consummated where appellants
sought a stay and where debtor “failed to demonstrate how the relief requested . . . would jeopardize the success of the [plan]”). Likewise, the
Fifth Circuit has stated that “[t]here is no set
weight given to the respective prongs,” and that
“[i]n some cases, a single prong may be determinative.”
Alberta Energy Partners v. Blast
Energy Svcs., Inc. (In re Blast Energy Svc., Inc.),
593 F.3d 418, 424 (5th Cir. 2010). However,
“more often the first two are relevant only insofar as they affect the answer to the third question; if no stay has been obtained and the plan
has been substantially consummated, the more
likely the third prong indicates equitable mootness.” Id. Substantial consummation “is not
necessarily fatal to the appeal of a confirmed reorganization plan,” as “[o]nly when the relief
that a party requests will likely unravel the plan
does it become impracticable and inappropriate
for a court to grant such relief.” Id. at 425; accord In re American HomePatient, 420 F.3d at
565 (declining to dismiss appeal as equitably
moot despite appellants’ failure to seek a stay
and the substantial consummation of the plan
where appellants had “presented a plausible argument that [relief could be granted] without affecting the success of the confirmed plan”).
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Finally, the Tenth Circuit, which only expressly recognized the doctrine of equitable
mootness in 2009, also falls within the category
of courts that weigh a variety of factors to determine equitable mootness. After attempting to
synthesize the various tests applied in other circuits, the Tenth Circuit concluded that:
[A] court should decline to hear an
appeal of a bankruptcy court’s decision where the answers to the following six questions indicate that reaching the merits would be unfair or
impracticable: (1) Has the appellant
sought and/or obtained a stay pending appeal? (2) Has the appealed
plan been substantially consummated? (3) Will the rights of innocent
third parties be adversely affected by
reversal of the confirmed plan? (4)
Will the public-policy need for reliance on the confirmed bankruptcy
plan—and the need for creditors
generally to be able to rely on bankruptcy court decisions—be undermined by reversal of the plan? (5) If
appellant’s challenge were upheld,
what would be the likely impact upon a successful reorganization of the
debtor? And (6) based upon a quick
look at the merits of appellant’s challenge to the plan, is appellant’s chal-
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lenge legally meritorious or equitably compelling?

In re Paige, 584 F.3d at 1339. Although the
Tenth Circuit recites six separate factors, it cautions that these factors “are not necessarily conclusive, nor will each factor always merit equal
weight,” but merely “seem to reflect the factors
often weighed in other cases where equitable
mootness is at issue.” Id. The court observed
further that “[m]ost courts seem to place the
greatest focus on whether the confirmed plan
that is being challenged has been substantially
consummated and, if so, what effects reversal of
the plan would likely have on third parties,”
while “focus[ing] slightly less on the issue of
whether the parties sought a stay pending appeal,” and giving the other factors “much less
weight.” Id. It concluded that “[t]he effects that
reversal will have on non-party creditors is probably the foremost concern in our analysis of equitable mootness.” Id. at 1343; see also In re Stephens, 704 F.3d 1279, 1283 (10th Cir. 2013) (declining to dismiss appeal for equitable mootness
despite substantial consummation and failure to
seek a stay where it was “unlikely that non-party
creditors will be adversely affected in any significant way”).
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2. The Second Circuit’s Approach: A
Presumption of Mootness
The Second Circuit has adopted an approach
distinctly different from those of the courts addressed above. Rather than require the party
seeking dismissal of an appeal to demonstrate
equitable mootness (as the Third Circuit plainly
does), the Second Circuit presumes equitable
mootness upon substantial consummation of a
plan and places the burden on the appellant to
demonstrate otherwise. Significantly, the appellant may overcome the presumption by demonstrating the existence of each of the following
factors:
(a) the court can still order some
effective relief;
(b) such relief will not affect the
“re-emergence of the debtor as a revitalized corporate entity”;
(c) such relief will not unravel intricate transactions so as to “knock
the props out from under the authorization for every transaction that has
taken place” and “create an unmanageable, uncontrollable situation for
the Bankruptcy Court”;
(d) the “parties who would be adversely affected by the modification
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have notice of the appeal and an opportunity to participate in the proceedings”; and
(e) the appellant “pursue[d] with
diligence all available remedies to
obtain a stay of execution of the objectionable order . . . if the failure to
do so creates a situation rendering it
inequitable to reverse the orders appealed from.”

In re Chateaugay Corp., 10 F.3d at 952-53 (citations omitted); see also R2 Invs., LDC v. Charter
Commc’ns, Inc (In re Charter Commc’ns, Inc.),
691 F.3d 476, 482 (2d Cir. 2012) (“The presumption of equitable mootness can be overcome,
however, if all five of the ‘Chateaugay factors’
are met.”) (emphasis added).
Whether an appellant sought a stay of the
confirmation order is a “chief consideration” under the Second Circuit’s approach, though where
a stay was not sought, the court will still “consider additionally whether that failure renders
relief inequitable.” Deutsche Bank AG v. Metromedia Fiber Network, Inc. (In re Metromedia
Fiber Network, Inc.), 416 F.3d 136, 144 (2d Cir.
2005). As yet, the Second Circuit is the only circuit to adopt a presumption of equitable mootness upon substantial consummation, and some
courts have expressly rejected this approach.
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See, e.g., JPMCC 2007-C1 Grasslawn Lodging,
LLC v. Transwest Resort Props., Inc. (In re
Transwest Resort Props., Inc.), 801 F.3d 1161,
1169 (9th Cir. 2015) (“Our circuit’s articulation
of the equitable mootness test, however, has
never included such a presumption.”); In re
Paige, 584 F.3d at 1340 (rejecting “the conclusion
that some courts have reached that a finding of
substantial consummation will shift the burden
to the party seeking to have the court reach the
merits of its challenge to the plan”).
3. The Undifferentiated Approach: Equitable
Mootness Without Specific Standards
Still other courts of appeals have recognized
and applied the doctrine of equitable mootness
without specifically articulating a test or set of
specific factors to be considered. The District of
Columbia Circuit, for example, has acknowledged that “common sense or equitable considerations may justify a decision not to decide a case
on the merits,” while also stating that such decisions “cannot be cabined by inflexible, formalistic
rules, but instead require a case-by-case judgment regarding the feasibility or futility of effective relief should a litigant prevail.” In re AOV
Indus., Inc., 792 F.2d 1140, 1147-48 (D.C. Cir.
1986).
The First Circuit likewise has not set forth a
list of specific factors that guide its analysis, but
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has held that it involves both an “equitable” inquiry as to “whether an unwarranted or repeated
failure to request a stay enabled developments to
evolve in reliance on the bankruptcy court order
to the degree that their remediation has become
impracticable or impossible,” and a “pragmatic”
inquiry “which contemplates proof that the challenged bankruptcy court order has been implemented to the degree that meaningful appellate
relief is no longer practicable even though the
appellant may have sought a stay with all due
diligence.” Hicks, Muse & Co., Inc. v. Brandt (In
re Healthco Int’l, Inc.), 136 F.3d 45, 48 (1st Cir.
1998). Similarly, the Eighth Circuit has recognized that “mootness in the bankruptcy setting
involve[s] equitable considerations,” In re
McGregory, 223 F. App’x 530, 531 (8th Cir. 2007)
(internal citations and quotation marks omitted),
and, without formally identifying factors to be
considered, has affirmed a finding of equitable
mootness where “the plan has been substantially
consummated; [appellant] did not seek a stay;
the relief requested would negatively affect the
rights of parties not before the court and the success of the plan; and public policy weighs in favor
of mootness,” In re President Casinos, Inc., 409
F. App’x 31, 31-32 (8th Cir. 2010).
The Seventh Circuit recognizes “equitable
mootness” in theory, but has for several years
declined to use that terminology. As Judge
Easterbrook explained, “[t]here is a big differ-
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ence between inability to alter the outcome (real
mootness) and unwillingness to alter the outcome (‘equitable mootness’).” In re UNR Indus.,
Inc., 20 F.3d 766, 769 (7th Cir. 1994) (emphasis
in original). Because “[u]sing one word for two
different concepts breeds confusion,” the Seventh
Circuit has “banish[ed] ‘equitable mootness’ from
the (local) lexicon” and will “ask not whether this
case is moot, ‘equitably’ or otherwise, but whether it is prudent to upset the plan of reorganization” on appeal. Id. While not identifying specific factors to be weighed in determining whether
to hear an appeal, the Seventh Circuit has stated
that the “now nameless doctrine is perhaps best
described as merely an application of the age-old
principle that in formulating equitable relief a
court must consider the effects of the relief on
innocent third parties.” In re Envirodyne Indus.,
Inc., 29 F.3d 301, 304 (7th Cir. 1994).
While the courts of appeals may agree that
the doctrine of equitable mootness exists, it is evident that they are far from agreement as to
what it entails and how it should be applied.
Certiorari is warranted to help de-clutter the legal landscape.
C.

Defining The Availability Of Appellate Review In Bankruptcy Cases Is Particularly
Important.

Finally, as this Court has observed, bankruptcy judges are not Article III judges. See, e.g.
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Wellness Int’l Network, Ltd. v. Sharif, 135 S. Ct.
1932, 1938 (2015); Stern v. Marshall, 131 S. Ct.
2594, 2600-01 (2011). Moreover, in considering
the constitutionality of the current jurisdictional
scheme governing the administration of bankruptcy cases, the Court has remarked on the importance of review of the decisions of bankruptcy
judges in the Article III courts and how this review may resolve constitutional concerns. See
Exec. Benefits Ins. Agency v. Arkison, 134 S. Ct.
2165, 2172, 2175 (2014). Although subject to
waiver, Wellness, 135 S. Ct. at 1939, access to an
Article III judge remains a constitutional right.
Obviously, application of the doctrine of equitable mootness to effectively deny that access
erodes the right. Given the important interests
at stake, certiorari is warranted.
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CONCLUSION
For the foregoing reasons, as well as those offered by Petitioner, this Court should grant certiorari.
Respectfully submitted,
G. Eric Brunstad, Jr.
Counsel of Record
Kate M. O’Keeffe
DECHERT LLP
90 State House Square
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(860) 524-3999
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All healthcare bankruptcy cases come with a number of unique considerations arising
from (1) Bankruptcy Code provisions applicable to healthcare organizations, (2) an extensive
federal and state regulatory framework, and (3) the healthcare business itself. It goes without
saying that any practitioner must be well-versed in these issues when taking on any healthcare
case, whether for a debtor, creditor, or other entity with an interest in a healthcare bankruptcy
case. As if these considerations were not enough, practitioners must be aware of yet another
layer of complexity that affects many (but not all) healthcare cases: the law applicable to
nonprofit organizations.
It is no secret that many of the organizations most affected by the recent wave of
healthcare bankruptcies and restructurings are smaller community and regional hospitals, and
many of these are organized as nonprofit entities under state law. Several rules of the road for
these nonprofit healthcare organizations are different than for-profit organizations.1
For instance, while nonprofit healthcare organizations are eligible to file voluntary
petitions for relief under chapters 7 and 11,2 they are not subject to involuntary bankruptcy
petitions.3 Nor can a chapter 11 case of a nonprofit be converted to a chapter 7 without the
consent of the debtor.4 The governance of nonprofit healthcare organizations is also different
than for-profits, with nonprofit boards generally owing a duty of obedience to the nonprofit’s
charitable objective and mission in addition to the standard board duties of care and loyalty. The

1

While this paper focuses on nonprofit healthcare organizations, most of the issues addressed
herein are equally applicable to any nonprofit organization suffering financial distress.
2

Some hospitals under the control of a local government may be eligible as a debtor under
chapter 9 as well.
3

11 U.S.C. § 303(a).

4

11 U.S.C. § 1112(c).

1
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duty of obedience requires particular attention when considering any sale of a nonprofit
healthcare organization.

Further, state regulatory approvals are generally required when a

nonprofit healthcare business is being sold, whether in or out of bankruptcy. The absolute
priority rule may not apply to a nonprofit healthcare organization. Finally, nonprofit healthcare
organizations will often hold significant funds in trust that are restricted to a particular purpose
and not available to other creditors.
Attached for reference at Appendix A is a selection of Bankruptcy Code provisions that
apply specifically to healthcare organizations and nonprofits.
1.

Governance of Nonprofit Health Care Organizations
a.

Board of Directors and Fiduciary Duties

A nonprofit hospital, like any nonprofit organization, is governed by a board of directors,
though it may commonly be called a board of trustees.5 While individual state law can vary, the
board of a nonprofit generally owes three duties: care, loyalty, and obedience.6
5

Despite the common use of the term “trustee” in place of “director,” the duties and liabilities
of board members for nonprofit organizations generally are considered similar to the duties and
liabilities of board members of for-profit organizations, as opposed to being viewed under more
stringent duties owed by a trustee to a beneficiary under trust law. See MODEL NONPROFIT CORP.
ACT, Subch. C, Introductory Cmt. (2008) (hereinafter the “Model Act”). The Model Act further
provides that “[a] director is not a trustee with respect to the nonprofit corporation or with
respect to any property held or administered by the corporation, including property that may be
subject to restrictions imposed by the donor or transferor of the property.” Model Act. § 8.30(g).
The discussion in this paper regarding the duties of board members of a nonprofit corporation,
however, should not be confused with the duties of a trustee of a charitable trust or other trust
property under state law, which may be relevant in the world of nonprofits when dealing with
funds held in trust.
6

This tripartite standard of care is commonly used in case law and commentary, but it could
be argued it is both a misnomer and oversimplified. State codes typically make no reference to a
duty of care, loyalty, or obedience, but delineate those responsibilities in terms of acting in “good
faith” and “in the best interest of the nonprofit corporation.” See Model Act § 8.30(a) (“Each
member of the board of directors, when discharging the duties of a director, shall act: (1) in
good faith, and (2) in a manner the director reasonably believes to be in the best interests of the
nonprofit corporation.”). Further, additional duties, such as disclosure, may be specifically
2
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The first two duties, care and loyalty, are familiar and generally are the same duties a
board of directors owes to a for-profit organization. The duty of care generally requires that a
board member be reasonably informed and to participate in the decision making process on
behalf of the nonprofit by exercising independent judgment.7 A board member should become
familiar with the facts in order to make an informed decision. This is typically done by requiring
the officers to provide sufficient information to make a decision. The board is entitled to rely on
information provided by officers and other professionals so long as the board members
reasonably believe them to be reliable and competent.8 The duty of care also requires that the
board provide sufficient oversight of the nonprofit.9
A board also owes a duty of loyalty to the nonprofit. The duty of loyalty generally
requires that a board member act in good faith and not put her interests ahead of the nonprofit

delineated in a state’s code. See Model Act § 8.30(c) (requiring directors to disclose any
material information not known to other directors).
7

See Model Act § 8.30(b) (“The members of the board of directors or a committee of the
board, when becoming informed in connection with their decision-making function or devoting
attention to their oversight function, must discharge their duties with the care that a person in a
like position would reasonably believe appropriate under similar circumstances.”).
8

See Model Act § 8.30(e)-(f) (“In discharging board or committee duties, a director who does
not have knowledge that makes reliance unwarranted may rely on information, opinions, reports,
or statements, including financial statements and other financial data, prepared or presented by . .
. one or more officers, employees, or volunteers of the nonprofit corporation whom the director
reasonably believes to be reliable and competent in the functions performed or the information,
opinions, reports, or statements provided.”).
9

In re Manhattan Eye, Ear & Throat Hosp. v. Spitzer, 715 N.Y.S. 2d 575, 593 (N.Y. Sup. Ct.
1999) (“A charitable board is essentially a caretaker for the not-for-profit corporation and its
assets. As caretaker, the board has the fiduciary obligation to act on behalf of the corporation
and advance its interests in good faith and with that degree of diligence, care and skill which
ordinary prudent men would exercise under similar circumstances in like positions.” (citations
omitted)).
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whenever the two conflict.10 As part of this duty, a board member may not use her position to
obtain an advantage with the nonprofit. The duty of loyalty also requires a board member to
keep confidential information provided to the board in connection with any proposed transaction.
Unlike most for-profit entities, which serve the interests of shareholders, nonprofits are
formed to serve a specific need or achieve a specific objective other than shareholder value. For
example, the objective or mission of many nonprofit hospitals might include, in addition to
providing healthcare services, the provision of indigent care or socially-oriented services, and
many might include a religious affiliation. Whatever the mission of the nonprofit specified in its
organizational documents, board members owe a duty of obedience to that stated mission:
It is axiomatic that the board of directors is charged with the duty
to ensure that the mission of the charitable corporation is carried
out. This duty has been referred to as the “duty of obedience.” It
requires the director of a not-for-profit corporation to “be faithful
to the purposes and goals of the organization,” since “[u]nlike
business corporations, whose ultimate objective is to make money,
nonprofit corporations are defined by their specific objectives:
perpetuation of particular activities are central to the raison d'etre
of the organization.”11
The duty of obedience should be the guide post for all activities of a nonprofit hospital
and comes into particular focus when assessing asset sales and other restructuring decisions. The
duty of obedience “mandates that a board, in the first instance, seek to preserve its original
10

Model Act § 8.30(a).

11

In re Manhattan Eye, 715 N.Y.S. 2d at 593 (citations omitted). In some states, the duty of
obedience is subsumed within the duty of loyalty. See Summers v. Cherokee Children & Family
Servs., Inc., 112 S.W. 3d 486, 504 (Tenn. Ct. App. 2002) (“[T]he duty of loyalty requires that a
director or officer faithfully pursue the interest of the organization, and its nonprofit purpose,
rather than his or her own financial or other interests, or those of another person or organization.
Thus, nonprofit directors and officers must be ‘principally concerned about the effective
performance of the nonprofit’s mission.’ Although principles of law governing for profit
corporations generally govern the activities of a nonprofit corporation, those who control a
nonprofit corporation ‘have a special duty to advance its charitable goals and protect its assets’”
(citations omitted)).
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mission. Embarkation upon a course of conduct which turns away from the charity’s central and
well-understood mission should be a carefully chosen option of last resort.”12 Often the attorney
general or other designated state regulatory authority is responsible for enforcing the duty of
obedience for nonprofit healthcare organizations.13 As a practical matter, restructuring and
change of control transactions are often the only time that such authorities will scrutinize the
duties of nonprofit boards, and directors and officers should expect heightened scrutiny
regarding their level of care when evaluating change of control transactions in which nonprofit
assets are transferred to for-profit entities.
b.

Limitation of Liability

While board members should always faithfully adhere to their fiduciary duties, many
jurisdictions have enacted statutes that limit civil liability for directors and other parties
associated with nonprofit healthcare organizations to varying degrees. For instance, a number of
states and the federal government have enacted statutes limiting the liability of volunteer
directors and officers of nonprofits.14
12

Other jurisdictions, such as Georgia, have extended

In re Manhattan Eye, 715 N.Y.S. 2d at 595.

13

Members of nonprofits may also have the ability to challenge actions of board members and
officers. See Model Act § 13.02 (giving derivative standing to certain members).
14

See, e.g., 42 U.S.C. § 14503(a) (providing that if certain conditions are met and subject to
certain exceptions: “no volunteer of a nonprofit organization or governmental entity shall be
liable for harm caused by an act or omission of the volunteer on behalf of the organization or
entity if—(1) the volunteer was acting within the scope of the volunteer’s responsibilities in the
nonprofit organization . . . at the time of the act or omission . . . [and] the harm was not caused
by willful or criminal misconduct, gross negligence, reckless misconduct, or a conscious,
flagrant indifference to the rights or safety of the individual harmed by the volunteer . . .”); N.Y.
Not-for-Profit Corp. Law § 720-a (“[N]o person serving without compensation as a director,
officer or trustee of a corporation, association, organization or trust described in section
501(c)(3) of the United States internal revenue code shall be liable to any person other than such
corporation, association, organization or trust based solely on his or her conduct in the execution
of such office unless the conduct of such director, officer or trustee with respect to the person
asserting liability constituted gross negligence or was intended to cause the resulting harm to the
5
PAGE 106

10

immunity to compensated members, directors, and trustees as long as they are acting in good
faith and not causing damage as a result of willful or wanton misconduct.15

The precise

formulation of these “good Samaritan laws” varies widely from state to state, and the utility of
such statutes can vary widely depending on a number of factors. Bankruptcy trustees or creditors
seeking to assert claims against directors and officers of nonprofits will have to consider
carefully any good Samaritan laws that may be applicable to a given nonprofit organization.
2.

Asset Sales
Just like a for-profit entity in financial distress, a nonprofit hospital may consider a sale

of all or substantially all of its assets during a chapter 11 bankruptcy case. While many of the
traditional rules and procedures involving a sale of assets in chapter 11 apply, the duty of
obedience combined with state laws governing transfer of nonprofit assets (which must be
complied with in bankruptcy cases16) will alter the path in a few key respects. Before wading
into these specific issues, a brief overview of the bankruptcy sale process is warranted.

person asserting such liability.”); Cal. Corp. Code § 5239(a) (providing that if certain conditions
are met, “There shall be no personal liability to a third party for monetary damages on the part of
a volunteer director or volunteer executive officer of a nonprofit corporation subject to this part,
caused by the director’s or officer’s negligent act or omission in the performance of that person’s
duties as a director or officer . . .”).
15

O.C.G.A. § 51-1-20 (“A person serving with or without compensation as a member, director,
or trustee, or as an officer of the board without compensation, of any nonprofit hospital or
association or of any nonprofit, charitable, or eleemosynary institution or organization or of any
local governmental agency, board, authority, or entity shall be immune from civil liability for
any act or any omission to act arising out of such service if such person was acting in good faith
within the scope of his or her official actions and duties and unless the damage or injury was
caused by the willful or wanton misconduct of such person.”).
16

See 11 U.S.C. §§ 363(d)(1); 541(f); and 1129(a)(16).
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a.

363 Process

Sales of substantially all assets are governed by Section 363 of the Bankruptcy Code and
the applicable Rules of Bankruptcy Procedure.17 The debtor18 may only sell assets outside the
ordinary course of business after notice and a hearing.19 The trend is to permit such a Section
363 sale as long as the debtor proves a good, sound business reason for conducting a sale prior to
confirmation.20

Courts consider a variety of factors in determining whether this “business

judgment test” has been satisfied. The factors a bankruptcy court may consider include: (i)
whether a sound business reason exists for the proposed transaction; (ii) whether fair and
reasonable consideration is provided; (iii) whether the transaction has been proposed and
negotiated in good faith; and (iv) whether adequate and reasonable notice has been provided.21
The Section 363 sale process of the assets of an on-going business usually occurs in two
stages. In the first stage, the debtor seeks and obtains the bankruptcy court’s approval to proceed
with a sale to a “stalking horse,” with such sale being subject to higher and better offers at an

17

See Fed. R. Bankr. P. 6004, 6005 & 6006.

18

The debtor becomes the debtor in possession upon the filing of the Chapter 11 petition. 11
U.S.C. §§ 1101, 1107 & 1108. If the bankruptcy court appoints a Chapter 11 trustee, the trustee
will generally have the same rights and obligations as the debtor in possession that are discussed
herein. 11 U.S.C. §§ 1106 & 1108.
19

See Fed. R. Bankr. P. 2002 & 6004.

20

See, e.g., In re ICL Holding Co., 802 F.3d 547, 549 (3d Cir. 2015) (noting that a section 363
sale is “the tool of choice to put a quick close to a bankruptcy case. It avoids time, expenses and,
some would say, the Bankruptcy Code’s unbending rules.”); In re Gucci, 126 F.3d 380 (2d Cir.
1997); Stephens Indus. v. McClung, 789 F.2d 386, 390 (6th Cir. 1986); In re The Lionel Corp.,
722 F.2d 1063 (2d Cir. 1983); In re Delaware & Hudson Ry. Co., 124 B.R. 169 (D. Del. 1991).
21

Lionel Corp., 722 F.2d at 1071; Delaware & Hudson Ry. Co., 124 B.R. at 176.
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auction. The auction may be public or private although the auction is usually public.22 In this
stage, the debtor also seeks approval of the auction procedures and the notice of the sale. The
auction procedures are geared toward ensuring the maximum return to the debtor’s bankruptcy
estate, but they are also geared toward providing the stalking horse with certain protections to
prohibit other bidders from unjustifiably benefiting from the stalking horse’s due diligence
investigation and business valuation. The debtor seeks approval of the procedures in the form of
a motion, which may be heard on an expedited basis. Parties in interest may object to the
proposed procedures on or before the deadline set by the bankruptcy court, but as a general rule,
potential bidders do not have standing to raise any objections.23
Moreover, secured creditors may insist that their credit bid rights are preserved by
requesting the right to credit bid in the bid procedures. A secured creditor is generally entitled to
credit bid the allowed amount of its secured claim unless the bankruptcy court for cause orders
otherwise.24 Essentially, a secured creditor’s right to credit bid means that it can bid on the
debtor’s assets (as long as it has a valid and perfected lien on those assets) up to the amount of its
claim without coming out of pocket with cash.
Finally, during the first stage, the debtor will seek approval of the sale notice. Notice of
the proposed sale generally must be mailed 21 days before the sale to all creditors, the U.S.

22

See Fed. R. Bankr. P. 6004(f); In re Woodscape LP, 134 B.R. 165, 174 (Bankr. D. Md. 1991)
(finding that no requirement exists to have a public auction).
23

See, e.g., In re Piper Aircraft Corp., 244 F.3d 1289, 1304 n.11 (11th Cir. 2001); In re O’Brien
Envtl. Energy, Inc., 181 F.3d 527, 531 (3d Cir. 1999); In re Quanalyze Oil & Gas Corp., 250
B.R. 83, 89 (Bankr. W.D. Tex. 2000); but see In re Colony Hill Assoc., 111 F.3d 269, 273-74 (2d
Cir. 1997) (recognizing that general rule is that bidder does not have standing but finding that
this rule is not absolute when the bidder challenges the intrinsic fairness of the sale transaction).
24

11 U.S.C. § 363(k); In re Fisker Auto. Holdings, 510 B.R. 55 (Bankr. D. Del. 2014) (limiting
a secured creditor’s credit bid “for cause”).
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Trustee, the creditors’ committee members (or their counsel), and all entities/persons having an
interest in or lien on the subject property.25 The bankruptcy court may shorten the 21-day period
or designate another method of notice for cause.26 The notice of the proposed sale must include
the time and place of any public sale or the terms and conditions of any private sale, and it must
generally describe the property proposed to be sold.27 It must also include the deadline for
objecting to the proposed sale, as well as the hearing date thereon. The deadline for objecting
must be seven days before the proposed auction or at another time set by the bankruptcy court.
The second stage is the auction itself and a hearing to approve the auction results, both of
which are noticed to parties in interest in the sale notice approved in the first stage. This stage is
formally accomplished by a motion to approve the sale to the stalking horse or to the party
submitting the highest or best bid. The hearing to approve the sale after the auction usually
occurs within a couple of days of the auction. Some auctions are held in the bankruptcy court,
while some bankruptcy courts prefer not to be involved in the actual auction. As set forth above,
in determining whether to approve the sale after the auction, bankruptcy courts generally
consider whether there is a good business reason for the sale, whether notice of the sale was
reasonable and adequate, whether the price is fair and reasonable, and whether the purchaser

25

Fed. R. Bankr. P. 2002 & 6004; City of New York v. New York, N.H. & H.R. Co., 344 U.S.
293, 296-97 (1953) (determining under Bankruptcy Act that publication notice was not sufficient
notice to a known secured creditor); M.R.R. Traders, Inc. v. Cave Atlantique, Inc., 788 F.2d 816,
819 (1st Cir. 1986) (finding that court may set aside sale if improper notice to creditors was
provided).
26

Fed. R. Bankr P. 2002(a)(2) & 2002(i).

27

11 U.S.C. §102; Fed. R. Bankr. P. 2002 & 6004; In re WBQ Partnership, 189 B.R. 97, 103
(Bankr. E.D. Va. 1995) (notice must be reasonably calculated, under the circumstances, to
apprise an interested party of the pendency of an action to meet the due process requirements).
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acted in good faith. Upon completion of the auction and the hearing thereon, the debtor typically
prepares a sale order approving the sale for the bankruptcy court’s entry.
b.

Sale of Nonprofit Hospitals

When it comes to the sale of a nonprofit hospital, the familiar rules of the road apply with
a few notable exceptions that can create significant challenges to selling a nonprofit. First, many
states have statutes governing the sale of nonprofit hospitals to a for-profit buyer.28 For example,
in Georgia, after appropriate notice, the state attorney general must conduct a public hearing to
determine whether the proposed transaction is in the public interest.29 Again, these state laws
must be complied with in connection with a sale in bankruptcy.30 The goal of these statutes is to
protect the public by insuring that the nonprofit’s assets are disposed of in a proper manner.
Generally speaking, while the process varies from state to state, either the state attorney general
reviews the proposed transaction or a state court is in charge of the review process. The need to
show fair value, or obtain advance state approval, of an insolvent nonprofit healthcare facility
can become a major contributor to delay in a sale of a nonprofit facility. Unfortunately, time is
not a luxury that many struggling companies have.

Like the other regulatory issues in

healthcare, the review process for conversion often takes time, resulting in a likely delay in the
sale process. Buyers and sellers often build in contingencies for this time, including an extension
of closing dates in the event that regulatory approvals are still in process. If a state authority

28

See, e.g. Samuel R. Maizel, et al., The Sale of Non-Profit Hospitals through Bankruptcy:
What BAPCPA Wrought, 30 Amer. Bankr. Inst. J. 12, 74 (No. 5 June 2011).
29

O.C.G.A. §§ 31-7-401, 405, and 406.

30

See 11 U.S.C. §§ 363(d)(1); 541(f); and 1129(a)(16).
10
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overseeing the sale refuses to approve the transaction, even bankruptcy courts lack the power to
order the transfer.31
Moreover, the duty of obedience and the public interest in preserving the mission of a
nonprofit healthcare organization may alter the traditional balance of interests used by debtors
and courts when weighing offers for a nonprofit healthcare organization. Simply accepting the
highest monetary bid at an auction may not satisfy state law requirements or a board’s fiduciary
duty to preserve a nonprofit hospital’s mission. Some courts have recognized that preserving a
charitable mission may or must be considered when choosing between competing offers.32 This
issue may not prove difficult in cases when a hospital is faced with the choice of liquidation or a
sale to a for-profit organization, or when a nonprofit entity is offering to purchase a debtor in
satisfaction of all debts. The issue could prove quite thorny, however, in cases where a nonprofit
hospital must choose between a lucrative sale to a for-profit organization at the expense of its
charitable mission versus the preservation of its charitable mission at the expense of creditors.
Further, would preservation of a charitable mission be grounds for a court to limit a secured
creditor’s right to credit bid? All of these questions must be considered against the potential veto
rights of state regulators over any sale chosen by a debtor and approved by a bankruptcy court,
underscoring the potential importance of structuring the transaction in a manner to secure
regulatory approval.

31

11 U.S.C. § 363(d)(1).

32

See, e.g., In re United Healthcare System, Inc., Civ. No. 97- 1159 (NHP), 1997 U.S. Dist.
LEXIS 5090, *15 (D.N.J. Mar. 26, 1997) (finding that directors of nonprofit hospital had
fiduciary duty to act in furtherance of charitable mission and bankruptcy court may not focus
solely on price when considering highest and best offer).
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3.

Absolute Priority Rule
Nonprofit status is not all bad in a bankruptcy case. Indeed, outside of the sale context,

the fact that a healthcare debtor is a nonprofit may have a significant reorganization benefit –
some courts have found that the absolute priority rule is not violated in nonprofit healthcare
cases when a nonprofit’s control group retains control post-confirmation.33 The absolute priority
rule requires that “a dissenting class of unsecured creditors must be provided for in full before
any junior class can receive or retain any property [under a reorganization] plan.”34 The court in
In re Whittaker Memorial Hospital found that retention of control of the hospital by those who
controlled it before the bankruptcy case did not violate the absolute priority rule because “the
present group retaining control over the debtor entity does not give them anything, certainly not a
favored position over [the dissenting creditor]. It gives them problems and great anguish ahead .
. . . Clearly, there is no distribution to this group and nothing beyond control that passes to it.
Being a . . . nonstock corporation places it in a unique status apart from private enterprise.”35
Thus, board members, officers, and other controlling entities who wish to retain control of a
nonprofit hospital may be able to do so over the objection of unsecured creditors.
Outside of the healthcare context, however, courts have split over whether certain rights
of members with economic interests in the nonprofit debtor are sufficiently similar to equity
33

See In re Whittaker Memorial Hospital Ass’n, 149 B.R. 812, 816 (Bankr. E.D. Va. 1993); In
re Independence Village Inc., 52 B.R. 715, 726 (Bankr. E.D. Mich. 1985) (“[Debtor] is a nonprofit corporation. It has no shareholders, hence there are no interests inferior to the unsecured
creditors. Thus there should be little difficulty with the absolute priority rule of §
1129(b)(2)(B)(ii)”); see also In re Corcoran Hosp. Dist., 233 B.R. 449, 458 (Bankr. E.D. Cal.
1999) (stating in a hospital case under chapter 9 that “[i]n a reorganization of a municipality
under Chapter 9 or of a non-profit corporation under Chapter 11, the [absolute priority]
requirement must be interpreted somewhat differently.”).
34

35

In re Whittaker at 816 (emphasis in original).
Id.
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interests to require compliance with the absolute priority rule.36 While most nonprofit healthcare
entities would likely not have similar membership interests as a cooperative, any entity in which
members or controlling persons have economic interests junior to unsecured creditors may find
themselves subject to the absolute priority rule.
4.

Charitable Gifts: Restricted Endowments and Other Issues
Nonprofit hospitals receive significant public and private support in the form of

charitable contributions and grants, subsidized in part through the federal charitable tax
deduction offered through the Internal Revenue Code. Charitable donations generally are
provided in one of two forms: (i) donations made for a restricted purpose and (ii) donations made
for general charitable purposes, which may be used by the nonprofit in accordance with its
mission.

Such contributions are often one of the most important sources of capital for a

nonprofit hospital, whether to support operations, fund expansion, or retire debt.

Once a

nonprofit files for chapter 11, a number of issues arise concerning the application and collection
of charitable contributions.
a.

Property of the Estate

When a nonprofit hospital enters bankruptcy, a question may arise whether certain
donations or gifts are available for creditors. The answer to this question turns on the application
of the Bankruptcy Code and applicable state law. Section 541(a)(1) of the Bankruptcy Code
provides that upon the commencement of a case, a bankruptcy estate is formed, which includes
“all legal or equitable interests of the debtor in property as of the commencement of the

36

Compare In re Wabash Valley Power Ass’n, Inc., 72 F.3d 1305, 1314 (7th Cir. 1996)
(absolute priority not violated where member retained control and received some economic
benefit from debtor); with In re Maine Elec. Coop., Inc., 125 B.R. 329, 335-59 (Bankr. D. Me.
1991) (absolute priority applicable to patronage stock in utility cooperative).
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case.”37 Section 541(d) of the Bankruptcy Code, in turn, provides that “[p]roperty in which the
debtor holds, as of the commencement of the case, only legal title and not an equitable interest . .
. becomes property of the estate . . . only to the extent of the debtor’s legal title to such property,
but not to the extent of any equitable interest in such property . . . .”38 The nature and extent of a
debtor’s interest in property is generally determined by applicable state law, which creates and
defines property interests.39 Therefore, although the Bankruptcy Code is a federal law, the
determination of a debtor's bankruptcy estate involves a bankruptcy court applying the applicable
state law.
In general, when the funds gifted to a nonprofit are restricted to a specific purpose, and
such restrictions are enforceable under state or applicable law, the restriction will generally be
enforceable in bankruptcy, meaning the funds can be used only for the purposes created by the
restriction. Such restricted funds will not be available to general creditors of the nonprofit.40
The question is whether, under applicable state law, a nonprofit holds only the bare legal
title to charitable gift but not the beneficial interest. For example, in In re Roman Catholic
Archbishop of Portland in Oregon,41 the nonprofit debtor held legal title to the assets of a fund
that the debtor itself had created decades previously. The income of the trust could be expended
37

11 U.S.C. § 541(a)(1).

38

11 U.S.C. § 541(d).

39

Butner v. United States, 440 U.S. 48, 54 (1979).

40

See, e.g., In re Joliet-Will County Cmty. Action Agency, 847 F.2d 430 (7th Cir. 1988) (holding
that federal and state grants that impose restrictions on the grants’ use were not property of the
bankruptcy estate); In re Parkview Hospital, 211 B.R. 619 (Bankr. N.D. Ohio 1997) (holding
that donor restricted funds are held in an express charitable trust and not property of the
bankruptcy estate); In re Alpha Center Inc., 165 B.R. 881 (Bankr. S.D. Ill. 1994) (holding that a
van purchased with a state grant was not property of the nonprofit’s bankruptcy estate); Hobbs v.
Board of Education of Northern Baptist Convention, 253 N.W. 627 (Neb. 1934).
41

345 B.R. 686, 693 (Bankr. D. Or. 2006).
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each year first on the debtor’s operating expenses, and then on various charitable projects of the
debtor. Because the fund was set up as a valid charitable trust under state law, and because the
nonprofit was only one of multiple beneficiaries of the trust, the nonprofit did not hold the entire
equitable interest in the fund. Thus, the bankruptcy court held that the trust fund was not
property of the bankruptcy estate.42 Further, while the estate did have an interest in the income
of the trust, it was subject to the restrictions placed on such income that were enforceable under
non-bankruptcy law.43
b.

Gifts After Operations Have Ceased

Even if a charitable gift is not restricted to a particular purpose and would normally be
available to creditors, if the nonprofit is no longer operating, questions arise whether the
nonprofit is eligible to receive the charitable gift.

For instance, if a benefactor leaves a

testamentary gift to a hospital, but the hospital ceases operations before the estate is administered
and the gift actually distributed to the hospital, is the hospital still eligible to receive the
charitable bequest to pay its debts, or must the funds be diverted under the doctrine of cy pres to
another charitable organization to honor the donor’s charitable intent? Some courts have favored
a rule that a charitable organization “cannot receive a charitable bequest unless it is both capable
of using that bequest for the intended purpose and willing to do so.”44 Other courts have found

42

Id. at 705. See also In re Brunswick Hosp. Ctr., Inc., 156 B.R. 896 (E.D.N.Y. 1993) (finding
that valid trust under state law created by debtor to fund tort claim creditors was not property of
the estate).
43

In re Roman Catholic Archbishop, 345 B.R. at 707.

44

See Boston Regional Medical Center, 410 F.3d 100 (1st Cir. 2005) (finding that
Massachusetts law would favor a rule that payment of charitable bequest to liquidating debtor for
sole purpose of paying debts previously incurred is inconsistent with charitable intent of donor);
see also Salisbury v. Ameritrust Tex., N.A. (In re Bishop College), 151 B.R. 394 (Bankr. N.D.
Tex. 1993) (applying cy pres under Texas law to find that income of testamentary trust ceased to
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that payment of the bequest to the defunct entity’s creditors is permissible if it will be used to
pay debts that were incurred in furtherance of the charitable mission.45
Even in jurisdictions where the debtor is no longer eligible to receive a gift because it no
longer can use the gift for its intended charitable purpose, the question then can turn on whether
a particular bequest vests before or after operations cease. For instance, in Boston Regional
Medical Center, the First Circuit held that, although the hospital in question was likely no longer
eligible to receive funds left to it in a testamentary bequest after the hospital filed chapter 11,
ceased operations, and confirmed a liquidating plan, the funds at issue had to be paid to the
liquidating debtor because the bequest vested at the time of the testator’s death under
Massachusetts law, which occurred before the debtor ceased operations and at a time it was still
eligible to receive the bequest.46
Though perhaps a novel issue at first blush, any nonprofit hospital that is considering a
change in its mission or other substantial reorganization must consider whether it will lose the
benefit of previous donations once that mission has changed. The continued availability of
periodic gifts from charitable trusts or other funds should be carefully considered. This question
may also be important to the next topic: enforceability of past pledges.

be property of the estate upon cessation of debtor’s charitable function, and finding that estate
had no rights in corpus of trust under state law).
45

See In re Winstead Memorial Hospital, 249 B.R. 588 (Bankr. D. Conn. 2000) (holding that
certain charitable gifts could be used to pay debts incurred within the nonprofit’s charitable
purpose); Montclair Nat'l Bank & Trust Co. v. Seton Hall College of Medicine & Dentistry, 233
A.2d 195, (N.J. Super. Ct. App. Div. 1967) (“We are of the opinion that the application of the
funds here involved towards the diminution of the corporate debts would have the effect of
furthering testator's intended charitable and testamentary purpose, i.e., the payment of expenses
incurred in teaching medicine and dentistry.”).
46

410 F.3d at 112-13.
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c.

Enforceability of Pledges

Another thorny issue raised in the context of charitable donations is whether unpaid
pledges can and should be enforced. For the nonprofit hospital seeking to reorganize under
chapter 11, the prospect of collecting on unpaid pledges presents a host of practical and legal
issues. On the practical side, taking aggressive measures to collect unpaid pledges could prove
disastrous from a PR perspective and risk driving away donors that may be needed in the future.
On the other hand, enforcing pledges could prove necessary when striking a deal with creditors
or to confirm a plan. Indeed, a nonprofit debtor may not be able to confirm a plan if it relies on
collection of unenforceable pledges.47
The question that must be addressed is whether a debtor’s pledges are enforceable under
applicable law. As a general matter, the enforceability of charitable pledges is governed by state
contract law.48 Under traditional contract principals, charitable pledges often are not enforceable
because no consideration is given by the charity. Nevertheless, courts have shown a willingness
to enforce such pledges in a number of circumstances, including when the charitable
organization detrimentally relies on the pledge, or when the pledge was in furtherance of, or used
to induce other pledges to, a common cause.49 The Restatement (Second) of Contracts and a few
courts have gone even further and found charitable subscriptions to be sui generis, requiring

47

In re Save Our Springs (S.O.S.) Alliance Inc., 632 F.3d 168, 172-73 (5th Cir. 2011)
(upholding lower court decision that plan was not feasible where it relied on future “voluntary
donations” as opposed to binding contracts to give).
48

Evelyn Brody, The Charity in Bankruptcy and Ghosts of Donors Past, Present, and Future,
29 Seton Hall Legis. J. 471, 512 (2005).
49

Id.
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neither consideration nor detrimental reliance to be enforceable.50

Thus, the laws of the

particular jurisdiction and the specifics of any pledge agreement, as well as the practical aspects
of seeking to enforce such pledges, must all be weighed by a debtor and its creditors when
contemplating whether to enforce pledge agreements.
5.

Conclusion
While all healthcare organizations face unique challenges when navigating a chapter 11

bankruptcy case, practitioners must not overlook the additional twists created by the nonprofit
status of many healthcare organizations. This paper offers a small snapshot of the myriad issues
facing nonprofit healthcare organizations.

50

RESTATEMENT (SECOND) OF CONTRACTS § 90(b) (1981); Milligan v. Mueller (In re Estate of
Schmidt), 2006 Iowa App. LEXIS 1056 (Iowa Ct. App. Sept. 7, 2006) (“In Iowa, however, there
is no requirement to show consideration or detrimental reliance. ‘[C]haritable subscriptions are
binding without proof of action or forbearance.’ This is because ‘[c]haritable subscriptions often
serve the public interest by making possible projects which otherwise could never come about.’
The [Iowa] supreme court has stated, ‘[W]hereas subscription is unequivocal the pledgor should
be made to keep his word.’” (citations omitted)).
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Appendix A
Bankruptcy Code Provisions Applicable Specifically to Healthcare Organizations and
Nonprofits:

§ 101. Definitions
In this title the following definitions shall apply:
*
*
*
(27A) The term "health care business"-(A) means any public or private entity (without regard to whether that entity is organized for
profit or not for profit) that is primarily engaged in offering to the general public facilities and
services for-(i) the diagnosis or treatment of injury, deformity, or disease; and
(ii) surgical, drug treatment, psychiatric, or obstetric care; and
(B) includes-(i) any-(I) general or specialized hospital;
(II) ancillary ambulatory, emergency, or surgical treatment facility;
(III) hospice;
(IV) home health agency; and
(V) other health care institution that is similar to an entity referred to in subclause (I), (II),
(III), or (IV); and
(ii) any long-term care facility, including any-(I) skilled nursing facility;
(II) intermediate care facility;
(III) assisted living facility;
(IV) home for the aged;
(V) domiciliary care facility; and
(VI) health care institution that is related to a facility referred to in subclause (I), (II),
(III), (IV), or (V), if that institution is primarily engaged in offering room, board, laundry, or
personal assistance with activities of daily living and incidentals to activities of daily living.

§ 303. Involuntary cases
(a) An involuntary case may be commenced only under chapter 7 or 11 of this title, and only
against a person, except a farmer, family farmer, or a corporation that is not a moneyed,
business, or commercial corporation, that may be a debtor under the chapter under which such
case is commenced.
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§ 333. Appointment of patient care ombudsman
(a) (1) If the debtor in a case under chapter 7, 9, or 11 is a health care business, the court shall
order, not later than 30 days after the commencement of the case, the appointment of an
ombudsman to monitor the quality of patient care and to represent the interests of the patients of
the health care business unless the court finds that the appointment of such ombudsman is not
necessary for the protection of patients under the specific facts of the case.
(2) (A) If the court orders the appointment of an ombudsman under paragraph (1), the United
States trustee shall appoint 1 disinterested person (other than the United States trustee) to serve
as such ombudsman.
(B) If the debtor is a health care business that provides long-term care, then the United States
trustee may appoint the State Long-Term Care Ombudsman appointed under the Older
Americans Act of 1965 for the State in which the case is pending to serve as the ombudsman
required by paragraph (1).
(C) If the United States trustee does not appoint a State Long-Term Care Ombudsman under
subparagraph (B), the court shall notify the State Long-Term Care Ombudsman appointed under
the Older Americans Act of 1965 for the State in which the case is pending, of the name and
address of the person who is appointed under subparagraph (A).
(b) An ombudsman appointed under subsection (a) shall-(1) monitor the quality of patient care provided to patients of the debtor, to the extent necessary
under the circumstances, including interviewing patients and physicians;
(2) not later than 60 days after the date of appointment, and not less frequently than at 60-day
intervals thereafter, report to the court after notice to the parties in interest, at a hearing or in
writing, regarding the quality of patient care provided to patients of the debtor; and
(3) if such ombudsman determines that the quality of patient care provided to patients of the
debtor is declining significantly or is otherwise being materially compromised, file with the court
a motion or a written report, with notice to the parties in interest immediately upon making such
determination.
(c) (1) An ombudsman appointed under subsection (a) shall maintain any information obtained
by such ombudsman under this section that relates to patients (including information relating to
patient records) as confidential information. Such ombudsman may not review confidential
patient records unless the court approves such review in advance and imposes restrictions on
such ombudsman to protect the confidentiality of such records.
(2) An ombudsman appointed under subsection (a)(2)(B) shall have access to patient records
consistent with authority of such ombudsman under the Older Americans Act of 1965 and under
non-Federal laws governing the State Long-Term Care Ombudsman program.
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§ 351. Disposal of patient records
If a health care business commences a case under chapter 7, 9, or 11 and the trustee does not
have a sufficient amount of funds to pay for the storage of patient records in the manner required
under applicable Federal or State law, the following requirements shall apply:
(1) The trustee shall-(A) promptly publish notice, in 1 or more appropriate newspapers, that if patient records are
not claimed by the patient or an insurance provider (if applicable law permits the insurance
provider to make that claim) by the date that is 365 days after the date of that notification, the
trustee will destroy the patient records; and
(B) during the first 180 days of the 365-day period described in subparagraph (A), promptly
attempt to notify directly each patient that is the subject of the patient records and appropriate
insurance carrier concerning the patient records by mailing to the most recent known address of
that patient, or a family member or contact person for that patient, and to the appropriate
insurance carrier an appropriate notice regarding the claiming or disposing of patient records.
(2) If, after providing the notification under paragraph (1), patient records are not claimed
during the 365-day period described under that paragraph, the trustee shall mail, by certified
mail, at the end of such 365-day period a written request to each appropriate Federal agency to
request permission from that agency to deposit the patient records with that agency, except that
no Federal agency is required to accept patient records under this paragraph.
(3) If, following the 365-day period described in paragraph (2) and after providing the
notification under paragraph (1), patient records are not claimed by a patient or insurance
provider, or request is not granted by a Federal agency to deposit such records with that agency,
the trustee shall destroy those records by-(A) if the records are written, shredding or burning the records; or
(B) if the records are magnetic, optical, or other electronic records, by otherwise destroying
those records so that those records cannot be retrieved.

§ 362. Automatic stay
*
*
*
(b) The filing of a petition under section 301, 302, or 303 of this, or of an application under
section 5(a)(3) of the Securities Investor Protection Act of 1970, does not operate as a stay-*
*
*
(28) under subsection (a), of the exclusion by the Secretary of Health and Human Services of
the debtor from participation in the medicare program or any other Federal health care program
(as defined in section 1128B(f) of the Social Security Act pursuant to title XI or XVIII of such
Act).
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§ 363. Use, sale, or lease of property
*
*
*
(d) The trustee may use, sell, or lease property under subsection (b) or (c) of this section-(1) in the case of a debtor that is a corporation or trust that is not a moneyed business,
commercial corporation, or trust, only in accordance with nonbankruptcy law applicable to the
transfer of property by a debtor that is such a corporation or trust; and
(2) only to the extent not inconsistent with any relief granted under subsection (c), (d), (e), or
(f) of section 362.

§ 541. Property of the estate
(f) Notwithstanding any other provision of this title, property that is held by a debtor that is a
corporation described in section 501(c)(3) of the Internal Revenue Code of 1986 and exempt
from tax under section 501(a) of such Code may be transferred to an entity that is not such a
corporation, but only under the same conditions as would apply if the debtor had not filed a case
under this title.

§ 1112. Conversion or dismissal
*
*
*
(c) The court may not convert a case under this chapter to a case under chapter 7 of this if the
debtor is a farmer or a corporation that is not a moneyed, business, or commercial corporation,
unless the debtor requests such conversion.

§ 1129. Confirmation of plan
(a) The court shall confirm a plan only if all of the following requirements are met:
*
*
*
(16) All transfers of property under the plan shall be made in accordance with any applicable
provisions of nonbankruptcy law that govern the transfer of property by a corporation or trust
that is not a moneyed, business, or commercial corporation or trust.
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I. INTRODUCTION
Energy production in the United States continues to outpace expectations
with an estimated oil production surge of 46% from 2011 to 2014 to the highest
levels since 1972. Likewise, production of natural gas in the United States has
grown dramatically.1 These increases have been driven by technology and
innovation in the field by those who take the risks in search of the rewards
offered by successful exploration and production, and fracking has been one of
the core drivers of the current advances in production.2 These developments
have been breathtaking. Increased production in the United States has changed
the world energy equation, with the United States having overtaken Saudi
Arabia as the largest producer of oil in the world.3 Commodities can be
volatile in their pricing, and it is axiomatic that increased supply without a
commensurate increase in demand can lead to lower prices.4 Externalities
impacting prices, although often buffered by various derivative transactions,
can also lead to challenging economics and, in some cases, the need for
restructuring or reorganization of an affected company’s financial affairs.5
This Article will examine many of the key issues that arise in restructurings and
reorganizations of energy companies, including upstream, midstream, and
downstream companies.
Energy companies facing excess leverage or insufficient cash flow may
pursue restructuring strategies out of court and, if necessary, reorganization in
court by filing for bankruptcy, most often under Chapter 11 of the United States
Bankruptcy Code (Bankruptcy Code).6 Distressed energy companies will often
have alternatives to bankruptcy such as debt modifications, debt refinancings,
debt exchanges, asset sales to raise liquidity, equity recapitalizations,
forbearance arrangements, and other debt restructuring tools. While the
involvement of specific players in any energy restructuring or reorganization
will depend on the energy sector and structure, generally speaking, common
players in an energy restructuring or reorganization include the company as
debtor, management, secured lenders, bondholders, potential asset purchasers,
trade vendors, service vendors, oil and gas lessors, contract counterparties
under joint operating agreements (JOAs), derivatives counterparties, co1. Timothe Puko & Christian Berthelsen, Natural-Gas Prices Drop on Greater-Than-Expected
Surplus, WALL ST. J. (July 10, 2014), http://online.wsj.com/articles/natural-gas-prices-drop-on-greaterthan-expected-surplus-1405004266.
2. Chip Register, Technology Is The New Black In The Energy Economy, FORBES MAGAZINE (July
24, 2014), http://www.forbes.com/sites/chipregister1/2014/07/24/technology-is-the-new-black-in-theenergy-economy/.
3. Grant Smith, U.S. Seen as Biggest Oil Producer After Overtaking Saudi Arabia, BLOOMBERG NEWS (July 4,
2014), http://www.bloomberg.com/news/2014-07-04/u-s-seen-as-biggest-oil-producer-after-overtaking-saudi.html.
4. Glenys Sim, Goldman Forecasts Lower Commodity Prices as Cycle Ends, BLOOMBERG NEWS (July 16, 2014),
http://www.bloomberg.com/news/2014-07-16/goldman-sees-lower-commodity-prices-over-five-years-on-supplies.html.
5. As used in this Article, “restructuring” refers generally to out-of-court processes, and
“reorganization” refers generally to in-court processes, most notably, cases under Chapter 11 of the
United States Bankruptcy Code.
6. The Bankruptcy Code is codified as 11 U.S.C. §§ 101–1532 (2012).

PAGE 127

31

4

TEXAS JOURNAL OF OIL, GAS, AND ENERGY LAW

[Vol. 10:1

working interest owners, farmors, farmees, production payment counterparties,
first purchasers, and equity holders. Additionally, the Bankruptcy Code
provides standing under appropriate circumstances for statutory committees of
creditors and equity holders, and potentially for appointment of a bankruptcy
trustee or examiner.7
Eligible entities8 may use Chapter 11 of the Bankruptcy Code to reorganize
their financial affairs. A bankruptcy court provides a forum for dispute
resolution of financial distress and enables an eligible company to obtain a
breathing period from creditors pursuant to the automatic stay, to borrow funds
or use cash collateral on a post-petition basis to fund its business, and to
reorganize and discharge debts via a reorganization plan to obtain a fresh start.
The Bankruptcy Code permits “section 363” asset sales free and clear of claims
and interests providing purchasers with an open forum for bidding and a “free
and clear” asset transfer.9 Finally, a plan of reorganization provides an eligible
debtor with a broad menu of options to reorganize, including restructuring its
debts, merging entities, selling assets outright or synthetically, issuing
securities, separating operating assets from liquidation and litigation assets,
jettisoning burdensome agreements, and emerging with a new set of contracts
under which to continue operating its business.
II. BANKRUPTCY ISSUES COMMON THROUGHOUT THE
ENERGY INDUSTRY
A. Commencing the Bankruptcy Case and the Bankruptcy
Code Generally
A number of common issues impact Chapter 11 energy cases, including:
a) commencement of the case by the filing of a bankruptcy petition
(whether voluntary or involuntary), which triggers application of the
automatic stay injunction (and exceptions thereto) under Bankruptcy
Code § 362;
b) first day hearings to facilitate interim relief for transitioning into
bankruptcy and minimizing business interruptions, obtaining credit
financing, and facilitating ongoing operation of the business;

7. 11 U.S.C. § 1104.
8. Individuals, corporations, partnerships, and other business organizations such as limited liability
companies are eligible to be debtors under Chapter 11. See 11 U.S.C. §§ 109(d), 101(41). Typically
organized as partnerships, a master limited partnership (MLP) is eligible to be a debtor under Chapter
11. MLPs are a growing and significant part of the energy industry. An energy company organized as
an MLP does not necessarily raise unique bankruptcy issues. Rather, the particular considerations of an
MLP and the segment of the industry in which it operates will drive a bankruptcy filing and the issues in
the bankruptcy case.
9. 11 U.S.C. § 363(f).
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c) obtaining credit called debtor-in-possession (DIP) financing and using
cash collateral under Bankruptcy Code §§ 364 and 363, respectively;
d) asset sales via Bankruptcy Code § 363;
e) assumption and rejection of executory contracts and unexpired leases
per Bankruptcy Code § 365;
f)

valuation of bankruptcy estate property per Bankruptcy Code § 506;

g) avoidance “clawback” actions (including fraudulent transfer, “strong
arm” avoidance, and preference proceedings) under Chapter 5 of the
Bankruptcy Code;
h) derivatives contracts continuance or termination;
i)

regulatory matters affecting the estate; and

j)

plan of reorganization under Bankruptcy Code § 1129.

Certain provisions of the Bankruptcy Code apply uniquely or more
specifically in energy reorganizations, including provisions relating to farmout
agreements, production payments, certain types of hedges and derivatives,
certain regulatory exemptions from the automatic stay, and prohibitions on the
sale of a co-owner’s property interest.
B. “First Day” Proceedings
Upon the commencement of a bankruptcy case, a debtor typically files
pleadings that are commonly called “first day” motions.10 The purpose of first
day motions is to facilitate a debtor’s transition into Chapter 11 by providing a
wide range of relief that the Debtor believes is necessary or prudent in order to
maintain operations and efficiently manage its bankruptcy case.11
The type of relief sought by debtors through first day motions varies
depending on the type of business, the needs of the business, and the exigencies
of the bankruptcy case. Some examples of first day motions include motions
to:
a) obtain joint administration of related bankruptcy cases involving
affiliates so that the bankruptcy of related entities can be administered
on one case docket rather than several;

10. James H.M. Sprayregen, P.C. et al., First Things First—A Primer on How to Obtain
Appropriate "First Day" Relief in Chapter 11 Cases, 11 J. BANKR. L. & PRAC. 275, 302 (2002).
11. Id. at 276.
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b) authorize the employment of professionals and establish procedures for
approval of professional fees;
c) approve cash management systems;
d) honor employee benefit programs such as vacation policies and health
insurance;
e)

authorize the payment of critical vendors;

f)

authorize adequate assurance of payment for utilities to ensure
continued service; and

g) obtain credit via debtor-in-possession financing and/or use of a secured
creditor’s cash collateral to enable the Debtor to have cash to operate its
business during the bankruptcy case.12
Additionally, energy companies may require certain unique relief as a first
day matter. For example, and as discussed more fully below, the failure to pay
royalties may cause an oil and gas lease to terminate automatically due to a
specific provision in the lease or applicable state law.13 Thus, energy
companies may need to consider seeking authority to continue to pay both prepetition and post-petition royalties to prevent automatic lease termination.
Prior to the filing of a bankruptcy case, energy companies should consider
what immediate relief may be vital for the company to continue its operations
and preserve value for its creditors and stakeholders. While the first day
motions listed above are typically utilized, every bankruptcy case is unique,
and first day motions should be crafted to address the specific circumstances of
the particular debtor.
C. The Automatic Stay
A fundamental element of any bankruptcy case is the automatic stay. The
automatic stay set forth in Bankruptcy Code § 362 is a federal injunction which
generally prevents creditors from enforcing debts against the Debtor,14
perfecting security interests against the Debtor,15 continuing pending litigation,
or bringing a new suit against the Debtor in a forum other than the bankruptcy
court in an adversary proceeding.16 Parties that violate the automatic stay may
12. Jay M. Goffman & Grenville R. Day, First Day Motions and Ordering in Large Chapter 11
Cases: (Critical Vendor, DIP Financing and Cash Management Issues), 12 J. BANKR. L. & PRAC. 6
ART. 3 (2003).
13. See infra Part III.C.
14. 11 U.S.C. § 362(a)(2).
15. Id. § 362(a)(4).
16. Id. § 362(a)(1). An adversary proceeding is a discrete and numbered proceeding within the
overall bankruptcy case. FED. R. BANKR. P. 7001 (2010).
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face actual damages or, in some cases, punitive damages.17
The automatic stay gives the Debtor breathing room to assess reorganization
or liquidation options. Instead of a “race to the courthouse” whereby creditors
scramble to collect for themselves ahead of other creditors, Chapter 11 is a
collective proceeding whose goal is an impartial, court-approved plan to
reorganize or liquidate. The automatic stay merely delays enforcement of the
rights of creditors; it does not necessarily expunge or modify such rights
permanently. In order to enforce or protect a right subject to the automatic
stay, creditors may petition the court to lift the stay for “cause,” including a
lack of adequate protection of a creditor’s property interest or, in the case of a
creditor’s desire to act (such as to foreclose) against property of the Debtor, on
the grounds that the Debtor does not have equity in the property and the
property is not necessary to an effective reorganization.18
Notwithstanding the broad scope of the automatic stay, the Bankruptcy Code
also contains several exceptions that are frequently relevant to typical
stakeholders in the bankruptcy cases of energy companies, such as parties to
certain types of derivatives contracts and regulatory bodies seeking to enforce
legal mandates. These exceptions are further discussed herein.
D. Debtor-in-Possession Financing and Use of Cash Collateral
Upon filing for bankruptcy, a debtor will require cash to both run its
business and effectuate a reorganization process. Bankruptcy Code § 364
provides several structures for debtors to obtain credit. Bankruptcy Code §§
364(a) and (b) permit the Debtor to borrow or otherwise incur credit on an
unsecured basis with the lender receiving an administrative expense claim.19 If
the Debtor is unable to obtain unsecured credit in exchange solely for an
administrative expense claim, Bankruptcy Code § 364(c) provides that the
Debtor can borrow by means of granting the lender’s claim priority over other
administrative expenses, a lien on otherwise unencumbered property, or a
junior lien on encumbered property.20
In the event that borrowings on an unsecured or priority basis cannot be
obtained, the Debtor can also borrow on the basis of a senior or equal lien on
previously encumbered property pursuant to Bankruptcy Code § 364(d) so long
as the Debtor can show it is unable to obtain credit otherwise and provides
adequate protection to the holder of existing interests.21 Secured creditors that
17. 11 U.S.C. § 362(k); see St. Paul Fire & Marine Ins. Co. v. Labuzan, 579 F.3d 533, 539 (5th Cir.
2009) (a creditor may have standing to sue another entity for damages for violation of the automatic
stay).
18. 11 U.S.C. § 362(d)(2). Pursuant to 11 U.S.C. § 361, adequate protection against a decrease in
value of a creditor’s interest in estate property can be provided in a number of fashions such as cash
payments, new or replacement liens, substitute collateral, or other relief that will result in the realization
by such entity of the indubitable equivalent of its interest in estate property. Id. at § 361.
19. 11 U.S.C. § 364(a)–(b).
20. Id. § 364(c).
21. Id. § 364(d).
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can potentially be primed by debtor-in-procession (DIP) financing in an energy
bankruptcy include mechanic’s and materialman’s lien holders, royalty and first
purchaser lien holders, JOA lien holders, and pre-petition lenders.22 To
determine adequate protection, the court values the current secured claim
holder’s interests at the time of the hearing,23 and the burden of proving
adequate protection is on the Debtor seeking the financing.24 This is a material
burden, as courts can be reluctant to prime the bargained-for lien of a secured
creditor.25 As a result, experience has shown that obtaining court approval of
priming DIP facilities can be challenging in the face of active opposition by
other secured creditors.
It is important to note that, pursuant to Bankruptcy Code § 510, pre-petition
subordination agreements are enforceable in bankruptcy cases,26 and such
agreements have impacted the ability of pre-petition secured creditors to
provide DIP financing. Typical intercreditor agreements include a number of
provisions that contemplate possible future DIP financing, including provisions
providing for a waiver by a subordinated creditor of its right to object to a
senior creditor’s priming DIP lien, an agreement by the subordinated creditor
not to provide DIP financing on a priming basis, a waiver of a subordinated
creditor’s right to receive adequate protection except in narrow circumstances
or to contest the entitlement of a senior creditor to adequate protection, and
negotiated caps on the amount of total financing of a senior creditor (pre- and
post-petition) that can be made without objection or challenge by the
subordinated creditors.
Negotiated terms of DIP loans in an energy reorganization often include:
a)

size of commitment and draw limitations;

b) interest rate, fees, and payment timing;
c)

non-debtor guarantors and other credit support;

d) collateral terms;
i. broad collateral description;
ii. assets to be excluded;
iii. whether to seek Chapter 5 (avoidance) causes of action as
22. See id. § 364(c)–(d).
23. See In re Levitt & Sons, LLC, 384 B.R. 630, 643–644 (Bankr. S.D. Fla. 2008).
24. 11 U.S.C. 364(d)(2); see In re YL W. 87th Holdings I, LLC, 423 B.R. 421, 441 n.44 (Bankr.
S.D.N.Y. 2010).
25. See In re YL W. 87th Holdings, 423 B.R. at 441 (citing In re Seth Co., 281 B.R. 150, 153 (Bankr.
D. Conn. 2002)).
26. 11 U.S.C. § 510.
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collateral;
iv. representations as to title to collateral and priority of DIP liens;
and
v. terms as to prior existing liens;
e)

budget;
i. sources and uses;
ii. variance tolerance;
iii. capex for well drilling/workovers/well elections to prevent going
non-consent or other capital improvements;
iv. lease preservation payments such as delay rentals;
v. payment of pre-petition critical vendors, royalty creditors, or
trade claims;
vi. compensation and overhead;
vii. collateralizing bonds with regulatory agencies;
viii. adequate protection payments;
ix. interest and fees of DIP lender; and
x. carve-out for case professionals;

f)

milestones regarding conduct of case;

g) maintenance and insurance of assets;
h) releases and indemnities;
i)

surcharge and marshalling waiver;

j)

defaults and remedies upon default; and

k) maturity.
In addition to borrowing to fund the reorganization process, the Bankruptcy
Code permits a Debtor to use the cash collateral of its secured creditors subject
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to the Debtor providing adequate protection. Generally speaking, Bankruptcy
Code § 363(c) authorizes the Debtor to use, sell, or lease property of the estate
in the ordinary course of business without the need for notice or a hearing if the
continued operation of the business is authorized and the court does not order
otherwise.27 However, this general rule has an exception when the property is
cash collateral.28 Recognizing that cash and cash equivalents are easily
dissipated, the Bankruptcy Code places limitations on a debtor’s ability to use
such property.
Bankruptcy Code § 363(a) defines cash collateral as:
cash, negotiable instruments, documents of title, securities, deposit
accounts, or other cash equivalents whenever acquired in which the estate
and an entity other than the estate have an interest and includes the
proceeds, products, offspring, rents, or profits of property . . . subject to a
security interest as provided in section 552(b) of [the Bankruptcy Code],
whether existing before or after the commencement of a case under this
title.29

The term “security” is defined in Bankruptcy Code § 101 to include a
variety of investment claims or interests, including stocks, bonds, notes, and
interests in limited partnerships.30 Because securities are included in the
definition of cash collateral, a debtor is subject to the rules with respect to cash
collateral when seeking to use or sell pledged securities.31 Bankruptcy Code §
363(c)(2) provides that the Debtor may not use, sell, or lease cash collateral
without either (1) the consent of the creditor with an interest in the collateral or
(2) court authorization granted after notice and hearing.32 In the absence of the
creditor’s consent, the Debtor may use cash collateral only with the approval of
the court, which requires adequate protection of the creditor’s interests in the
cash collateral.33
E. Asset Dispositions; The § 363 Sale
As noted above, the Debtor generally may use its assets and operate its
business in the ordinary course. In addition, the Bankruptcy Code enables
debtors to operate their business and sell assets to raise funds. This authority to
use, sell, or lease assets is an important power in a bankruptcy proceeding
because it permits the energy debtor to dispose of unprofitable or unneeded
assets, to fund its case and pay essential creditors, and operate its business to
maximize the value of its property.
27.
28.
29.
30.
31.
32.
33.

Id. § 363(c)(1).
Id. § 363(c)(2).
Id. § 363(a).
Id. § 101(49).
Id. § 363(a).
Id. § 363(c)(2).
Id. § 363(e).
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The Debtor may sell property under Bankruptcy Code § 363(f) free and clear
of any interest in such property of an entity other than the estate, only if:
(1) applicable nonbankruptcy law permits the sale of such property
free and clear of such interest;
(2) such entity [holding the interest] consents;
(3) such interest is a lien and the price at which such property is to be
sold is greater than the aggregate value of all liens on such property;
(4) such interest is in bona fide dispute; or
(5) such entity could be compelled, in a legal or equitable proceeding,
to accept a money satisfaction of such interest.34
At any time, on request of an entity that has an interest in property that is or
will be used, sold, or leased by the Debtor, the court is required to prohibit or
condition such use, sale, or lease as necessary to provide adequate protection of
that interest.35 The Debtor has the burden of proof on the issue of adequate
protection, but the entity asserting an interest in property has the burden of
proof on the issue of the validity, priority, or extent of such interest.36
The Bankruptcy Code provides several features for bankruptcy sales that are
attractive to potential buyers. First, unless the court for cause orders otherwise,
the holder of a secured claim may credit bid at a 363 sale on property in which
it has an interest and offset its secured claim against the purchase price of the
property acquired.37 Second, the reversal or modification on appeal of an
authorization of a sale or lease of property does not affect the validity of a sale
or lease under such authorization to an entity that purchased or leased property
in good faith, whether or not the entity knew of the pendency of the appeal,
unless such authorization and such sale or lease were stayed pending appeal.38
This “statutory mootness” assures buyers that they can rely on the finality of
bankruptcy 363 sales.
Bankruptcy Code § 363(n) provides that a sale must be non-collusive, and
the Debtor may set aside a sale if the sale price was controlled by an agreement
among potential bidders, or it may recover from a party to such agreement any
amount by which the value of the property sold exceeds the price at which the
sale was consummated plus any costs, attorney’s fees, or expenses incurred by
the Debtor.39 In addition, the court may grant judgment for punitive damages
34.
35.
36.
37.
38.
39.

Id. § 363(f).
Id. § 363(e).
Id. § 363(p).
Id. § 363(k).
Id. § 363(m).
Id. § 363(n).
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in favor of the estate and against any such party that willfully disregards this
rule.40
F. Assumption and Rejection of Executory Contracts and
Unexpired Leases
Bankruptcy Code § 365 allows a debtor to assume its beneficial “executory”
contracts and unexpired leases and to reject those that are burdensome to the
estate. An executory contract is generally a contract under which material
performance is still due on both sides.41 Whether an agreement constitutes an
“unexpired lease” is determined by state law.42 The Debtor can enforce the
terms of qualifying executory contracts and unexpired leases against the nonDebtor party before (and after) assumption or up until rejection, but the Debtor
is protected from having the terms of the contract enforced against it by a
counterparty, absent the counterparty obtaining court relief.43
A debtor may not assume or reject a contract without consequence. To
assume an executory contract or unexpired lease, the Debtor is required to
“cure” defaults to the extent provided in Bankruptcy Code § 365, including
defaults that arose before and after the petition date, and the Debtor must also
provide adequate assurance of future performance.44 Following assumption,
the contract will be enforceable pursuant to its terms.45 The Bankruptcy Code
also permits the assumption and assignment to a third party of executory
contracts and unexpired leases notwithstanding contractual provisions that
might otherwise limit assumption or assignment.46
Rejection of an executory contract that has not previously been assumed
constitutes a breach of the contract or lease as of immediately prior to the
petition date.47 Consequently, the non-Debtor party will typically have an

40. Id.
41. Id. § 365(a). The majority of courts hold that an agreement is executory if at the time of the
bankruptcy filing the failure of either party to complete performance would constitute a material breach
of the contract, thereby excusing the performance of the other party. Ocean Marine Servs. P’ship No. 1
v. Digicon, Inc. (In re Digicon, Inc.), 71 Fed. App’x 442, at *5 (5th Cir. June 11, 2003); Murexco
Petroleum, Inc. v. Phoenix Exploration, Inc. (In re Murexco Petroleum, Inc.), 15 F.3d 60, 62–63 (5th
Cir. 1994). This is commonly known as the “Countryman” definition of executory contracts. Vern
Countryman, Executory Contracts in Bankruptcy: Part I, 57 MINN. L. REV. 439, 458–62 (1973); Vern
Countryman, Executory Contracts in Bankruptcy: Part II, 57 MINN. L. REV. 479 (1974). A minority of
courts follow the so-called “functional” approach where the question of executoriness is determined by
the benefits that assumption or rejection would produce for the estate. See Gen. Dev. Corp. v. Atl. Gulf
Cmtys Corp. (In re Gen. Dev. Corp.), 84 F.3d 1364, 1375 (11th Cir. 1996).
42. See Butner v. United States, 440 U.S. 48, 52 (1979).
43. See infra Part III.H.
44. See 11 U.S.C. § 365(b).
45. See id. § 365(a).
46. See id. § 365(f). Pursuant to 11 U.S.C. § 365(c), there are limits on the ability to assume and
assign under certain circumstances, including applicable law excusing a counterparty from accepting
performance and contracts to make loans or provide financial accommodations. 11 U.S.C. § 365(c).
47. See 11 U.S.C. § 365(g).
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unsecured claim against the Debtors for breach of contract damages as a result
of the rejection.48
G. Valuation of Property of the Estate
The issue of valuation is important in many stages of a Chapter 11
proceeding, including sales, use of estate property, post-petition financing
secured by priming liens, and the evaluation of pre-petition transactions under
fraudulent transfer laws. Courts value assets according to the purpose and
context of the situations surrounding the valuations and have generous
discretion in determining valuation metrics, including whether to value the
assets at fair market value or under a liquidation value.49 Valuation is highly
situational and can be an inexact science.50 Energy assets can be complex to
value. Valuation of energy assets often comes down to a “battle of experts,”
and courts may favor experts that have real, concrete experience in the energy
industry, even at the expense of relevant advanced accounting or financial
degrees.51 When valuing energy assets, the only true consensus among courts
is that such valuation is a difficult task.52 When valuing a complex energy
enterprise, a court will generally use one or more of the four most common
valuation methods: discounted cash flow, comparable companies, comparable
transactions, and market approach.53

48. In re Nat'l Steel Corp., 316 B.R. 287, 304 (Bankr. N.D. Ill. 2004).
49. See 11 U.S.C. § 101(32) (determination of a debtor’s insolvency made according to “fair
valuation”); 11 U.S.C. § 506(a) (value of secured creditor’s claim shall be “determined in light of the
purpose of the valuation”); In re Heritage Highgate, Inc., 679 F.3d 132, 141 (3d Cir. 2012) (“Congress
envisioned a flexible approach to valuation [under 11 U.S.C. § 506(a)] whereby bankruptcy courts
would choose the standard that best fits the circumstances of a particular case.”); WRT Energy Corp. v.
WRT (In re WRT Energy Corp.), 282 B.R. 343, 368–369 (Bankr. W.D. La. 2001) (“Courts generally
conduct a two-step analysis to determine whether a debtor is insolvent under the balance sheet test.
First, the court determines whether it is proper to value the Debtor's assets on a ‘going concern’ basis or
a ‘liquidation’ basis. Second, the court conducts a ‘fair valuation’ and assigns a value to all the Debtor's
assets and liabilities as of the date of the challenged transfer. These assets and liabilities are tallied, and
if debts exceed assets at fair valuation as of the date of the challenged transfer, the Debtor is ‘insolvent’
within the meaning of the balance sheet test.”) (citations omitted).
50. See In re Sherman, 157 B.R. 987, 989 (Bankr. E.D. Tex. 1993) (“No other area is more central
to the bankruptcy process yet more perplexing to those practitioners and courts presented with its
permutations than the question of valuation of assets.”).
51. Floyd v. Hefner, 556 F. Supp. 2d 617, 639 (S.D. Tex. 2008) (“[The expert’s] lack of a formal
accounting degree does not disqualify his opinions in this case given the level of his professional
experience in [the oil and gas] field.”).
52. See, e.g., In re Cassetto, 475 B.R. 874, 882 (Bankr. N.D. Ohio 2012) (“The difficulty of valuing
subsurface, i.e., unsevered, oil and gas rights is apparent.”); In re Gulf Coast Oil Corp., 404 B.R. 407,
412 (Bankr. S.D. Tex. 2009) (“While all valuation is complex and uncertain, valuation of oil and gas
interests is especially difficult . . . .”).
53. Hon. Christopher S. Sontchi, Valuation Methodologies: A Judge’s View, 20 AM. BANKR. INST.
L. REV. 1, 16 (2012) (“It is important to remember that bankruptcy judges have become familiar and
comfortable with the DCF, comparable companies and comparable transactions methodologies. Indeed,
these methods are often referred to as the ‘standard’ methodologies.”) (quoting In re Chemtura Corp.,
439 B.R. 561, 573 (Bankr. S.D.N.Y. 2010)).
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1. Discounted Cash Flow
Under a discounted cash flow (DCF) analysis, a company’s future cash flow
is projected and then discounted by the projected weighted average cost of
capital.54 A DCF analysis is used in substantially all cases. Courts generally
prefer more data than less, and, unlike its peer methods, DCF is almost always
possible to use because it focuses on the company’s own internal numbers and
projections and is not dependent on data from competitors. The heart of a DCF
valuation battle is the projection of a company’s future cash flows and the
appropriate discount rate. Courts realize that projections require judgment and
predictions, and therefore demand that the projections be backed by realistic,
concrete evidence that takes into account limitations on future growth and
success as well as likely pitfalls.55 In considering a company’s projections,
courts consider the past performance of a company as a barometer in which to
evaluate future estimates.56
In the context of upstream oil and gas valuations, it is common to use
reserve reports that estimate the volume and recoverability of hydrocarbons.57
These assets may be valued according to future-looking “forward strip” pricing
as determined by pricing benchmarks such as the New York Mercantile
Exchange or the SEC pricing that carries forward a 12-month average price
(calculated as the unweighted arithmetic average of the first day of the month
price for each month within the 12-month period prior to the end of the
reporting period).58 However, a court is not bound by these metrics. Because
time increases the risk of unforeseen contingencies, the further into the future
the projections extend, the more cautious courts will be in the use of such
projections.59 Thus, courts may not find aggressive valuations credible,
especially those that appear to “cherry-pick” certain contingencies or figures
without applying the possible negative implication of these to the entirety of a
report.60
Exploration and production (E&P) entities and their assets often present
especially difficult DCF studies. The value of E&P assets is generally not
54. See id. at 7.
55. See In re Cellular Info. Sys., Inc., 171 B.R. 926, 932 (Bankr. S.D.N.Y. 1994) (criticizing a small
cell phone company’s expert for static, simplified projections of the cell phone market from 1994 to
1999); In re M & S Assocs. Ltd., 138 B.R. 845, 851 (Bankr. W.D. Tex. 1992).
56. See In re Mirant Corp., 334 B.R. 800, 836 (Bankr. N.D. Tex. 2005).
57. See Alex W. Howard & Alan B. Harp, Jr., Oil and Gas Company Valuations, 28 BVR 30, 31-32
(2009) (discussing the use of reserve reports to estimate the availability and recoverability of
hydrocarbons).
58. See id. at 32.
59. In re Mirant, 334 B.R. at 827–828 (“Mirant Group's underestimation of gas prices is still
potentially significant [for valuation].”).
60. Id. at 828–829 (“Further, while several experts suggested the increase in gas prices was only
temporary, continued high prices strongly suggest that, as at least one service contends, they represent a
long term trend and higher gas prices should therefore be factored into the valuation of Mirant Group.”);
see, e.g., In re Tribune Co., 464 B.R. 126, 151 (Bankr. D. Del. 2011) (“The Rebuttal Report sets forth
proposed revisions, but does not indicate how ‘cherry-picked’ changes would impact the report as a
whole.”).
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quoted in a publication, the assets tend to be unique, and the realization of
value has the added risk of minerals yet to be extracted from beneath the
surface. Valuation of E&P assets has several moving parts, including the
reserve volume of hydrocarbons, the expense required to extract the
hydrocarbons, the existence of arrangements with third parties having interests
in the hydrocarbons, the likelihood of extraction, and the price of the
hydrocarbons in the future. The valuation battle will often hinge on a disputed
reserve report or competing reserve reports concerning the status and volume of
hydrocarbons. Even with modern seismic technology, there is often reasonable
disagreement over the basic question of the recoverability of minerals on any
given tract, let alone other contingencies. Proven developed producing reserves
are often considered the most valuable and may be discounted using a lower
rate than other forms of reserves, such as (a) proved developed non-producing
reserves, which must be discounted based on risk and time of production; (b)
proven undeveloped reserves, which must be discounted based on the risk,
time, and expense of production; and (c) unproven reserves in net acreage yet
to be “shot” with seismic, which are often significantly discounted based on
increased risk.61
An often contested aspect of a DCF analysis is choosing the discount rate to
be applied to the projections. Due to the subjective nature of picking a discount
rate, discount rates that appear to stray too far from the rates used by others in
the case, as well as those that are not credibly explained, face the risk of being
disregarded by the court.62 The modern oil and gas industry operates in remote,
difficult, and often unproven locations which can heighten the issue as to
whether a discount rate, which must correlate to the probable success of a
debtor’s operations, is credible.63

61. Nancy Sue Davis Trust v. Davis Petroleum Corp. (In re Davis Petroleum Corp.), 385 B.R. 892,
908 (Bankr. S.D. Tex. 2008) (examining discount rates assigned to different levels of reserves).
62. In re Exide Techs., 303 B.R. 48, 64 (Bankr. D. Del. 2003) (“[The expert’s] numerous subjective
adjustments to the analysis stray too far from the generally accepted method of determining the discount
rate. Therefore, I will rely on [the other expert’s] more straight forward determination of the discount
rate.”).
63. In re Davis, 385 B.R. at 908 (“Drilling wells in the Gulf of Mexico is not a ‘low risk’ business.
Further, drilling the first well is not always a good indicator as to future economic value because it
requires sometimes three, four, or five to determine that the reserves are sufficient to cover the cost of
production.”).
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2. Comparable Company
The comparable company valuation method derives a debtor’s value from
the relative value of its peers.64 This is a two-part process. First, earnings
before interest, taxes, depreciation, and amortization (EBITDA) of the Debtor
is calculated.65 Next, multiples of EBITDA based on the EBITDA multiples of
comparable companies are calculated, analyzed, and used to select an EBITDA
multiple to apply to the Debtor’s EBITDA to determine the Debtor’s value.66
Application of the comparable company analysis can be a challenge, and a
comparable company selected to value an E&P debtor may not be considered a
true comparable, even given some fundamental similarities, if there are still
material differences of risk exposure such as countries operated in or the
competitor’s presence in a different industry or sub-industry.67
3. Comparable Transactions
The comparable transaction analysis identifies a recent transaction of
similarly situated assets or enterprise and then scales the price according to the
Debtor’s assets/enterprise value.68 Though more information is generally
always better in valuations, courts will sometimes forego a comparable
transactions analysis if it is simply not practical.69 If using this method, a court
may prefer that the transaction involve a near-identical match of the Debtor,
which, as discussed above in the comparable companies section, is no easy
task.70 The transaction itself should be recent or at least within similar market
conditions71 (especially in the oil and gas industry given the movement of
commodity prices), and the details of the transaction should be straightforward
and accessible.72
4. Market-Based Approach
The market-based approach examines the value the market assigns to a

64. See In re Exide, 303 B.R. at 61.
65. Kenny O’Rourke, Valuation Uncertainty In Chapter 11 Reorganizations, 2005 COLUM. BUS. L.
REV. 403, 420 (2005).
66. Id.
67. See In re Mirant Corp., 334 B.R. 800, 837 (Bankr. N.D. Tex. 2005) (“The court also has some
concern about the use of Dynegy [as a comparison to Debtor], given its liquefied natural gas business.”);
id. (“The countries in which [a competitor] operates are different—and, in many cases, arguably less
prone to instability—than those in which [the Debtor] has a presence.”).
68. See Hon. Christopher S. Sontchi, Valuation Methodologies: A Judges View, 20 AM. BANKR.
INST. L. REV. 1, 12–13 (2012).
69. See In re Mirant, 334 B.R. at 816.
70. See U.S. Bank Nat’l Ass’n v. Wilmington Trust Co. (In re Spansion, Inc.), 426 B.R. 114, 135
(Bankr. D. Del. 2010).
71. In re Exide Techs., 303 B.R. 48, 62–63 (Bankr. D. Del. 2003) (rejecting transactions in industry
where market changed considerably from 1998 to 2002).
72. See In re Chemtura Corp., 439 B.R. 561, 585–586 (Bankr. S.D.N.Y. 2010) (noting that the
transaction does not need to be closed to be considered under analysis if sufficient documentation is
available); In re Cellular Info. Sys., Inc., 171 B.R. 926, 936 (Bankr. S.D.N.Y. 1994) (rejecting a sale
where sale terms were too contingent and complicated to discern an actual value paid).
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debtor, often by using market evidence to ascertain the total capital value of the
Debtor.73 This can be achieved by using the market price assigned to the
securities in the Debtor’s capital structure by the stock or bond markets.74 The
Third Circuit has stated “[a]bsent some reason to distrust it, the market price is
a more reliable measure of . . . value than the subjective estimates of . . . expert
witnesses,”75 and the United States Supreme Court has also expressed its view
that market evidence should be used in bankruptcy proceedings when
possible.76 However, a court may be reluctant to only use the market value
because of (1) the “taint” of bankruptcy on an asset’s price due to third parties
not giving the Chapter 11 process enough credit,77 (2) the cloudiness a
bankruptcy case may create in valuing an already complex asset,78 or (3) fraud
or concealment of material information to the market.79
An example of a market-based valuation application in bankruptcy
(commonly used in fraudulent transfer disputes) is the valuation of Idearc, a
“yellow pages” business.80 Verizon divested its “yellow pages” business and
assets to a new separate entity, Idearc.81 As a result of the transaction, Idearc
was left with approximately $9 billion in debt.82 Idearc performed “reasonably
well”83 for about a year but, after struggling, commenced Chapter 11
proceedings. The trustee of Idearc sued Verizon for, among other claims,
fraudulent transfers based on the value it received from Idearc’s spin-off.84 As
the court recognized in a preliminary opinion, the dispositive inquiry was
whether the spun-off Idearc was insolvent at creation, and if so, as creditors of
a financially stillborn entity, whether Idearc’s creditors would have been
defrauded.85 Thus, the parties presented substantial and complex evidence in

73. See VFB LLC v. Campbell Soup Co., 482 F.3d 624, 633 (3d Cir. 2007).
74. Fairly conducted sales can also be evidence of a market valuation trumping an expert valuation.
See In re Bos. Generating, LLC, 440 B.R. 302, 325–328 (Bankr. S.D.N.Y. 2010) (finding that the sale of
power assets indicated the value of assets, even with conflicting DCF analysis).
75. VFB, 482 F.3d. at 633 (3d Cir. 2007) (internal quotation marks omitted).
76. See Bank of Am. Nat’l Trust & Sav. Ass’n v. 203 N. Lasalle St. P’ship, 526 U.S. 434, 457–58
(1999).
77. See In re Mirant Corp., 334 B.R. 800, 835 (Bankr. N.D. Tex. 2005) (citing In re Exide Techs.,
303 B.R. 48, 66 (Bankr. D. Del. 2003).
78. In re Mirant, 334 B.R. at 834.
79. See Tronox Inc., v. Kerr McGee Corp. (In re Tronox Inc.), 503 B.R. 239, 298–303 (Bankr.
S.D.N.Y. 2013) (indicating that market valuation was not indicative where court found the information
was obscured); Kerry O’Rourke, Valuation Uncertainty in Chapter 11 Reorganizations, 2005 COLUM.
BUS. L. REV. 403, 417–18 (2005) (discussing Adelphia Communications bankruptcy where thin market
existed for such a complex company); id. at 416 (explaining that potential buyers are often connected to
the case, and thus privy to confidential information and restricted by the government).
80. The defendants in the Verizon case characterized the spun off entity as a “cash cow.” U.S. Bank
Nat’l Ass’n. v. Verizon Commc’ns. Inc., 892 F. Supp. 2d 805, 808 (N.D. Tex. 2012).
81. Id. at 810.
82. Verizon received $2.4 billion in cash from Idearc, and exchanged with J.P. Morgan and Bear
Stearns $7.08 billion of its own debt for $7.15 billion of Idearc debt. Verizon, 892 F. Supp. 2d at 809–
810.
83. Id. at 810.
84. Id.
85. Id. at 813.
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an attempt to prove the value of Idearc.86 The court heavily relied upon a
relatively straightforward valuation metric: the equity value of Idearc as
indicated by the valuation placed on Idearc’s equity by the public stock
market.87
The trustee’s expert in the case used the three standard valuation methods
ubiquitous to valuation disputes: the DCF method, the comparative multiples
method of similar companies, and the comparable transaction method. Two of
these methods (the DCF and comparable transaction methods) resulted in an
asset valuation substantially lower than the approximately $9 billion Idearc
needed to be considered solvent, with the comparative multiples method
producing a solvent value.88 The trustee’s expert then blended these amounts
allocated to certain percentages to come up with a value of approximately
$8.15 billion for Idearc, which would have made Idearc insolvent when
founded.89 However, the trustee did not consider the trading price of Idearc’s
common stock on the day of the spinoff.90 The trustee excluded this data point
because he alleged the price was inflated due to the withholding of information
and potential fraudulent representations made by Verizon at the time of the
transaction.91
The court put the onus on the trustee to demonstrate why the market did not
value Idearc correctly, that is, to prove some kind of material fraud or
concealment by Verizon in undertaking the spin-off.92 The trustee did not
convince the court that promotions by Verizon were materially fraudulent, that
critical dissent by some Verizon insiders was indicative of wide-scale fraud, or
that inherent risks associated with this particular company (most notably the
risk of alternative internet sources destroying Idearc’s business in a “secular”
shift)93 were hidden from the public. Instead of being defrauded in setting its
market price, investors simply made a bad bet on the company.94 The decision
appears to be among a growing trend of courts in requiring heavier scrutiny of a
party attempting to meet a valuation burden that differs from the valuation
derived by an active and discernible market.95

86. Id. at 813–14.
87. U.S. Bank Nat'l Ass'n v. Verizon Commc’ns., Inc., No. 3:10-CV-1842-G, 2013 WL 230329, at
*9 (N.D. Tex. Jan. 22, 2013).
88. Id. at *10–11.
89. Id.
90. Id.
91. Id. at *19.
92. Id. at *23–24.
93. Id. at *23–25 (“The evidence demonstrated that investors were aware that [the yellow pages
business] was undergoing a secular change.”).
94. Id. at *17. Particularly compelling to the court was the testimony of Idearc’s former C.E.O.,
privy to all relevant information, who testified that she would not have agreed to lead the company if she
had believed that the equity markets, in assigning a robust solvent valuation of Idearc, were flawed. Id.
95. See, e.g., VFB LLC v. Campbell Soup Co., 482 F.3d 624, 632–33 (3d Cir. 2007) (“Absent some
reason to distrust it, the market price is a more reliable measure of . . . value than the subjective
estimates of . . . expert witnesses.”) (internal quotation marks omitted).
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H. Avoidance Actions
The Bankruptcy Code enables, in certain circumstances, the trustee to avoid
transfers made or obligations incurred by a debtor prior to bankruptcy. Actions
to avoid transfers or obligations are sometimes referred to as “claw-backs” and
primarily take the form of adversary proceedings to avoid and recover
preferential and fraudulent transfers.96
Bankruptcy Code § 547 permits the trustee to avoid as preferences transfers
of an interest of the Debtor in property made on account of an antecedent debt
when the Debtor was insolvent, within ninety days of a bankruptcy filing97 (or,
in the case of a transfer to an insider,98 within one year before the bankruptcy
filing),99 that enabled the creditor to receive more than the creditor would
receive if the case were a case under Chapter 7, the transfer had not been made,
and the creditor received payment under the distribution provisions of the
Bankruptcy Code.100 Preferences are equitable actions to prevent the Debtor
from “preferring” by payment one creditor in the short run before
bankruptcy.101 The Bankruptcy Code provides several affirmative defenses to a
preference action such as the defense that there was a contemporaneous
exchange for new value102 to the estate,103 or that the transfer was made in the
ordinary course104 of business or financial affairs of the Debtor and the
transferee or was made according to ordinary business terms.105
Fraudulent transfer actions may be brought under substantive state statutes
through Bankruptcy Code § 544106 and may also be brought under Bankruptcy
Code § 548107 to seek the avoidance of a transfer of property or an obligation
incurred. The trustee may avoid under Bankruptcy Code § 548 any transfer of
an interest of the Debtor in property or any obligation incurred by the Debtor
96. Avoidance risk is a factor that is often evaluated in out of court restructurings.
97. 11 U.S.C. § 547(b)(4)(A) (2012).
98. The definition of “insider” includes many examples, such as a relative of an individual debtor or
director of a corporate debtor, but is not limited to the statutory examples. See 11 U.S.C. § 101(31).
99. 11 U.S.C. § 547(b)(4)(B).
100. Id. § 547(b).
101. Hechinger Inv. Co. of Del., Inc. v. M.G.H. Home Improvement, Inc. (In re Hechinger Inv. Co.
of Del.), 288 B.R. 398, 402 (Bankr. D. Del. 2003); see Union Bank v. Wolas, 502 U.S. 151, 161 (1991)
(noting that the more important consideration in permitting avoidance of pre-bankruptcy transfers is
equality of distribution among creditors).
102. 11 U.S.C. § 547(a)(2).
103. Id. § 547(c)(1).
104. Gasmark Ltd. Liquidating Trust v. Louis Dreyfus Natural Gas Corp., 158 F.3d 312 (5th Cir.
1998) (“There is no precise legal test for whether payments are in the ordinary course of business.
Rather, the analysis focuses on the time within which the Debtor ordinarily paid the creditor . . . and
whether the timing of the payments during the 90-day period reflected some consistency with that
practice.”) (citation omitted) (internal quotation marks omitted).
105. 11 U.S.C. § 547(c)(2).
106. Bankruptcy Code § 544 allows an estate to utilize state law fraudulent transfer statutes. 11
U.S.C. § 548. Every state allows the recovery of fraudulent transfers, and, often, courts will view
precedent interchangeably for Bankruptcy Code § 548 and state law fraudulent transfer suits. See, e.g.,
Kojima v. Grandote Int'l. LLC (In re Grandote Country Club Co. Ltd.), 252 F.3d 1146, 1152 (10th Cir.
2001).
107. 11 U.S.C. § 548(a).
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on or within two years before the date of the filing of the petition if the Debtor
made the transfer with the intent to hinder, delay, or defraud a creditor (actual
fraud) or if the Debtor was insolvent, had unreasonably small capital,
reasonably believed it could not pay its debts, was made insolvent, or made the
transfer to an insider under an employment contract not in the ordinary course
of business (constructive fraud).108
A defendant may, however, defend against such action if it both gave value
to the estate and also acted in good faith under the affirmative defense available
under Bankruptcy Code § 548(c),109 but the defendant bears the burden of proof
on both issues.110 The trustee, in addition to fighting against the good faith and
value defense, must overcome special statutory defenses granted to defendants
that protect, among other transactions, swap and commodity contracts from
actual fraudulent transfers.111
In bankruptcy cases in the oil and gas industry, fraudulent transfer actions
may seek to undo transactions that were disadvantageous to the Debtor.112
Fraudulent transfer claims may challenge whole transfers of oil and gas assets,
leading to valuation proceedings over how much value the estate received in
exchange for the assets or the motivations of the Debtor in undertaking the
transaction.113 Two prominent examples of this include In re Tronox, where a
court found that a debtor saddled an entity with environmental liabilities with
an intent to hinder, delay, or defraud creditors through a spinoff,114 and In re
Asarco, where a court found that the Debtor hindered and delayed creditors by
directing all consideration received from a sale of a majority of a mining entity
to one of the Debtor’s creditors to the detriment of other creditors.115
Under Bankruptcy Code § 549, the trustee may also avoid a transfer of
property of the estate that occurs after the commencement of the case that (a) is
authorized only under Bankruptcy Code § 303(f) (relating to involuntary

108. Id.
109. Id. § 548(c).
110. Marathon Petroleum Co., LLC v. Cohen (In re Delco Oil, Inc.), 599 F.3d 1255, 1258 (11th Cir.
2010). This is a narrow defense. Marathon Petroleum, 599 at 1263 (“Sections 549(a) and 550(a) by
their terms contain no reference to, let alone an actual defense based on, the transferee's status (vendor,
purchaser, etc.) or upon its state of mind (innocent, culpable, etc.).”).
111. See supra Part II.A.
112. See Hutson v. U.S. Dep't of the Army (In re Nat'l Gas Distribs., LLC), 415 B.R. 209, 214
(Bankr. E.D.N.C. 2009).
113. See Calpine Corp. v. Rosetta Res., Inc. (In re Calpine Corp.), 377 B.R. 808, 810–811 (Bankr.
S.D.N.Y. 2007) (“According to the complaint [seeking to undo the transaction as a constructive
fraudulent transfer], prior to the petition date, . . . Calpine entered into a purchase and sale agreement to
sell substantially all of its remaining domestic oil and gas assets (other than certain gas pipeline assets) .
. . for $1.05 billion to a group led by Calpine insiders, the management team of its subsidiary, Rosetta.
The buyers funded the purchase price through debt and a private placement offering of equity in which
they themselves participated. The bulk of the assets consisted of in-ground unextracted hydrocarbons
not facilely estimated by either bankers or non-insider hydrocarbon experts.”).
114. Tronox Inc. v. Kerr McGee Corp. (In re Tronox Inc.), 503 B.R. 239, 280 (Bankr. S.D.N.Y.
2013).
115. Asarco LLC v. Ams. Mining Corp. (In re Asarco LLC), 396 B.R. 278, 386–88 (S.D. Tex.
2008).
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cases)116 or § 542(c) (relating to certain transfers by third parties to entities
other than the trustee) or, under a more expansive subsection, (b) is not
authorized under the Bankruptcy Code or by the court.117 For instance, under
11 U.S.C. § 549, the Eleventh Circuit upheld the avoidance of post-petition
payments from an energy debtor for petroleum products made with another
creditor’s cash collateral in In re Delco Oil, Inc. as the Debtor used the cash
collateral without the secured creditor’s consent or the court’s authorization.118
I. Derivatives and Financial Contracts in Energy Reorganization
Derivatives play increasingly important roles in the energy industry via
commodities contracts, forward contracts, swaps, and other similar agreements.
The Bankruptcy Code excepts certain types of energy related derivatives
contracts from the automatic stay and avoidance actions, including the
derivative and swap markets, through Bankruptcy Code §§ 362(b),119 546(e),120
548(d)(2),121 555,122 556,123 and 560.124 These sections allow parties to net out,
liquidate, terminate, accelerate, or set off debts under certain energy-related
derivative contracts after the commencement of a bankruptcy case and protect
counterparties of these contracts from avoidance actions in relation to prepetition payments or transfers.125
Oil and gas derivatives are contracts where parties can hedge the price of oil
and gas to help smooth the impact of price volatility on operations. Derivatives
are traded through public exchanges and also “over the counter” via private
transactions. Derivatives traded over exchanges are regulated by the exchange,
which requires parties to post collateral to cover trades.126 Because the
derivatives are often traded over a market exchange, the contracting parties will

116. In an involuntary case, the trustee may not avoid, according to Bankruptcy Code § 549(b), “a
transfer made after the commencement of [the] case but before the order for relief to the extent any
value, including services, but not including satisfaction or securing of a debt that arose before the
commencement of the case, is given after the commencement of the case in exchange for such transfer.”
11 U.S.C. § 549(b) (2012).
117. 11 U.S.C. § 549(a).
118. Marathon Petroleum Co. v. Cohen (In re Delco Oil, Inc.), 599 F.3d 1255, 1263 (11th Cir.
2010).
119. Exception from the automatic stay.
120. Exception from fraudulent transfers. Bankruptcy Code § 546(e) faces the potential of being
limited if a holding from the Southern District of New York that ruled that individual creditors bringing
State law constructive fraudulent transfer actions were not preempted by Bankruptcy Code § 546(e)
from bringing these lawsuits as Bankruptcy Code § 546(e) only applies to trustees in bankruptcy is
upheld and followed. In re Tribune Co. Fraudulent Conveyance Litig., 499 B.R. 310, 317–319
(S.D.N.Y. 2013). Still, this decision did deny individual creditors standing due to the fact that they were
bringing concurrent, duplicative lawsuits alongside the trustee’s own. Id. at 320–21.
121. Exception from fraudulent transfers.
122. Contractual right to liquidate, terminate, or accelerate a securities contract.
123. Contractual right to liquidate, terminate, or accelerate a forward contract.
124. Contractual right to liquidate, terminate, or accelerate a swap agreement.
125. For a further analysis of these provisions, see another Vinson & Elkins paper on the topic
written by Harry Perrin and John West. Harry Perrin & John West, “Derivatives and the Bankruptcy
Code,” American College of Bankruptcy Seminar, April 28, 2009, San Antonio, Texas.
126. MICHAEL DURBIN, ALL ABOUT DERIVATIVES 6–7 (2nd ed. 2010).
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not directly interact with each other and may not even know each other’s
identities. “Over the counter” derivatives are economically similar to exchange
traded derivatives but arise through a private business relationship. These overthe-counter contracts enable a party to customize terms; however, they do not
have exchange rules that may protect one party against the credit risk and
insolvency of the other party.127
Derivatives contracts, due to their risks, often contain negotiated protections
for the parties. Among potential derivative protective provisions are clauses
granting parties the right to “net-out” or “setoff” obligations under multiple
contracts so as to enable the counterparty to withhold payments to the Debtor
due to other debts owed between the parties.128 Other provisions allow parties
to accelerate or demand payment early, liquidate contracts, or foreclose on
collateral or other assets in the event of the other party’s non-payment or
pending insolvency. The courts have construed the Bankruptcy Code’s safe
harbor provisions to be quite broad in encompassing many transactions that are
meant as a hedge or as speculation in the oil and gas markets.129 Thus, while
covered derivative contracts are classified under different types of definitions
under the Bankruptcy Code, such as forward contracts, swap agreements, and
commodity contracts, and payments are classified as settlement payments or
margin payments, the essential test for whether these contracts or payments are
exempt from otherwise applicable bankruptcy provisions is whether the
underlying contracts are used by a party for hedging or speculating, at least in
part.130
Courts have held that derivative contracts are protected under the statutory
safe harbors as long as hedging was intended, no matter whether the party
could possibly receive or actually anticipate receiving the commodities.131
However, some case law strictly construes the requirements for a party to fall
under a safe harbor, including In re Mirant, which holds that a contracting
party could not qualify for protected status as a forward contract merchant in a
forward contract when it “is not acting as either an end-user or a producer,” but

127. Id.
128. Rhett G. Campbell, Energy Future and Forward Contracts, Safe Harbors and the Bankruptcy
Code, 78 AM. BANKR. L.J. 1, 23–25 (2004).
129. Oil and gas are considered commodities and their trading related agreements typically qualify
as forward contracts, commodities contracts, swap agreements, and the like. See Williams v. Morgan
Stanley Capital Grp. (In re Olympic Natural Gas Co.), 294 F.3d 737 (5th Cir. 2002); U.S. Bank Nat’l
Ass’n v. Plains Mktg. Can. LP (In re Renew Energy LLC), 463 B.R. 475, 479 (Bankr. W.D. Wis. 2011).
130. See Lightfoot v. MXEnergy Elec., Inc. (In re MBS Mgmt. Servs., Inc.), 690 F.3d 352, 356–357
(5th Cir. 2012). Hutson v. E.I. du Pont de Nemours & Co. (In re Nat'l Gas Distribs., LLC), 556 F.3d
247, 257–258 (4th Cir. 2009).
131. BCP Liquidating LLC v. Bridgeline Gas Mktg., LLC (In re Borden Chems. & Plastics
Operating Ltd. P’ship), 336 B.R. 214, 225 (Bankr. D. Del. 2006) (citing 5 COLLIER ON BANKRUPTCY
§ 556.03[2] at 556–6 (15th ed. Rev. 2001)); Williams v. Morgan Stanley Capital Grp. (In re Olympic
Natural Gas Co.), 258 B.R. 161, 164–166 (Bankr. S.D. Tex. 2001) (“Forward contracts provide the
ability to buy or sell commodities in the market on a forward basis. . . . [and]. . . . Courts . . . have
consistently construed the term settlement payment broadly.”) (internal quotation marks omitted).
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rather should be one that “buys, sells or trades in a market.”132 The Mirant
definition limits the safe harbor to speculators and traders and not to parties that
intend to actually use the hydrocarbons, even if they use the derivatives for
price stability.133
Congress amended the Bankruptcy Code after Mirant to add swap
agreements to the safe harbor, which at least one court views as expanding the
safe-harbor provisions.134 Thus, it may be argued that Congress intends that the
safe harbor apply to parties involved in these swap agreements,135 whether the
contracts derive from a trading exchange or contemplate actual delivery of the
commodity.136 Specifically, the Fourth Circuit held that, “Congress has
provided safe harbors from the destabilizing effects of bankruptcy proceedings
for parties to specified commodities and financial contracts in order to protect
financial markets.”137 Whether a contract is a swap agreement, a forward
contract, or both, parties have the same protections under the Bankruptcy Code.
Some of the safe-harbor provisions require specific language in contracts in
order for a party to benefit from the Bankruptcy Code’s protections. For
example, in order for a party to be able to net out, accelerate, or liquidate an
agreement without violating the automatic stay,138 the contract must
specifically give the party this right upon the insolvency (or likely insolvency
or bankruptcy filing) of the Debtor through an “ipso facto” provision.139
Many protections that enable parties to avoid bankruptcy impediments under
the automatic stay, such as those available under Bankruptcy Code §§
362(b)(6), 362(b)(7), 362(b)(17), 362(b)(27), and 362(o) under commodity
contracts, forward contracts, repurchase agreements, swap agreements, and
master netting agreements, do not require ipso facto provisions, but still require
“contractual rights” between the parties.140 Under the Bankruptcy Code,
“contractual rights” do not actually need to be included in a contract to be
valid. Instead, parties can possess them by virtue of rules and regulations
governing a trading exchange or simply because the rights are standard under
132. Mirant Ams. Energy Mktg., L.P. v. Kern Oil & Ref. Co. (In re Mirant Corp.), 310 B.R. 548,
567 (Bankr. N.D. Tex. 2004).
133. See id.
134. In re Nat'l Gas Distribs., 556 F.3d at 253–54; see also Eleanor Heard Gilbane, Testing the
Bankruptcy Code Safe Harbors In The Current Financial Crisis, 18 AM. BANKR. INST. L. REV. 241, 251
(2010) (Congress intended to encompass “every conceivable type of swap transaction including
customized transactions”).
135. In re Nat'l Gas Distribs., 556 F.3d 247 at 253–54.
136. See id. at 255–57.
137. Id. at 252.
138. Additionally, the Bankruptcy Code contains a section that mandates that damages for a rejected
derivatives contract will be measured not by the date of the petition, but by the earlier date of the actual
rejection or the liquidating, terminating, or accelerating of the contact by the counter party. See 11
U.S.C. § 562 (2012).
139. See In re Clearwater Natural Res., LP, No. 09-70011, 2009 WL 2208463, at *3 (Bankr. E.D.
Ky. July 23, 2009) (noting that a contract lacking a 365(e)(1) provision giving rise to a right to terminate
“cannot not be terminated without court approval”).
140. In re Lehman Bros. Holdings, Inc., 433 B.R. 101, 113 (Bankr. S.D.N.Y. 2010), aff'd sub nom.
In re Lehman Bros. Holdings Inc., 445 B.R. 130 (S.D.N.Y. 2011).
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normal business practice.141
Some courts have found that a party waived termination rights through
inaction. For instance, in the Lehman Bros. bankruptcy, a derivative party with
contractual rights to terminate a contract upon bankruptcy did not promptly
execute its contractual rights.142 When the counterparty eventually tried to
liquidate the contract, the court refused to allow this termination, finding that
the party had waived its rights and ordering that the party continue to act under
the contract’s terms until rejection of the contract.143

J. Regulatory Matters
Regulatory authorities are important parties in energy restructurings and
reorganizations. Certain local, state, and national bodies regulate the energy
industry, and include the Environmental Protection Agency (EPA), the
Department of Interior (DOI),144 the Federal Energy Regulatory Commission
(FERC),145 and various state environmental and energy focused agencies.
Governmental units acting in their regulatory or police capacity are permitted
to exercise their police power to regulate a debtor’s estate despite the automatic
stay, pursuant to an exception set forth in Bankruptcy Code § 362(b)(4).146
Governmental units are often creditors in oil and gas bankruptcies,147 but
governmental units may not use this exception to the automatic stay unless they
are acting under a true regulatory or police function.148 Courts address these
issues case by case with a fact-intensive analysis, but, generally, a
governmental unit must be seeking to remedy some kind of harm instead of
merely seeking to better the government’s financial position.149
Notably, there does not need to be any “imminent and identifiable harm”
present for a government action to qualify under the Bankruptcy Code §
362(b)(4) exception to the automatic stay.150 All that is necessary is that a

141. 11 U.S.C. §§ 555–56, 559–561.
142. See Order to Compel Performance of Contract and to Enforce the Automatic Stay, In re
Lehman Brothers Holding Inc., No. 08-13555 (S.D.N.Y. Sept. 17, 2009), ECF No. 5209.
143. Id.
144. Within the Department of Interior, the Bureau of Ocean and Energy Management and the
Bureau of Safety and Environmental Management regulate offshore properties.
145. See infra Part VII.C.
146. 11 U.S.C. § 362(b)(4).
147. For instance, the federal government is a creditor for royalty payments on the Outer
Continental Shelf. See 43 USC § 1337 (2012).
148. Berg v. Good Samaritan Hosp., Inc. (In re Berg), 230 F.3d 1165, 1167 (9th Cir. 2000).
149. Id.; Penn Terra, Ltd. v. Dep’t of Envtl. Res., Commonwealth of Pa., 733 F.2d 267, 278 (3d Cir.
1984).
150. Commonwealth Cos., Inc. v. Commonwealth Cos., Inc. (In re Commonwealth Cos., Inc.), 913
F.2d 518, 522 (8th Cir. 1990); Commonwealth Oil Ref. Co. v. United States Env’t Prot. Agency (In re
Commonwealth Oil Ref. Co., Inc.), 805 F.2d 1175, 1182 (5th Cir. 1986); Emerald Casino, Inc. v. Ill.
Gaming Bd. (In re Emerald Casino, Inc.), No. 05 C 6625, 2006 WL 644487 (N.D. Ill. Mar. 8, 2006),
aff’d sub nom. Vill. of Rosemont v. Jaffe, 482 F.3d 926 (7th Cir. 2007). There are cases that hold that
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governmental unit be acting to enforce a regulatory or compliance law meant to
set standards and guidelines for private actors in order to protect the public.151
For example, in Matter of Commonwealth Oil Refining Co., the EPA sought to
force a debtor to cease refining activities unless it came into compliance with
applicable federal environmental laws requiring strict parameters of the storing
of hazardous waste.152 The court declined to rule on the merits of the
environmental laws or the EPA’s claim in deciding whether Bankruptcy Code §
362(b)(4) applied, but instead found that as long as the EPA was seeking to
enforce compliance with environmental or regulatory statutes, it was not barred
by the automatic stay.153
Additionally, though the automatic stay of Bankruptcy Code § 362 does not
prohibit governmental units from seeking judgments against a debtor to further
a regulatory goal, they may not collect such judgments free of court
approval.154 Thus, there is an “exception to the exception,” with courts not
allowing money to be taken from the estate free of judicial control, though
injunctions may be entered.155
K. Plans of Reorganization
In a Chapter 11 reorganization, the plan will set forth the details of how the
Debtor intends to reorganize and treat its creditors. Although the Debtor may
file a plan at any point in a Chapter 11 case, the Debtor has the exclusive right
to file a plan only during the first 120 days after the petition date.156 If the
Debtor does not file its plan within the 120-day exclusivity period or does not
file a plan that is accepted before 180 days after the petition date, any party in
interest may file a plan.157 The 120-day and 180-day exclusivity periods may
be reduced or extended for cause after notice and a hearing by the court upon
request by a party in interest before the expiration of the period.158
For the purpose of determining the treatment of the creditors, each claim or
interest is placed into a class, such as tax, secured debt, unsecured, or equity
interests.159 The plan may place more than one claim or interest into a class
only if such claims or interests are substantially similar.160

imminent harm is needed, but they have been “roundly criticized” and are dated. See Cal. ex rel. Brown
v. Villalobos, 453 B.R. 404, 411 (D. Nev. 2011), (criticizing In re Four Winds Enters., Inc., 87 B.R.
624, 630 (Bankr. S.D. Cal. 1988)).
151. See City & Cnty. of S.F. v. PG & E Corp., 433 F.3d 1115, 1123–24 (9th Cir. 2006) (applying
the “pecuniary purpose” test and the “public policy” test to determine whether an action is within a
governmental unit’s regulatory power).
152. In re Commonwealth Oil Ref. Co., Inc., 805 F.2d at 1179–1180.
153. Id. at 1184.
154. SEC v. Brennan, 230 F.3d 65, 71–72 (2d Cir. 2000).
155. Id. at 71–73.
156. 11 U.S.C. § 1121(a)–(b).
157. Id. § 1121(c)(2)–(3).
158. Id. § 1121(d)(1).
159. Id. § 1123(a)(1).
160. Id. § 1122(a).
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The Bankruptcy Code sets forth certain plan provisions which are
mandatory.161 The plan must designate classes of claims.162 Classification is
not required for priority claims since their treatment is statutorily provided.163
The plan must also classify classes of equity interests.164 The plan must specify
any class of claims or equity interests that is not impaired under the plan and
delineate the treatment of any class of claims impaired165 under the plan.166 It
must provide for the same treatment to each claim or interest in a particular
class unless the claim or interest consents to less favorable treatment.167 The
plan must provide adequate means for the plan’s implementation.168 In the
energy industry, adequate means for implementation of a plan can include any
number of types of transactions contemplated on the plan’s effective date such
as a synthetic plan sale, discussed in more detail below, whereby the Debtor
issues securities to the purchaser of the reorganized entity established with
assets sought by the purchaser.
Before acceptance of a plan may be solicited by the plan proponent, the plan
must be transmitted to each holder of a claim or equity interest entitled to vote,
along with a written disclosure statement approved by the court as containing
adequate information.169 A class of claims or equity interests will have voted to
accept a plan if the plan is accepted by its members that hold at least two-thirds
in amount and more than one-half in number of the allowed claims of that class
that actually vote.170 A class of equity interests must vote in favor of the plan
by at least two-thirds in amount of the allowed interests for that class to accept
the plan.171 A class that is not impaired under the plan is presumed to have
accepted the plan, and solicitation of acceptances to an unimpaired class is not
required.172
After notice and a hearing, the court will hold a hearing on confirmation of
the plan.173 Requirements that need to be met for confirmation of a plan
include:174
a) the plan and the plan proponent each complies with the applicable
provisions of the Bankruptcy Code;

161. Id. § 1123(a).
162. Id. § 1123(a)(1).
163. Id.
164. Id.
165. Generally, classes are impaired if their rights are left unaltered or they are fully paid subject to
some exceptions. Id. § 1124(a)–(b).
166. Id. § 1123(a)(3).
167. Id. § 1123(a)(4).
168. Id. § 1123(a)(5).
169. Id. § 1125(b).
170. Id. § 1126(c).
171. Id. § 1126(d).
172. Id. § 1126(f).
173. Id. § 1128.
174. Id. § 1129.
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b) the plan has been proposed in good faith and not by any means
forbidden by law;
c) any payment made or to be made by the proponent, by the Debtor, or by
a person issuing securities or acquiring property under the plan, for
services or for costs and expenses in or in connection with the case, or
in connection with the plan and incident to the case, has been approved
by, or is subject to the approval of, the court as reasonable;
d) the proponent of the plan has disclosed the identity and affiliations of
any individual proposed to serve after confirmation of the plan as a
director, officer, or voting trustee of the Debtor, an affiliate of the
Debtor participating in a joint plan with the Debtor, or a successor to
the Debtor under the plan and the appointment to, or continuance in,
such office of such individual is consistent with the interests of creditors
and equity security holders and with public policy;
e) the proponent of the plan has disclosed the identity of any insider that
will be employed or retained by the reorganized debtor and the nature
of any compensation for such insider;
f) any governmental regulatory commission with jurisdiction after
confirmation of the plan over the rates of the Debtor has approved any
rate change provided for in the plan, or such rate change is expressly
conditioned on such approval;
g) with respect to each impaired class of claims or interests: (a) each
holder of a claim or interest of such class has accepted the plan or will
receive or retain under the plan on account of such claim or interest
property of a value, as of the effective date of the plan, that is not less
than the amount that such holder would so receive or retain if the
Debtor were liquidated under chapter 7 of the Bankruptcy Code on such
date; or (b) if Bankruptcy Code § 1111(b)(2) applies to the claims of
such class, each holder of a claim of such class will receive or retain
under the plan on account of such claim property of a value, as of the
effective date of the plan, that is not less than the value of such holder's
interest in the estate’s interest in the property that secures such claims;
h) with respect to each class of claims or interests, such class has accepted
the plan or such class is not impaired under the plan;
i)

certain treatment requirements for administrative and priority claims are
satisfied;
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if a class of claims is impaired under the plan, at least one class of
claims that is impaired under the plan has accepted the plan, determined
without including any acceptance of the plan by any insider;

k) confirmation of the plan is not likely to be followed by the liquidation
or the need for further financial reorganization of the Debtor or any
successor to the Debtor under the plan unless such liquidation or
reorganization is proposed in the plan;
l)

all bankruptcy fees payable under section 1930 of Title 28, as
determined by the court at the hearing on confirmation of the plan, have
been paid or the plan provides for the payment of all such fees on the
effective date of the plan;

m) the plan provides for the continuation after its effective date of payment
of all retiree benefits (as defined in Bankruptcy Code § 1114) at the
level established pursuant to Bankruptcy Code § 1114 (e)(1)(B) or (g) at
any time prior to confirmation of the plan and for the duration of the
period the Debtor has obligated itself to provide such benefits; and
n) all transfers of property under the plan must be made in accordance with
any applicable provisions of nonbankruptcy law that govern the transfer
of property by a corporation or trust that is not a moneyed, business, or
commercial corporation or trust.
These requirements must be met for confirmation of a plan for any energy
reorganization through the Chapter 11 process.175
III. UPSTREAM176
Upstream companies in the energy industry generally explore for and
produce oil and natural gas.177 Typically, a landowner or mineral interest
owner will execute an oil and gas lease, which creates a royalty interest.178
This royalty interest entitles the holder to a percentage of production from the
lease that is free from the costs of production, and often the upstream company
will pay the landowner a “bonus” payment (generally calculated on a per acre
basis) at the time the lease is signed.179 The upstream company, in turn,

175. Id. § 1129.
176. See infra Appendix A, for a depiction of the upstream players and general structure.
177. See In re Methyl Tertiary Butyl Ether Prods. Liab. Litig., 959 F. Supp. 2d 476, 480 (S.D.N.Y.
2013).
178. 3 PATRICK H. MARTIN & BRUCE M. KRAMER, WILLIAMS & MEYERS, OIL AND GAS LAW, §
641 (2013).
179. Id. at §§ 301, 645.
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receives a working interest so long as the lease exists.180 This working interest
is the right to drill on the premises and retain the hydrocarbons, but it is a costbearing interest.181 There can be multiple working interest owners and multiple
royalty interest owners, and a royalty interest can also be carved out of the
working interest to create an interest such as an overriding royalty, a net profits
interest, or a production payment.
The working interest owners have legal relationships as they develop the
lease, including contractual (such as entering into a JOA), regulatory (such as
pooling via state law), or common law relationships (when no JOA or pooling
is in effect such as tenancy in common). Upon the filing for bankruptcy by an
upstream company, these legal and contractual relationships are impacted and
adjusted through the reorganization process.
A. Nature of Property Interest in Oil and Gas Leases and Applicability of
Bankruptcy Code § 365
In the energy industry, oil and gas leases are often the Debtor’s most
valuable assets. An oil and gas lease is generally a grant of the right to explore,
extract, sell, or own the minerals with respect to a tract of land or strata of the
subsurface for a period of time and so long thereafter as oil and gas are
produced.182 Notwithstanding that the agreement may be called a lease, the
agreement may not constitute an “unexpired lease” within the meaning of
Bankruptcy Code § 365.183 In Texas, an oil and gas lease creates a fee simple
determinable, which is a real property interest.184 As a real property interest
rather than a true leasehold interest, an oil and gas lease in Texas is not subject
to Bankruptcy Code § 365.185 In Oklahoma, an oil and gas lease creates an
incorporeal hereditament or a “profit à prendre,” which is a real property
interest that is also not subject to Bankruptcy Code § 365.186 In Kansas,
180. See Accounting and Rate Treatment of Advance Payments to Suppliers for Exploration and
Lease Acquisition of Gas Producing Properties, Order No. 441, 46 F.P.C. 1178, 1180 (1971) (defining
working interest as “embodying operating rights and/or the right to share in production or revenues from
the producing venture, so that its receipt of production or revenues will increase as the production or
revenues from the producing venture increase, without any termination of such right to receive
production or revenues after the return of the amount of any related advance payment”).
181. See H.G. Sledge, Inc. v. Prospective Inv. & Trading Co., 36 S.W.3d 597, 599 n.3 (Tex. App.
2000) (“A working interest is an operating interest under an oil and gas lease that provides its owner
with the exclusive right to drill, produce, and exploit the minerals.”); Wood v. TXO Prod. Corp., 854
P.2d 880, 888 (Okla. 1992) (noting a working interest is risk-bearing subject to costs of production).
182. See infra Appendix B, for a fifty-state survey on oil and gas leases as executory contracts or
unexpired leases.
183. See 11 U.S.C. § 365 (2012).
184. Terry Oilfield Supply Co., v. Am. Sec. Bank, N.A., 195 B.R. 66, 70 (S.D. Tex. 1996) (“A
mineral lease in Texas is a determinable fee. It is not a lease or other form of executory contract that a
debtor may accept or reject.”).
185. Id. at 73.
186. See In re Clark Res., 68 B.R. 358, 359–60 (Bankr. N.D. Okla. 1986) (under Oklahoma law, an
oil and gas lease is not an unexpired lease or executory contract under Bankruptcy Code § 365); In re
Heston Oil Co., 69 B.R. 34, 36 (N.D. Okla. 1986) (an oil and gas lease is not an unexpired lease or
executory contract within the purview of Bankruptcy Code § 365, but is in the nature of an estate in real
property having the nature of a fee).
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however, an oil and gas lease is personal property that is subject to Bankruptcy
Code § 365.187 In Pennsylvania, a lease to explore for minerals before minerals
are discovered is also subject to Bankruptcy Code § 365 but transforms into a
fee type interest once discovery and production has begun.188 Some states’
laws are still unclear on the matter.189
Whether or not a document named an oil and gas lease is in fact an
executory contract or unexpired lease under the Bankruptcy Code is important
because of the requirements of Bankruptcy Code § 365. This distinction
determines whether or not counterparties are entitled to cure payments, the
enforceability of provisions regarding assignment, notice requirements, and
statutory deadlines for assumption or rejection in a bankruptcy case.
B. Federal Leases
Leases on the Outer Continental Shelf (OCS) and on federal land are
governed by federal law.190 Both are under federal control, and the federal
government is the original owner of the minerals and has the right to explore
and produce the minerals.191 With respect to federal leases relating to onshore
properties, federal courts have consistently held that such leasehold interests
are real property interests.192 However, the question is open regarding the
nature of a property interest granted by an OCS lease.193 The Outer Continental
Shelf Lands Act (OCSLA) applies adjoining state law unless federal law
overrides state law.194 The federal law that will override state law can be
statutory or federal common law.195
Most OCS leases are located off the coasts of Texas and Louisiana. Texas
187. UTICA Nat’l Bank & Trust Co. v. Marney, 661 P.2d 1246, 1248 (Kan. 1983) (holding that an
oil and gas lease is not foreclosed by a mortgage foreclosure unless provided for by statute because a
lease is personal property in Kansas); see In re J. H. Land & Cattle Co., 8 B.R. 237, 239 (W.D. Okla.
1981) (under Kansas law, an oil and gas lease is within the reach of [Bankruptcy Code] § 365 and may
be rejected by a debtor with court approval).
188. Powell v. Anadarko E&P Co. (In re Powell), 482 B.R. 873, 875 (Bankr. M.D. Pa. 2012).
189. See infra Appendix B, for a fifty-state survey on oil and gas leases as executory contracts or
unexpired leases.
190. 43 U.S.C. § 1331(a) (2012); see also 43 U.S.C. § 1301 (demarcating submerged lands, which
includes outer continental shelf lands, as public lands, which are federally controlled).
191. 43 U.S.C. § 1332.
192. See, e.g., Mafrige v. United States, 893 F. Supp. 691, 698 (S.D. Tex. 1995) (holding that an oil
and gas lease under the Mineral Leasing Act is a real property interest).
193. 43 U.S.C. § 1331.
194. Union Tex. Petroleum Corp. v. PLT Eng'g, Inc., 895 F.2d 1043, 1047 (5th Cir. 1990). See
Grand Isle Shipyard, Inc. v. Seacor Marine, LLC, 589 F.3d 778, 784 (5th Cir. 2009) (explaining that
under OSCLA, “for federal law to oust adopted state law, federal law must first apply”) (internal
quotation marks omitted).
195. Compare Walter Oil & Gas Corp. v. NS Grp., Inc., 867 F. Supp. 549, 553 (S.D. Tex. 1994)
(determining that federal common law does not apply under OCSLA), with Doucet v. Gulf Oil Corp.,
783 F.2d 518, 525–26 (5th Cir. 1986) (applying federal common law). See also Grand Isle, 589 F.3d at
808 (Owen, J., dissenting) (“[T]he Supreme Court has left open whether state law applied as federal law
under OCSLA or federal common law prevails when the result would differ depending on which body
of law applied.”); Shell Petroleum, Inc. v. United States, 2008 U.S. Dist. LEXIS 51180, at *16 (S.D.
Tex. July 3, 2008) (likely applying federal common law and finding that “OCS leases are real property
interests that are sold by the MMS”).
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leases are real property interests, and the majority view holds that Louisiana
leases are also real property interests.196 The question of which law to apply
(adjoining state or an overriding federal law) is complicated by the fact that
there are no statutes regarding whether an OCS lease is a personal or real
property interest.197 The leases are similar in nature to federal land leases;
however, the United States has taken the position in recent litigation that the
leases are personal property rights that may be rejected.198
Currently the issue of the nature of the property interests created by OCS
leases (and their underlying royalties) is being contested in the bankruptcy
adversary case of NGP Capital Resources Co. v. ATP, pending in the United
States Bankruptcy Court for the Southern District of Texas, Houston Division
(the “ATP Bankruptcy”).199 The Debtors have argued that the OCS leases, and
thus the royalty interests derived from them, are personal property and that
such leases are subject to rejection with the consequence that leaseholders and
royalty holders would only hold an unsecured claim for the amount of the
rejection damages.200 On the other hand, the royalty holders argue that the
leases are real property interests that the Debtor cannot reject.201 At the time of
this publication, the court has not ruled on this specific issue.
C. Royalty Claims
In most states, the failure to pay royalties does not automatically cause lease
termination.202 The exception to this general rule arises if the lease specifically

196. Terry Oilfield Supply Co., Inc. v. Am. Sec. Bank, N.A., 195 B.R. 66, 70 (S.D. Tex. 1996);
Cimarex Energy Co. v. Mauboules, 40 So. 3d 931, 950 n.5 (La. 2010) (“A mineral right is an
incorporeal immovable.”) (internal quotation marks omitted). But see Texaco, Inc. v. La. Land &
Exploration Co., 136 B.R. 658, 668 (M.D. La. 1992) (holding that a mineral lease is an executory
contract in Louisiana).
197. Compare United States’ Response to Motion for Summary Judgment at 4, NGP Capital Res.
Co. v. ATP, No. 12-03443 (Bankr. S.D. Tex. 2012), ECF No. 82 (“Classifying the award of an OCS
lease as the conveyance of a real property interest rather than a leasehold interest is inconsistent with the
nature of ATP’s interest in the OCS lease as defined under OCSLA.”), with Shell Petroleum, Inc. v.
United States, 2008 U.S. Dist. LEXIS 51180, at *16 (S.D. Tex. July 3, 2008) (noting that the United
States stipulated that “OCS leases are real property interests that are sold by the Minerals Management
Service (‘the MMS’) at public auction”).
198. See, e.g., United States’ Response to Motion for Summary Judgment at 4, NGP Capital Res.
Co. v. ATP, No. 12-03443 (Bankr. S.D. Tex. 2012), ECF No. 82 (“Classifying the award of an OCS
lease as the conveyance of a real property interest rather than a leasehold interest is inconsistent with the
nature of ATP’s interest in the OCS lease as defined under OCSLA.”).
199. See, e.g., NGP Capital Res. Co. v. ATP Oil & Gas Corp. (In re ATP Oil & Gas Corp.), No. 1236187ADV 12-03443, 2014 WL 61408 (Bankr. S.D. Tex. Jan. 6, 2014).
200. See supra note 198 and accompanying text.
201. See, e.g., Motion for Summary Judgment at 14–22, NGP Capital Res. Co. v. ATP, No. 1203443 (Bankr. S.D. Tex. Feb. 11, 2013), ECF No. 77.
202. See, e.g., Schaffer v. Tenneco Oil Co., 647 S.W.2d 446, 447 (Ark. 1983); Cannon v Cassidy,
524 P.2d 514 (Okla. 1975); LA. REV. STAT. ANN. § 31.212.23 (2007) (giving the court discretion to
dissolve the lease if there is gross abuse by the leaseholder). Additionally, a lease with the government
on government property may be dissolved if the government is not paid its royalty payments. 43 U.S.C.
§ 1334(d) (2012).
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provides otherwise or if there is applicable state law to the contrary.203 If a
lease may be cancelled for non-payment of royalties, an argument can be made
that bankruptcy courts should authorize the royalty payments to be paid after
the petition is filed even though such amounts represent pre-petition debts in
order to avoid forfeiture of a significant asset.204
Royalty creditors have statutory lien rights in some states, most notably in
Texas and Oklahoma,205 but if no such lien rights exist under state law, royalty
creditors are typically unsecured creditors under the Bankruptcy Code.206 For
example, Texas Business and Commerce Code § 9-343 provides a security
interest in favor of interest owners to secure the obligations of the first
purchaser of oil and gas production to pay for such production.207 A first
purchaser is defined under this statute as “the first person that purchases . . .
production . . . or an operator that receives production proceeds from a thirdparty purchaser . . . under [an agreement] . . . under which the operator collects
proceeds of production on behalf of other interest owners.”208 The term
“interest owner” is also construed broadly to afford protection to a wide swath
of royalty owners.209
The security interest of royalty holders in Texas is treated like a purchase
money security interest and is perfected automatically without the filing of a
financing statement.210 This lien attaches to oil and gas production and also the
identifiable proceeds of that production owned by, received by, or due to the
first purchaser (although a bona fide purchaser from the first purchaser takes
free from the lien).211 The statute provides that a perfected royalty owner with
the ability to trace proceeds will not have its interest extinguished by time, comingling, or the use of the proceeds for other purposes.212 However, as
203. A lease may also terminate if the party is not paying contractually due “shut in royalties” when
a lease is not producing but is so capable. Blackmon v. XTO Energy, Inc., 276 S.W.3d 600, 607 (Tex.
App.—Waco 2008, no pet.).
204. See, e.g., Order Granting Motion Regarding Payment of Funds, Bennu Oil & Gas, LLC v.
Bluewater Industries, L.P. (In re ATP Oil & Gas Corp.), No. 12-36187 (Bankr. S.D. Tex. 2014), ECF
No. 191.
205. See infra Appendix C, for a fifty-state survey of first purchaser and royalty liens.
206. Rhett G. Campbell, Significant Issues in Oil and Gas Bankruptcy Cases (1999), available at
http://www.tklaw.com/files/Publication/b230f92c-d2e1-4d67-bff9-d61599254ffb/Presentation/
PublicationAttachment/a1af9032-4b65-4f5a-88ac-016b4f48fc17/Significant%20Issues%
20in%20Oil%20and%20Gas%20Bankruptcy%20Cases%20(Campbell,%20R.).pdf.
207. TEX. BUS. & COMM. CODE ANN. § 9.343(a) (2011).
208. Id. § 9.343(r)(3).
209. In re Tri-Union Dev. Corp., 253 B.R. 808, 812–813 (Bankr. S.D. Tex. Oct. 4, 2000)
(“Consequently, th[e] definition [of interest owners] would seem to clearly include all royalty and
working interest owners.”).
210. TEX. BUS. & COMM. CODE ANN. § 9.343(b) & (f)(1).
211. In re Tri-Union, 253 B.R. at 813; TEXAS BUS. & COMM. CODE ANN. § 9.343(c)(1)(A).
212. In re Tri-Union, 253 B.R. at 813–814 (“When . . . the proceeds [from the sale of minerals from
the first purchaser to a bona fide purchaser] are either accounts or cash proceeds, the security interest
exists ‘for an unlimited time.’ . . . Simply stated, under section [9.343], the liens of the royalty and
working interest owners in the production of its cash or account proceeds were perfected and
enforceable as of the date of filing and were not susceptible to being cut off by a bona fide purchaser
under state law or section 545 of the Bankruptcy Code.”) (quoting TEXAS BUS. & COM. CODE ANN. §
9.343(c)(1)).
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discussed in more detail below, the Texas first purchaser lien statute, like
others, is not an automatic protection for royalty holders in complex
bankruptcies where other states’ laws regarding perfection might apply.213
D. Safe Harbor for Overriding Royalty Interests
Certain royalty owners have special protection under the Bankruptcy Code
safe harbor of § 541(b)(4)(B). Interests carved out of the working interest can
be divided into two broad categories: (1) overriding royalty interests (ORRIs),
which take a percentage of production before working costs are factored in;214
and (2) net profits interests (NPIs), which take a percentage of production
minus working costs.215 Only certain, true ORRIs—limited by time, quantity,
or value realized and free from production costs216—are not considered
property of the estate under Bankruptcy Code § 541(b)(4)(B).217 Thus, a debtor
may not avoid an ORRI holder’s interests through a rejection of a contract
under Bankruptcy Code § 365 because such interest is not property of the
estate.218 It does not matter whether the state law property interest is personal
or real under this safe harbor. Still, parties should be mindful to structure their
ORRIs so that they are true conveyances of royalties, instead of “disguised
financings” that may not qualify under Bankruptcy Code § 541(b)(4)(B), with
the holder instead being then treated as a creditor, not a property owner, in the
case.219
The Bankruptcy Court for the Southern District of Texas recently issued an
opinion outlining what factors might lead a court to conclude that a purported
ORRI was in fact a disguised financing instead of a sale in NGP Capital
Resource Co. v. ATP Oil & Gas Corp. (In re ATP Oil and Gas).220 In this
opinion, the bankruptcy court denied summary judgment for both sides on
whether the conveyance of an interest in minerals was a true sale of an ORRI or

213. See infra Part IV.A.
214. Foothills Tex., Inc. v. MTGLQ Investors, L.P. (In re Foothills Tex., Inc.), 476 B.R. 143, 149
(Bankr. D. Del. 2012) (“An important feature of overriding royalty interests is the fact that the interest is
free and clear of costs and expenses.”).
215. 8 PATRICK H. MARTIN & BRUCE M. KRAMER, WILLIAMS & MEYERS, OIL AND GAS LAW,
MANUAL OF TERMS 603, 675 (2013).
216. 11 U.S.C. § 101(42A) (2012).
217. Cf. Farwell v. Comm’r, 35 T.C. 454, 465–466 (T.C. 1960) (holding that an overriding royalty
is absolutely free from production costs.).
218. Though the leases to which ORRIs and NPIs attach may sometimes be rejected, due to the
passive role of ORRI and NPI interests, these are most likely not executory contracts that may be
rejected by an estate in the Fifth Circuit, the District of Delaware, and elsewhere. In re Foothills, 476
B.R. at 149; In re WRT Energy Corp., 202 B.R. 579, 583 (Bankr. W.D. La. 1996) (citing Murexco
Petroleum, Inc. v. Yaquinto (In re Murexco Petroleum, Inc.), 15 F.3d 60, 62–63 (5th Cir. 1994)); Pac.
Express, Inc. v. Teknekron Infoswitch Corp. (In re Pac. Express, Inc.), 780 F.2d 1482, 1487 (9th Cir.
1986).
219. See, e.g., Grace-Cajun Oil Co. No. 3 v. Fed. Deposit Ins. Corp., 882 F.2d 1008, 1011 (5th Cir.
1989); Major’s Furniture Mart, Inc. v. Castle Credit Corp., 602 F.2d 538, 545 (3d Cir. 1979).
220. NGP Capital Res. Co. v. ATP Oil & Gas Corp. (In re ATP Oil & Gas Corp.), No. 12-36187,
2014 WL 61408, at *2 (Bankr. S.D. Tex. Jan. 6, 2014).
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a disguised financing.221 The bankruptcy court noted that certain aspects of the
transaction suggested that the transaction was a disguised financing, most
notably the fact that the interest holder did not appear to be truly at risk due to
high interest rates and penalties that came into effect if production waned.222
These rates and penalties effectively assured the interest holder that it would
receive the “Total Sum” contemplated from its investment.223 The court further
noted that such terms could transform an ostensible sale into the “economic
equivalent” of a loan.224 The bankruptcy court also rejected arguments that the
labeling of the transaction as a sale should be dispositive of its character;
instead the substance of the transaction was pivotal in determining whether it
was a sale or a financing.225
E. M&M Liens226
In many states, mechanic’s and materialman’s (M&M) liens are granted by
state statute to parties that provide work or materials to upstream companies.
These liens are created by state law, and their characteristics, duration,
perfection requirements, scope, and other features vary. A fifty-state survey is
attached to this Article as a reference for review of individual state M&M lien
laws.227 Some states have adopted statutes that specifically grant M&M liens
to oil and gas vendors, while other states apply their general construction
M&M lien statutes to grant such liens.228 A minority of states exclude oil and
gas vendors from M&M lien protection.229 The scope of the liens that
encumber oil and gas properties varies as well, with some attaching to
production, the working interests (either all working interest or only the
working interest owned by the operator), equipment, or other related assets.230
For example, in Texas and Colorado, an M&M lien does not attach to a well’s
production231 but does attach to the working interest owned by the operator.232
221. Id. at *1.
222. Id. at *17.
223. Id. at *8–9.
224. Id. at *17 (citing Frankel’s Estate v. United States, 512 F.2d 1007, 1010 (5th Cir. 1975)).
225. Id. at *5 (citing Howard Trucking Co., Inc. v. Stassi, 474 So.2d 955 (La. Ct. App. 1985)).
226. See infra Appendix D, for a fifty-state survey of the scope of M&M liens.
227. Id.
228. Compare COLO. REV. STAT. § 38-22-101 (West 2007) (granting M&M liens to certain
vendors), with Amegy Bank Nat’l Ass’n v. Brazos M & E, Ltd. (In re Bigler LP), 458 B.R. 345 (Bankr.
S.D. Tex. 2011) (construing Tex. Prop. Code § 53.023 liberally to find that a supplier of materials or
labor in a drilling venture is awarded a mechanic’s lien).
229. See infra Appendix D, for a fifty-state survey of the scope of M&M liens.
230. Id.
231. Recently, the United States Bankruptcy Court for the Western District of Texas has ruled that,
given that a Texas M&M mineral lien does not attach to proceeds, a M&M lienholder could not assert a
claim for adequate protection for the Debtor’s use of cash proceeds during a bankruptcy. TXCO Res.,
Inc. v. Peregrine Petroleum, L.L.C. (In re TXCO Res., Inc.,) 475 B.R. 781 (Bankr. W.D. Tex. 2009).
Accordingly, a M&M lien holder in Texas and other States that do not have a lien on proceeds will need
to demonstrate some other kind of risk of depreciation to be entitled to adequate protection. Notably, a
Texas case holds that a mineral lien party may have a lien against production. Abella v. Knight Oil
Tools, 945 S.W.2d 847, 851 (Tex. App.—Houston [1st Dist.] 1997, no writ).
232. COLO. REV. STAT. §§ 38-22-101, 38-22-133; TEX. EST. CODE ANN. §§ 53.001–53.260, 56.001,
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In Mississippi, on the other hand, the M&M lien only attaches to fixed
machinery or buildings.233 States such as Utah, Oklahoma, and Nebraska grant
M&M lien holders a lien on the oil and gas produced,234 while Wyoming grants
M&M holders a lien on oil and gas produced, but not when that oil and gas is
owned by a separate owner other than the contracting party, such as a royalty
holder.235 In all states M&M liens need to be perfected in order to potentially
have superior priority against any liens attaching to oil and gas property
interests held by other creditors such as financial parties.236
When attempting the often complex administrative task of identifying and
analyzing the extent of M&M liens that encumber a specific oil and gas
property, parties should keep in mind the type of index an individual state
possesses. The majority of states, including Texas,237 have a grantor/grantee
system by which liens can be identified by examining the records of names of
the owners and their transferees with respect to the property.238 However, a
minority of states, including Oklahoma, have a “tract” indexing system,239
requiring the examination of records by reference to specific tract descriptions.
This is important because failure to index correctly under state law may cause
liens to be unperfected. For example, in In re Cornerstone, the Court ruled that
the lender failed to describe the tracts that the liens were intended to encumber
sufficiently under the Oklahoma tract indexing system, and thus the lender’s
mortgage did not put subsequent M&M lien claimants on constructive notice,
causing the subsequent M&M lien holders to have a higher priority than the
bank with respect to such tracts.240
Under Bankruptcy Code § 546(b), the rights and powers of a trustee under
the avoidance actions in Bankruptcy Code §§ 544, 545, and 549 are subject to
any M&M lien law that (a) permits perfection of an interest in property to be
effective against an entity that acquires rights in such property before the date
of perfection; or (b) provides for the maintenance or continuation of perfection
of an interest in property to be effective against an entity that acquires rights in
such property before the date on which action is taken to effect such
56.045 (West 2014); TEX. CIV. PRAC. & REM. CODE ANN. § 12.002 (West 2002); Mid-Am. Petroleum,
Inc. v. Adkins Supply, Inc. (In re Mid-Am. Petroleum, Inc.), 83 B.R. 937, 944 (Bankr. N.D. Tex. 1988)
(“The Claimants asserted that MAP, as the operator, was the agent for the Non-Operators and, as a
consequence, the interests of the Non-Operators were subject to their liens. This contention cannot be
sustained either as a matter of procedure or as a matter of law.”) (interpreting Texas state law).
233. MISS. CODE. ANN. §§ 85-7-131–157 (2011).
234. NEB. REV. STAT. §§ 52-110-159 (2010); OKLA. STAT. tit. 42, §§ 141-42-180 (2011); UTAH
CODE ANN. §§ 38-1a-1-29, 38-10-101 to -105, 38-11-101 to -302 (LEXIS 2011).
235. WYO. STAT. ANN. §§ 29-3-103–105 (2013).
236. This applies as well for M&M liens on OCS properties, so parties should file their liens with
the appropriate governmental body of the adjoining parish or county of the rig. Union Tex. Petroleum
Corp. v. PLT Eng’g, Inc., 895 F.2d 1043, 1052 (5th Cir. 1990).
237. Texas Consol. Oils v. Bartels, 270 S.W.2d 708, 711–12 (Tex. Civ. App.—Eastland 1954).
238. Id. (finding a grant of all rights, title, and interest in “all the [oil and gas] located anywhere
within the United States” sufficient where transferor was identified).
239. OKLA. STAT. tit. 19, § 298.
240. Baker Hughes Oilfield Operations, Inc. v. Union Bank of Ca., N.A. (In re Cornerstone E&P
Co., L.P.), 436 B.R. 830, 854–55 (Bankr. N.D. Tex. 2010).
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maintenance or continuation.241 If the applicable M&M lien law requires
seizure of property or commencement of an action to accomplish perfection, or
maintenance or continuation of perfection of an interest in property, and such
property has not been seized or such an action has not been commenced before
the date of the filing of the petition, then such interest in property can be
perfected, or perfection of such interest can be maintained or continued, by the
M&M lien creditor giving notice to the Debtor within the time fixed by law for
the seizure or commencement.242 As such, M&M lien creditors typically file
“546 Notices” in cases where they assert M&M liens against property of the
bankruptcy estate.243
A complicated area of the law exists regarding whether creditors that would
otherwise obtain M&M liens may perfect liens post-petition when their prepetition debt has already been paid in the hopes of avoiding being forced to
disgorge previously paid amounts in a preference or avoidance action. Most
states’ lien statutes require that a debt exist for a M&M holder to file a lien, and
thus some courts have ruled that parties have violated the automatic stay by
perfecting M&M liens post-petition when they were previously paid in full prepetition.244 In such instances, the filing of M&M lien statements was
determined to be outside the scope of the state M&M statute because a debt did
not then exist.245 However, parties may still be able to protect themselves from
preference actions by virtue of the fact that they could have filed for
perfection.246
M&M creditors may file 546 Notices or may perfect a lien even though most
creditors are enjoined from perfecting a lien after the filing of a bankruptcy
case without obtaining approval from the bankruptcy court for relief from the
automatic stay under the statutory protection of § 362(b)(3).247 Normally, if a
party takes an action regarding their lien without court permission, they face
actual or punitive damages for violation of the automatic stay.248 However,
M&M claimants enjoy a statutory protection for perfecting liens after the filing

241. 11 U.S.C. § 546(b)(1) (2012).
242. 11 U.S.C. § 546(b)(2).
243. See, e.g., Village Nurseries dba S. Counties Landscape v. Goudl (In re Baldwin Builders), 232
B.R. 406, 413 (B.A.P. 9th Cir. 1999).
244. Injunction against Knight Oil Tools LLC at 3, Delta Petroleum Corp. v. Knight Oil Tools LLC,
No. 12-150407 (Bank. D. Del. March 23, 2012); Injunction against Baker Hughes Oilfield Operations,
Inc. at 3, Delta Petroleum Corp. v. Baker Hughes Oilfield Operations, Inc., No. 12-50408 (Bank. D. Del.
March 23, 2012).
245. Id.
246. Trustee John Patrick Lowe v. Palmetco Inc. (In re N.A. Flash Found.), 298 Fed. App’x 355,
359 (5th Cir. Oct. 31, 2008) (this view has not been completely adopted by the Fifth Circuit and other
courts, which demand the imagined reconstruction of a case to a Chapter 7 liquidation to prove that a
M&M claimant was fully secured); Electron Corp. v. JCOR (In re Electron Corp.), 336 B.R. 809, 813
(B.A.P. 10th Cir. 2006). But see Official Comm. of Unsecured Creditors of 360Networks (USA) Inc. v.
AFF-McQuay, Inc. (In re 360Networks (USA) Inc.), 327 B.R. 187, 191 (Bankr. S.D.N.Y. 2005).
247. 11 U.S.C. § 362(a)(4) (prohibiting a creditor from taking “any act to create, perfect or enforce
any lien against property of the estate”).
248. See, e.g., Jove Eng’g, Inc. v. I.R.S. (In Re Jov Eng’g, Inc.), 92 F.3d 1539 (11th Cir. 1996).
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of bankruptcy under Bankruptcy Code § 362(b)(3)249 and may perfect their
statutory liens without violating the automatic stay. This exception was meant
to protect M&M lienholders from the “surprise” of a bankruptcy filing, which
would take away their state law statutory protection.250
Bankruptcy Code § 362(b)(3) applies because most state M&M lien statutes
allow perfection to “look back” to the time that the work began or supplies
were delivered to the Debtor as long as the M&M lien is filed correctly and
within the statutory period.251 Thus, parties that performed pre-petition work
but failed to perfect their liens before the filing of a bankruptcy will be
permitted to perfect their interest after the bankruptcy filing. In some states,
the M&M lien priority relates back to the time the M&M claimant first
provided work on the well, potentially giving the claimant the opportunity to
prime competing perfected interests.252

249. 11 U.S.C. § 362(b)(3).
250. S. REP. NO. 95-989, at 86 (1978), reprinted in 1978 U.S.C.C.A.N. 5787, 6327.
251. See Appendix D, for a fifty-state survey of the scope of M&M liens.
252. Yobe Elec. Inc. v. Graybar Elec. Co. (In re Yobe Elec. Inc.), 728 F.2d 207, 208 (3d Cir. 1984);
In re Aznoe Agribiz Inc., 416 B.R. 755, 765–66 (Bankr. D. Mont. 2009).
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F. Bankruptcy Code § 503(b)(9) Administrative Claims and
State Law Reclamation
Under Bankruptcy Code § 503(b)(9), certain vendors and suppliers have an
administrative claim for the value of any goods delivered within twenty days
before the bankruptcy filing.253 This is beneficial, as administrative claims
must be paid for a plan of reorganization or liquidation to be confirmed and are
given a higher priority than other unsecured creditors.254 If classified as
“goods,” pipe, drilling mud, and other oilfield consumables sold to the Debtor
without payment within twenty days of the petition date may fall under this
statutory protection.255 Indeed, gas delivered has also been held to be a “good”
under Bankruptcy Code § 503(b)(9).256 The amount that a creditor may recover
for goods sent, however, is not settled. The value may be the market price at
the time of receipt, or it might be the contract price between the parties.257
There is currently a dispute as to whether Bankruptcy Code § 503(b)(9)
applies only to vendors that deliver “goods” in a traditional sense or can be
expanded to contractors that provide services that result in the receipt of a
benefit that is severable from skill or talent such as a power company that
provides electricity. Some courts have ruled that things such as electrical
power are not traditional goods protected under Bankruptcy Code § 503(b)(9) if
they are “not movable at identification.”258 Other courts, however, have ruled
that things such as electricity are something more than a service and are goods
under Bankruptcy Code § 503(b)(9).259
If a party sells a hybrid of goods and services, as is often the case with
upstream energy companies, the creditor may collect the value of the goods
delivered within twenty days of the filing and hope to collect the value of
services by other means such as filing a general unsecured claim. In the
meantime, courts will continue to struggle with whether more amorphous value
provided to the estate such as electricity are goods covered under Bankruptcy
Code § 503(b)(9).260
253. 11 U.S.C. § 503(b)(9).
254. Id. §§ 503, 1129.
255. Additionally, work done to improve an oil and gas estate after the petition is filed may qualify
as an administrative expense. Compass Bank v. N. Am. Petroleum Corp. USA (In re N. Am. Petroleum
Corp. USA), 445 B.R. 382, 400–402 (Bankr. D. Del. 2011), vacated (June 22, 2011)) (holding that the
operators had administrative expense claim against estates for all saltwater disposed of by operators
postpetition).
256. In re NE Opco, Inc., 501 B.R. 233, 237 (Bankr. D. Del. 2013) (stating “it is undisputed that
natural gas is a good [under § 503(b)(9)]”).
257. In re Pilgrim's Pride Corp., 421 B.R. 231, 242–43 (Bankr. N.D. Tex. 2009) (“Congress thus,
pointedly, left to the courts determination of value to a debtor of goods received, rather than simply
providing priority treatment for any claim arising from the delivery of goods. . . . Congress, in section
506(a)(1), has recognized that the same property may be valued differently depending on the
circumstances.”). The court ultimately found value of natural gas was market price and not contract
price under Bankruptcy Code § 503(b)(9). Id. at 243–44.
258. Id. at 237; see also In re NE Opco, Inc., 501 B.R. at 259–260; In re Samaritan Alliance, LLC,
No. 07-50735, 2008 WL 2520107, at *4 (Bankr. E.D. Ky. June 20, 2008).
259. GFI Wis., Inc. v. Reedsburg Util. Comm’n, 440 B.R. 791, 798–800 (W.D. Wis. 2010).
260. Hudson Energy Servs., LLC v. A&P (In re Great Atl. & Pac. Tea Co.), 498 B.R. 19, 22–24
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Additionally, a party may also assert state law reclamation rights, which are
immune from the automatic stay by virtue of Bankruptcy Code § 546(c)
through statutes such as Texas Business and Commerce Code § 2.702 (which
allows a seller to reclaim goods upon the discovery of a buyer’s insolvency).261
There is debate as to whether the Bankruptcy Code provides a substantive
remedy for reclamation, but parties may still use state law to assert a
reclamation claim for goods sent in addition to the potential receipt of cash for
an administrative claim pursuant to Bankruptcy Code § 503(b)(9).262
G. Joint Operating Agreements
JOAs are common in the oil and gas industry and typically govern the
relationship among working interest owners. JOAs are frequently based on a
form issued by the American Association of Petroleum Landmen (AAPL), last
modified in 1989.263
Numerous provisions in the AAPL model form of JOA are implicated
during a reorganization, such as the holding and application of funds by the
operating working interest owner,264 the covenant to keep the working interest
free and clear of liens,265 detailed authorization for expenditures provisions
setting forth funding of work and the effect of failing to fund,266 the process for
funding and participations in subsequent operations of the well,267 joint interest
billings (JIBs) to be paid by non-operating working interest owners to the
operator, granting of liens and security interests,268 preferential rights to
purchase or consent rights,269 memorandums of the JOA for public filing
purposes,270 and recoupment by working interest owners.271 The AAPL form
can be modified by parties and often contains provisions unique to the specific
transaction.272 These additions and non-standard provisions may greatly impact
the treatment and issues relating to a JOA in the reorganization process.
If one party to a JOA files for bankruptcy, the counterparty could be left
(S.D.N.Y. 2013) (remanding the issue to bankruptcy court for evidentiary hearing).
261. 11 U.S.C. § 362(b)(24) (2012).
262. Rhett G. Campbell, A Survey of Oil and Gas Bankruptcy Issues, 5 TEX. J. OIL GAS & ENERGY
L. 265, 286 (2010).
263. Four forms have been issued by the AAPL, in 1956, 1977, 1982, and 1989. Timothy W.
Dowdy, A.A.P.L. Form 610 Model Operating Agreement: Selected Provisions Impacting Onshore
Producing Property Transfers, 47 ROCKY MTN. MIN. L. INST. 13 (2001).
264. 7 WEST'S TEX. FORMS, MINERALS, OIL & GAS § 13:1 (4th ed. 2013) (addressing the Model
Form Operating Agreement—A.A.P.L. Form 610-1989).
265. Id. art. VI(B)(2)(b).
266. Id. art. VII.
267. Id. art. VI(B).
268. Id. art. VII(B).
269. Id. art. VIII(F).
270. Id. art. XIII.
271. Id. art. VI(B).
272. Mark A. Mathews & Christopher S. Kulander, Additional Provisions to Form Joint Operating
Agreements, OIL, GAS & ENERGY RESOURCES LAW SECTION REPORT, STATE BAR OF TEXAS, Vol. 33,
No. 2, at 39–40 (Dec. 2008) (many “old hands” have standardized this Article VI flexibility to their own
wishes when negotiating JOAs).

PAGE 163

67

40

TEXAS JOURNAL OF OIL, GAS, AND ENERGY LAW

[Vol. 10:1

with significant pre-petition claims as well as additional issues in operations.
For this reason, parties seek to have their rights under the JOA secured by
contractual liens. The AAPL-form JOA grants counterparties consensual liens
in the property subject to the JOA and related collateral.273 These liens, while
potentially valuable for JOA parties, are not perfected automatically and must
be properly perfected under applicable state law. Like other consensual liens,
there is a potential that other liens may pre-date and be superior to JOA liens.274
Another possible remedy for a party is the right of recoupment in a JOA.275
Recoupment is similar to “netting-out” but only applies to a singular contract or
transaction.276 A JOA that allows recoupment will allow a creditor JOA party
to withhold amounts owed under the contract to offset debts under the same
contract.277 Recoupment applies to both pre-petition and post-petition debts,278
and in exercising a recoupment right a party does not violate the automatic
stay.279 Parties should be cautious, however, in case there is disagreement over
whether recoupment is allowed under the JOA, whether the JOA is a single
agreement, or whether the court has issued an order forbidding recoupment.
H. JOA Executory Contract Issues: Assumption and Rejection
A JOA may be considered an executory contract subject to Bankruptcy Code
§ 365.280 As an executory contract, it may be rejected in a bankruptcy case.
After rejection, the working interests in the project are not eliminated, and in
most states the parties’ relationship is governed by the laws of co-tenancy.281
An alternative to rejection is the assumption, or assumption and assignment, of
the JOA by the bankruptcy estate. If the Debtor elects to assume the contract, it
must cure all defaults under the JOA, and these cure costs must be paid

273. 7 WEST'S TEX. FORMS, MINERALS, OIL & GAS § 13:1 at art. VII(B).
274. A lien is valid when agreed to between contracting parties. TEX. EST. CODE ANN. § 13.001(b)
(West 2014); Floyd v. Rice, 444 S.W.2d 834, 836 (Tex. Civ. App.—Beaumont 1969, writ ref'd n.r.e.).
Perfection is only relevant when there are competing claims on the collateral. See, e.g., TEX. EST. CODE
ANN. § 13.001(a).
275. Lightfoot v. Huffman (In re Brown), 325 B.R. 169, 175–76 (Bankr. E.D. La. 2005) (“Setoff is
asserted to reduce or extinguish a creditor's claim against the Debtor when the mutual debt and claim
contemplated are generally those arising from different transactions. . . . Recoupment, on the other
hand, is the setting up of a demand arising from the same transaction as the plaintiff's claim or cause of
action, strictly for the purpose of abatement or reduction of such claim.”) (internal quotation marks
omitted).
276. Kosadnar v. Metro. Life Ins. Co. (In re Kosadnar), 157 F.3d 1011, 1015 (5th Cir. 1998)
(“There is no general standard governing whether events are part of the same or different transactions.
‘Given the equitable nature of the [recoupment] doctrine, Courts have refrained from precisely defining
the same-transaction standard, focusing instead on the facts and the equities of each case.’” (alteration in
original) (quoting United States ex rel. U.S. Postal Serv. v. Dewey Freight Sys., Inc., 31 F.3d 620, 623
(8th Cir. 1994)).
277. Also, parties may have common law recoupment rights.
278. Sacramento Mun. Util. Dist. v. Mirant Ams. Energy Mktg., LP (In re Mirant Corp.), 318 B.R.
377, 381–82 (Bankr. N.D. Tex. 2004).
279. See Malinowski v. N.Y. State Dep’t of Labor (In re Malinowski), 156 F.3d 131, 133 (2d Cir.
1998); Holford v. Powers (In re Holford), 896 F.2d 176, 179 (5th Cir. 1990).
280. Wilson v. TXO Prod. Corp. (In re Wilson), 69 B.R. 960, 963 (Bankr. N.D. Tex. 1987).
281. Id.
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promptly upon assumption, or the Debtor must provide adequate assurance that
it will promptly cure such defaults.282 Assumption of a JOA by a debtor is
often preferred by a JOA counterparty because the alternative of rejection
results in a potential unsecured claim, co-tenancy, and no required curing of
defaults (although a party may qualify for an administrative claim if it provides
qualifying benefits to the estate).
As noted above, the time between the petition date and any rejection or
assumption of the JOA has been referred to as the “twilight zone” because an
executory contract is enforceable by, but not against, a debtor-in-possession.283
Until an executory contract has been assumed or rejected, the Bankruptcy Code
relieves the Debtor of his or her duty to perform,284 but, whether the Debtor
performs or not, the non-Debtor must perform until assumption or rejection.285
Indeed, in a refinery case, one court stated:
Until [assumption or rejection] . . . the status of the non-debtor party’s
claims against the estate is held in stasis, pending the estate’s decision.
Were it otherwise, this party would enjoy a privileged position vis-a-vis
other creditors, able to use the estate’s need for the contract to extract
special treatment, even though the contract might ultimately be rejected
and the creditor would thereafter have no priority over other unsecured
creditors. Until the estate elects to assume the contract, with the approval
of the court, and with prior notice and opportunity for hearing to other
creditors, the Bankruptcy Code deems it inappropriate to accord the non286
debtor party to an executory contract any special position or influence.

In In re Wilson, the court found that in the “twilight zone” there was at first
no enforceable contract and the local law of co-tenancy applied.287 Under
Texas co-tenancy law, when one co-tenant incurred expenses beneficial to the
property, that co-tenant could deduct its reasonable costs from oil and gas
received before accounting to the non-participating co-tenant for their share of
production.288 Thus, the court found that post-petition production could be

282. 11 U.S.C. § 365(b)(1) (2012).
283. See N.L.R.B. v. Bildisco & Bildisco, 465 U.S. 513, 532 (1984); United States ex rel. U.S.
Postal Serv. v. Dewey Freight Sys, Inc., 31 F.3d 620, 624 (8th Cir. 1994); Univ. Med. Ctr. v. Sullivan
(In re Univ. Med. Ctr.), 973 F.2d 1065, 1075 (3d Cir. 1992); In re Broadstripe, LLC, 402 B.R. 646, 656
(Bankr. D. Del. 2009); Interstate Gas Supply, Inc. v. Wheeling Pittsburgh Steel Corp. (In re PittsburghCanfield Corp.), 283 B.R. 231, 238 (Bankr. N.D. Ohio 2002); Allied Fire & Safety Equip. Co. v. Dick
Enters., Inc., 972 F. Supp. 922, 928 (E.D. Pa. 1997); In re THW Enters., Inc., 89 B.R. 351, 354 (Bankr.
S.D.N.Y. 1988); In re Wilson, 69 B.R. at 966.
284. Krafsur v. UOP (In re El Paso Refinery, L.P.), 196 B.R. 58, 72 (Bankr. W.D. Tex. 1996).
285. Pub. Serv. Co. of N.H. v. N.H. Elec. Coop., Inc. (In re Pub. Serv. Co. of N.H.), 884 F.2d 11, 14
(1st Cir. 1989) (stating that creditors are bound to honor executory contracts until the Debtor commits
itself to assumption or rejection); In re Mirant Corp., 303 B.R. 319, 328 (Bankr. N.D. Tex. 2003); In re
El Paso Refinery, 196 B.R. at 72.
286. In re El Paso Refinery, LP, 220 B.R. 37, 43 (Bankr. W.D. Tex. 1998).
287. In re Wilson, 69 B.R. at 965–66.
288. Id.
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charged against post-petition obligations.289 The Debtor could offset postpetition benefits but still had to account to its counterparty as the Debtor was
still reaping the benefits of the oil and gas production.290 This case has been
criticized by some commentators.291 The powers of parties when the Debtor is
an operator in the twilight zone has not been definitively decided under case
law.292
I. Alternatives to JOAs
A JOA, although preferred, is not mandatory for multiple working interest
owners to produce oil and gas. In most states, the default legal relationship of
parties with interests in the same oil and gas lease is that of “co-tenants,” with
both parties being allowed to exploit the minerals.293 An accounting is
commonly required by the risk-taking party if minerals are produced.294 Cotenants in most states do not owe each other any heightened duty,295 and
because the non-producing tenant is entitled to an accounting and payment of
proceeds after costs are paid, the non-producing co-tenant generally gets a free
look at the quality of the well with the producing co-tenant taking all the
risk.296 This free rider issue, the limited rules for production, and the undefined
ongoing relationship between the working interest owners makes co-tenancy a
less preferred means to exploit minerals for many oil and gas companies.
Additionally, a lessee may “pool” adjoining tracts of land into one singular
tract in terms of payment, which often permits the lessees to meet the minimum
well spacing requirements. Pooling essentially “effects a cross-conveyance
among the owners of minerals under the various tracts . . . so that they all own
undivided interest under the unitized tract.”297 While pooling is allowed in a
voluntary fashion in most states, it may be forced upon mineral interest owners
in some states such as Oklahoma298 and Pennsylvania.299 Pooling is highly
state law specific, and the specifics of the state pooling statute will determine
the effect of its pooling regime on the bankruptcy and reorganization process.

289. Id.
290. Id.
291. Rhett G. Campbell, A Survey of Oil and Gas Bankruptcy Issues, 5 TEX. J. OIL GAS & ENERGY
L. 265, 303–04 (2010) (stating Wilson reaches a “harsh” and “improper” result); see also Charles A.
Beckham Jr. et. al., Oil and Gas Leases: They’re Not Just in Texas Anymore; They’re Fracking
Everywhere!, 32nd Annual Jay L. Westbrook Bankruptcy Conference, November 21-22, 2013, Austin,
Texas, p. 7 (questioning the holding of Wilson and the fact that a JOA should be considered an
executory contract entirely, instead of being split into executory and non-executory parts).
292. See supra note 276 and accompanying text.
293. 1 EUGENE KUNTZ, A TREATISE ON THE LAW OF OIL & GAS 140–41 (1987).
294. In re Wilson, 69 B.R. at 963.
295. Britton v. Green, 325 F.2d 377, 383 (10th Cir. 1963).
296. KUNTZ, supra note 293, at 140–41.
297. Montgomery v. Rittersbacher, 424 S.W.2d 210, 213 (Tex. 1968).
298. OKLA. STAT. tit. 52, § 87.1 (2011).
299. 58 PA. STAT. ANN. § 34.1 (West 2001).
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J. Farmouts and Bankruptcy Code § 541(b)(4)(A)
Bankruptcy Code § 541(b) states:
Property of the estate does not include—
....
(4) any interest of the [D]ebtor in liquid or gaseous hydrocarbons to the
extent that—
(A)(i) the [D]ebtor has transferred or has agreed to transfer such interest
pursuant to a farmout agreement or any written agreement directly related
to a farmout agreement.300

Further, the code defines the term “farmout agreement” as a written
agreement in which:
(A) the owner of a right to drill, produce, or operate liquid or gaseous
hydrocarbons on property agrees or has agreed to transfer or assign all or a
part of such right to another entity; and
(B) such other entity (either directly or through its agents or its assigns), as
consideration, agrees to perform drilling, reworking, recompleting, testing,
or similar or related operations, to develop or produce liquid or gaseous
hydrocarbons on the property.301

Only one case, Texas Gas Corp. v. Forcenergy Onshore, Inc., has
substantively addressed Bankruptcy Code § 541(b)(4)(A).302 Texas Gas stated
that under Bankruptcy Code § 541(b)(4)(A) the term “farmout” has been
“interpreted more broadly than is typical in the oil and gas industry.”303 This
opinion was referring to the potentially expansive statutory definition given to
farmout agreements in the Bankruptcy Code that goes beyond the typical
requirement that the farmee actually drill or become primarily responsible for
the operation’s success. This statement in Texas Gas does appear to be dicta,
as the dispute was between a farmor corporation and a farmee driller.304
However, the text of the statute coupled with the legislative history of
Bankruptcy Code § 541(b)(4)(A) does suggest that the term farmout possibly
extends to vendors that provided auxiliary services on a drill site. Indeed, the
legislative history seems not only concerned with blocking financiers from
300. 11 U.S.C. § 541(b)(4)(A) (2012).
301. 11 U.S.C. § 101(21A).
302. See TransTexas Gas Corp. v. Forcenergy Onshore, Inc., No. 13-10-00446-CV, 2012 WL
1255218 (Tex. App.—Corpus Christi 2012, pet. denied).
303. Id. at *7 (citing R. Campbell & D. Bennett, Bankruptcy in the New Millennium: Energy,
Insolvency and Enron, 48 ROCKY MTN. MIN. L. INST. 18, 19 (2002)).
304. Id.
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seeking protection from the farmout exception305 but also with protecting “very
small businesses” that perform work on an oil and gas site, even if that work is
not substantial.306
K. Plugging and Abandonment
1. Abandonment Under the Bankruptcy Code
Under Bankruptcy Code § 554, the trustee or estate may abandon property
so that the abandoned property’s liabilities and responsibilities will vest in the
Debtor entity with the bankruptcy estate being cleared of these future
burdens.307 This ability to abandon property under the Bankruptcy Code often
conflicts with the statutory obligation of a well operator to properly plug its
shut-in wells because every well that is drilled must eventually be plugged
when it stops producing.308 The plugging process is expensive, and bankrupt
parties with cash flow issues often struggle to fund these obligations.
Therefore, governmental entities and contractual counterparties often require
the posting of bonds that can only be redeemed after a well is plugged or after
the operator posts other financial assurances.309
The Supreme Court in Midlantic National Bank v. New Jersey Department
of Environmental Protection held that the abandonment power under the
Bankruptcy Code is not unlimited and the estate may be barred from
abandoning property and the related obligations if these obligations concern
compliance with civil or criminal law.310 Midlantic stated in a footnote:
This exception to the abandonment power vested in the trustee by § 554 is
a narrow one. It does not encompass a speculative or indeterminate future
violation of such laws that may stem from abandonment. The
305. See H.R. REP. NO. 102-474, at 8–10 (1992), reprinted in 1992 U.S.C.C.A.N. 2271, 2277 (“The
protection of the amendment is not intended to apply to parties loaning funds to farmors or to other
passive financial participants. As Ken N. Klee, testifying on behalf of the National Bankruptcy
Conference noted: ‘[The statutory language is] only going to protect the farmee and the farmees
creditors. . . . [The definition of farmout agreement] requires the entity to perform drilling, rework, and
do other kinds of things on the property. The investors, who go ahead and act as participants with
respect to the owners interest in this, don’t do that. So the farmee is going to be protected by this, but
the participants who invest in the farmor are not.’”) (alterations in original) (quoting Ken N. Klee’s
testimony before the Subcommittee on Economic and Commercial Law).
306. See id. (“‘[The focus of the oil and gas farmout legislation is] very small business[es]. They
operate many times drilling on their neighbor’s land. They’re in very rural areas of the United States for
the most part. [The legislation is] not something that is going to go as a big windfall to a large company.
In fact, it’s probably just the reverse, because as was pointed out, the situation is that many of the larger
companies are the ones who farm out properties, so the situation is its mostly small companies out there
that this [bill] will provide equity to.’”) (alterations in original) (quoting testimony before the
Subcommittee on Economic and Commercial Law).
307. 11 U.S.C. § 554 (2012).
308. Plugging and abandonment is a distinct obligation for a debtor’s right to abandon property. In
re Am. Coastal Energy Inc., 399 B.R. 805, 809–810 (Bankr. S.D. Tex. 2009).
309. See, e.g., TEX. NAT. RES. CODE ANN. § 91.104 (West 2014). Additionally, some parties may
be exempted from having to post a bond if they are viewed as financially secure enough.
310. Midlantic Nat’l Bank v. N.J. Dep't of Env’t Prot., 474 U.S. 494, 495 (1986).
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abandonment power is not to be fettered by laws or regulations not
reasonably calculated to protect the public health or safety from imminent
and identifiable harm.311

Courts following Midlantic have split in interpreting this exception. The
majority view holds that the exception to the trustee’s abandonment power only
arises when there is likely imminent harm to the public.312 Under this analysis,
whether property is currently not in compliance with environmental or other
regulatory law is merely a precursor to the estate being barred from its
abandonment power.313 For example, in Guterl Special Steel Corp., the court
found that even though a parcel of the Debtor’s property that had at one point
been used to enrich uranium was in violation of state law regarding
radioactivity levels, this land did not pose an imminent danger because it had
not been tended to for eight years and the relevant enforcement agency’s apathy
was only broken by the Debtor filing for bankruptcy.314 Thus, the court
allowed abandonment of the property even though the Debtor had unfulfilled
legal and environmental duties concerning the land.315
Courts in the Fifth Circuit have addressed the estate’s ability to abandon
property that contains unplugged wells under Midlantic. In In re H.L.S., the
Fifth Circuit addressed whether an estate could have abandoned wells with
outstanding plugging liability.316 The Fifth Circuit held, “[A] bankruptcy
trustee may not abandon property in contravention of a state law reasonably
designed to protect public health or safety . . . under Texas law, the owner of an
operating interest is required to plug wells that have remained unproductive for
a year.”317
Thus, the Fifth Circuit held that the Trustee in H.L.S. was forbidden from
abandoning the property that had outstanding plugging liability without
addressing the question of whether there was a risk of imminent harm to the
public.318
The American Coastal court relied on H.L.S. in taking a bright line approach
to the duty of the estate to plug wells, explicitly eschewing any “imminent
harm” test.319 The court held that the inquiry as to whether the Trustee could
abandon property ended if the property that the estate sought to abandon was in

311. Id. at 507 n.9.
312. In re Old Carco LLC, 424 B.R. 650, 661 (Bankr. S.D.N.Y. 2010); In re Unidigital, Inc., 262
B.R. 283, 286–87 (Bankr. D. Del. 2001) (listing cases); In re Nat'l Gypsum Co., 139 B.R. 397, 413
(N.D. Tex. 1992); John W. Ames & David W. Houston IV, Toxins-Are-Us: Abandonment of
Contaminated Land: A Toxic Quandary, 24-7 AM BANKR INST. J. 40, 41 (2005).
313. Ames, supra note 312, at 40.
314. In re Guterl Special Steel Corp., 316 B.R. 843, 858 (Bankr. W.D. Pa. 2004).
315. Id. at 861.
316. Tex. v. Lowe (In re H.L.S. Energy Co.), 151 F.3d 434, 436 (5th Cir. Tex. 1998).
317. Id. at 438 (citation omitted).
318. Id. at 434.
319. In re Am. Coastal Energy, 399 B.R. 805, 813 (Bankr. S.D. Tex. 2009); In re H.L.S. Energy,
151 F.3d at 436.
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violation of environmental law, as environmental law was meant to protect the
public, and the court did not believe it was proper for it to engage in an analysis
of whether an environmental violation was truly dangerous.320
The court in American Coastal did note, “[T]he Supreme Court [in
Midlantic] has left open the possibility that environmental liabilities may be so
significant in relation to the debtor’s ability to pay that characterizing all or a
portion of an environmental claim as an administrative expense may unduly
‘interfere with the bankruptcy adjudication itself.’”321 Though the court noted
that there was no danger to the bankruptcy process,322 the inclusion of the quote
in the opinion suggests that in an extraordinary case the court might be
amenable to entertaining an argument that the Debtor could abandon properties
if the alternative was devastating to a bankruptcy case. Though the same court
was not persuaded in a later case to loosen its holding from American Coastal
when the Debtor argued that it should permit abandonment because a coobligor, non-debtor was liable for these claims.323
2. Administrative Claim
The issue of whether a governmental unit that undertakes clean-up, plugging
and abandonment, or other remediation costs would be able to bring an
administrative claim or would simply have an unsecured claim is related to the
above analysis of whether the estate can abandon burdensome property. If the
property cannot be abandoned, then the estate will be more likely to have
benefitted from any costs that are necessary to keep the property in a legal and
safe condition.324 Additionally, in order for a claim to be administrative, it
needs to arise post-petition.325
In H.L.S., the Fifth Circuit addressed wells that had ceased production one
year prior to the bankruptcy case and ones that ceased production during the
bankruptcy and, according to Texas law, needed to be plugged within one year
after their disuse.326 These wells were plugged by the state of Texas, which
brought an administrative claim for its work.327 As the deadline for plugging
all wells occurred after the bankruptcy petition, plugging liability outstanding
for these wells arose post-petition.328 The H.L.S. court therefore found that as
320. In re Am. Coastal, 399 B.R. at 813.
321. Id. at 814 (quoting Midlantic Nat’l Bank v. N.J. Dep't of Env’t Prot., 474 U.S. 494, 507
(1986)).
322. Id.
323. In re ATP Oil & Gas Corp., No. 12-36187, 2014 WL 1047818, at *7–8 (Bankr. S.D. Tex.
March 18, 2014).
324. See, e.g., In re Insilco Techs., Inc., 309 B.R. 111, 115 (Bankr. D. Del. 2004) (“[C]ourts have
found that when a debtor cannot abandon property, the costs incurred by a State agency to remediate it
will be accorded administrative expense treatment because the expenses incurred to remove the threat
are necessary to preserve the estate.”); In re Unidigital, Inc., 262 B.R. 283, 289 (Bankr. D. Del. 2001).
325. See, e.g., In re Pugh Shows, Inc., 307 B.R. 50, 57 (Bankr. S.D. Ohio 2004).
326. H.L.S. Energy Co. v. Lowe, 151 F.3d 434, 434 (5th Cir. 1998).
327. Id. at 436.
328. Id. at 438.
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the estate was saddled with the post-petition duty to plug wells, the plugging
work undertaken was a benefit to the estate and the state of Texas could have
an administrative claim for the plugging of the wells.329
The American Coastal court expanded H.L.S.’s scope and found that, though
the need for plugging might have initially arisen pre-petition, any work done in
furtherance of plugging and abandonment post-petition could qualify for an
administrative expense claim.330 As the court in American Coastal explained,
plugging and abandonment obligations were “continuing” and “ar[ose] anew
with the passage of each day.”331 Thus, outstanding plugging and abandonment
obligations that arose pre-petition may be considered as post-petition,
administrative claims.332
L. Sales Under Bankruptcy Code § 363
Bankruptcy Code § 363 has become one of the most useful statutes under
the Bankruptcy Code in energy reorganizations because it permits sales of
bankruptcy estate property “free and clear” of liens.333 The trustee may sell
property under Bankruptcy Code § 363 free and clear of any interest in such
property of an entity other than the estate, only if:
(1) applicable nonbankruptcy law permits sale of such property free
and clear of such interest;
(2) such entity [holding the interest] consents;
(3) such interest is a lien and the price at which such property is to be
sold is greater than the aggregate value of all liens on such property;
(4) such interest is in bona fide dispute; or
(5) such entity could be compelled, in a legal or equitable proceeding,
to accept a money satisfaction of such interest.334
These interests include liens, claims, and certain encumbrances but do not
generally include easements or covenants that run with the land.335 The trustee
also cannot sell free and clear of a co-owner’s interests or other person’s
property interests unless there is compliance with special statutory
329. Id. at 434.
330. In re Am. Coastal Energy, 399 B.R. 805, 813 (Bankr. S.D. Tex. 2009) (citing In re Nat’l
Gypsum Co., 139 B.R. 397, 413 (N.D. Tex. 1992)).
331. Id. at 811.
332. Id.
333. See 11 U.S.C. § 363(f), (g) (2014).
334. 11 U.S.C. § 363(f).
335. See, e.g., Newco Energy v. Energytec, Inc. (In re Energytec, Inc.), 739 F.3d 215, 224–25 (5th
Cir. 2013) (transportation fees and rights attached to gas pipeline are covenants running with the land
and, thus, are “interests”); Gouveia v. Tazbir, 37 F.3d 295, 299–300 (7th Cir. 1994).

PAGE 171

75

48

TEXAS JOURNAL OF OIL, GAS, AND ENERGY LAW

[Vol. 10:1

protections.336 A sale free and clear requires a notice of sale be sent to all
creditors or parties who have liens or other interests in the assets being sold.337
This frequently requires notice to numerous oil and gas counterparties, oil and
gas lessors, creditors, and regulatory authorities.
Secured creditors may credit bid their claims in a sale under Bankruptcy
Code § 363.338 Even in such case, there may be cash payments required as part
of the credit bid as shown by the ATP Bankruptcy where the court approved a
sale of a substantial amount of the Debtor’s assets through a credit bid of the
Debtor-in-possession lender where certain senior M&M lienholders received,
in cash, the full value of their secured lien claims on the assets.339 Therefore,
the DIP lender, though its total bid for the assets was far less than its total debt,
paid $55 million into a cash reserve fund to pay off certain senior M&M lien
holders. Though the modern trend is becoming more and more favorable to
using Bankruptcy Code § 363 as an end-goal of many complex
reorganizations,340 some courts prohibit or limit such sales as impermissible
“sub rosa” plans (the Debtor undertaking activities that are essentially a
bankruptcy plan without following plan procedures) when the Debtor is selling
substantially all of its assets or major assets.341
Sales of oil and gas assets can be either inside or outside of the ordinary
course of business.342 The Debtor’s business judgment is the test for approval
of a sale.343 Thus, under Bankruptcy Code § 363, providing a transparent
marketing process is useful because it helps to support the Debtor’s business
judgment. The Bankruptcy Code § 363 sale process to obtain approval of a
sale of the Debtor’s assets is typically subject to higher or better offers pursuant
to a marketing process and auction. There is potential to obtain approval of a
stalking horse with a break-up fee to ensure a minimum bid and a floor. Noshop type agreements with a buyer are generally not favored given the debtor’s
fiduciary duty, but there may be a short “go dark” period prior to the formal
commencement of the marketing process. When appropriate, a debtor seeks
court approval of bidding procedures that can include a minimum bid and
minimum bidding increment, deposit and evidence of financial ability to
consummate a sale, due diligence provisions and access/confidentiality

336. See supra Part II.A.
337. See FED. R. BANKR. P. 2002(a)(2), 6006(a), 6006(c) (2010).
338. 11 U.S.C. § 363(k).
339. Final Order (A) Approving the Sale of Certain of the Debtor's Assets Free and Clear of Claims
and Liens and (B) Approving the Assumption and Assignment of Contracts and Leases, ATP Oil & Gas,
No. 12-36187 (Bankr. S.D. Tex. Oct. 17, 2013).
340. See generally Jacob A. Kling, Rethinking 363 Sales, 17 STAN. J.L. BUS. & FIN. 258 (2012).
341. In re Gulf Coast Oil Corp., 404 B.R. 407, 416 (Bankr. S.D. Tex. 2009) (citing Pension Benefit
Guar. Corp., Cont’l Air v. Lines, Inc. (In re Braniff Airways, Inc.), 700 F.2d 935 (5th Cir. 1983)).
342. 11 U.S.C. § 363(b)(1), (c)(1).
343. See, e.g., Institutional Creditors of Cont’l Air Lines, Inc. v. Cont’l Air Lines, Inc. (In re Cont’l
Air Lines Inc.), 780 F.2d 1223, 1226 (5th Cir. 1986) (“[F]or a debtor-in-possession or trustee to satisfy
its fiduciary duty to the debtor, creditors and equity holders, there must be some articulated business
justification for using, selling, or leasing the property outside the ordinary course of business.”).
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agreements, requirements of a qualified bid, procedures for designating assets
and for assumption and assignment of contracts, and notice procedures,
including potential publication notice. Some sales procedures have also
included procedures regarding preferential rights to purchase, consent rights,
and rights of first refusal.
A Bankruptcy Code § 363 sale often involves numerous negotiated
provisions including those summarized below:
a)

purchase price adjustments;
i. receivables and production;
ii. exclusion of property for title/environmental;
iii. assumed liabilities and payables;
iv. JOA prepayments, suspense funds, deposits;

b) pre-closing covenants;
i. maintenance of oil and gas assets;
ii. authorizations for expenditures (AFEs) and well elections;
iii. capital Expenditures;
iv. property access;
v. indemnity by the potential buyer for liabilities caused by buyer as
part of its diligence;
c)

title;
i. scope of title representations;
ii. bankruptcy Code will not fix defects in title or ownership;
iii. title diligence, defect mechanics, and hold-backs;

d) environmental;
i. scope of environmental diligence;
ii. certain environmental liabilities are inherent in ownership of
property;

PAGE 173

77

50

TEXAS JOURNAL OF OIL, GAS, AND ENERGY LAW

[Vol. 10:1

iii. defect mechanics and holdbacks;
e)

preferential rights to purchase/rights of first refusal/consent rights;
i. different views as to enforceability in bankruptcy;
ii. mechanics to address any enforceable rights;

f)

anti-survival clause;
i. representations and warranties typically do not survive closing;
ii. typically no post-closing indemnity for breach of representations
and warranties unless limited to a cash holdback;

g) dispute mechanics;
i. optional arbitration of technical title, environmental, or
accounting matters;
ii. bankruptcy court resolution for other disputes.344
Adequate protection is required in any free and clear sale.345 The Debtor has
the burden of proof on adequate protection, but the entity asserting an interest
has the burden of proof regarding their interest in the property to be sold.346
Interests often attach to proceeds with the same extent, validity, and priority in
the assets prior to sale. Valuation takes a central role in determining adequate
protection.347 The courts have trended toward using a fair market valuation
approach.348
1. Assumption of Executory Contracts and Unexpired Leases
In addition to satisfying the requirements of Bankruptcy Code § 363 with

344. See In re Gulf Coast, 404 B.R. at 420 (“The § 363 process ordinarily involves a chapter 11
debtor/seller and a prospective buyer presenting a fully negotiated asset purchase agreement (APA) to
the bankruptcy court for approval.”).
345. 11 U.S.C. § 363(e).
346. 11 U.S.C. § 363(p).
347. In re Waverly Textile Processing, Inc., 214 B.R. 476, 479 (Bankr. E.D. Va. 1997) (holding that
the date the creditor filed the motion for adequate protection is the proper date for valuing the collateral
for adequate protection purposes).
348. See Bank of N.Y. Trust Co. NA v. Pac. Lumber Co. (In re Scopac), 624 F.3d 274, 286 (5th Cir.
2010) opinion modified on denial of reh'g, 649 F.3d 320 (5th Cir. 2011); Salyer v. SK Foods, L.P. (In re
SK Foods, L.P.), No. CIV. S-10-3467 LKK, 2011 WL 2709648, at *8 (E.D. Cal. July 11, 2011) (citing
United Sav. Ass’n v. Timbers of Inwood, 484 U.S. 365 (1988)); Bank R.I. v. Pawtuxet Valley
Prescription & Surgical Ctr., 386 B.R. 1, 3–4 (D.R.I. 2008) (interpreting Winthrop Old Farm Nurseries,
Inc. v. New Bedford Inst. for Sav. (In re Winthrop Old Farm Nurseries), 50 F.3d 72, 73–74 (1st Cir.
1995)).
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respect to oil and gas assets, buyers often wish to take assignment of executory
contracts and unexpired leases that may be subject to Bankruptcy Code § 365.
Bankruptcy Code § 365 authorizes the Debtor to assume or reject executory
contracts and unexpired leases but requires the Debtor to cure certain defaults
before assumption and to provide adequate assurance of future performance of
contracts or leases.349 The Bankruptcy Code permits the assignment of
executory contracts and unexpired leases notwithstanding contractual
provisions that might otherwise limit assumption or assignment.350
Numerous issues relating to assumption of executory contracts must be
negotiated in connection with an oil and gas sale, including whether the cure
will be paid by the buyer or the Debtor, if cure amounts are owed in connection
with JOAs for operated wells relating to M&M liens and production revenues,
and if cure amounts are owed under JOAs for non-operated wells for joint
interest billings and failure to make elections regarding AFEs. Cure of defaults
may require that the parties pay the M&M liens relating to a JOA if the JOA
requires that the operator keep the contract area free and clear of liens. Such a
requirement is often not asserted by counterparties when the M&M lien does
not encumber their interests, but in states such as Oklahoma, where nonoperator working interests are subject to M&M liens, these liens may need to
be paid to cure defaults.351 Additionally, parties often need to become current
on payment of JIBs for assumption of a JOA.352 As previously discussed, oil
and gas leases may be subject to Bankruptcy Code § 365 in a few jurisdictions,
which would require cure of defaults in order for the Debtor to assume them.
In the oil and gas industry, the sale of assets may also contemplate the
disclosure of confidential and proprietary information to a buyer of assets.
Courts have consistently held that Bankruptcy Code § 365(c) forbids the forced
assignment of executory contracts involving intellectual property that contain
anti-assignment provisions, as these assignments353 are protected under federal
copyright, trademark, and patent laws.354 However, this protection is strictly
construed. For example, the Eastern District of Louisiana, in an alternative
ruling after allowing the assumption of a contract involving confidential
seismic information, recently found that seismic information was a “trade
secret,” not intellectual property, and was not protected under Bankruptcy Code
349. 11 U.S.C. § 365(b).
350. 11 U.S.C. § 365(f).
351. OKLA. ST. tit. 42, §§ 141, 180 (2011).
352. In re Redwine Res., Inc., 2010 Bankr. LEXIS 6075, *44–46 (Bankr. N.D. Tex. Sept. 17, 2010).
353. A majority of courts additionally forbid the assumption of contracts by a debtor that contain
anti-assignment language and are protected by intellectual property law. See, e.g., RCI Tech. Corp. v.
Sunterra Corp. (In re Sunterra Corp.), 361 F.3d 257, 262 (4th Cir. 2004). However, the Eastern District
of Louisiana has ruled that the Fifth Circuit would only forbid assignment or an assumption that is
meant to be an assignment. In re Virgin Offshore USA, Inc., No. CIV.A. 13-79, 2013 WL 4854312, at
*4–5 (E.D. La. Sept. 10, 2013). Additionally, Justice Kennedy, in a denial of certiorari, has noted that
he hopes the Supreme Court will settle the issue in the near future. See N.C.P. Mktg. Grp., Inc. v. BG
Star Prods., 556 U.S. 1145, 1147 (2009).
354. See, e.g., In re Golden Books Family Entm't, Inc., 269 B.R. 300, 310 (Bankr. D. Del. 2001).
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§ 365(c).355 Still, the court left open whether a party could prevent seismic data
from falling into different hands through an assignment in a sale if the party
potentially moved to copyright the seismic data as it would an artistic
photograph.356
2. Bankruptcy Code § 363(h) and Partitioning
Bankruptcy Code § 363(h) allows a bankruptcy estate in certain
circumstances to sell co-owned assets (including the interests of the co-owner)
without consent of the co-owner if the co-owner is compensated with their
share of the proceeds.357 Bankruptcy Code § 363(i) gives the co-owner a
statutory right of first refusal.358 However, Bankruptcy Code § 363(h)(4)
forbids a debtor in possession or trustee from selling a joint interest in property
used in the production, transmission, or distribution for sale of electric energy
or of natural or synthetic gas for heat, light, or power.359 This provision has not
been substantively interpreted by any court, but may be a protection available
to parties that co-own energy or natural gas interests from having their property
sold without their consent. An adversary proceeding is also required under
Bankruptcy Rule 7001 to sell a co-owner’s interests in assets.360
3. Rights of First Refusal and Preferential Rights to Purchase
In the upstream industry, many contracts, including many JOAs, may
include rights of first refusal or other preferential rights that may be triggered
by a proposed sale of the assets.361 Bankruptcy Code § 365(f)(1) allows for the
estate to void (although with the court’s discretion)362 preferential rights to
purchase contained in an executory contract or unexpired lease.363 For states
such as Kansas in which an oil and gas lease is subject to Bankruptcy Code §
365, the sale of mineral interests might proceed according to Bankruptcy Code
§ 365(f)(1) in spite of preferential rights to purchase.
However, many oil and gas leases in the United States are classified as real
property interests, thus these interests may not be considered executory
contracts or unexpired leases subject to Bankruptcy Code § 365.364 One of the
open issues in bankruptcy law, however, concerns whether these preferential
rights to purchase or rights of first refusal are executory contracts by
355. In re Virgin Offshore, 2013 WL 4854312, at *3–4 (citing Musser Davis Land Co. v. Union
Pac. Res., 201 F.3d 561, 569–70 (5th Cir. 2001)).
356. Id.
357. 11 U.S.C. § 363(h) (2012).
358. Id § 363(h)–(i).
359. Id. § 363(h)(4).
360. FED. R. BANKR. 7001(3).
361. See Grochocinski v. Crossman (In re Crossman), 259 B.R. 301, 306–307 (Bankr. N.D. Ill.
2001).
362. See E-Z Serve Convenience Stores Inc., 289 B.R. 45, 52–54 (Bankr. M.D.N.C. 2003) (finding
that it could void preferential right to purchase, but refused to do so for public policy reasons).
363. 11 U.S.C. § 365(f)(1).
364. In re J.H. Land & Cattle Co., Inc., 8 B.R. 237, 239 (Bankr. W.D. Okla. 1981).
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themselves that a debtor may reject if burdensome to the estate.365 In oil and
gas bankruptcies, where a sale might be impacted by preferential rights to
purchase of a third party that, outside of bankruptcy, would be able to substitute
itself as a purchaser in a sale, the enforceability of these preferential rights is a
major issue.366
An analogy can be made between a preferential right to purchase or right of
first refusal and an option to purchase.367 Most courts hold that an option is
executory until it is exercised.368 However, some courts, including the Ninth
Circuit, have held that the option ceases to be executory when the option holder
pays the purchase price.369 The question becomes further complicated when
taking into account what the holder needs to do in order to exercise the option.
If the holder must tender further consideration or take other tangible steps
beyond merely signing a document or giving notice, then courts might be more
likely to view the contract as executory.370 By analogy to an option, the
preferential right to purchase may be unenforceable if the agreement containing
the preferential right is rejected.
Parties may argue that the recording of the contract containing the right of
first refusal makes it a covenant running with the land and thus not subject to
rejection. However, some courts have held that the recordation of an option,
even if it concerns real property, will not convert the option into a real property
interest that is immune from rejection.371 This question hinges to some extent
on state law, and states such as Virginia have enacted statutes holding that the
recording of a preferential right to purchase will elevate the preference right to
a real property right.372 Thus, preferential rights and rights of first refusal, so
365. In re Riodizio, Inc., 204 B.R. 417, 422–424 (Bankr. S.D.N.Y. 1997) (“The case law confirms
that executoriness [of option contracts] lies in the eyes of the beholder.”).
366. That is, assuming the rights are valid under state law, such as not being an absolute restriction
on alienation. See generally, Wildenstein & Co. v. Wallis, 595 N.E.2d 828 (N.Y. 1992).
367. ConocoPhillips Co. v. Dahlberg, No. CIV.A. C-10-285, 2011 WL 710604, at *1 n.2 (S.D. Tex.
Feb. 22, 2011) (“A ‘preferential right, also known as a right of first refusal or preemptive right, is a right
granted to a party giving him or her the first opportunity to purchase property if the owner decides to sell
it. . . . [W]hen the property owner gives notice of his intent to sell, the preferential right matures . . . into
an enforceable option.’”) (quoting FWT, Inc. v. Haskin Wallace Mason Property Management, L.L.P.,
301 S.W.3d 787, 793 (Tex.App.—Fort Worth 2009, pet. denied)).
368. In re Riodizio, Inc., 204 B.R. 417, 423 (Bankr. S.D.N.Y. 1997) (“Most courts . . . consider an
option contract to be executory although they reach their conclusions through different routes.”); In re
Kellstrom Indus., 286 B.R. 833, 834–835 (Bankr. D. Del. 2002).
369. Unsecured Creditor’s Comm. v. Southmark Corp. (In re Robert L. Helms Constr. & Dev. Co.,
Inc.), 139 F.3d 702, 706 (9th Cir. 1998) (“Performance due only if the optionee chooses at his discretion
to exercise the option doesn’t count [for executory contract analysis] unless he has chosen to exercise
it.”).
370. In re Abitibibowater, Inc., 418 B.R. 815, 830–31 (Bankr. D. Del. 2009) (noting that
“[n]umerous other courts have determined that contingent option agreements are executory when
material obligations will arise on each side if the option is exercised”).
371. In re Jackson Brewing Co., 567 F.2d 618 (5th Cir. 1978) (recorded option rejectable); In re
A.J. Lane & Co., 107 B.R. 435, 438 (Bankr. D. Mass. 1989) (noting that the option “is only a contract
right—the right to purchase—whose remedy is normally specific performance [and t]hat the world is
given notice of this right though its appearance in a recorded deed prevents any other buyer from
claiming the equities of an innocent third party, but that is all”).
372. In re Plascencia, 354 B.R. 774, 780 (Bankr. E.D. Va. 2006) (“Virginia . . . has changed the
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common in oil and gas agreements, can present complex issues in sales under
Bankruptcy Code § 363.
M. Synthetic Plan Sales
Sales of oil and gas assets can also be effectuated through a plan of
reorganization, which is similar to an asset sale under Bankruptcy Code § 363
but provides more transactional flexibility. It is possible through such a
synthetic plan sale to vest properties of the bankruptcy estate free and clear of
liens, claims, encumbrances, and interests in the reorganized debtor with equity
in the reorganized debtor issued to the purchaser, and with non-purchased
assets, liabilities, and claims transferred to a liquidating trust.373 Alternatively,
the Debtor can be merged with an acquiring entity.374 In these structures, the
discharge and plan injunction prohibits creditors from pursuing claims against
the buyer or the reorganized debtor as owned by the buyer.375
The benefit of a synthetic plan sale structure is that it often does not trigger
preferential rights to purchase, consent rights, or rights of first refusal if
structured as an equity sale or merger transaction.376 Additionally, there is
more flexibility to use securities as part of the consideration for the sale
because of the Bankruptcy Code § 1145 securities registration exemption377 or
to use merger-type transaction structures.378 Because the securities registration
exemption is available under § 1145 to exchange securities of the Debtor or a
successor to the Debtor principally for claims against the Debtor,379 often a
third-party buyer who does not have claims against the Debtor will rely on an
otherwise applicable non-bankruptcy securities exemption, such as a private
placement, for its purchase of securities from the Debtor. The § 1145
exemption may still be used in such circumstances to issue securities of the
Debtor to creditors as part of their plan treatment.380
A synthetic plan sale must meet the voting and plan confirmation
requirements of the Bankruptcy Code.381 This means that creditors will have
the right to disclosure and the plan voting and confirmation processes not
present under a Bankruptcy Code § 363 sale. Requirements that need to be met
for confirmation of a synthetic plan sale include each of the requirements for
traditional rule, so that an option is in the ‘nature of an interest in real estate which may be recorded and
by that recordation protect the optionee's interest in the real estate.’”) (quoting Springfield Eng'g Corp.
v. Three Score Dev. Corp., 26 Va. Cir. 186, 191 (1992)).
373. 11 U.S.C. § 1123(a)(5)(B), (a)(5)(D), (b)(3)(B) (2014).
374. Id. § 1123(a)(5)(C).
375. Id. § 1141.
376. It is important, however, to review the applicable contracts and leases to determine the triggers
of any preferential rights to purchase, consent rights, or rights of first refusal.
377. 11 U.S.C. §§ 1123(a)(5)(J), 1145.
378. Id. § 1123(a)(5)(C).
379. Id. § 1145(a)(1)–(2).
380. Id. § 1126 (addressing reorganization voting requirements); Id. § 1129(a) (addressing
reorganization confirmation requirements).
381. Id. § 1129(a).
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confirmation of the plan of reorganization set forth hereinabove.382 Such
requirements protect creditors in light of the greater flexibility and powers
provided to the Debtor through the synthetic sale process.
IV. MIDSTREAM
Midstream companies typically engage in some combination of gathering,
processing, storage, and transportation of hydrocarbons.
Because the
midstream industry is often described as the process of delivering oil and gas
from the wellhead to refiners,383 transportation is the most significant activity
within the midstream sector. While oil and gas may be transported across
geographic lines and boundaries through any number of means—such as rails,
trucks, and barges—the most common and efficient method is by pipeline, and
thus the largest companies and issues in the midstream industry tend to center
around pipelines.
A. First Purchasers and SemCrude
The “first purchaser” of oil and gas produced is an integral player in the
midstream industry. This first purchaser is most often a midstream entity that
acquires the oil or gas so that it might resell it to a downstream party or
transport and refine the oil or gas itself before moving it on to the consumer.384
First purchasers often enter into large scale contracts with producers (such as
E&P companies), whereby a producer risks the financial returns of any given
project on the first purchaser’s ability and willingness to pay for the oil or gas
that is produced from the ground and loaded into a truck, tank, or pipeline. In
order to mitigate the risks of non-payment to producers and royalty owners,
numerous states have enacted first purchaser lien statutes whereby a producer
or royalty owner has a statutory lien against the oil and gas (and sometimes
accounts, chattel, inventory, etc.) transferred to a first purchaser until the
producer or royalty holder is paid for such oil and gas.385
As of this writing, the following states have such liens: Texas, Kansas,
Oklahoma, Mississippi, North Dakota, and New Mexico.386 These statutes
have remained largely untested with the exception of rulings in the SemCrude
case.387 SemCrude was a large private midstream company that filed for
382. See supra Part II.K.
383. CHARLOTTE J. WRIGHT & REBECCA A. GALLUM, INTERNATIONAL PETROLEUM ACCOUNTING
155 (2005).
384. A “first purchaser,” in Texas, is defined as “the first person that purchases oil or gas production
from an operator or interest owner after the production is severed, or an operator that receives
production proceeds from a third-party purchaser who acts in good faith under a division order or other
agreement authenticated by the operator under which the operator collects proceeds of production on
behalf of other interest owners.” TEX. BUS. & COMM. CODE ANN. § 9.343(r)(3) (2002). An “operator”
is “a person engaged in the business of severing oil or gas production from the ground, whether for the
person alone, only for other persons, or for the person and others.” Id. at § 9.343(r)(4).
385. See, e.g., TEX. BUS. & COMM. CODE ANN. § 9.343 (West 2011).
386. See infra Appendix C, for a fifty-state survey of first purchaser and royalty liens.
387. Arrow Oil & Gas, Inc. v. SemCrude, L.P. (In re SemCrude, L.P.), 407 B.R. 112 (Bankr. D.
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bankruptcy in 2008.388 In that case, producers that sold oil to the Debtor
litigated with the Debtor’s secured lenders over the issue of whose liens had
first priority in the oil and gas proceeds.389
The Delaware Bankruptcy Court held for the priority of banks’ interests390
over Kansas lien holders.391 Kansas had a similar statute to Texas that
automatically perfected security interests for oil and gas production for an
indefinite amount of time.392 However, the court examined Kansas’ version of
the UCC to find that the interest holders had an indefinite security interest but
did not have automatic priority,393 as Oklahoma and Delaware law applied
regarding perfection.394 So, only if individual Kansas parties had perfected
security interests appropriately under Delaware or Oklahoma law (which did
not include automatic perfection) before other parties would the royalty holder,
as a first filer, take priority.395
The Court held likewise for parties holding security interests under Texas’s
royalty security interest statute.396 The court held in part that the Texas
Uniform Commercial Code did not govern perfection and priority of the
producer’s liens under conflict of law rules because the Debtors were Delaware
or Oklahoma entities, and the producers would only have priority to the extent
that they were perfected before the banks by filing a financing statement under
Delaware or Oklahoma law.397 The royalty owner’s security interest statute in
Texas is a non-standard UCC provision that had not been enacted in Delaware
or Oklahoma, and Delaware and Oklahoma did not have the automatic
perfection right.398
Oklahoma, after SemCrude, enacted the Oil and Gas Owners’ Lien Act of
2010,399 which is a relatively new and untested statute that is not part of their
enacted Uniform Commercial Code.400 This statute states that:
An oil and gas lien is granted and exists as part of an incident to the
ownership of oil and gas rights and is perfected automatically without
Del. 2009).
388. Id. at 118.
389. Id. at 123–125.
390. Landowners also may mortgage their mineral rights in certain jurisdictions, which mortgages
may extend to proceeds of the hydrocarbons. Jones v. Salem Nat'l Bank (In re Fullop), 6 F.3d 422, 428–
30 (7th Cir. 1993).
391. Mull Drilling Co. v. SemCrude, L.P. (In re SemCrude, L.P.), 407 B.R. 82, 88 (Bankr. D. Del.
2009).
392. K.S.A. § 84-9-339a (1996).
393. In re SemCrude, 407 B.R. at 102.
394. Id. at 110.
395. Id. at 103.
396. See Arrow Oil & Gas, Inc. v. SemCrude, L.P. (In re SemCrude, L.P.), 407 B.R. 112, 129–130
(Bankr. D. Del. 2009).
397. Id. at 137.
398. Id. at 132.
399. OKLA. STAT. tit. 52, § 549 et seq (2011).
400. Fred H. Miller & Alvin C. Harrell, Aftermath of the SemCrude Case, Oklahoma Enacts the Oil
and Gas Owners’ Lien Act of 2010, 81 OKLA. B. J. 2819 (Dec. 2010).

PAGE 180

84

2014]

ENERGY RESTRUCTURING AND REORGANIZATION

57

the need to file a financing statement or any other type of
documentation. An oil and gas lien exists and is perfected from the
effective date of this act.401
Thus, Oklahoma explicitly granted royalty owners a lien from the inception
of the statute. It also provides that, except for certain permitted liens, an oil and
gas lien takes priority over any other lien, whether arising by contract, law,
equity or otherwise, or any security interest.402 “Permitted lien” is narrowly
defined in the statute and does not include typical finance liens that first
purchaser liens compete against.403 Though this lien is not enforceable against
a bona fide purchaser from the first purchaser, it attaches to proceeds received
by the first purchaser.404 Importantly, Oklahoma forbids royalty owners from
waiving their statutory lien, so as to prevent the waiver of the liens becoming
industry standard.405 Like the Texas statute, the Oklahoma lien exists in
identifiable collateral and proceeds until the interest owner has been paid.406
B. Easements and Rights of Way
The distances covered by pipelines regularly require midstream companies
to negotiate right of ways and easements with the owners of the land that
pipelines must cross to reach their final destination. In turn, these right of ways
and easements become valuable property interests of a midstream company.
An estate must meet the requirements of Bankruptcy Code § 363 to sell
easements.407 For example, one court refused to approve the sale of a pipeline
easement as it did not provide an adequate return and protection for entities that
held a security interest in the pipeline easement and unfairly put the interests of
the Debtor ahead of secured creditors.408
Notably, a party that acquires a security interest in a pipeline should also
take heed to perfect its interest in both real and personal property. This is
because a pipeline easement, governed by state law, may be a bifurcated
property right with the land being a real property right, but the pipeline possibly
classified as a personal property interest. This depends on, among other
factors, whether the parties intended to keep the pipeline on the property
indefinitely or whether the pipeline was placed with the intent to benefit the
purpose of trade and not to enhance the land.409 Easements may also be
401. OKLA. STAT. tit. 52, § 549.4.
402. Id. § 549.7.
403. Id. § 549.2(11)(b) (a permitted lien is a “validly perfected and enforceable lien created by
statute or by rule or by regulation of a governmental agency for storage or transportation charges . . .
owed by a first purchaser in relation to oil or gas originally purchased under an agreement to sell”).
404. Id. § 549.6.
405. Id. § 549.2(11)(b).
406. Id. § 549.3(B).
407. 11 U.S.C. § 363 (2012).
408. In re Mulberry Corp., 265 B.R. 468, 468–469 (Bankr. M.D. Fla. 2001).
409. See, e.g., Dorchester Master Ltd. P’ship v. Dorchester Hugoton, Ltd., 914 S.W.2d 696, 704
(Tex. App.—Corpus Christi 1996, writ granted w.r.m.); Tex. Att’y Gen. Op. No. DM-438 (May 2,
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avoided pursuant to Bankruptcy Code § 544 if the easement burdens a property
and is not properly recorded, even though the easement is an interest in real
property.410
C. Gas Purchase Agreements and Tri-Party Netting
A gas purchase agreement is an agreement by one party to purchase gas
from another.411 Gas purchase agreements often are between upstream and
midstream parties, whereby the midstream entities enter into agreements laying
out the price and terms to purchase gas from producers.412 Typically, these
contracts contemplate a long term or even indefinite continuance of
performance by the parties, and they are typically executory contracts that may
be rejected in the event of a bankruptcy.413 In the event they are not rejected
and are assumed, the estate must make the other contracting party whole by
paying all “cure” costs under the contract.414
Parties to gas purchase agreements often include language that allows them
to net-out mutual obligations by offsetting debts. For example, if Producer was
owed X dollars from its contract with Midstream Inc. under one contract, and
Midstream Co. was owed Y dollars from Producer in another contract, then, in
the event of a bankruptcy by Midstream Co., Producer could seek to offset “X”
amount of dollars through a state law setoff remedy after getting relief from the
automatic stay to do so.415 Midstream companies often take this arrangement a
step farther by instituting “tri-party netting” whereby entities can also offset
debts from their counterparty’s “affiliates.”416 This raises the issue whether
these debts are truly “mutual” as is required under the setoff provisions of
Bankruptcy Code § 553.
In SemCrude, Chevron had numerous contracts with the Debtors that
provided it could “net-out” obligations owed to it by the Debtors’ affiliates
from obligations to the Debtors themselves.417 The court stated from the outset
that it would not allow triangular setoffs in the midstream or any other context,
as “allowing a creditor to offset a debt it owes to one corporation against funds
1997).
410. Probasco v. Eads (In re Probasco), 839 F.2d 1352, 1354 (9th Cir. 1988) (discussing 11 U.S.C.
§ 544).
411. See 61 AM. JUR. 2D PIPELINES § 5 (2014).
412. See, e.g., Paragon Res., Inc. v. Nat’l Fuel Gas Distrib. Corp., 695 F.2d 991 (5th Cir. 1983)
(enforcing a gas purchase agreement between an upstream natural gas producer and a midstream natural
gas distributor).
413. Manus Corp. v. NRG Energy, Inc. (In re O'Brien Envtl. Energy, Inc.), 188 F.3d 116, 118–119
(3d Cir. 1999); BP Energy Co. v. Bethlehem Steel Corp., No. 02 CIV. 6419 (NRB), 2002 WL
31548723, at *1 (S.D.N.Y. Nov. 15, 2002).
414. 11 U.S.C. § 365 (2014).
415. This is in contrast to parties in derivatives contracts that will most likely be immune from the
restrictions of the automatic stay. 11 U.S.C. §§ 546, 560.
416. See In re Garden Ridge Corp., 338 B.R. 627, 633 (Bankr. D. Del. 2006), aff'd, 399 B.R. 135
(D. Del. 2008), aff'd, 386 F. App'x 41 (3d Cir. 2010).
417. In re SemCrude, L.P., 399 B.R. 388, 392 (Bankr. D. Del. 2009), aff'd, 428 B.R. 590 (D. Del.
2010).
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owed to it by another corporation—even a wholly-owned subsidiary—would
thus constitute an improper triangular setoff under the Code.”418 Even though
Chevron did business with three related SemCrude entities, it could not offset
debts via its master netting agreement in bankruptcy, even if it could do so
under state law, as there were no exceptions under the Bankruptcy Code for this
proposition.419

418. Id. at 393–94.
419. Id. at 398; see also In re Eng. Motor Co., 426 B.R. 178, 189 (Bankr. N.D. Miss. 2010) (citing
In re Semcrude, 399 B.R. 388); In re Lehman Bros., 458 B.R. 134, 142 (Bankr. S.D.N.Y. 2011) (“The
careful analysis in SemCrude is persuasive. There simply is no contract exception to section 553(a),
because the statute itself does not allow for one.”).
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V. DOWNSTREAM
The term “downstream” in the oil and gas industry applies to the final points
of oil and gas production before delivery to customers.420 Downstream
industry participants can occupy different and often overlapping roles, with the
most common being refiners, retailers, traders, and marketers.
A. Refining and LyondellBassell
Refiners handle hydrocarbons during their earliest point downstream,
collecting them immediately after transport from midstream parties to reduce,
through chemical processes, the hydrocarbons from a raw state to one that can
be efficiently and safely used by consumers. The primary entities in the
refining sector, due to the infrastructure and knowledge needed to succeed, are
large, sophisticated entities. Thus, complex cases arise when refiners file for
bankruptcy, such as the case of LyondellBassell.
LyondellBassell was the product of a transatlantic merger in 2007 between
refiners and was an industry leader before its filing.421 LyondellBassell refined
multiple types of hydrocarbons, including, but not limited to, heavy and high
sulfur crude in the United States and medium weight crude in France.422
LyondellBassell faced an emergency situation (and need for emergency capital)
paired with the frantic mood in the credit markets, with lenders unwilling to
forgive or take on risk in the heart of the 2008-2009 financial crash.423
Topping this off was the perfectly ill-timed Hurricane Ike, which greatly
disrupted LyondellBassell’s operations in the Houston area.424 Therefore, the
“immediate cause of the filing of the Chapter 11 [case] on January 6, 2009 [by
LyondellBassell] was a sudden loss of liquidity.”425
LyondellBassell was able to obtain post-petition financing of up to $8.5
billion on the first day of its case and pushed forward immediately with a
Chapter 11 plan of reorganization.426 LyondellBassell used Bankruptcy Code §
365 powers to shed employees and onerous obligations, enter into agreements
with its major lenders to pay off necessary debts with new secured loans and
equity shares in the reorganized company, and cancel its existing equity
shares.427 LyondellBassell’s plan of reorganization was confirmed, and the
reorganized company still operates out of many of its historic facilities. Its
bankruptcy demonstrates that Chapter 11 can be an effective mechanism to
420. See Glossary of Energy Terms, SPECTRA ENERGY, http://www.spectraenergy.com/ NaturalGas-101/Glossary-of-Energy-Terms/D/ (last visited Oct. 30, 2014).
421. Third Amended Disclosure Statement Accompanying Third Amended Joint Chapter 11 Plan of
Reorganization for the LyondellBasell Debtors at 25, In re Lyondell Chemical Co., No. 09-10023
(Bankr. S.D.N.Y. 2010).
422. Id. at *25–31.
423. Id. at *39.
424. Id.
425. Id. at *38.
426. Id. at *38, *45.
427. Id. at *113.
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weather drastic market swings or catastrophic events in the refinery segment.
B. Retail: Flying J
Oil and gas’s most public connection to the market is the retail sector. After
the tasks of exploring, producing, shipping, and refining the hydrocarbons, the
value derived from the oil and gas is still dependent on whether or not end
users will purchase the hydrocarbons. Oil and gas retailers thus play an integral
part in the industry, but are uniquely exposed to market risks as direct sellers of
the refined products to consumer parties. In retail bankruptcies, such as with
Flying J, the company often cannot sell enough goods to keep up with its
obligations.428
Before filing, Flying J was a very large company with a heavy downstream
presence, with the most visible being its gas stations.429 As a seller to end
users, Flying J was especially vulnerable to the fragilities of the collective
economy. Flying J management blamed the bankruptcy on the company’s
strategy that caused the company to grow too fast and too large with a goal of
revenue coming before profits.430 Flying J emerged from bankruptcy leaner,
laying off employees and using the Bankruptcy Code’s broad rejection and sale
powers to discard obligations that were not key to its downstream focus, with
the largest move being the selling of its Bakersfield refinery and the bulk of its
midstream business, Longhorn Pipeline (Longhorn).431 Flying J cancelled
existing equity interests and sold new ones to Pilot Travel Centers (Pilot), a
retail competitor, and achieved confirmation of its plan of reorganization by
offering cash to pay off major creditors generated through the Bakersfield and
Longhorn sales, along with financing and a merger with Pilot.432 This merger
and more narrow focus allowed Flying J to successfully emerge from the
Chapter 11 process.
C. Ethanol
Backed by government subsidies and incentives, a boom of companies and
technologies emerged in order to cash in on the new frontier of ethanol, which
had emerged as a potential fuel alternative. Given competition by advances in
extracting traditional energy sources such as fracking, ethanol has not become a
true contender with fossil fuels.433 Further, periods of diminished spreads
428. Disclosure Statement at 14, In re Flying J, Case No. 08-13384 (Bankr. D. Del. 2010), ECF No.
3655.
429. Id.
430. Paul Beebe, Flying J’s bankruptcy a tale of rapid growth without corresponding profit, SALT
LAKE TRIBUNE (Aug. 7, 2009), http://www.sltrib.com/business/ci_13016785.
431. Disclosure Statement at 29, In re Flying J, Case No. 08-13384 (Bankr. D. Del. 2010), ECF No.
3655.
432. Id. at *30–34.
433. Compare, Alexei Barrionuevo, Boom in Ethanol Reshapes Economy of Heartland, N.Y. TIMES
(Jun. 25, 2006), http://www.nytimes.com/2006/06/25/business/25ethanol.html? pagewanted=all&_r=0,
with Clifford Krauss, Ethanol’s Boom Stalling as Glut Depresses Price, N.Y. TIMES (Sep. 30, 2007),
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between corn feedstock costs and ethanol sale prices, commonly referred to as
the crush margin, have caused ethanol plants to file for bankruptcy
protection.434 These bankruptcies occurred in a large swath of the United
States, with the Midwest and agricultural belt of the United States taking on a
prominent role due to the presence of the corn farming industry.435 Ethanol
plants also require complex equipment, commodity contracts, and improved
real property. Indeed, some ethanol plant bankruptcies were not caused by the
market but instead resulted from explosions at their plants.436 The ethanol
bankruptcies present issues similar to other energy industry bankruptcies,
particularly refining.437 In at least one case where a reorganization of an
ethanol producer was not successful, secured creditors elected to mothball
specialized ethanol collateral rather than continuing to refine.438
D. Trading and Marketing: MF Global
The bankruptcy of MF Global demonstrates the difference between those in
the downstream industry that deal with the actual physical hydrocarbons and
infrastructure from those that engage in trading markets for the hydrocarbons.
Companies such as LyondellBassell and Flying J were better equipped to
emerge from a crisis of liquidity due to their patents, physical assets, and
contracts. Companies like MF Global in the derivatives business may be less
likely to emerge intact from a Chapter 11 bankruptcy due to the immediate
fragility that accompanies the filing of a company whose value is tied more to
goodwill and relationships than physical assets. MF Global was a large
financial firm in the business of trading securities and commodities, with a
large part of its practice devoted to oil and gas futures.439 MF Global collapsed
due to risky440 strategies and violations of industry and legal standards, notably
the conversion of consumer accounts to cover trading losses and the failure to

http://www.nytimes.com/2007/09/30/business/30ethanol.html? pagewanted=print.
434. See In re Garden Ridge Corp., 338 B.R. 627, 633 (Bankr. D. Del. 2006), aff'd, 399 B.R. 135
(D. Del. 2008), aff'd, 386 F. App'x 41 (3d Cir. 2010).
435. See, e.g., E3 Biofuels, LLC v. Biothane, LLC, 6 F. Supp. 3d 993, 995–99 (D. Neb. 2014); GOE
Lima, LLC v. Ohio Farmers Ins. Co. (In re GOE Lima), No. 02 CIV. 6419 (NRB), 2012 WL 930289
(Bankr. N.D. Ohio 2012); Sherman v. Greenstone Farm Credit Servs., ACA, No. 3:11-CV-0710-N, 2011
WL 2038573, at *7–9 (N.D. Tex. May 24, 2011); In re Levelland Hockley Cnty. Ethanol, LLC, No. 1105013 (Bankr. N.D. Tex. 2011), ECF No. 1 (adversary regarding the classification of government grant
money given to debtors was filed and subsequently settled).
436. See Am. Prairie Constr. Co. v. Hoich, 560 F.3d 780 (8th Cir. 2009); E3 Biofuels, 6 F. Supp. 3d
at 995.
437. See CHS, Inc. v. Plaquemines Holdings, LLC, 735 F.3d 231, 233–34 (5th Cir. 2013); In re W.
Biomass Energy LLC, No. 12-21085, 2013 WL 4017147, at *1 (Bankr. D. Wyo. Aug. 6, 2013).
438. Sherman v. Greenstone Farm Credit Servs., ACA, No. 3:11-CV-0710-N, 2011 WL 2038573, at
*2–3 (N.D. Tex. May 24, 2011).
439. Dina ElBoghdady, Report on MG Global Faults Regulators, WASH. POST (Nov. 15, 2012),
http://www.washingtonpost.com/business/economy/report-on-mf-global-faults-regulators/
2012/11/15/f8fd87b6-2f62-11e2-a30e-5ca76eeec857_story.html.
440. This risk extended beyond the oil and gas industry such as when an MF Global trader lost
nearly all of MF Global’s profit in 2008 when, trading on his own account, he placed a bad bet on wheat
futures.
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maintain adequate oversight of actions taken to limit the company’s
liquidity.441 MF Global’s creditors ranged from customers with trading
accounts to a $1.2 billion revolving credit facility from JP Morgan.442
Like Lehmann Brothers, MF Global’s physical assets were small compared
to its debts ($11.3 billion of claims were filed against MF Global), and the main
source of its value, its people and contacts, were migratory. Thus, MF Global
demonstrated the hallmarks of a trading company failure: risky business
strategies and inadequate controls.443
VI. ENERGY SERVICES
Energy services firms are important players in the energy industry. Energy
service firms can include oilfield services companies, such as fracking
companies, seismic firms, and oil rig contractors. Shipping companies also
provide services to the energy industry by moving refined product.
A. Shipping
Often, oil and gas is produced across oceans from where it will be used.
Thus, oil and gas needs to be transported in huge, complex, and expensive
transport ships. For example, TMT Procurement Corp. (TMT), a conglomerate
of oil and gas tankers and shippers, filed for bankruptcy in the summer of
2013.444 Some of its ships were arrested in foreign ports under the authority of
various bank and maritime liens in favor of parties deemed essential to
servicing ships.445
The TMT bankruptcy demonstrated both the broad and limited powers of
United States bankruptcy courts, from the court being called on to consider a
motion to dismiss the case because of alleged illicit dealings of Iranian oil to
the court’s powers being limited regarding ships docked in foreign ports and
subject to foreign liens.446 The case ended up essentially falling into two major

441. See generally Report of Investigation of Louis J. Freeh, Chapter 11 Trustee of MF Global
Holdings Ltd., In re MF Global Holdings LTD, No. 11-15059 (Bankr. S.D.N.Y. Apr. 4, 2013).
442. Court Approves MF Global Bankruptcy Exit Plan, CHI. TRIBUNE (Apr. 5, 2013)
http://articles.chicagotribune.com/2013-04-05/business/chi-mf-global-bankruptcy-exit-plan-primed-forcourt-hearing-20130405_1_trader-customers-cyrus-capital-partners-james-giddens.
443. Report of Investigation of Louis J. Freeh, Chapter 11 Trustee of MF Global Holdings Ltd. at
12, In re MF Global Holdings LTD, No. 11-15059 (Bankr. S.D.N.Y. Apr. 4, 2013) (“Although a
difficult economic climate and other factors may have accelerated [MF Global’s] failure, the risky
business strategy engineered and executed by Corzine and other officers and their failure to improve the
Company’s inadequate systems and procedures so that the Company could accommodate that business
strategy contributed to the [collapse].”).
444. In re TMT Procurement Corp., No. 13-33763 (Bankr. S.D. Tex. 2013).
445. Amended Complaint to Compel Turnover and For Temporary and Permanent Injunctive Relief
at 7–9, C Whale Corp. v. Active Tankers Shipmanagement S.A. (In re TMT USA Shipmanagement
LLC), No. 13-03141 (Bankr. S.D. Tex. June 20, 2013), ECF No. 1.
446. Memorandum in Support of Cathay United Bank’s Emergency Motion for Entry of an Order
Dismissing the Debtor’s Chapter 11 Cases Pursuant to 11 U.S.C §§ 105(a) and/or 1112(b) with
Prejudice, or, in the Alternative, for Appointment of Trustee Pursuant to 11 U.S.C. § 1104(a)(1), In re
TMT Procurement, No. 13-33763, (Bankr. S.D. Tex. Nov 1, 2013), ECF No. 647.
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components: the reorganization of debts and sales of ships not arrested in
foreign ports compared with ships arrested being dealt with by foreign
jurisdictions.447 The final outcome of TMT is yet to be accomplished.
The bankruptcy case of Overseas Shipholding Group Inc. (OSG) is another
notable case involving an oil and gas-related shipping company.448 OSG
operated a fleet of vessels including crude oil tankers, product carriers of
refined petroleum products, and U.S.-flagged barges.449 OSG’s Chapter 11
plan included a $1.5 billion rights offering that gave existing equity holders the
right to purchase stock in reorganized OSG and was confirmed on July 18,
2014.450 A significant reason for OSG’s Chapter 11 filing was the potential for
substantial tax liabilities.451 In the bankruptcy case, the Internal Revenue
Service filed forty-two separate proofs of claim against OSG asserting income
tax liability of over $463 million, which was subsequently negotiated down to
$255 million and was to be paid in full pursuant to OSG’s Chapter 11 plan.452
B. Oilfield Services
The bankruptcies of In re Green Field Energy Services453 and In re Stallion
Oilfield Services LTD454 are demonstrative of two different paths that oilfield
services bankruptcies can take. In Stallion, the Debtor was a full service
provider with a motto of “Everything but the Rig,” demonstrating the breadth
of its services.455 However, faced with a credit crunch and declining financial
fortunes of its natural gas producing customers, Stallion filed for bankruptcy
protection.456 Major stakeholders of the estate structured or supported a prearranged reorganization (with a proposed plan filed the first day of the case),
which resulted in a quick reorganization of the company in Delaware.457
Green Field involved another multi-purpose oilfield service provider that
included fracking services, well services, and a sand operations segment.458
The Debtor, however, became vulnerable with one customer representing
447. Id.
448. See Corporate Profile, OVERSEAS SHIPHOLDING GRP., www2.osg.com/index.cfm? pageid=2
(last visited Oct. 30, 2014).
449. First Amended Disclosure Statement at 19–22, In re Overseas Shipholding Grp., Inc., No. 1220000 (Bankr. D. Del. June 4, 2014), ECF No. 3339.
450. First Amended Plan of Reorganization, In re Overseas Shipholding Grp., Inc., No. 12-20000,
ECF No. 3663.
451. First Amended Disclosure Statement at 19–22, In re Overseas Shipholding Grp., Inc., No. 1220000 (Bankr. D. Del. June 4, 2014), ECF No. 3339.
452. Id.
453. In re Green Field Energy Servs., Inc., No. 13-12783 (Bankr. D. Del. 2013).
454. In re Stallion Oilfield Servs., LTD, No. 09-13562 BLS (Bankr. D. Del. 2009).
455. Stallion Oilfield Services, Inc. IPO, NASDAQ, http://www.nasdaq.com/markets/ipos/
company/stallion-oilfield-services-inc-714092-54156 (last visited Oct. 30, 2014).
456. Disclosure Statement at 10, In re Stallion Oilfield Services LTD, No. 09-13562 BLS (Bankr.
D. Del. Oct. 19, 2009), ECF No. 12.
457. Plan of Reorganization, In re Stallion Oilfield Services LTD, No. 09-13562 BLS (Bankr. D.
Del. Oct. 19, 2009), ECF No. 13.
458. First Amended Disclosure Statement at 13, In re Green Field, No. 13-12783 (Bankr. D. Del.
Mar. 6, 2014), ECF No. 663.
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approximately 80% of the Debtor’s business. When this customer cut back on
its operations with the Debtor, the Debtor faced a severe credit crunch.459 The
Debtor filed for bankruptcy but was forced to effect a sale of its inventory with
the secured lender being paid a fee for selling the assets while sharing in certain
profits of the sale, and the estate retaining certain avoidance actions against the
Debtor’s principals.460
In the offshore services industry, the bankruptcy case of Trico Marine
Services, Inc. (TMS) illustrates the utility of Chapter 11 to shed unprofitable
and burdensome assets in the course of reorganization.461 Prior to filing for
bankruptcy, TMS and its related entities provided three types of services to
primarily oil and natural gas exploration and production companies, including:
(a) subsea services, (b) subsea trenching and protection services, and (c) towing
and supply services and vessels.462 TMS’s bankruptcy generally included only
TMS’s towing and supply assets, which were sold throughout the bankruptcy
case, but the Chapter 11 process also helped facilitate an out-of-court
restructuring of TMS’s subsea services assets via a settlement of intercompany
claims.463 TMS shed the burdensome legacy towing and supply entities,
leaving a restructured company that included only the subsea services entities
that were de-levered via an exchange offer.464
VII. POWER
The electric utility industry is among the most heavily regulated industries in
the United States. A number of administrative agencies and commissions at the
federal, state, and local level govern a broad spectrum of an electric utility’s
business, from rates to safety to environmental concerns. When an electric
utility files for bankruptcy, these regulations may often conflict with the
Bankruptcy Code and its aims to rehabilitate or provide for an organized
dissolution of a bankrupt entity. While a myriad of issues may arise in the
course of a bankruptcy case involving an electric utility (and attention to each
of these issues would far exceed the scope of this Article), there are certain
issues that uniquely impact an electric utility in bankruptcy.
A. Police and Regulatory Exception to the Automatic Stay
As discussed above, the “police and regulatory exception” of Bankruptcy
Code § 362(b)(4) provides that certain actions by governmental units are not

459. First Amended Disclosure Statement at 13, In re Green Field, No. 13-12783 (Bankr. D. Del.
Mar. 6, 2014), EFC 663.
460. Id. at 17, 26–28.
461. Salsberg v. Operators, Inc. (In re Trico Marine Servs., Inc.), 337 B.R. 811, 815–16 (Bankr.
S.D.N.Y. 2006).
462. Second Amended Disclosure Statement at 1–2, In re Trico Marine Servs., Inc., No. 10-12653,
(Bankr. D. Del. May 25, 2011), ECF No. 1283.
463. Id. at ECF No. 1283.
464. Id. at ECF No. 1283 at 24–25.
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prohibited by the automatic stay.465 The scope and applicability of this
exception in the power context are illustrated by the case of In re Pacific Gas &
Electric Co. v. California Public Utilities Commission.466 In Pacific Gas, the
Debtor, Pacific Gas & Electric Co. (PG&E) instituted an adversary proceeding
seeking a preliminary injunction to prevent the California Public Utilities
Commission (CPUC) from enforcing an order issued by CPUC.467 Leading up
to the bankruptcy filing by PG&E, the State of California enacted legislation
that provided for the deregulation of electric utilities.468 In order to “allow
electrical corporations an opportunity to continue to recover certain transition
costs,” the legislators froze retail rates for a limited period, dependent, in part,
upon the utility’s ability to recover transition costs.469 As a part of this process,
CPUC established two types of accounts to distinguish transition costs from
other operations, as well as to track the recovery of transition costs.470
However, for months when operating costs exceeded revenues, the impact of
these negative balances on the recovery of transition costs was ambiguous.471
As a result, CPUC later issued an “Accounting Decision” that required negative
balances to offset recovered amounts, thus prolonging the rate freeze.472 The
Accounting Decision also included an “interim order,” which implemented this
decision.473 In bankruptcy, PG&E sought to stay this interim order.474 In
response, CPUC filed a motion to dismiss asserting multiple arguments,
including an argument that the automatic stay of Bankruptcy Code § 362(a)
was inapplicable to the Accounting Decision and the interim order due to the
police and regulatory exception of § 362(b)(4).475
In its examination of whether the police and regulatory exception applied,
the bankruptcy court assumed, without deciding, that the automatic stay applied
pursuant to Bankruptcy Code §§ 362(a)(1) and (3).476 Accordingly, the
bankruptcy court focused its analysis entirely upon whether the police and
regulatory exception applied to the Accounting Decision.477
Current
jurisprudence regarding this exception has elucidated two “tests” for
determining whether governmental actions fit within the exception: the
pecuniary purpose test and the public policy test.478 If the governmental

465. 11 U.S.C. § 362(b)(4) (2012).
466. Pac. Gas & Elec. Co. v. Lynch (In re Pac. Gas & Elec. Co.), 263 B.R. 306, 310 (Bankr. N.D.
Cal. 2001).
467. Id.
468. 1996 Cal. Legis. Serv. Ch. 854.
469. In re Pac. Gas & Elec. Co., 263 B.R. at 310.
470. Id. at 311 (internal quotation marks omitted).
471. Id.
472. Id.
473. Id. at 312.
474. Id.
475. Id. at 316–17.
476. Id. at 316.
477. See id. at 318.
478. Id. at 317 (citing N.L.R.B. v. Cont’l Hagen Corp., 932 F.2d 828, 833 (9th Cir. 1991)).
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actions pass either test, then the police and regulatory exception applies.479
Under the pecuniary purpose test, the court examines whether the government
action relates primarily to the protection of the government’s pecuniary interest
in the Debtor’s property or to matters of public safety and welfare.480 The
public policy test distinguishes between government actions that effectuate
public policy and those that adjudicate private rights.481
Ultimately, the bankruptcy court found that both tests favored application of
the exception. As to the pecuniary purpose test, the bankruptcy court found
that the primary purpose of the Accounting Decision was to implement “an
important public policy” in “rate-making.”482 Similarly, as to the public policy
test, the bankruptcy court found that the decision is “more legislative in
character” and was not adjudicating private rights (i.e., favoring consumers).483
Moreover, the Accounting Decision stemmed from CPUC’s rate-making
authority and noted that regulation of utilities is “one of the most important of
the functions traditionally associated with the police power.”484 The Pacific
Gas decision provides governmental regulators of electric utilities an argument
to enforce certain regulations notwithstanding the automatic stay. Specifically,
regulations and administrative actions that fall within the rubric of a
governmental unit’s “rate-making” authority may not be barred by the
automatic stay.
B. FERC vs. the Bankruptcy Court
Pursuant to the Federal Power Act, Congress granted the Federal Energy
Regulatory Commission (FERC) authority over the interstate transmission and
sale of electric energy.485 This authority confers exclusive jurisdiction with
FERC over the determination of whether wholesale electricity rates are “just
and reasonable.”486 This exclusive authority has led to the creation of the “filed
rate doctrine,” which essentially holds that “the reasonableness of rates and
agreements regulated by FERC may not be collaterally attacked in state or
federal courts.”487 The only forum for challenging rates is before FERC or a
federal court reviewing a FERC order.488 Furthermore, a filed rate can only be
changed if “the rate is so low as to adversely affect the public interest—as

479. Pension Benefit Guar. Corp. v. LTV Corp., 496 U.S. 633 (1990); N.L.R.B. v. Edward Cooper
Painting, Inc., 804 F.2d 934, 942 (6th Cir. 1986).
480. Pac. Gas & Elec. Co. v. Lynch (In re Pac. Gas & Elec. Co.), 263 B.R. 306, 317 (Bankr. N.D.
Cal. 2001).
481. Edward Cooper Painting, 804 F.2d at 942.
482. In re Pac. Gas, 263 B.R. at 318–19.
483. Id. at 319.
484. Id. at 320 (quoting Ark. Elec. Coop. Corp. v. Ark. Pub. Serv. Comm’n, 461 U.S. 375, 377
(1983) (internal quotation marks omitted).
485. See 16 U.S.C. § 824(a) (2012).
486. Id. § 824(d)(a); Miss. Power & Light Co. v. Miss. ex rel. Moore, 487 U.S. 354, 371–72 (1988).
487. Mirant Corp. v. Potomac Elec. Power Co. (In re Mirant Corp.), 378 F.3d 511, 518 (5th Cir.
2004) (internal quotation marks omitted).
488. Id.
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where it might impair the financial ability of the public utility to continue its
service, cast upon other consumers an excessive burden, or be unduly
discriminatory.”489
Federal district courts have original exclusive jurisdiction over all cases
arising under the Bankruptcy Code as well as exclusive jurisdiction “of all
property, wherever located, of the Debtor as of the commencement of such
case, and of property of the estate.”490 Bankruptcy court jurisdiction, referred
by the federal district court, and FERC jurisdiction have collided when an
electric utility seeks to reject FERC-regulated power supply contracts. Three
major cases have dealt with these issues, but the decisions in the cases do not
provide clear guidance for debtors.
In the bankruptcy case of NRG Energy, Inc. (NRG Energy), the Debtor
sought to reject a power supply agreement under which NRG Power Marketing
(NRG) provided a fixed amount of electricity to Connecticut Light & Power
(CLP) at a fixed price from January 1, 2000 to December 31, 2003.491 Prior to
the Chapter 11 filing of NRG Energy, CLP was informed that it was in default
of certain amounts due under the power supply agreement.492 Subsequently,
NRG notified CLP that it intended to terminate the power supply agreement.493
That same day, NRG Energy, on behalf of certain of its affiliates, including
NRG, filed for bankruptcy, and concurrently sought authority to reject the
power supply agreement.494 In response to NRG’s attempts to terminate the
power supply agreement, the Connecticut attorney general and the Connecticut
Public Utility Control (Connecticut Utility) petitioned FERC to stay the
termination.495 FERC then ordered NRG to continue to provide power to CLP
pending further notice while it evaluated the proposed termination.496
After two days of hearings, the bankruptcy court authorized rejection of the
power supply agreement but declined to enjoin FERC or to vacate the FERC
order requiring NRG to continue supplying electricity.497 NRG then petitioned
the United States District Court for the Southern District of New York for
declaratory and injunctive relief such that NRG be permitted to cease
performance under the power supply agreement.498 FERC also issued another
order concluding, inter alia, that it had jurisdiction to review termination of the
power supply agreement and affirmed its requirement that NRG continue to
comply with the agreement pending resolution.499 Ultimately, the bankruptcy
489. Id. (internal quotation marks omitted).
490. 28 U.S.C. §§ 1334(a), (e)(1) (2012).
491. NRG Power Mktg., Inc. v. Blumenthal (In re NRG Energy, Inc.), No. 03 Civ. 3754 RRC, 2003
WL 21507685, at *1 (S.D.N.Y. 2003).
492. Id.
493. Id.
494. Id.
495. Id.
496. Id.
497. Id. at *2.
498. Id.
499. Id.
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court found that it did not have jurisdiction to grant NRG’s requested relief,
construing the Federal Power Act broadly, and, in particular, its edict that only
federal courts of appeal may review FERC orders.500
In In re Mirant, the Fifth Circuit reached a different conclusion.501 In 2000,
prior to filing for bankruptcy, Mirant Corporation (Mirant) purchased all of the
electric generation facilities of Potomac Electric Power Company (PEPCO) and
took by assignment most of PEPCO’s purchaser power agreements.502 Because
PEPCO could not receive consent to assign all of the purchase power
agreements, PEPCO and Mirant agreed to an arrangement where Mirant would
purchase from PEPCO an amount of electricity equal to PEPCO’s obligation
under the unassigned contracts, referred to as the “Back-to-Back Agreement” in
the case.503 The Back-to-Back Agreement provided for electricity rates that
were higher than the market rate.504
After filing for bankruptcy, Mirant filed two motions in an adversary
proceeding against FERC and PEPCO seeking rejection of the Back-to-Back
Agreement (but not the Asset Purchase and Sale Agreement) and a temporary
restraining order against FERC and PEPCO to prevent them from taking any
actions to force Mirant to perform under the Back-to-Back Agreement.505
Mirant also initiated another adversary proceeding against FERC and sought a
temporary injunction to prevent FERC from taking any action to force Mirant
to perform under any of Mirant’s wholesale electric contracts.506 The
bankruptcy court held that it had authority to enjoin FERC and authorize
rejection of the Back-to-Back Agreement and issued a preliminary injunction
against FERC but withheld ruling on the merits of the rejection of the Back-toBack Agreement.507 After the reference to the bankruptcy court was
withdrawn, the district court held its own hearings and reached a different
conclusion.508 The district court denied Mirant’s request for injunctive relief
and held that FERC had exclusive authority, such that Mirant had to seek relief
from the filed rate in the Back-to-Back Agreement in a FERC proceeding.509
On appeal, the Fifth Circuit took a more literal approach to attempt to
reconcile the apparent conflict between bankruptcy and FERC jurisdiction. As
to rejection of the Back-to-Back Agreement, the Fifth Circuit relied on
Bankruptcy Code § 365(g), which provides that rejection of a contract is a
breach of such contract.510 On the other hand, FERC does not have exclusive
500.
501.
2004).
502.
503.
504.
505.
506.
507.
508.
509.
510.

Id. at *3–4.
Mirant Corp. v. Potomac Elec. Power Co. (In re Mirant Corp.), 378 F.3d 511, 518 (5th Cir.
Id. at 515.
Id.
Id. at 515–16.
Id. at 516.
Id.
Id.
Id.
Id.
Id. at 519.
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jurisdiction over the breach of a FERC regulated contract where the breach is
based upon something other than challenge to the filed rate.511 Thus, the Fifth
Circuit held that the district court did have jurisdiction to authorize rejection of
the Back-to-Back Agreement so long as the rejection was not a challenge to the
agreement’s filed rate.512
Moreover, the Fifth Circuit noted that while there were multiple exceptions
to the general authority under Bankruptcy Code § 365(a) for a debtor to reject
executory contracts, Congress did not create an exception for FERC regulated
contracts—even though Congress was keenly aware of such contracts as
evidenced by Bankruptcy Code § 1129(a)(6), which generally requires
government approval of any rate change for a Chapter 11 plan to be
confirmed.513 Thus, unlike the court in NRG Power Marketing, the Fifth
Circuit reached a different conclusion in Mirant by narrowly construing
rejection under Bankruptcy Code § 365(a) and, more importantly, what
amounts to a challenge to the filed rate. However, while the Fifth Circuit
would permit a district court to authorize the rejection of a FERC regulated
contract, the standard for authorizing rejection is not the typical business
judgment standard but a higher public interest standard.514
More recently, this issue was addressed in the Calpine Corporation (Calpine)
bankruptcy.515 Prior to its bankruptcy, Calpine entered into a number of longterm wholesale power agreements.516 In bankruptcy, Calpine took an approach
similar to Mirant and filed an adversary proceeding against FERC seeking a
preliminary injunction to prevent FERC from requiring Calpine to continue to
perform under the power agreements.517 Calpine also sought to reject those
power agreements.518
In the aftermath of Mirant, FERC issued an order adopting as its policy the
Fifth Circuit’s ruling in Mirant—specifically, that Bankruptcy Code § 365 is
not preempted by the Federal Power Act, and that a district court could exercise
jurisdiction over the rejection of FERC-regulated contracts.519
Notwithstanding this FERC order, the Calpine court framed the issue
differently than Mirant, relying upon N.L.R.B. v. Bildisco & Bildisco to
conclude that if bankruptcy court jurisdiction conflicts with a federal regulatory
regime, the bankruptcy court must defer to the federal agency.520 The Calpine
court further found that provisions such as Bankruptcy Code § 362(b)(4), which

511. Id.
512. Id.
513. Id. at 521–22.
514. Id. at 525.
515. See Cal. Dep’t of Water Res. v. Calpine Corp. (In re Calpine Corp.), 337 B.R. 27, 30
(S.D.N.Y. 2006).
516. Id. at 29.
517. Id. at 30.
518. Id.
519. Id. at 31.
520. Id. at 34 (citing N.L.R.B. v. Bildisco & Bildisco, 465 U.S. 513, 528 (1984)).
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exempt governmental units from the automatic stay in certain situations, further
support the notion that bankruptcy courts are to defer to federal agencies.521
Accordingly, the district court held that it lacked jurisdiction to authorize
rejection of the power agreements because it would “directly interfere with
FERC’s jurisdiction over the rates, terms, conditions, and duration of wholesale
energy contracts.”522 More illuminating, the court further held that
Calpine cannot achieve in Bankruptcy Court what neither it, nor any
other party in this case, nor any other federally regulated energy
company in the country could do without seeking FERC approval:
cease performance under the rates, terms, and conditions of filed rate
wholesale energy contracts in the hopes of getting a better deal.523
Seemingly at odds with Mirant, the court essentially held that the concept of
“breach” creates a distinction without a difference. “Breach” in the context of a
power agreement causes the “unilateral termination of a regulatory obligation,”
and is not a “run-of-the-mill contract dispute.”524 Because rejection of the
power agreements would, in fact, cause their termination, rejection clearly
interfered with FERC’s jurisdiction over the power agreements.525
Unfortunately, these three decisions do not provide much clarity for how the
conflict between FERC jurisdiction and bankruptcy jurisdiction should be
resolved. On the one hand, NRG Power Marketing and Calpine essentially
wipe rejection of FERC regulated contracts out of a power company’s
bankruptcy playbook, while Mirant offers a softer approach and may permit
rejection in certain limited circumstances but subject to the heightened public
interest standard.
C. Ring-Fencing
Another issue that arises when dealing with heavily regulated companies,
such as power companies, is how to deal with any non-regulated industries in
which those companies or their affiliates conduct business. The most obvious
example of a company with both regulated and non-regulated businesses, and
the solution to protect the regulated businesses, was Enron and its subsidiary
Portland General Electric. While the bankruptcy of Enron is well documented,
a measure enacted by an Oregon regulatory authority saved Portland General
Electric from a similar fate.
The measure enacted by the Oregon Public Utility Commission is what is
commonly called “ring-fencing.”526 While ring-fencing is a state-by-state

521.
522.
523.
524.
525.
526.

Id. at 35.
Id. at 36.
Id.
Id.
Id.
See Dr. Fred Grygiel & John Garvey, Fencing in the Regulated Utilities, 142 NO. 8 PUB. UTIL.
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policy decision, the purpose behind ring-fencing is to insulate a subsidiary
engaged in a regulated business from a parent company, and any other
affiliates, engaged in non-regulated businesses. A ring-fenced entity should be
functionally separate from its parent with its own accounting system, separate
debt, separate preferred stock ratings, and independent financing.527 By ringfencing the regulated company from other activities, customers of utilities are
prevented from having to bear the cost and risk of the unregulated businesses of
affiliated entities.528
Thus, with these goals in mind, when Enron acquired Portland General
Electric in 1997, the Oregon Public Utility Commission required, inter alia,
that Portland General Electric maintain a minimum 48% common equity ratio
in its capital structure to ensure separateness of Portland General Electric from
its parent, Enron.529 When Enron filed for bankruptcy, Portland General
Electric was able to distance itself, at least in some measure, from the effects of
Enron’s bankruptcy. For example, while Enron’s credit rating tanked, Portland
General Electric managed to maintain a credit rating eight levels higher than
that of Enron.530
Ring-fencing is a regulatory tool that is derived either from statutory powers
granted to regulatory authorities or imposed as conditions to settlements in rate
cases and mergers and acquisitions involving public utilities.531 Thus, while a
utility may already be ring-fenced prior to the bankruptcy of its parent, ringfencing is relevant because of the bankruptcy insulation it provides to regulated
companies based upon the structural mechanisms required by regulators.
VIII. RENEWABLE ENERGY
The term “renewable energy” encompasses a wide variety of alternative
energy sources such as solar, wind, hydro, geothermal, and biomass.532 Like
energy companies dealing with traditional fossil fuels, there are broad and
diverse renewable energy companies fulfilling various roles within the energy
industry.
Of particular importance from a bankruptcy standpoint are companies that
own and develop technologies used in renewable energy projects. For
example, in the solar industry, companies producing PV solar cells rely upon
their patents and intellectual property to separate themselves from other PV
solar cell producers.533 These types of companies have been subject to
FORT. 32, 32 (2004).
527. Id.
528. Id.
529. See CHARLES E. PETERSON & ELIZABETH M. BRERETON, REPORT ON RING-FENCING, (Utah
State Department of Commerce, 2005).
530. Id.
531. See Grygiel & Garvey, supra note 526, at 32.
532. See Our Energy Choices: Renewable Energy, UNION OF CONCERNED SCIENTISTS,
http://www.ucsusa.org/clean_energy/our-energy-choices/renewable-energy/ (last visited Oct. 30, 2014).
533. See Yu-Shan Su, Competing in the Global Solar Photovoltaic Industry: The Case of Taiwan,
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significant competition and cost pressures leading to many filing for
bankruptcy over the last handful of years, including, among others, Evergreen
Solar, Inc., Solar Trust of America, LLC, Energy Conversion Devices, Inc.,
Suntech Power Holdings Co., Ltd., and most notoriously, Solyndra LLC.534
Relatedly, most renewable energy sources cannot produce a constant stream
of power, requiring the use of energy storage systems.535 These energy storage
systems rely upon intellectual property owned or licensed by a company that
specializes in the development of systems that store excess electricity or
distribute stored electricity to meet demand.536 In the last few years, at least
two of these companies, Beacon Power, LLC537 and Xtreme Power, Inc., have
filed for bankruptcy.538
Thus, when a renewable energy technology company files for bankruptcy, a
key (and potentially primary) asset is the intellectual property owned or
licensed by the company. The Intellectual Property Bankruptcy Act enacted in
1998 amended the Bankruptcy Code by, inter alia, adding new Bankruptcy
Code § 365(n) to provide protections for licensees of intellectual property.539
The ultimate purpose of Bankruptcy Code § 365(n) is to “make clear that the
rights of an intellectual property licensee to use the licensed property cannot be
unilaterally cut off as a result of the rejection of the license pursuant to
[Bankruptcy Code §] 365.”540 To accomplish this purpose, Bankruptcy Code §
365(n) preserves the rights of a licensee pending rejection by requiring the
licensor to (a) perform or provide the intellectual property (and any
embodiments) to the extent provided in the license and (b) not interfere with a
licensee’s rights.541 These protections can be critical to the licensee for
maintenance and ongoing operations of its business that may be dependent on
use of software and other intellectual property.
Upon rejection of an intellectual property license, Bankruptcy Code § 365(n)
gives licensees the right to elect one of two options: (a) treat the license as
terminated by rejection (if rejection amounts to a breach that would entitle the
licensee to treat the license as rejected based upon the agreement, applicable
nonbankruptcy law, or an agreement made by the licensee with another entity),
or (b) retain its rights (including the right to enforce any exclusivity provision)

INT’L. J. PHOTOENERGY, vol. 2013, article ID 794367, Feb. 4, 2013, at 3.
534. Nos. 11-12590 (Bankr. D. Del.); 12-11136 (Bankr. D. Del.); 12-43166 (Bankr. E.D. Mich.);
14-10383 (Bankr. S.D.N.Y.); and 11-12799 (Bankr. D. Del.), respectively.
535. See H. Ibrahim et al., Energy Storage Systems—Characteristics and Comparisons, 12
RENEWABLE AND SUSTAINABLE ENERGY REVIEWS 1221, 1223 (2008).
536. Id.
537. No. 11-13450 (Bankr. D. Del.).
538. No. 14-10096 (Bankr. W.D. Tex.).
539. Intellectual property under Bankruptcy Code § 101(35A) means: (A) trade secret; (B)
invention, process, design, or plant protected under title 35; (C) patent application; (D) plant variety; (E)
work of authorship protected under title 17; or (F) mask work protected under chapter 9 of title 17; to
the extent protected by applicable nonbankruptcy law. 11 U.S.C. § 101(35A) (2012).
540. S. REP. NO. 100-505 (1988), reprinted in 1988 U.S.C.C.A.N. 3200.
541. 11 U.S.C. § 365(n)(4).
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under the license and any supplementary agreements as such rights existed
immediately before the bankruptcy case commenced.542 If a licensee elects to
retain its rights, its rights will continue for the duration of the license and for
any period for which the license may be extended by the licensee as of right
under applicable nonbankruptcy law.543 Additionally, the licensee must
continue to make all “royalty payments” due under the license for the period in
which it retains such intellectual property rights.544 Any right of setoff under
the license and any claim allowable under Bankruptcy Code § 503(b) are also
waived.545
However, if the underlying intellectual property is sold, Bankruptcy Code §
365(n)’s relevance is unclear. Generally, sales of a debtor’s assets are
governed by Bankruptcy Code § 363. Bankruptcy Code § 363 does not
reference Bankruptcy Code § 365(n), and by its terms, Bankruptcy Code §
365(n) deals only with rejection of an intellectual property license (or the
treatment of such license pending rejection). Pursuant to Bankruptcy Code §
363(f), assets of the Debtor may be sold free and clear of any interest in such
property.546 This leads to a potential conflict between Bankruptcy Code §
365(n), which gives intellectual property licensees the option to retain their
rights, and Bankruptcy Code § 363(f), which would otherwise permit the
Debtor to sell its intellectual property free and clear of those rights.
This is precisely the concern expressed by a prospective licensee in the case
of In re Dynamic Tooling Systems, Inc.547 In Dynamic Tooling, the prospective
licensee sought to prevent the sale of the underlying intellectual property free
and clear of its claimed licensee interest.548 Notwithstanding that the license at
issue had yet to become effective, the bankruptcy court analyzed whether
Bankruptcy Code § 363(f) could terminate a licensee’s rights under § 365(n).549
Examining cases involving Bankruptcy Code § 365(h), which provides similar
protections to lessees, the bankruptcy court ultimately held that it could utilize
the adequate protection requirement of Bankruptcy Code § 363(e) to protect the
licensee’s rights and make the sale subject to the licensee’s rights.550 Case law
regarding Bankruptcy Code § 365(n) is limited, and there is virtually no
additional analysis of the interplay of Bankruptcy Code § 365(n) and § 363(f)
outside of Dynamic Tooling.551
542. Id. § 365(n)(1).
543. Id.
544. Id. § 365(n)(2).
545. Id.
546. Id. § 363(f).
547. In re Dynamic Tooling Sys., Inc., 349 B.R. 847, 854 (Bankr. D. Kan. 2006).
548. Id. at 854–55. Cf Precision Indus., Inc. v. Qualitech Steel SBQ, LLC, 327 F.3d 537, 548 (7th
Cir. 2003) (holding that Bankruptcy Code § 363(f) permits the sale of property free and clear of the
possessory interest available to lessees under Bankruptcy Code § 365(h)).
549. In re Dynamic Tooling, 349 B.R. at 855–56.
550. Id.
551. It should be noted, however, that a debtor seeking to sell property free and clear of interests
pursuant to Bankruptcy Code § 363(f) must still meet all of the requirements set forth therein. 11 U.S.C.
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IX. CONCLUSION
Financially distressed firms in the energy industry present complex factual
and legal issues in the restructuring and reorganization process. The
combination of the Bankruptcy Code, state property law, and state and federal
regulatory law comes into play in the energy restructuring and reorganization
arena. While there may be general similarities in the energy restructuring and
reorganization process as compared to other industries, effective resolution of a
complex energy restructuring and reorganization requires an understanding of
the unique aspects of the energy industry sector involved, as well as the
nuances of bankruptcy and other applicable law. The stakes can be high given
the capital investment and debt required to start and operate in the energy
industry. When coupled with cyclical price volatility and inherent risks of
finding, producing, processing, and delivering energy, resolution of problems
and issues via restructuring and reorganization is, from time to time, the most
appropriate tool to maximize recoveries for stakeholders.

§ 365(f). The relevance of the interplay of Bankruptcy Code § 365(n) and § 363(f) is whether a
licensee’s rights under Bankruptcy Code § 365(n) would be preserved in a sale as a matter of right under
the Bankruptcy Code.
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APPENDIX A. SCHEMATIC OF UPSTREAM OIL AND GAS
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APPENDIX B. FIFTY-STATE SURVEY: OIL AND GAS LEASES AS EXECUTORY
CONTRACTS OR UNEXPIRED LEASES

State

Oil or Gas

Supporting Citation for

Classification

Citation for Property

Lease

365 Issue

of Lease

Interest

Eligible

Property

Under

Interest

365?
Ala.

N/A

N/A

Corporeal

Willcutt v. Union Oil

hereditament

Co., 432 So.2d 1217,
1221 (Alaska 1983).

Alaska

N/A

N/A

Unclear

Ariz.

N/A

N/A

Depends on

Phoenix v. S. Bank

documents

Corp., 649 P.2d 293,
297–98 (Ariz. Ct. App.
1982).

Ark.

Probably

Hill v. Larcon Co., 131 F.

“Easement and

Pasteur v. Niswanger,

Supp. 469 (W.D. Ark.

interest in land

290 S.W.2d 852, 854

1955) (decided under §

itself”

(Ark. 1956).

110(b) of the Bankruptcy
Act of 1898, predecessor
to § 365 of the Code).
Cal.

Not as an

Laugharn v. Bank of Am.

“Incorporeal

Gerhard v. Stephens,

executory

Nat. Trust & Sav. Ass’n,

hereditament”

442 P.2d 692, 705–705

contract

88 F.2d 551, 553 (9th Cir.

(Cal. 1968).

1937).
Colo.

N/A

N/A

Interest in

Simson v. Langholf,

“realty”

293 P.2d 302, 307
(Colo. 1956).

Conn.

N/A

N/A

Unclear

Del.

N/A

N/A

Unclear

Fla.

N/A

N/A

“Real property”

Straughn v. Sun Oil
Co., 345 So.2d 1062,
1062–1065 (Fla. 1977).
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Oil or Gas

Supporting Citation for

Classification

Citation for Property

Lease

365 Issue

of Lease

Interest

Eligible

Property

Under

Interest

365?
Ga.

N/A

N/A

Fee type interest

Rockefeller v. First
Nat’l Bank of
Brunswick, 100 S.E.2d
279 (Ga. 1957).

Haw.

N/A

N/A

Unclear

Idaho

N/A

N/A

“Real property”

Kirk Family Trust v.
Seideman (In re Estate
of Kirk), 907 P.2d 794,
801 (Idaho 1995).

Ill.

Ind.

No

N/A

In re Hanson Oil Co.,

Fee type interest,

Transcon. Oil Co. v.

Inc., 97 Bankr. 468,

“freehold interest

Emmerson, 131 N.E.

(Bankr. S.D. Ill. 1989).

in the real estate”

645, 649 (Ill. 1921).

N/A

“Exclusive right

Halbert v. Hendrix, 95

to drill” and

N.E.2d 221, 223 (Ind.

“incorporeal

Ct. App. 1950).

hereditament”
Iowa

N/A

N/A

Probably real

Smith v. Smith, 2009

property

Iowa App. LEXIS
1360, *13–14 (Iowa
Ct. App. Nov. 12,
2009).

Kan.

Yes

In re J.H. Land & Cattle

“[P]ersonal

Caney Valley Nat’l

Co. Inc., 8 B.R. 237

property, an

Bank v. Alexander (In

(Bankr. W.D. Okla.

incorporeal

re Wolfe), 181 B.R.

1981) (applying Kansas

hereditament, a

90, 91 (Bankr. D. Kan.

law).

profit a prendre”

1995). However, a

and for some

royalty interest is

purposes real

personal property. Id.

estate

PAGE 202

106

2014]
State

ENERGY RESTRUCTURING AND REORGANIZATION

79

Oil or Gas

Supporting Citation for

Classification

Citation for Property

Lease

365 Issue

of Lease

Interest

Eligible

Property

Under

Interest

365?
Ky.

No

K & D Energy v. KY

Fee type,

Bigge v. Tallent, 539

USA Energy, Inc. (In re

“separate estate”

S.W.2d 288, 289 (Ky.

KY USA Energy, Inc.),

of minerals.

1976).

Compare In re WRT

Fee type,

Succession of Simms,

Energy Corp., 202 B.R.

“incorporeal

195 So.2d 114, 127–28

579, 583–84 (W.D. La.

immovable”

(La. 1965).

444 B.R. 734, 737
(Bankr. W.D. Ky. 2011).
La.

Split

1996) (holding that a
mineral lease in
Louisiana is not an
executory contract), with
Texaco, Inc. v. La. Land
& Exploration Co., 136
B.R. 658, 668 (M.D. La.
1992) (holding that a
mineral lease in
Louisiana is an executory
contract), and Texaco
Inc. v. Bd. of Comm’r for
the LaFourche Basin
Levee Dist. (In re Texaco
Inc.), 254 B.R. 536, 565
(Bankr. S.D.N.Y. 2000)
(same).
Me.

N/A

N/A

Unclear

Md.

N/A

N/A

Possibly fee

Kiser v. Eberly, 88

interest

A.2d 570, 571–72 (Md.
1952) (looking with
favor at jurisdictions
that hold that oil and
gas leases are fee
interests, but not
deciding the issue).
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Oil or Gas

Supporting Citation for

Classification

Citation for Property

Lease

365 Issue

of Lease

Interest

Eligible

Property

Under

Interest

365?
Mass.

N/A

N/A

Profits a prendre

Davisson v. Comm’r of
Revenue, 470 N.E.2d
413, 417 (Mass. App.
Ct. 1984).

Mich.

Yes

Frontier Energy, LLC v.

Profits a prendre

Stevens Mineral Co. v.

Aurora Energy, Ltd. (In

State, 418 N.W.2d 130,

re Aurora Oil & Gas

134 (Mich. Ct. App.

Corp.) 439 B.R. 674

1987).

(Bankr. W.D. Mich.
2010); In re P.I.N.E.,
Inc., 52 B.R. 463, 465–68
(Bankr. W.D. Mich.
1985).
Minn.

Yes

In re Huff, 81 B.R. 531

Probably profits

Hanson v. Fergus Falls

(Bankr. D. Minn. 1988).

a prendre

Nat’l Bank, 65 N.W.2d
857, 863–64, (Minn.
1954) (dicta).

Miss.

N/A

N/A

Part of “land”

Stern v. Great S. Land
Co., 114 So. 739
(Miss. 1927).

Mo.

N/A

N/A

Probably real

Gen. Refractories Co.
v. Raack, 674 S.W.2d
97, 99–100 (Mo. Ct.
App. 1984) (finding
possessors of surface
estate had acquired
title to mineral estate
by adverse possession).

Mont.

N/A

N/A

Fee type interest

Stokes v. Tutvet, 328
P.2d 1096 (Mont.
1958).
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Oil or Gas

Supporting Citation for

Classification

Citation for Property

Lease

365 Issue

of Lease

Interest

Eligible

Property

Under

Interest

365?
Neb.

Nev.

N/A

N/A

N/A

N/A

Fee interest,

Wheelock v. Heath,

“vested property

272 N.W.2d 768, 771

rights”

(Neb. 1978).

Unclear,

Paul v. Cragnaz, 60 P.

dependent on

983, 984 (Nev. 1900).

documents
N.H.

N/A

N/A

Unclear

N.J.

N/A

N/A

Profits a prendre

Hopper v. Herring, 67
A. 714, 717 (N.J. Sup.
Ct. 1907).

N.M.

No

In re Antweil, 97 B.R.

Probably fee

Terry v. Humphreys,

65, 66–67 (Bankr.

type interest

203 P. 539, 543 (N.M.

D.N.M. 1989).

1922) (Oil and gas
lease “[is] more than a
chattel interest or a
mere license or
incorporeal
hereditament.”).

N.Y.

N/A

N/A

Easement and

Banach v. Home Gas

incorporeal

Co., 199 N.Y.S.2d 858,

hereditament

859 (N.Y. Sup. Ct.
1960).

N.C.

N/A

N/A

“Profit a

In re Lee, 354 S.E.2d

prendre” and

759, 761 (N.C. Ct.

“estate in the

App. 1987) (citing

land”

Council v. Sanderlin,
111 S.E. 365 (N.C.
1922)).

N.D.

N/A

N/A

“Interest in real

Nantt v. Puckett

property”

Energy Co., 382
N.W.2d 655 (N.D.
1986).
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Oil or Gas

Supporting Citation for

Classification

Citation for Property

Lease

365 Issue

of Lease

Interest

Eligible

Property

Under

Interest

365?
Ohio

Split

In re Frederick Petroleum

Unclear

Compare Back v. Ohio

Corp., 98 B.R. 762, 766

Fuel Gas Co., 113

(S.D. Ohio 1989) (not

N.E.2d 865 (Ohio

eligible); In re Gasoil,

1953) (license), with

Inc., 59 Bankr. 804

Bath Twp. v. Raymond

(Bankr. N.D. Ohio 1986)

C. Firestone, Co., 747

(eligible under

N.E.2d 262, 264–65

Bankruptcy Code section

(Ohio Ct. App.,

365).

Summit County 2000)
(questioning the
holding in Back as
dicta and finding rights
may be appurtenant to
land).

Okla.

No

In re Clark Res., 68 B.R.

Incorporeal

Rich v. Doneghey, 177

358 (Bankr. N.D. Okla.

hereditament

P. 86 (Okla. 1918).

“Real Property”

Fremont Lumber Co.

1986).
Or.

N/A

N/A

v. Starrell Petroleum
Co., 364 P.2d 773 (Or.
1961).
Pa.

Yes

Powell v. Anadarko E&P

Lease is license;

Powell v. Anadarko

Co. LP (In re Powell),

once minerals

E&P Co. LP (In re

482 B.R. 873, 875

found it is a fee

Powell), 482 B.R. 873,

(Bankr. M.D. Pa. 2012).

interest

875 (Bankr. M.D. Pa.
2012).

R.I.

N/A

N/A

Unclear

S.C.

N/A

N/A

Unclear

Massot v. Moses, 3
S.C. 168 (S.C. 1871)
(discussing mining for
phosphates suggests
right is real).

S.D.

N/A

N/A

Unclear
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Oil or Gas

Supporting Citation for

Classification

Citation for Property

Lease

365 Issue

of Lease

Interest

Eligible

Property

Under

Interest

365?
Tenn.

N/A

N/A

“Realty”

Murray v. Allred, 43
S.W. 355, 356 (Tenn.
1897).

Tex.

No

See River Prod. Co. v.

Fee interest

Stephens Cnty. v. Mid-

Webb (In re Topco, Inc.),

Kansas Oil & Gas Co.,

894 F.2d 727, 739 n.17

254 S.W. 290, 291

(5th Cir. 1990); see also

(Tex. 1923).

Terry Oilfield Supply
Co., v. Am. Sec. Bank,
N.A., 195 B.R. 66, 70
(S.D. Tex. 1996) (“A
mineral lease . . . is a
determinable fee. It is not
a lease or other form of
executory contract that a
debtor may accept or
reject.”).
Utah

No

Emery Res. Holdings,

Real estate

Andalex Res. v. Myers,

LLC v. Coastal Plains

871 P.2d 1041, 1045

Energy, Inc., 2010 WL

(Utah Ct. App. 1994)

1257761 (D. Utah Mar.

(citing Chase v.

26, 2010).

Morgan, 339 P.2d
1019, 1021 (1959)).

Vt.

N/A

N/A

Unclear

Va.

N/A

N/A

Unclear, depends

Bistic v. Bostic, 99

on documents

S.E.2d 591, 594 (Va.
1957).

Wash.

N/A

N/A

Unclear

W. Va.

N/A

N/A

Fee interest

Powers v. Union
Drilling Inc., 461
S.E.2d 844, 849 (W.
Va. 1995).
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Oil or Gas

Supporting Citation for

Classification

Citation for Property

Lease

365 Issue

of Lease

Interest

Eligible

Property

Under

Interest

365?
Wis.

Yes

In re Myklebust, 26 B.R.

“Interest in the

Chi. & N.W. Transp. v.

582 (Bankr. W.D. Wis.

land”

Pedersen, 259 N.W.2d

1983).
Wyo.

N/A

316 (Wis. 1977).

N/A

Real Property

Kennedy Oil v. Lance
Oil & Gas Co., 126
P.3d 875, 878–89
(Wyo. 2006).
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APPENDIX C. FIFTY-STATE SURVEY: ROYALTY/FIRST
PURCHASER LIENS

State

Statute

When to

Duration of Lien

Notes

Perfect

Kan.

KAN. STAT.

Depends on

Indefinitely for

Lien attaches to proceeds,

ANN.

jurisdiction

production, accounts,

chattel paper, etc., from

§ 84-9-339a

chattel paper,

production.

(2005).

instruments, documents,
or cash

Miss.

One year after

Lien attaches to proceeds

ANN.

effectiveness of lien,

from production

§ 53-3-41

tolled by insolvency

attributable to royalty

(2011).

proceeding or judicial

owner’s interest.

MISS. CODE

Indefinite

action
N.M.

N.M. STAT.

15–45 days

ANN. §§ 48-

after

from production

9-1 to -8

indebtedness

attributable to royalty

One year after filing

(2014).
N.D.

Lien attaches to proceeds

owner’s interest.

N.D. CENT.

Ninety days

CODE

after

§§ 35-37-01

production

One year after filing

Lien applies to oil and gas
proceeds.

to -06 (2014).
Okla.

OKL. STAT.

Automatically

Attaches until last day of

Lien applies to oil and gas

tit. 52,

perfected

calendar month one year

proceeds.

§§ 549.1–12

after indebtedness

(2011).
Tex.

TEX. BUS. &

Automatically

Indefinitely in

Lien applies to accounts,

COM. CODE

perfected

production, accounts,

chattel paper, instruments,

§ 9.343 (West

chattel paper,

documents, payment

2011).

instruments, documents,

intangibles, inventory,

or cash (but sale to first

production, or cash.

purchaser in ordinary
course cuts off interest in
production itself)
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APPENDIX D. FIFTY-STATE SURVEY: SCOPE OF M&M LIENS

State

Statutes

Perfection

Duration

Relation to Oil and Gas Interests

Deadline*
Ala.

ALA. CODE

Six months

Six months

Lien is for work on

§§ 35-11-210

after

after

“improvements.” Lien extends to

to -234 (1991).

completion

indebtedness

all right and title of owner of
property.

for contractor,
30 days after
completion
for
journeyman,
four months
after
completion
for all other
persons
Alaska

ALASKA STAT.

120 days after

Six months

Lien attaches to whole of oil, gas or

§§ 34.35.050–

completion

after filing

mineral well, so long as the property

.170 (2012).

is in one mass and can be identified
as being produced by the labor of
the lienor.

Ariz.

ARIZ. REV.

120 days after

Six months

When separately owned property is

STAT. ANN.

completion

after filing

embraced within one established

§§ 33-981 to

drilling unit, and a pooling of

-1008 (2014).

interests is established, the owner
drilling and operating for the benefit
of others has a lien on the share of
production from the unit accruing to
the interest of each of the owners
for the payment of his share of the
expenses.
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Relation to Oil and Gas Interests

Deadline*
Ark.

ARK. CODE

120 days after

Fifteen months

Lien attaches to the land, building,

ANN. §§ 18-

completion

after filing

and any appurtenances on property

44-101 to -206

for any mechanics work or materials

(2003).

supplied for oil and gas well.
However, for labor or material that
is supplied to a leaseholder, this lien
will not attach to the underlying
land, only to the lease.

Cal.

CAL. CIV.

Six months

Ninety days

Lien for work and materials

CODE §§

after

after

provided to an oil and gas well

8000–8848,

completion

recordation

attaches to the land and
improvements as well as proceeds.

9000–9566
(West 2012).
Colo.

COLO. REV.

Two months

Six months

A party who performs labor upon or

STAT. ANN. §§

after

after filing

furnishes machinery, material, fuel,

38-22-101 to -

completion

explosives, power, or supplies for

133 (West

for laborers,

sinking, repairing, altering, or

2007).

and four

operating any oil or gas well by

months after

virtue of a contract is entitled to an

completion

M&M lien. Severed oil and gas is

for all other

not eligible under a mechanic’s lien.

persons

An overriding royalty interest is
immune from mechanic’s liens, but
a carried working interest is
susceptible to them. AEC Indus.,
LLC v. Survivor Oil, Inc., 7 P.3d
1052, 1056 (Colo. App. 1999).

Conn.

CONN. GEN.

Ninety days

One year after

Unclear if oil and gas work is

STAT. ANN. §§

after

filing

considered an eligible

49-33 to

completion

“improvement” under state law.

-92f (West
2006).
Del.

N/A

N/A

N/A

Lien does not extend to oil or gas
facilities.
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Duration

Relation to Oil and Gas Interests

Deadline*
Fla.

FLA. STAT.

Ninety days

One year after

Lien may exist for improvements to

ANN. §§

after

perfection

leasehold interest in oil and gas

713.001–.37

completion

property or for any oil and gas

(West 2013).

pipeline, except lien will not attach
to the land itself or any royalty
interest.

Ga.

GA. CODE

Ninety days

One year after

Lien is for improvements to real

ANN. §§ 44-

after

perfection

property and extends to “other

14-360 to

completion

property.” The application to oil

-366 (2002).
Haw.

and gas facilities is unclear.

HAW. REV.

Ninety days

Six months

Lien is for improvements to real

STAT. ANN. §§

after

after filing of

property. The application to oil and

507-41 to -49

completion

claim

gas properties is unclear.

(Lexis 2006).
Idaho

IDAHO CODE

Ninety days

Six months

Lien applies to any person

ANN. §§ 45-

after

after filing of

furnishing work or materials in a

501 to -525

completion

claim

mining enterprise. Lien attaches to

(2014).

land (to the extent of the interest of
the hiring party), buildings and
improvements.

Ill.

770 ILL.

Two years

Two years

Lien applies to any person

COMP. STAT.

after

after

furnishing work or materials for an

ANN. 60/0.01

completion

completion of

oil and gas well under contract (or

work

subcontract) with land owner. Lien

to 60/39 (West

extends to all real property under

2011).

the land or lease (except for
underlying fee) and also to oil and
gas produced from the property, but
does not extend to royalty interests.
Ind.

IND. CODE

Ninety days

One year after

Lien applies for work on oil and gas

ANN. §§ 32-

after

recordation

properties. Lien extends to all

28-3-1 to -18

completion

improvements and the land itself.

(West 2013).

See McCartin McAuliffe Mech.
Contractor, Inc. v. Midwest Gas
Storage, Inc., 685 N.E.2d 165 (Ind.
Ct. App. 1997).
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89

Duration

Relation to Oil and Gas Interests

Deadline*
Iowa

Kan.

IOWA CODE

Notice must

Two years and

Lien applicable for labor relating to

ANN. §§

be sent thirty

ninety days

oil and gas wells. Lien attaches to

572.1–.34

days after

after

lease, wells, minerals, pipelines,

(West 1992).

completion

completion

structures, etc.

KAN. STAT.

Six months

Six months

Lien applies for improvements

ANN. §§ 60-

after

after filing

made to oil and gas wells. Lien

1101 to

completion

attaches to all property improved

-1110 (2005).
Ky.

through work.

KY. REV.

Six months

One year after

Lien extends to persons

STAT. ANN. §§

after

filing

improving/furnishing labor or

376.010–.260

completion

materials to a lessee and extends to

(Lexis 2002).
La.

the entire lease interest.

LA. REV.

180 days after

One year after

Lien applies for work done for oil

STAT. ANN. §§

completion

last day of

and gas properties and extends to

possible filing

proceeds, the lease, all the

9:4801–

equipment used, etc.

9:4861,
38:2242,
38:2247
(2007).
Maine

N/A

N/A

N/A

Lien does not extend to work done
on oil and gas properties.

Md.

MD. CODE

180 days after

One year after

The application to oil and gas

ANN., REAL

completion

filing

interests is unclear.

MASS. GEN.

Varies

Varies

Lien only extends for work done on

LAWS ANN.

depending on

depending on

buildings or structures.

ch. 254, §§ 1–

circumstances

circumstances

PROP. §§
9-101 to -304
(Lexis 2007).
Mass.

33 (West
2004).
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Relation to Oil and Gas Interests

Deadline*
Mich.

MICH. COMP.

Six months

One year after

Lien applies for work done to

LAWS ANN. §§

after

completion

improvements of real property and

570.1101–

completion

extends to entire interest in real

.1305 (West

property of contracting owner or

2007).

lessee. This includes any oil and
gas leasehold, pipelines, structure,
building, or any other value
furnished.

Minn.

MINN. STAT.

120 days after

One year after

Lien applies for any work done on

ANN. §§

completion

completion

any mine. Lien applies to the

514.01–.18

interest and title of owner in land up

(West 2014).

to 80 acres, and in case of a
homestead, 40 acres.

Miss.

MISS. CODE

One year

One year from

Lien applies for work done on fixed

ANN. §§ 85-7-

from when

when debt is

machinery, structures, or buildings.

131 to -265

debt is due

due

This lien extends for work done on

(2011).

drilling rigs and for the value of the
rigs and equipment (but not the
underlying land or other buildings
and fixtures). White v. Cabot
Corp., 194 So.2d 499 (Miss. 1967).
However, lien probably does not
extend to actual oil and gas
proceeds.

Mo.

MO. ANN.

Six months

Six months

Operator has lien on proceeds

STAT. §§

after debt is

after filing

against co-poolees for M&M work

429.005–.360

due

done on wells.

(West 2010).
Mont.

MONT. CODE

Ninety days

Two years

Lien applies for improvements

ANN., §§

after

after filing

made to oil and gas wells. Lien

71-3-521 to

completion

attaches to owned interest of

-563 (2014).

contracting party with certain
caveats.

Neb.

NEB. REV.

Four months

Two years

Lien extends for improvements to

STAT. §§

after

after filing

wells or pipelines and applies to the

52-110 to -159

completion

leasehold’s interest in the well

(2010).

including the oil and gas produced.
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Relation to Oil and Gas Interests

Deadline*
Nev.

NEV. REV.

Ninety days

Six months

Lien applies to work done in excess

STAT. §§

after

after filing

of $500 on mines or other

108.221–.246

completion

excavations. Lien attaches to the

(2013).
N.H.

N.J.

“mine.”

N.H. REV.

Statement of

120 days after

Lien applies to “wells” and extends

STAT. ANN. §§

work required

completion

to interest of owner in buildings and

447:1 to

every thirty

447:14 (2013).

days

N.J. STAT.

Ninety days

One year after

Lien applies to any contractor (no

ANN. §§

after

completion

statutory definition) or supplier who

44A-1 to 45-5

completion

lands.

works pursuant to a written

(1993).
N.M.

contract.

N.M. STAT.

120 days after

Two years

Lien for work on oil and gas wells

ANN. §§

completion

after filing

has lien on leasehold, equipment,

48-2-1 to -17,

for original

etc., but not to underlying fee or

48-2A-1 to

contractor, 90

royalty interest.

-12 (2014).

days for all
others

N.Y.

N.C.

N.Y. LIEN

Eight months

One year after

Lien applies for all work done to

LAW §§ 3 to

after

filing

construct or improve oil and gas

39-C (West

completion

wells and extends owner’s right and

McKinney

title including the lease itself and

2007).

right to produce oil and gas.

N.C. GEN.

120 days after

180 days after

Lien applies to improvements made

STAT. ANN. §§

completion

completion

to real property. Unclear whether
lien applies to oil and gas interests.

44A-7 to
-23 (West
2013).
N.D.

N.D. CENT.

Ninety days

Three years

Lien applies to improvements made

CODE §§ 35-

after

after

regarding oil and gas wells. Lien

27-01 to -28

contribution

recordation

extends to landowner’s interest in

(2014).

real property.
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Deadline*
Ohio

OHIO REV.

120 days after

Six years after

Applies to work or materials

CODE ANN. §§

completion

filing

furnished pursuant to an oil or gas

1311.01–.38

lease. Lien extends to interest of

(West 2004).

owner or leaseholder of the mineral
estate including the oil and gas of
the mineral estate and proceeds.

Okla.

OKLA. STAT.

180 days after

One year after

Applies to work or materials

tit. 42, §§ 141–

completion or

filing

furnished pursuant to an oil or gas

180 (2011).

delivery

lease. Lien extends to interest of
the oil and gas lease including the
oil and gas of the mineral estate and
proceeds.

Or.

OR. REV.

Seventy-five

Two years

Unclear if M&M liens apply to oil

STAT. §§

days after

after filing

and gas properties. Oil and gas

87.001–88.093

completion

properties not listed in expansive,

(2013).

but not complete list of examples of
eligible improvements.

Pa.

49 PA. STAT.

Four months

Two years

Unclear if “improvement,” which

ANN. §§

after

after filing

applies for M&M liens, includes oil

1101–1902

completion

and gas properties.

(West 2001).
R.I.

R.I. GEN.

200 days after

Forty days

Unclear if “improvement,” which

LAWS §§

completion

after

applies for M&M liens, includes oil

recordation

and gas properties.

34-28-1 to -37
(2011).
S.C.

S.C. CODE

Ninety days

Six months

Lien applies to buildings and

ANN. §§ 29-5-

after

after

structures, unclear application to oil

10 to -430, 29-

completion

completion

and gas properties.

S. D.

120 days after

Six years after

Lien may be filed for work in

CODIFIED

completion

completion

constructing or improving oil and

6-10 to -60,
29-7-10 to -30
(1991).
S.D.

LAWS §§ 44-9-

gas wells. Lien extends to the entire

1 to -53, 44-

fee simple of the property and

9A-1 to -5

equipment, etc., located on the

(2004).

property.
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Relation to Oil and Gas Interests

Deadline*
Tenn.

TENN. CODE

Ninety days

Ninety days or

Lien for oil and gas work extends to

ANN. § 147

after

one year after

entire leasehold, including minerals

(2007).

completion

completion

and equipment.

depending on
type of
contractor
Tex.

TEX. PROP.

Six months

Two years

Lien for work on oil and gas wells

CODE ANN. §§

after debt is

after last day

extends to land, lease, equipment,

53.001 to .260,

due

claimant could

minerals, etc., but not to fee title of

file

property.

56.001 to .045
(West 2014);
TEX. CIV.
PRAC. & REM.
CODE § 12.002
(West 2002).
Utah

UTAH CODE

Ninety days

180 days after

M&M lien applies for work done on

ANN. §§

after notice of

filing

oil and gas wells and extends to

38-1a-1 to 38-

completion;

mineral interest in the estate,

1-29, 38-10-

180 days after

including access, equipment, and

101 to

completion if

production.

-115, 38-11-

no notice is

101 to -302

filed

(LexisNexis
2011).
Vt.

VT. STAT.

180 days after

180 days after

Lien extends for work done to

ANN. tit. 9, §§

payment is

filing

improve real property. Unclear

1921–1928

due

whether lien applies to oil and gas

(2011).
Va.

interests.

VA. CODE

Ninety days

Later of six

Applies to all persons furnishing

ANN. §§ 43-1

after last day

months from

labor or materials, including wells

to -71 (2013).

of month of

recordation or

or excavations. Extends to the

completion

sixty days of

interest in the land or buildings or

completion

structures of the contracting party.
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Deadline*
Wash.

WASH. REV.

Ninety days

Eight months

Lien applies to improvements of

CODE ANN. §§

after

after

real property.

60.04.011–

completion

recordation

W. VA. CODE

100 days after

Six months

Lien probably applies to work done

ANN. §§

completion

after filing

on oil and gas wells, lien extends to

.904 (West
2004).
W. Va.

38-2-1 to -39,

interest in owner of land and

38-12-1 to -13

improvement. Knawha Oil & Gas

(Lexis 2011).

Co. v. Wenner, 76 S.E. 893 (W. Va.
1912).

Wis.

WIS. STAT.

Six months

Two years

Lien applies to improvements,

ANN. §§

after

after filing

including excavations. Lien extends

779.01–.17

completion

to interest of owner.

(West 2001).
Wyo.

WYO. STAT.

180 days after

180 days after

Lien applies to work constructing or

ANN. §§

completion

filing

improving oil and gas properties.

29-3-103 to

Lien extends to interest of

-105 (2013).

contracting party, including oil and
gas proceeds, but does not apply to
a separately owned fee or royalty
interest.
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INTRODUCTION
Pricing volatility and business cyclicality in the energy sector
periodically create the need for restructuring and reorganization.1 A
distressed energy company with excessive leverage or insufficient cash
flow may pursue out-of-court or in-court asset sales to dispose of
unprofitable or non-strategic assets, increase liquidity, and create
operational efficiencies. Potential purchasers face differing benefits and
risks when dealing in distressed assets depending on the specific
circumstances in each transaction. This article generally focuses on the
process of dealing in distressed assets in the energy space, with special
focus on upstream assets, and reviews certain of the benefits and risks
often encountered. Part I of this article will discuss out-of-court
acquisitions from distressed sellers, and Part II will discuss acquisitions of
distressed energy assets in bankruptcy.
I. OUT OF COURT ACQUISITIONS FROM DISTRESSED SELLERS
Acquisitions of assets from distressed energy sellers frequently occur
out-of-court. This part will discuss the benefits and risks of such out-ofcourt transactions as compared to having such transactions approved as
part of a bankruptcy proceeding.
A. The Benefit of Speed and Execution
The prompt execution of out-of-court asset purchases, with execution
risk negotiated by the parties, potentially benefits buyers more than incourt sales. The sale of assets outside of the ordinary course of business in
bankruptcy cases requires notice and a hearing before the sale can be
approved and frequently involves parties with competing interests. These
logistical hurdles often require additional time and impose potentially
higher costs when compared to out-of-court transactions, particularly if
the sale process is heavily contested and litigated. At the same time, as will
be discussed further, infra, sales under court supervision can also proceed
in a timely, negotiated manner, as is often the case when parties in interest
seek the common goal of maximizing value through a transparent and
vetted marketing process. Notwithstanding the benefit of expeditious
execution in asset sales outside of bankruptcy, risks attendant to out-ofcourt sales by distressed entities exist, including potential allegations of
fraudulent transfer and successor liability risk.
1. See William Wallander et al., Energy Restructuring and Reorganization, 10
TEX. J. OIL, GAS & ENERGY L. 1 (2014) [hereinafter Wallander] for a broader
discussion on energy industry restructuring.
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B. The Fraudulent Transfer Risk
In general, a “fraudulent transfer” (or “fraudulent conveyance”) is a
transfer of property made to another party either (1) with the actual intent
to defer, hinder, delay, or defraud creditors (actual fraud), or (2) for less
than reasonably equivalent value when the transferor is insolvent or has
inadequate capital (constructive fraud). Both federal and state law provide
avoidance actions and recovery remedies for fraudulent transfers based on
actual or constructive fraud.
Under federal law, Bankruptcy Code § 548 provides that a transaction
may be avoided for actual or constructive fraud if the transfer occurred
within two years before the date of filing for bankruptcy.2 Additionally,
Bankruptcy Code § 544 allows trustees to bring fraudulent transfer actions
based on actual or constructive fraud under state statutes.3 All fifty states
have laws prohibiting fraudulent transfers. While most states currently
model such laws on the Uniform Fraudulent Transfer Act (UFTA), some
still model their laws on the older Uniform Fraudulent Conveyance Act
(UFCA). Still other states have recently updated their fraudulent transfer
laws based on the Uniform Law Commission’s 2014 amendments to
UFTA, which renamed the Act the 2014 Uniform Voidable Transactions
Act (UVTA).4 The 2014 amendments, among other changes, incorporated
choice of law rules and changed the statutory language to rid UVTA of
any implication that constructively fraudulent transfers require fraud as
opposed to statutory voidability.5 As of March 2016, eight states—
California, Georgia, Idaho, Kentucky, Minnesota, New Mexico, North
Carolina, and North Dakota—have enacted UVTA, and four other states—
Indiana, Iowa, Massachusetts, and Rhode Island—have, so far this year,
introduced legislation seeking to do so.6 Bankruptcy courts frequently
view both federal and state law fraudulent transfer cases as persuasive
precedent when interpreting fraudulent transfer statutes.7
2. 11 U.S.C. §§ 548(a)(1)(A), (B) (2012).
3. 11 U.S.C. § 544.
4. For purposes of this Article, the phrase “uniform fraudulent transfer laws”
refers to UFTA, UFCA, and UVTA collectively.
5. See UNIFORM VOIDABLE TRANSACTIONS ACT (FORMERLY UNIFORM
FRAUDULENT TRANSFER ACT) (as Amended in 2014), Nat’l Conference of
Comm’r on Unif. State Laws, available at http://goo.gl/eEQzSo (last visited
March 23, 2016, 10:29 p.m.).
6. For a map of states that have enacted UVTA and states that have
introduced legislation to adopt it this year, see the website for the Uniform Law
Commission, Voidable Transactions Act Amendments (2014) – Formerly
Fraudulent Transfer Act, available at http://goo.gl/5k8wIw(last visited March 23,
2016, 10:32 p.m.).
7. See, e.g., In re Grandote Country Club Co., 252 F.3d 1146, 1152 (10th
Cir. 2001).
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Notably, many state statutes contain fraudulent transfer look-back
periods beyond the Bankruptcy Code’s two-year limitations period.8
Under the version of UFTA adopted by most states, including Texas and
Delaware, the limitations period for fraudulent transfers extends up to four
years.9 Under New York’s version of UFCA, however, the limitations
period spans up to six years after the conveyance.10
1. Actual Fraud: Federal and State Law
First, a trustee may avoid transfers made or obligations incurred by a
debtor by establishing actual fraud. Broadly stated, to prove actual fraud
under either Bankruptcy Code § 548 or state law enactments of the
uniform fraudulent transfer laws, the trustee or debtor in possession must
show that the debtor made the transfer or incurred the obligation “with
actual intent to hinder, delay, or defraud” creditors.11
Bankruptcy courts often look for “badges of fraud” in determining
whether a party possessed the requisite intent to constitute actual fraud.12
The badges of fraud often comprise the following:
1) the transfer or obligation was to an insider;
2) the debtor retained possession or control of the property
transferred after the transfer;
3) the transfer or obligation was concealed;
4) before the transfer was made or obligation was incurred, the
debtor had been sued or threatened with suit;
5) the transfer was of substantially all of the debtor’s assets;
6) the debtor absconded;

8. 11 U.S.C. §§ 548(a)(1), (b) (2012) (permitting trustee to avoid any actual and
constructive fraudulent transfers “made or incurred on or within 2 years before the
date of the filing of the petition”).
9. See TEX. BUS. & COM. CODE § 24.010 (1993) (setting forth the rule that, in
order to commence a fraudulent transfer action beyond the four-year limit, the claim
must be brought “within one year after the transfer or obligation was or could
reasonably have been discovered by the claimant”); 6 DEL. CODE § 1309 (same).
10. N.Y. CODE § 213(8) (“[T]he time within which the action must be
commenced shall be the greater of six years from the date the cause of action accrued
or two years from the time the [claimant] discovered the fraud, or could with
reasonable diligence have discovered it.”).
11. 11 U.S.C. § 548(a)(1)(A).
12. See, e.g., Williams v. Houston Plants & Garden World, Inc., 508 B.R. 11,
18–19 (Bankr. S.D. Tex. 2014) (citing In re Soza, 542 F.3d 1060, 1067 (5th Cir.
2008)).

PAGE 223

127

2016]

DISTRESSED ENERGY ASSETS

179

7) the debtor removed or concealed assets;
8) the value of the consideration received by the debtor was not
reasonably equivalent to the value of the asset transferred or
the amount of the obligation incurred;
9) the debtor was insolvent or became insolvent shortly after the
transfer was made or the obligation was incurred;
10) the transfer occurred shortly before or shortly after a
substantial debt was incurred; or
11) the debtor transferred the essential assets of the business to a
lienor who transferred the assets to an insider of the debtor.13
Not all badges of fraud must be present for a bankruptcy court to find
actual intent.14 In fact, depending on the circumstances, a few badges may
be sufficient to support a finding of actual fraud.15
2. Constructive Fraud: Federal and State Law
Next, if a trustee or debtor in possession is unable to establish actual
fraud, it may nevertheless avoid transfers made or obligations incurred by
a debtor under Bankruptcy Code § 548 by establishing constructive fraud
(or voidability under UVTA). To prove constructive fraud under the
Bankruptcy Code, the trustee or debtor in possession must show that the
debtor received less than a “reasonably equivalent value” in exchange for
such transfer or obligation, and that the debtor:
1) was insolvent on the date that such transfer was made or such
obligation was incurred, or became insolvent as a result of
such transfer or obligation;

13. TEX. BUS. & COM. CODE § 24.005(b); 6 DEL. CODE § 1304(b). See also
CAL. CIV. CODE § 3439.04(b).
14. See In re ASARCO L.L.C. v. Ams. Mining Corp., 396 B.R. 278, 371–72
(S.D. Tex. 2008) (“It is not necessary that all or any one of these badges of fraud
support a finding of fraudulent intent; nor can one badge alone make out an
inference of actual intent to hinder, delay, or defraud creditors. Rather, ‘the
confluence of several [badges of fraud] in one transaction generally provides
conclusive evidence of an actual intent to defraud.’”) (internal citations omitted).
15. Id.
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2) was engaged in business or a transaction, or was about to
engage in business or a transaction, for which any property
remaining with the debtor was an unreasonably small capital;
3) intended to incur, or believed that the debtor would incur, debts
that would be beyond the debtor’s ability to pay as such debts
matured; or
4) made such transfer to or for the benefit of an insider, or incurred
such obligation to or for the benefit of an insider, under an
employment contract and not in the ordinary course of
business.16
The state law enactments of the uniform fraudulent transfer laws apply
a similar standard to that in Bankruptcy Code § 548(a)(1)(B). In Texas, for
example, a trustee may establish constructive fraud as to a creditor,
whether the creditor’s claim arose before or within a reasonable time after
the transfer was made or the obligation was incurred, by showing that the
debtor made the transfer or incurred the obligation without receiving
“reasonably equivalent value” for the transfer or obligation and:
1) “was engaged or was about to engage in a business or a
transaction for which the remaining assets of the debtor were
unreasonably small in relation to the business or transaction”;
or
2) “intended to incur, or believed or reasonably should have
believed that the debtor would incur, debts beyond the
debtor’s ability to pay as they became due.”17
Additionally, most state law enactments of the uniform fraudulent
transfer laws—including the Texas statute—provide that a transfer made
or obligation incurred by a debtor is fraudulent as to a creditor whose claim
arose before such transfer or obligation if the debtor made the transfer or
incurred the obligation “without receiving a reasonably equivalent value
in exchange for the transfer or obligation” and “was insolvent at that time
or the debtor became insolvent as a result of the transfer or obligation.”18
As a further consideration, a transfer made by a debtor is deemed
fraudulent as to a creditor whose claim arose before such transfer occurred
if the transfer was (1) “made to an insider for an antecedent debt,” (2) “the
debtor was insolvent at that time,” and (3) “the insider had reasonable
16. 11 U.S.C. § 548(a)(1)(B) (2012).
17. TEX. BUS. & COM. CODE § 24.005(a)(2).
18. See TEX. BUS. & COM. CODE § 24.006(a); 6 DEL. CODE § 1305(a); CAL.
CIV. CODE § 3439.05.
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cause to believe that the debtor was insolvent.”19As will be shown in
greater detail infra, constructive fraud determinations often hinge on
whether “reasonably equivalent value” was exchanged, and disputes
frequently arise regarding the value of the assets transferred in the
challenged transaction.
3. Defenses and Mitigating Risk of Avoidance
In an effort to mitigate exposure to fraudulent transfer claims, a
purchaser should be aware of the potential risks attendant to entering into
a transaction with a distressed seller. Additionally, a purchaser should
consider whether relevant facts satisfy the elements of the legal tests for
actual or constructive fraud and, if so, whether any affirmative defenses
are available. Bankruptcy courts often consider the non-exclusive list of
“badges of fraud” discussed supra as indicia of an intent to hinder, delay,
or defraud creditors when a trustee is seeking to establish actual fraud
under Bankruptcy Code § 548(a)(1)(A) or applicable state law.20 A
purchaser should be aware of the badges of fraud and their applicability to
the transaction at issue.
Further, parties frequently litigate voidability issues and disputes
regarding whether reasonably equivalent value was given for the assets
transferred. Inherent in transactions with distressed entities, a purchaser
always bears the risk that a bankruptcy court will look back in time and
determine that less than reasonably equivalent value was given in
exchange for distressed assets. The Bankruptcy Code does not define
reasonably equivalent value; rather, a bankruptcy court makes that
determination on a fact-intensive, case-by-case basis.
Determining whether reasonably equivalent value was given in
exchange for estate property requires valuation of the assets exchanged.21
Bankruptcy courts possess wide latitude in determining whether to value
assets at fair market value as opposed to liquidation value.22 Indeed,

19. See TEX. BUS. & COM. CODE § 24.006(b); 6 DEL. CODE § 1305(b).
20. See, e.g., ASARCO L.L.C., 396 B.R. at 371–72.
21. See 11 U.S.C. § 101(32) (2012) (establishing that the determination of a
debtor’s insolvency be made according to “fair valuation”); 11 U.S.C. § 506(a)
(2012) (declaring that the value of a secured creditor’s claim shall be “determined
in light of the purpose of the valuation”); In re Heritage Highgate, Inc., 679 F.3d
132, 141 (3d Cir. 2012) (“Congress envisioned a flexible approach to valuation [under
11 U.S.C. § 506(a)] whereby bankruptcy courts would choose the standard that best
fits the circumstances of a particular case.”) (citing H.R. Rep. No. 95–595, at 356
(1977) (“Courts will have to determine the value on a case-by-case basis, taking into
account the facts of each case and the competing interests in the case.”).
22. In re Heritage Highgate, Inc., 679 F.3d at 141.
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valuing energy assets is a highly complex, yet inexact, science.23 When
faced with the difficult challenge of valuing energy assets, bankruptcy
courts often use one of four valuation methods: (1) discounted cash flow,
(2) comparable companies, (3) comparable transactions, or (4) market
approach.24
Under the “discounted cash flow” (DCF) analysis, a company’s future
cash flow is projected and then discounted to present value utilizing the
projected weighted average cost of capital.25 Generally, a DCF analysis
depends on three criteria: (1) the size of the expected future cash streams
to be generated by the business; (2) the discount rate employed in
determining the present value of such income streams; and (3) the terminal
multiplier used to capture any residual value remaining in the business at
the end of the projection period.26 A company’s past performance is
commonly used to assess growth projections and estimates.27 However,
bankruptcy courts are not bound by specific metrics and are free to value
assets based on the specific circumstances of each case. The further into
the future a valuation extends, the more likely a bankruptcy court is to take
a more conservative approach because time amplifies risk and
unforeseeable contingencies.28 Furthermore, courts are likely to shy away
from more aggressive or selective valuations in contingent contexts.29 As
the energy industry continues to operate in new and remote locations, the
process of calculating risks and estimating contingencies will continue to
impact DCF analyses and create challenges in the valuation process.
By comparison, under the “comparable company” analysis, the
relative value of peer companies is analyzed in order to determine the
value of a debtor’s assets. The comparable company valuation is
comprised of two steps. First, the debtor’s earnings before interest, taxes,
depreciation, and amortization (EBITDA) is calculated. Then, in order to
determine the debtor’s value, “the multiple of a ‘healthy’ comparable
company’s market-assigned enterprise to its corresponding EBITDA” is
23. In re Sherman, 157 B.R. 987, 989 (Bankr. E.D. Tex. 1993) (“No other
area is more central to the bankruptcy process yet more perplexing to those
practitioners and courts presented with its permutations than the question of
valuation of assets.”).
24. Hon. Christopher S. Sontchi, Valuation Methodologies: A Judge’s View, 20
AM. BANKR. INST. L. REV. 1, 16 (2012) (quoting In re Chemtura Corp., 439 B.R. 561,
573 (Bankr. S.D.N.Y. 2010) (“It is important to remember that bankruptcy judges
have become familiar and comfortable with the DCF, comparable companies and
comparable transactions methodologies. Indeed, these methods are often referred to
as the ‘standard’ methodologies.”) [hereinafter Sontchi]; See also VFB L.L.C. v.
Campbell Soup Co., 482 F.3d 624, 633 (3d Cir. 2007).
25. Sontchi, supra note 24, at 7.
26. In re Cellular Info. Sys., Inc., 171 B.R. 926, 930 (Bankr. S.D.N.Y. 1994).
27. See In re Mirant Corp., 334 B.R. 800, 836 (Bankr. N.D. Tex. 2005).
28. Id. at 827–29.
29. Id.
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calculated and multiplied by the debtor’s EBITDA.30 The comparable
company analysis can be challenging; identifying comparable companies
can be difficult because risk exposure and industry contingencies
frequently distinguish seemingly comparable companies based on
differences in industry, energy operation, and geographic location.31
Alternatively, the “comparable transaction” analysis considers recent
transactions of similarly situated assets and companies, which are then
extrapolated and applied to scale the value according to a debtor’s relevant
assets or enterprise value.32 Ideally, the comparable transaction should be
as recent in time as possible and take place within similar market
conditions,33 and the details of the transaction should be straightforward
and accessible.34 These considerations are especially important in the oil
and gas industry given the movement of commodity prices.
Finally, when utilizing the “market approach” analysis, courts look to
market evidence and other economic indicators to assess the total capital
value of a debtor and its assets.35 The market value of a debtor may be
estimated by looking to the stock or bond market price of a debtor’s
securities.36 Despite its functionality, bankruptcy courts have expressed
concerns regarding market value analysis, including: (1) the impact of
“taint” or “stigma” of bankruptcy on an asset’s price due to the market’s

30. Kerry O’Rourke, Valuation Uncertainty in Chapter 11 Reorganizations,
2005 COLUM. BUS. L. REV. 403, 420 (2005).
31. See In re Mirant Corp., 334 B.R. at 837–38.
32. See Sontchi, supra note 24, at 12–13.
33. In re Genco Shipping & Trading Ltd., 513 B.R. 233, 253 (Bankr.
S.D.N.Y. 2014); In re Chemtura Corp., 439 B.R. at 585 (“I find that the
[compared] transaction was indeed the most appropriate comparable transaction,
both by nature of company being acquired and in time.”); In re Exide Techs., 303
B.R. 48, 62–63 (Bankr. D. Del. 2003) (refusing to compare transactions in an
industry where the market changed considerably from 1998 to 2002).
34. See In re Chemtura Corp., 439 B.R. at 585–86 (noting that the transaction
does not need to be closed to be considered under this analysis if sufficient
documentation is available).
35. See VFB L.L.C. v. Campbell Soup Co., 482 F.3d at 632–33; U.S. Bank Nat’l
Ass’n. v. Verizon Commc’ns. Inc., 892 F. Supp. 2d 805, 808–14 (N.D. Tex. 2012).
36. VFB L.L.C., 482 F.3d at 633 (“[A]bsent a compelling reason to distrust it, the
market price is ‘a more reliable measure of the stock’s value than the subjective
estimates of one or two expert witnesses.’”) (citing In re Prince, 85 F.3d 314, 320 (7th
Cir. 1996)).
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tendency to irrationally undervalue distressed assets and companies;37 (2)
the uncertainties a bankruptcy case may create in valuing an already
complex asset;38 and (3) the existence of fraud or concealment of material
information to the market.39 Nonetheless, the trend among bankruptcy
courts is to apply greater scrutiny when a party suggests a valuation that
differs from the valuation derived via an active and discernible market.40
As part of the valuation process, parties often retain third party experts or
consultants to evaluate energy transactions with distressed entities. Because
valuation of energy assets is highly situational, bankruptcy courts must
frequently make determinations based upon “battle[s] of the
experts.” Notably, bankruptcy courts have favored experts with real
experience in the energy field, even if an expert lacks an advanced degree.41
Another defense strategy may be to argue solvency of the transferor at
the time of the transfer. A “solvency opinion” or “valuation opinion” from
a third party expert can support a buyer’s valuation position and may help
mitigate the risk that a party will bring an avoidance action to claw back
the assets.42 Further, in public company scenarios, securities trading values
indicative of solvency can be utilized.43 A third party “fairness opinion,”
which states that the transaction was done fairly both procedurally and
substantively, may also support a buyer’s valuation position.
Certain transfers can be defended from voidability if the transferee acted
in “good faith” and the transfer was “for value” under applicable federal or
state fraudulent transfer law. Bankruptcy Code § 548(c) provides that “a
37. In re Mirant Corp., 334 B.R. at 834–35; see also In re Penn Cent. Transp.
Co., 596 F.2d 1102, 1115 (3d Cir. 1979) (recognizing that, in some instances,
“evidence of market value should be ignored because the market can be expected
irrationally to undervalue the securities of a once-distressed company emerging from
a lengthy reorganization”); In re New York, N.H. & H. R.R. Co., 4 B.R. 758, 792 (D.
Conn. 1980) (“The stigma of bankruptcy alone is a factor that will seriously depress
the market value of a company’s securities.”); In re Missouri Pac. R.R. Co., 39 F.
Supp. 436, 446 (E.D. Mo. 1941) (“[The] debtors have been in the process of
reorganization for eight years, which fact alone would necessarily result in a serious
depression in the market value of its securities.”).
38. In re Mirant Corp., 334 B.R. at 834.
39. See Tronox Inc. v. Kerr McGee Corp. (In re Tronox Inc.), 503 B.R. 239,
298–303 (Bankr. S.D.N.Y. 2013) (indicating that market valuation was not
indicative of value where the information was obscured).
40. See, e.g., U.S. Bank Nat’l Ass’n., 892 F. Supp. 2d at 808–14; VFB L.L.C.,
482 F.3d at 632–33.
41. Floyd v. Hefner, 556 F. Supp. 2d 617, 639 (S.D. Tex. 2008) (“[The
expert’s] lack of a formal accounting degree does not disqualify his opinions in
this case given the level of his professional experience in [the oil and gas] field.”)
(citing S. Cement Co. v. Sproul, 378 F.2d 48, 49 (5th Cir. 1967)).
42. See In re Tronox Inc., 503 B.R. at 301–03.
43. Trustee of the Idearc Inc. Litigation Trust v. Verizon Commc’ns. Inc.
(U.S. Bank Nat’l Assn. Litigation), 817 F. Supp. 2d 934 (N.D. Tex. 2011);
Statutory Comm. of Unsecured Creditors v. Motorola, Inc. (In re Iridium
Operating L.L.C.), 373 B.R. 283 (Bankr. S.D.N.Y. 2007).
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transferee or obligee of such a transfer or obligation that takes for value and
in good faith has a lien on or may retain any interest transferred or may enforce
any obligation incurred” to the extent the transferee or obligee exchanged
value for such transfer or obligation.44 Similarly, UFTA, as adopted by Texas
and Delaware, provides that a transfer or obligation is not voidable against a
person who took in good faith for reasonably equivalent value.45 The
valuation methods discussed supra also come into play with respect to the
value prong of this defense. As to whose perspective will determine value in
the context of this affirmative defense (i.e., the transferee’s or the creditor’s),
the result may vary depending upon whether Bankruptcy Code § 548(c) or
state law is applied.46
4. Recovery of Assets Transferred or the Value Thereof
Once a transaction has been avoided, both the Bankruptcy Code and
state law grant a trustee the power to recover fraudulently transferred
assets, or the value of those assets, for the benefit of the bankruptcy
estate.47 Specifically, Bankruptcy Code § 550 provides that a trustee may
recover the transferred property or its value from “(1) the initial transferee
of such transfer or the entity for whose benefit such transfer was made; or
(2) any immediate or mediate transferee of such initial transferee.”48
A good faith purchaser or transferee holds a lien on the property to secure
the value of any “improvements” made to the property after the transfer.49
Additionally, an action for recovery may not be brought after the earlier of (1)
one year after the avoidance of the transfer under bankruptcy law, or (2) the
time the bankruptcy case is closed or dismissed.50
Similar to the standard set forth in § 550, many state fraudulent transfer
statutes provide a comparable recovery standard. For example, Texas law
provides that, to the extent a transfer is voidable, a creditor may recover the
44. 11 U.S.C. § 548(c) (2012).
45. TEX. BUS. & COM. CODE ANN § 24.009(a) (2015); 6 DEL. CODE ANN. tit.
§ 1308(a) (2015).
46. Cf. Janvey v. Golf Channel, Inc., 780 F.3d 641 (5th Cir. 2015) with Williams
v. FDIC (In re Positive Health Mgmt.), 769 F.3d 899 (5th Cir. 2014), and Jimmy
Swaggart Ministries v. Hayes (In re Hannover Corp.), 310 F.3d 796 (5th Cir. 2002).
47. 11 U.S.C. § 550(a); See also 11 U.S.C. § 550(d) (“The trustee is entitled
to only a single satisfaction . . . .”)
48. 11 U.S.C. § 550(a). However, Bankruptcy Code § 550(b) provides that for
any immediate or mediate transferee of such initial transferee under Bankruptcy Code
§ 550(a)(2), the trustee may not recover from: “(1) a transferee that takes for value,
including satisfaction or securing of a present or antecedent debt, in good faith, and
without knowledge of the voidability of the transfer avoided; or (2) any immediate or
mediate good faith transferee of such transferee.” 11 U.S.C. § 550(b).
49. 11 U.S.C. § 550(e).
50. 11 U.S.C. § 550(f).

PAGE 230

134

186

LSU JOURNAL OF ENERGY LAW AND RESOURCES

[Vol. IV

lesser of the value of the asset transferred or the amount of the creditor’s claim
against: “(1) the first transferee of the asset or the person for whose benefit the
transfer was made; or (2) any subsequent transferee other than a good faith
transferee who took for value or from any subsequent transferee.”51
Additionally, Texas law provides that if the creditor’s recovery is based on
the value of the asset transferred, the value is calculated as of the time such
asset is transferred, subject to equitable adjustment as necessary.52
5. Examples of Recent Fraudulent Actions
Recent examples of fraudulent transfer actions help illustrate the
application of fraudulent transfer laws.53 For example, in its 2008 decision in
In re ASARCO, the District Court for the Southern District of Texas
considered whether a transaction, by which a parent company received a
transfer of the “crown jewel” asset of its subsidiary, constituted an actual or
constructive fraudulent transfer.54 The plaintiffs, ASARCO (a copper mining
company) and its wholly-owned subsidiary, sued the debtor’s parent
corporation, Americas Mining Corporation (AMC), claiming that AMC’s
transfer of Southern Peru Copper Company’s (SPCC) stock constituted a
fraudulent transfer.55 ASARCO had directly held a majority ownership
interest in SPCC, which was a very profitable company.56 However, when
AMC acquired ASARCO, AMC directed that the SPCC stock be transferred
to a subsidiary wholly-owned by ASARCO, Southern Peru Holding
Company (SPHC), which ASARCO alleged had been set up by AMC as a
sham entity in order to hold the SPCC stock—allowing for pledging of the
stock as loan collateral while also removing it from the reach of ASARCO’s
creditors.57 Notably, the stock removal occurred after AMC bought ASARCO
without completing full due diligence, thereafter discovering ASARCO’s
substantial environmental liabilities.58 Subsequently, AMC caused SPHC to
transfer its shares in SPCC to AMC.59 The court pierced the veil between
SPHC and ASARCO so that ASARCO could challenge the transfer of the
SPCC stock to AMC as a fraudulent transfer of property of ASARCO.60
51. TEX. BUS. & COM. CODE § 24.009(b).
52. TEX. BUS. & COM. CODE § 24.009(c)(1). Texas law also provides that
courts are not to adjust the value of the assets transferred to include the value of
improvements made by a good faith transferee. TEX. BUS. & COM. CODE §
24.009(c)(2).
53. In addition to the two prominent cases discussed in this section, see
Appendix A for further examples of key fraudulent transfer cases.
54. ASARCO L.L.C., 396 B.R. at 299–315.
55. Id.
56. Id.
57. Id.
58. Id.
59. Id.
60. ASARCO L.L.C., 396 B.R. at 335.
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The plaintiffs asserted actual and constructive fraudulent transfer
claims pursuant to Bankruptcy Code § 548 and the Delaware fraudulent
transfer statute.61 Regarding constructive fraud, the court looked to
Delaware law and analyzed whether “reasonably equivalent value” was
transferred for the SPCC stock transfer.62 The court analyzed each aspect
of consideration for the stock transfer, applying a market valuation with
consideration of stock price, a comparable company analysis, and a
discounted cash flow analysis in order to value the stock.63 After
completing its valuation, the court found that, under the totality of the
circumstances, ASARCO received eighty-five to ninety percent of the
SPCC stock’s value, which constituted “reasonably equivalent value.”64
Accordingly, the plaintiffs’ constructive fraudulent transfer claim
failed.65
However, as to actual fraud, the court considered whether the SPCC
stock transfer was made with the “actual intent to hinder, delay or
defraud any creditor of the debtor” under Delaware law and Bankruptcy
Code § 548.66 As a threshold matter, the court found that, while the
debtor must be the party who transfers with the intent to hinder, delay,
or defraud creditors, AMC possessed the requisite domination and
control of ASARCO such that actual fraudulent intent could be imputed
to it.67 Next, the court examined the statutory “badges of fraud” and other
salient factors based on “all surrounding facts and circumstances.”68 The
court found actual fraud based on intent to hinder and delay, particularly
because AMC did not properly market the stock to the highest bidder,
removed the “crown jewel” asset from the estate, concealed and altered
information, broke promises to ASARCO’s independent directors, and
closed the transaction over the objections of the independent directors
with knowledge that the transaction would hinder and delay the debtor

61.
62.
63.
64.
65.
66.
67.
68.

Id. at 335–94.
Id.
Id. at 342–64.
Id. at 364.
Id.
ASARCO L.L.C., 396 B.R. at 364–65.
Id. at 369–70.
Id. at 370–80.
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paying other creditors.69 The court ultimately entered a judgment against
AMC valued at over $6 billion.70
In another example, In re Tronox, the Bankruptcy Court for the
Southern District of New York considered whether the spin-off of a
profitable portion of a parent company’s business that left the parent with
substantial liabilities constituted an actual or constructive fraudulent
transfer under the Oklahoma fraudulent transfer statute.71 In this case, Old
Kerr-McGee (later renamed “Tronox”) was an energy company with a
wide range of energy and chemical operations.72 After a spinoff in 2006,
Tronox retained substantial legacy environmental and tort liabilities that
accrued over the course of seventy years, while the valuable oil and gas
exploration and production business was transferred into the newlyformed New Kerr-McGee.73 A few months after the spinoff, Anadarko
Petroleum purchased New Kerr-McGee’s recently acquired exploration
and production business for $18 billion;74 Tronox subsequently filed for
bankruptcy on January 12, 2009.75
Regarding actual fraud, the court applied the Oklahoma fraudulent
transfer statute, which provides a four year statute of limitations for
fraudulent transfer claims.76 The court distinguished between “intent to
defraud” and “intent to hinder or delay” and found legally sufficient
grounds to impose fraudulent transfer liability where defendants acted
with the mere purpose or “intent to hinder and delay” creditors.77 The court
concluded that separating the E&P business and assets from the legacy
liabilities was a primary driver in the spinoff and that the parties
understood the adverse impact on Tronox’s creditors.78 Further, the court
found evidence of “badges of fraud,” including: (1) transfers among
insiders; (2) retention of control of transferred assets; (3) “ineffective and
69. Id. at 386–94.
70. According to the law firm representing ASARCO as debtor in possession,
the value of the judgment exceeded $6 billion. See News Release, Baker Botts, Federal
District Judge Awards ASARCO Damages Estimated at More Than $6 Billion,
available http://www.bakerbotts.com/news/2009/04/federal-district-judge-awardsasarco-damages-est (last visited May 11, 2015). Some estimates of the value of the
judgment range as high as $10 billion. See, e.g., ASARCO L.L.C. v. Baker Botts,
L.L.P. (In re ASARCO, L.L.C.), 751 F.3d 291, 293 (5th Cir. 2014), cert. granted on
other grounds, 135 S.Ct. 44 (Oct. 2, 2014) (No. 14-103).
71. In re Tronox Inc., 503 B.R. at 248–52.
72. Id.
73. Id.
74. Id.
75. Id. at 262–63.
76. Id. at 277.
77. Id. at 277–79 (“The ASARCO Court could also have cited Shapiro v.
Wilgus, where the Supreme Court made it clear that the debtor’s scheme did not
have to be undertaken for nefarious or malicious purposes but merely with the
purpose of hindering or delaying creditors.”) (internal citations omitted).
78. In re Tronox Inc., 503 B.R. at 280.
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insubstantial” disclosure of transfers in SEC filings; (4) threats of litigation
regarding legacy liabilities prior to the transactions; and (5) the transfer
for substantially all of Tronox’s assets.79
In the end, the court found unpersuasive the defendants’ argument that
a “legitimate supervening cause” for the transfer aimed at “unlocking” the
chemical business existed.80 Further, the court rejected the defense that the
defendants believed Tronox would remain solvent and be able to continue
to pay debts as they became due.81 Instead, the court stated, the “real
question is whether the [d]efendants had a good faith belief that Tronox
would be able to support the environmental and other legacy liabilities that
had been imposed on it.”82 Thus, the court concluded that actual intent to
delay or hinder creditors had been established such that the spinoff
constituted an actual fraudulent transfer under Oklahoma law.83
Regarding constructive fraud, the court again applied the Oklahoma
fraudulent transfer statute. The court, by considering all related
transactions together as a single transaction, found that Tronox did not
receive “reasonably equivalent value” in the transaction.84 The court also
analyzed market evidence, contingent liabilities, and asset valuation.85
While the defendants presented market evidence—including a successful
initial public offering and an offer from a private equity firm to purchase
Tronox’s chemical business—the court rejected the market-based
arguments, finding that the plaintiff’s expert demonstrated that the
numbers were inflated and “the financial statements on which the market
relied were false and misleading.”86 The court put particular emphasis on
valuing the environmental and tort liabilities, and it generally found the
plaintiffs’ experts to be more credible and the liabilities to be substantial.87
Finally, in analyzing Tronox’s business enterprise value, the court applied
three different valuation methods to determine business enterprise value—
discounted cash flow analysis, comparable company analysis, and
comparable transaction analysis.88 Based on numerous factors, the court
found that Tronox was insolvent and unreasonably capitalized, and that
the defendants reasonably should have believed that Tronox would be
79. Id. at 282–85.
80. Id. at 285–89.
81. Id. at 285.
82. Id.
83. Id. at 288–91.
84. The court found that Tronox transferred property worth $17 billion ($15.8
billion in exploration and production assets) for only $2.6 billion in return. In re
Tronox Inc., 503 B.R. at 291–95.
85. Id. at 297.
86. Id. at 298–99.
87. Id. at 309–15.
88. Id. at 316–20.
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unable to pay its debts as they became due.89 Thus, constructive fraud was
also established under Oklahoma law, and the defendants were held liable
for billions of dollars owed to the bankruptcy estate. On January 23, 2015,
the parties finalized a settlement agreement, wherein the defendants
agreed to pay $5.15 billion, plus interest, to resolve the fraudulent transfer
claims.90
C. Successor Liability and Bankruptcy Filing Risks
When a purchaser buys distressed assets outside of bankruptcy, the
purchaser does not receive the assets “free and clear” of existing liens,
claims, and encumbrances in the same manner as it would in a sale
approved in a bankruptcy court proceeding. Instead, lien releases must be
obtained, which may require significant diligence and expense and could
create substantial delay. Without lien releases, a purchaser could face third
party claims that would interfere with the purchaser’s uninhibited use and
right to the acquired assets.
Further, when engaging in out-of-court transactions, a party is faced
with contractual restrictions, including anti-assignment provisions,
consent rights, and rights of first refusal that may belong to third parties
and may adversely impact an out-of-court transaction. Many contracts
contain specific clauses granting third parties rights of consent or refusal
that limit free assignability of certain assets or interests. While in the
bankruptcy process a party need not always comply with contractual
provisions restricting assignment, parties transacting outside of
bankruptcy typically must comply with these provisions before
transferring assets or interests to a third party. Such restrictive provisions
can be problematic for a purchaser and can often disrupt the out-of-court
sale process.
If a seller files for bankruptcy after signing a purchase agreement but
before closing the transaction, a purchaser may find its transaction at risk
due to a debtor’s rights under Bankruptcy Code § 365 to reject the sale
agreement as an executory contract. Also, if there are multiple related
acquisition agreements, a debtor may seek to “cherry pick” acquisition
agreements that it finds beneficial to assume and reject those it finds
burdensome. Such cherry-picking could have the effect of materially and
negatively affecting the overall economics of the transaction. If an
agreement is rejected, the debtor will have no further performance
89. Id. at 315–24.
90. Press Release, The U.S. Dep’t of Justice, Historic $5.15 Billion
Environmental and Tort Settlement with Anadarko Petroleum Corp. Goes into Effect
(Jan. 23, 2015), available at http://www.justice.gov/opa/pr/historic-515-billionenvironmental-and-tort-settlement-anadarko-petroleum-corp-goes-effect-0 (last
visited May 15, 2015, 10:30 a.m.).
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obligations, and the purchaser is entitled to assert a damages claim. In the
event the transaction closes prior to a bankruptcy filing, a purchaser may
also be left without enforceable warranties, representations, and
indemnities under the terms of the agreement. Additionally, purchasers
may find that certain payments made before closing, such as true-up
payments or purchase price adjustments, may be challenged as avoidable
preferences that may be recoverable by the bankruptcy estate. Tactics to
mitigate risks in out-of-court transactions include negotiating contractual
terms that take into account risks such as: (1) providing for a portion of
the purchase price to be placed in escrow or otherwise reserved pending
resolution of certain risks and contingencies; (2) obtaining liens on the
distressed seller’s assets to secure a party’s obligations; or (3) integrating
transaction contracts expressly and substantively to guard against a
debtor’s ability to “cherry pick,” or reject some agreements while
assuming others.
II. ACQUISITIONS OF DISTRESSED ENERGY ASSETS IN BANKRUPTCY
Given the potential risks for out-of-court transactions, a buyer
considering a purchase of distressed assets out-of-court, alternatively, may
consider a bankruptcy court-approved sale process. This part examines
key facets of the options available in bankruptcy proceedings.
A. The 363 Sale Free and Clear of Claims and Interests
Purchasing energy assets in a bankruptcy process under Bankruptcy
Code § 363 offers certain advantages over other types of out-of-court
transactions. A § 363 asset sale affords the purchaser statutory protections
and rights not found in an out-of-court transaction, typically involves less
time, and does not require adherence to the procedural formalities
otherwise required for a sale under a plan of reorganization. Perhaps most
importantly, sales under Bankruptcy Code § 363 allow purchasers to take
the assets “free and clear” of most claims, liens, and other interests.
Bankruptcy court approval is required for asset sales under
Bankruptcy Code § 363 (as opposed to out-of-court transactions), and the
bankruptcy court has broad discretion in deciding whether to authorize a
Bankruptcy Code § 363 asset sale. Regular business transactions that occur
on a day-to-day basis, however, are considered part of a debtor’s “ordinary
course of business” and do not require bankruptcy court approval. For
example, a natural gas exploration and production company may continue
to sell the gas it has produced in the ordinary course of business without
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notifying creditors or obtaining court approval.91 By comparison, a sale of
all or substantially all of a debtor’s assets would constitute an “outsidethe-ordinary-course” transaction requiring notice to parties in interest and
bankruptcy court approval.92
In order to determine whether a particular use or sale of property falls
within a debtor’s ordinary course of business, bankruptcy courts generally
apply a horizontal dimension test and a vertical dimension test.93 Under
the horizontal dimension test, bankruptcy courts look to whether the
transaction at issue is one that would normally be entered into by similar
businesses.94 Under the vertical dimension test, courts look to whether the
proposed transaction exposes the debtor’s creditors to a different
economic risk than that which would have been expected in the past (i.e.,
whether the proposed transaction is consistent with the debtor’s past
behavior).95
Historically, courts were reluctant to authorize asset sales in Chapter
11 bankruptcy cases absent sufficiently compelling circumstances, under
the rationale that Chapter 11 is designed to reorganize a debtor’s affairs,
not liquidate its assets. Today, however, asset sales under Bankruptcy
Code § 363 are fairly common in Chapter 11 cases. Bankruptcy courts can
permit outside-the-ordinary-course asset sales under § 363 if the debtor
demonstrates a sound business justification for the sale.96 Even courts that
are more hesitant to authorize § 363 sales will permit them in certain
situations, including those where: (1) a company’s going concern value97
is declining and financing is contingent on a speedy sale; (2) a company
91. Importantly, any party with an interest in the property to be used or sold
may petition the bankruptcy court to prohibit or condition the debtor’s use or sale
of the property to the extent necessary to provide adequate protection of that
party’s interest. 11 U.S.C. § 363(e) (2012).
92. 11 U.S.C. § 363(b)(1).
93. See In re Roth Am., Inc., 975 F.2d 949, 952 (3rd Cir. 1992) (citing Benjamin
Weintraub & Alan N. Resnick, The Meaning of “Ordinary Course of Business”
Under the Bankruptcy Code—Vertical and Horizontal Analysis, 19 UCC L. J. 364
(1987)); Burlington Northern R.R. Co. v. Dant and Russel, Inc. (In re Dant and Russel,
Inc.), 853 F.2d 700, 704 (9th Cir. 1988); Braunstein v. McCabe, 571 F.3d 108, 124
(1st Cir. 2009); Denton County Elec. Coop. v. Eldorado Ranch, Ltd. (In re Denton
Cnty. Elec. Coop.), 281 B.R. 876, 882 n.12 (Bankr. N.D. Tex. 2002); Sunshine
Heifers, L.L.C. v. Moohaven Dairy, L.L.C., 13 F. Supp. 3d 770, 775 (E.D. Mich.
2014).
94. In re Roth Am., Inc., 975 F.2d at 953.
95. Id.
96. See, e.g., In re Georgetown Steel Co., L.L.C., 306 B.R. 549, 555 (Bankr.
D.S.C. 2004) (“Courts often review a debtor’s use, sale or lease of property of the
estate outside of the ordinary course of business pursuant to the debtor’s
demonstration of a sound business purpose.”) (citations omitted); In re Enron
Corp., No. 01-16034, 2003 WL 1562202, at *19 (Bankr. S.D.N.Y. Mar. 21, 2003)
(citing In re Chateaugay Corp., 973 F.2d 141 (2d Cir. 1992)).
97. A “going concern value” is the value of a company as an ongoing entity, as
contrasted to the value of the company’s assets were the company to be liquidated.
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would otherwise lose valuable customers absent an expedited sale; (3) a
company’s business depends on trade credit; or (4) a company’s operating
expenses exceed revenues.98
While the modern trend is to use the § 363 sale process as a potential endgoal of complex reorganizations,99 some courts will not approve such a sale if
it is determined to be a sub rosa, or secret, plan. A sub rosa plan is a disguised
Chapter 11 plan of reorganization designed to evade compliance with proper
plan procedures;100 sub rosa plans are impermissible because they “short
circuit” the Bankruptcy Code’s requirements for plan confirmation.101 As a
result, bankruptcy courts scrutinize § 363 sales to ensure they do not
improperly affect plan confirmation protections like creditor priorities. For
example, the Fifth Circuit declined to authorize a proposed asset sale in In re
Braniff Airways.102 In that case, the assets proposed to be sold were plane
landing slots that comprised a significant portion of the debtor’s total assets.103
Further, the sale agreement effectively established the terms of a Chapter 11
plan by, inter alia, requiring secured creditors to vote in favor of a subsequent
plan of reorganization and releasing all claims against the debtor.104 In
practice, sub rosa objections are generally not successful unless the evidence
points to a short-circuiting of the plan process by secretly establishing what
should be terms of a plan in connection with the sale of assets.
1. General Requirements for Sale Approval
Under the first prong of the § 363 sale analysis, bankruptcy courts
commonly conduct a four-factor inquiry examining: (1) whether the
debtor has articulated a sound business purpose for the sale, (2) whether
98. See Wachtell, Lipton, Rosen & Katz, Distressed Mergers and Acquisitions,
at 50–52 (2013), available at http://www.wlrk.com/webdocs/wlrknew/AttorneyPubs
/WLRK.22377.13.pdf (last visited May 15, 2015, 10:32 a.m.) (hereinafter referred to
as “Wachtell”) (citing In re Chrysler L.L.C., 576 F.3d 108 (2d Cir. 2009), aff’g In re
Chrysler L.L.C., 405 B.R. 84 (Bankr. S.D.N.Y. 2009); In re Gen. Motors Corp., 407
B.R. 463, 491-92 (Bankr. S.D.N.Y. 2009); In re Boston Generating, L.L.C., 440 B.R.
302, 329 (Bankr. S.D.N.Y. 2010)).
99. See Jacob A. Kling, Rethinking 363 Sales, 17 STAN. J. L. BUS. & FIN. 258,
262–94 (2012).
100. In re Gulf Coast Oil Corp., 404 B.R. 407, 416-18 (Bankr. S.D. Tex.
2009); Pension Benefit Guar. Corp. v. Braniff Airways, Inc. (In re Braniff
Airways, Inc.), 700 F.2d 935, 940 (5th Cir. 1983).
101. In re Braniff Airways, Inc., 700 F.2d at 939–40.
102. Id. (“The debtor and the Bankruptcy Court should not be able to short
circuit the requirements of Chapter 11 for confirmation of a reorganization plan
by establishing the terms of the plan sub rosa in connection with the sale of
assets.”).
103. Id.
104. Id.
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the offer is fair and reasonable, (3) whether adequate and reasonable notice
has been given, and (4) whether the parties acted in good faith.105
a. Respect of the Debtor’s Business Judgment
Bankruptcy courts generally apply a “business judgment test” to
determine whether a sound business-related purpose underlies a proposed
outside-the-ordinary-course asset sale such that it should be authorized.106
In assessing the soundness of a debtor’s business decision to sell its assets
outside of the ordinary course of business, bankruptcy courts commonly
consider factors such as:

1) the proportionate value of the asset to the estate as a whole;
2) the amount of time elapsed since the filing;
3) the likelihood that a plan of reorganization will be proposed
and confirmed in the near future;

4) the effect of the proposed disposition on future plans of
reorganization;

5) the proceeds to be obtained from the disposition regarding
appraisals of the property;

6) which of the alternatives of use, sale, or lease the proposal
envisions;

7) the estate’s liquidity until confirmation of a plan;
8) alternative sales options at the time of confirmation; and
9) whether the assets to be sold are increasing or decreasing in
value.107

b. The Need to Be Fair and Reasonable
While bankruptcy courts place great emphasis on the business
judgment prong of the test, a debtor must also establish that the price and
105. In re Exaeris Inc., 380 B.R. 741, 744 (Bankr. D. Del. 2008) (citing In re Del.
& Hudson Ry. Co., 124 B.R. 169, 176 (D. Del. 1991)); see also Sugarloaf Indus. &
Mktg. Co. v. Quaker City Castings, Inc. (In re Quaker City Castings, Inc.), 2005
Bankr. LEXIS 2211, at *22-24 (B.A.P. 6th Cir. Nov. 18, 2005).
106. See In re Lionel Corp., 722 F.2d 1063, 1070 (2d Cir. 1983); Stephens Indus.,
Inc. v. McClung, 789 F.2d 386, 390 (6th Cir. 1986); In re Quaker City Castings, Inc.,
2005 Bankr. LEXIS 2211, at *22–24.
107. See, e.g., In re Cont'l Air Lines, Inc., 780 F.2d 1223, 1226 (5th Cir. 1986)
(citing In re Lionel Corp., 722 F.2d at 1071).
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terms of the sale agreement are “fair and reasonable.”108 Whether the terms
of a proposed sale are fair and reasonable depends on the circumstances of
each case.109 A debtor properly marketing or “shopping” assets will
increase the likelihood that a bankruptcy court will find a proposed sale
price to be fair and reasonable. Further, while the Bankruptcy Code does
not require sale by auction, debtors frequently sell their assets by auction
because the auction process is considered an effective means of
effectuating a fair arm’s-length transaction.110 Notably, if an insider or
fiduciary of the debtor is purchasing assets from the debtor, bankruptcy
courts apply a heightened standard of review, discussed infra, to ensure
the sale price is fair and reasonable.111
c. The Need for Adequate and Reasonable Notice of the Sale
In addition to the requirements that a sale be fair, reasonable, and
supported by a sound business justification, the debtor must further be sure
to provide proper and adequate notice of its proposed asset sale.
Bankruptcy courts will not authorize a sale under Bankruptcy Code § 363
unless the debtor provides sufficient notice to parties in interest, such that
all parties have a meaningful opportunity to respond and object to the
proposed sale, if warranted.112 As a general rule of thumb, a debtor must
give creditors and parties in interest at least twenty-one days’ notice of the
proposed sale, unless the court shortens the required notice period.113
d. The Need for Good Faith of the Debtor and Prospective
Buyer
Lastly, the asset sale must be proposed in “good faith.” When
assessing the good faith of a proposed sale, bankruptcy courts commonly
108. See, e.g., In re Reese, No. 06–50133–RLJ–11, 2006 WL 6544094, at *4–5
(Bankr. N.D. Tex. July 11, 2006).
109. Id.
110. Rule 6004(f) of the Federal Rules of Bankruptcy Procedure (the “Bankruptcy
Rules”) provides that sales not in the ordinary course of business may be either by
private sale or by public auction. FED. R. BANKR. P. 6004(f).
111. In re Mallory Co., 214 B.R. 834, 837–38 (Bankr. E.D. Va. 1997).
112. See, e.g., In re Naron & Wagner, Chartered, 88 B.R. 85, 89 (Bankr. D. Md.
1988) (The debtor “must provide notice to all parties in interest . . . to [sufficiently]
inform [them] of the anticipated impact of the sale on debtor’s business and/or
anticipated plan. For example, . . . the notice should contain enough information to
alert interested parties that this is their last chance to be heard.”).
113. See FED. R. BANKR. P. 2002(a)(2) (requiring at least twenty-one days’ notice
of a proposed sale of property of the estate “other than in the ordinary course of
business, unless the court for cause shown shortens the time or directs another method
of giving notice”). Some local rules vary the required notice period.
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scrutinize the conduct of both the debtor and the prospective buyer.114
While there is no bright-line test for “good faith,” bankruptcy courts
generally look for signs of fraud, collusion, and unfair bidding procedures
in connection with a proposed sale. If an “insider” or a fiduciary is
involved, bankruptcy courts apply a heightened standard of scrutiny and
focus on whether the insider or fiduciary received special treatment with
respect to the proposed transaction.115 Accordingly, if a Bankruptcy Code
§ 363 sale involves an insider or a fiduciary of the debtor, the parties to
the transaction should disclose to the bankruptcy court the nature of the
relationship between the parties, the circumstances surrounding the
negotiation process, and the process by which the debtor ultimately
determined the price and terms of the sale to be fair and reasonable.
2. Free and Clear Sales Requirements
As mentioned supra, unlike asset sales outside of bankruptcy, a
primary benefit of conducting asset sales pursuant to Bankruptcy Code §
363 is that the assets are sold “free and clear” of existing liens and
encumbrances.116 While there are several limitations to a free and clear
sale, and while the Bankruptcy Code’s protections are not absolute,
purchasers of a debtor’s assets with bankruptcy court approval are
afforded substantial protection from a debtor’s liabilities.
Under Bankruptcy Code § 363(f), a trustee or debtor in possession
may sell property free and clear of any interest of any entity other than the
estate in such property, provided that at least one of five conditions is
established:

114. See Wachtell, supra note 98 at 58; In re Boston Generating, L.L.C., 440
B.R. at 330.
115. See In re Mallory Co., 214 B.R. at 837–38.
116. 11 U.S.C. § 363(f) (2012).
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1) applicable non-bankruptcy law permits the sale of such
property free and clear of such interest;117
2) such entity consents;
3) such interest is a lien and the price at which such property is
to be sold is greater than the aggregate value of all liens on
such property;118
4) such interest is in bona fide dispute;119 or
117. Relevant non-bankruptcy law will typically be applicable state law. See In re
Curry, 347 B.R. 596, 600 (6th Cir. B.A.P. 2006) (“When disputes over whether
property is included in the estate arise, the bankruptcy court will determine the status
and nature of the debtor’s ownership or interest in the disputed property under
applicable non-bankruptcy law, often state law, as of the time the bankruptcy petition
was filed.”) (citing Butner v. United States, 440 U.S. 48, 54-55 (1979)). There is
currently a split in authority as to whether state foreclosure law may constitute
“applicable non-bankruptcy law” under § 363(f)(1). Compare In re Jaussi, 488 B.R.
456, 458–59 (Bankr. D. Colo. 2013) (limiting scope of “applicable non-bankruptcy
law” under § 363(f)(1) to legal options available to the debtor rather than to outside
parties); Dishi & Sons v. Bay Condos L.L.C., 510 B.R. 696, 709–10 (S.D.N.Y. 2014)
(limiting scope of provision to voluntary property transfers rather than New York
foreclosure law); with In re Dulgerian, No. 06-10203 (JKF), 2008 WL 220523, at *4
(Bankr. E.D. Pa. Jan. 25, 2008) (citing to Pennsylvania foreclosure law to legitimate
the free and clear sale of property to satisfy a mortgage while extinguishing an
easement granted subject to the mortgage); In re Spanish Peaks Holdings II, L.L.C.,
No. 12-60041, 2015 WL 3767099, at *1 (D. Mont. June 16. 2015) (Montana
foreclosure law constitutes “applicable nonbankruptcy law” for purposes of §
363(f)(1)); In re Wrangell Seafoods, Inc., No. K09-00012-DMD, 2009 WL 8478297,
at *1 (Bankr. D. Alaska March 9, 2009) (Alaska foreclosure law constitutes
“applicable nonbankruptcy law” for purposes of § 363(f)(1)); In re F.F. Station L.L.C.,
No. 6:07-BK-00575-ABB, 2007 WL 4898367, at *2 (Bankr. M.D. Fla. Dec. 3, 2007)
(allowing sale of mortgaged property under § 363(f)(1) and (4) free and clear of
leasehold interests).
118. Courts are split as to whether “value” as used here refers to the economic
value or the face value of the liens. Most courts have concluded that the “aggregate
value” refers to economic value. In re Boston Generating, L.L.C., 440 B.R. at 332
(“As this Court held [previously], section 363(f)(3) should be interpreted to mean that
‘the price must be equal to or greater than the aggregate value of the liens asserted
against it, not their amount.’”) (emphasis original, internal citations omitted); In re
WK Lang Holdings, L.L.C., 2013 Bankr. LEXIS 5224, at *26-27 (Bankr. D. Kan.
Dec. 11, 2013); but see Clear Channel Outdoor, Inc. v. Knupfer (In re PW, L.L.C.),
391 B.R. 25, 40-41 (9th Cir. B.A.P. 2008) (“[W]e join those courts . . . that hold that
§ 363(f)(3) does not authorize the sale free and clear of a lienholder’s interest if the
price of the estate property is equal to or less than the aggregate amount of all claims
held by creditors who hold a lien or security interest in the property being sold.”).
119. A “bona fide dispute” requires the interest to be in dispute on a fundamental
level, and not simply contested on a peripheral or tangential matter. See In re
Restaurant Assocs., L.L.C., No. 1:06CV53, 2007 WL 951849, at *9 (N.D. W. Va.
Mar. 28, 2007).
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5) such entity could be compelled, in a legal or equitable
proceeding, to accept a money satisfaction of such interest.120
The Bankruptcy Code does not define “interest” for purposes of
Bankruptcy Code § 363(f). While some bankruptcy courts narrowly
interpret “interest” to mean an in rem interest in property (e.g., a lien),
most apply an expansive reading of the term and have found it to include
liens, claims, and other encumbrances, except for “restrictions of record
that run with the land.”121
A sale free and clear under Bankruptcy Code § 363 requires that
adequate protection be provided to parties with interests in the assets being
sold.122 Congress intended adequate protection to guard against loss in
value of a secured creditor’s interest in property of the bankruptcy estate
during the bankruptcy case.123 Adequate protection is based on the
fundamental principle that secured creditors should not be deprived of the
benefit of their bargain. The burden of proof as to adequate protection is
on the debtor; however, the entity asserting an interest in the asset or assets
to be sold has the burden of proof regarding its interest in such property.124
In many free and clear sales, as a form of adequate protection, the interests
will attach to the sale proceeds with the same validity, extent, and priority
as such interests had when they encumbered the assets prior to the sale.125
Bankruptcy Code § 363 also requires notice of the sale to be sent to
all creditors and parties who have liens or other interests in the assets being
sold.126 This notice requirement is expansive as it applies to the often
numerous oil and gas counterparties, oil and gas lessors, secured and
unsecured creditors, and regulatory authorities with interests in the assets.

120. 11 U.S.C. § 363(f).
121. In re Trans World Airlines, Inc., 322 F.3d 283, 289 (3d Cir. 2003)
(finding that the trend seems to be toward a more expansive reading of “interests
in property” that “encompasses other obligations that may flow from ownership
of the property”); Silverman v. Ankari (In re Oyster Bay Cove), 196 B.R. 251,
256 (E.D.N.Y. 1996) (finding that “the order to sell ‘free and clear’ has no [e]ffect
on the dedication of the road and storm drain, which are easements that run with
the land”) (emphasis in original).
122. 11 U.S.C. § 363(e) (2012).
123. H.R. Rep. No. 95-595, 338–340 (1977); In re DeSardi, 340 B.R. 790,
796–97 (Bankr. S.D. Tex. 2006); In re Bovino, 496 B.R. 492, 502 (Bankr. N.D.
Ill. 2013) (citing United Sav. Ass’n v. Timbers of Inwood Forest Assocs., Ltd.,
484 U.S. 365, 370–71 (1998)).
124. 11 U.S.C. § 363(p).
125. See, e.g., In re Sears Methodist Ret. Sys., No. 14-32821-11, 2015 Bankr.
LEXIS 709, at *9–11 (Bankr. N.D. Tex. Mar. 5, 2015); In re Amidee Capital
Group, Inc., No. 10-20041, 2010 Bankr. LEXIS 5702, at *10 (Bankr. S.D. Tex.
Oct. 19, 2010).
126. FED. R. BANKR. P. 2002(a)(2).
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a. Treatment of Easements and Covenants
Bankruptcy Code § 541 defines property of the estate to include, inter
alia, “all legal or equitable interests of the debtor in property as of the
commencement of the case.”127 Easements and covenants conveyed to
third parties that run with the land (i.e., that are properly recorded in the
relevant real property records) are not considered property of the debtor’s
estate under § 541 because the debtor does not hold a legal or equitable
interest therein. As a result, a sale “free and clear of liens and other
interests” generally does not impact restrictions of record that run with the
land.128
As bankruptcy courts have noted, Bankruptcy Code § 363(f) is “not
intended to sever easements and other non-monetary property interests
that are created by substantive state law.”129 Accordingly, absent an
easement owner’s consent or a bona fide dispute regarding the easement,
the Bankruptcy Code usually does not allow parties to utilize § 363(f) to
sell property “free and clear” of a properly recorded easement or
covenant.130 However, the Fifth Circuit recently appeared to leave open
the possibility that a § 363 sale could be free and clear of covenants
running with the land if the bankruptcy court determined that one of the
elements of Bankruptcy Code § 363(f) is met.131 The real property records
127. 11 U.S.C. § 541(a).
128. In re Oyster Bay Cove, Ltd., 196 B.R. at 256.
129. Id. at 255.
130. See id. at 256.
131. Newco Energy v. Energytec, Inc. (In re Energytec, Inc.), 739 F.3d 215,
225–26 (5th Cir. 2013) (determining that a right to a “transportation fee” for use
of a gas pipeline system constituted a covenant running with the land, and the
bankruptcy court should give the initial answer as to “what constitutes a
qualifying legal or equitable proceeding for purposes of Section 363(f)(5)” to
determine whether the land may be sold free and clear of such interests pursuant
to Bankruptcy Code § 363(f)(5)). These issues, raised in the context of motions to
reject executory contracts, have recently become of keen interest and importance
in pending upstream bankruptcy cases. On March 8, 2016, the Bankruptcy Court
for the Southern District of New York in In re Sabine Oil and Gas Corp., et al.,
Case No. 15-11835 [Docket No. 872], issued a ruling granting a motion by an
upstream debtor to reject midstream gathering contracts, which the midstream
counterparties argued contain covenants running with the land that could not be
rejected under Bankruptcy Code § 365. Although the Court granted the rejection
motion, in light of the Second Circuit’s ruling in Orion Pictures Corp. v.
Showtime Networks, Inc., 4 F.3d 1095 (2d Cir. 1993), which requires that a
disputed legal issue between the parties be decided in an adversary proceeding
and not in the context of a contested matter, it issued only a non-binding ruling
that the dedications in the midstream contracts did not constitute covenants
running with the land or equitable servitudes under Texas law because the
requirements of privity and touching and concerning the land were not satisfied.
The United States Bankruptcy Court for the District of Delaware in In re
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in the county in which the land is located will typically disclose any
recorded easements and covenants on the property that will continue to
burden the target assets after a sale.
b. Successor Liability and Future Claims
In addition to the foregoing limitations, successor liability issues may
arise in free and clear energy asset sales. In the bankruptcy context,
purchasers are usually protected from liability to existing tort claimants,
provided such claimants had notice of and an opportunity to participate in
the bankruptcy case.132 This policy encourages purchasers of energy assets
to participate in bankruptcy sales, thereby maximizing value received by
the estate. Moreover, this policy treats similarly situated creditors equally
by prohibiting existing creditors from prosecuting claims against a
debtor’s successor.
However, unlike the treatment of existing tort claimants, bankruptcy
courts continue to debate whether or not they have the jurisdiction or the
power to protect purchasers of distressed assets from future claims (i.e.,
claims that arise post-petition as a result of the debtor’s prepetition
conduct).133 In general, bankruptcy courts faced with the issue of successor
liability typically look to whether the future claimants have “claims”
within the meaning of the Bankruptcy Code, such that their claims would
fall within the bankruptcy court’s jurisdiction.134
Bankruptcy courts generally employ one of three tests to determine
whether a future claimant has a prepetition claim against a debtor: (1) the
conduct test; (2) the prepetition relationship test; and (3) the Piper test.
Quicksilver Resources, Inc. et al., Case No. 15-10585, took a similar motion
under advisement on March 4, 2016, though in that case, the rejection motion
follows and relates to a court-approved sale of substantially all of the Debtors’
assets free and clear of liens, claims, and encumbrances, which complicates the
issue of how and if rejection impacts covenants running with the land in GPAs,
which already were subjected to the free and clear sale of assets under Bankruptcy
Code § 363. A decision in Quicksilver is expected this month.
132. See Am. Living Sys. v. Bonapfel (In re All Am. of Ashburn, Inc.), 56
B.R. 186, 190–91 (Bankr. N.D. Ga. 1986); In re White Motor Credit Corp., 75
B.R. 944, 950–51 (Bankr. N.D. Ohio 1987); In re Pan Am. Hosp. Corp., 364 B.R.
832, 838 (Bankr. S.D. Fla. 2007); In re Remember Enters., 425 B.R. 757, 764–65
(Bankr. M.D.N.C. 2010).
133. See, e.g., Mooney Aircraft Corp. v. Foster (In re Mooney Aircraft, Inc.),
730 F.2d 367, 375 (5th Cir. 1984); Zerand-Bernal Group, Inc. v. Cox, 23 F.3d
159, 163-64 (7th Cir. 1994) (finding that the bankruptcy court did not have
jurisdiction to enjoin future tort claimants); In re Dura Auto. Sys., No. 06-11202,
2007 Bankr. LEXIS 2764, at *265–68 (Bankr. D. Del. Aug. 15, 2007).
134. See In re White Motor Credit Corp., 75 B.R. at 950–51; Morgan Olson
L.L.C. v. Frederico (In re Grumman Olson Indus.), 467 B.R. 694, 704 (S.D.N.Y.
2012); In re Dura Auto. Sys., No. 06-11202, 2007 Bankr. LEXIS 2764, at *265–
68; In re Desa Holdings Corp., 353 B.R. 419, 426–27 (Bankr. D. Del. 2006).
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Under the conduct test, a claim arises when the debtor’s conduct giving
rise to the claim occurred.135 Under the prepetition relationship test, the
claimant’s relationship with the debtor must have existed prior to the filing
of the bankruptcy petition.136 The Piper test is a hybrid test combining both
the conduct test and the prepetition relationship test to determine whether
a tort victim holds a claim.137
3. Other 363 Sale Considerations
In addition to the foregoing § 363 sale considerations, other issues
particular to in-court sales are worthy of note, including appeals and
statutory mootness, bidder collusion, partitioning of co-owned property,
and issues of interest to intellectual property licensees. These topics are
addressed in the subparts that follow infra.
a. Appeals and Statutory Mootness
Bankruptcy Code § 363(m) provides that an authorized sale that is
subsequently reversed or modified on appeal remains valid if the purchase
was made in good faith and the sale was not stayed pending appeal.138
Accordingly, the purchaser is generally protected from reversal of a sale,

135. See Grady v. A.H. Robins Co. (In re A.H. Robins Co.), 839 F.2d 198,
202–03 (4th Cir. 1988); Lemelle v. Universal Mfg. Corp., 18 F.3d 1268, 1275 (5th
Cir. 1994); In re Huffy Corp., 424 B.R. 295, 304 (Bankr. S.D. Ohio 2010);
Morgan Olson, L.L.C.. v. Frederico (In re Grumman Olson Indus.), 445 B.R. 243,
251 (Bankr. S.D.N.Y. 2011) (“Under the conduct test, a right to payment arises
when the conduct giving rise to the alleged liability occurred. In other words, all
of the acts constituting the tort other than the manifestation of injury had occurred
prior to the petition date.”) (internal citations and quotations omitted).
136. See In re Piper Aircraft Corp., 162 B.R. 619, 622–24 (Bankr. S.D. Fla.
1994); In re Grumman Olson Indus., 445 B.R. at 251 n.8 (“Under the pre-petition
relationship test, only individuals with ‘some type of prepetition relationship with
the Debtor’ hold claims.”) (internal citations omitted); Lemelle, 18 F.3d at 1276;
Huffy, 424 B.R. at 304.
137. Epstein v. Official Comm. of Unsecured Creditors (In re Piper Aircraft,
Corp.), 58 F.3d 1573, 1577 (11th Cir. 1995) (adopting a two-part test—the “Piper”
test—that combined the conduct and pre-petition relationship tests to determine
whether a tort victim holds a “claim”); see also In re Grumman Olson Indus., 445
B.R. at 253.
138. 11 U.S.C. § 363(m) (2012). The purchaser’s knowledge of the pendency of
an appeal is irrelevant.
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so long as the purchaser acted in good faith and the other party failed to
obtain a stay.139
Since the Bankruptcy Code does not define “good faith” for the
purposes of § 363(m), courts typically apply traditional equity principles
to guide their findings as to good faith in sale orders.140 Examples of

139. See, e.g., Licensing by Paolo v. Sinatra (In re Gucci), 105 F.3d 837, 839–40
(2d Cir. 1997) (“Though [Bankruptcy Code § 363(m)] in terms states only that an
appellate court may not ‘affect the validity’ of a sale of property to a good faith
purchaser pursuant to an unstayed authorization, and can even be read to imply that
an appeal from an unstayed order may proceed for purposes other than affecting
validity of the sale, courts have regularly ruled that the appeal is moot.”); SBA v.
XACT Telesolutions, Inc. (In re XACT Telesolutions, Inc.), 2006 U.S. Dist. LEXIS
621, at *16–18 (D. Md. Jan. 10, 2006) (“Once a bankruptcy sale has been
consummated, [Bankruptcy Code] § 363(m) deprives courts of jurisdiction to review
the sale except on the limited issue of whether the sale was made to a good faith
purchaser.”); Cargill, Inc. v. Charter Int’l Oil Co. (In re The Charter Co.), 829 F.2d
1054, 1056 (11th Cir. 1987); but see In re PW, L.L.C., 391 B.R. at 35–37 (“Clear
Channel”) (narrowly construing Bankruptcy Code § 363(m) to apply only to the
overall sale and not to the specific terms thereof). The Bankruptcy Appellate Panel’s
holding in Clear Channel remains controversial because it interprets Bankruptcy
Code § 363(m) to permit reversal of the free and clear terms of a sale. The Clear
Channel holding ignored prior Ninth Circuit authority applying Bankruptcy Code §
363(m) to a free and clear sale under Bankruptcy Code § 363(f) in In re Robert L.
Helms Const. & Dev. Co., Inc., 110 F.3d 1470, 1475 (9th Cir. 1997), and the Clear
Channel decision has been heavily criticized by courts in the Ninth Circuit and in other
jurisdictions. See, e.g., Official Comm. Of Unsecured Creditors v. Anderson Senior
Living Prop., L.L.C. (In re Nashville Living, L.L.C.), 407 B.R. 222, 229–32 (B.A.P.
6th Cir. 2009) (stating that “Clear Channel cited no case law for its conclusion and
the overwhelming weight of authority disagrees with its holding that the [Bankruptcy
Code] § 363(m) stay does not apply to the ‘free and clear’ aspect of a sale under
[Bankruptcy Code] § 363(f)”); United States v. Asset Based Res. Group, L.L.C., 612
F.3d 1017, 1019 n.2 (8th Cir. 2010) (“This court has consistently applied this [§
363(m) mootness] principle in the bankruptcy context. [Appellant], relying on [Clear
Channel], contends that [Bankruptcy Code §] 363(m) moots only appeals challenging
transfers of title, not appeals challenging other aspects of court-approved sales. This
distinction is not persuasive.”) (internal citations omitted); Ace Fire Underwriters Ins.
Co v. Plant Insulation Co. (In re Plant Insulation Co.), 2012 U.S. Dist. LEXIS 189155,
at *17–19 (N.D. Cal. Oct. 9, 2012) (rejecting Clear Channel and “adopting the more
persuasive, latter line of authority” to find that “[b]ecause the designation is ‘integral’
to the sale authorized under [Bankruptcy Code] § 363(b), the doctrine of statutory
mootness under [Bankruptcy Code] § 363(m) applies to this appeal, barring a showing
by appellants that the purchase was not consummated in good faith”); In re Thorpe
Insulation Co., 2011 U.S. Dist. LEXIS 38879, at *3–4 (C.D. Cal. Apr. 11, 2011)
(“Clear Channel does support Appellants’ position, but it has been widely criticized
by courts and commentators and is generally unpersuasive.”).
140. See In re Tempo Tech. Corp., 202 B.R. 363, 367 (D. Del. 1996) (“Neither
the Bankruptcy Code nor the Bankruptcy Rules define ‘good faith.’ In construing
this phrase, courts have therefore borrowed from traditional equitable principles,
holding that the concept of ‘good faith’ speaks to the integrity of a party’s conduct
in the course of the bankruptcy sale proceedings.”) (internal citations omitted).
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conduct lacking good faith include fraud, collusion, and attempts to gain
grossly unfair advantages over other bidders in the sale process.141
b. Collusion by Bidders Prohibited
Bankruptcy Code § 363(n) permits a trustee to: (1) avoid a sale if the
price was controlled by an agreement among potential bidders, or (2)
recover from a collusive party to the extent the value of the property sold
exceeds the actual sale price.142 A trustee may also recover any costs,
attorneys’ fees, or expenses incurred in avoiding a collusive sale or
recovering funds from a collusive party.143 Importantly, Bankruptcy Code
§ 363(n) also authorizes a bankruptcy court to assess punitive damages
against a collusive party in favor of the estate if such party willfully
engaged in collusive behavior.144
For purposes of § 363(n), a collusive agreement may be oral and need
not take the form of an explicit written contract, but the agreement must
be made with the intent to control the sale price, rather than merely
affecting the price as an unintended consequence.145 The mere existence
of a joint bid or cooperation among bidders does not itself evidence bad
faith or amount to collusive bidding under Bankruptcy Code § 363(n).146
Bidders may choose to work together or split up assets in a joint bid in
order to complete a large transaction. Courts have focused, in determining
the good faith of bidders, on whether acts were disclosed to the bankruptcy
court.147

141. Id.
142. 11 U.S.C. § 363(n).
143. Id.
144. Id.
145. See Lone Star Indus. v. Compania Naviera Perez Companc,
S.A.C.F.I.M.F.A. (In re New York Trap Rock Corp.), 42 F.3d 747, 752 (2d Cir. 1994)
(“The influence on the sale price must be an intended objective of the agreement, and
not merely an unintended consequence, for the agreement among potential bidders to
come within the prohibition of § 363(n).”); See also Sunnyside Land, L.L.C. v. Sims
(In re Sunnyside Timber, L.L.C.), 413 B.R. 352, 363 (Bankr. W.D. La. 2009).
146. See, e.g., In re Edwards, 228 B.R. 552, 563–66 (Bankr. E.D. Pa. 1998).
147. See, e.g., Kabro Assocs. v. Colony Hill Assocs. (In re Colony Hill
Assocs.), 111 F.3d 269, 277 (2d Cir. 1997) (“Many courts ruling on challenges to
a purchaser’s good faith status have focused on whether the acts about which the
appellant complained were disclosed to the bankruptcy court.”); In re Sasson
Jeans, Inc., 90 B.R. 608, 610 (S.D.N.Y. 1988) (explaining that the court was “hard
pressed” to determine bad faith when a challenged relationship between bidder
and debtor “was fully disclosed to the Bankruptcy Court”).
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c. Partitioning (Co-Ownership)
Energy assets often have multiple owners with subdivided or coowned interests. In certain circumstances, pursuant to Bankruptcy Code §
363(h), a debtor may sell co-owned assets, including the co-owner’s
interests, without the co-owner’s consent if the debtor accounts to the coowner for its share of the proceeds.148 Bankruptcy Code §§ 363(h) and
363(i) codify the right of the debtor or trustee, proceeding from the
debtor’s position as one of the joint tenants or tenants in common, to cause
the liquidation of co-owned property when partition is impracticable and
when the co-owner will not exercise its right of first purchase.149
Importantly, Bankruptcy Code § 363(i) gives the co-owner a statutory
right of first refusal in such a sale,150 and Bankruptcy Rule 7001 requires
an adversary proceeding to sell a co-owner’s interests in assets.151 An
exception to this general rule precludes a debtor from selling co-owned
assets used in the production, transmission, or distribution for sale of
electric energy, natural gas, or synthetic gas for heat, light, or power.152
d. Licensees of Intellectual Property
Bankruptcy Code § 365(n) provides special statutory protection for
licensees of rights to intellectual property,153 allowing them to retain their
rights under intellectual property agreements as those rights existed
immediately preceding the filing of the bankruptcy case.154 Thus, licensees
maintain “squatter’s rights” regardless of a debtor’s decision to reject the
executory intellectual property agreement and sell its intellectual property
free and clear of the licensee’s interest.155

148. 11 U.S.C. § 363(h) (2012).
149. See Official Comm. of Unsecured Creditors v. Anderson Senior Living
Prop., L.L.C. (In re Nashville Senior Living, L.L.C.), 407 B.R. at 222, 227 (B.A.P.
6th Cir. 2009).
150. 11 U.S.C. § 363(i).
151. FED. R. BANKR. P. 7001(3).
152. 11 U.S.C. § 363(h)(4). There is limited case law interpreting this provision as
a safeguard for co-owners to prevent the sale of property without their consent.
153. The Bankruptcy Code defines “intellectual property” to include, to the extent
protected by applicable non-bankruptcy law: (i) trade secrets; (ii) inventions,
processes, designs, or plants protected under Title 35; (iii) patent applications; (iv)
plant varieties; (v) works of authorship under Title 17; and (vi) mask works protected
under Chapter 9 of Title 17. 11 U.S.C. § 101(35)(A).
154. 11 U.S.C. § 365(n).
155. See, e.g., TMC AeroSpace, Inc. v. Joseph (In re Ice Mgmt. Sys.), No. 141046, 2014 WL 6892739, at *2 (B.A.P. 9th Cir. Dec. 8, 2014) (holding that “a sale
free and clear of [a licensee’s] rights under § 363(f) was an impermissible impairment
of its elected license rights under § 365(n)”).
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For example, in In re Dynamic Tooling Systems, Inc., a Chapter 11
debtor sought to sell its assets, including intellectual property, free and
clear of all liens, claims, and interests, pursuant to a creditor’s proposed
plan of reorganization.156 A licensee of the debtor’s intellectual property
elected to continue to use the licensed intellectual property.157 While the
creditor proposing the plan assured that the “free and clear” language
proposed in the sale order would not bar the licensee’s right to use the
intellectual property, the bankruptcy court was not satisfied.158 The court
applied the adequate protection requirement under Bankruptcy Code §
363(e)159 as grounds for ordering that the sale be subject to the licensee’s
rights in the debtor’s intellectual property.160
B. The 363 Sale Mechanics and Procedures
The complexities particular to the necessary mechanics and
procedures applicable to § 363 sales include those related to the marketing
process, stalking horse bids, break-up fees, bidding procedures, and the
negotiation of asset purchase agreements, which include many highly
negotiated provisions. The details of these § 363 sale aspects are discussed
in this section.
1. The Marketing Process
As part of the initial marketing process, sellers often utilize
independent financial advisors, such as investment banks or consulting
firms, to assess the value of assets to be sold and to test the marketplace
for potential buyers. The marketing process helps to determine a fair and
reasonable sale price, and it attracts as many potential buyers as possible.
Moreover, a transparent marketing process helps to ensure the integrity of
the sale and maximize value for the debtor’s estate.
As discussed supra, where a debtor has not effectively marketed the
assets sought to be sold in a Bankruptcy Code § 363 sale, a bankruptcy
court may consider such action to be evidence of a lack of good faith,161
156. In re Dynamic Tooling Sys., Inc., 349 B.R. 847, 855 (Bankr. D. Kan. 2006).
157. Id.
158. Id.
159. The Bankruptcy Code provides that, upon a timely request from a party
that has an interest in property proposed to be used, sold, or leased, the court “shall
prohibit or condition such use, sale, or lease as is necessary to provide adequate
protection of such interest.” 11 U.S.C. § 363(e).
160. In re Dynamic Tooling Sys., 349 B.R. at 856. Issues regarding assumption
and assignment of certain intellectual property rights are discussed infra.
161. See, e.g., In re Bidermann Indus. U.S.A., Inc., 203 B.R. 547, 549–53
(Bankr. S.D.N.Y. 1997); In re Boston Generating, L.L.C., 440 B.R. at 323–30.
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particularly when the buyer is an insider or has inside connections to the
potential sale. In contrast, when a transparent and robust marketing
process has occurred, a bankruptcy court is more likely to find that a sale
was fair.162
2. Stalking Horse and Break-Up Fees
“Stalking horse” is a term used to describe the initial prospective
purchaser of a debtor’s assets. It may be that a stalking horse emerges and
engages in negotiations with the debtor before the debtor files for
bankruptcy, or a stalking horse may be found post-petition during the
marketing process. To invoke the powers and protections of the
Bankruptcy Code, particularly those set forth in Bankruptcy Code § 363,
the stalking horse may insist that the asset sale transpire in the bankruptcy
forum.
The stalking horse typically spends considerable time performing due
diligence on distressed assets and negotiating with the debtor to obtain
satisfactory purchase terms. A stalking horse enjoys the distinct advantage
of having access to diligence information early in the process, which
enables it to make an initial bid on the assets. Given the time and energy
expended by the stalking horse in preliminary negotiations for the debtor’s
assets and the threat of another buyer overbidding it at auction, the stalking
horse may require a break-up fee in the event that it is not chosen as the
successful bidder at auction. By reimbursing the stalking horse for
transaction costs incurred in performing due diligence and in negotiating
the terms of the asset purchase agreement and the bidding procedures,163
break-up fees tend to: (1) encourage the stalking horse to make a binding
offer; (2) encourage competitive bidding by evidencing the stalking
horse’s view of the value of the assets; (3) set a floor early in the sale
process indicating the “worst case” outcome of the sale process; and (4)
create momentum toward consummating a sale.164 Depending on the size
of the transaction, a break-up fee can generally range from three to five
percent of the gross sale price.

162. In re Boston Generating, L.L.C., 440 B.R. at 323–30.
163. See In re APP Plus, Inc., 223 B.R. 870, 874 (Bankr. E.D.N.Y. 1998); U.S.
Trustee v. Bethlehem Steel Corp. (In re Bethlehem Steel Corp.), No. 02 Civ. 2854
(MBM), 2003 U.S. Dist. LEXIS 12909, at *27–28 n.11 (S.D.N.Y. July 23, 2003);
Canatxx Gas Storage Ltd. v. Silverhawk Capital Partners, L.L.C., No. H-06-1330,
2008 U.S. Dist. LEXIS 37803, at *17–19 (S.D. Tex. May 8, 2008).
164. See In re APP Plus, Inc., 223 B.R. at 874.
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The permissibility of break-up fees falls within the discretion of the
bankruptcy court.165 Some bankruptcy courts apply the business judgment
rule in upholding break-up fees, requiring the debtor’s inclusion of a breakup fee in an asset purchase agreement to be based upon an informed, good
faith business decision.166 However, if a buyer is an insider of the debtor, a
bankruptcy court may apply higher scrutiny to a break-up fee.167 Bankruptcy
courts focus on ensuring that Bankruptcy Code § 363 sales are in the best
interest of the estate.168 Bankruptcy courts that disfavor break-up fees
generally view them as an unnecessary expense for the estate that may chill
bidding,169 and some argue that increasing the availability of information and
standardizing bidding procedures would be a better approach.170
Among the relevant factors that courts consider when determining
whether to approve a break-up fee are whether:
1) the fee requested is aligned with the policy of maximizing the
value of the debtor’s estate;
2) the underlying negotiated agreement constitutes an arm’slength transaction;
3) any of the debtor’s secured or unsecured creditors have
objected to the break-up fee;

165. See, e.g., In re Reliant Energy Channelview LP, 594 F.3d 200, 210 (3d
Cir. 2010) (holding that “[t]he Bankruptcy Court did not abuse its discretion when
it concluded that an award of a break-up fee was not necessary to preserve the
value of the estate”).
166. See, e.g., Cottle v. Storer Commc’n, Inc., 849 F.2d 570, 579 (11th Cir. 1988)
(holding a $29 million termination fee to be protected by the business judgment rule
where the fee was not shown to be unreasonable in relation to a $2.5 billion
transaction); In re ASARCO L.L.C., 441 B.R. 813, 825–33 (S.D. Tex. 2010).
167. See, e.g., In re Bidermann Indus. U.S.A., Inc., 203 B.R. 547, 551 (Bankr.
S.D.N.Y. 1997) (explaining that “sales to [insiders] in chapter 11 cases are not per se
prohibited, but [they] are necessarily subjected to heightened scrutiny because they
are rife with the possibility of abuse”) (citing In re Wingspread Corp., 92 B.R. 87
(Bankr. S.D.N.Y. 1988)) (internal quotations omitted).
168. See, e.g., In re Am. W. Airlines, Inc., 166 B.R. 908, 912 (Bankr. D. Ariz.
1994).
169. See, e.g., In re S.N.A. Nut Co., 186 B.R. 98, 101–06 (Bankr. N.D. Ill. 1995)
(finding that a break-up fee was not in the best interests of the estate); In re Am. W.
Airlines, Inc., 166 B.R. at 910–14 (stating that the appropriate standard is not the
business judgment rule, but whether the break-up fee is in the best interests of the
debtor, creditors, and equity holders); In re Beth Isr. Hosp. Ass’n, No. 06-16186
(NLW), 2007 Bankr. LEXIS 2386, at *31–42 (Bankr. D.N.J. July 12, 2007).
170. See In re S.N.A. Nut Co., 186 B.R. at 103–04.
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4) the break-up fee comprises a fair and reasonable portion of the
proposed purchase price;
5) the size of the break-up fee is so significant that it imposes a
chilling effect on competing bidders;
6) available safeguards exist that are beneficial to the debtor’s
estate; and
7) the break-up fee imposes a substantial adverse impact on
unsecured creditors.171
3. Bidding Procedures and Key Sale Process Steps and Deadlines
Both bankruptcy courts and debtors generally favor asset sales by
auction over private sales because the auction process, although not
without its costs, generally yields the greatest value for a debtor’s assets,
and it usually produces a fair arm’s-length transaction. Before an auction
takes place, a debtor typically files and seeks court approval of proposed
bidding and auction procedures. If the bankruptcy court approves the
bidding procedures, the parties typically will serve a transaction notice on
parties in interest and establish a timeline for certain events leading up to
the auction.
Bidding procedures are highly negotiated and are often crafted based
on the circumstances of each case. Examples of common terms in bidding
procedures include:
1) a deadline by which parties must notify the debtor of their interest
in the debtor’s assets;
2) a deadline by which a draft of the form of asset purchase
agreement is distributed to potential qualified bidders;
3) a deadline for potential qualified bidders to submit
a) an executed confidentiality agreement acceptable to the
debtor, and
b) financial statements acceptable to the debtor, demonstrating
the potential qualified bidder’s financial capability and legal
authority to close the proposed transaction in a timely manner;
4) a deadline for qualified bidders to submit competing bids;

171. See In re Hupp Indus., Inc., 140 B.R. 191, 194 (Bankr. N.D. Ohio 1992);
see also In re Nashville Senior Living, 2008 Bankr. LEXIS 3197, at *6–10.
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5) a requirement that competing bids contain substantially similar
terms and conditions as those set forth in the stalking horse’s
proposed asset purchase agreement;
6) a requirement that all bids be made in certain incremental
amounts;
7) a requirement that qualified bidders pay a minimum deposit;
8) provisions regarding reasonable overbid amounts;172
9) a date for the auction to take place;
10) terms that define or limit credit bidding;
11) provisions allowing the debtor to determine, in its discretion, the
highest and best offer; and
12) a date for the hearing on the asset sale post-auction.173
Credit bidding is a term used to describe a creditor’s authority to bid on
assets secured by such creditor’s lien. Credit bidding is authorized under
Bankruptcy Code § 363(k); absent an order for “cause” otherwise, that
provision allows a secured creditor to bid at auction and, if successful, offset
its claim against the asset purchase price.174 A secured creditor may credit bid
in an amount up to its entire claim against the debtor, not just the secured

172. See In re Hupp Indus., Inc., 140 B.R. at 193 (rejecting a $300,000 overbid
amount as “arbitrary and unreasonably high”); U.S. Trustee v. Bethlehem Steel
Corp. (In re Bethlehem Steel Corp.), No. 02 Civ. 2853 (MBM), 2003 U.S. Dist.
LEXIS 12909, at *27–28 n.11 (S.D.N.Y. July 23, 2003).
173. A bankruptcy court may refuse to authorize a sale under Bankruptcy Code
§ 363 after an auction for a number of reasons, including submission by a
prospective purchaser of a higher bid for the debtor’s assets after the auction is
completed. See, e.g., Corporate Assets, Inc. v. Paloian, 368 F.3d 761, 762–63 (7th
Cir. 2004) (upholding bankruptcy court’s decision to authorize a second auction
when higher bid was submitted after the close of the first auction). In the event
that a prospective buyer submits such a post-auction bid, the bankruptcy court
may reopen the auction in accordance with the Bankruptcy Code’s fundamental
policy of maximizing the value of a debtor’s estate for the benefit of the debtor’s
creditors. Id. at 772–73 (“[T]he prospect of additional renumeration for the estate
and its creditors outweighed concerns about the finality and regularity of the sale
proceeding.”); see also Hytken v. Williams, No. H-06-2169, 2007 U.S. Dist.
LEXIS 27671, at *17–18 (S.D. Tex. Mar. 30, 2007).
174. 11 U.S.C. § 363(k) (2012).
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portion of its claim.175 Accordingly, a secured creditor may credit bid and
purchase the property encumbered by its lien by prevailing at auction, but it
may need to pay any amount of the purchase price that exceeds the total value
of its claim or is owed to senior lienholders.176 However, parties may seek
agreements to limit credit bidding in certain circumstances, either by setting
incremental thresholds for credit bidding or by prohibiting a lienholder from
credit bidding against the stalking horse.
4. Asset Purchase Agreements
An asset purchase agreement (APA)—sometimes alternatively called
a purchase and sale agreement (PSA)—is a highly complex document,
heavily negotiated by the parties thereto. This subsection delves into
provisions often found in an APA, including provisions allowing for the
assignment of executory contracts and unexpired leases as well as
provisions regarding rights of first refusal, consent rights, and preferences.
a. Typical Provisions
An APA is a contract between two or more parties that governs the
terms and conditions regarding a future sale of certain specified assets.
Bidding procedures generally require a qualified bidder to submit an APA
to evidence its bid. Depending on the terms of the bidding procedures,
qualified bidders may be required to submit APAs on substantially similar
terms as the stalking horse’s APA.
Among other provisions, APAs contain defined contract terms to be
used in the APA, purchase and sale pricing and business terms, conditions
to closing, representations and warranties, covenants, and termination
provisions. APAs in energy transactions may also contain additional
negotiated provisions, including those relating to:

175. See In re SunCruz Casinos, L.L.C., 298 B.R. 833, 839 (Bankr. S.D. Fla. 2003)
(“[T]he plain language of [Bankruptcy Code § 363(k)] makes clear that the secured
creditor may credit bid its entire claim, including any unsecured deficiency portion
thereof”) (emphasis original); In re Midway Invs., Ltd., 187 B.R. 382, 391 (Bankr.
S.D. Fla. 1995); but see In re Fisker Auto. Holdings, Inc., 510 B.R. 55, 61 (Bankr. D.
Del. 2014) (holding that “the holder of a lien the validity of which has not been
determined . . . may not [credit] bid its lien”) (citing In re Daufuskie Island Props.,
L.L.C., 441 B.R. 60 (Bankr. D.S.C. 2010)).
176. See COLLIER ON BANKRUPTCY ¶ 363.09[3] (Alan N. Resnick & Henry J.
Sommer eds., 16th ed.).

PAGE 255

159

2016]

DISTRESSED ENERGY ASSETS

211

1) purchase price adjustments;
2) pre-closing covenants, such as maintenance of oil and gas
assets, authorizations for expenditures (AFEs), and well
elections;
3) property access;
4) indemnity by the potential buyer for liabilities caused by the
buyer in the course of performing its due diligence;
5) limited title representations, defect mechanics, and holdbacks;
6) environmental diligence terms, defect mechanics, and holdbacks;
7) preferential rights to purchase, rights of first refusal, and
consent rights;
8) anti-survival clauses;
9) termination rights;
10) default remedies;
11) closing conditions;
12) post-closing covenants; and
13) dispute mechanics.177
Until a debtor receives the bankruptcy court’s approval, it cannot be
bound by an APA executed outside of the ordinary course of business,
even if it is negotiated in connection with a Bankruptcy Code § 363 sale.178
Once the debtor obtains a court order approving the sale, the sale may
close. Unlike a debtor, absent an express provision in the APA to the
contrary, a purchaser may be bound by the terms of an APA upon

177. See Wallander, supra note 1 at 49-50.
178. 11 U.S.C. § 363(b)(1) (2012); In re Asia Global Crossing, Ltd., 326 B.R.
240, 256 (Bankr. S.D.N.Y. 2005) (holding that a debtor is not bound by a sale
contract until it receives court approval).
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execution, even if bankruptcy court approval has not yet been obtained.179
As a result, it is not uncommon for purchasers to require that the
effectiveness of an APA be contingent upon a satisfactory order by the
bankruptcy court authorizing the sale.
b. Assignment of Executory Contracts and Unexpired Leases
Purchasers of oil and gas assets frequently seek to include in APAs a
provision that requires certain executory contracts and unexpired leases to
be assumed and assigned to them as part of a sale. An “executory contract”
is commonly defined as “a contract under which the obligation of both the
bankrupt and the other party to the contract are so far unperformed that the
failure of either to complete performance would constitute a material
breach excusing the performance of the other.”180 “Unexpired leases” are
leases of personal or real property that have not been terminated prior to
the petition date with the specific interests defined by applicable state
law.181 Before an executory contract or unexpired lease may be assigned,
a debtor must first assume it. That assumption triggers the requirements in
Bankruptcy Code § 365(b) that: (1) the debtor cures any defaults under the
executory contract or unexpired lease to be assumed, and (2) the assignee
provides adequate assurance of its future performance under such contract
or lease.182 APAs frequently allocate payment of cure costs to the debtor
or the purchaser. Notably, the Bankruptcy Code permits the assignment of
an executory contract and unexpired lease, notwithstanding contractual
“anti-assignment” provisions that might otherwise limit assignment.183
Intellectual property licenses are unique executory contracts.
Accordingly, assignment of intellectual property licenses presents
obstacles for buyers looking to purchase intellectual property from a
distressed energy company. While Bankruptcy Code § 365(f)(1) renders
anti-assignment provisions generally unenforceable, Bankruptcy Code
179. The purchaser’s execution of an APA constitutes a binding offer that may
be accepted by the debtor with court approval. See RESTATEMENT (SECOND) OF
CONTRACTS § 24 (1981) (“An offer is the manifestation of willingness to enter
into a bargain, so made as to justify another person in understanding that his assent
to that bargain is invited and will conclude it.”).
180. Vern Countryman, Executory Contracts in Bankruptcy: Part I, 57 MINN. L.
REV. 439, 460 (1973); see also Phoenix Exp., Inc. v. Yaquinto (In re Murexco Petro,
Inc.), 15 F.3d 60, 62–63 (5th Cir. 1994); but see Chattanooga Mem’l Park v. Still (In
re Jolly), 574 F.2d 349, 351 (6th Cir. 1978) (“The key . . . is to work backward,
proceeding from an examination of the purposes rejection is expected to accomplish.
If those objectives have already been accomplished, or if they can’t be accomplished
through rejection, then the contract is not executory . . . .”).
181. See Brattleboro Hous. Auth. v. Stoltz (In re Stoltz), 197 F.3d 625, 629
(2d Cir. 1999).
182. 11 U.S.C. §§ 365(f)(2)(A), 365(b).
183. 11 U.S.C. § 365(f)(1).
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§ 365(c)(1) provides that a debtor may not assume or assign any executory
contract or unexpired lease, if “applicable law” excuses another party to
such contract or lease “from accepting performance from or rendering
performance to an entity other than the debtor or the debtor in
possession.”184 Bankruptcy Code § 365(c)(1) has been held to prohibit the
assignment of certain executory contracts involving intellectual property
that contain anti-assignment provisions because such assignments are
prohibited under federal copyright, trademark, and patent laws.185
Indeed, a majority of courts forbid the assignment of contracts
containing anti-assignment language by a debtor where such assignment
is prohibited by intellectual property law.186 Courts have found nonexclusive licenses to intellectual property to be non-assignable without the
consent of the licensor or another party to the license.187 However, courts
remain split as to whether an exclusive license to intellectual property is
assignable under Bankruptcy Code § 365(c)(1) without consent of the
licensor or another party to the contract.188
c. Rights of First Refusal, Consent Rights, and Preferences
Many energy contracts, including joint operating agreements (JOAs),
commonly include rights of first refusal or other preferential rights that
may be triggered by a proposed asset sale. The law lacks clarity as to
184. 11 U.S.C. § 365(c)(1).
185. See, e.g., In re Golden Books Family Entm’t, Inc., 269 B.R. 300, 310
(Bankr. D. Del. 2001).
186. See RCI Tech. Corp. v. Sunterra Corp. (In re Sunterra Corp.), 361 F.3d
257, 262 (4th Cir. 2004); Perlman v. Catapult Entm’t (In re Catapult Entm’t), 165
F.3d 747, 751–53 (9th Cir. 1999).
187. N.C.P. Mktg. Grp. v. Blanks (In re N.C.P. Mktg. Grp., Inc.), 337 B.R. 230,
236–37 (D. Nev. 2005) (finding that federal common law, and thus Bankruptcy Code
§ 365(c)(1), prohibits assignment of nonexclusive trademark licenses without consent
of the licensor), aff’d, 279 F. App’x 561 (9th Cir. 2008); In re Patient Educ. Media,
Inc., 210 B.R. 237, 240–43 (Bankr. S.D.N.Y. 1997) (“Accordingly, the nonexclusive
license is personal to the transferee, and the licensee cannot assign it to a third party
without the consent of the copyright owner.”); Isbell v. DM Records, Inc., 2013 U.S.
Dist. LEXIS 189526, at *15 (E.D. Tex. July 16, 2013) (“[A] non-exclusive license to
exploit a musical composition is not necessarily transferred when the rights to a master
recording are purchased from a bankruptcy trustee. A copyright license cannot be
transferred by the licensee without authorization of the licensor.”).
188. Compare Gardner v. Nike, Inc., 279 F.3d 774, 777–81 (9th Cir. 2002)
(holding that federal law bars assignment of exclusive copyright licenses “without
the consent of the original licensor.”), with In re Golden Books Family Entm’t,
Inc., 269 B.R. at 314–19 (holding that federal law permits assignment of exclusive
copyright licenses regardless of licensor or counterparty consent because, “under
applicable copyright law, exclusive licenses convey an ownership interest to the
licensee that allows that licensee to freely transfer its rights.”).
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whether a debtor is bound by preferential rights in an executory contract
or unexpired lease.189 It is also unclear whether rights of first refusal or
preferential rights to purchase can be considered executory contracts in
and of themselves, such that a debtor may reject those rights if doing so
would benefit the estate.190 In energy bankruptcies, a sale might be
impacted by a third party’s preferential rights that, outside of bankruptcy,
would be enforceable to substitute a third party as a purchaser.191
Some courts have compared preferential rights to options to
purchase.192 Most courts consider options to be executory until such an
option is exercised.193 Moreover, if an option holder must tender further
consideration or take additional steps beyond merely signing a document
or providing notice, courts are more likely to view the option as
executory.194 Accordingly, the preferential rights may be unenforceable if
the agreement containing the preferential right is rejected.

189. 11 U.S.C. § 365(f)(1) (2012).
190. See In re Riodizio, Inc., 204 B.R. 417, 422–24 (Bankr. S.D.N.Y. 1997)
(“The case law confirms that executoriness [of option contracts] lies in the eyes
of the beholder.”); Unsecured Creditors’ Comm. v. Southmark Corp. (In re Robert
L. Helms Constr. & Dev. Co.), 139 F.3d 702, 705–06 (9th Cir. 1998) (“A better
approach . . . is to ask whether the option requires further performance from each
party at the time the petition is filed” and found that, typically, the option would
not be executory because the “optionee need not exercise the option – if he does
nothing, the option lapses without breach.”).
191. Such rights may be enforceable, assuming the rights are valid under state
law and do not constitute an unenforceable absolute restriction on alienation. See
generally Wildenstein & Co. v. Wallis, 595 N.E.2d 828, 828 (N.Y. App. 1992).
192. ConocoPhillips Co. v. Dahlberg, No. CIV.A. C-10-285, 2011 WL 710604, at
*1 n.2 (S.D. Tex. Feb. 22, 2011) (“A ‘preferential right, also known as a right of first
refusal or preemptive right, is a right granted to a party giving him or her the first
opportunity to purchase property if the owner decides to sell it. . . . [W]hen the property
owner gives notice of his intent to sell, the preferential right matures . . . into an
enforceable option.’”) (quoting FWT, Inc. v. Haskin Wallace Mason Prop. Mgmt.,
L.L.P., 301 S.W.3d 787, 793 (Tex. App.—Fort Worth 2009, pet. denied)); but see In
re Robert L. Helms Constr. & Dev. Co., Inc., 139 F.3d at 706 (“Performance due only
if the optionee chooses at his discretion to exercise the option doesn’t count [for
executory contract analysis] unless he has chosen to exercise it.”).
193. In re Riodizio, Inc., 204 B.R. at 423 (“Most courts . . . consider an option
contract to be executory although they reach their conclusions through different
routes.”); In re Kellstrom Indus., 286 B.R. 833, 834–835 (Bankr. D. Del. 2002).
194. In re Abitibibowater, Inc., 418 B.R. 815, 830–31 (Bankr. D. Del. 2009)
(noting that “[n]umerous other courts have determined that contingent option
agreements are executory when material obligations will arise on each side if the
option is exercised.”).
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Depending on the jurisdiction and applicable state law, the recording
of a contract containing a preferential right to purchase or right of first
refusal may make such right a covenant running with the land, thereby
precluding a debtor’s ability to reject it.195 However, some courts,
including the Fifth Circuit, have held that the recordation of an option,
even where it concerns real property, will not convert the option into a real
property interest that is insulated from rejection.196
C. Plan Sales
Sale transactions may also be effectuated pursuant to a plan of
reorganization or liquidation. While energy asset sales pursuant to
Bankruptcy Code § 363 can be advantageous to parties because they avoid
the expense and delay inherent in the plan process, a sale under a Chapter
11 plan is more flexible, offers greater possibilities with respect to the sale,
and may offer more benefits to the parties in the long run. For example, a
plan may include compromises of claims and issuance of debt or equity
securities, along with providing different consideration to different classes
of claimants and interest holders.197 Additionally, a sale pursuant to a plan
of reorganization may be less likely to trigger preferential rights to
purchase or rights of first refusal if structured as a merger transaction or
an equity sale, the “synthetic plan sale” discussed further infra.198
195. See, e.g., In re Plascencia, 354 B.R. 774, 780 (Bankr. E.D. Va. 2006)
(“Virginia . . . has changed the traditional rule, so that an option is in the ‘nature
of an interest in real estate which may be recorded and by that recordation protect
the optionee’s interest in the real estate.’”) (quoting Springfield Eng’g Corp. v.
Three Score Dev. Corp., 26 Va. Cir. 186, 191 (1992)).
196. Rivercity v. Herpel (In re Jackson Brewing Co.), 567 F.2d 618, 623–24
(5th Cir. 1978) (finding that a lower court had the authority to allow rejection of
a recorded option); see also In re A.J. Lane & Co., 107 B.R. 435, 438 (Bankr. D.
Mass. 1989) (noting that the option “is only a contract right—the right to
purchase—whose remedy is normally specific performance [and t]hat the world
is given notice of this right though its appearance in a recorded deed prevents any
other buyer from claiming the equities of an innocent third party, but that is all”).
197. See, e.g., In re Tropicana Entm’t, L.L.C., 2009 Bankr. LEXIS 5455, at
*36–37 (Bankr. D. Del. May 5, 2009) (discussing resolution and compromise of
disputed claims and interests); In re Simon, 2008 Bankr. LEXIS 2787, at *6–7
(Bankr. E.D. Va. July 29, 2008) (finding that, while Bankruptcy Code § 1122(a)
requires that all claims in a class be substantially similar, it does not require that
all substantially similar claims be placed within the same class, and “[i]f a plan
proponent can articulate legitimate differences among otherwise substantially
similar claims and if separate classification is in the best interest of creditors and
will foster reorganization, then separate classification may be proper.”); COLLIER
ON BANKRUPTCY ¶ 1122.03[1][a].
198. However, parties should review the applicable contracts and leases to
determine the triggers of any preferential rights to purchase, consent rights, or
rights of first refusal.
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Moreover, the Bankruptcy Code § 1145 securities registration exemption
provides more flexibility to use securities as part of the consideration for
the sale, although that exemption is not available as part of a sale outside
of a plan under Bankruptcy Code § 363.199 The securities registration
exemption permits the exchange of the securities of a debtor (or a
successor to the debtor) principally for claims against the debtor.200 A third
party buyer who does not have claims against the debtor may also rely on
any applicable non-bankruptcy securities exemption, such as a private
placement, to purchase securities from the debtor.201
Furthermore, a plan sale must meet the voting and plan confirmation
requirements of the Bankruptcy Code.202 Thus, creditors will have the
benefits of disclosure and the plan voting and confirmation processes—
benefits that do not apply to asset sales under Bankruptcy Code § 363.
These plan confirmation requirements protect creditors and also provide
greater flexibility and powers to debtors through the plan sale process.
Plan sales are intended to be final, and courts, utilizing the doctrine of
“equitable mootness,” are generally reluctant to “unscramble the eggs” in the
event a party seeks to appeal the confirmation of a plan.203 Developed by
appellate courts, the equitable mootness doctrine supports the dismissal of
appeals from final bankruptcy court orders under certain circumstances.204
The doctrine emerged in order to constrain appeals and potential reversals of
sales or plans to favor finality in the bankruptcy process.205 In Pacific Lumber,
the Fifth Circuit found that equitable mootness is “firmly rooted in Fifth
Circuit jurisprudence” and that the court’s job is to “strik[e] the proper balance
between the equitable considerations of finality and good faith reliance on a
judgment and competing interests that underlie the right of a party to seek
199. 11 U.S.C. §§ 1123(a)(5)(J), 1145, 1123(a)(5)(C) (2012).
200. 11 U.S.C. § 1145(a)(1)–(2).
201. 11 U.S.C. § 1126 (setting forth reorganization voting requirements); 11
U.S.C. § 1129(a) (outlining reorganization confirmation requirements).
202. 11 U.S.C. § 1129(a).
203. See In re Continental Airlines, 91 F.3d 553, 560–66 (3d Cir. 1996).
204. Bank of New York Trust Co., NA v. Official Unsecured Creditors’ Comm.
(In re Pac. Lumber Co.), 584 F.3d 229, 240 (5th Cir. 2009) (“This court accordingly
considers ‘(1) whether a stay was obtained, (2) whether the plan has been
‘substantially consummated,’ and (3) whether the relief requested would affect either
the rights of parties not before the court or the success of the plan.’”) (quoting Manges
v. Seattle-First Nat’l Bank (In re Manges), 29 F.3d 1034, 1039 (5th Cir. 1994)); see
also In re Continental Airlines, 91 F.3d at 560 (“Factors that have been considered by
courts in determining whether it would be equitable or prudential to reach the merits
of a bankruptcy appeal include (1) whether the reorganization plan has been
substantially consummated, (2) whether a stay has been obtained, (3) whether the
relief requested would affect the rights of parties not before the court, (4) whether the
relief requested would affect the success of the plan, and (5) the public policy of
affording finality to bankruptcy judgments.”) (citing In re Manges, 29 F.3d at 1039;
In re Public Serv. Co., 963 F.2d 469, 471-72 (1st Cir. 1992)).
205. In re Pac. Lumber Co., 584 F.3d at 240.
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review of a bankruptcy order adversely affecting him.”206 Despite some
criticism,207 the doctrine of equitable mootness remains an important
consideration in the plan sale process.
As discussed infra, parties seeking to consummate an energy sale by a
plan of reorganization may select one of three primary options: (1) an asset
sale; (2) a merger; or (3) a stock, or synthetic plan, sale. If parties are able to
reach an agreement prior to the petition date, pre-packaged and pre-negotiated
plans may be used to effectuate such sale structures.
1. Asset Sales and Mergers
Asset sales under plans of reorganization are similar to Bankruptcy
Code § 363 sales in that they both enable a bankruptcy court to approve a
transaction allowing a debtor to effectively sell its assets free and clear of
liens, claims, and other encumbrances.
The Bankruptcy Code requires a plan of reorganization to “provide
adequate means for the plan’s implementation.”208 “Adequate means”
includes the “transfer of all or any part of the property of the estate to one
or more entities,” the “merger or consolidation of the debtor with one or
more persons,” or the “sale of all or any part of the property of the
estate.”209 Bankruptcy Code § 1123(a)(5)(C) permits the merger or
consolidation of the debtor with “one or more persons” as part of the
plan.210 A “person” is defined to include a partnership or a corporation.211
Accordingly, a debtor corporation may be merged with one or more other
corporations under a plan of reorganization. Such mergers are expressly
authorized under the Bankruptcy Code, rendering any other approval
required by non-bankruptcy law unnecessary.

206. Id. (quoting In re Manges, 29 F.3d. at 1039).
207. In re Continental Airlines, 91 F.3d at 569 (Alito, J., dissenting) (“Thus,
as this case well illustrates, the doctrine of ‘equitable mootness’ is not really about
‘mootness’ at all in either the Article III or non-Article III sense. As the Seventh
Circuit stated in a passage that the majority quotes with approval, ‘there is a big
difference between inability to alter the outcome (real mootness) and
unwillingness to alter the outcome (‘equitable mootness’). Using one word for
two different concepts breeds confusion.’”) (internal citations omitted); see also
In re UNR Indus., Inc., 20 F.3d 766, 769 (7th Cir. 1994) (stating that “equitable
mootness” is a misnomer and banished from the local lexicon in order to consider
instead “whether it is prudent to upset the plan of reorganization at this late date”).
208. 11 U.S.C. § 1123(a)(5) (2012).
209. 11 U.S.C. §§ 1123(a)(5)(B), (C) & (D).
210. 11 U.S.C. § 1123(a)(5)(C).
211. 11 U.S.C. § 101(41).
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2. Synthetic Plan Sales
A plan of reorganization may also provide for a sale of equity interests
in the reorganized debtor, often called a “synthetic plan sale.” A synthetic
plan sale process may be proposed as a mechanism for vesting properties
of the bankruptcy estate free and clear of liens, claims, and encumbrances
in a buyer. In a synthetic plan sale, equity interests in the reorganized
debtor are issued to the purchaser, and any assets, liabilities, and claims
not purchased are transferred to a liquidating trust.212 A synthetic plan sale
can often be structured in such a manner so as to avoid triggering
preferential rights to purchase or rights of first refusal arising from actual
asset transfers or contract assignments. Further protections are set forth in
the plan’s discharge and injunction provisions, which prohibit creditors
from pursuing pre-confirmation claims against the buyer or the
reorganized debtor owned by the buyer.213
3. Pre-Packaged Plans
A pre-packaged plan of reorganization offers an efficient method for
effectuating a transfer under a plan. Unlike a conventional Chapter 11 plan
that is negotiated post-bankruptcy, a “pre-packaged plan,” or “prepack,” is
both negotiated and voted on before a debtor files for bankruptcy. Prepackaged plans are commonly used when a sale transaction can be negotiated
pre-bankruptcy; however, the parties to the sale must still invoke the powers
of the bankruptcy process in order to bind non-consenting parties to the terms
of the transaction.
Bankruptcy Code § 1121 allows a debtor to file a plan of reorganization
simultaneously with its bankruptcy petition and seek confirmation of the plan
based on the requisite number of votes cast pre-petition.214 This expedited
mechanism mitigates certain negative externalities which flow from a
traditional Chapter 11 reorganization, including litigation costs, business
disruption, negative publicity, turnover, and delays.215 Furthermore, by
enabling the case to proceed straight to confirmation, pre-packaged plans also
minimize judicial involvement in the debtor’s business affairs and operations.
While the benefits are plentiful, prepackaged plans come with a cost,
in that general trade creditors must often be paid in full under the plan to
be unimpaired. Unimpaired creditors are deemed to vote to accept a plan;
their votes need not be solicited.216 This unimpairment of trade creditors is
important because, inter alia, soliciting votes from hundreds—if not
212.
213.
214.
215.
216.

11 U.S.C. §§ 1123(a)(5)(B), (a)(5)(D), & (b)(3)(B).
11 U.S.C. § 1141.
11 U.S.C. § 1121.
See Wachtell, supra note 98, at 41–42.
11 U.S.C. §§ 1126(f), 1129(a)(8)(B).
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thousands—of trade creditors outside of bankruptcy can present an
extremely difficult task. Accordingly, by paying the general trade creditors
the full value of their claims, a prospective debtor seeking to confirm a
prepackaged plan need not obtain the trade creditors’ consent, thereby
increasing the chances of plan confirmation.
To obtain confirmation of a pre-packaged plan, a debtor must adhere
to the procedural requirements set forth in the Bankruptcy Code, or else
risk the bankruptcy court refusing to confirm the prepackaged plan. Denial
of confirmation may occur for a number of reasons, including a finding by
the bankruptcy court that the solicitation process was deficient.217
Bankruptcy Code § 1126(b) pertinently provides that: (1) prepackaged
Chapter 11 plan votes must have complied with any applicable nonbankruptcy law, rule, or regulation governing the adequacy of disclosure
of vote solicitation; or (2) if there is no such law, rule, or regulation, votes
on a pre-packaged Chapter 11 plan must have been solicited after
disclosure of “adequate information,” as defined in the Bankruptcy
Code.218 The Federal Rules of Bankruptcy Procedure also require timely
transmission of the plan and other solicitation materials “to substantially
all creditors and equity holders of the same class.”219
If the pre-packaged plan provides for the offering of new securities,
parties must also determine whether the offering of such new securities is
exempt from the Securities Act registration requirements. Bankruptcy
Code § 1145(a) provides a safe harbor for the issuance of new securities
under a conventional plan of reorganization and exempts from registration
“the offer or sale under a plan of a security of the debtor.”220 Whether this
safe harbor exists with respect to pre-packaged plans, however, remains
unclear because the Bankruptcy Code provides an exemption only for “a
security of the debtor,” and the issuer pursuant to a prepack is not a
“debtor” until the filing of the bankruptcy petition. In light of the current
state of the law surrounding an offering of securities pursuant to a prepackaged plan, parties should err on the side of caution and file a
registration statement with the SEC.
217. See, e.g., In re Southland Corp., 124 B.R. 211, 225 (Bankr. N.D. Tex.
1991) (“A proponent of a prepackaged plan takes a substantial risk that . . . the
Court may determine that the proposed disclosure statement or process of
solicitation are inadequate”).
218. 11 U.S.C. § 1126(b). The disclosure statement sets forth the terms of the
plan of reorganization and the procedures for voting thereon.
219. FED. R. BANKR. P. 3018(b). A safe minimum time period of voting on a
pre-packaged plan is twenty-eight days. See Wachtell, supra note 98, at 44
(reasoning that twenty-eight days is a good rule of thumb because that is the
minimum time specified in Bankruptcy Rule 2002(b) for considering a disclosure
statement in bankruptcy).
220. 11 U.S.C. § 1145(a)(1).
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4. Pre-Negotiated Plans
Like pre-packaged plans, pre-negotiated plans are negotiated before a
debtor files for bankruptcy. However, unlike prepacks, voting on prenegotiated plans does not occur until after a bankruptcy case is filed. As a
result, pre-negotiated plans are generally subject to a marginally longer
bankruptcy process. Nevertheless, they provide a significant advantage over
prepacks in that the parties can obtain bankruptcy court approval of the
solicitation process in advance, thereby reducing the risk of a flawed
solicitation.
As with prepacks, pre-negotiated plans commonly minimize certain
negative externalities that arise from out-of-court transactions and the
conventional Chapter 11 process, such as litigation costs, business
disruptions, administrative expenses, negative publicity, and fraudulent
transfer risk. Moreover, pre-negotiated plans also allow parties to reduce
judicial involvement in the debtor’s business affairs.
While a full vetting of “lock-up agreements” is beyond the scope of this
article, in an effort to secure a successful pre-negotiated plan, parties often
enter into lock-up agreements to bind key constituencies to ensure they
support the plan. A lock-up agreement (sometimes referred to as a “plan
support agreement”) is an agreement to accept and otherwise support a
particular plan of reorganization. Lock-up agreements can provide significant
protections, but they are not bulletproof and may be challenged if not
appropriately structured.221

221. See, e.g., In re Innkeepers USA Trust, 442 B.R. 227, 232–36 (Bankr.
S.D.N.Y. 2010) (denying debtor’s motion to assume plan support agreement
because, among other reasons, (1) the plan support agreement was not a
disinterested business transaction, (2) the debtor did not enter into the plan support
agreement with “due care,” and (3) the debtor did not act in good faith in making
the decision to enter into the plan support agreement and in providing
transparency to their creditors).
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CONCLUSION
While prospective purchasers of distressed energy assets have a range of
options to effectuate their acquisition objectives, dealing in distressed energy
assets can be complex and may involve various risks depending on the
circumstances of each acquisition. As this article has shown, there are
advantages and disadvantages to both out-of-court and in-court transactions,
which should be evaluated by prospective purchasers with the assistance of
their financial and legal advisors.
In the current environment for energy assets, there are risks and
opportunities for sellers and buyers alike. The ability to transact will depend
on available capital and understanding not only the business issues, but also
the legal framework and processes that often come into play in distressed
energy transactions.
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APPENDIX
A. Key Fraudulent Transfer Cases
1. Templeton v. O'Cheskey (In re Am. Hous. Found.), 785 F.3d 143 (5th
Cir. Apr. 28, 2015), as revised (June 8, 2015).
A trustee brought actual and constructive fraudulent transfer claims
pursuant to federal law to avoid and recover approximately $1 million in
purportedly fraudulent transfers related to guaranties given by the debtor to
the defendants and subsequent payments that the defendants received from
the debtor as “returns” on their respective contributions to a limited
partnership. While the lower court applied the good faith defense under
Bankruptcy Code § 548(c), the Fifth Circuit found the lower court used the
wrong “good faith” standard and reversed and remanded. The Fifth Circuit
concluded that the lower court should not rely exclusively on its determination
that a party’s actions did not defraud other creditors, but should look further
to whether the claimant should be on inquiry notice of the debtor’s insolvency
or the fraudulent nature of the transaction.
Applicable Statute: 11 U.S.C. §§ 548(a)(1)(A), 548(a)(1)(B), 548(c).
2. Janvey v. Golf Channel, Inc., 780 F.3d 641 (5th Cir. 2015).
A receiver overseeing an estate brought suit to recover $5.9 million from
the Golf Channel relating to an advertising contract the estate had entered into
before the SEC uncovered a Ponzi scheme. The lower court determined that
although the estate’s payments to the Golf Channel were actual fraudulent
transfers under state law, the Golf Channel was entitled to judgment as a
matter of law on its affirmative defense under TUFTA that it received the
payments in good faith and in exchange for reasonably equivalent value (the
market value of advertising on The Golf Channel). On review, the Fifth
Circuit rejected the argument that “reasonably equivalent value” was
exchanged and held that Golf Channel’s services provided no value to the
creditors of the estate, and, further, the advertising services did not provide
even a speculative economic benefit to the creditors, regardless of the market
value of the services. Thus, the Golf Channel’s affirmative defense to an
actual fraudulent transfer under TUFTA was not established.222

222. This TUFTA “Erie” ruling appears to conflict with the precedent set forth
in Williams v. FDIC (In re Positive Health Mgmt.), 769 F.3d 899 (5th Cir. 2014),
summarized infra, interpreting the analogous good-faith, for-value defense under
Bankruptcy Code § 548(c), as looking to the value given from the viewpoint of
the transferee.
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Applicable Statute: TEX. BUS. & COM. CODE ANN. §§ 24.005(a)(1),
24.009(a) (2015).
3. Williams v. FDIC (In re Positive Health Mgmt.), 769 F.3d 899 (5th
Cir. 2014).
A trustee brought claims of actual and constructive fraudulent transfers
under § 548 for rent payments made by the debtor to a lender on a loan that
was made to another entity and secured by property that the debtor used for
office space. The lower court held there was no constructive fraud since the
debtor received reasonably equivalent value based on the value received for
continuing operations without foreclosure and for a “reasonable rent” for the
office space. While the lower court found actual fraud based on an “actual
intent to hinder, delay or defraud” creditors, the lower court found that the
affirmative defense of good faith, for value pursuant to Bankruptcy Code §
548(c) applied because the lender: (1) acted with good faith and (2) gave
“value” in exchange for the payments. The Court relied on its prior holding in
In re Hannover Corp., 310 F.3d at 799-802, that value for purposes of the
good faith, for value affirmative defense is considered from the transferee’s
perspective. The Fifth Circuit affirmed the good faith affirmative defense but
only to the extent that the transferee gave value to the debtor in exchange for
the transfer. The Fifth Circuit applied a “netting” approach, holding that
Bankruptcy Code § 548(c) required the court to reduce the value of the
fraudulent transfers by the value of the market rent, and to award the estate
the difference.
Applicable Statute: 11 U.S.C. §§ 548(a)(1)(A), 548(a)(1)(B), 548(c).
4. Weisfelner v. Fund 1 (In re Lyondell Chem. Co.), 503 B.R. 348
(Bankr. S.D.N.Y. 2014).
A parent company acquired the debtor entity by means of a leveraged
buyout (LBO) in which the debtor company financed the entire purchase,
taking on approximately $21 billion of secured indebtedness, of which $12.5
billion was paid out to stockholders of the then-debtor-to-be. The debtor
company filed for bankruptcy thirteen months later, and when its creditors
found themselves ranking behind the LBO secured lenders, the creditors filed
actual and constructive fraudulent transfer claims under state law. The court
held that: (1) the Bankruptcy Code § 546(e) defense did not apply to state law
fraudulent transfer claims not asserted under any Bankruptcy Code provision,
and state law fraudulent transfer claims are not preempted by the Bankruptcy
Code; (2) where the transaction was collapsed and considered based upon
economic substance, the transfers were deemed to be property of the debtor;
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(3) nominee, non-beneficial holders of stock cannot be held liable for
fraudulent transfers; (4) a creditor’s trust cannot sue on behalf of creditors who
ratified the transfers (but can sue on behalf of those who did not ratify); and
(5) although evidence supporting allegations of actual fraud were deficient,
the Court dismissed with leave to amend pleadings.
Applicable Statute: State Law, but the court cited no specific statute and
noted that “[t]he particular state law is not relevant to these motions, if it ever
will be. State fraudulent transfer law is largely, but not entirely, the same
throughout the United States . . . .”]
5. Tronox Inc. v. Kerr McGee Corp. (In re Tronox, Inc.), 503 B.R. 239
(Bankr. S.D.N.Y. 2013).
After a spinoff in 2006, the debtor retained substantial legacy,
environmental, and tort liabilities that accrued over the course of seventy
years, while the debtor’s valuable oil and gas exploration and production
business was transferred into a new entity. A few months after the spinoff, a
third party purchased the newly-formed entity’s recently acquired exploration
and production business for $18 billion. The debtor subsequently filed for
bankruptcy in 2009. Regarding actual fraud, the court found numerous
“badges of fraud” and determined that the defendants lacked a good faith
belief that the debtor would be able to support the liabilities that had been
imposed on it after the spinoff. Thus, actual fraudulent intent to delay or hinder
creditors was established under state law. Regarding constructive fraud, the
court, after considering all related transactions together as a single transaction
and analyzing market evidence, contingent liabilities, and asset valuation,
held that the debtor did not receive “reasonably equivalent value” in the
transaction. Based on numerous factors, the court found that the debtor was
insolvent and unreasonably capitalized and that the defendants reasonably
should have believed that the debtor would be unable to pay its debts as they
became due. Thus, constructive fraud was also established under state law.
Applicable Statute: 11 U.S.C. §§ 548(a)(1)(A), 548(a)(1)(B); Okla. Stat.
tit. 24, §§ 116(A)(1), 116(A)(2), 117(A) (2015).
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6. Senior Transeastern Lenders v. Official Comm. of Unsecured
Creditors (In re TOUSA, Inc.), 680 F.3d 1298 (11th Cir. 2012).
A parent company paid a $421 million debt settlement to a third party
transferee with the proceeds of a loan that was secured primarily by assets of
the parent company’s subsidiaries even though the subsidiaries were not
obligors on the debt to the third party transferee. Six months later, the parent
company and the subsidiaries declared bankruptcy. The Eleventh Circuit held
that the bankruptcy court did not err when it found transfer of the liens to the
new lenders was constructively fraudulent pursuant to Bankruptcy Code §
548(a)(1)(B) because the subsidiaries did not receive “reasonably equivalent
value” for the liens. The Eleventh Circuit did not define “value” but did find
that benefits to the parent and the corporate family did not necessarily convey
value to the subsidiary.
Applicable Statute: 11 U.S.C. § 548(a)(1)(B).
7. Kaye v. Lone Star Fund V (U.S.), L.P., 453 B.R. 645 (N.D. Tex.
2011).
A parent company spun-off a subsidiary, and the subsidiary sued for
actual and constructive fraudulent transfers under both federal and state law.
Specifically, the subsidiary alleged that the parent company transferred
various financial burdens to the subsidiary in an effort to improve the parent
company’s marketability. In considering a motion to dismiss, the court ruled
that constructive fraud was adequately pled based on proceeds flowing to the
parent without reasonably equivalent value in return. With respect to actual
fraud, the court found that the claim was adequately pled based on the
following three badges of fraud: (1) transfers were to an insider, (2) the debtor
received less than reasonably equivalent value, and (3) the debtor was
insolvent.
Applicable Statute: 11 U.S.C. §§ 548(a)(1)(A), 548(a)(1)(B); ALA. CODE
§§ 8-9A-4(a), 8-9A-4(c), 8-9A-5(a) (2015).
8. U.S. Bank Nat’l Assn. v. Verizon Commc’ns. Inc. (U.S. Bank Nat’l
Assn. Litigation), 817 F. Supp. 2d 934 (N.D. Tex. 2011).
A parent company spun-off a subsidiary whose balance sheet reflected
that its debt exceeded its assets by approximately $9 billion after the spinoff.
The subsidiary subsequently filed for bankruptcy twenty-eight months later.
The subsidiary’s trust brought claims for actual and constructive fraudulent
transfers under state and federal law. While the court found certain badges of
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fraud to be present, the court ultimately found that the subsidiary was solvent
as of the date of the spinoff, that there was no direct evidence of fraudulent
intent, and that there were insufficient badges of fraud as a matter of law to
prove an actually fraudulent transfer. The constructive fraudulent transfer
claims also failed, as the court found that there was no effective difference
between the insolvency analysis and the reasonably equivalent value analysis,
and, since the subsidiary was solvent based on total enterprise value, the
subsidiary received reasonably equivalent value.
Applicable Statute: 11 U.S.C. §§ 548(a)(1)(A) – (B); TEX. BUS. & COM.
CODE ANN. §§ 24.005(a)(1) – (2).
9. The Liquidation Trust v. Daimler AG (In re Old Carco LLC (f/k/a
Chrysler LLC)), 454 B.R. 38 (Bankr. S.D.N.Y. 2011).
A liquidation trust asserted fraudulent transfer claims based on a former
parent company’s alleged intention to strip valuable assets away from the
debtor before selling its controlling interest in the debtor. The court found that
the trust did not sufficiently take into account all elements of value received
in the overall transaction and held that the constructive fraudulent conveyance
claims under federal and state law were properly dismissed because of the
trust’s undervaluation and omission of various disputed consideration
elements.
Applicable Statute: 11 U.S.C. § 548(a)(1)(B); N.Y. DEBT. & CRED. LAW
§ 273 (2015).
10. ASARCO LLC v. Ams. Mining Corp., 396 B.R. 278 (S.D. Tex. 2008).
The debtor sued its parent corporation to challenge a transfer under which
the parent company received valuable stock assets of the debtor. Regarding
constructive fraud, the court looked to Delaware law and analyzed whether
“reasonably equivalent value” was given in exchange for the asset. Upon
completing its valuation, the court found that, under the totality of the
circumstances, the debtor received eighty-five to ninety percent of the value
of the asset, which constituted “reasonably equivalent value.” As to actual
fraud, the court found that the parent company did not properly market the
stock to the highest bidder, removed the “crown jewel” asset from the estate,
concealed information, broke promises, and closed the transaction over the
objections of the independent directors with knowledge that the transaction
would hinder and delay the debtor paying other creditors. Accordingly, the
court found actual fraud and entered a judgment valued at over $6 billion
against the parent company.
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Applicable Statute: 11 U.S.C. §§ 548(a)(1)(A) –(B); 6 DEL. CODE ANN.
tit 6, §§ 1304(a)(1) –(2) (2015), 1305(a) (2015).
11. VFB LLC v. Campbell Soup Co., 482 F.3d 624 (3d Cir. 2007).
A parent company spun-off a subsidiary and sold it several food
companies. The subsidiary financed the purchase by taking on new secured
debt and issuing a dividend to the parent’s shareholders upon the becoming
an independent company. The subsidiary filed for bankruptcy within three
years and sued the parent, asserting, inter alia, a constructively fraudulent
transfer claim. The Third Circuit affirmed the lower court’s rejection of the
claim because (1) the food companies were worth well in excess of the amount
the subsidiary paid for them at the time of the spin-off, (2) market valuation
was sufficient to show the food companies were solvent at the time of the
spin-off, and (3) “reasonably equivalent value” was exchanged.
Applicable Statute: N.J. STAT. ANN. §§ 25:2-25(b), 25:2-27(a) (2015).
12. Statutory Comm. of Unsecured Creditors v. Motorola, Inc. (In re
Iridium Operating LLC), 373 B.R. 283 (Bankr. S.D.N.Y. 2007).
A creditors’ committee brought suit to set aside transfers totaling
approximately $3.7 billion from the debtor to its parent company during the
four years leading up to the debtor’s bankruptcy. At issue was whether certain
transfers were voidable fraudulent transfers or preferences, with a focus on
whether the debtor was either insolvent or inadequately capitalized at the time
the challenged transfers were made. The court determined that the
“voluminous and compelling” contemporaneous market value of the debtor’s
securities was consistent with “substantial enterprise value” and was
“inconsistent with insolvency.” The court further determined that looking
back at the market with “hindsight bias” in valuing the entity for purposes of
insolvency was inappropriate because “the public trading market constitutes
an impartial gauge of investor confidence and remains the best and most
unbiased measure of fair market value and, when available to the court, is the
preferred standard of valuation.” Id. at 293. The court held that the plaintiff
had not carried its burden to prove either insolvency or unreasonably small
capital and dismissed all fraudulent transfer claims.
Applicable Statute: 11 U.S.C. § 548(a)(1)(B); D.C. CODE § 28 –3102
(2015).
13. Jimmy Swaggart Ministries v. Hayes (In re Hannover Corp.), 310
F.3d 796 (5th Cir. 2002).
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The trustee argued before the Fifth Circuit that the debtor’s transfers to a
third party under an option agreement for the purchase of real estate could be
avoided as actual and constructive fraudulent conveyances under federal law.
The district court had reversed the bankruptcy court’s ruling that the transferee
had taken the transfer in good faith and for value. The Fifth Circuit reversed
the district court and found that the bankruptcy court was entitled to deference
regarding its determination that the good faith, for value affirmative defense
had been established under Bankruptcy Code § 548(c). The Fifth Circuit
determined that the transferee acted in good faith and that (1) the call options
had value from the perspective of the transferee, (2) the value was determined
at the time of origination, and (3) the debtor’s practical inability to exercise
the option is irrelevant to its valuation for purposes of the good faith, for value
affirmative defense under Bankruptcy Code § 548(c).
Applicable Statute: 11 U.S.C. §§ 548(a)(1)(A) – (B), 548(c).
B. Glossary of Commonly Used Chapter 11 Bankruptcy Terms
Note: The following definitions are provided to assist the reader in
understanding some of the terms used in Chapter 11 proceedings generally.
For more detailed and exact definitions, please review the Bankruptcy Code
and consult with legal counsel.
Administrative Claims: Fees of court-authorized professionals, trustee’s
commissions, and claims of trade creditors and others for credit extended after
the entry of the order for relief. Administrative claims generally are entitled
to priority and must be paid before claims of any prepetition unsecured
creditors.
Anti-Assignment Clause: A provision in a contract that restricts or
prohibits the transfer or assignment of interests in an executory contract or
unexpired lease.
Automatic Stay: When a Chapter 11 petition is filed, creditors are
automatically prohibited from attempting to collect their prepetition claims
from the debtor or proceeding against property of the debtor without first
obtaining permission from the court to do so.
Cash Collateral: Cash and cash equivalents that serve as collateral for a
secured creditor’s claim. Included in this category are cash, bank deposits,
proceeds from the sale of assets, accounts receivable collections, and rents.
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Class of Creditors: Creditors must be divided into classes in a plan of
reorganization. The claims of general unsecured creditors are frequently
grouped together as one class, but there may exist sufficient distinctions
among the general unsecured creditors that justify dividing them into multiple
classes.
Confirmation: The approval by the court of a plan of reorganization.
Consensual Plan: A plan of reorganization accepted by every class of
creditors and equity holders. It is rare for a consensual plan not to be approved
by a bankruptcy court.
Conversion: The Bankruptcy Code, in general, allows a debtor to
reorganize under Chapter 11 or to be liquidated under Chapter 7. A case may
be changed, or converted, from administration under one chapter to
administration under another by court order or upon the request of the debtor,
any creditor, the United States Trustee, or any other party in interest. Creditors
will often move to convert a Chapter 11 case to Chapter 7 if it does not appear
that the debtor will be able to successfully reorganize, or if they think they
would recover more in liquidation than under a reorganization.
Cramdown: Confirmation of a plan of reorganization over the objection
of a class of creditors or equity holders. Cramdown may occur only if at least
one class of creditors whose claims are impaired by the plan votes to accept
it. The court will cramdown a plan on a dissenting class only if it finds that
the plan does not discriminate unfairly against that class and is fair and
equitable as to that class.
Debtor: The entity undergoing reorganization.
Debtor in Possession: Unless and until a trustee is appointed, a debtor
remains in possession of its assets and will manage its own affairs. The debtor
in possession has a fiduciary obligation to its creditors, much the same as a
court-appointed trustee.
Discharge: The release of claims against the debtor.
Disclosure Statement: When creditors are solicited to vote on a plan, they
will receive the plan or a plan summary (if approved by the court), a ballot,
and a disclosure statement. The disclosure statement is intended to give
creditors adequate information about the debtor and the plan to permit them
to make an informed judgment as to whether to vote for or against the plan.
The debtor cannot send the disclosure statement to creditors until it has been
approved by the bankruptcy court, after notice and a hearing.
Examiner: A person appointed by the court, upon a motion of creditors or
the United States Trustee, to look into the debtor’s books and records and
dealings with third parties. The scope of the examiner’s duties are established
by the court. The report prepared by the examiner is usually filed with the
court and maintained as a public record.
Fraudulent Transfer (or Conveyance): Transfers or conveyances that are
deemed to be in fraud of creditors, either actually or constructively, may be
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avoided under state law and/or the Bankruptcy Code by the debtor in
possession or by the trustee.
General Unsecured Claims: Those unsecured claims that are neither
administrative nor priority claims.
Involuntary Petition: Three or more creditors (or one creditor, if a debtor
has fewer than twelve creditors) with undisputed, liquidated claims can put a
debtor into bankruptcy by filing an involuntary petition if the debtor is not
paying its debts generally as they become due. The bankruptcy court will give
the debtor a chance to respond to the involuntary petition and then will hold a
hearing on the involuntary petition. If the petitioning creditors prove their
case, the bankruptcy court will enter an order for relief against the debtor.
Lockup Agreement: An agreement between parties that binds creditors or
other parties to the terms of a negotiated restructuring that is a common feature
of out-of-court pre-packaged workout plans.
Order for Relief: The declaration that the debtor’s business is subject to
the court’s jurisdiction. In a voluntary case, an order for relief is automatically
entered when the petition is filed. In an involuntary case, an order for relief
can only be entered after giving the debtor the opportunity to defend the
allegations in the petition.
Petition: The documents filed with the bankruptcy court that initiate a
bankruptcy case.
Plan of Reorganization: Sometimes referred to by the shortened term
“plan,” the document that, when approved by the bankruptcy court, specifies
the treatment of the claims of the debtor’s creditors. A confirmed plan is
binding on all creditors—even those who did not vote in favor of the plan.
Where the debtor’s assets are liquidated in a Chapter 11 case, this document
will instead be called a plan of liquidation.
Preference: Payments made to creditors within 90 days prior to the filing
of a petition on account of pre-existing debts may, under some circumstances,
be avoided by the debtor in possession or trustee. The ninety-day period is
extended to one year if the creditor is an insider of the debtor. A creditor’s
committee may be instrumental in pursuing preference claims, particularly
preference claims against insiders of the debtor.
Preferential Rights: The rights provided to a third party by the terms of
an executory contract or unexpired lease, which grant the party the first
opportunity to purchase or assert some preference. Preferential rights are also
known as rights of first refusal or preemptive rights.
Priority of Claims: Prepetition unsecured claims that are entitled to be
paid before the claims of the general unsecured creditors. The most common
priority claims are for wages, employee benefits, customer deposits, and
taxes.
Proof of Claim: The document filed with the bankruptcy court by a
creditor that establishes the amount and basis of its claim.
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Rule 2004 Examination: A procedure, similar to a deposition, for
obtaining information from the debtor and third parties about the assets and
liabilities of the debtor and other matters relevant to a case. The party being
examined is asked questions under oath before a stenographer, who prepares
a written transcript of the examination. The party may also be required to
produce documents relevant to the case.
Schedules: A document filed with the bankruptcy court by a debtor setting
forth its assets and liabilities in detail.
Section 341 Hearing: Commonly referred to as the first meeting of
creditors, the debtor appears at an informal hearing, which, in a Chapter 11
case, is conducted by the United States Trustee. All creditors are entitled to
ask the debtor questions about its business, its assets and liabilities, and other
matters relevant to the reorganization.
Secured Creditor: A creditor whose claim is backed by collateral.
Solvency (or Valuation) Opinion: A third party expert opinion that
evaluates assets or transactions with a distressed company.
Statement of Financial Affairs: A document filed with the bankruptcy
court by a debtor that sets forth certain information about the debtor’s
business, management, and finances. The statement of financial affairs is
normally filed simultaneously with the schedules.
Super-Priority Administrative Claim: A type of administrative claim that
has priority over other administrative claims. Super-priority administrative
claim status is often granted to a secured lender in connection with a cash
collateral or borrowing stipulation.
Trustee: A person who may be appointed by the United States Trustee,
who is entrusted with the responsibility of managing the debtor’s business,
pursuing claims against third parties, and maximizing the payment to creditors
through a reorganization or, if appropriate, a liquidation of the business. In a
Chapter 11 case, a trustee is appointed only upon court order after motion by
a creditor, the United States Trustee, or another party in interest. Grounds for
appointment of a trustee include fraud, dishonesty, or gross mismanagement
by the debtor.
United States Trustee: An officer of the United States Department of
Justice responsible for monitoring Chapter 11 cases. The United States
Trustee is responsible for appointing trustees and presiding at the Section 341
hearing. The United States Trustee has the right to be heard on any matter
coming before the bankruptcy court and to file motions with the bankruptcy
court in furtherance of its duties.
Voluntary Petition: A petition filed by the debtor. Most Chapter 11 cases
are commenced by the filing of a voluntary petition.
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Options and Alternatives When the Chapter 13
Debtor Cannot Defeat a Motion to Dismiss
Chief Judge Rebecca Connelly
When the chapter 13 debtor cannot defend a motion to dismiss, he may have alternatives
to simply consenting to dismissal. If he cannot cure a default in plan payments, cannot complete
his plan, and cannot modify his plan to successfully complete a chapter 13 plan, he may want to
consider the following.
CONVERSION TO CHAPTER 7
BENEFITS TO A DEBTOR
Discharge. The debtor may be able to obtain a discharge even if he is not current on
domestic support obligations (DSOs), or his mortgage, or did not complete his chapter 13 plan
payments. Although these facts may affect his ability to receive a chapter 13 discharge, they do
not affect his eligibility for a chapter 7 discharge. See 11 U.S.C. §§ 727; 1328.
Automatic Stay. If the case is dismissed, the automatic stay of section 362 will no longer
provide protection for the debtor. 11 U.S.C. § 362(c)(2)(B). By contrast, if the case is
converted, the stay remains in effect until relieved, or until the debtor is discharged and the
property is no longer property of the estate. 11 U.S.C. § 362(c).
Post-petition debts may be discharged. Unless the conversion is in bad faith (see below),
claims against the debtor that arose after the order for relief in the chapter 13 case but before
conversion [other than claims under section 503(b)] are treated as if the claim had arisen
immediately before the date of filing the petition. 11 U.S.C. § 348(d); see also Rosenberg v.
Corio (In re Corio), 371 Fed. Appx. 352, 356 (3d Cir. 2010) (affirming decision avoiding a
judicial lien which arose from a post-petition claim because once the debtor converted from
chapter 13 to chapter 7 the post-petition claim was treated as a pre-petition claim). In this
2
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manner, the debtor may discharge in the converted chapter 7 case most debts that he incurred
post-petition while he was in chapter 13.
Automatic stay available if new bankruptcy case filed within a year of the discharged
chapter 7. If the debtor files a new case within a year of the dismissal of one or more prior
cases, the automatic stay is limited or may not be available. 11 U.S.C. §§ 362(c)(3), (4). By
contrast, these limitations do not apply if the debtor converts and obtains a discharge. Put
differently, the Code does not restrict the automatic stay if the debtor files a new case within a
year of a discharge in a previous case (albeit the Code does limit the availability of a discharge in
the new case filed within a year of a prior discharge).
Chapter 20 available. The debtor is eligible to file a new chapter 13 following discharge
in the chapter 7 (colloquially called “chapter 20”). If the debtor converts to chapter 7, he may be
able to discharge all of his personal liability and subsequently file a new chapter 13 case for the
purpose of restructuring his secured debt. Johnson v. Home State Bank, 501 U.S. 78 (1991);
Branigan v. Bateman (In re Bateman), 515 F.3d 272 (4th Cir. 2008) (finding that chapter 13
debtors could propose a plan in good faith even if ineligible for a discharge based on a prior
discharge). The terms of the new chapter 13 case may be more feasible for a debtor who was
unable to complete a previous chapter 13 plan dealing with considerably more debt. On the other
hand, these cases may be subject to greater scrutiny. See, e.g., T.D. Bank v. Davis (In re Davis),
716 F.3d 331, 338 (4th Cir. 2013) (“[B]ankruptcy courts are bound to carefully scrutinize filings
for good faith and dismiss cases where the debtor attempts to use a Chapter 20 procedure solely
to strip off a lien.”). The chapter 20 debtor may not be eligible for a chapter 13 discharge. See 11
U.S.C. § 1328(f).
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Post-petition earnings not property of the estate; and if more than 180 days has passed
after petition date, inheritance and other receipts may not be property of the estate. If the debtor
converts to chapter 7, the property of his chapter 7 estate is limited to his assets as of his petition
date or within 180 days of the petition date. 11 U.S.C. § 541. The petition date does not change
upon conversion. 11 U.S.C. § 348. On the one hand, if the debtor has considerable equity or
non-exempt assets as of the petition date, the conversion will subject the debtor to liquidation of
these non-exempt assets. On the other hand, if his assets as of the petition date are of
inconsequential value, he may avoid liquidation of such assets. If the debtor already paid an
amount equal or greater to the equity in the non-exempt assets to his unsecured creditors while in
chapter 13, he may defeat a turnover action by a chapter 7 trustee. In re Sparks, 379 B.R. 178
(Bankr. M.D. Fla. 2006). More important to the debtor may be that his post-petition earnings
and receipts, along with inheritances more than 180 days from the petition date, are excluded
from liquidation in the chapter 7 case (unless the conversion was in bad faith). 11 U.S.C. 348(f);
see, e.g., In re Lien, 527 B.R. 1 (Bankr. D. Minn. 2015) (holding that because the debtors acted
in bad faith in converting their case from chapter 13 to chapter 7, the debtors had to turn over
their non-exempt property to the chapter 7 trustee, including post-petition funds from the male
debtor’s post-petition inheritance). Rule 1019 permits a new deadline for objecting to
exemptions in a case converted to chapter 7, unless the case is converted more than one year
after the entry of the first order confirming a plan, or the case was previously pending in chapter
7 and the time to object to a claimed exemption had expired in the original chapter 7. Rule 1019
refers to Rule 4003(b) for the objection time period. Rule 4003(b) provides that a party in
interest may file an objection to the debtor’s claim of exemption within 30 days after “the”
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meeting of creditors held under section 341(a) is concluded, or within 30 days after any
amendment to the list or supplemental schedule is filed, whichever is later.
If over-median, the debtor may be able to successfully defend a section 707 action.
According to most courts, conversion does not insulate a debtor from section 707 litigation. See
discussion in In re Layton, 480 B.R. 392, 394–97 (Bankr. M.D. Fla. 2012); In re Reece, 498 B.R.
72 (Bankr. W.D. Va. 2013). As a practical matter, the debtor’s inability to perform in chapter 13
may be indicative of circumstances that may rebut or respond to the section 707 action.
Expedited process to case closure. If the debtor converts to chapter 7, he may be able to
achieve discharge and the case may be closed within months of conversion. The debtor may be
able to obtain new credit if needed once the case is closed.
BENEFITS FOR CREDITORS
Opportunity to object to dischargebility or object to general discharge. After conversion,
the Clerk will provide notice of a section 341 meeting in the chapter 7 case. Creditors will be
provided a new deadline to object to the dischargeability of a particular debt or object to the
general discharge based on the 341 meeting date in the chapter 7 case. Fed. R. Bankr. P. 2002,
4004, 4007.
Note: The time for “the” meeting of creditors is established in Rule 2003(a) as within a
certain range of days following the order for relief. According to section 348, the order of
conversion is an order for relief in the chapter 7 case, “but . . . does not affect a change in the
date of . . . the order for relief.” Query: is a new meeting of creditors in the converted case
required by statute? The requirement may be implicit because holding the meeting may be
necessary in order for the chapter 7 trustee to carry out his duties under section 704, and
correspondingly the debtor to carry out his duties set forth in Rule 4002.

5
PAGE 282

Liquidation and opportunity for dividend. If the case converts to chapter 7, the debtor’s
non-exempt assets are subject to liquidation by a trustee. The chapter 7 case administration may
occur quickly. Only creditors holding allowed unsecured claims may participate in the
liquidation proceeds. On the other hand, if the case is dismissed, the creditor may have to pursue
state law remedies and may have to compete with all other creditors in the “race to the
courthouse.”
New time period to file claim. A proof of claim filed in the chapter 13 case is deemed
filed in the chapter 7 case. Fed. R. Bankr. P. 1019(3). Yet, if the chapter 7 trustee notices the
case as an asset case, the creditor will have a new time period to file a claim in the converted
case. Even creditors who did not file claims in the original chapter 13 case may file claims in the
converted case. Note: If the debtor has equity in property owned as tenants by the entirety and
has some joint creditors, the chapter 7 trustee may encourage these joint creditors to file claims,
even if they had not filed claims in the chapter 13 case.
Values of property and allowed secured claims in the converted chapter 7 not subject to
cramdown. Once the case is converted to chapter 7 from chapter 13, the valuations of property
and of allowed secured claims in the chapter 13 case shall not apply in the chapter 7 case. 11
U.S.C. § 348(f)(1)(B). If the debtor seeks to redeem property in the chapter 7, he may not be
able to credit payments made during the chapter 13 case or rely on the values from the chapter 13
case.
Longer time frame between discharges. If the debtor’s case is dismissed, he will be
eligible to obtain a discharge in a new case. If the debtor remains in chapter 13 and obtains a
discharge, he will be ineligible for another chapter 13 discharge in a case filed within two years
of the filing of his prior case, and will be ineligible for a chapter 7 discharge in a case filed
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within six years of the filing of his prior case unless he repaid 100% to allowed unsecured claims
or 70% to such claims, filed the plan in good faith and represented his best efforts. By contrast, if
he converts to chapter 7 and obtains a discharge, he will be ineligible for another chapter 7
discharge for a period of 8 years and for a chapter 13 discharge for a period of 4 years from filing
of the previous case.
POTENTIAL TRAPS AND CHALLENGES FOR DEBTORS
Eligibility for chapter 7 discharge. Before conversion, counsel should verify that the
debtor has not received a prior chapter 7 discharge within previous 8 years. 11 U.S.C.
§ 727(a)(8).
Complete debtor education. Counsel for the debtor should verify whether the debtor
completed a personal financial management course while in chapter 13 and if so must file the
certificate of completion with the court. If the debtor has not completed the financial
management education requirement, the debtor must do so promptly to ensure eligibility for
discharge. 11 U.S.C. § 727(a)(11); Fed. R. Bankr. P. 1007(c) (the debtor must file the statement
of completion within 60 days after the first date set for the meeting of creditors under § 341).
File any reaffirmation agreements needed. In the converted chapter 7 case, the debtor
must file a statement of intention with respect to all secured debts and must perform the
intention. 11 U.S.C. §§ 362(h), 521. If the debtor intends to reaffirm, the reaffirmation
agreements must be timely filed. 11 U.S.C. § 524.
Debtor will need to file new schedules and certain statements. Upon conversion to
chapter 7, an order for relief in the chapter 7 is entered. Unless ordered otherwise:


Within 14 days of the order for relief in the chapter 7, the debtor will need to
file any statements, schedules or other documents required by 11 U.S.C. § 521
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that had not been filed in his case prior to conversion. Fed. R. Bankr. P.
1019(1)(A).


Within 30 days of the order for conversion, the debtor must file his statement of
intention. Fed. R. Bankr. P. 1019(1)(B).



Not later than 14 days after conversion of the case, the debtor shall file a
schedule of unpaid debts incurred after the filing of the petition and before
conversion of the case, including the name and address of each holder of a
claim, and if the case is converted post confirmation, a schedule of executory
contracts and unexpired leases entered into or assumed after the filing of the
petition but before conversion. Fed. R. Bankr. P. 1019(5)(B), (C).

Debtor may be subject to discharge litigation. If the debtor has engaged in any of the
conduct described in subsections 727(a)(2)–(7), he may be subject to a complaint seeking to
deny his general discharge. There is no corresponding or parallel remedy in chapter 13 for such
conduct.
Relief from stay. The debtor may be subject to relief from stay litigation based on the
default in payments during the chapter 13 case. Yet, the debtor may be without standing to
defend the estate’s interest in the stay litigation because it is the chapter 7 trustee who represents
the estate’s interest. 11 U.S.C. §§ 541, 704.
Filing fee for conversion. The party requesting conversion must pay a filing fee for the
conversion. In some circumstances when the trustee moves for conversion, and if the trustee has
no funds on hand for the fee, the filing fee may be waived.
Debtor may need to appear at a new 341 meeting. After conversion, a chapter 7 trustee
will be appointed to the case and must conduct an examination under 11 U.S.C. § 341 (“[W]ithin
a reasonable period of time after the order for relief in a case under this title, the United States
Trustee shall convene a . . . meeting of creditors.”). The debtor must appear and must comply
with document requests and identification requests of the trustee. 11 U.S.C. §§ 341, 521. Query:
if the debtor appeared at the original meeting of creditors following the original order for relief,
8
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may he be excused from appearance at the meeting of creditors following the order for relief in
the converted case?
Debtor may be subject to avoidance actions by trustee, turn over actions by trustee, and
document demands by trustee. In the converted case, the chapter 7 trustee may seek to avoid
transfers that occurred prior to or during the bankruptcy. The trustee will request information
and documents, and may initiate turn over actions if appropriate to liquidate non-exempt assets.
Failure to comply may subject the debtor to discharge litigation or other consequences. 11
U.S.C. §§ 727(a)(4)(D), (5).
Trustee will liquidate non-exempt assets. 11 U.S.C. § 704. In In re Goins, 539 B.R. 510
(Bankr. E.D. Va. 2015), Judge Kenney held that the debtor, who converted from chapter 13 to
chapter 7, was not entitled to the appreciation in his property that accrued during the course of
his chapter 13 and that the trustee was entitled to sell the property.
Tax debt may be subject to interest and penalties for the period that debtor had been in
chapter 13 plus time in chapter 7. Unlike chapter 13, the debtor may be liable for post-petition
statutory interest and penalties for some pre-petition tax debts. 11 U.S.C. § 523(a)(1).
Debtor may not be able to re-convert or voluntarily dismiss. After conversion from
chapter 13, the debtor has no statutory right to voluntarily dismiss or re-convert to chapter 13. 11
U.S.C. § 1307(b). The debtor may request such relief after notice and hearing. 11 U.S.C.
§ 1307(b); Fed. R. Bankr. P. 1017(f)(2). The court may consider the debtor’s conduct in the case
along with the best interests of creditors and the estate in deciding the request. Harris v. Boston
Private Bank & Trust Co. (In re Harris), 497 B.R. 652 (Bankr. D. Mass. 2013) (holding that the
debtor was not entitled to reconversion because her proposed chapter 13 plan was unlikely to
succeed); Advanced Control Sols., Inc. v. Justice, 639 F.3d 838 (8th Cir. 2011) (holding
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reconversion to chapter 13 was not an abuse of discretion with debtor’s consent and in case
which debtor did not rebut presumption of abuse of chapter 7); In re White, 542 B.R. 762 (Bankr.
E.D. Va. 2015) (holding that conversion to chapter 7, as opposed to dismissal of the case, was in
the best interest of the creditors); Brown v. Billingslea (In re Brown), BAP No. SC-14-1388,
2015 WL 6470940 (B.A.P. 9th Cir. Oct. 26, 2015) (same).
Chapter 7 trustee’s failure to assume leases may affect debtor’s interest in the lease or
ability to assume or assign. If the debtor was a party to an unexpired lease or executory contract,
even if he assumed such lease or contract under his chapter 13 plan, upon conversion, the
unexpired lease or executory contract is deemed rejected unless the chapter 7 trustee (not the
debtor) assumes the lease or contract within 60 days from the order for relief. 11 U.S.C.
§ 365(d)(1). Once the lease is deemed rejected, the bankruptcy court may not be able to revive
it, even if the chapter 7 debtor had performed all of the obligations under the lease, including
rent, and even if the performance was accepted by the lessor. In re Bane, 228 B.R. 835 (Bankr.
W.D. Va. 1998). The chapter 7 trustee has standing to assume or reject and absent compelling
reason to disapprove trustee’s business decision to reject unexpired lease, rejection will be
approved. In re Slatwer, No. 14-34024, 2015 WL 300520 (Bankr. N.D. Ohio Jan. 22, 2015)
(debtor lacked standing to assume lease in chapter 7 case, after time period expired for trustee to
assume, and court granted relief from stay to landlord); In re Gatea, 227 B.R. 695 (Bankr. S.D.
Ind. 1997) (trustee’s rejection of unexpired lease for debtor’s hair salon operation approved and
debtor had no standing to assume such lease); but see Williams v. Ford Motor Credit Co., No.
15-cv-14201, 2016 WL 2731191 (E.D. Mich. May 11, 2016) (debtor could assume personal
property lease and was not required to also reaffirm; assumption enforceable post-bankruptcy
even in absence of reaffirmation agreement). Failure to assume the lease may terminate the same
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and eliminate the debtor’s ability to assume or assign. 11 U.S.C. § 365(d)(1). Failure to assume
an executory contract constitutes a breach. Section 365(g)(1) provides that rejection of an
executory contract, other than as provided for in 365(h)(2) and (i)(2), constitutes breach of
contract and not necessarily termination; therefore, the debtor may become liable for breach of
contracts not assumed. See Square Ring, Inc. v. Soszynski (In re Soszynski), 508 B.R. 693
(Bankr. N.D. Ill. 2014) (“[T]he effect of § 365(d)(1) is to breach but not terminate the agreement,
leaving for determination in a state court under the applicable state law whether or not any
remedy may be sought by [the non-debtor party] for breach . . . .” (citing Top Rank, Inc. v. Ortiz
(In re Ortiz), 400 B.R. 755 (C.D. Cal. 2009))). On the other hand, if the trustee abandons his
interest the debtor may be able to assume. See 11 U.S.C. § 365(p)(2).
Liability on property abandoned by the chapter 7 trustee. A debtor may not force a
creditor to foreclose, or accept deed in lieu, on abandoned real property, which means that a
debtor may remain subject to taxes and ownership responsibilities. Some courts, however, may
fashion equitable relief to free a debtor from certain responsibilities. See In re Pigg, 453 B.R.
728, 735 (Bankr. M.D. Tenn. 2011) (finding that “[e]quity require[d] that the court prevent the
debtor’s fresh start from being completely eradicated” and permitting sale to proceed to pay off
junior liens in reopened case to relieve debtor of nondischargeable HOA fees).
Bad faith conversions. If the court determines the debtor converted to chapter 7 in bad
faith, then the property of the estate may be determined as of conversion date. 11 U.S.C.
§ 348(f)(2); see Sherman v. Wal-Mart Assocs., Inc., Civ. No. 3:14-CV-04201, 2016 WL 1669019
(N.D. Tex. Apr. 25, 2016) (“The only circumstance that would require the inclusion of [the
debtor’s] post-petition claim in the bankruptcy estate is if [the debtor] converted the case in bad
faith.”).
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POTENTIAL TRAPS AND CHALLENGES FOR CREDITORS:
Stay litigation may be affected by chapter 7 trustee. If a creditor has not obtained relief
from stay before the case converted to chapter 7, the creditor must make the chapter 7 trustee a
party to any relief from stay litigation. The chapter 7 trustee may oppose stay relief and may be
able to successfully defend the stay litigation notwithstanding any default, if the trustee can show
equity in the collateral.
May be subject to avoidance and recovery actions by a chapter 7 trustee. Creditors may
be subject to avoidance actions based on the trustee’s powers. 11 U.S.C. §§ 544, 545, 547, 548,
and 550.
May need to file a new proof of claim (know local practice). In some jurisdictions,
creditors are expected to file a new proof of claim if the chapter 7 trustee serves an asset notice.
Administrative and priority claims may be higher in chapter 7 than chapter 13, or than
outside of bankruptcy.
INVOLUNTARY CONVERSION
May a court sua sponte convert a chapter 13 case to chapter 7?
A “party in interest” or the United States Trustee may move to convert a chapter 13 case
to a case under chapter 7 “for cause.” 11 U.S.C. § 1307(c). The court may only convert on
motion of a party in interest or the United States Trustee “after notice and hearing.” Id. The
movant must show “cause.” In re White, 542 B.R. 762, 771 (Bankr. E.D. Va. 2015). Generally,
cause is based on a totality of circumstances. See, e.g., id.; In re Myers, 491 F.3d 120, 125 (3d
Cir. 2007); Alt v. United States (In re Alt), 305 F.3d 413, 419–20 (6th Cir. 2002); Leavitt v. Soto
(In re Leavitt), 171 F.3d 1219, 1224 (9th Cir. 1999); Gier v. Farmers State Bank of Lucas (In re
Gier), 986 F. 2d 1326, 1329 (10th Cir. 1993); In re Love, 957 F.2d 1350, 1355 (7th Cir. 1992),
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Once a court has determined cause, the court may either dismiss or convert “whichever is
in the best interests of creditors.” 11 U.S.C. § 1307(c). As the court in In re White explains,
“[t]he court is not required by § 1307(c) to weigh the interests of creditors in its cause
determination analysis. The best interest of creditors is considered by the Court only after cause
has been established. The Court must weigh what is in the best interest of creditors in deciding
between conversion and dismissal of the case.” 542 B.R. at 772; see In re Nelson, 343 B.R. 671
(B.A.P. 9th Cir. 2006) (using a two-step analysis: first determine “cause” and then weigh the
alternatives of conversion or dismissal based on the interests of creditors and the estate).
When is conversion in the best interest of creditors and the estate?
In Brown v. Billingslea (In re Brown), BAP No. SC-14-1388, 2015 WL 6470940 (B.A.P.
9th Cir. Oct. 26, 2015), the court determined that conversion to chapter 7 was appropriate after
the debtor concealed and then gave away property of the estate because conversion would result
in the appointment of a chapter 7 trustee who would have standing to assert avoiding powers
against the debtor and transferees.
In In re Chabot, 411 B.R. 685 (Bankr. D. Montana 2009), “the Trustee and U.S. Trustee
[sought] conversion to Chapter 7 and not dismissal, contending that it is in the best interests of
creditors for a trustee in Chapter 7 to be able to investigate the Debtor’s financial affairs and
possibly pay creditors.” The court found that it was “in the best interests of creditors to convert
the case to Chapter 7 in order to prevent abuse of the bankruptcy process by this Debtor, by
retaining jurisdiction in order to compel the Debtor’s compliance, and to prevent the Debtor from
filing another bankruptcy petition and invoking another automatic stay to frustrate a legitimate
secured creditor’s efforts to enforce its rights under a deed of trust.”
May a debtor voluntarily dismiss in the face of a motion to convert for cause?
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In In re Fisher, Case No. 14-61076, 2015 WL 1263354 (Bankr. W.D Va. Mar. 2015), the
debtor voluntarily moved to dismiss his case, which was not previously converted, pursuant to
§ 1307(b). Immediately after the debtor’s motion, a creditor filed a motion to convert the case to
a case under chapter 7 based on alleged bad faith conduct. The court held that the debtor was
entitled to dismiss his case despite the motion to convert. The court, however, barred the debtor
from refiling bankruptcy for 180 days. See also In re Mills, 539 B.R. 879 (Bankr. D. Kan. 2015)
(concurring with Fisher and holding that the debtor’s right to dismiss was absolute even though a
motion to convert was pending).
In In re Brown, 547 B.R. 846 (Bankr. S.D. Cal. 2016), however, the court held that the
right to dismiss a chapter 13 case, which had not been previously converted, pursuant to
§ 1307(b) was not absolute when a motion to convert was pending. The court determined that
the absolute right only extends to good faith debtors. If a debtor acts in bad faith, the right to
dismiss is not absolute and the court will determine “how the case is to proceed, if at all, in the
interests of the creditors rather than of the debtor.”
HARDSHIP DISCHARGE
After confirmation of the plan and after notice and a hearing, the court may grant a
hardship discharge pursuant to section 1328(b) to a debtor, who has not completed payments
under the plan, only if:
 The debtor failed to complete plan payments because of “circumstances for
which the debtor should not justly be held accountable.” 11 U.S.C.
§ 1328(b)(1).
 The value of property actually distributed under the plan to on account of
allowed unsecured claims is not less than the amount that would be paid on such
claims if the estate would have been liquidated under chapter 7. 11 U.S.C.
§ 1328(b)(2); see also In re Harrison, Case No. 96-36511-T, 1999 Bankr.
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LEXIS 1830 (Bankr. E.D. Va. July 30, 1999) (denying hardship discharge for
failure to comply with 11 U.S.C. § 1328(b)(2)).
 Modification of the plan under section 1329 is not practicable. 11 U.S.C.
§ 1328(b)(3).
 The debtor has not received either (i) a discharge in a case filed under chapter
13 during the 2-year period preceding the date of the order for relief in the later
case or (ii) a discharge in a case filed under chapter 7, 11, or 12 during the 4year period preceding the date of the order for relief in the later case. 11 U.S.C.
§ 1328(f).
 The debtor has completed the post-petition financial management education
course. 11 U.S.C. § 1328(g).
The burden is on the debtor to prove the elements to qualify for hardship discharge. This
will require an evidentiary hearing. In re Stockton, No. 04-00792 (Bankr. W.D. Va. Mar. 8,
2007) (Krumm, J.) (denying a hardship discharge when the debtor could not show modification
of the plan had been attempted).
Benefits over conversion to chapter 7. The debtor’s modification of a secured debt under
the plan will survive with the hardship discharge but would not be effective upon conversion to
chapter 7. 11 U.S.C. § 1325(a)(5)(B)(i)(I). After obtaining a hardship discharge, the debtor will
be eligible for another chapter 13 discharge in a case filed within two years of the first case or for
a chapter 7 discharge within six years of the first case, as opposed to the four or eight year
period, respectively, if the discharge was obtained in chapter 7. Further, the debtor’s nonexempt
assets are not subject to liquidation in seeking a hardship discharge in contrast to the potential
turnover actions by a chapter 7 trustee upon conversion.
When conversion may be preferable. The hardship discharge is more limited than a
general discharge under chapter 13. See, e.g., Anderson v. IRS (In re Anderson), 228 B.R. 844
(Bankr. W.D. Va. 1998) (hardship discharge does not discharge debtor from unpaid withholding
taxes, regardless of whether the IRS filed timely proof of claim). A chapter 13 discharge
(general or hardship) does not discharge the debtor of post-petition debt. Even if the holder of a
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post-petition claim files a claim pursuant to § 1305(a)(2), the chapter 13 discharge does not
discharge the debtor of such consumer debt filed under § 1305(a)(2) if prior approval by the
trustee of the debtor incurring such debt was practicable and not obtained. 11 U.S.C. § 1328(d).
Conversion to chapter 7 may allow the debtor to discharge more post-petition debt than he would
be able to discharge through a chapter 13 discharge. Therefore, if the debtor has incurred
substantial post-petition debt, conversion may be more appropriate for the debtor.
CLOSING WITHOUT DISCHARGE
Debtors who are not eligible for chapter 13 discharge are eligible to file chapter 13.
Branigan v. Bateman (In re Bateman), 515 F.3d 272, 281 (4th Cir. 2008). Ineligibility for
discharge is not by itself grounds to deny confirmation of a chapter 13 plan. Id. at 283 (“The
availability of a discharge is only one factor relevant in considering whether a plan was proposed
in bad faith, and that factor standing alone is insufficient to support a finding of bad faith.”).
Thus a debtor may proceed through chapter 13 but not obtain a discharge.
A debtor may not be eligible for chapter 13 discharge if:
 The debtor failed to complete “all payments under the plan.” 11 U.S.C.
§ 1328(a); see also In re Evans, 543 B.R. 213 (Bankr. E.D. Va. 2016).
 The debtor failed to make all domestic support obligation payments which the
debtor was required to pay by judicial or administrative order or by statute. 11
U.S.C. § 1328(a).
 The debtor received a discharge in a case filed under chapter 13 during the 2year period preceding the date of the order for relief in the later case or received
a discharge in a case filed under chapter 7, 11, or 12 during the 4-year period
preceding the date of the order for relief in the later case. 11 U.S.C. § 1328(f).
 The debtor failed to complete post-petition financial management education. 11
U.S.C. § 1328(g).
The discharge may be delayed if the court finds that § 522(q)(1) is applicable to the
debtor and there is pending any proceeding in which the debtor may be found guilty of a felony
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of the kind described in § 522(q)(1)(A) or liable for a debt of the kind described in
§ 522(q)(1)(B). 11 U.S.C. § 1328(h).
If the debtor fails to complete plan payments, he is not eligible for a chapter 13 discharge.
If the debtor is not eligible for discharge due to failure to complete plan payments, may the case
be “closed without discharge”?
Section 350 permits closing a bankruptcy case after “an estate is fully administered.” For
this reason, one court recently determined that a case cannot be “closed without discharge” under
section 350 if the estate was not “fully administered.” In re Evans, 543 B.R. 213, 235 n.19
(Bankr. E.D. Va. 2016) (“[W]here all of the required payments under the plan were not made,
the condition of case closure, established by 11 U.S.C. § 350, that this case has been ‘fully
administered,’ is unmet.”). Thus if the debtor failed to complete plan payments, it follows that
the estate has not been fully administered and the appropriate remedy is dismissal or conversion
rather than closing the case without discharge.
On the other hand, if the trustee has received all the payments to be made to the trustee
but the debtor is ineligible for a chapter 13 discharge, either because of his failure to make his
direct payments to secured creditors or because he otherwise is not eligible pursuant to § 1328,
nonetheless it may be permissible for a court to permit the entry of an order, or authorize a
procedure, that denies entry of a chapter 13 discharge and closes the chapter 13 case and releases
the chapter 13 trustee. See, e.g., In re Okosisi, 451 B.R. 90, 99 (Bankr. D. Nev. 2011) (“At the
successful completion of all payments in a no-discharge chapter 13 case, no order discharging
the debtor will be entered because the debtor is not eligible for a discharge. 11 U.S.C. § 1328(f).
The court finds that in this situation the proper result is for the court to close the case without
discharge. 11 U.S.C. § 350(a) . . . .”).
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If, however, the debtor failed to make all of his payments to the chapter 13 trustee, it is
not clear that the chapter 13 trustee would be permitted to request closure of the case under
section 350, or that the debtor may request “closure without discharge,” without the support of
the trustee. At this time, no authority exists to compel a trustee to simply close the case based on
an “uncompleted plan” by reporting the case as “plan uncompleted; case to be closed without
discharge.” Unless the debtor has made all plan payments to the trustee, the debtor instead may
be left with the options to pursue dismissal, conversion or hardship discharge.
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Conversion
Filing fee

Dismissal
No fee

Hardship discharge
No fee

Subject to discharge litigation

No discharge litigation;
dismissal may be subject to
restrictions
No automatic stay

Not subject to conditions or
restrictions due to conduct

Automatic stay in place but
may face stay litigation
Longer time period before
eligible for discharge under
chapter 7 in future case (8
years)

Does not affect eligibility for
discharge

Automatic stay in place
through discharge with
possible stay litigation
Eligible for chapter 7
discharge after 6 years

Need to complete post-petition Post-petition financial
financial management course
management course if
completed is not valid in
future case
Automatic stay in place in
Automatic stay may be
future case filed within one
temporary or not in place at all
year
in future case if filed within
one year of dismissal
Assets subject to liquidation – No liquidation by trustee
except most post-petition
assets [see 11 U.S.C. § 541]

Must complete financial
management course

Post-petition debts may be
discharged

Post-petition debts not
discharged

Post-petition debts not
discharged

SOL tolled
No co-debtor stay
No opportunity to cure lease
arrearages or mortgage
arrearages absent consent of
creditor

SOL not tolled (tolling ceases)
No stay at all
No opportunity to cure lease
arrearages or mortgage
arrearages absent consent of
creditor

SOL tolled
Co-debtor stay available
Cure and reinstatement
available

Leases may terminate

Leases may terminate

Leases may be assumed

No opportunity for separate
classification of unsecured
claims

No opportunity for separate
classification of unsecured
claims

Unsecured claims may be
separately classified

May adversely affect ability to
accomplish mortgage
modification

Ability to obtain Mortgage
modification should be
unaffected

Ability to obtain Mortgage
modification should be
unaffected
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Automatic stay in place in
future case filed within one
year
No liquidation by trustee

May not be able to modify
secured debts (limited to
reaffirmation, redemption or
surrender option)

Not able to modify secured
debts absent consent of
secured creditor

May be able to modify
secured debts

Subject to further examination
under oath (new meeting of
creditors under section 341)
and must turn over tax returns
and pay stubs

No 341 meeting requirement

No new 341 meeting occurs
for hardship discharge

Cannot transfer property;
ownership passes to trustee
unless exempted or abandoned

Transfers may occur

Few if any bankruptcy court
appearances

No bankruptcy court
appearances

Personal Discharge

No Personal Discharge

Generally cannot transfer
property outside ordinary
course of business absent
court permission (check local
requirements); section 363
Hardship discharge will
require appearance at
evidentiary hearing
Personal Discharge
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Chapter 13 Exit Strategies: Voluntary
Dismissal and Refiling Options
Edward Boltz
1.

Voluntary Dismissal - Absolute or Not?
11 U.S.C. § 1307(a) allows that “[t]he debtor may convert a case under this chapter to a

case under chapter 7 of this title at any time. Any waiver of the right to convert under this
subsection is unenforceable.” This had long been held to provide debtors with an absolute right
to dismiss a chapter 13 case.
This absolute right began to erode following Marrama v. Citizens Bank of Mass., 549
U.S. 365, 127 S. Ct. 1105, 166 L. Ed. 2d 956 (2007), where the Supreme Court held that a
chapter 7 debtor’s right to convert to chapter 13 was not absolute, as 11 U.S.C. § 1307(c)
allowed dismissal of a case filed in bad faith and 11 U.S.C. § 706(d) only allowed conversion if a
debtor was eligible for such chapter. Coupled with the equitable powers of the bankruptcy court
under 11 U.S.C. § 105(a), denial of a bad faith conversion was permissible to avoid the
"procedural anomaly" of converting a Chapter 7 case to a Chapter 13 case even though it "will
thereafter be dismissed or immediately returned to Chapter 7." Id. at 368.
In the wake of Marrama, a line of cases, led by Rosson v. Fitzgerald (In re Rosson), 545
F.3d 764 (9th Cir. 2008) and Jacobsen v. Moser (In re Jacobsen), 609 F.3d 647 (5th Cir. 2010),
have held “that even otherwise unqualified rights in the debtor are subject to limitation by the
bankruptcy court's power under § 105(a) to police bad faith and abuse of process.” Rosson, at
773 n.12. Applying an expansive interpretation of Marrama and § 105(a), this line of case has
found a “broad authority to take any action that is necessary or appropriate to prevent an abuse
of process under § 105(a) of the Code and that they would have such power even in the absence
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of § 105(a) due to the inherent power of every federal court to sanction abusive litigation
practices." Jacobson, at 661 (quotations omitted).
Other courts, however, have determined that Marrama has no effect on the analysis of the
statutory language of § 1307(b) as it is unambiguous. See, e.g., In re Procel, 467 B.R. 297, 308
(S.D.N.Y. 2012) (“the right of voluntary dismissal under § 1307(b) is absolute.”); In re Darden,
474 B.R. 1, 7 (Bankr. D. Mass. 2012) (“§ 1307(b) gives a debtor an absolute right of
dismissal.”); In re Williams, 435 B.R. 552, 560 (Bankr. N.D. Ill. 2010) (“[T]he language of
§ 1307(b) accords debtors an unlimited right to dismissal of unconverted Chapter 13 cases, and
. . . that right is not limited by judicial discretion or other provisions of the Bankruptcy Code
. . . .”); In re Campbell, No. 07-457, 2007 Bankr. LEXIS 4159, 2007 WL 4553596, at *1 (Bankr.
N.D. W. Va. Dec. 18, 2007) (“[T]he Debtor has an absolute right to dismiss his Chapter 13 case
. . . .”). Unless a case was previously converted under §§ 706, 1112, or 1208 of the Bankruptcy
Code, 11 U.S.C. § 1307 states that if the debtor requests dismissal, the court “shall dismiss [the]
case.” (Emphasis added.) The term "shall" “creates an obligation impervious to judicial
discretion.” Lexecon Inc. v. Milberg Weiss Bershad Hynes & Lerach, 523 U.S. 26, 35, 118 S. Ct.
956, 140 L. Ed. 2d 62 (1998); see also Shenango Inc. v. Apfel, 307 F.3d 174, 193 (3d Cir. 2002)
(“‘[S]hall’ is generally mandatory when used in a statute.”). It “is clear: when a Chapter 13
debtor moves to dismiss a case, the court must grant the motion, subject only to the limitations
explicitly stated in § 1307(b).” Ross v. AmeriChoice Fed. Credit Union, 530 B.R. 277 (E.D. Pa.
2015). Further, a debtor's absolute right to dismiss under § 1307(b) is consistent with the purely
voluntary nature of Chapter 13 proceedings where the debtor, pursuant to 11 U.S.C. § 1321, is in
control of any proposed Chapter 13 payment plan. Id. Without being over-dramatic, as a
debtor’s wages are, under 11 U.S.C. § 1306(a)(2), an asset of the chapter 13 bankruptcy estate
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(contrasted with the chapter 7 estate), the prohibition on involuntary servitude under the
Thirteenth Amendment is also implicated.
Lastly, in contrast to the expansive view of Rosson and Jacobsen of the § 105(a) powers
of bankruptcy court, in the more recent case of Law v. Siegel, 134 S. Ct. 1188 (U.S. 2014), the
Supreme Court reinforced that “[i]t is hornbook law that §105(a) ‘does not allow the bankruptcy
court to override explicit mandates of other sections of the Bankruptcy Code.’” Id. at 1194, citing
2 Collier on Bankruptcy ¶105.01[2], p. 105-6 (16th ed. 2013). This limitation of § 105(a) aligns
with the cases supporting the absolute right to voluntarily dismiss a case. Also worth noting is
that in Harris v. Viegelahn, 135 S. Ct. 1829 (U.S. 2015), the Supreme Court considered “Chapter
13, a wholly voluntary alternative to Chapter 7” in which “Congress accorded debtors a
nonwaivable right to convert a Chapter 13 case to one under Chapter 7 ‘at any time.’” Id. at
1833 (emphasis added). That conversion (with its permissive “may”) was so strongly recognized
buttresses that voluntary dismissal (with its mandatory “the court shall”) is absolute.
2.

After Dismissal
a.

Structured Dismissal - Jevic and Chapter 13

The Supreme Court recently granted certiorari in Czyzewski v. Jevic Holding Corp. (In
re Jevic Holding Corp.), 2016 U.S. LEXIS 4293 (June 28, 2016) on the question of whether a
“structured dismissal” of a chapter 11 bankruptcy may provide for payments to creditors that
deviates from the priority system of the Bankruptcy Code. In Official Comm. of Unsecured
Creditors v. CIT Grp./Bus. Credit Inc. (In re Jevic Holding Corp.), 787 F.3d 173 (3d Cir. 2015),
the court held that a structured dismissal is permissible “when a bankruptcy judge makes sound
findings of fact that the traditional routes out of Chapter 11 are unavailable and the settlement is
the best feasible way of serving the interests of the estate and its creditors.” Id. at 186.
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While the differences between chapter 11 and chapter 13 case are legion, including the
bases and standards for dismissal, the primary reason that the question of structured dismissals is
virtually absent in the chapter 13 arena is the practical matter that the sheer number of chapter 13
cases unfortunately often requires processing such case, particularly at the time of dismissal, in a
mechanical and rote fashion. As the drive for a National Chapter 13 Form Plan shows,
individualized treatment of chapter 13 cases (and debtors) is rather disfavored. There is,
however no substantial statutory difference between the dismissal provisions in 11 U.S.C. §
1112(b)(1) and § 1307(c). This leads to options that a debtor could seek to have a dismissal
provide for rights and obligations of the debtor and creditors. These could include formalization
of a mortgage loss mitigation, a student loan waiver of default and enrollment into an income
driven repayment plan, etc.
Obviously, this will depend on the resolution by the Supreme Court in Jevic.
b.

Other Orders of the Bankruptcy Court Following Dismissal

Following dismissal the various previous orders of the bankruptcy court entered during
the case may have varying degrees of vitality. The confirmation order generally becomes a
nullity and the parties are returned to the status quo ante. See In re Nash, 765 F.2d 1410 (9th
Cir. 1985). The legislative history of § 349(b) states that “the basic purpose of the subsection is
to undo the bankruptcy case, as far as practicable, and to restore all property rights to the position
in which they were found at the time of the commencement of the case.” S. Rep. No. 989, 95th
Cong., 2d Sess. 49, reprinted in 1978 U.S. Code Cong. & Ad. News 5787, 5835.
Again, there are important differences with chapter 11, where the debtor is discharged
upon confirmation and is thus bound by the terms of the confirmed plan. A dismissal in Chapter
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13, by contrast, occurs prior to discharge, and the confirmed plan in a dismissed case does not
bind the debtor or his creditors. See, e.g., United States v. Ramirez, 2001 U.S. Dist. LEXIS
19891 (N.D. Tex. Dec. 3, 2001) and In re Irons, 173 B.R. 910 (Bankr. E.D. Ark. 1994).
But other orders by a bankruptcy court, particularly those based on nonbankruptcy law,
may be binding regardless of dismissal under theories of res judicata and claim and/or issue
preclusion. As there are specific exceptions under 11 U.S.C. § 349(b), generally reinstating liens
to their pre-petition status, the principle of statutory construction that expressio unius est exclusio
alterius (“the expression of one thing is the exclusion of the other”) would indicate that orders of
the bankruptcy court other than those enumerated survive. For example, consider a disallowance
of a Proof of Claim under 11 U.S.C. § 502, based on non-bankruptcy law based on the applicable
Statute of Limitations or a calculation of the amount actually due. Following such a
disallowance or determination res judicata would apply “because of the identity of the causes of
action despite the creditor’s contention that there was a distinction between claim allowance and
claim discharge.” Hann v. Educ. Credit Mgmt. Corp. (In re Hann), 476 B.R. 344 (B.A.P. 1st
Cir. 2012).
3.

Closure without Discharge
Not all chapter 13 plans that complete may result in a discharge. For example, 11 U.S.C.

§ 1328(f) provides that:
Notwithstanding subsections (a) and (b), the court shall not grant a discharge of all debts
provided for in the plan or disallowed under section 502, if the debtor has received a
discharge-(1) in a case filed under chapter 7, 11, or 12 of this title during the 4-year period
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preceding the date of the order for relief under this chapter, or
(2) in a case filed under chapter 13 of this title during the 2-year period preceding the
date of such order.
Despite being ineligible for a discharge a debtor may nonetheless “file a Chapter 13 case
and utilize the tools in chapter 13 to cure a mortgage, deal with other secured debts, or simply
pay debts under a plan with the protection of the automatic stay.” Branigan v. Bateman (In re
Bateman), 515 F.3d 272 (4th Cir. Md. 2008) (citing 8 Collier P 1328.06[2] (Alan N. Resnick &
Henry J. Sommer eds., 15th ed. rev. 2007.)) As such, following performance under the plan, the
debtor’s case would be closed without discharge as 11 U.S.C. § 350(a) allows closure of a case
“after an estate is fully administered.”
The Notice of Final Cure Payment and Response under Rule 3002.1(f) and (g) have
brought to light in many cases that chapter 13 debtors did not make all of their direct payments
(or in some stringent cases timely payments) on mortgages. See, e.g. In re Dennett, 548 B.R.
733 (Bankr. N.D. Tex. 2016). The failure to certify such payments can result in dismissal or
closure of the case. The Comments to Rule 3002.1(h), however, make clear that a bankruptcy
court may determine “whether any other non-current amounts remain outstanding” and potential
provide for treatment of such. See In re Payer, 2016 Bankr. LEXIS 1941 (Bankr. D. Colo. May
5, 2016).
Where the creditor is silent as to the status of direct payments, many bankruptcy courts
have required chapter 13 debtors to file an affirmative certification he or she complied with the
plan, including all such direct payments. See, e.g.
http://www.txs.uscourts.gov/sites/txs/files/certification.pdf . While 11 U.S.C. § 1328(b) allows a
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“hardship discharge” for debtors that have not completed payments under a plan, there is no
obligation that a debtor disclose such. This again contrasts with chapter 11, where 11 U.S.C.
§ 1141(d)(5) provides for “ a discharge on completion of all payments under the plan”
(Emphasis added) or, upon certain conditions, for “ debtor who has not completed payments
under the plan”, in chapter 13 the debtor is not required to affirmatively state that he has
complied with all the terms of the confirmed plan. 11 U.S.C. § 1328(a) requires a specific
certification only “that all amounts payable under [a domestic support obligation] order or such
statute that are due on or before the date of the certification (including amounts due before the
petition was filed, but only to the extent provided for by the plan) have been paid.” Further, as a
chapter 13 debtor is not a “debtor in possession”, he or she does not any fiduciary duty to the
creditors, requiring such disclosure.
4.

Refiling
a.

With Respect to Any Action Taken and the Debtor

The refiling of a bankruptcy after the dismissal of another presents multiple issues,
including questions of feasibility and good faith. In an attempt to prevent repeat filing, BAPCPA
limited the automatic stay in cases where a “case of the debtor was pending within the preceding
1-year period but was dismissed ... with respect to any action taken with respect to a debt or
property securing such debt or with respect to any lease shall terminate with respect to the
debtor on the 30th day after the filing of the later case”. (Emphasis added.) Several courts have
interpreted this provision “warily, and with pruning shears in hand.” In re Jones, 339 B.R. 360
(Bankr. E.D.N.C. 2006). First, finding that the limitation “with respect to any action taken”
should be narrowly construed to only terminate the stay if “a formal action, such as a judicial,
administrative, governmental, quasi-judicial, or other essentially formal activity or proceeding”
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was taken prior to the filing of the second case. In re Paschal, 337 B.R. 274 (Bankr. E.D.N.C.
2006), but see In re James, 358 B.R. 816 (Bankr. S.D. Ga. 2007).
Further, as to the phrase “with respect to the debtor,” this has been frequently held to only
terminate the stay as to the debtor and not the bankruptcy estate. See In re Jones, 339 B.R. 360
(Bankr. E.D.N.C. 2006); Jumpp v. Chase Home Fin., LLC (In re Jumpp), 356 B.R. 789 (B.A.P.
1st Cir. 2006); but see In re Jupiter, 344 B.R. 754 (Bankr. D.S.C. 2006).
The effect of these can eliminate much of the need to file a motion to extend stay, with
certain other limitations. If the property of the estate vests, pursuant to 11 U.S.C. § 1306, in the
debtor at confirmation, the automatic stay evaporates at that point. This is another reason why
property should remain an asset of the estate. Further, if a lienholder later brings a Motion for
Relief, the debtor may not have standing to resist that motion as the stay only remains as to the
“property of the estate”, over which the Trustee has dominion. A friendly and sympathetic
Trustee may be likely to agree that the estate needs a car or house to have a viable plan, but
nothing would prevent a Trustee from agreeing to the release of the property giving the debtor
additional disposable income for unsecured claims.
An interesting effect of the termination of the stay “with respect to the debtor” could also
be that a state law Statute of Limitations may begin to run again. While 11 U.S.C. § 108(c)
extends the time under nonbankruptcy law to commence a civil action against the debtor,
Statutes of Limitation are not always tolled by bankruptcy. For example, in Kentucky the Statute
of Limitations is tolled whenever an injunction, such as the automatic stay, prevents either “the
collection of a judgment or the commencement of an action.” Ky. Rev. Stat. Ann. §413.260 (2).
In contrast, the Statute of Limitations in North Carolina is only tolled by a bankruptcy “when the
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commencement of an action is stayed by injunction or statutory prohibition,” N.C.G.S. § 1-23,
and does not include a corresponding tolling when only collection of a judgment is stayed. If the
stay terminates “with respect to the debtor” a creditor could commence suit against that debtor,
even if collection against assets of the estate is prohibited. This could mean that in a second
filing following dismissal, the Statute of Limitations would continue to run and may in fact
expire. This could make a “Chapter 26” a useful tool in dealing with non-dischargeable private
student loans, which, unlike government student loans, are subject to applicable Statutes of
Limitations.
b.

Upon Creation of Debt Repayment Plan.

11 U.S.C. § 362(i) provides that “[i]f a case commenced under chapter 7, 11, or 13 is
dismissed due to the creation of a debt repayment plan, for purposes of subsection (c)(3), any
subsequent case commenced by the debtor under any such chapter shall not be presumed to be
filed not in good faith.” Once the double negatives are parsed and cancelled out, this provision
would mean that there is no presumption that the case was not filed in good faith if there was a
“debt repayment plan” created. Neither the term “debt repayment plan” nor any variant is
defined in the Code and there is a dearth of case law on this section. One Court has held,
however, that “if a debtor's case is dismissed after undergoing credit counseling, there is no
presumption that it was ‘filed not in good faith.’” In re Wilson, 336 B.R. 338 (Bankr. E.D. Tenn.
2005). As all debtors are generally required by 11 U.S.C. § 521(b) to obtain credit counseling
prior to filing bankruptcy, this would mean that any debtor that complied with such requirement
and refiled should not face a presumption that the case was not filed in good faith.
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Case Summaries on Impact of Harris v. Viegelahn
Kathy A. Dockery

ATTORNEY FEES UPON DISMISSAL
NO.

CASE

SUMMARY

HOLDING

1

In re: Brandon 537
B.R. 231 (Bankr.
Northern Division of
the District of
Maryland 2015)

Following entry of orders
dismissing or converting multiple
Chapter 13 cases prior to
confirmation of plan, debtors’
counsel moved for allowance and
payment of their fees.

The Bankruptcy Court held that:
[1] undistributed funds in Chapter 13 trustee’s
possession, upon dismissal of Chapter 13 case
prior to confirmation of plan, had to be
returned to debtor, but only after deduction
for payment of allowed administrative
expenses, including unpaid fees of debtor’s
attorney;
[2] former Chapter 13 trustee continues to
have some ongoing responsibilities, even
when case is converted prior to confirmation
of plan, which include the payment of
administrative expenses, such as remaining
allowed fee of debtor’s counsel; and
[3] debtors’ assignment to their bankruptcy
attorneys of their interest in any undistributed
funds in trustee’s possession, in event that
case was converted, in payment of any unpaid
balance of attorneys’ fees, was valid and
enforceable and provided independent basis
for trustee, when cases were converted prior
to confirmation of plan, to use undistributed
funds to make payment to attorneys.

2

In re Hightower,
2015 WL 5766676
(Bankr. Southern
District of Georgia,
Dublin Division 2015)

Pro se debtor filed Objection and
Motion for Turnover of funds
seeking the entire balance held
by the Trustee.

30
PAGE 307

Pursuant to its express terms, § 1326(a)(2)
governs the disbursement of undistributed
plan payments upon dismissal of a Chapter 13
plan that has not been confirmed. Trustee
must first pay administrative expenses allowed
pursuant to § 503(b) and “any payments not
yet due and owing to creditors pursuant to
§ 1326(a)(3)."

3

In re Ikegwu, 2015
WL 5608357 (Bankr.
District of Maryland,
Northern Division
2015)

Debtor's counsel applied for fees
after plan was not confirmed.

This court recently decided that Harris does
not preclude payment by a Chapter 13 trustee
of the allowed compensation of debtor’s
counsel in cases that are dismissed (like this
one) prior to confirmation of a Chapter 13
plan.

4

In re Kirk, 537 B.R.
856 (Bankr. Northern
Distirct of Ohio 2015)

After Chapter 13 case was
dismissed prior to confirmation
of plan, on trustee’s motion, for
debtors’ failure to make required
plan payments, trustee and
debtors’ counsel filed motions
concerning how funds held by
trustee should be disbursed.

The Bankruptcy Court held that:
[1] disbursement of funds held by a Chapter
13 trustee upon dismissal prior to
confirmation is governed by the specific
directives in the section of the Bankruptcy
Code dictating the manner in which a Chapter
13 trustee should distribute plan payments in
that situation, not the general directive in the
section of the Code generally requiring that
property of the estate be returned to the
debtor upon dismissal;
[2] debtors’ counsel was entitled to payment
of attorney’s fees in the amount of $1,000 as
an administrative expense claim; and
[3] adequate protection payments held by
trustee should be returned to debtors.
[4] Harris v. Viegelahn only controls upon
conversion of the case.

5

In re Merovich, 547
B.R. 643 (Bankr.
Middle District of
Pennsylvania 2016)

The debtor deceased prior to
confirmation of the plan. The
bankruptcy court held a hearing
on the fee application on the
same date and time as the
confirmation hearing. The
trustee moved to dismiss the
case which the court granted but
reserved jurisdiction to rule on
debtor counsel's fee application.
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[D]isbursement of funds held by a Chapter 13
trustee upon dismissal prior to confirmation is
governed by the specific directives in the
section of the Bankruptcy Code dictating the
manner in which a Chapter 13 trustee should
distribute plan payments in that situation, and
. . . debtor’s counsel was entitled to payment
of attorney’s fees in the amount of $1,589.50
as an administrative expense claim.

6

In re Ulmer, 2015 WL
3955258 (Bankr.
W.D. Louisiana,
Monroe Division
2015)

Debtor's attorney filed an
application to be paid his fees
prior to dismissal or conversion of
the case.

The Court denied the motion as moot holding
that Section 1326(a)(2) authorizes the Trustee
to pay fees in a dismissed case and Harris v.
Viegelahn only applies in converted cases.

7

In re Wheaton, 547
B.R. 490 (1st Circuit
BAP 2016)

Debtor's counsel appealed the
bankruptcy court's order
overruling counsel's objection to
the Trustee's Final Report which
did not include all fees awarded
by the bankruptcy court.

Pursuant to § 1326(a)(2), a debtor’s attorney is
entitled to payment of attorney’s fees prior to
disbursement of the undistributed plan
payments to the debtor, if the fees constitute
a § 503(b) administrative expense claim.

NO ATTORNEY FEES UPON CONVERSION
NO.

CASE

SUMMARY

HOLDING

1

In re Beckman, 536
B.R. 446 (Bankr. S.D.
California 2015)

Following conversion of Chapter 13
case to one under Chapter 7, trustee
filed motion for determination of
what he should do with accumulated
funds in his possession, given that
conversion had occurred prior to
confirmation of plan.

The Bankruptcy Court held that trustee,
absent showing that conversion of case was
in bad faith, had to return any accumulated
funds in his possession to debtor without
first making adequate protection payments
to creditors and without deducting from
the funds the fees awarded to debtor’s
counsel.

2

In re Drago, 2016 WL
1576470 (Bankr.
District of New
Jersey 2016)

After failure to confirm the plan, the
Debtor converted the case to
chapter 7.

For the foregoing reasons, G & K’s request
for turnover of funds held by the Chapter
13 Trustee as partial payment of its allowed
fees is denied. Upon conversion of a
Chapter 13 case to Chapter 7, the Chapter
13 Trustee is obligated to return funds on
hand to the Debtor. The Chapter 13 Trustee
is hereby ordered to return the Funds to
the Debtor.
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3

In re Hoggarth, 546
B.R. 875 (Bankr.
District of Colorado
2016)

Attorney who had represented
debtor prior to conversion of
debtor’s Chapter 13 case to one
under Chapter 7 filed application for
payment of remaining portion of her
fee out of undistributed funds in
former Chapter 13 trustee’s
possession.

Undistributed funds had to be returned to
debtor, with no deduction for
administrative expenses, such as fee claim
of debtor’s counsel.

4

In re Marshall, 2016
WL 402386 (Bankr.
Western District of
Lousiana, Shreveport
Division 2016)

Debtor's counsel attempt to vacate a
prior order denying a fee application
based on the fact that the case had
not been converted to chapter 7 yet
although all parties were aware that
this was the debtor's intention.

Motion to vacate denied due to Harris and
even if court granted the motion and the
fees are approved, Harris would require the
trustee to return the funds to the Debtor.

5

In re: Sowell, 535
B.R. 824 (Bankr.
District of Minnesota
2015)

Chapter 13 trustee objected to
request by attorney who had
represented debtor while case was
proceeding under Chapter 13 for
payment of his agreed “no look” fee
out of undistributed plan payments
in trustee’s possession when case
was converted.

The Bankruptcy Court held that:
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[1] trustee had standing to object, and
[2] undistributed plan payments made by
debtor and in hands of Chapter 13 trustee
at time case was converted had to be
returned to debtor, such that it was
inappropriate, in order approving agreed
“no look” fee of debtor’s counsel, to
include language directing that fee be paid
out of undistributed funds in trustee’s
possession.

6

In re Spraggins, Jr.,
2015 WL 5227836
(Bankr. District of
New Jersey 2015)

7
In re: Vonkreuter,
545 B.R. 297 (Bankr.
District of Colorado
2016)

The Chapter 13 trustee sent notices
for three chapter 13 cases to
debtors' counsel notifying counsel
that she would refund all funds she
is holding due to conversion of the
three cases to chapter 7. Debtor’s
counsel objected to the refund of
the funds and set the matter for
hearing.

The court overruled the objections and
held that Harris v. Viegelahn controls when
a case is converted to chapter 7 and that
the debtor is entitled to return of any and
all post-petition wages not yet distributed
by the Standing Trustee.

In case converted from Chapter 13
to Chapter 7 pre-confirmation,
counsel for debtor filed application
for payment of administrative claim
for attorney fees incurred during the
pendency of the Chapter 13 case
and for order directing trustee to
pay to counsel the $665 in
undisbursed postpetition wages
then held by trustee. Trustee
objected.

[A]bsent bad faith conversion, allowed
administrative expense claims may not be
paid from undistributed postpetition
earnings in a case converted from Chapter
13 to Chapter 7, regardless of whether a
plan has been confirmed.

NO ATTORNEY FEES UPON CONVERSION OR DISMISSAL
1

In re: Edwards, 538
B.R. 536 (Bankr. S.D.
Illinois 2015)

In separate Chapter 13 cases, each of
which was dismissed subsequent to
confirmation of plan, trustees sought
clarification as to what they should
do with undistributed debtor funds in
their possession.
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Post-petition property and wages held by
the trustee at the time of dismissal of the
debtor’s confirmed Chapter 13 case must
be distributed to the debtor. This decision
is based not on the Supreme Court’s
decision in Harris v. Viegelahn, but on
§ 349(b)(3) and the effect of dismissal on a
Chapter 13 case.
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MENTAL HEALTH ISSUES AND BANKRUPTCY CASES
Overview 2016

A. Thomas Small
U.S. Bankruptcy Judge- retired, EDNC
I.

When Mental Illness is an Issue in Bankruptcy Cases

Major depression, bipolar disorder, and substance abuse are the mental illnesses
that are most often seen in bankruptcy cases. Attention deficit hyperactivity disorder
("ADHD"), post-traumatic stress disorder ("PTSD"), dementia, Asperger's Syndrome and
certain personality disorders can also be considerations.
Not infrequently a debtor's mental illness will be an issue in the bankruptcy case or
in a proceeding related to a bankruptcy case.

A.

Dischargeability of Student Loans

Debtors often assert that mental illness precludes repayment of their student loans.
Student loans are not discharged in chapter 7, chapter 11, chapter 12 or chapter 13 cases
unless excepting the debt from discharge "will impose an undue hardship on the debtor and
the debtor's dependents." See 11 U.S.C. §§ 523(a)(8), 727(b), 1141(d)(2), 1228(a)(2), and
1328(a)(2). Because mental illness and the inability to repay a student loan often intersect,
this is a busy area of law.
The test for determining "undue hardship" under§ 523(a)(8) in most circuits requires
a three-part showing: (1) that the debtor cannot maintain, based on current income and
expenses, a minimal standard of living for herself and her dependents if forced to repay the
loans; (2) that additional circumstances exist indicating that this state of affairs is likely to
persist for a significant portion of the repayment period for the student loans; and (3) that the
debtor has made good faith efforts to repay the loans. Brunner v. New York State Higher
Educ. Servs. Corp., 831 F.2d 395 (2d Cir. 1987).
The Brunner test applies in the Fourth Circuit, and a decision from the Eastern
District of North Carolina describes how hard it is to have a student loan discharged under
that standard:
Section 523(a)(8) of the Bankruptcy Code makes it extremely difficult
for debtors to discharge student loans. "Debtors receive valuable benefits
from congressionally authorized loans, but Congress in tum requires loan
recipients to repay them in all but the most dire circumstances." Educational
Credit Mgmt. Corp. v. Frushour (In re Frushour), 433 F.3d 393, 399 (4th Cir.
2005) (citing Pa. Higher Educ. Assistance Agency v. Faish (In re Faish), 72
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F.3d 298, 306 (3rd Cir. 1995)).
Debtors must show "exceptional
circumstances," and must prove that "they are in the limited class of debtors
for which § 523(a)(8) is meant to allow discharge." Educational Credit
Mgmt. Corp. v. Mosko (In re Mosko), 515 F.3d 319, 324 (4th Cir. 2008)
(citing Frushour, 433 F.3d at 404) (emphasis added in Mosko). "Congress
sought to ensure repayment of educational loans through its use of the term
'undue' and the courts are obligated to follow its imperative." Frushour, 433
F.3d at 396. A "garden-variety hardship" is an "insufficient excuse for a
discharge of student loans." Frushour, 433 F.3d at 399 (quoting Rifino v.
United States (In re Rifino), 245 FJd 1083, 1087 (9th Cir. 2001)).

****
The second Brunner prong is often the most difficult of the three
prongs to prove, and requires debtors to show that "additional circumstances
exist indicating that this state of affairs is likely to persist for a significant
portion ofthe repayment period of their student loans." Mosko, 515 F.3d at
323. Courts have described this factor as requiring "'a total incapacity ... in
the future to pay [the debtor's] debts for reasons not within [the debtor's]
control.'" In re Gerhardt, 348 F.3d 89, 92 (5th Cir. 2003) (quoting Faish, 72
F.3d at 307). The Court of Appeals for the Fourth Circuit has observed that
the second Brunner prong presents "'a demanding requirement,'. . . and
necessitates that a 'certainty of hopelessness' exists that the debtor will not be
able to repay the student loans." Frushour, 433 F.3d at 401 (quoting
Brightful v. Pa. Higher Educ. Assistance Agency (In re Brightful), 267 F.3d
324, 328 (3rd Cir. 2001)). According to the Frushour court, "[o]nly a debtor
with rare circumstances will satisfy this factor." Frushour, 433 F.3d at 401.
In re Vujovic, 388 B.R. 684, 687, 690-91 (Bankr. E.D.N.C. 2008).
Health Education Assistance Loans ("HEAL loans") are not dischargeable unless the
bankruptcy court finds that nondischargeability is "unconscionable." 42 U.S.C. § 294(g).
"Unconscionability" is an even higher standard than "undue hardship" under 11 U.S.C. §
523(a)(8). U.S. Dept. of Health & Human Servs. v. Smitley, 347 F.3d 109 (4th Cir. 2003).
1.

Student Loans Discharged

Though the bar is high, there are many cases in which bankruptcy courts have found
that a debtor's depression, bipolar disorder or other mental disorder prevented the debtor
from being fully employed and the debtor's student loans and HEAL loans were discharged.
Some examples follow.
In In re Reynolds, 425 F.3d 526 (8th Cir. 2005), cert. denied, 549 U.S. 811, 127 S.
Ct. 46 (2006), the debtor suffered from depression, panic disorder and personality disorder.
2
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Expert testimony established that the debtor's $142,000 student loan debt was a significant
block to the debtor's recovery and that eliminating the debt might mitigate symptoms and
reduce the possibility of recurrence. The appellate court held that the bankruptcy court
could consider the non-pecuniary effects of continuing liability, including its effect on her
mental health, as well as the effect of the debtor' s mental health on her earnings. The debt
was discharged pursuant to 11 U.S.C. § 523(a)(8). The standard for discharging a student
loan in the Eighth Circuit, "totality of circumstances," is less stringent than the Brunner test.
In Taratuska v. Educ. Res. Inst., Inc., 2010 Lexis 409 (Bankr. Mass. 2010) the
student loan was discharged where the debtor suffered from post traumatic stress, major
depression, and anxiety, and her student loan totaling $113,000 exacerbated her mental
illness.
In Marshall v. The Student Loan Corp., 430 B.R. 809 (Bankr. S.D. Ohio 2010), the
debtor's student loan of $33,000 was discharged because the debtor's husband's severe
bipolar disorder required the debtor to care for him and prevented her from maintaining
employment.
In Holly v. U.S. Dept. ofEdu., 2010 Bankr. Lexis 1177 (Bankr. W.D. Mo. 2010) the
debtor's bipolar disorder and anxiety precluded employment and her student loans were
discharged.
In In re Jara, 2006 WL 2806556 (Bankr. D.N.J. 2006), the debtor's student loan was
discharged, after the Brunner analysis, because the debtor's chronic mental illness (bipolar
disorder, ADHD, and debilitating physical side effects from medications) prevented her
from maintaining a minimum standard of living and was likely to persist into the future.
The debtor satisfied the good faith requirement even though she never repaid any of the
student loans because when they first became due she was in the throes of mental illness and
was unable, through no fault of her own, to pay. Her situation did improve, but there had
never been a time when she could pay the loan and also pay basic expenses and child
support. All of this, taken together, warranted discharge of the student loans.
In In re Renville, 2006 WL 3206126 (D. Mont. 2006), upon de novo review of the
record, the district court affirmed the bankruptcy court's decision discharging the debtor
from repaying student loans of$103,000 incurred after attending both the University of
Montana and Yale University. The debtor suffered from PTSD, adult ADHD, major
depressive disorder, and recurrent moderate and poly substance abuse, and· had lost an eye in
a suicide attempt while a teenager. The disorders stemmed in part from "horrific" abuse the
debtor and his brother endured as children. The debtor's brother, after incurring a large tax
debt, committed suicide, and the debtor also had suicidal thoughts. Both courts considered
the debtor' s mental illness to be extremely debilitating and of lasting duration, and
concluded that the debtor satisfied all three Brunner prongs.

3
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In Educational Credit Mgmt. Corp v. Polleys, 356 F.3d 1302 (lOth Cir. 2004), the
debtor suffered from debilitating emotional problems that were out ofher control. The
medication necessary for the debtor to function affected her memory and communication
skills negatively, so her condition prevented the debtor from holding a job and affected her
ability to earn more than a nominal living. The appellate court agreed with the bankruptcy
court that her condition was likely to persist into the foreseeable future, even with a modest
improvement in her wages, and her student loans were discharged.
In Shaffer v. U.S. Dept. of Education, 2011 Bankr Lexis 4724 (Bankr. S.D. Iowa
2011) the debtor established that her depression and anxiety prevented her from obtaining
meaningful employment in the foreseeable future, and her student loans totaling $204,000
were discharged.
For other bankruptcy court decisions discharging the student loan debts of debtors
with mental illnesses, see In re Wolfe, 501 B.R. 426 Bankr. M.D. Fla. 2013) (law graduate's
depression and personality disorders made long term employment unlikely); In re Todd, 473
B.R. 676 (Bankr. D. Md. 2012) (debtor's autism spectrum disorder and PTSD made debtor
unemployable); In re Jackson, 2007 WL 2295585 (Bankr. S.D.N.Y. 2007) (bipolar
disorder); In reMorse, 345 B.R. 668 (Bankr. N.D. Iowa 2006) (debtor's lengthy history of
mental health problems, including bipolar disorder and major depression with frequent
hospitalizations, had adverse effect on debtor's ability to maintain employment, and stress
from loans could trigger a downturn in debtor's mental health); In re Davis, 336 B.R. 604
(Bankr. W.D.N.Y. 2006) (debtor's depression contributed to inability to accept more
challenging employment), rev'd, 373 B.R. 241 (W.D.N.Y. 2007) (concluding that evidence
did not support finding that debtor's depression affected her ability to earn a living); In re
Balm, 333 B.R. 443 (Bankr. N.D. Iowa 2005) (debtor presented expert testimony regarding
her depression, anxiety, sleep disturbances, and physical problems that affected her ability to
be employed); In re Quarles, 2004 WL 2191608 (Bankr. D. Kan. 2004) (debtor suffered
from bipolar disorder, dissociative disorder, and PTSD; severity of illness and debtor's
inability to engage in meaningful employment over any significant period of time persuaded
court that debtor's failure to take part in income contingent repayment plan was not bad
faith under those facts); In re Brooks, 406 B.R. 382 (Bankr. D. Minn. 2009) (student loan
discharged where debtor suffered from alcohol dependence, depression, and post traumatic
stress syndrome).
For additional cases, see In re Porrazzo, 307 B.R. 345 (Bankr. D. Conn. 2004)
(debtor diagnosed as suffering from Asperger's Syndrome, a type of autism, was
permanently disabled and unemployable, and entitled to undue hardship discharge of his
student loan debt); In re Strand, 298 B.R. 367 (Bankr. D. Minn. 2003) (debtor suffered from
multiple medical conditions including depression and PTSD resulting from his service in
Vietnam; job limitations were imposed by his inability to cope with stressful settings or
situations and social conflict); In reTurner, 2003 WL 21639407 (Bankr. D.N.H. 2003)
(debtor presented considerable evidence of a long history of medical and mental health
problems, including ADD and depression); In re Juglans, 2003 WL 23807971 (Bankr. D.
4
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Kan. 2003) (where debtor was not filling her prescriptions for antidepressants or going to
therapy to treat her clinical depression due to a lack of funds, court fol.md that any
improvement in situation should be used to meet these basic necessities); In reBoots, 2003
WL 1878085 (Bankr. D.N.H. 2003) (debtor presented evidence that her depression was
chronic, profound and intractable).
Older cases include: Lohr v. Sallie Mae (In re Lohr), 252 B.R. 84 (Bankr. E.D. Va.
2000) (partial discharge of student loans granted under § 523(a)(8) where physical and
mental health issues caused significant medical costs); Anelli v. Sallie Mae Servicing Corp.
(In re Anelli), 2000 WL 33311723 (Bankr. D. Mass. 2000) (series of illnesses, including
depression, constitute undue hardship under§ 523(a)(8)); Doherty v. United Student Aid
Funds, Inc. (In re Doherty), 219 B.R. 665 (Bankr. W.D.N.Y. 1998) (debtor' s bipolar
disorder was factor in determining undue hardship under§ 523(a)(8)); Binder v. United
States Dep'tofEduc. (In re Binder), 54 B.R. 736 (Bankr. D.N.D. 1985) (debtor's mental and
emotional problems, including bipolar disorder (which could be controlled through
treatment, although debtor refused medication), prevented debtor from obtaining and
keeping employment; student loan discharged under§ 523(a)(8)). See A. Thomas Small,
Mental lllness and Bankruptcy, N.C. State Bar J. 26 (Fall 2002).
See also Meling v. United States Dep't ofEduc. (In re Meling), 2001 WL 670832
(Bankr. N.D. Iowa 2001) (long history of bipolar disorder resulted in inability to maintain
more than part-time, low stress employment; student loan discharged under§ 523(a)(8)),
affd, 2002 WL 32107248 (N.D Iowa 2002); Kline v. United States (In re Kline), 155 B.R.
762 (Bankr. W.D. Mo. 1993) (debtor's chronic depression, panic and anxiety attacks were
factors in determining that HEAL loan was dischargeable); In re Dyer, 40 B.R. 872 (Bankr.
E.D. Tenn. 1984) (student loans discharged based on debtor's anxiety, agoraphobia, and
panic attacks); In re Nichols, 15 B.R. 208 (Bankr. D. Me. 1981) (student loans discharged
based on debtor's unspecified psychiatric disorders and related alcohol problems).

2.

Student Loans Partially Discharged

In In re Stupka, 302 B.R. 236 (Bankr. N.D. Ohio 2003), the debtor suffered from
bipolar disorder that was becoming progressively worse, even with medication. A report by
a psychiatrist was admitted and reflected the serious nature of debtor's bipolar disorder.
The court found that the debtor met the first and second elements of Brunner, but not the
third, and entered a partial discharge. The Sixth Circuit later ruled that a partial discharge is
only allowed where all three factors for undue hardship are shown. Miller v. Pennsylvania
Higher Educ. Assist. Agency (In re Miller), 377 F.3d 616 (6th Cir. 2004)).
The Bankruptcy Code does not explicitly authorize the partial discharge of student
loans, but partial discharge is allowed in most courts. See In re Ekenasi, 325 F.3d 541, 54950 (4th Cir. 2003); Hafner v. Sallie Mae Servicing Corp., 303 B.R. 351 (Bankr. S.D. Ohio
2003) (the ability of debtor diagnosed with Asperger' s syndrome and related anxiety, social
avoidance, anger, and behavioral control problems, and depression, was impaired to the
5
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point that it precluded him from maintaining employment even at simple, low stress,
repetitive jobs; student loans partially discharged).
The court in In re Nixon, 2011 WL 2883334 (Bankr. S.D. Ohio 2011) discharged a
portion ofthe debtors' student loans of more than $270,000, but did not discharge their
student loans totaling $214,000. The female debtor suffered from bipolar disorder, but that
did not prevent her from maintaining a full-time position as a college professor.
In King v. Vermont Student Assistance Corp., 368 B.R. 358 (Bankr. D. Vt. 2007) the
court discharged the debtor's student loan where the debtor's bipolar disorder prevented him
from maintaining employment sufficient to satisfy his student loan.

3.

Student Loans Not Discharged

There are many cases where a debtor's mental illness defense was not successful and
the student loans and HEAL loans were not discharged. Though there are fewer of these
cases included in the materials, in fact they far outnumber the cases in which student loans
are discharged. As previously explained, the standard for discharge of a student loan is
extremely high, and appellate courts are often disinclined to discharge student loans unless
the debtor clears the necessary hurdles with room to spare.
All student loan discharge cases require proof that bases warranting a discharge of
the loan are likely to persist for a significant portion of the loan repayment period, which
may stretch over many years. In some cases the parallel issue becomes the length of time
the mental illness is likely to last, which also can be extremely difficult to establish. In In re
Nash, 446 F.3d 188 (1st Cir. 2006), the debtor' s student loans not discharged where the
debtor failed to show that disability based on bipolar disorder II (major depressive episodes
alternating with hypomania rather than full mania) was likely to continue for the requisite
time into the future.
Similarly, in In re Tirch, 409 F.3d 677 (6th Cir. 2005), the debtor failed to show that
physical ailments, including ADD, chronic anxiety and depression, precluded her return to
work and would persist for a significant portion of the loan prepayment period. In In re
Burton, 339 B.R. 856 (Bankr. E.D. Va. 2006), the debtor's bipolar disorder, personality
disorder, and drug problem for which debtor received social security disability and had over
30 hospitalizations were sufficient to prove the first prong of the Brunner test, but debtor did
not present evidence other than his own testimony of how long the medical condition would
impact his ability to sustain future long-term employment. Some expert testimony or
corroborating evidence was required, and because the second element was not met, the
student loans were not discharged.
For additional cases involving mental illness in which the debtors' student loans
were not discharged, see Velarde v. Educ. Credit Mgmt. Corp., 2009 Bankr. Lexis 2403
(Bankr. E. D. Va. 2009)( debtor failed to show that her mental illness precluded her from
6
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maintaining a minimum standard of living for her family); In re Wolde-Giorgis, 2005 WL
756103 (9th Cir. 2005) (debtor failed to satisfy second prong of Brunner test to discharge
student loans; no evidence presented that the alleged mental health conditions precluded
employment); In re Simmons, 334 B.R. 632 (Bankr. C.D. Ill. 2005) (debtor and witnesses
provided evidence of debtor's cwTent depression and anxiety regarding his financial
condition, but he did not appear to have any true physical, mental or legal disability that was
likely to impair his future, so second prong of Brunner not met; court allowed a four-year
deferral with an opportunity to have the case revisited); In re N.M., 325 B.R. 507 (Bankr.
W.D.N.Y. 2005) (mental health of debtor diagnosed with depression with suicidal thoughts
might benefit if her student loans were discharged, but that benefit is an insufficient basis on
which to find an undue hardship, and debtor clearly had the ability to make the payments
while meeting a minimum standard of living).
See also In re Perkins, 318 B.R. 300 (Bankr. M.D.N.C. 2004) (where debtor's
anxiety and depression did not impair her ability to work, only her ability to pass the bar
exam and to make full use of her law school education by practicing as an attorney, they
could not be considered "additional circumstances" as required by the second prong of
Brunner); In re Lowe, 321 B.R. 852 (Bankr. N.D. Ohio 2004) (debtor suffered from bipolar
disorder and several physical impairments, but bankruptcy court held that a nexus between
the medical condition and adverse effect on income was not shown; some corroborative
evidence required); In re Pobiner, 309 B.R. 405 (Bankr. E.D.N.Y. 2004) (even if debtor
suffered from ADHD, he functioned sufficiently well to prosper in his construction
business).

B.

Actions and Errors Attributed to Mental Illness
1.

Mental Illness as Cause of Debtors' Behavior and Errors
in Judgment

Though it is sometimes asserted as the cause of a debtor' s behavior, courts are
unlikely to excuse behavior - especially that which causes harm to others - on grounds of
mental illness unless the debtor's evidence -is compelling. In In re Bressler, 321 B.R. 412
(Bankr. E.D. Mich. 2005), for example, the debtor's vague, unsubstantiated statements that
he lost about $700,000 due to his gambling problem were inadequate to explain the loss of
his assets for purposes of§ 727(a)(5). The debtor's explanation that gamblers are "not the
types of people who maintain books and records" did not avoid a judgment denying
discharge under§ 727(a)(3).
See also In re Duffy, 331 B.R. 137 (Bankr. S.D.N.Y. 2005) (debtor suffered from
depression, emotional distress and obsessive-compulsive disorder that rendered him
incapable of defending against charges of medical misconduct and thereafter successfully
pursuing a new career; property settlement debt discharged pursuant to § 523(a)(15)); In re
Edie, 314 B.R. 6 (Bankr. D. Utah 2004) (court found willful and malicious injury where
debtor set fire to her boyfriend's home and failed to provide evidence to support her claim of
mental illness); Dutreix v. Fontenot (In re Fontenot), 89 B.R. 575 (Bankr. W.D. La. 1988)
7
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(debtor' s bipolar disorder explained his irrational belief that he could pay obligations he
incurred; court determined that those debts were not nondischargeable under §
523(a)(2)(A)).
In In re Benjurnen, 2009 WL 2185516 (Bankr. E. D. N.Y. 2009) the court found that
overspending during the bipolar debtor' s manic episodes did not constitute a lack of "good
faith" that would preclude discharge of his student loan.

2.

Mental Illness as Cause of Debtors' Failure to Act

Mental illness may affect the debtor's ability to participate in their case in other ways
as well. Debtors sometimes claim that their illness caused mistakes or omissions in required
filings, and ask the court to excuse the omission on that basis. For example, in In re
Peterson, 323 B.R. 512 (Bankr. N.D. Fla. 2005), the court found that the debtor' s medical
status, which included medication for depression, coupled with the complexity of her
finances, supported the conclusion that the mistakes and omissions in her petition and
schedules were oversights and did not support denial of discharge. In In re Bauder, 333
B.R. 828 (8th Cir. BAP 2005), the court of appeals held that the bankruptcy court clearly
erred in denying the debtor's discharge for failure to list a diamond ring on his schedules.
The debtor suffered from adult ADD, depression and anxiety, and, though he failed to list
ring, he lacked requisite intent to deny discharge. In contrast, in In re West, 328 B.R. 736
(Bankr. S.D. Ohio 2004), the court was not persuaded that the debtor' s failure to tum over a
sapphire ring to the trustee was due to memory lapses caused by chronic fatigue and
depression.
Other examples include In re Bachman, 296 B.R. 596 (Bankr. D. Conn. 2003)
(debtor, an attorney, failed to list creditors as a result of his emotional and mental state
(severe depression) at the time, and sought an extension of the bar date for filing
nondischargeability complaints for the unscheduled client-creditors; court held failure to
schedule rose to level of "excusable neglect" but did not provide a basis for extension of bar
date after bar date already expired); Kemba Roanoke Fed. Credit Union v. St. Clair (In reSt.
Clair), 193 B.R. 783 (Bankr. W.D. Va. 1996) (debtor's depression explained the debtor's
failure to list assets on his schedules, and debtor did not have the intent to hinder, delay or
defraud the creditor under§ 723(a)(2)(A) or to make a false oath under § 723(a)(4)(A)); In
re Loflin, Case No. 07-01877-5-ATS (Bankr. E.D.N.C. Dec. 12, 2008) (denying IRS motion
for summary judgment against debtor on grounds that he could not show reasonable cause
for failing to file returns and pay taxes; court held that affidavit from doctor detailing
debtor's "debilitating" depression created disputed issues of material fact).
In In re Moeritz, 317 B.R. 177 (Bankr. M.D. Fla. 2004), the court rejected the
debtor' s argument that his failure to schedule assets and asset transfers should be excused
due to his extreme stress and depression at the time he was preparing to file his bankruptcy
case, noting that many debtors are under stress at that time, the debtor did not seek any
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medical or psychological care, and stress is not an excuse for failing to disclose significant
assets or transfers. For those reasons, the debtor's discharge was denied.
In In re Fletcher, 2009 Bankr. Lexis 836 (Bankr. W.D. Tex. 2009) counsel's mental
illness excused the debtor's failure to answer a summary judgment motion, and summary
judgment was set aside.
3.

Mental Illness Plus Substance Addiction as Cause of Behavior

Debtors have not infrequently asserted that their behavior should be excused by their
substance addiction, but that defense rarely is successful.
In In re Harris, 328 B.R. 837 (Bankr. S.D. Ala. 2005), the court rejected the debtor's
claim that his chemical and alcohol dependency, depression and feelings of hopelessness
contributed to his failure to pay taxes and to file tax returns where the debtor was able to
perform the requirements of his sales job and to earn substantial income. His tax, debts were
declared nondischargeable. See also In re McNamara, 310 B.R. 664 (Bankr. D. Conn. 2004)
(debtor did not satisfactorily explain loss of $130,000 based on uncorroborated testimony
that he lost the money in a poker game where debtor failed to provide any evidence to
substantiate his claim that he was under the influence of alcohol and medication for severe
depression and could not recall any details).
The court in In re Inzero, 426 B.R. 428 (Bankr. D. Conn. 2009) did not deny the
debtor's discharge for failure to explain the loss of assets because the loss was explained by
the debtor's compulsive gambling.
For older cases, see, for example, Wegmans Food Mkt., Inc. v. Smith (In re Smith),
207 B.R. 403 (Bankr. W.D.N.Y. 1997) (drug addicted debtor's debts from bad checks were
nondischargeable under§ 523(a)(2)(A)); McManus v. McManus (In re McManus), 112 B.R.
773 (Bankr. E.D. Va. 1990) (drug addiction did not excuse failure to retain records or to
explain losses under § 727(a)(3) and (a)(5) and did not excuse making a false oath under §
727(a)(4)(A)); Dolin v. Northern PetroChemical Co. (In re Dolin), 799 F.2d 251 (6th Cir.
1986) (drug addiction and compulsive gambling did not excuse failure to retain records or to
explain losses under§ 727(a)(3) and (a)(5)); Sicherman v. Murphy (In re Murphy), 244 B.R.
418 (Bankr. N.D. Ohio 2000) (anger, anxiety, and depression not adequate explanation
under§ 523(a)(2)(A) for loss of $54,000 during drinking and gambling spree).
But see Hutzelman v. Luhman (In re Luhman), 146 B.R. 163 (Bankr. W.D. Pa. 1992)
(drug addicted debtor was not denied discharge under §§ 727(a)(3) and (a)(5)); Williams v.
Illinois Student Assistance Comm'n (In re Williams), 1999 WL 1134772 (Bankr. E.D. Pa.
1999) (debtor's drug addiction was factor in determining undue hardship under§ 523(a)(8));
Harris v. Unipac Serv. Corp. (In re Harris), 198 B.R. 190 (Bankr. W.D. Va. 1996) (debtor's
cocaine dependency was factor in determining undue hardship under§ 523(a)(8)).
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C.
When Mental Illness May
Bankruptcy Code

Excuse Debtors'

Obligations

Under

The Bankruptcy Code requires potential debtors to obtain a credit counseling
briefing before filing their bankruptcy petition, and also requires debtors to take a financial
management course as a condition of receiving a discharge. Previously existing
requirements also remain in place, such as attending the § 341 meeting of creditors and
otherwise being responsive to the requirements of the bankruptcy proceeding. Satisfying
these requirements is challenging for many debtors, especially those with a mental illness or
debilitating depression that interferes with their ability to get these things done.
1.

Pre-Petition Credit Counseling

A debtor is required to obtain credit counseling prior to filing a bankruptcy petition.
In the context of mental illness, failure to obtain the counseling can be excused only if the
debtor' s condition qualifies as a "disability" or "incapacity" within the meaning of 11
U.S.C. § 109(h)(4). That section specifies that "incapacity means that the debtor is impaired
by reason of mental illness or mental deficiency so that he is incapable of realizing and
making rational decisions with respect to his financial responsibilities."
In In re Jarrell, 364 B.R. 899 (Bankr. N.D. Tex. 2007), the pro se chapter 7 debtor, a
serial filer, was diagnosed with bipolar disorder, schizophrenia, and clinical depression. A
creditor sought dismissal for abuse and bad faith, but the court denied the motion to dismiss.
The medical evidence supported a finding that the debtor had the requisite "incapacity"
under § 109(h)(4) to justify waiving the pre-filing credit counseling requirement. And,
despite the fact that debtor had filed at least ten bankruptcies and over a hundred lawsuits
over the years, he had a legitimate reason to file the current petition and had, after filing it,
hired a competent lawyer to represent him. The bankruptcy served the debtor's best
interests, so despite the debtor's history of wasting vast amounts of court resources with
pointless serial filings, the court denied the motion to dismiss and gave the debtor a
potentially last opportunity to proceed through bankruptcy.
The court noted that the
debtor's wife and four young children also suffered from very serious illnesses, and that the
debtor had "more problems than should be visited upon any human being." See also In re
Tulper, 345 B.R. 322 (Bankr. D. Colo. 2006) (seventeen prescription medications taken by
the debtor created a mental deficiency such that debtor was incapable of realizing and
making rational decisions with respect to her financial responsibility; credit counseling
requirement waived).
2.

Pre-Dis<7harge Financial Management Course

BAPCPA also requires debtors to take an approved course in fmancial management
prior to the entry of their discharge. 11 U.S.C. § 727(a)(ll). While the requirements are
strictly enforced, mental illness may excuse a debtor' s compliance if, because of the illness,
the debtor is disabled or incapacitated within the meaning § 109(h)(4). The bankruptcy
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court for the Middle District of North Carolina noted that " [t]he purpose of the exemption is
to avoid 'the absurd situation in which a debtor would be required to obtain a briefing even
if suffering from Alzheimer's disease or some other disability that would make the briefing
meaningless or even impossible."'
In re Faircloth, 2006 WL 3731299 n.l (Bankr.
M.D.N.C. 2006) (quoting 2 Collier on Bankruptcy~ 109.09[4] (Alan N. Resnick & Henry J.
Sommer, eds.); see also In re Hall, 347 B.R. 532 (Bankr. N.D.W. Va. 2006) (debtor's
physical and mental impairments prevented him from meaningful participation in debtor
education class; requirement waived).
3.

Attending Meeting of Creditors Pursuant to § 343 and Other
Code Requirements

Debtors are required pursuant to 11 U.S.C. § 343 to attend meetings of creditors, and
may be required to appear for examination pursuant to Rule 2004 of the Federal Rules of
Bankruptcy Procedure. There are times when a debtor's mental condition may make it
difficult for the debtor to meet those requirements.
In Nicholls v. Jones (In re Jones), 2004 WL 826031 (Bankr. D. Colo. 2004), the
court denied discovery sanctions for the debtor's failure to attend a deposition where the
defendant's physician submitted a statement documenting her medical problems, which
included dementia and depression, and opined that any effort to depose her would result in
undue stress and could worsen her condition. See also In re Keefe,7 B.R. 270 (Bankr. E.D.
Va. 1980) (debtor's mental breakdown excused his attendance at his discharge hearing).
Sometimes it is not the debtor, but a creditor who fails to act. In re Burton-Alston,
2006 WL 12904 (Bankr. M.D.N.C. 2006), the court did not find the creditor's
uncorroborated testimony regarding mental conditions, including depression, to be
persuasive and denied the creditor's motion to reopen the debtor's chapter 13 case where the
creditor's claim was deemed to be abandoned due to the creditor's failure to provide a
proper address for distributions from the trustee and where the creditor failed to seek a
determination of dischargeability while the case was pending.
In In re Mohr, 2005 WL 1532648 (Bankr. E.D. Pa. 2005), a creditor-defendant from
whom the trustee sought to recover preferential transfers in a Ponzi scheme failed to respond
to, or even open, the trustee's demand letter or complaint. The court held that the
defendant's depression, which presumably could have a paralyzing effect, did not appear to
have disabled him from opening mail that could benefit him or from securing counsel and
fighting the judgment. Absent medical evidence or corroboration ofthe defendant's
diminished capacity, the court could not conclude that his chronic condition justified his
conduct. The defendant's motion to set aside default was denied except with respect to
amount.
D. Ability to Pay
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A debtor under chapter 13 must be an individual with regular income and, pursuant
to the current debt limitations in the Code, must owe, on the date of the filing of the petition,
noncontingent, liquidated, unsecured debts of less than $394,725 and noncontingent,
liquidated secured debts of less than $1,184,200. 11 U.S.C. § 109(e). If an individual does
not have regular income, the individual may not be a chapter 13 debtor.
In In re Smith, 43 B.R. 319 (Bankr. E.D.N.C. 1984), a creditor objected to the
debtor's fourth chapter 13 case, arguing that the case had been filed in bad faith. The
debtor's prior cases had been dismissed for failure to make plan payments. The debtor
contended that his failure to make payments was caused by his inability to hold a job due to
post-traumatic stress disorder related to his military service in Vietnam. The debtor was
receiving therapy, and he convinced the bankruptcy court that he had a good prospect of
retaining his new employment with the U.S. Postal Service. The creditor's objection to
confirmation was denied.
A creditor challenging a debtor's ability to pay on the basis of the debtor's mental
illness is atypical. What happens on a regular basis is the reverse: The debtor asserts that
mental illness impedes the debtor's earning capacity, and makes the debtor unable to repay
debts. This issue typically arises in connection with student loans, but may be a factor in
other contexts as well.
In In re Oliver, 350 B.R. 294 (Bankr. W.D. Tex. 2006), for example, the case was
before the court on a motion to dismiss for abuse pursuant to § 707(b). The debtor testified
that he believed his income would likely decrease, that he lived a great distance from work,
and that he suffered from depression, anxiety and bipolar disorder, for which he was
required to take medications. There was no other testimony or evidence from any
physicians regarding these conditions, or that medications had been prescribed. Because the
debtor had been gainfully employed during the 15 years he said he had suffered from those
conditions, the court did not find them to be sufficient to rebut presumption of abuse. The
court found that notwithstanding his claim of mental illness, he had the ability to pay his
debts, and his case was dismissed.
In In re Sanders, 454 B.R. 855 (Bankr. M.D. Ala. 2011), the debtors' son's mental
illness precluded him from paying his student loans and his parents' obligation to pay their
son ~ s student loans totaling $236,000 constituted special circumstances to rebut the
presumption of abuse under § 707(b)(2). In In re Stanley, 438 B. R. 860 (Bankr. D. S.C.
2010), the court found that the debtor's severe depression that led to irresponsible spending
and contributed to debtors' financial problems was not a special circumstance that was
sufficient to rebut the presumption of abuse.

E.

Mental Illness Prompting Appointment of Guardians Ad Litem
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Although infrequent, in some cases bankruptcy courts have appointed guardians ad
litem to protect the interests of debtors with mental illnesses.
In In re Myers, 350 B.R. 760 (Bankr. N.D. Ohio 2006), because the chapter 13
debtor suffered from dementia and was unable to speak or communicate, the court appointed
his co-debtor spouse as the debtor's "next friend" for purposes of the bankruptcy
proceedings. The debtor was unable to execute a power of attorney, and the court was
reluctant to appoint the non-debtor spouse as a guardian ad litem, so appointment of the
spouse as his next friend was most appropriate. The spouse had knowledge of the debtor's
financial affairs pursuant to their 63-year marriage. The court held that there is no explicit
requirement in the Bankruptcy Code that a person be mentally competent to qualify as a
debtor, as recognized by BAPCPA provisions providing for waiver of credit counseling
obligations due to impairment based on mental illness or deficiency.
Other cases in which a guardian ad litem was appointed include In re Kloian, 2006
WL 1208059 (6th Cir. 2006) (guardian ad litem appointed by bankruptcy court and
reappointed by district court; district court did not err in rejecting a second hearing on
guardian ad litem where debtor did not provide any evidence that the effects of his mental
condition had lessened); In re Whitehead, 2005 WL 1819399 (Bankr. M.D.N.C. 2005)
(guardian ad litem appointed for purposes of the bankruptcy case where the debtor appeared
incapable of making business decisions without the assistance of his son); In re Linehan, 326
B.R. 474 (Bankr. D. Mass. 2005) (male debtor suffered from severe depression; female
debtor suffered from major chronic depression, agoraphobia, and generalized anxiety
disorder. Motion to dismiss case for alleged incompetency denied where debtors had not yet
been declared incompetent at time of filing and the subsequently appointed guardian ad
litem ratified the bankruptcy filing); In re Bernheim Litigation, 290 B.R. 249 (D.N.J. 2003)
(decision to appoint a guardian ad litem in prior matters due to the debtor's failure to
cooperate with counsel was not evidence of insanity to toll the statute of limitations).

II.

Issues of Proof in Mental Illness Cases

If a debtor raises a defense of mental illness, the debtor has the burden of proof.
Courts prefer and often require expert testimony to establish the nature and parameters of
the debtor's mental illness. In other cases, the bankruptcy court's general observations of
the debtor, combined with other evidence, may suffice.
Some courts may require that debtors claiming inability to pay debts because of
mental illness show that they sought treatment and that the treatment was not successful.
Many people, bankruptcy judges included, are skeptical when a debtor claims an inability to
pay debts due to depression. The prevailing trend, especially in student loan discharge cases
with mentally ill debtors, where the duration of the debtor's current state of affairs and the
related question of the duration of the debtor's mental illness are intertwined, is to require
expert testimony.
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A.

Is Expert Testimony Required?

Testimony from a mental health professional may not be technically required to
establish mental illness, but as a practical matter expert testimony may be essential.
Unfortunately, most debtors in bankruptcy cannot afford a medical expert. As Bankruptcy
Judge Michael Kaplan in the Western District of New York observed, "all dischargeability
litigation involves real persons who are debtors under the Bankruptcy Code, and cannot
afford to hire medical experts to testify to the effect of their disease on their earning
capacity." Doherty v. United Student Aid Funds, Inc. (In re Doherty), 219 B.R. 665, 669
(Bankr. W.D.N.Y. 1998); see also In re Hertzel, 329 B.R. 221 (6th Cir. BAP 2005) (debtor
had multiple sclerosis, not a mental illness, but case provides a good discussion of the
repercussions of debtor's financial inability to obtain expert testimony).
In recognition of the usefulness of medical testimony and also of the fact that its high
cost puts it out of reach of many debtors, the Bankruptcy Court for the Eastern District of
North Carolina now offers debtors pro bono or reduced cost mental health evaluations by
mental health professionals. The Mental Health ProjeCt is discussed in more detail at the
end of these materials.
In In re Burton, 339 B.R. 856 (Bankr. E.D. Va. 2006), the debtor's bipolar disorder,
personality disorder, and drug problem for which debtor received social security disability
and had over 30 hospitalizations were sufficient to prove the first prong of the Brunner test.
However, the debtor did not present evidence other than his own testimony of how long the
medical condition would impact his ability to sustain future long-term employment. Some
expert testimony or corroborating evidence was required, and because the second element
was not met, the student loans were not discharged.
Other cases are much the same. See,~. In re Lowe, 321 B.R. 852 (Bankr. N.D.
Ohio 2004) (debtor suffered from bipolar disorder and several physical impairments, but
bankruptcy court held that a nexus between the medical condition and adverse effect on
income was not shown; some corroborative evidence required, so student loans not
discharged); In re Norasteh, 311 B.R. 671 (Bankr. S.D.N.Y. 2004) (lack of corroborative
medical evidence that debtor suffered from various physical ailments and depression
prevented court from finding that present inability to repay student loans was likely to
persist for a significant portion of the loan repayment period).

In In re Quarles, 2004 WL 2191608 (Bankr. D. Kan. 2004), the debtor suffered from
bipolar disorder, dissociative disorder, and PTSD. Two experts testified that the illness was
severe, that the debtor was unable to engage in meaningful employment over any significant
period oftime, and that added stress was harmful to debtor. The court found that the
debtor's failure to take part in the income contingent repayment plan was not bad faith under
these facts, and the student loans were discharged. See also Hafner v. Sallie Mae Servicing
Corp., 303 B.R. 351 (Bankr. S.D. Ohio 2003) (debtor presented an expert report detailing his
diagnosis with Asperger's syndrome, a type of autism, and related anxiety, social avoidance,
14
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anger, behavioral control problems, and depression; report concluded that his functioning
was impaired to the point that it would preclude him from maintaining employment even at
simple, low stress, repetitive jobs; student loans partially discharged); In re Turner, 2003
WL 21639407 (Bankr. D.N.H. 2003) (debtor presented considerable evidence of a long
history of medical and mental health problems, including ADD and depression, and an
expert witness who testified that debtor's current work situation was appropriate given her
mental health issues; court found second prong of Brunner met and discharged student
loans).
Older cases requiring that a debtor's mental illness be established by expert medical
evidence include Burgess v. Bank One Cleveland, N.A. (In re Burgess), 204 B.R. 521
(Bankr. N.D. Ohio 1997) (debtor's unsubstantiated depression not grounds for undue
hardship under § 523(a)(8)); Signet Bank/Virginia v. Borror (In re Borror), 132 B.R. 194
(Bankr. M.D. Fla. 1991) (debtor's claim of depression unsubstantiated and credit card debt
nondischargeable under § 523(a)(2)(A) and (B)); Mitchell v. U.S. Dep't of Educ. (In re
Mitchell), 210 B.R. 105 (Bankr. N.D. Ohio 1996) (debtor's unsubstantiated depression not
grounds for undue hardship under§ 523(a)(8)).
While some courts require expert testimony, other courts have recognized the
existence of mental disorders based on the court's observation of the debtor and the debtor's
testimony. In In re Mosley, 330 B.R. 832 (Bankr. N.D. Ga. 2005), the debtor presented
letters from medical providers to substantiate his claims of depression, anxiety disorder and
physical ailments. The letters were not admitted, but the bankruptcy court discharged the
loans, giving leniency to the lack of evidence because the debtor was prose. In In re Mayer,
198 B.R. 116 (Bankr. E.D. Pa. 1996), the debtor denied mental illness and refused to see the
court-appointed medical expert, but the court, based on its observation of the debtor's
conduct, found the debtor to be severely mentally ill and held that the debtor's student loan
was dischargeable under§ 523(a)(8)).
In In re Brightful, 1999 WL 1024516 (Bankr. E.D. Pa. 1999), affd, 1999 WL
812791 (E.D. Pa. 1999), rev'd, 267 F.3d 324 (3d Cir. 2001), the bankruptcy judge in the
Eastern District of Pennsylvania found, based on his observation of the debtor, that the
debtor was emotionally unstable and had "glaring" psychiatric problems, and determined
that her student loans should be discharged. On appeal to the United States Court of
Appeals for the Third Circuit, the creditor argued that the bankruptcy judge's findings
should be set aside because they were not based on expert testimony. The Third Circuit held
that expert testimony was not necessary to find mental illness, but the appellate court
nevertheless reversed because the bankruptcy judge did not specify the nature of the debtor's
emotional and psychiatric problems or how those problems would prevent her from being
gainfully employed.
More typically, debtors who do not present expert testimony and who instead rely on
general and anecdotal evidence find that their evidence does not satisfy the court. See, for
example, In re Wolde-Giorgis, 2005 WL 756103 (9th Cir. 2005) (debtor failed to satisfy
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second prong of Brunner test to discharge student loans; no evidence presented that the
alleged mental health conditions precluded employment); In re Thompson, 329 B.R. 145
(Bankr. E.D. Va. 2005) (court considered whether debtor's mental and emotional state
provided a satisfactory explanation for lack of good faith repayment of student loans, but
because there was no corroborative evidence, third prong of Brunner not met and loans not
discharged); In re Simms, 328 B.R. 437 (Bankr. D. Md. 2005) (debtor provided insufficient
evidence that her depression and chronic anxiety would persist indefinitely; student loans
not discharged); Greene v. United States Dep't of Educ., 2013 Dist. LEXIS 143678 (E.D.
Va. 2013) affirmed 2014 U.S. App. LEXIS 10174 (4th Cir. 2014) (failure to provide
substantive evidence ofPTSD and dissociative disorder).
In Educational Credit Mgmt. Corp. v. Gouge, 320 B.R. 582 (W.D.N.C. 2005), the
bankruptcy court discharged the debtor' s student loan, and the district court remanded for
further findings regarding whether a partial discharge would be appropriate. The debtor
suffered from bipolar disorder but he presented no evidence that it was a problem with his
current employment, and the current employer was tolerant of the condition. The debtor
testified that his wife was also mentally ill, but the district court observed that there was no
evidence that the wife could not work. See also In re Green, 308 B.R. 677 (D. Del. 2004)
(evidence that chapter 7 debtor may have been suffering from depression at the time of the
hearing on a motion to revoke deblor's discharge was insufficient to show that he was
incompetent to proceed with hearing).
Finally, courts tend to be skeptical of mental health issues that are presented in
overly general terms. Issues of this kind also tend to be supported by only sketchy evidence.
In In re McNeely, 366 B.R. 542 (Bankr. N.D.W. Va. 2007), the chapter 13 debtors
unsuccessfully sought to retain a houseboat based on mental health needs. After the
untimely death of their daughter, the debtors claimed that the boat, which had been a key
component of their family life, provided a therapeutic respite for them and was needed to
effectively continue on in their sales and paralegal jobs. The court accepted that the debtors'
medical evidence indicated that the boat was important and beneficial to them, but
concluded that the evidence did not support a fmding that the boat was necessary for the
debtors' effective reorganization or that the debtors would be unable to work without it. The
court acknowledged the significance of mental health issues in bankruptcy proceedings, but
concluded that no precedent supported the retention of "a luxury item pursuant to a Chapter
13 plan based on a mental health need." 366 B.R. at 546.
Similarly, substance abuse or gambling issues that are supported only by anecdotal
evidence will not carry the day. In In re Harris, 328 B.R. 837 (Bankr. S.D. Ala. 2005), the
court rejected the debtor' s claim that his chemical and alcohol dependency, depression and
feelings of hopelessness contributed to his failure to pay taxes and to file tax returns where
the debtor was able to perform the requirements of his sales job and to earn substantial
income. His tax debts were declared nondischargeable. In In re Bressler, 321 B.R. 412
(Bankr. E.D. Mich. 2005), the debtor' s vague and unsubstantiated statements that he had a
gambling problem and that he lost about $700,000 gambling were insufficient to explain the
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loss of his assets for purposes of§ 727(a)(5). The court held that the debtor's statement that
gamblers are "not the types of people who maintain books and records" was insufficient to
avoid a judgment denying discharge under§ 727(a)(3).
B.

More Time =Better Evidence?

When the situation requires, bankruptcy courts may defer decisions to enable debtors
to undergo treatment, or to otherwise deal with their current situation. In In re Simmons,
334 B.R. 632 (Bankr. C.D. Ill. 2005), although the debtor and witnesses provided evidence
of the debtor's current depression and anxiety regarding his financial condition, he did not
appear to have any true physical, mental or legal disability that was likely to impair his
future. At that time, the second prong of the Brunner test was not met. The court, however,
allowed a four-year deferral with an opportunity to have the case revisited rather than rule
against the debtor.
In In reMarks, 301 B.R. 563 (Bankr. N.D. Cal. 2003), the debtor had a history of
mental illness, alcoholism and drug abuse. The bankruptcy court did not believe that the
debtor had a probability of success, but did not want to say so because at the time of trial,
debtor was on an upswing and the court did not wish to harm him. The district court
remanded the case for a determination of whether a partial discharge of the loans would be
appropriate. By the time of remand, the debtor's situation had declined, and it was clear he
was unable to make the payments. The student loans were discharged.

III.

Support for Debtors with Mental Illness - EDNC Program

In recognition that mental illness frequently is a factor in bankruptcy cases, the
bankruptcy court for the Eastern District of North Carolina and the North Carolina Society
for Clinical Social Work developed the district's "Mental Health Project," which has two
major components: education and evaluation.
The education component seeks to inform lawyers and their clients about the
symptoms of mental illnesses and resources for treatment and assistance. The project
committee created a brochure that is distributed through lawyers' offices, at debtor
education classes, and at § 341 meetings. The committee also participates in seminars for
lawyers, discussing both mental health issues and resources and explaining the many facets
of the Mental Health Project. The committee also created a seminar for mental health
professionals, explaining the court system and the need for expert testimony, with the goal
of making the professionals comfortable with the idea of testifying in court proceedings.
The second component of the project involves a panel of mental health professionals
who have agreed to provide pro bono or low cost evaluations to debtors whose mental health
is an issue in their bankruptcy proceeding. These professionals will act as witnesses for the
court, rather than as an expert for the debtor, and will provide an evaluation of the debtor's
mental state, his or her ability to maintain employment, the debtor's ability to make financial
17
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decisions, and other information that may be relevant to the case. The committee drafted a
form application, available on the court's website, that a debtor may submit to the court for
referral to the panel. The professional will then provide testimony by way of affidavit, an incourt appearance, or by telephone or videoconference, depending on the circumstances of
the case. The court will make efforts to accommodate the professional's schedule to
facilitate cooperation between the professions. The panel also offers informal consultations
with counsel, as well.
A copy of an informational brochure, the application, and a proposed order all are on
the bankruptcy court' s website at www.nceb.uscourts.gov, under the "Mental Health
Project" tab, which is prominently located on the court's internet home page.
In addition to the problem of the cost of employing a mental health professional,
there are also other difficulties that arise when a mental health professional testifies. Mental
health experts are often reluctant to get involved with legal proceedings; they are intimidated
by courts, reluctant to disrupt their schedules, and are often unwilling to compromise the
confidential relationship they have established with their patients. Therapists are also
concerned that their relationship with their patients will be compromised if they testify in
court. This is particularly true in situations where the therapist has worked hard to establish
a relationship of trust with a patient who does not trust easily. This is less of a concern if the
mental health expert is someone other than the debtor's psychotherapist. Lawyers and judges
in cases involving mental illness defenses should be sensitive to these problems.
IV.

When the Debtor's Behavior Affects the Proceedings

There are any number of ways that a debtor' s mental state may affect proceedings in
a bankruptcy case. For example, a debtor may be too anxious to attend a meeting of
creditors or a hearing. In that situation, the court may allow the debtor to have a trusted
friend sit with the debtor during the hearing. The court might also allow the debtor's
testimony to be given by deposition, by proffer subject to cross examination, or by
telephone.
Sometimes a party' s mental illness affects or disrupts the court proceedings. In cases
involving disruptive litigants, courts have used their contempt powers to bar parties from the
courthouse, as in In re North Jersey Trading Coro., 177 B.R. 814 (Bankr. D.N.J. 1995),
appeal denied, 66 F.3d 312 (3rd Cir. 1995). In that case, a shareholder was held in contempt
and barred from the courthouse, but permitted to attend a hearing by telephone. Courts also
have sanctioned litigants for frivolous pleadings and appeals. In In re KTMA Acquisition
Corp., 153 B.R. 238 (Bankr. D. Minn. 1993), sanctions of$10,000 were imposed for prose
litigant' s numerous pleadings containing irrelevant, unsubstantiated, and sensational factual
and legal allegations. In In re Arleaux, 229 B.R. 182 (8th Cir. BAP 1999), a litigant was
sanctioned $100 for a frivolous appeal.
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A court may also enjoin further filings. In In re Martin-Trigona, 737 F.2d 1254 (2nd
Cir. 1984), the appellate court affirmed an injunction prohibiting the filing of abusive
litigation, and in Robinson v. Jones (In re Robinson), 152 B.R. 743 (Bankr. E.D. Ark. 1993),
the clerk of court was directed to refuse adversary complaints submitted by a debtor with a
history of abusing the bankruptcy system.
In In re Taub, 2010 WL 1443889 (Bankr. E.D.N.Y. 2010) a trustee was appointed in
a chapter 11 case where the debtor in possession was unable to work with retained
professionals and the case was marked by "conflict, acrimony, and animosity."
Paranoid pro se debtors also present problems, especially for the clerk's office.
These individuals are best dealt with by one designated person to eliminate conflicting
stories and to reduce accusations of conspiracy. It is also a form of damage control, as those
with severe paranoia are often abusive and tend to accuse those they come in contact with of
improper conduct. Courts may be tempted to allow paranoid pro se litigants to appear by
telephone, but that is not a good idea because these individuals are so suspicious of everyone
that if they cannot see what is happening, they often conclude that their rights are being
violated.
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Mental Health Resources
Eastern District of North Carolina Bankruptcy Court

http:ljwww.nceb.uscourts.gov/mental-health-project
The U.S. Bankruptcy Court for the Eastern District of North Carolina has developed a bankruptcy
and mental health program consisting of two major components: education and evaluation. The
education component seeks to educate legal professionals, their clients, and mental health
professionals about the role of mental health in bankruptcy proceedings. The evaluation
component seeks to make mental health evaluations more accessible to debtors whose mental
health is an issue in their bankruptcy proceeding.

Selected Articles on Finance and Mental Health

http:ljheinonline.org/HOL/Page?handle=hein.journals/lpsyr33&div=12&g sent=l&collection=journals
Katheryn Hancock examines current statutes regarding the discharge of student loans through
the lens of mental health issues. Hancock analyzes the problems facing both the debtors and the
judges involved in cases where mental health issues must be taken into consideration.
http :/!www~forbes.com/sites/amymorin/2015/07/21/studies-show-your-financial-health-cou l d-be-a

good-i nd i cato r -of-your-menta 1-h e alth/#2 b03e 38clfSa
Psychotherapist and author Amy Morin discusses the connection between mental health and
financial health, explaining that the two are highly interdependent.

General Resources on Understanding Mental Health

http://www.mentalhealthfirstaid.org/cs/
Mental Health First Aid is an 8-hour course that gives people the skills to help someone who is
developing a mental health problem or experiencing a mental health crisis. The evidence behind
the program demonstrates that it does build mental health literacy, helping the public identify,
understand, and respond to signs of mental illness.
https://www.nami.org/Learn-More/Mentai-Health-Conditions
The National Alliance on Mental Illness has compiled a comprehensive list of materials about
every kind of mental health condition. The list includes a descriptio n of each condition, its
symptoms, how it is diagnosed, how it can be treated, and resources for people struggl ing with
that particular condition.
https:Uwww.mind.org.uk/media/619080/understanding-mental-hea lth-problems-2014.pdf
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An easy-to-read pamphlet on understanding mental health problems published by Mind, a
mental health charity based in the UK.
https://csgjusticecenter.org/wp-content/uploads/2013/04/Judges-Guide-to-Mental-lllnesses-in-theCourtroom .pdf
A reference sheet designed to help judges identify potential instances of mental illness in the
defendants that come before them in court. Created by the Council of State Governments
Justice Center.
https://csgjusticecenter.org/wp-content/uploads/2016/03/JC MH-Consensus-Statements.pdf
The Council of State Governments Justice Center and the American Psychiatric Association
Foundation, in partnership with the National Judicial College, convened a national expert panel
of leading researchers, judges, and forensic psychiatrists to consider the current state ofthe
research on the assessment of the risk of violence, failure to appear in court, and recidivism for
people with serious mental illnesses. Judicial advisors responded to the presentations from
these experts and provided input on key judicial considerations about this issue. A link to several
consensus statements agreed upon by this expert panel.
http://www.apa.org/helpcenter/emotional-crisis.aspx
An article published by the American Psychological Association about how to help someone who
is having a mental health crisis.
http://www.apa.org/helpcenter/assessment.aspx
An article published by the American Psychological Association about mental health evaluations:
what they are for, what they entail, and their potential limitations.
http://psychcentral.com/lib/spending-sprees-in-bipolar-disorder/
A brief overview of bipolar disorder, focusing mainly on the financial aspect of an affected
individual's decision making process.
http://psychcentral.com/lib/an-introduction-to-depression/
An introduction to depression including types of depression, causes, symptoms, and evaluation
processes.
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My Invitation To You To Promote The Discussion Of Self-Care For
Our Client Representatives and Our Colleagues In The Restructuring
Community

I am 60 years old. I have been practicing law for over 32 years. In the
course of my legal career, I have been directly and personally involved in
cases in which the principals of 6 businesses have conunitted suicide. I write
this article in June of 2016; the last was just 3 weeks ago.
My Practice

My practice is generally a middle market practice, and our business
reorganization team at Berger Singerman often represents financially
distressed companies. We also represent fiduciaries, including trustees and
conunittees, as well as creditors.
Closely Held Businesses As "Children"

I have observed that owners of middle market companies are very
frequently closely ego connected to their businesses. If their businesses are
doing well, they reflect a strong and positive self-image. I have also
observed that owners and managers of closely held businesses view their
businesses as their children. Their connection to their businesses is more
familial in nature than commercial. When their businesses are financial! y
distressed, they present as if they have an ill child. And g-d forbid, when
their businesses fail, they feel as if they have lost a child. In addition, these
businesses are often the source of financial support for their owners and their
immediate families and very often extended family members too. During
good times, these owners and managers are proud that their
children/businesses are able to support generous and sometimes extravagant
lifestyles for their spouses and partners and children and others.
In my experience, all too often when closely held businesses fail, the
owners and managers experience thoughts and feelings of failure too. These
owners and managers are not used to failing. And very often, they are not
accustomed to openly sharing their fears and anxiety about the prospect of
their businesses failing and how they feel in the face of business failure. And
very often, they are not accustomed to asking for help in their personal lives,
1
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and overwhelmingly they wait way too long to ask for or accept help with
their financially distressed businesses.
My Study and Practice Of Mindfulness; Enhanced Performance and
Observation Skills

Several years ago, I was fortunate enough to be introduced to the
study and practice of mindfulness by District Court Judge Alan Gold in the
Southern District of Florida. I am blessed that Judge Gold has become a
friend. My exploration of the study and practice of mindfulness has been
enriched by my friends Chade-Meng Tan, Professor Scott L. Rogers, the
founder of the Mindfulness and Law program at the University of Miami
School of Law, and Professor Amishi Jha, Associate Professor of
Psychology and Director of the Contemplative Neuroscience, Mindfulness
Research & Practice Initiative at the University of Miami.
My study and practice of mindfulness has enriched my professional
and personal life immeasurably. And my study and practice of mindfulness
has materially enhanced my professional performance and my personal
relationships as well. My study and practice of mindfulness has enhanced
my observation skills: I am a better listener and observer of myself, my
counter-parties (including clients) and the environment around me. I think
too that my study and practice of mindfulness has inspired me to embark
upon a new approach to dealing with the owners and managers of our firm's
financially distressed business clients.
I find in matters in which my colleagues and I are involved in "beauty
pageants" or extensive interviews by clients in advance of being retained,
what our clients are looking for is a lead lawyer or team of lawyers with
relevant substantive knowledge, expertise, experience and lawyers operating
at peak performance.
My Study and Practice of Mindfulness Helps Enhances My
Performance and Maximizes the Prospects of Peak Performance. Using
The Client's Legitimate Interest In The Peak Performance Of Its
Advisors As A Platform For A Direct Discussion Of Client
Representative Self-Care
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That search for peak performance, which is perfectly fair from the
client's perspective, has opened the door for me to engage in direct
discussions with our client representatives.
Starting about 2 years ago, I began the practice of engaging our client
representatives in a discussion about stress and self-care and getting help
early on in our involvement in the matter-and often at the first meeting.
After gathering intake information and inquiring, as I usually do,
about what would be the optimal outcome for the client-without regard to
any "lawyer crap" - I tell the client that work-outs are hard work (and
that's one reason they do not call them "play-outs") and that just as the client
is appropriately concerned about the peak performance of her or his advisory
team, so too is it fair for the advisors to point out that optimal outcomes for
the engagement tum in large part upon the performance and ability of
owners and management of the client to stay focused and be "all in, " i.e., to
be at their peak performance.
That allows me to raise the issue of self-care for the client
representatives. I ask about how the client representatives are coping with
the stress, and how they are taking care of themselves. I ask-very
directly-about whether the client representatives are getting exercise,
whether they are sleeping, about whether they are getting help or have
anyone to speak to about the stress and anxiety, whether it be clergy, friends,
spouse or partner or a professional. And I ask too about drug and alcohol
use. I purposely push the envelope in order to make unmistakably clear that
these are all issues that I have seen- regularly-in in my career, and to offer
to be a sounding board and to let client representatives know that they are
not unique in experiencing the stress from the restructuring process. And
mostly, I want our client representatives to feel comfortable getting help
without shame. I do this by going to where they are and catering to their
strong will to succeed and by connecting self-care to their peak performance
as a key member of the team.
Feedback From My Colleagues

I have shared my practice with colleagues within our firm and friends
at other firms. I confess that many are uncomfortable with it. I offer that by
way of disclosure. And to be sure, I am not sure whether their discomfort is
more a function of their own anxiety with the subject matter or is in fact
3
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reflective of their view that my approach is professionally or ethically or in
some other way inappropriate.
Client Feedback

I can faithfully and truthfully report that I have never once had an
adverse reaction from a client representative to my expressions of concern.
My expressions of concern have nearly always been greeted by a sense of
relief by our client representatives, and on a couple of occasions, with hugs
and tears (from male and female client representatives; and more frequently
the tears are from males).
And my expressions of concerns have not ended with the intake
meeting. By raising these concerns early on in the restructuring process, I
have found it easier to loop back to these concerns throughout the process,
and to sometimes invoke humor about the stress and remind our client
representatives of our very first conversation about the topic.
If just one of these conversations makes it more comfortable for a
client representative to share openly about the stress of the process or to get
help, it may save a life and without doubt it can and will reduce stress.
Will You Join Me In Discussing Self-Care With Client
Representatives and Colleagues?

I urge each of you in the restructuring community to add self-care and
an explicit discussion about the stress of dealing with a financially distressed
business to your client management tool box.
It is important and it is time to legitimize the discussion of self-care

for our clients in what we do.
And shame on me: what we do is stressful for the professionalslawyers and financial advisors and investment bankers and judges in the
restructuring community as well. It is time to legitimize and speak more
openly about our self-care too.
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Included in the materials is an article I wrote for a special issue of The
Florida Bar Journal on Mindfulness. I would welcome tli'e opportunity to
visit with you about this subject. Please call or write if you wish to do so.
My contact information is below.
Paul Steven Singerman
Berger Singerman, LLP
1450 Brickell Avenue
Suite 1900
Miami, FL 33131
305 714 4343
singerman@ bergersingerman.com

5
PAGE 347

31

Courtesy of the Florida Bar Journal

Mindfulness: Attorney Perspectives
The Return on Investment from
My Study and Practice of Mindfulness

I I

I

by Paul Steven Singerman, Berger Singerman LLP
was on a gurney in the hospital having been prepared
for a major surgery. The surgeon, whom I had met only
briefly before the procedure, greeted me and told me
that I should feel completely comfortable because she was
53 percent present and feeling ready to perform my surgery.
On another day, after nearly a year of pretrial motion
practice and discovery in a ''bet-the-company" case, my trial
judge took the bench and announced that he was prepared
to proceed with opening statements and the trial, and that
he wished both sides to know that he had read 53 percent
of our respective submissions and was prepared to proceed.
Thankfully, neither of the incidents described above
occurred. But they could have. An often"cited Harvard
University study from 2010 confirms that most of us
are "off task," i.e., not focused on what we are doing or
supposed to be doing in the present moment about 46.7
percent of the time. This data is very impactful to me.
Perhaps one ofthe most valuable benefits from the study
and practice of mindfulness that I have enjoyed is developing a greater awareness of when I am off task. I have
found it immensely useful - and sometimes absolutely
frightening- to be aware of when I am regretting the
past or worrying about the future. Only with the enhanced
awareness of when I am not in the present can I make an
effort to return to the present - the only place I can make
a difference and the place that contains all the data free for the observation of it - that allows me to be more
knowledgeable and powerful in advancing my mission.
To be sure, while the mission may be my professional life
and client service, it is equally as effective in my personal
life and in my personal relationships. How many of our
friends, family members, spouses, and partners wouldn't
appreciate our being more present and observant in our
interactions and conversations with them.
For the "tough guy" and "tough gal" lawyers reading
this who may reject the notion of studying and practicing mindfulness for fear that it is inconsistent with the
"tough" image, try this: Many people, myself included, believe that knowledge is power. Knowledge is derived from
data. I know that I am better at observing and collecting
data when I am focused on the present. I believe that we
lawyers can perform better in all of our endeavors - both
personal and professional- if we collect and process data
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with a greater sense of awareness, and I believe that the
study and practice of mindfulness allows me to do that.
I would want my surgeon or the judge presiding over my
client's bet-the-c:ompany case to be completely present and
focused on my cause, getting 100 percent of the available
data - not 53 percent.
For those who remain skeptical about the performanceenhancing benefits of the study and practice of mindfulness, take just a few minutes to investigate the number
of Fortune 100 companies in multiple sectors, including
Aetna and Nike, which offer mindfulness training. Various
branches of the U.S. military offer mindfulness training
as well. So, too, does the Seattle Seahawks; NFL players
are rarely accused of being "soft." These companies and
organizations are not offering mindfulness training to
be nice; they are doing it to enhance the performance of
their employees, soldiers, and players. They are doing it
to enhance the return they are making on their investment of financial or human resources in their respective
organizations.
In my few years of studying and practicing mindfulness,
I have averted innumerable problems in my personal and
professional life by increasing my awareness of data in
the form of my own personal thoughts and feelings in
the moment, data regarding my counter-party(ies) in an
interaction, and data regatding the environment in which
I find myself.
The study and practice of mindfulness has changed
my life profoundly and for the better. I am grateful to my
friends, former federal district court Judge Alan Gold and
Professor Scott Rogers, for introducing me to the study
and practice of mindfulness and to other thinkers and
writers on mindfulness.
If I have succeeded in piquing your interest - even a
little - then please invest the time to read this extraordinary edition of The Florida Bar Journal. I promise the
return on that investment will be high. Then keep reading
and start your own mindfulness practice. It will take work,
and it truly will enhance your personal and professional
performance.
To be sure, I have a very long way to go. The study and
practice of mindfulness has made it easier for me to be
aware of that, tool
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Courtesy of the Florida Bar Journal
I :find that mindfulness helps keep in check what James
McElhaney memorably calls our "inner Mongo," responding
quickly and emotionally to a stressful situation. Mindfulness
helps us to feel the emotion, but take a moment longer before
reacting. One instance I recall is reviewing a project from an
associate that fell short of what I expected and thought him
capable of producing. Rather than immediately engage in a
critical analysis of exactly what was wrong with the work which would have been "correct" but probably unhelpful to
his confidence and ability to truly hear what I was saying- I
brought awareness to the breath. Doing so, I became more
aware of my emotions (foar... ofnot being in control, oflosing
the motion), evaluated the reality of the situation, and had a
more productive conversation where I did more listening and
less f;alking.This is one example; there are plenty where I did it
the otherway (unfurtunately), but I find practicing mindfulness
helps bring about the more constructive and helpful response.

-Harley Tropin, Kozyak Tropin Throckmorton LLP
I teach from a mindful perspective and draw upon my own
life experiences to enliven a theme around which a classroom
discussion will revolve. One morning, as I was pondering the
idea of awareness, and how to depict it in a lecture, I had the
following experience: A spider had spun a single thread across
my doorway at the height ofmy forehead. I became entangled
and broke the thread. The next day, I used the same door, at
the same time, and encountered another single thread at the
same height. I broke the thread.This went on for four days! On
the fifth day, I opened the door at the usual time, and I looked
up at the single thread of a spider web about an inch above my
head. Now I had something to talk about. This story comes as
a way to remind me of a vision of mindfulness as a way oflife
through heightened awareness, and that all is connected.

-George Knox, Meditator
I have found mindfulness to be especially helpful when
talking to clients, be it an interview in my office or in the
courtroom, so that I am able to truly listen to what the client
has to say. There can be so many things going on, and so many
thoughts in my mind, that I find myself struggling to be in the
moment. This is when taking a few deep breaths has proved
invaluable. Even after only taking a few breaths - aware of
the sensations of breathing - I find myself becoming more
present and attentive. This practice has also been helpful
when in trial, especially duringjury selection and prior to cross
examination, two areas when keen observation and listening
skills are crucial.

-Robert Cappel, Miami-Dade Public Defender's Office
I was asked to step in at the 11th hour on a matter that
had been ongoing for years to assist in preparing responses
to numerous objections to discovery. Needless to say theresponses were due in short order. The day before the responses
were to be filed, I was working on a holiday; I had been in the
office very early and was very focused, working feverishly, and
was very stressed. My daughter called me-to chat but I was
conflicted as I really needed to complete the task at hand.
My daughter sensed my tension and said, "Mom, you need to
check your snow globe!" That caused me to pause, smile, catch

my breath (which I desperately needed), refocus, and move
on. You see, I had shared with my daughter something Scott
Rogers had shared with my firm when he first introduced
mindfulness to us, which was when our minds are cluttered
and stressed, it is as if you had shaken a snow globe. When
a snow globe is shaken, you cannot see through it. You have
to wait until the snow settles in or der to see clearly. With
mindfulness, we can calm our snow globes so that we can see
clearly and be more effective lawyers (and people). To this day,
I keep a snow globe on my desk as a reminder of that day in
particular, and in general to remember to "check my snow
globe" periodically.

-Debi Galler, Berger Singerman LLP
I was representing a client in a rather litigious matter and
out ofnowhere, an opening to settle the case emerged, and we
scheduled a mediation. I remember feeling uncomfortable in
my skin and anxious the first time I met opposing counsel,
whom I believe was driving a lot ofthe wmecessary litigation
and defensive positions. illtimately, the deal fell through. The
next day, I received an accusatory letter founded on untruths
accompanied by a motion for sanctions. To complicate matters, we were in front of a judge who tended not to side with
plaintiff's attorneys. Needless to say, I was genuinely scared
of the potential sanctions and felt it necessary to consult
with an ethics attorney. I cancelled all of my plans and spent
many late nights and weekends at the office. This case even
entered my dreams - a first for me. The only thing I didn't
give up during this period, however, was regular meditation
and yoga practice. Though the situation and subject matter
often felt constrictive, I was able to frequently remember my
breath and hold onto the bigger picture. During depositions,
I would often close my eyes and take a conscious breath as I
thought of my next question or where I wanted to head next.
·T his intentional slowing down helped me remain present and
as much in control ofthe situation as I could be. Overall, the
practice served as a healthy balance to the discomforting parts
of the case and also helped me remain grounded and not got
lost in the exhilarating parts of the case. The matter turned
out very well for my client and I am grateful for mindfulness
practice for helping me not get lost during this intense period.

-Douglas Chermak, Lozeau Drury, LLP, (Oakland, CA)
One afternoon, I was scheduled to present a seminar and
confronted numerous obstacles. I struggled through horrendous
traffic only to learn that the coordinator had provided an incorrect address. When I finally arrived, theAV equipment was not
working and some ofmy co-presenters were not prepared. Feelings ofanger and thoughts ofimpending disaster were quickly
penetrating my being. Fortunately, my mindfulness practice
caused me to be aware ofthese thoughts and feelings (and my
rising heart rate), so I elected to usc mindfulness to push my
"reset button."! walked out ofthe room, found a window, looked
out at the sky and trees with a soft focus, paused, closed my
eyes, and focused on my breath for a few minutes. After these
few moments, I regained a calm perspective on the situation
and was able to return to the presentation room and respond
with positive energy and productive suggestions.

-Jan Jacobowitz, University of Miami School of Law
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Throughout the workday, there
are moments when I am waiting for
something. Waiting for the computer
to start, waiting for a document or
email to open, on hold on the phone,
waiting for the elevator. Rather than
get frustrated or annoyed, which
I used to do, I now use it as an op·
portunity to practice a mindfulness
exercise known as "STOP." Stop.
Take a Breath (or two or 10). Observe.
Proceed. I turn what was otherwise
an annoying moment into one that is
very refreshing. It allows me to check
in with myself, dispel any stress or
anxiety, take a mini vacation, then
get back to work.
- Debi Galler

awareness of your body as a whole,
letting go of any sensations of physical and mental tension while taking
a few, deep breaths.
-Judge Susan Miles

'Throughout the workday,
there are moments
when I am waiting for
something. Rather than
get frustrated or annoyed,
which I used to do, I now
use it as an opportunity
to practice a mindfulness
exercise known as

Sometimes when the phone rings or
I am about to make a call, I put my
hand on it and pause for a moment
(one ring's worth will do) and notice
the experience of mindful presence.
Then I pick up the phone and proceed.
-J. Patton Hyman
I have found it helpful to pause and
sense my breath, body, and the activity of my mind between tasks. Doing
so contributes to deliberate and clear
thought, the efficient structuring of
work projects and time management,
lower levels of stress, and overall
satisfaction during the day. The
pause helps me remember during
overwhelming times that I am doing
my very best (which, of course, is all
that I can do), and during times of
tedium or elation that "this too shall
pass." I h ave also found that this
pause helps me be less reactive to
another's hostility.
-Chelsea Gaberdiel
Before entering any situation you
anticipate to be stressful, like a difficult hearing or a telephone call with
a contentious adversary, pause for a
moment, feeling your feet making
contact with the ftoor and coming into

'STOP. 'Stop. Take a
Breath (or two or 10).
Observe. Proceed. "
Every day for 20 minutes I practice
mindfulness in my office, usually by
listening to a guided recording. I have
done this for many years a nd find the
following to be helpful: 1) Pick a time
each day; 2) make it a habit; 3) let
people know - they will be sympathetic; 4) close your door; and 5) just
do it. Not perfectly; just regularly.
- Harley Tropin
For 10 or 15 minutes twice a day I
sit peacefully: I relax and think about
nothing or as little as possible.
-Justice Stephen Breyer
CNN interview with Amanda Enayati,
"Seeking Serenity: When Lawyers Go
Zen," May 11,2011
Since consistency is key, I have
found the greatest success in waking
up a little earlier than normal and
meditating in the morning, before

the caffeine, emails, phone calls,
deadlines, and deliverables render
meditating unlikely or impossible.
-Tony Recio
"Listen to your breath" is a mantra frequently repeated by my yoga
teacher. For me, that act oflistening
to my breath is one of my most centering acts. We have many ways to
make this personal connection with
our breath. For me, I am committed
to daily walking. During my daily
walks, I enjoy the sounds of nature
around me. Sometimes I walk with
close friends, and sometimes I walk
alone. I never ever listen to music
when I walk. I love music, but during my walks I prefer to hear my
breath, and also my thoughts, and
take the opportunity to use the time
to reflect on dreams and goals, as
well as personal challenges. The
movement of walking stimulates
the breath, as well a s the occasion for me to listen deeply to that
breath . Whether you walk, or engage in another form of daily practice, keep listening to that breath.
Observing and remaining aware of
your breath enhances every moment in life and awakens us, as
Mary Oliver so eloquently notes, to
"the unexpected joy of being alive."
-Dean Janet Stearns
I find it helpful to create white space
on my calendar; space in between
appointments, depositions, and court
appearances when there is nothing
scheduled. Even just 15 or 20 minutes
ofwhite space makes a huge difference
in my day: That way I'm not running
flat out; and when things run over,
I'm less stressed. Those white spaces
- small oases- give me time to slow
down, think, reftect ... and just breathe.
- Walt Hampton
I try to practice amazement at the
commonplace. When I am amazed

(text continues on page 30)
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that clean water flows out of my tap
with the gentle twist of a nozzle,
doing the dishes is much more enjoyable.
-Christina Sava
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Prior to any calendar in which I
have to meet with two other judges to
tentatively resolve five to 12 appeals
and hear oral arguments, I leave my
house very early and stop to sit and
meditate over tea or coffee at a quiet
vegan restaurant. This helps me to
relieve the stress of the calendar and
to center my thoughts. Also, during
exhausting days, I will close my door,
ask my staff not to interrupt, and I
sit for 15-20 minutes, focusing on my
breath.
-Judge Donn Kessler
I try to bring mindfulness to the
walking I do during the day. I have
a tendency to walk fast and mindlessly, usually thinking about the
next thing I have to do. So when I
am walking, I try to just walk - no
emails, calls, or texts on my cellphone. I try to feel my feet on the
floor and perhaps say hello or smile
to people walking by. This helps me
to slow down and bring more mindfulness into the flow of my day.
-Alice Lash
Often I will look up from my desk
or look around while I'm walking or
driving, get someone in my line of
sight, and say, silently, to myself, "I
wish you well," or "have a really nice
day." Just thinking about someone
else and wishing them well relieves
stress. It fosters a positive state of
mind that helps me turn back to the
task at hand (thinking or planning)
with open-mindedness and greater
care for the other people involved.
-Judi Cohen

.:
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When I find myself starting to experience stress, I stop, take a breath,
and try to look at the situation
objectively, getting the sense I am
observing it from the outside. This
is crucial to my getting out of the
reactive mode. Having engaged with
stressful situations in this way over
many years, it is much easier now to
step back and get this perspective,

and respond (rather than react) to
challenging situations. I am grateful every day for the benefits of my
mindfulness practice and in particular for the space and calm it brings
to my life.
-Judge Colleen Brown

"I was mortified when
I started my journey of
the study and practice
of mindfulness by how
often I interrupted others:
I have worked hard to
reduce my interruption
rate. One tip that I use
and recommend is to keep
track ofhow long I can
go without interrupting. ,
I find that body awareness and
physical movement can break the
daily rut and bring a fresh perspective
on life. The movement can be vigorous, like jumping, or subtle, like deep
breathing. Sometimes, during the day,
when I am getting tired or feel stuck,
I move my body for a few minutes and
inevitably feel energized, more alert,
and even happier.
-Professor William Blatt
When I want to practice mindfulness during the day, I make sure to
do a sitting before lunch because I
know that I will feel the benefits for
the rest of the day. One can always
find a couple of minutes.
-Jonathan Erbstein
Mindfulness helps me to listen
carefully to others and to listen to
my own body. Many of those who
appear before me appear without
a lawyer. People in court without
a lawyer tend to be very emotional and may not present their
arguments in a coherent or logical
way. In addition to outbursts, many

self-represented repeat themselves
over and over, even if I have already ruled . Practicing mindfulness gives me the ability to listen
carefully through the emotions to
try to understand the underlying
argument and also helps me measure my response when I become
frustrated - breathing, listening,
and consciously controlling my
voice and reaction. This helps me
avoid escalating a tense situation,
which is good for the nonlawyer, for
me, and for others in court.
-Judge Laurel Isicoff
I was mortified when I started my
journey of the study and practice of
mindfulness by how often I interrupted others. I have worked hard
to reduce my interruption rate by
staying more present in my communications with others. One tip
that I use and recommend is to keep
track of how long I can go without
interrupting. I suggest that if you
are like me, it will be harder than
you might think. In addition to being more courteous and less rude, I
have gathered more and better data
about myself, my counter-party, and
the environment around me by listening and observing more intently
and interrupting less.
-Paul Steuen Singerman
When I find myself in a situation where I feel irritated by someone's actions, I notice my thoughts
and emotions, pause, and internally
encourage myself to find compassion
for that person and where he or she
may be coming from ... and sometimes
that person is myself. By consciously
infusing compassion into moments
when I'd least expect to feel it, I diffuse my irritation and more thoughtfully, calmly, and productively address
situations.
- Marla S. Grant
I like to take five deep, slow breaths
before I begin an assignment. It is a
brief exercise that I can practice multiple times a day for every assignment.
These breaths do not take up much
time, and they help focus my thoughts
on the task at hand.
-Greg Accarino

)
)

'·

30

THE FLORIDA BAR JOURNAUAPRIL 2016

PAGE 351

35

l
I;

,.
.I

Educational Materials
Thursday, October 27, 2016 | 11:45 AM – 12:45 PM
Presented by:

THE MODERN MORTGAGE

San Francisco
PAGE 352

The Modern Mortgage
National Conference of Bankruptcy Judges
90th Annual Meeting
San Francisco, CA
October 27, 2016
11:45 am – 12:45 pm
Speakers
Pete Carroll, Quicken Loans
Dana Dillard, Nationstar Mortgage
Tara Twomey, National Consumer Law Center

Materials
1. Mortgage Origination Charts ..........................................................................................3
2. Dodd-Frank Substantive Limitations on Mortgage Lending ..........................................5
3. TRID ...............................................................................................................................7
4. Foreclosures and Bankruptcy Chart ................................................................................8
5. Summary of CFPB Servicing Rules ...............................................................................9
6. Termination of Making Homes Affordable Program (including HAMP) .....................13

PAGE 353

  

#& $
!    

*+))

*)))

1))

/))

-))

+))

)

PAGE 354

3

 i $   #   
   ! 

1)5

0)5

/)5

.)5

-)5

,)5

+)5


 

*)5

)5

PAGE 355

4

Dodd-Frank Substantive Limitations
On Mortgage Lending
The Truth in Lending Act (TILA) is designed to provide consumers with accurate
information about loan transactions in order to facilitate informed use of credit. TILA
requires a creditor to disclose certain important information about the credit terms to the
consumer in writing prior to consummation of a credit transaction. More recently TILA
has been amended to include a variety of substantive protections that seek to protect
mortgage loan borrowers from abusive lending. As part of the sweeping changes in the
Dodd-Frank Wall Street Reform and Consumer Protection Act, Congress amended TILA
to include a variety of substantive provisions related to mortgage lending.1 These
protections, which are described briefly below, generally apply to “residential mortgage
loans” which are closed-end mortgages secured by a dwelling (but not necessarily a
principal dwelling).

Ability to Repay (ATR) and Qualified Mortgages (QM)
Creditors making closed-end home-secured credit must make a reasonable and good faith
determination at or before consummation that the consumer will have a reasonable
ability-to-repay the loan according to its terms. That determination must be based on
verified income, assets, and debts, including any simultaneous mortgages the creditor
knows or has reason to know will be made. A major feature of the ability-to-pay
requirement is the establishment of a category of safer loans known as “qualified
mortgages.” Qualified mortgages must meet a list of requirements regarding loan terms
1

Pub. L. No. 11-203, 124 Stat. 1376 (July 21, 2010).
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and underwriting practices, including specified debt-to-income ratios.

Originator Compensation and Steering
Limitations on mortgage originator compensation and steering. In general, TILA
prohibits steering consumers to a loan based on the fact that the loan originator will
receive greater compensation for that transaction. TILA also limits dual compensation
and compensation based on the terms of the mortgage, other than the amount of the credit
extended.

Single Premium Credit Insurance
Single premium credit insurance and debt cancellation agreements. The Dodd-Frank Act
bans creditors from financing, directly or indirectly, credit insurance and debt
cancellation agreements, with an exception for certain unemployment insurance.

Prepayment Penalties
Prepayment penalties. The Dodd-Frank Act prohibits prepayment penalties for residential
mortgage loans that are not “qualified mortgages,” have adjustable rates, or are higherpriced mortgages. Where prepayment penalties are permitted, they are limited in dollar
and time.

Negative Amortization
The Dodd-Frank Act establishes disclosure and counseling requirements for loans that
involve negative amortization.

Arbitration
Forced arbitration and similar procedures in connection with residential mortgage loans
and open-end consumer credit plans secured by the consumer’s principal dwelling are
restricted under the Dodd-Frank Act.

6 357
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TRID
The TILA/RESPA Integrated Disclosure Rule consolidates four previous disclosures
required under the Truth In Lending Act (TILA) and the Real Estate Settlement
Procedures Act (RESPA) for most closed end consumer credit transactions secured by
real estate2 into two forms: the Loan Estimate and the Closing Disclosure.

The Loan Estimate replaces the Initial TILA Disclosure and RESPA Good Faith Estimate.
It includes information related to the applicant, property, loan terms, projected payments,
estimated closing costs, and estimated cash to close. Loan Estimate figures must be made
in good faith and consistent with the best information reasonably available to the creditor
at the time of disclosure. Some charges disclosed on the Loan Estimate may not increase
at closing, while other charges are subject to certain tolerance limitations.

The Closing Disclosure replaces the Final TILA Disclosure and the RESPA HUD-1
Settlement Statement. The Closing Disclosure contains much of the same information as
the Loan Estimate, but in final form. The consumer must receive the Closing Disclosure
three or more business days prior to the loan closing.

2

The rule does not apply to reverse mortgages, home equity lines of credit (HELOCs),
chattel dwelling loans, loans made by a person who makes five or fewer mortgages in a
year, and certain subordinate liens.
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Summary of CFPB Servicing Rules
In 2013, the CFPB issued new mortgage servicing rules under these statutes affecting a
wide variety of servicer duties.3 Below is a brief summary of the new provisions as of
the summer of 2016. Revised servicing rules are expected in the fall of 2016.

Periodic mortgage statements
Mortgage servicers, except for servicers of subprime mortgage loans, have typically
provided consumers with either monthly statements or preprinted coupon books
containing payment information. However, federal law has never required such
statements or regulated their content. Even when servicers do provide monthly
statements, they often stop providing them when the borrower is in default or in a
bankruptcy proceeding, times when the information is potentially most needed. An
amendment to the Truth in Lending Act and related regulations change this by requiring
that periodic statements be sent to borrowers on most residential mortgage loans.

Prompt crediting of payments
Mortgage servicers are typically responsible for collecting and processing mortgage
payments from borrowers. Complaints about slow payment processing led the Federal
Reserve Board in 2008 to promulgate a rule that requires mortgage servicers to credit
payments to consumers’ accounts as of the date of receipt. The Dodd-Frank Act
essentially codified the FRB rule, and the CFPB final regulation implements this
provision of the Act. There is no bankruptcy exception to this rule.
3

78 Federal Register 10902 (Feb. 14, 2013)(TILA) and 78 Federal Register 10696 (Feb.
14, 2013)(RESPA).
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Payoff statements
The Dodd-Frank Act amended TILA to require that accurate payoff statements be
provided to consumers. For any loan secured by the consumer’s dwelling, the creditor,
assignee or servicer must provide an accurate statement of the total outstanding balance
required to pay the obligation in full if a request is made in writing by the consumer or
someone acting on behalf of the consumer.

Payment change notices
Many of the borrowers caught up in the foreclosure crisis had adjustable rate mortgages
(ARM). Often these loans included initial “teaser” interest rates set lower than market
rates, and elaborate and incomprehensible payment option terms. The Dodd-Frank Act
sought to address a variety of problems related to these loans, including consumers’
misapprehension of the risks associated with the payment change features of these loans.
The Act amended TILA to require that notice be provided six months before the initial
rate reset on a hybrid, closed-end ARM, and gave the CFPB authority to adopt further
disclosures for other ARM products.

Force-placed insurance
The Dodd-Frank Act contained new restrictions on “force-placed insurance” (FPI). In
addition to notice requirements, servicers are prohibited from obtaining FPI, and instead
must pay the borrower’s existing insurance policy, if there is an escrow account on the
mortgage. This duty to disburse funds from the escrow account to pay the borrower’s
policy exists even if there are not sufficient funds in the account, except if the servicer
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has a reasonable basis to believe that the borrowers’ insurance is being canceled for
reasons other than nonpayment or the property is vacant.

Request for Information and Notice of Error
In 1990, Congress amended RESPA to create a mechanism for borrowers to obtain
answers from loan servicers to questions they have about their accounts and to obtain
corrections to their accounts where appropriate. When a borrower has a question or
dispute concerning an account, a written inquiry triggers certain obligations on the part of
the servicer as long as the borrower includes identifying information and a statement of
the reasons why the account is in error or clear information about the borrower’s question.
This inquiry is referred to in RESPA as a “qualified written request.” However, RESPA
regulations now refer to these written inquiries as a “request for information” and a
“notice of error.” Although there are separate procedures that apply to each of these
forms of written inquiry, both a notice of error and a request for information can be
combined in the same letter.

Early intervention and continuity of contact requirements
The early intervention regulation requires a servicer to provide a borrower by the 45th
day of delinquency a written notice containing information about available loss
mitigation options. If the borrower responds and seeks loss mitigation assistance, the
servicer is to maintain for the borrower a “continuity of contact” with the servicer.
Servicers are required to have procedures to ensure that personnel are assigned to a
delinquent borrower, and that these personnel are accessible by phone to assist the
borrower with loss mitigation options. The personnel should be able to advise the
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borrower on the status of any loss mitigation application and applicable timelines, and be
able to retrieve all written information provided by the borrower on the application and a
complete record of the borrower’s payment history. A servicer is given discretion to
determine whether to assign a single person or a team of personnel to respond to a
delinquent borrower.

Loss mitigation procedures
The CFPB rules contain a number of procedural requirements related to loss mitigation.
The CFPB was careful to note that it is not requiring mortgage creditors to offer loan
modifications or any particular loss mitigation program. Rather, the rules are designed to
compel proper access by borrowers to such programs when they exist. The requirements
apply only to a mortgage loan that is secured by a property that is the debtor’s principal
residence. In general, servicers generally must identify and provide accurate information
on all options the borrower may be eligible for, provide prompt access to documents,
identify and notify borrower of documents needed to complete an application, and
evaluate the borrower for all available loss mitigation options once a complete
application is received.
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Termination of MHA Program
The United States launched the Making Home Affordable Program in March, 2009. The
centerpiece of the program is the modification plan known as the Home Affordable
Modification Program (“HAMP”). HAMP uses incentive payments to encourage loan
servicers and owners of mortgage loans or bonds backed by mortgage loans to modify
eligible mortgages so that monthly payments of homeowners who are in default or at
imminent risk of default will be reduced to affordable and sustainable levels. Section
709(b) of the Consolidated Appropriations Act, 2016, P.L. 114-113 (Act), signed into law
on December 18, 2015, provides that the MHA Program will terminate on December 31,
2016, except with respect to certain loan modification applications made before such
date. The termination of the program does not apply to mortgage loans that are insured
or guaranteed by the Department of Veterans Affairs, GSE Loans, or those insured or
guaranteed by the Federal Housing Administration or by the Department of Agriculture’s
Rural Housing Service. It is expected that the GSEs will issue new guidance with respect
to home modifications in the near future.
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THE KEEPERS OF THE CODE:
EVOLUTION OF THE BANKRUPTCY COMMUNITY: 1926 – 2016
Karen M. Gebbia*

Note:
This paper was prepared for the 90th Annual Meeting of the National Conference of Bankruptcy
Judges, American Bankruptcy Law Journal / American Bar Association Symposium: The NCBJ
at 90, October 2016. It outlines preliminary and somewhat simplified findings on topics that will
be covered in greater depth in an article being written for the American Bankruptcy Law Journal.
Readers interested in these topics are encouraged to read the article when it appears in print. (In
this format, primary sources appear in a bibliography; footnotes are limited.)

Abstract:
At the Symposium, Professor Gebbia will examine the development and influence of the modern
bankruptcy community over the past 90 years, since the founding of the National Conference of
Bankruptcy Judges. She will identify two intersecting dynamics that have profoundly affected
the development of bankruptcy law: first, the existence, nature, and engagement of the
bankruptcy community; and second, the content of the debate. She will articulate essential
characteristics of the bankruptcy community, and describe the fundamental ways in which that
community has evolved. She will then argue that the influence of today’s bankruptcy community
depends upon its ability to collaborate in changed and challenging circumstances, and to set
consensus-building agenda. Doing so, she hypothesizes, requires recognition that the evolution
of bankruptcy law centers on three interrelated arcs: (i) bankruptcy law’s substantive balancing
of equities among creditors and debtors; (ii) the locus of control over, and essential nature of, the
system that administers bankruptcy law; and (iii) the clarity and coherence of bankruptcy law.
Professor Gebbia will apply this perspective to make specific recommendations regarding the
manner in which the bankruptcy community, including the NCBJ, may most effectively engage
in today’s ongoing debates over the future of bankruptcy law.

*

Golden Gate University School of Law, formerly University of Hawai`i School of Law; JD cum laude Georgetown
University Law Center, BA magna cum laude, Villanova University.

© 2016, Karen M. Gebbia
PAGE 367

3

I.

A Bankruptcy Community Perspective on Bankruptcy Law
The history of the law of bankruptcy should appeal equally to the sociologist,
investigating the status of the debtor class throughout the ages; to the political
economist, studying the development of trade and credit; and to the jurist, striving
to penetrate the gloom enshrouding the origin and the growth of creditors’ legal
rights and remedies.
Louis Edward Levinthal1

Professor Levinthal issued this lament in 1918, and began to fill the gap through his own
influential writings on the history of bankruptcy law.2 In the ensuing century, historians, social
scientists, economists, and legal scholars have added layers of insight into both the foundations
of bankruptcy law and the factors that have shaped its modern evolution.

Despite their differing disciplines, perspectives, and objectives, virtually all
commentators agree on both the principal milestones that mark the history of United States
bankruptcy law, and the essential framework in which substantive bankruptcy policy has
developed. First, scholars agree that federal bankruptcy law gained traction in the 19th Century
in response to recurrent economic crises, fell out of favor as financial panics subsided, gained
permanence in the early 20th Century when the Bankruptcy Act of 1898 withstood repeal efforts,
and saw its most notable evolution in the New Deal reforms of 1938, and the Bankruptcy Code
of 1978. Second, scholars agree that the essential framework of federal bankruptcy policy is
borne of a balance among the interests of creditors vis-à-vis each other, and between the interests
of creditors vis-à-vis debtors. Beyond these fundamental agreements, however, much
disagreement remains regarding both: (i) the normative objectives that underlie bankruptcy law
and policy; and (ii) the ability of modern political processes to create a fair balance among of the
interests of debtors and creditors.

1
2

Louis E. Levinthal, The Early History of Bankruptcy Law, 66 U. Pa. L. Rev. 223, 223 (1918).
Id.; Louis E. Levinthal, The Early History of English Bankruptcy, 67 U. Pa. L. Rev. 1 (1919).
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Normative disagreement concerning bankruptcy law’s proper scope and objectives has
been apparent since the earliest days of federal bankruptcy law. Advocates of a creditor-oriented
system have long viewed bankruptcy primarily as a tool for fostering distributive efficiencies and
inter-creditor equities when a common debtor becomes insolvent. They have generally viewed
the federalization of bankruptcy law as a necessary evil required to combat the difficulties of
multi-state enforcement, including the disparities (and, perhaps, biases) of state laws. In contrast,
although progressives and populists agree that bankruptcy law ought to maximize and equitably
distribute value among creditors, they add that society benefits only when the bankruptcy system
fosters a “fresh start” for business and consumer debtors as well. In recent decades, these
tensions have been most apparent in debates between law and economics scholars who advocate
a “creditors’ bargain” perspective that leaves non-bankruptcy entitlements in place to a large
degree, and progressives who advocate a “traditional” perspective that views the bankruptcy
system as a fundamental part of the social safety net, particularly with respect to consumer
debtors.

From a political process perspective, scholarly analyses of bankruptcy law range from
facially objective works that endeavor to describe how political, ideological and interest group
dynamics have shaped bankruptcy law, to overtly critical analyses that emphasize perceived
flaws in the legislative process. In recent years, critical analyses of the political processes that
shape bankruptcy law are most notably evidenced by widespread condemnation of the 2005
bankruptcy amendments as special interest legislation, purchased by the credit card industry, and
enacted by an ideologically minded Congress and president awash in the so-called Republican
Revolution. Descriptive analyses have been most notably represented, in recent years, by the
works of public choice scholars. For example, Professor David Skeel argues that creditors,
debtors, and bankruptcy professionals act as the three primary interest groups that influence
bankruptcy law; that they function within the context of ideological control of Congress marked
by rising and falling forces of populism; and that creditors generally gain the upper hand in
Republican administrations, while debtors generally gain the upper hand in Democratic
administrations.3

3

See generally David A. Skeel, Jr., Debt’s Dominion: A History of Bankruptcy Law in America (2001).
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This paper steps back from these debates to offer a broad framework for understanding
how bankruptcy law has developed in the context of complex political processes, amidst
fundamental policy differences that may never be fully resolved. This framework is designed: (i)
to foster a deeper appreciation of the role the bankruptcy community has played in resolving
conflicting perspectives throughout the historical development of bankruptcy law; and (ii) to
place in perspective the ways in which today’s bankruptcy community may most effectively
move bankruptcy law into its next era. The essential insight of this framework is that two
intersecting dynamics have profoundly affected the development of bankruptcy law over the past
ninety years. These are: first, the existence, nature, and engagement of the bankruptcy
community; and second, the content of the debate.

A. The Bankruptcy Community

1. THE BANKRUPTCY COMMUNITY: 1920S TO 1979

A vibrant and enduring bankruptcy community emerged in the 1920s and early 1930s.
“Community,” as distinct from an amalgamation of disperse groups or individuals pursuing their
own interests with respect to bankruptcy issues, arose from two developments: first, the
coalescence of sophisticated professional organizations comprising members of each of the
principal bankruptcy related constituencies; and second, deliberate collaboration among these
groups.

Prior to the emergence of a bankruptcy community, commercial and mercantile interests
had been the primary forces behind the enactment of federal bankruptcy legislation, including the
Bankruptcy Act of 1898. Efforts to achieve permanent federal bankruptcy legislation in the late
19th Century were led by the National Convention of Boards of Trade (NCBT), comprising
merchants and manufacturers who provided trade credit, which convened in 1881, and its
successor, the National Convention of Representatives of Commercial Bodies (NCRCB), which
convened in 1889. These mercantile coalitions gained permanence in 1896 with the founding of
the National Association of Credit Men (which changed its name to the National Association of
Credit Management in 1958) (NACM). Contemporaneously, in 1895, a coalition of creditors’
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lawyers founded the Commercial Law League of America (CLLA), which became deeply
engaged in advocating creditor perspectives on bankruptcy legislation.

The American Bar Association (ABA) had been founded nearly two decades earlier, in
1878. Of its seven initial committees, the standing Committee on Commercial Law was one of
only two committees devoted to substantive law. In its early years, the Committee on
Commercial Law tracked bankruptcy developments, but there is no indication that it became
deeply involved in influencing bankruptcy legislation until 1899, immediately following the
enactment of the Bankruptcy Act of 1898. Prior to the time, some felt that efforts to enhance
certainty and uniformity in commercial law, more broadly, were more pressing than efforts to
improve bankruptcy law, more narrowly. On the broader commercial law front, the ABA
Committee undertook an initiative in 1889 that ultimately led to the formation of the National
Conference of Commissioners of Uniform State Laws (NCCUSL) and Uniform Law
Commission (ULC) in 1892. (In the following decades, more widely dispersed efforts to foster
clarity, coherence, and certainty across legal disciplines culminated in the founding of the
American Law Institute (ALI) in 1923.)

The referees in bankruptcy also attempted to form their own professional organization in
the wake of the Bankruptcy Act. They were unable to achieve traction until 1926; however, a
handful of individual referees, mostly notably Paul King, of Detroit, actively engaged in efforts
to improve bankruptcy administration, including by drafting and commenting on proposed
bankruptcy legislation between 1900 and 1926.

In the two decades after the Bankruptcy Act became effective, the ABA Committee,
CLLA, NACM, referees, New York and other merchants’ and bar associations, and other
individuals and groups interested in bankruptcy engaged in near-constant skirmishes over
ubiquitous efforts to repeal or, failing that, amend the young law. The greatest threat to
permanence, as well as the greatest opportunity to create a collaborative bankruptcy community,
came in the lead-up to the 1926 amendments.
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In 1924, Chief Justice Taft established The Federal Judicial Conference on Improvement
of Bankruptcy Administration (the Circuit Bankruptcy Conference), with Circuit Judge Henry
Wade Rogers, of New York, as Chair. In this Conference, judges from various Circuit Courts of
Appeal came together with representatives of the ABA, CLLA, NACM, New York merchants’
and bar associations, and others to address perceived shortcomings in the administration of
bankruptcy cases. The ABA participated through a Special Committee on Practice in Bankruptcy
Matters (the Special Committee), chaired by Simon Fleischmann.

The Special Committee

operated from 1924 until 1926 (at which point an ABA restructuring ensured the existence of an
ongoing standing committee devoted to bankruptcy matters). The ABA (i.e., Fleishmann)
presented draft bankruptcy legislation in 1925.
Although many elements of the ABA’s draft garnered support from the primary
participants in the Circuit Bankruptcy Conference, one aspect in particular threatened to defeat
reform efforts. The New York merchants’ and bar associations, and others, favored the creation
of official receivers in large cities, and the establishment of referee salaries to replace the
existing fee-based structure. These provisions were seen as means of enhancing the dignity and
professionalism of the referees, and insulating referees from improper influences and incentives.
The NACM and CLLA, however, staunchly opposed these provisions because they would reduce
creditor control over the bankruptcy process. The ABA Special Committee recognized that it
would not be feasible to enact these provisions without NACM and CLLA support, and urged the
ABA to permit the Committee to proceed with the provisions on which all constituencies could
agree. In the Special Committee’s 1925 Annual ABA Report, Fleischmann noted:
There is danger of accomplishing nothing by attempting too much. The
possibility of having the entire Bankruptcy Law repealed, which your
committee believes would be regrettable, is not to be overlooked, as
resulting from sweeping condemnation of the existing law and the urging
of numerous drastic complicated and debatable amendments thereto.4

The controversial provisions were eliminated, and the legislation was presented to
Congress with wide support from all constituencies. As a result, the 1926 amendments effected
4

Report of the Special Committee on Practice in Bankruptcy Matters, 48 Annu. Rpt. A.B.A. 478, 480 (1925).
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important changes to the equitable balance among creditors and between creditors and debtors
(including with respect to the scope of the Bankruptcy Act, grounds for denial of discharge,
bankruptcy crimes, priorities and other matters), without making major changes to the essence of
the bankruptcy system. More importantly, perhaps, the successful enactment of the 1926
amendments demonstrated the value of collaboration toward consensus.

As the amendments were being finalized, plans were underway for the final constituency
of the bankruptcy community, the referees, to establish a permanent national organization. In
July of 1926, the National Association of Referees in Bankruptcy (NARB) held its first annual
meeting. The collaborative spirit was apparent in its agenda. The ten invited speakers comprised
the chairs of the ABA and CLLA bankruptcy committees, representatives of the NACM and the
Michigan and Detroit Bar Associations, three district court judges, one law professor, and the
author of a leading bankruptcy treatise.5

Although opponents of federal bankruptcy law would continue to seek repeal for several
more years, the 1926 amendments marked the first clear sign that federal bankruptcy law had
achieved permanence. In short order, the fledgling bankruptcy community created a forum for
ongoing collaboration toward maintenance and improvement of the federal bankruptcy system.
In the early 1930s, the ABA, NACM, CLLA and NARB came together to form the National
Bankruptcy Conference (NBC). Referee Paul King, Founding Chair of the NARB, was
considered to be the “spark plug” behind the formation of the NBC.6 This foundational structure
of the bankruptcy community, forged in the late 1920s and early 1930s, and comprising the
NACM, CLLA, ABA, NARB (which evolved into the National Conference of Bankruptcy
Judges (NCBJ)), and NBC, remained deeply engaged and relatively stable until the early 1980s.
The NBC served as a central collaboration forum, and quickly developed a reputation for
5

These were Robert A. B. Cook, Chairman, Committee on Bankruptcy, Commercial Law League; Simon
Fleischmann, Chairman, Special Committee on Bankruptcy, American Bar Association; E. Paul Phillips, National
Association of Credit Men; Henry C. Walters, Michigan State Bar Association; Fred G. Dewey, President, Detroit
Bar Association; Hon. Harry B. Anderson, United States District Judge, Memphis, Tenn., Hon. Charles C. Simons,
United States District Judge, Detroit, Michigan, Hon. Arthur J. Tuttle, United States District Judge, Detroit,
Michigan; Professor Evans Holbrook, University of Michigan; and Harold Remington, author of Remington on
Bankruptcy.
6
Referees in Bankruptcy: Hearings before the Special Subcommittee on Bankruptcy and Reorganization of the
Committee on the Judiciary, House of Representatives, 79th Cong. 60 (1945) (statement of Peter B. Olney, Chair,
National Bankruptcy Conference) [hereinafter, “Hearings”].
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presenting non-partisan, balanced initiatives. Contemporary accounts refer to the NBC as a
“voluntary organization of representatives of numerous groups with particular interest in
bankruptcy.”7

From 1926 through the 1970s, the record is replete with evidence that bankruptcy
legislation resulted not merely from consensus or agreement among these groups, but rather from
forthright collaboration and compromise that led to unified proposals that the bankruptcy
community presented to Congress, speaking primarily as one voice. For example, in hearings
concerning the 1945 amendments (which finally placed referee compensation on a salary, rather
than fee, basis), one speaker after another commented on the collaboration that led to the bill. At
one point, Representative Michner interrupted the comments of Peter B. Olney, Chairman of the
NBC, and past president of the NARB, to say:
One of the real reasons for the creation of the National Bankruptcy
Conference was this, that whenever a bill was introduced you people
would come in and split up. You could not get anywhere because no two
of you agreed. You were told that if you would get together and agree on
something you people who were primarily interested in the administration
of bankruptcy law, and then present a united front, you might end up
somewhere. That resulted in the Chandler bill and you have been
operating along that line ever since, is that not right?8

Seven years later, the 1952 legislation, which amended more than one hundred provisions
of the Bankruptcy Act, was presented with a generally unified voice, under the leadership of the
NBC, and enacted with little notice or dissent.

It was against this collaborative backdrop that Congress created the Commission on the
Bankruptcy Laws of the United States (the Commission) in 1970. The Commission’s charge was
broad and contemplated the possibility of significant change in bankruptcy law and practice, as
evidenced by the Committee’s Report, which noted:
7

Administration of the Bankruptcy Act, Report of the Attorney General’s Committee on
Bankruptcy Administration (1940).
8
Hearings, supra note 6, at 60 (comment of Rep. Michener).

© 2016, Karen M. Gebbia
PAGE 374

10

The Commission was charged with considering the basic philosophy of
bankruptcy, its causes, possible alternatives to the present system of
bankruptcy administration, the applicability of advanced management
techniques to administration of the Act, and such other matters as the
Commission should deem relevant to its assigned mission.9
Despite the potential for conflict inherent in such a broad charge, the Commission’s work
was characterized by collaboration, compromise and consensus. Its Report was virtually
unanimous, with only one member reserving consent on a proposal to elevate the status of
bankruptcy courts.10 The Commission’s transmittal letter to Congress expressly acknowledged
the Commission’s gratitude to the NCRB, NBC, NACM, ABA and AOUSC.11 Its Chair, Harold
Marsh, was a member of the NBC and a member of Council of the ABA Section on Corporation,
Banking and Business Law. The Commission’s Executive Director, Frank Kennedy, was also a
member of the NBC, and had a reputation as a thoughtful, non-partisan bankruptcy expert, as did
Charles Seligson, another member of the Commission and of the NBC, and its Deputy Director,
Gerald Smith, also a member of the NBC. The congressional members of the Commission,
Congressmen Don Edwards and Charles Wiggins, and Senators Quentin Burdick and Marlow
Cook, were members of the Judiciary Committees that would take up any bankruptcy legislation
that might be proposed. The Chief Justice appointed two District Court judges, Edward Weinfeld
and Hubert L. Will. The final Commissioner was J. Wilson Newman, chief financial officer and
former president of Dun & Bradstreet. The consultants upon whom the Commission drew for
studies included leading scholars in bankruptcy and related disciplines.

When hearings began on the draft legislation that accompanied the Report, however,
support within the bankruptcy community was not unanimous. Most notably, the bankruptcy
judges, who had not been represented directly on the Commission, submitted a competing bill
opposing the Commission’s proposal to establish a bankruptcy administrative agency situated in
the executive branch. Conflict over such a fundamental systemic concern could have thwarted
9

Report of the Commission on the Bankruptcy Laws of the United States, H.R. Doc. No. 93-137, at 1 (1973)
[hereinafter, Report].
10
Judge Weinfeld did not support the establishment of separate bankruptcy courts independent of the federal district
courts. Report, supra note 9, Pt. I, at 299-301
11
Report, supra note 9, at – (transmittal letter).

© 2016, Karen M. Gebbia
PAGE 375

11

efforts to achieve reform. Nevertheless, the framework for collaboration within the bankruptcy
community had been established, as had the realization that consensus lay at the heart of
achieving Congressional enactment of bankruptcy legislation. The NBC and NCRB reached a
compromise on the status and tenure of bankruptcy judges, and, within five years, through a long
and often complicated political process, the bankruptcy community (continuing to work through
the ABA, NBC, NCRB, CLLA, NACM and merchants’ organizations) had negotiated
compromises that all constituencies could embrace with respect to the major areas of discord.
The proposal to establish an executive branch bankruptcy administrative agency was abandoned
in favor of retaining the bankruptcy system primarily in the judicial branch, with more limited
executive branch oversight through the United States Trustee program. With that obstacle, and
other less controversial obstacles cleared, and the contentious recommendation in favor of
granting bankruptcy judges Article III status abandoned, the Bankruptcy Code, was enacted in
1978 and became effective in 1979.

2.

THE BANKRUPTCY COMMUNITY: 1980S TO 2010

The enactment of the Bankruptcy Code, effective in 1979, brought significant change to
bankruptcy law and practice. Not surprisingly, the bankruptcy community changed in its wake.
Between 1982 and 1993, at least eight new bankruptcy related professional organizations
emerged. 1982 saw the founding of the American Bankruptcy Institute (ABI); the International
Association of Restructuring, Insolvency & Bankruptcy Professionals (INSOL); the National
Association of Bankruptcy Trustees (NABT); and the National Association of Accountants in
Insolvency (NAAI), which in 1984 changed its name to the Association of Insolvency
Accountants (AIA), and in 1999 adopted its current name, the Association of Insolvency and
Restructuring Advisors (AIRA). The Turnaround Management Association (TMA) began in
1987; the American College of Bankruptcy (ACB) in 1989; the National Association of
Consumer Bankruptcy Attorneys (NACBA) in 1992; and the International Women’s Insolvency
and Restructuring Confederation (IWIRC) in 1993. The role of the SEC diminished, and the role
of the DOJ, through the Executive Office of United States Trustees, increased. More academics,
from varied disciplines, began to focus on bankruptcy and bankruptcy related topics.
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During this, second, era of the bankruptcy community, however, evidence of the
bankruptcy community’s ability and desire to collaborate deliberately toward consensus has been
unclear, at best. The community has grown larger and more diffuse. The missions of various
organizations overlap, as do their memberships to some degree, such that multiple entities
purport to speak for the community through each organization’s own reports, studies and
resolutions. While these organizations interact informally through their members, and through
educational gatherings, it is less clear whether they consistently embrace more direct avenues for
ongoing, deliberative collaboration.

Moreover, it is unclear whether the proliferation of bankruptcy related organizations
includes all of the constituencies whose opposition could block efforts to obtain bankruptcy
reform and, conversely, whose imprimatur may be necessary to a bankruptcy community that
seeks to speak with a unified voice. In the early 20th Century, collaboration among the NACM,
CLLA, ABA, NBC and NCRB suggested a fairly robust dialogue. Since the 1960s, however,
consumer credit (particularly credit card and mortgage debt) has played a larger role in the
economy and in bankruptcy policy. Consumer bankruptcy attorneys (including through
NACBA), and consumer advocates, have become more engaged in bankruptcy debates. The
consumer finance industry, however, has shown little sign of considering itself to be part of the
bankruptcy community or of desiring to collaborate. Tensions between that industry and the
traditional bankruptcy community have dominated the past two decades of bankruptcy debate.
The implications for the future remain in flux until the impact of the recently established
Consumer Financial Protection Bureau (CFPB) on the future of consumer credit becomes
clearer.

Finally, in the post-Bankruptcy Code era, the bankruptcy community has functioned
amidst renewed debate regarding the fundamental policies underlying bankruptcy law,
particularly including resurgent calls for a system focused more directly on preserving creditors’
pre-bankruptcy entitlements and restricting debtors’ relief, in both consumer and business
bankruptcy.
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The National Bankruptcy Review Commission (NBRC), created in 1994, operated in this
changed and more highly charged dynamic. Although the NBRC engaged in a broad listening
tour with wide input from every corner of the bankruptcy community, its agenda did little to
dampen potential conflicts. Structurally, its charge appeared to be narrower than that of the first
Commission. The legislative history suggested refinement rather than overhaul:
Although no exclusive list is set forth, the Commission should be aware
that Congress is generally satisfied with the basic framework established
in the current Bankruptcy Code. Therefore, the work of the Commission
should be based upon reviewing, improving, and updating the Code in
ways which do not disturb the fundamental tenets of current law.12
The NBRC’s studies and recommendations, however, tackled some of the most
controversial issues of bankruptcy policy, law and practice. These included: implementing
structural reforms such as according the bankruptcy courts Article III status, providing direct
appeals from bankruptcy courts to circuit courts of appeal, permitting immediate appeal from
certain interlocutory orders and restricting choice of venue; rebalancing of fundamental equities
between consumer debtors and their creditors; and restricting some elements of flexibility with
respect to business bankruptcy. Rather than avoiding areas of near-certain conflict, the NBRC
tackled them head-on and welcomed majority and minority perspectives. The result was a Report
characterized by lengthy, vitriolic dissents, and frequent five-to-four splits.
Ultimately, Congress largely ignored the NBRC’s proposals. The deep divides the Report
revealed regarding the fundamental policies underlying consumer bankruptcy, however, played
out in years of bitter conflict between consumer advocates and the consumer credit industry. This
process, which led to the 2005 Bankruptcy Code amendments, was a stark departure from the
consensus-building that had characterized successful bankruptcy legislation in the previous
century.

12

H.R. Rep. No. 103-835, at 59 (1994); see also Bankruptcy Reform Act of 1994, Pub. L. No. 103-394, 108 Stat.
4107 (1994) (establishing the National Bankruptcy Review Commission).

© 2016, Karen M. Gebbia
PAGE 378

14

The question, then, is whether collaboration toward consensus remains viable. Part B
considers how today’s bankruptcy community might influence the future development of
bankruptcy law in the context of these significant changes to the bankruptcy community itself
and to the context in which the bankruptcy community operates.

Before turning to that question, however, a brief reference is warranted to several new
entities having important ties to bankruptcy.

3. RECENT CHANGES RELATING TO THE BANKRUPTCY COMMUNITY

The 2008 Dodd-Frank legislation provided for the creation of a Consumer Financial
Protection Bureau (CFPB), which was officially established in 2010. Although it is not
specifically a bankruptcy agency, the CFPB’s ability to address some of the underlying concerns
surrounding consumer credit and the causes of consumer financial distress likely will impact
consumer bankruptcy.

The year 2010 also saw the founding of the National Association of Federal Equity
Receivers (NAFER). The creation of NAFER appears to reflect growing dissatisfaction with the
Bankruptcy Code’s processes for liquidating business entities, and the reemergence of nonbankruptcy alternatives. Similarly, in 2015, as the use of non-bankruptcy devices such as
receiverships has increased, the ULC / NCCUSL (with four ABA section advisors), promulgated
a Uniform Commercial Real Estate Receivership Act.

B. The Context and Content of the Debate

At the outset, this paper suggested that two dynamics have played an important role in the
development of bankruptcy law: first, the existence, nature, and engagement of the bankruptcy
community; and second, the content of the debate. Part A of this paper has provided a brief
overview of the existence, nature and engagement of the bankruptcy community. Part B provides
a brief introduction to the manner in which the content of the debate affects the bankruptcy
community’s ability to influence bankruptcy law. The impetus behind this inquiry is a simple
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question: whether today’s bankruptcy community can and should collaborate and reach
consensus on future bankruptcy legislation.

If, as this paper proposes, collaboration toward consensus remains critical to effective
bankruptcy legislation, two steps are essential. First, today’s more diffuse bankruptcy community
must identify and create ways to collaborate in a new paradigm. Second, the community must set
agenda designed to achieve consensus where consensus is possible, even if progress appears to
be incremental as a result.
As to the first step, the more diffuse nature of today’s bankruptcy community mandates
more deliberative means of assuring collaboration than may have been necessary when the
community was smaller and operated primarily through a handful of deeply connected
organizations. Today’s bankruptcy organizations should consistently embrace direct avenues for
ongoing, deliberative collaboration, such as appointing official liaisons to sibling organizations;
formally collaborating on studies, reports, and joint commissions; and creating settings in which
participants necessarily include representatives of all bankruptcy and major credit related
organizations, with agenda that deliberatively focus on identifying potential areas of consensus.

As to the second step, two components are essential. The first is agenda setting designed
to articulate potential areas of consensus; consciously proceed with legislative and other
initiatives designed to enhance the law where consensus can be achieved; and set aside
controversial matters, perhaps for another day.

Agenda setting, of course, begs the second question, which is how one determines what
topics are likely to foster consensus. The framework for answering that question rests in the
recognition that the development of bankruptcy law entails not one, single, historical arc, but
rather three essential arcs, which intersect in complex ways. These are: (i) the substantive
balancing of equities under bankruptcy law and policy; (ii) the efficacy and functionality of the
statutes and rules that comprise bankruptcy law; (iii) and the nature, locus and control of the
system in which substantive bankruptcy law operates. The arc of the past century of bankruptcy
law shows that consensus on issues involving systemic change and substantive equitable
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rebalancing tends to arrive incrementally on a shifting tide of ideological debate. This is not to
say that no consensus can be achieved in these areas today, merely that issues of systemic change
(e.g., establishing Article III courts), or fundamental rebalancing of equities among creditors and
debtors, must be approached with greater caution and with clear justifications for change, if the
goal is consensus.

Challenges relating to the efficacy, coherency and functionality of the Bankruptcy Code
and Rules, in contrast, have and should continue to provide rich potential for broad consensus.
As the law ages, and adds layers of amendments and judicial interpretations, it risks losing
coherence, certainty, and predictability. Today, two examples of avenues ripe for reform might
provide a starting point for discussion. First, the Bankruptcy Code has become long and
complex. Some critical provisions (section 365 leaps to mind) have become nearly inscrutable to
outside readers, let alone bankruptcy experts. Bankruptcy practice would benefit profoundly
from a broad, collaborative effort to achieve truly technical reform. Second, as the courts have
applied the Bankruptcy Code, their interpretations have varied so widely that the Supreme Court
has granted certiorari nearly forty times since the enactment of the Bankruptcy Code to resolve
circuit splits on issues of pure statutory interpretation (i.e., absent constitutional questions or
interactions between the Bankruptcy Code and non-bankruptcy law). This suggests that the time
may have arrived for the bankruptcy community to engage in a broad, collaborative effort to
articulate appropriate principles of Bankruptcy Code interpretation, and perhaps to consider
whether the Bankruptcy Code, itself, should include interpretive guidelines (as the Uniform
Commercial Code and various other statutes do).

As members of the bankruptcy community, it is our job, collectively, to be the keepers of
the Bankruptcy Code. That responsibility requires us to work toward improvement where
possible, unless we wish to allow perfection to stand in the way of progress.

Il meglio é nemico del bene (the best is the enemy of the good)
- Italian Proverb
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I.

Bankruptcy Timelines
The following pages graphically demonstrate important developments in the historical

trajectory of United Stated federal bankruptcy law, at two levels of depth. The Level One
timeline correlates major economic events to bankruptcy law. The Level Two timelines correlate
these same events to major developments in, and activities of, the bankruptcy community.
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A U.S. BANKRUPTCY LAW TIMELINE
LEVEL ONE: SELECT MAJOR ECONOMIC EVENTS AND FEDERAL BANKRUPTCY LAWS, 1797-2016
Panica

1796-1799

Depression
Depression
Panic

1807-1810
1815-1821
1837

Panic
Civil War

1857
1861-1865

Long Depressionb
Panics

1873-1879
1893, 1896

Stock Market Crash
Panic
World War I
Depression

1800-1801

Federal bankruptcy law

1841-1843

Federal bankruptcy law

1867-1878

Federal bankruptcy law

1898

BANKRUPTCY ACT

1903

Bankruptcy Act amendmentsc

1910

Bankruptcy Act amendments

1926

Bankruptcy Act amendments

1933, 1934

Bankruptcy Act amendments

1938

CHANDLER ACT

1946
1952

Bankruptcy Act amendments
Bankruptcy Act amendments

1978

BANKRUPTCY CODE

1982
1984
1986
1994
2005

Marathon; emergency rule
Bankruptcy Code amendmentsc
Bankruptcy Code amendments
Bankruptcy Code amendments
Bankruptcy Code amendments

1901
1907
1914-1918
1920-1921

Great Depression (M) 1929-1933
Recession (M)
World War II
Recession (M)

Recession (m)

1937-38
1940 - 1945
1945

1973-75

Great Recession (m) 2007-2009
Notes:
a
This timeline identifies the most significant panics, recessions, and depressions. Others
occurred as well. For the period beginning in 1929, events involving > 3% GDP decline are
indicated by (m); > 10% by (M); > 15% by (M).
b
Some report the Long Depression as lasting from 1873 to 1896.
c
This timeline identifies the most significant amendments to the Bankruptcy Act and Bankruptcy
Code. Each has been amended numerous other times.
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A U.S. BANKRUPTCY LAW TIMELINE
LEVEL TWO: SELECT MAJOR ECONOMIC EVENTS; FEDERAL BANKRUPTCY LAWS;
AND BANKRUPTCY AND RELATED PROFESSIONAL ORGANIZATIONS, REPORTS AND COMMISSIONS,
1797-2016
PART A: 1797-1898
Panica

1796-1799

Depression
Depression
Panic

1807-1810
1815-1821
1837

Panic
Civil War

1857
1861-1865

Long Depressionb
Panics

1873-1879
1893, 1896

1800-1801

Federal bankruptcy law

1841-1843

Federal bankruptcy law

1867-1878

Federal bankruptcy law

1878
1881

American Bar Association (ABA)
National Convention of Boards of
Trade
Drafts (unsuccessful) Lowell Bill
National Convention of
Representatives of Commercial
Bodies
Drafts Torrey Bill
New York Uniform Law Commission
ABA initiative toward NCCUSLd
Uniform Law Commission/NCCUSL
Commercial Law League of
America (CLLA)
National Association of Credit
Men (becomes National
Association of Credit
Management) (NACM)

1889

1889
1889
1892
1895
1896

1898

BANKRUPTCY ACT

Key:
Boldface type reports founding date. Italic type reports significant commissions, reports, and
events.
Notes:
a
This timeline identifies the most significant panics, recessions, and depressions. Others
occurred as well.
b
Some report the Long Depression as lasting from 1873 to 1896.
d
National Conference of Commissioners of Uniform State Laws (NCCUSL).
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A U.S. BANKRUPTCY LAW TIMELINE
LEVEL TWO: SELECT MAJOR ECONOMIC EVENTS; FEDERAL BANKRUPTCY LAWS;
AND BANKRUPTCY AND RELATED PROFESSIONAL ORGANIZATIONS, REPORTS AND COMMISSIONS,
1797-2016
Part B: 1898-1938

Stock Market Crash
Panic
World War I
Depression

a

1898

BANKRUPTCY ACT

1899

ABA bankruptcy initiative

1903

Bankruptcy Act amendmentsc

1910

Bankruptcy Act amendments

1923
1924-1926
1924

American Law Institute (ALI)
ABA Special Bankruptcy Committee
Federal Judicial Conference on
Improvement of Bankruptcy
Administration (Taft / Rogers)
National Association of Referees in
Bankruptcy (NARB) (becomes
National Conference of
Bankruptcy Judges) (NCBJ)
Bankruptcy Act amendments

1901
1907
1914-1918
1920-1921

1926

1926
Great Depression (M) 1929-1933
1930
1931
1930, 1932

Recession (M)

1933-35
1933, 1934

Donovan Report
Thacher Report
National Bankruptcy Conference
(NBC)
McAdoo Committee
Bankruptcy Act amendments

1938

CHANDLER ACT

1937-38

Key:
Boldface type reports founding date. Italic type reports significant commissions, reports, and
events.
Notes:
a
This timeline identifies the most significant panics, recessions, and depressions. Others
occurred as well. For the period beginning in 1929, events involving > 3% GDP decline are
indicated by (m); > 10% by (M); > 15% by (M).
c
This timeline identifies the most significant amendments to the Bankruptcy Act and Bankruptcy
Code. Each has been amended numerous other times.
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A U.S. BANKRUPTCY LAW TIMELINE
LEVEL TWO: SELECT MAJOR ECONOMIC EVENTS; FEDERAL BANKRUPTCY LAWS;
AND BANKRUPTCY AND RELATED PROFESSIONAL ORGANIZATIONS, REPORTS AND COMMISSIONS,
1797-2016
PART C: 1938-1978

World War II
Recession (M)a

Recession (m)

1938

CHANDLER ACTc

1940

Shea Committee Report

1946
1951
1952
1956
1970-1973

1970-78
1971

Bankruptcy Act amendments
UCC (only adopted in PA)
Bankruptcy Act amendments
Revised UCC (widely adopted)
Commission on the Bankruptcy
Laws of the United States
1973 Report
Penn Central RR Case
Brookings Institution Report

1978

BANKRUPTCY CODE

1940 - 1945
1945

1973-75

Key:
Boldface type reports founding date. Italic type reports significant commissions, reports, and
events. Boldface italic type reports bankruptcy review commissions.
Notes:
a
This timeline identifies the most significant panics, recessions, and depressions. Others
occurred as well. For the period beginning in 1929, events involving > 3% GDP decline are
indicated by (m); > 10% by (M); > 15% by (M).
c
This timeline identifies the most significant amendments to the Bankruptcy Act and Bankruptcy
Code. Each has been amended numerous other times.
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A U.S. BANKRUPTCY LAW TIMELINE
LEVEL TWO: SELECT MAJOR ECONOMIC EVENTS; FEDERAL BANKRUPTCY LAWS;
AND BANKRUPTCY AND RELATED PROFESSIONAL ORGANIZATIONS, REPORTS AND COMMISSIONS,
1797-2016
PART D: 1978-2016

1978

BANKRUPTCY CODE

1982
1982

American Bankruptcy Institute (ABI)
National Association of Accountants in
Insolvency (becomes Association of Insolvency
and Restructuring Advisors) (AIRA)
International Association of Restructuring,
Insolvency & Bankruptcy Professionals (INSOL)
National Association of Bankruptcy Trustees
(NABT)
Marathon; emergency rule
Bankruptcy Code amendmentsc
Bankruptcy Code amendments
Turnaround Management Associates (TMA)
American College of Bankruptcy (ACB)
National Association of Consumer Bankruptcy
Attorneys (NACBA)
International Women’s Insolvency &
Restructuring Confederation (IWIRC)
Bankruptcy Code amendments
National Bankruptcy Review Commission
1997 Report
Bankruptcy Code amendments

1982
1982
1982
1984
1986
1987
1989
1992
1993
1994
1994-1997
2005
Great Recession (m) 2007-2009
2008
2010
2010
2016

Dodd-Frank (establishes CFPB)
Consumer Financial Protection Bureau (CFPB)
National Association of Federal Equity Receivers
(NAFER)
90th Anniversary of the NCBJ

Key:
Boldface type reports founding date. Italic type reports significant commissions, reports, and
events. Boldface italic type reports bankruptcy review commissions.
Notes:
a
This timeline identifies the most significant panics, recessions, and depressions. Others
occurred as well. For the period beginning in 1929, events involving > 3% GDP decline are
indicated by (m); > 10% by (M); > 15% by (M).
c
This timeline identifies the most significant amendments to the Bankruptcy Act and Bankruptcy
Code. Each has been amended numerous other times.
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I.

INTRODUCTION: RENEWED FOCUS ON (LACK OF) BANKRUPTCY
EQUITY POWERS.


Supreme Court jurisprudence has brought renewed focus on the role of

bankruptcy judges within the federal judiciary.



Stern and its attendant hysteria (e.g., Waxahachie).
o

Stern v. Marshall, 564 U.S. 462 (2011).

o

BP RE LP v. RML Waxahachie Dodge LLC et al. (In re BP RE

LP), C.A. Nos. 12-51270 and 12-51279, 2013 WL 5975030 (5th Cir. Nov.
11, 2013).


“The 5th U.S. Circuit Court of Appeals joins the 6th and

9th circuits in reading the U.S. Supreme Court's decision in Stern
v. Marshall, 131 S. Ct. 2594 (2011), to restrict federal authority
over such [consensual] claims to Article III courts.” Keith Harris,
Debtor Consent Can't Cure Constitutional Deficit, 5th Circuit
Says, 10 WESTLAW J. BANKR. 1 (2013).
o

Alan M. Ahart, A Stern Reminder That the Bankruptcy Court Is

Not A Court of Equity, 86 AM. BANKR. L.J. 191 (2012).
o

Randolph J. Haines, The Conservative Assault on Federal Equity,

88 AM. BANKR. L.J. 451 (2014).
o

Alan R. Lepene, Supreme Court Rules on Bankruptcy Courts'

Authority, Leaves Key Question Unanswered, 11 WESTLAW J. BANKR. 1
(2014).
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Law v. Siegel, 134 S. Ct. 1188 (2014) and its manifested hostility to

section § 105.
o

“It is hornbook law that § 105(a) ‘does not allow the bankruptcy

court to override explicit mandates of other sections of the Bankruptcy
Code.’ 2 Collier on Bankruptcy ¶ 105.01[2], p. 105–6 (16th ed. 2013).
Section 105(a) confers authority to ‘carry out’ the provisions of the Code,
but it is quite impossible to do that by taking action that the Code
prohibits. That is simply an application of the axiom that a statute’s
general permission to take actions of a certain type must yield to a specific
prohibition found elsewhere. See Morton v. Mancari, 417 U.S. 535, 550–
551, 94 S. Ct. 2474, 41 L.Ed.2d 290 (1974); D. Ginsberg & Sons, Inc. v.
Popkin, 285 U.S. 204, 206–208, 52 S.Ct. 322, 76 L.Ed. 704 (1932).
Courts’ inherent sanctioning powers are likewise subordinate to valid
statutory directives and prohibitions. Degen v. United States, 517 U.S.
820, 823, 116 S.Ct. 1777, 135 L.Ed.2d 102 (1996); Chambers v. NASCO,
Inc., 501 U.S. 32, 47, 111 S.Ct. 2123, 115 L.Ed.2d 27 (1991). We have
long held that ‘whatever equitable powers remain in the bankruptcy courts
must and can only be exercised within the confines of’ the Bankruptcy
Code. Norwest Bank Worthington v. Ahlers, 485 U.S. 197, 206, 108 S. Ct.
963, 99 L.Ed.2d 169 (1988); see, e.g., Raleigh v. Illinois Dept. of Revenue,
530 U.S. 15, 24–25, 120 S. Ct. 1951, 147 L.Ed.2d 13 (2000); United
States v. Noland, 517 U.S. 535, 543, 116 S.Ct. 1524, 134 L.Ed.2d 748
(1996); SEC v. United States Realty & Improvement Co., 310 U.S. 434,
455, 60 S.Ct. 1044, 84 L.Ed. 1293 (1940).”
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II. HISTORY OF BANKRUPTCY COURT EQUITABLE POWERS.



Commissioners in bankruptcy’s historical power in England.
o

Powers to “break open boxes” of debtors. Thomas E. Plank, Why

Bankruptcy Judges Need Not and Should Not Be Article III Judges, 72
AM. BANKR. L.J. 567 (1998).



Executive functions (police-like powers). Imprisonment?



James Pfander’s view of outside judiciary altogether.
o

James E. Pfander, Article I Tribunals, Article III Courts, and the

Judicial Power of the United States, 118 HARV. L. REV. 643 (2004).



Oversight doctrines of equity courts (doctrines of common law).



Interaction of All Writs Act (E.E.O.C. v. Rath Packing Co., 787 F.2d 318

(8th Cir. 1986))
o

Michael D. Sousa, Equitable Powers of A Bankruptcy Court:

Federal All Writs Act and S105 of the Code Part II: S105 of the
Bankruptcy Code, 25-AUG AM. BANKR. INST. J., July/Aug. 2006.
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DEVELOPMENTS OF 1978 CODE AND GROWING RESTRICTIONS ON EQUITY.



Equity Restraint: (e.g., no “new forms of relief”) (Grupo Mexico’s failed

injunction).
o

Grupo Mexicano De Desarrol-lo v Alliance Bond Fund, Inc, 527

US 308 (1999).
o

Amanda K. Bloch, Approaching the Limits of the Bankruptcy

Code: Does Surcharging A Debtor's Exempt Assets Go Too Far?, 76 U.
CHI. L. REV. 1747, 1747-48 (2009).
o

Grupo Mexicano and the Death of Substantive Consolidation, 8

AM. BANKR. INST. L. REV. 427, 450 (2000).



Ill-fated 28 U.S.C. § 1481.
o

“Before 28 U.S.C. § 1481 went into effect, the Supreme Court

ruled in Northern Pipeline Construction. Co. v. Marathon Pipe Line Co.
that the 1978 Code's system of Article I bankruptcy judges was
unconstitutional. The Supreme Court stayed the judgment in Northern
Pipeline to allow Congress an opportunity to amend the bankruptcy court
system. Northern Pipeline was decided, in part, on an assumption that 28
U.S.C. § 1481 would become effective. . . . [T]welve days after 28 U.S.C.
§ 1481 became effective, the Bankruptcy Amendments and Federal
Judgeship Act (BAFJA) of 1984 went into effect. Section 113 of BAFJA
noted that 28 U.S.C. § 1481 ‘shall not be effective.’ Section 121(a) of
BAFJA, however, stated that 28 U.S.C. § 1481, already effective as of
June 28, 1984, would not be effective until BAFJA's enactment. Until
BAFJA was enacted, however, neither provision affected 28 U.S.C. §
1481, so for at least twelve days 28 U.S.C. § 1481 remained in effect. One
court called this bizarre sequence of enactments ‘one of Congress'
clumsiest performances,’ while Professor Vern Countryman observed that
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‘the 1984 legislation dealing with the bankruptcy courts must establish a
record for inept performance by Congress.’”
Adam J. Levitin, Toward A Federal Common Law of Bankruptcy: Judicial
Lawmaking in A Statutory Regime, 80 AM. BANKR. L.J. 1, 27–28 (2006)
(internal citations omitted).

o

What was the context of denying criminal contempt?

(E.g.,

additional restraints because Congress mistakenly thought the new courts
would have all powers of “law, equity, and admiralty”?)



Bankruptcy Rule 9020’s various iterations. (10-day rule, etc.)



Criminal contempt power of federal law: 18 U.S.C. § 401.

III. CURRENT POSSIBLE SOURCES OF EQUITABLE SANCTION POWER.



Statutory grants of criminal contempt (§§ 303(i) and 362(k)).

o



Statutory grant of (unspecified) “contempt” power (§ 105(a)).

o



Textual interaction between “punitive” here and absence in § 105.

Sometimes called “civil contempt” power. Basis for that label?

Inherent authority of courts to sanction conduct (common law).
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o

Distinction between criminal and civil contempt.


In re Snider Farms, Inc., 125 B.R. 993, 997 (Bankr. N.D.

Ind. 1991).


Criminal contempt sub-distinction between actual and

constructive.



All Writs Act (confusion on the interaction with § 105).



Uncertain circuit split over criminal contempt powers: judicial coyness.
o

E.g., In re Ragar, 3 F.3d 1174 (8th Cir. 1993) (can only do R&Rs).
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IV. POSSIBLE NORMATIVE JUSTIFICATIONS FOR THE RESTRICTIONS
ON THE POWER.



COURTS OF EQUITY: (Pepper v. Litton, 308 U.S. 295 (1939) (subject to

equity rules)).
o

Contrast Judge Krieger’s skepticism of “equitable” label.


Hon. Marcia S. Krieger, “The Bankruptcy Court Is A Court

of Equity": What Does That Mean?, 50 S.C. L. REV. 275 (1999)


Daniel B. Bogart, Resisting the Expansion of Bankruptcy

Court Power Under Section 105 of the Bankruptcy Code: The All
Writs Act and an Admonition from Chief Justice Marshall, 35
ARIZ. ST. L.J. 793, 794 (2003).
o

Contrast Professor Levitin’s insistence on federal common law, not

equity.


Adam J. Levitin, Toward A Federal Common Law of

Bankruptcy: Judicial Lawmaking in A Statutory Regime, 80 AM.
BANKR. L.J. 1, 1 (2006).



DUE PROCESS: need to protect criminal contemnors.
o

Confusion over jury trial rights in bankruptcy court.

o

Granfinanciera, S.A. v. Nordberg, 492 U.S. 33 (1989) and

§ 157(e).




Can try with consent (or send to district court) – solves?

SEPARATION OF POWERS: need to protect Article III.
o

“Spillover” concerns of N. Pipeline Const. Co. v. Marathon Pipe

Line Co., 458 U.S. 50 (1982).
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o

Constitutional avoidance doctrine


Richard Murphy, Can They Do That? Due Process and

Article III Problems of Proposed Findings of Criminal Contempt
in Bankruptcy Court, 78 MINN. L. REV. 1607 (1994).


Waxing/waning - formalist resurgence? Michelle Wright,

From Stem to Stern: Navigating Bankruptcy Practice After Stern v.
Marshall, 77 MO. L. REV. 1159 (2012).




Nothing to do with criminal contempt, though!

DEMOCRACTIC LEGITIMACY: contempt power stems from non-

legislative source
o

Concerns on lack of popular input of criminal powers under

inherent authority.


In re Dyer, 322 F.3d 1178, 1195 (9th Cir. 2003) (citation

omitted) (“When a court merely implements the will of
Congress—such as by awarding punitive damages to litigants
under § 362(h)—there is no concern that a court is abusing judicial
power shielded from direct democratic control. In contrast, the
contempt power is ‘uniquely liable to abuse,’ in part because
‘[u]nlike most areas of the law, where a legislature defines both the
sanctionable conduct and the penalty to be imposed, civil contempt
proceedings leave the offended judge solely responsible for
identifying, prosecuting, adjudicating, and

sanctioning the

contumacious conduct.’”).


What does this have to do with district court vs. bankruptcy

court?!
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UNSPECIFIED ANXIETY: We just don’t like it!
o

“Just too much.” Unstated concern that bankruptcy courts must

somehow remain “inferior” to district courts and so seemingly arbitrary
restrictions should be imposed: e.g., “some,” but not “too many,” punitive
damages OK.
o

See, e.g., In re Feagins, 439 B.R. 165, 178 (Bankr. D. Haw. 2010);

In re Dyer, 322 F.3d 1178, 1195 (9th Cir. 2003) (“We therefore conclude
that when a bankruptcy court exercises the contempt authority of § 105(a),
it may not impose serious punitive sanctions.”); Jones v. Wells Fargo
Home Mortgage, Inc., 489 B.R. 645, 654 (E.D. La. 2013) (stating that the
line of demarcation between permissible awards of punitive damages and
those that are excessive is not clear); In re Lehtinen, 564 F.3d 1052, 1059
(9th Cir. 2009) (citation omitted) (noting that, “like the bankruptcy court’s
civil contempt authority, the inherent sanction authority ‘does not
authorize significant punitive damages.’”).

o

Where does this division even come from?!

Civil contempt is “good enough” for “necessary” element of

§ 105(a).
o

Correlation

with

rise

of

“equitable”

doctrines

(infamous

“surcharging”?).
o

Section 105 fatigue? E.g., Kmart and the need for a “hook” (Law).




In re Kmart Corp., 359 F.3d 866, 871 (7th Cir. 2004).

SUMMARY:
o

No overall compelling theory of concerns.

o

Each one in isolation sounds vaguely principled . . .

o

. . . but has nothing to do with criminal contempt!
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V. A BETTER WAY FORWARD?



Link to constitutional jurisprudence: if Article III, then articulate

differences.


Role of consent as now dispositive (Wellness Int'l Network, Ltd. v. Sharif,

135 S. Ct. 1932 (2015)).
o

Separation

of

Powers-Bankruptcy

Jurisdiction-

Wellness

International Network, Ltd. v. Sharif, 129 HARV. L. REV. 201 (2015).
o

Ishaq Kundawala, Wellness International Network v. Sharif:

Minimizing the Jurisdictional Impact of Stern Through Consent of
Bankruptcy Litigants, 44 CAP. U. L. REV. 67 (2016).
o

Dennis Connolly, Wellness: Is Consent the Cure?, 34-AUG AM.

BANKR. INST. J. 12, Aug. 2015.



Core vs. non-core? (This seems now intrinsic in the new constitutional

caselaw).
o

Can there be criminal contempt power for core proceedings absent

consent?


This is the hardest question to grapple with I think!
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Municipal Bankruptcy and Bankruptcy Judges: Then and Now
Melissa B. Jacoby
1. INTRODUCTION
2. LOOKING AT THE “THEN” OF “THEN AND NOW”
a. The National Conference of Bankruptcy Judges as we know it today and
municipal bankruptcy were born within a decade of each other.
i. NCBJ is recognized as coming into being in 1926 in Detroit.1 By 1933,
46% of referees were members of the association.2
ii. The first municipal bankruptcy law became effective in 1934, although
was replaced in 1937 and intended to be temporary in any event.3
b. While the provision of debt relief to a government entity is itself extraordinary,
municipal bankruptcies under these early laws were minimalist in scope and
detail.
i. The number of statutory provisions applicable to municipal bankruptcy
was highly circumscribed.4
ii. Essentially, municipal bankruptcies were prepackaged bond restructurings.
iii. The statute and lack of prevailing case management norms contributed to
a limited judicial role.
c. Bankruptcy referees had limited direct contact with municipal filings.5 Early
NCBJ publications indicate that referees nonetheless were up to speed on, and
interested in, developments relating to municipal bankruptcy.6



Graham Kenan Professor of Law, University of North Carolina at Chapel Hill.
Hon. Russell L. Hiller, A Conference Anniversary – Fifty Years in Retrospect, 51 Am. Bankr. L. J. 31 (1977).
Referees had engaged in collective activity prior to 1926. See id. at 31 n. 1; Report of the Executive Committee of
the National Association of Referees in Bankruptcy Concerning Proposed Amendments to the Bankruptcy Act of
1898 (1900).
2
Proceedings of the Eighth Annual Conference of the Nat’l Association of Referees in Bankruptcy, 8 Nat’l. Ass’n
Ref. Bankr. 3 (1933) (secretary’s report reporting that nearly 46% of 506 referees in bankruptcy in the continental
United States were members).
3
Act of May 24, 1934, Pub. L. No. 251, 48 Stat. 798 (1934) (struck down by Ashton v. Cameron County Water
Improvement District No. 1, 298 U.S. 513 (1936)); Act of Aug. 16, 1937, Pub L. No. 302, 50 Stat. 653 (1937)
(upheld by United States v. Bekins, 304 U.S. 27 (1938)).
4
Hon. Thomas B. Bennett, Consent: Its Scope, Blips, Blemishes, and a Bekins Extrapolation Too Far, 37 Campbell
L. Rev. 3, 9, 11 (2015).
1
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3. “NOW,” 1.0
a. Chapter 9, both on the books and in practice, is very different from 1930s
municipal bankruptcy.
b. Changes rooted in the law
i. Chapter 9 itself became more detailed, and incorporates many provisions
of chapter 11 and other chapters.7
ii. Chapter 9 cases no longer need to be prepackaged, suggesting the
possibility of a larger supervisory role for a judge, like in “freefall”
chapter 11 cases.
iii. These changes also make a judge’s experience with commercial and
personal bankruptcies far more relevant to handling a chapter 9 than might
have been the case at the inception of municipal bankruptcy law.
c. In light of these statutory changes, it is not surprising that the legal and financial
professionals handling chapter 9 cases are generally drawn from chapter 11
practice.
d. Unrelated to chapter 9, the bankruptcy judiciary has been encouraged to become
more “managerial” along with other parts of the federal judiciary.8
Bankruptcy judges also have played critical roles in financial crises, whether handling a mega
case with systemic consequences or a multitude of smaller personal and commercial cases
cascading from a home mortgage market meltdown.
Herbert M. Bierce, Secretary’s Report, 21 J. Nat'l Ass'n Ref. Bankr. 3, 6 (1946) (expressing opinion but noting
that amendments on municipal bankruptcy and railroads “are not of immediate consequence to us as Referees”).
6
E.g., Strengthening our Bankruptcy Law, 7 J. Nat'l Ass'n Ref. Bankr. 157 (1933) (describing climate in
Washington, including sense that something must be done to give municipalities access to bankruptcy relief);
Municipal Bankruptcy, 7 J. Nat'l Ass'n Ref. Bankr. 162, 164 (1933) (reporting on municipal bankruptcy bill,
including House Judiciary Committee reports’ prediction on impact of bill); Hon. Clarence J. McLeod, Municipal
Debt Moratorium Legislation, 8 J. Nat'l Ass'n Ref. Bankr. 11,11-12 (1933) (printing the comments of Detroit
member of Congress on municipal bankruptcy legislation); National Chamber of Commerce Committee Reports, 8 J.
Nat'l Ass'n Ref. Bankr. 84, 89-90 (1934) (reporting Chamber of Commerce analysis of and opposition to federal
municipal bankruptcy legislation); E. Fleetwood Dunstan, Federal Legislation to Help Defaulting Municipalities, 8
J. Nat'l Ass'n Ref. Bankr. 73-74 (1934) (printing comment of Bankers Trust representative discussing need for
municipal bankruptcy legislation); L. Earl Curry, Our President’s Message, 9 J. Nat'l Ass'n Ref. Bankr. 1, 1 (1934)
(regarding pending legislation that included a municipal bankruptcy law, “I deem it our duty, as soldiers in this
common cause and as citizens of the United States, to contribute what we can to bring about a plausible and
practicable solution of our financial re-adjustments and to help our country reach its goal”); Joe H. Schneider,
Corporate Reorganization and Municipal Debt Readjustment Amendments, 9 J. Nat'l Ass'n Ref. Bankr. 148-150
(1935) (referee from Little Rock commenting on Constitutional challenges to the municipal bankruptcy law and
other related issues).
7
11 U.S.C. § 901(a). Of the current statutory section list, all but about a dozen were added in the 1970s.
8
Melissa B. Jacoby, What Should Judges Do in Chapter 11?, 2015 Illinois L. Rev. 101, 104-111 (2015).
5
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e. Through this combination of developments, we now see bankruptcy judges
shaping both the procedure and substance of municipal restructurings in ways that
would have been inconceivable in the early days of municipal bankruptcy law and
the NCBJ.9
f. Whatever one thinks of how that responsibility has been acquitted in any
particular case, the bankruptcy judiciary has become particularly well-equipped to
handle government bankruptcy cases.
4. “NOW,” 2.0
a. The Puerto Rico Oversight Management and Economic Stability Act, or
“PROMESA”, S. 2328, Public Law No: 114-187, June 30, 2016, creates a
restructuring regime for territories as well as the municipalities of territories.
i. PROMESA does not amend Title 11 or adopt the term bankruptcy, but it
unquestionably contains a territorial bankruptcy law.
ii. In addition to incorporating many Bankruptcy Code sections directly and
indirectly, PROMESA even calls for use of the Federal Rules of
Bankruptcy Procedure.10
b. While PROMESA’s restructuring authority adopts a significant portion of the
bankruptcy infrastructure, it omits a very significant institutional actor: the
bankruptcy judge.
i. In the event of a territorial bankruptcy, PROMESA gives to Chief Justice
Roberts the responsibility to select a district judge to preside.11
ii. The language is an intentional departure from section 921 of the
Bankruptcy Code that allows for hand-selection of a bankruptcy judge by
a chief circuit judge.
c. The most charitable reading of this policy choice is that it reflects a 1930s
understanding of municipal bankruptcy and the role of judges in the federal
judiciary rather than a 2016 understanding. But it overlooks 80-90 years of
9
10

Melissa B. Jacoby, Federalism Form and Function in the Detroit Bankruptcy, 33 Yale J. Reg. 55 (2016).
PROMESA § 310 (“The Federal Rules of Bankruptcy Procedure shall apply to a case under this title and to all
civil proceedings arising in or related to cases under this title”).
11
PROMESA § 308(a) (“For cases in which the debtor is a territory, the Chief Justice of the United States shall
designate a district court judge to sit by designation to conduct the case”).
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statutory change and norm evolution that made bankruptcy judges particularly
well-equipped to handle cases affecting such a wide range of people and
institutions, and with such widespread socio-economic consequences.

5. CONCLUSION
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The Evolution of Valuation in Bankruptcy
Professor Michael Simkovic*
Abstract:
Financial analyses such as valuation, solvency and capital adequacy play a crucial role
in bankruptcy. Over the course of the 20th century, methods of financial analysis in bankruptcy
have shifted from earnings multiples to discounted cash flow (DCF) and recently to marketbased approaches such as auctions, market pricing of equity and unsecured debt, and credit
spreads. Each shift in bankruptcy court practice followed shifts in financial services industry
practice and developments in academic finance. Bankruptcy courts shifted gradually, often
several decades after the financial community. Newer methods encountered resistance and
skepticism, and older methods continued to be used by courts in conjunction with newer methods
for many years.

The overall pattern reflects a movement toward greater financial and

quantitative sophistication by bankruptcy courts and practitioners and especially in recent years
seems to be driven by a desire for greater accuracy and objectivity.

Financial analyses such as valuation, solvency and capital adequacy play a crucial role in
bankruptcy.1 They are central to allowance of claims,2 adequate protection,3 avoidance actions
such as fraudulent transfer4 and preference,5 rejection of collective bargaining agreements,6 plan
confirmation, 7 and 363 sales. 8 Today, established methods of analysis accepted by most
*

Associate Professor, Seton Hall Law School. Thanks to Professors Barry Adler, Stephen Lubben, Robert
Rasmussen, and Bernard Trujillo and to Judge Melvin Hoffman for helpful suggestions. Thanks to Kevin Gallagher
for research assistance.
1
The Bankruptcy Act of 1898 and the Chandler Act of 1938 explicitly required valuation for plan confirmation
under Chapter X of the Bankruptcy Act. See Chaim J. Fortgang & Thomas Moers Mayer, Valuation in Bankruptcy,
32 UCLA L. REV. 1061, 1105–06, 1114 (1985). However, early courts appear to have been suspicious of market
valuations and reluctant to apply the absolute priority rule. Walter J. Blum, The Law and Language of Corporate
Reorganization, 17 U. CHI. L. REV. 565–603, 566–71 (1950).
2
11 U.S.C §§ 502(b)(3)-(4); 503(b)(9); 506.
3
11 U.S.C §§ 361; 362(d).
4
11 U.S.C §§ 544, 548.
5
11 U.S.C § 547(b)(3),(b)(5), (c)(1)(A),(c)(5),(f).
6
11 U.S.C § 1113(b)(1)(A),(e).
7
11 U.S.C. § 1129(a)(7),(8),(9),(11), (b)(2).
8
11 U.S.C. § 363(b),(c),(n),(p); In re Lionel Corp., 722 F.2d 1063, 1069-72 (2d Cir. 1983); In re Chateaugay
Corp., 973 F.2d 141 (2d Cir. 1992); In re Oneida Lake Dev., Inc., 114 B.R. 352, 355 (Bankr. N.D.N.Y. 1990); In re
Chrysler, 405 B.R. 84, 95-98 (Bankr. S.D.N.Y. 2009); In re General Motors Corp., 407 B.R. 463, 490 (Bankr.
S.D.N.Y 2009); cf. In re Braniff Airways, Inc., 700 F.2d 935 (5th Cir. 1983).

© 2016, Michael Simkovic
PAGE 404

40

bankruptcy courts include discounted cash flow (DCF), comparable companies and comparable
transactions. However, newer methods based on market prices for equity, debt, or options and
derivatives are supplementing, and in some cases supplanting more established approaches. 9

In this time of transition between methods of financial analysis, it may be helpful to look
back, tracing the evolution of methods of valuation in bankruptcy.

Today’s “established”

methods—DCF and comparables—were also once new, less than fully understood, and met with
suspicion by the courts.10 Understanding how these methods went from novel and controversial
to established and accepted can help shed light on what we might expect to see during the
anticipated transition from DCF and comparables toward more fully market-based approaches.
If history is any guide, lags between industry use, academic acceptance, and adoption with in the
legal system could be substantial.
The mathematics underlying net present value were published in the late 1500s.11 Early
versions of DCF were used in coal mining and railroads as early as the 1800s, but DCF was not
widely discussed in the finance literature until the mid 20th century. 12 The Supreme Court
discussed and embraced an approach to valuation resembling DCF as early as the 1940s. 13 But
lower courts interpreted Consolidated Rock by using earnings multiples or “capitalization
rates”—an approach similar to comparable companies analysis.14

Figure 1 below shows growing awareness of discounted cash flow analysis from the
1960s through the 1980s and then levelling off. Awareness of capitalization rates, an earlier
approach to valuation similar to comparables or multiples, spread from the early 1900s until

9 VFB LLC v. Campbell Soup Co., 482 F.3d 624 (3d Cir. 2007); In re Iridium Operating LLC, 373 B.R. 283
(Bankr. S.D.N.Y. 2007); In re TOUSA, Inc., 422 B.R. 783, 791-92 (Bankr. S.D. Fla. 2009) quashed in part, 444
B.R. 613 (S.D. Fla. 2011) aff’d in part, rev’d in part, 680 F.3d 1298 (11th Cir 2012).
10
The Delaware Chancery Court once “rejected [the] discounted cash flow method of valuing … stock, as not
corresponding with ‘either logic or the existing law’” in part because of DCF’s inherent subjectivity. Weinberger v.
UOP, Inc., 457 A. 2d 701, 712 (1982) citing Weinberger v. UOP, Inc., 426 A. 2d 1333, 1359–60 (1981).
11
R. H. Parker, Discounted Cash Flow in Historical Perspective, 6 J. ACCT. RES. 58, 59–60 (1968).
12
Susie Brackenborough, Tom McLean & David Oldroyd, The Emergence of Discounted Cash Flow Analysis in
the Tyneside Coal Industry C.1700–1820, 33 BRIT. ACCT. REV. 137–155 (2001); Parker, supra note 11.
13
Consolidated Rock Products Co. V. Du Bois, 312 U.S. 510, 526-527 (1941).
14
Group of Investors v. Milwaukee R. Co., 318 U.S. 523 (1943); Walter J. Blum & Stanley A. Kaplan, The
Absolute Priority Doctrine in Corporate Reorganizations, 41 U. CHI. L. REV. 651, 656 (1974); Fortgang and Mayer,
supra note 1 at 1128–29.
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around 1980, and started to drop off in the 1990s. More recently, from the 1980s through the
mid 2000s, awareness of credit spreads and related credit derivatives (starting in the 1990s) has
increased.
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bankruptcy is shown in Figure 2 below. Even with the rise of DCF, litigants continued to present
and courts continued to consider other methods in conjunction with DCF. Other methods
declined gradually as DCF ascended, as shown in Figure 3 below.16

15

Walter J. Blum, Corporate Reorganizations Based on Cash Flow Valuations, 38 U. CHI. L. REV. 173 (1970);
Bernard Trujillo, Patterns in a Complex System: An Empirical Study of Valuation in Business Bankruptcy Cases, 53
UCLA L. REV. 357, 393–394 (2005); Blum, supra note 1 at 574–75 (describing valuation under the Bankruptcy Act
as a version of comparables analysis tied to a multiple of earnings). Interestingly, increased use of DCF in
Bankruptcy followed shortly after Delaware state courts embraced valuation methods commonly used by financial
professionals, including DCF. Weinberger v. UOP, Inc., 457 A. 2d 701, 712–713 (1982).
16
Trujillo, supra note 15 at 393–395.
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Figure 2. Growing Frequency of DCF Valuation Models in Bankruptcy Cases

Debtors' and Creditors' use of DCF valuation models, 1982-1998
Percent of Bankruptcy cases
Creditors
Debtors

100%
90%
80%
70%
60%
50%
40%
30%
20%
10%
0%

Note: Missing data for 1983 and 1996 interpolated by averaging previous and following years' data.
Source: Trujillo (2005), figures 13 and 14.
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Figure 3. Growth and Decline in Comparables (Multiples) Valuation Models in Bankruptcy
Cases
Debtors' and Creditors' use of Comparables valuation models, 1982-1998
Percent of Bankruptcy cases
Creditors
Debtors

100%
90%
80%
70%
60%
50%
40%
30%
20%
10%
0%

Note: Missing data for 1983 and 1996 interpolated by averaging previous and follwing years' data.
Source: Trujillo (2005), figures 15 and 16.

Established methods of financial analysis such as DCF, though quantitative and grounded in
assumptions of efficient markets, largely depend on subjective judgments.17 Multiples analysis
embraces market value as a reality check on DCF analysis. 18 However, rather than using market
17 TIM

KOLLER, MARK GOEDHART & DAVID WESSELS, VALUATION MEASURING AND MANAGING THE VALUE OF
COMPANIES 355 (4th ed. 2005); Iridium Capital Corp. v. Motorola, Inc. (In re Iridium Operating LLC), 373 B.R.
283, 347–48 (Bankr. S.D.N.Y. 2007); Peltz v. Hatten, 279 B.R. 710, 737–38 (D. Del. 2002); Global GT LP v.
Golden Telecom, Inc., 993 A.2d 497, 497 (Del. Ch. 2010); JPMorgan Chase Bank, N.A. v. Charter Commc’ns
Operating, LLC (In re Charter Commc’ns), 419 B.R. 221, 236 (Bankr. S.D.N.Y. 2009); Stan Bernstein, Susan H.
Seabury & Jack F. Williams, Squaring Bankruptcy Valuation Practice with Daubert Demands, 16 AM. BANKR. INST.
L. REV. 161, 171 (2008).
DCF has three components: (1) projections of future cash flows of the debtor; (2) a discount rate that is used to
convert future cash flows into their present value; and (3) a terminal value used to limit the necessary projection
period. RICHARD A. BREALEY, STEWART C. MYERS & FRANKLIN ALLEN, PRINCIPLES OF CORPORATE FINANCE 65
(8th ed. 2006); Doft & Co. v. Travelocity.com, Inc., No. 19734, 2004 WL 1152338, at *5 (Del. Ch. May 20, 2004).
Projecting future cash flows involves making a subjective judgment about the future based on imperfect and limited
information about the past and the present. Douglas Baird & Robert Rasmussen, Anti-Bankruptcy, 119 YALE L. J.
648, 655 (2010); KOLLER, GOEDHART & WESSELS, supra note 17, at 159. In many cases, courts have reached
seemingly inconsistent determinations about whether a particular type of business setback is foreseeable. Discount
rates can be calculated using several methods that can produce different results. BREALEY, MYERS & ALLEN, at 66–
67, 222–26; Bernstein, Seabury & Williams, at 191 n.102. In addition, within each method, different results can
flow from different assumptions about financial arcana such as equity risk premiums and systemic risk (beta). See
Del. Open MRI Radiology Assocs. v. Kessler, 898 A.2d 290, 338 (Del. Ch. 2006); BREALEY, MYERS & ALLEN, at
217, 219-21; KOLLER, GOEDHART & WESSELS, supra note 17,, at 297–98, 307-308; Bernstein, Seabury & Williams,
at 190–93. Terminal value depends last year of cash-flow projections and assumptions about a perpetual growth rate
for the company.
18
KOLLER, GOEDHART & WESSELS, supra note 17, at 361.
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prices of the debtor, this approach uses market prices of similar firms.19 The problem with the
multiples approach is that no two companies are ever perfectly comparable.20 There is ample
room for differences of opinion about the appropriate group of comparable companies.21

New market-based methods can be more objective, less susceptible to hindsight bias,
harder to manipulate, and less expensive to implement.

22

However, courts may not fully

understand how market information should be interpreted. In addition, such information could
be of limited value if critical contemporaneously known information was not available to
investors.23

In the context of plan confirmation and alternatives to chapter 11 reorganization, the rise
of 363 sales is driven in part by preferences for market valuation through a judicially supervised
auction process rather than purely judicial valuations.24 The Supreme Court has also favored the
use of an auction process within a plan of reorganization to help price equity of the reorganized
firm and avoid absolute priority rule violations.25

In other contexts, where judicial valuations are necessary—such as adjudication of
avoidance actions—Bankruptcy courts have considered equity prices, unsecured bond prices
relative to par, and the ability to raise equity or debt (especially unsecured debt) as evidence that

19

Id.
Id. at 366–68, 380; BREALEY, MYERS & ALLEN, supra note 17, at 511; Bernstein, Seabury & Williams, supra
note 17, at 196; Prescott Group Small Cap, L.P. v. Coleman Co., No. 17802, 2004 WL 2059515, at *22 (Del. Ch.
Sept. 8, 2004); In re Radiology Assocs., Inc., 611 A.2d 485, 490 (Del. Ch. 1991).
21
KOLLER, GOEDHART & WESSELS, supra note 17, at 362–63, 366–67.
22
Michael Simkovic & Benjamin S. Kaminetzky, Leveraged Buyout Bankruptcies, the Problem of Hindsight
Bias, and the Credit Default Swap Solution, 2011 COLUM. BUS. L. REV. 118 (2011); Michael Simkovic, Making
Fraudulent Transfer Law More Predictable, in HANDBOOK ON BANKRUPTCY ( Barry E. Adler ed., 2016),
http://ssrn.com/abstract=2775920.
23
Tronox Inc. v. Kerr McGee Corp. (In re Tronox Inc.), 503 B.R. 239 (Bankr. S.D.N.Y. 2013).
24
Douglas G. Baird & Bob Rasmussen, The End of Bankruptcy, 55 STAN. L. REV. 751, 758, 785–88, 789
(2002); David Arthur Skeel Jr, The Nature and Effect of Corporate Voting in Chapter 11 Reorganization Cases, 78
VA. L. REV. 461–533, 496–98 (1992); Jason Brege, An Efficiency Model of Section 363 (b) Sales, 92 VA. L. REV.
1639–1685, 1644, 1671 (2006); Harvey R. Miller & Shai Y. Waisman, Is Chapter 11 Bankrupt?, 47 B.C. L.. REV.
129, 172–73 (2005); Lynn M. LoPucki & Joseph W. Doherty, Bankruptcy Fire Sales, 106 MICH. L. REV. 1 (2007);
James J. White, Bankruptcy Noir, 106 MICH. L. REV. 691–719, 691–92 (2008).
25
Bank of Am. Nat’l Trust & Sav. Ass’n v. 203 N. LaSalle St. P’ship, 526 U.S. 434, 456–57 (1999)(“[T]he best
way to determine value is exposure to a market,” not through a “determination . . . made by a judge in bankruptcy
court.”); Barry E. Adler & Ian Ayres, A Dilution Mechanism for Valuing Corporations in Bankruptcy, 111 YALE
L.J. 83 (2001).
20
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is relevant to valuation and solvency and adequate capitalization analysis. When important
information was not known to investors, courts have effectively back-dated market valuations to
the date when such information was publicly disclosed.

The first judicial use of market prices as a substitute for, rather than as a supplement to,
expert opinion in fraudulent transfer cases was by the Delaware District Court in VFB LLC v.
Campbell Soup Co. in 2005, affirmed by the Third Circuit in 2007.26 The propriety of using
financial market prices for fraudulent transfer analysis was further reinforced by Judge Peck of
the U.S. Bankruptcy Court for the Southern District of New York in In re Iridium Operating
LLC, 373 B.R. 283 (Bankr. S.D.N.Y. 2007). Recently, the court in Tronox Inc. v. Kerr McGee
Corp. (In re Tronox Inc.), 503 B.R. 239 (Bankr. S.D.N.Y. 2013), took a nuanced and skeptical
approach to certain market-based defenses, but distinguished VFB.

VFB and Iridium leave important questions unanswered. How should courts decide close
cases such as when a debtor’s equity price is declining but still positive, when bonds are trading
slightly below par, or when the debtor has access to credit but on unfavorable terms? What
about cases in which equity prices may reflect volatility and option value instead of adequate
capitalization? Or when equity prices cease to be available? How can courts evaluate whether
market prices reflect informed analysis or market manipulation? How can courts articulate clear
standards that are applicable across time and across debtors?

One leading proposal within the context of adequate capitalization and solvency analysis
is that instead of looking to bond or equity prices, courts should look to credit spreads. 27 Credit
spreads are the difference between the yield on tradable credit instruments such as corporate
bonds and a risk-free rate with a similar term structure.28 Credit spreads can be either calculated
from corporate bond yields or observed directly from the pricing of credit default swaps (CDS).29
Credit spreads are widely used in financial services to price floating rate debt,30 to monitor credit
No. Civ. A. 02-137, 2005 WL 2234606, at *22 (D. Del. Sept. 13, 2005), aff’d, 482 F.3d 624 (3d Cir. 2007).
See Simkovic & Kaminetzky supra note 22; Simkovic supra note 22.
28
The risk free rate is typically considered to be close to the yield on treasuries with a similar maturity date or
the LIBOR swap rate.
29
CDS resemble bond insurance.
30 Serena Ng, Banks Get Tougher on Credit Line Provisions, WALL ST. J., May 4, 2009.
26
27
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risk and determine required collateral, 31 and by financial regulators to inform capitalization
requirements.32
Credit spreads offer a clear indicator of market actors’ expectations about the likelihood of
default and the likely losses given default.33 Because there is a historical record of trades and
quotes, these prospective, hindsight-free assessments are available at particular points in time
that are legally relevant, such as the date of an alleged fraudulent transfer, preference, or breach
of fiduciary duties to creditors in the zone of insolvency.

With a single assumption about recovery rates—which can be grounded in historic data or
backed out from differences in credit spreads at different points in the capital structure—it is
possible to reconstruct a daily market estimate of a debtors’ probability of default. This market
based approach is faster, less expensive, and more objective than current approaches.

31

Jonathan Di Giambattista, MONITORING COUNTERPARTY RISK POST-LEHMAN RISK.NET ( 2009); Silvania
Aldeco Martinez & Bruse Christie, KEEPING A PULSE ON RISK: USING DAILY CREDIT METRICS TO MONITOR
EXPOSURES AND IDENTIFY INVESTMENT OPPORTUNITIES S&P GLOBAL MARKET INTELLIGENCE, CREDIT ANALYTIC
SOLUTIONS ( 2013); S&P CAPITAL IQ CREDIT ANALYTICS: DELIVERING AN EXTENSIVE VIEW OF CREDIT RISK
ACROSS RATED AND UNRATED PRIVATE AND PUBLIC COMPANIES AROUND THE GLOBE, (2014).
32
BASEL COMMITTEE ON BANKING SUPERVISION, REVIEW OF THE CREDIT VALUATION ADJUSTMENT
FRAMEWORK (2015).
33
Losses given default are 100 percent minus the recovery rate.
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An example is provided below using data for Caesar’s Entertainment Operating Company:
PRELIMINARY
Figure 4. Caesars risk-neutral market-implied probability of default from
CDS and bond spreads
Caesars risk-neutral market-implied probability of default:
Comparison of CDS and bond spreads

Market participants' view of probability of Caesars Entertainment Operating Company default within 5 years,
assuming 30% recovery
Percent, Nov. 2006 – Jan. 2015*
CDS
Bonds
100%
90%
80%
70%
60%
50%
40%

CERP Growth

30%
20%

Four Properties

10%
0%

LBO

2009 WSOP

Trademark
Transfer

2011 WSOP

5% Equity Sale

* Caesars Entertainment Operating Company filed bankruptcy in January of 2015.
CDS probabilities of default based on 5-year CDS spread from Bloomberg CBIN and 5-year swap rate. Bond probabilities based on
spread between yield of CEOC 6 ½ percent 6/1/2016 Senior Unsecured Bullet Bond and U.S. Treasury with similar maturity date. © Michael Simkovic 25

(preliminary analysis)

To put this into context, the traditional solvency and adequate capitalization analysis
performed by the Examiner in Caesars required months of work and cost the estate millions of
dollars.34 The preliminary market-based analysis above was completed by a law professor and a
handful of research assistants in a few days using data that can be purchased for a few thousand
dollars.

The traditional analysis performed by the Examiner only calculated solvency on a few
specific dates—primarily end of year figures—filling in gaps by assuming deterioration in
34 In re Caesars Entertainment Operating Company, Case No. 15-01145 (ABG), (Bankr. N.D. Il. Jan 15, 2015),
Alvarez & Marsal Global Forensic Dispute Services, LLC, Applications for Professional Compensation, Doc. Nos.:
1898, 2357, 2588, 2955, 3454, 3477 (approval of over $17 million in fees and expenses for financial analyses
performed on behalf of the Examiner in April 2015 to January 2016.). While it is difficult to isolate solvency and
adequate capitalization analyses from other forensic analyses, solvency and adequate capitalization analyses appear
to have cost the Estate over one million dollars.
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financial condition as the bankruptcy date approached. 35 The market-based analysis above
indicates capital adequacy on a daily basis based on objective market indicators. It shows capital
adequacy at times improving and at times deteriorating rather than monotonically decreasing as
the bankruptcy date approached. A more thorough market-based analysis to inform adjudication
would likely continue to be faster, more predictable, and much more cost-effective than the
traditional approach.

This pattern suggests that DCF and comparable companies will likely continued to be
used in conjunction with market based methods for years to come.36 In addition, the transition
from DCF and comparable companies toward more purely market based approaches could be
facilitated through the development of a library of precedents showing rough equivalences across
methods.

35 In re Caesars Entertainment Operating Company, Case No. 15-01145 (ABG), (Bankr. N.D. Il. Jan 15, 2015),
Final Report of Examiner, Richard J. Davis, March 15, 2016, at 7-8, 139-199.
36
American Classic Voyages, 384 B.R. 62 (D. Del. 2008) (declining to mandate a market based approach where
bankruptcy court had decided based on DCF).
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RACE DISPARITY IN BANKRUPTCY CHAPTER CHOICE AND THE
ROLE OF DEBTORS' ATTORNEYS
JEAN BRAUCHER,* Dov COHEN,

AND ROBERT M. LAWLESS

INTRODUCTION

We are grateful for the attention the American Bankruptcy Institute Law Review
is giving to our research concerning racial disparity in bankruptcy chapter choice
and the role debtors' lawyers may play in producing it. We believe that all players
in the consumer bankruptcy system should be concerned about just results in the
system in general and racial justice in particular. Thus, although we already have
presented this research in the Journal of Empirical Legal Studies with great
attention to methodological concerns,' in these pages we will summarize our
findings and analysis for an audience of bankruptcy professionals. We will avoid
technical presentation of the data. Where we discuss differences we observed, these
differences were statistically significant unless we otherwise note.
The relevant research involves two different studies. These studies in turn need
to be understood against a background of other research concerning huge variation
in local practices in the bankruptcy system, known as local legal culture, and the
important role of professional gatekeepers such as lawyers, trustees, and judges in
determining how bankruptcy is used. After briefly describing the consumer
bankruptcy options and relevant prior research in Part I, we summarize here
findings from the two studies documenting racial sorting in bankruptcy chapter
choice and the likely influence of debtors' lawyers.
Part II describes the first study, which looked at real-world cases in a large
national random sample and found that African Americans were about twice as
likely as debtors of all other races to file chapter 13 as opposed to chapter 7.
Furthermore, this racial disparity cannot be fully accounted for either by local legal
culture, the financial and legal characteristics of the cases, or the debtor's nonracial
demographics. Part III describes the second study, which involved a national
random sample survey of attorneys using a hypothetical fact pattern. This study
found that on the same financial facts, with the same legal implications, attorneys
were more likely to recommend that an African-American couple (suggested by
names and other indicators) file in chapter 13 than they were for a white couple.
This difference in recommendations was equivalent to about two-thirds of the real
world racial disparity in chapter choice found in the first study. We conclude with
some analysis and some limited initial proposals.

Roger C. Henderson Professor of Law, University of Arizona.
Professor of Psychology, University of Illinois.
***Professor of Law, University of Illinois.
Jean Braucher, Dov Cohen & Robert M. Lawless, Race, Attorney Influence, and Bankruptcy Chapter
Choice, 9 J. E1VPIRICAL L. STUD. 393 (2012).
**
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We doubt that race disparity in chapter choice is the product of intentional
discrimination by actors in the consumer bankruptcy system. Rather, it is likely the
result of subtle biases operating within a complex system. We have no systematic
evidence on whether actors in the system other than debtors' attorneys also play a
role in producing racially disparate results. Those actors include bankruptcy judges,
other federal judges, officials in the U.S. Department of Justice who have authority
over bankruptcy trustees, and standing and panel trustees in bankruptcy around the
country. Now that our research has found evidence of race disparity, it is the
responsibility of those who oversee the system to investigate the phenomenon
further and, if they confirm that there is a problem, address it.
I. BACKGROUND ON THE Two CONSUMER OPTIONS AND ON PRIOR RESEARCH
CONCERNING INFLUENCES ON CHAPTER CHOICE

The two main options for consumer debtors filing bankruptcy are chapter 7 and
chapter 13,2 described here with emphasis on empirical research concerning how
they are used. Chapter 7, captioned a "liquidation" in the Bankruptcy Code, does
not typically involve liquidation because more than 90 percent of cases filed in
chapter 7 are so-called "no asset" ones, 3 meaning there are no assets in excess of
exemptions to be liquidated for distribution to creditors. Thus the debtor gets a
quick fresh start, free of personal liability on most old debts. A very small number
of chapter 7 filers are forced by means testing to file in chapter 13; more commonly,
debtors who could qualify for chapter 7 choose chapter 13 for a variety of reasons,
including simply trying to pay as much as they can to creditors.4 While chapter 13 is
sometimes thought of as the best route to hold on to collateral such as a home or
car, the reality is that chapter 7 debtors who are or who can become current can

2 See 11 U.S.C. §§ 701-27, 1301-30 (2006). Chapter 11, while available
to consumer debtors, see Toibb v.
Radloff, 501 U.S. 157, 161-62 (1991), is much more expensive and is not practical for most individuals;
thus chapter 11 was not studied. Chapter 11 filings by individuals are rare as compared to other
bankruptcies. In 2011, individuals filed 3,363 chapter 11 petitions, which was 0.2% of 1,363,302 total
bankruptcy petitions filed by individuals. See BANKRUPTCY DATA PROJECT AT HARvARD,
http://bdp.law.harvard.edu (last visited Nov. 5, 2012) (allowing computation of bankruptcy statistics).
3 See U.S. TRUSTEE PROGRAM, ANNUAL REPORT, FISCAL YEAR 2011 12, 35 (2011) (reporting 1,012,133
chapter 7 cases were filed in districts covered by program, which excludes North Carolina and Alabama, and
69,588 were asset cases, meaning approximately 7% were asset cases, including business filings); see also

Dalie Jimenez, The Distribution of Assets in Chapter 7 Bankruptcy Cases, 83 AM. BANKR. L.J. 795, 797

(2009).
4 See U.S. TRUSTEE PROGRAM, supra note 3, at 20 (reporting 13% of chapter 7 debtors had income above
their states' medians and thus were subject to means testing, 7% of those were presumed abusive under 11
U.S.C. § 707(b), and trustee program declined to seek dismissal in 63% of presumed abusive cases, for total
dismissal rate of about half a percent); see also Clifford J. White III, Making Bankruptcy Reform Work: A
ProgressReport in Year 2, 16 AM. BANKR. INST. J., June 2007 at 16 (reporting only 27% of chapter 13 filers
had income above median; given rates of non-dismissal in chapter 7, presumably even many of those could
pass means test).
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typically also do so, either with court protection or by creditor acquiescence in
continuation of payments or creditor agreement to a reaffirmation of the debt.'
Chapter 13 involves a three-to-five year repayment plan, with the discharge
typically given only after plan completion. 6 Under a test for confirmation of the
plan, debtors are required to commit projected disposable income to repayment of
creditors.' A chapter 13 debtor also has to pay unsecured creditors at least what they
would get in a chapter 7, which is typically either nothing or less than the amount
the debtor has to pay anyway under the projected disposable income test.8 Only
about a third of debtors who file in chapter 13 complete their plans and get a
discharge. 9 Retention of collateral (most commonly homes and cars) is often a
reason for choosing chapter 13 because it allows debtors to make up back payments
on secured debts in the plan.10 Also, sometimes chapter 13 debtors can either cram
down secured debts to collateral value or strip off junior liens on homes when the
liens are wholly unsupported by collateral value." Debtors also sometimes choose
chapter 13 to pay priority debts such as domestic support obligations ahead of
general unsecured debts in their plans.12
As this brief description of the consumer options indicates, most debtors could
choose either chapter. Chapter 7 is quicker and does not involve a plan of
repayment from post-petition income, but sometimes goals of retaining collateral
and repayment of unsecured creditors cut in favor of the longer course of a chapter
13 plan. Also, while chapter 7 fees are lower, attorneys are often willing to take
much of their fees in chapter 13 over time in the plan, so that debtors without
savings may use chapter 13 in part to file more quickly.13
11 U.S.C. §§ 362(h), 521(a)(2), 521(a)(6), 524(c). The "ride through" option of just staying current is
generally accepted for home mortgages as a debtor right. See e.g., In re Law, 421 B.R. 735, 737-38 (Bankr.
W.D. Pa. 2010); In re Hart, 402 B.R. 78, 81 (Bankr. D. Del. 2009).
6 11 U.S.C. §§ 1322(d), 1328(a)-(b).
7 Id. at § 1325(b)(1)(B).
8 Id. at § 1325(a)(4) (providing so-called best interest test, which only requires additional payment if
debtor has nonexempt assets in excess of what must be paid under disposable income test over course of
plan).
9 See Katherine Porter, The Pretend Solution: An Empirical Study of Bankruptcy Outcomes, 90 TEX. L.
REv. 103, 125-26 (2011) (discussing relatively constant one-in-three completion rate over 30 years, along
with possibility that chapter 13 completion rate may have increased to more in range of 40 percent since
2005 law and during Great Recession, factors that are hard to untangle and make it hard to determine
whether this is a temporary blip).
10 11

U.S.C. § 1322(b)(5).

1 Id. at §§ 1322(b)(2), 1325(a)(5), as qualified by the hanging paragraph (providing home mortgages
cannot be modified but allowing cramdown on older cars). The U.S. Courts of Appeals have consistently
interpreted Nobelman v. Amer. Say. Bank, 508 U.S. 324 (1993), as permitting strip off wholly unsecured
junior liens in chapter 13. See e.g., Lane v. Western Interstate Bancorp (In re Lane), 280 F.3d 663, 664-65
(6th Cir. 2002) (holding and discussing four other circuit court decisions in accord).
12 11 U.S.C. §§ 1322(a)(2), 507 (calling for full payment of priority claims in chapter 13 and listing
priorities, respectively).
13 Lois R. Lupica, The Consumer Bankruptcy Fee Study: Final Report, 20 Am. BANKR. INST. L. REv. 17,
51, 56, 58, 69-70 (2012) (reporting mean attorneys' fees after 2005 law became fully effective and through
2009 of $968 in discharged no-asset cases in chapter 7 and of $1,072 in discharged asset cases in chapter 7
and $2,564 in discharged chapter 13 cases and $1,491 in dismissed chapter 13 cases, with difference
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Chapter choice is complex, involving both financial and social or moral
considerations, and it is hard for consumer clients to appreciate fully the tradeoffs,
making them susceptible to and often desirous of recommendations from their
attorneys. Research has indicated that chapter choice is typically guided by
attorneys operating within local norms often referred to as "local legal culture."' 4
Chapter 13 was developed in Depression-era Birmingham, Alabama,' 5 and has
remained most popular in the South.16 A Brookings Institution report on the state of
bankruptcy in the 1960s found great variation in incidence of chapter 13 (then
Chapter XIII) and attributed the differences primarily to attorney attitudes and to a
lesser extent to those of local judges." An interview study of attorneys in the 1980s
described a process for chapter choice that was attorney centered.18 One of the coauthors of the current article conducted interviews of 57 bankruptcy attorneys and
trustees in four cities in the early 1990s and found that lawyers tried to serve
varying combinations of their own and clients' financial interests as well as their
own and their clients' views of appropriate social roles, with views of what the
clients wanted filtered through attorneys' own values.19 As of 2007, local variation
in use of chapter 13 ranged from 8.4 percent in the northern district of Iowa to 77.4
percent in the southern district of Georgia. 2 0 Here are chapter 13 percentages for the
lowest and highest chapter 13 districts (with all ten of the highest in the South):
Lowest Percent of Chapter 13s
Iowa, Northern - 8.4%

Highest Percent of Chapter 13s

North Dakota - 11.0%
West Virginia, Northern - 11.1%
West Virginia, Southern - 11.1%
New Mexico - 12.5%

Texas, Southern - 57.4%
Texas, Northern - 57.9%
Georgia, Middle - 58.2%
North Carolina, Eastern - 58.9%
South Carolina - 65.5%

Oklahoma, Northern - 14.3%

Alabama, Middle - 70.8%

Hawaii - 14.8%
Iowa, Southern - 15.0%
Alaska - 15.4%

Louisiana, Western - 71.8%
Alabama, Southern - 72.4%
Tennessee, Western - 74.8%

between discharge cases and dismissed cases in chapter 13 reflecting fact that at least some of chapter 13
fees are typically paid in plan over time).
14 See, e.g., Jean Braucher, Lawyers and Consumer Bankruptcy:
One Code, Many Cultures, 67 AM.
BANKR. L.J. 501, 503 (1993); Teresa A. Sullivan, Elizabeth Warren, & Jay Lawrence Westbrook, The
Persistence of Local Legal Culture: Twenty Years of Evidence from the Federal Bankruptcy Courts, 17
HARv. J.L. & PUB. POLY 801, 804 (1994).
15 Timothy W. Dixon & David G. Epstein, Where Did Chapter 13 Come From and Where Should It Go,
10 AM. BANKR. INST. L. REV. 741, 741 (2002).
16

See infra notes 20-21 and accompanying text.

17See DAVID STANLEY & MARJORIE GIRTH, BANKRUPTCY: PROBLEM, PROCESS, AND REFORM (1971).

18 See Gary Neustadter, When Lawyer and Client Meet: Observations of Interviewing and Counseling
Behavior in the Consumer Bankruptcy Law Office, 35 BUFF. L. REV. 177, 229 (1986).
19 Braucher, supra note 14, at 503.
20 Dov Cohen & Robert M. Lawless, Less Forgiven: Race and Chapter 13 Bankruptcy, in BROKE: How
DEBT BANKRUPTS THE MIDDLE CLASS 175 (Katherine Porter ed., 2012).
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Georgia, Southern - 77.4%21

This prior research suggests that chapter choice is heavily influenced by
professional gatekeepers and is not a purely independent choice of the debtors who
use the consumer bankruptcy system.
II. STUDY 1: RACIAL DISPARITY IN FILING OF CHAPTER 7 OR CHAPTER 13

Our first study was of real world consumer bankruptcy cases, using data from
the Consumer Bankruptcy Project's (CBP) national random sample of cases filed in
2007.22 Questionnaires were mailed to 4,976 households who had filed a bankruptcy
petition, and 2,314 were returned completed, for a response rate of 46.5 percent. Of
the respondents, about 23 percent were from African-American households.23 The
study also looked at the bankruptcy schedules and other court filings for those who
answered the questionnaires. Other information-including the race of the debtors
(not gathered by the bankruptcy system)-was obtained using the questionnaire.
The raw data shows a striking racial difference in use of the two chapters, with
54.7 percent of the African-American households filing in chapter 13, compared to
28.2 percent of debtors of all other races. 24 The rate of use of chapter 13 as opposed
to chapter 7 by race was as follows:
African American

54.7%

White

28.6%

Asian
Other

24.4%
23.8%

Hispanic

21.7%25

Study 1 also searched for explanations of the race disparity across twenty
separate control variables and found no fully satisfying explanation. The prior
literature suggested financial and legal characteristics of the debtors' cases and local
legal culture were most likely to have an effect. Ten legal and financial variables
were examined-total assets, homeownership, income, total debt, total priority debt,
percent secured debt, percent credit card debt, threatened foreclosure, prior
bankruptcy filing within eight years, and representation by a lawyer. 26 While

21Id.
22 Braucher

et al., supra note 1, at 398. A detailed methodology for the CBP appears at Robert M. Lawless

et al., Did Bankruptcy Reform Fail: An Empirical Study of Consumer Debtors, 82 Am. BANKR. L.J. 349,

387-98 (2008).
23 For joint filers, we have reported statistics based on whether either person identified as African
American. The results do not change if we limit the definition of an "African American" case to joint cases
where both filers identify as African American.
24Braucher et al., supra note 1, at 400.
25 Id at 401 tbl.2.
26 Idat. 402.
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controlling for these factors reduced the racial gap, it was far from eliminated. 27
Local legal culture, measured by the rate of use of chapter 13 by non-AfricanAmerican debtors in the district, also did not account for racial disparity. 28 The race
effect persists over and above the effect of local norms concerning use of chapter
13, so that even in areas with low rates of chapter 13 usage, African Americans use
it more.

It should also be noted that Study 1 did not indicate that African Americans
were getting more lenient plans or better results in completing them. There was a
weak trend for their chapter 13 plans to propose repaying more to their unsecured
creditors than plans from debtors of other races (30.9 percent to 26.1 percent). 2 9
Also, their cases were dismissed from chapter 13 at a higher rate than the cases of
debtors of other races (36.2 percent to 25.5 percent, when followed up 10 to 14
months after their filings). 30
As discussed in Part I, prior research suggested the hypothesis that debtors'
attorneys play a role in producing the racial disparity in chapter choice in consumer
bankruptcy. Study 2 was designed to test that hypothesis.
III. STUDY 2: EXPERIMENT WITH ATTORNEYS

Study 2 used a hypothetical case to examine how bankruptcy attorneys might
guide clients of different races into different chapters. 3 1 A national random sample
of 596 bankruptcy attorneys were mailed surveys, and 262 of them ultimately
responded, for a response rate of 44.0 percent.32 The surveys in all instances used
the same financial facts in the vignette and presented a case on which attorneys
could differ as to recommendation of chapter choice. The financial facts in the
vignette were approximately at the median of the CBP data. 33 The fictional clients
were a cash-strapped couple with two young daughters and an annual income of
$41,400 from the husband's job as a custodian and the wife's job as a teacher's aide.
They owned a house on which they owed more than the value, with one missed
payment, and a car with three missed payments. Their unsecured debts included
elements that were both sympathetic and unsympathetic-for example, for medical
expenses from the husband's diabetes and for a family vacation in the Caribbean. 34
Although identical on the financial facts, the surveys varied on two factors,
each with three versions, and attorneys were randomly assigned to the resulting nine
variations. One factor concerned the suggested race of the clients (white, African
American, and no race indicated), signaled by their names and church affiliations.
27 I
28Id
29

at 403.
Id at 405. This difference was not statistically significant.

301
31

32

d at 408-09.

M at 408.

33IM

at 424.

34 Id

at 409, 428-29 (discussing and reproducing facts in hypothetical case).
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One-third of the surveys concerned "Todd and Allison" who attended the First
United Methodist Church, another third concerned "Reggie and Latisha" who
attended the Bethel A.M.E. Church, and the last third described "R. and L." who
attended "a church." The names and churches for the first two versions were chosen
on the basis of statistically likely white and African-American names and
denominations.
The other factor concerned a statement of a preference by the clients for chapter
7 or chapter 13. In all surveys, the clients made some platitudinous statements that
indicated some motives consistent with chapter 7 and some with chapter 13. In one
third of the surveys, however, there was a final statement of preference for chapter
7, in another third a final statement of preference for chapter 13, and in one third no
final statement at all.
The second factor was designed to minimize the
plausibility-or at least the appropriateness-of attorneys making racially disparate
recommendations based on their "knowledge" of clients' preferences. We know of
no evidence that African Americans in fact have different preferences than debtors
of other races, but variation on the second factor was intended to minimize the
possibility that any differences in attorney recommendations by race could be
explained simply in that way.
The survey results were that attorneys recommended chapter 13 as follows: 47
percent for the African-American couple, 36 percent for the couple with no race
indicated, and 32 percent for the white couple. 35 The 15 percentage point racial gap
between chapter 13 recommendations to African Americans compared to whites
represents fully two-thirds of the 22 percentage point gap found in similar real
world cases in Study 1.
Expressed preferences of clients affected attorney recommendations in the
survey, but the race effect was stronger: attorneys recommended chapter 13 to
African Americans who expressed a preference for chapter 7 at a rate that was
trivially higher than that for whites who expressed a preference for chapter 13 (45
vs. 38 percent).36 When the clients expressed a preference for chapter 13, the
attorneys recommended chapter 13 to the African-American couple 63 percent of
the time, while for whites and clients with no race indicated, they did so,
respectively, only 38 and 37 percent of the time. 3 7
Local legal culture did not explain the race disparity in the survey results.
Being African American was a statistically significant predictor of an attorney
recommendation for chapter 13 even after controlling for the chapter 13 rate in the
district or the difference between the attorney's self-reported chapter 13 rate and the
district rate or both of these factors together. 3 8
35

Id at 411-12 fig.1.

Id at 411-12 tbl.6.
37Where no race was indicated in the survey, attorneys were more likely not to make a recommendation
36

and circle the midpoint on a scale. Id. at 412. Also, the race gap was strong when a preference for the
outcomes of either chapter was stated but disappeared when no preference for chapter outcomes was stated;
our best guess (and inferential statistics) suggest that this is a product of chance variation. Id at 413 & n.9.
38 Id at 412.

PAGE 422

9

ABILA WRE VIEW

618

[Vol. 20: 611

Study 2 also explored the attorneys' perceptions that may help to explain their
racially disparate recommendations concerning chapter choice. Attorneys seemed
to measure African-American and white couples against different standards. The
survey included questions that explored the attorneys' views of their clients'
competence (whether they can effectively manage their way through the world) and
values (whether they are good people). 39 The results indicated that attorneys likely
see an African-American couple who express a preference for chapter 13 as
relatively more competent than one that expresses no preference or a preference for
chapter 7, while attorneys view a white couple as more competent when expressing
a preference for chapter 7 as opposed to no preference or a preference for chapter
13.40 Thus, the attorneys seemed to consider whites more competent if they took
care of their financial interests and wanted a fresh start (the recommendation across
all versions of the survey was for chapter 7 more than 60 percent of the time), while
African Americans were more likely to be expected to take the longer, generally
more burdensome route of a chapter 13 plan to earn their competence by taking care
of past mistakes. 4 ' Similarly, responding to a question about the clients' values,
attorneys viewed whites expressing a preference for chapter 7 as having better
values than African-American or race-unspecified clients who also expressed a
preference for chapter 7.42
Other questions asked attorneys about what sorts of outcomes the couple
probably wanted before coming for a consultation. Attorneys were far more likely
to assume that the couple wanted the type of outcomes provided by chapter 13 if the
couple was African American than if the couple was white or of no specified race. 4 3
Also, the attorneys were far more likely to go along with the stated preference of
white clients for chapter 7 than they were for African-American or no-racespecified clients who stated a preference for chapter 7.44 And further, to the extent
that attorneys endorsed the idea that they should guide the client to the right
chapter, attorneys also tended to guide white and race-unspecified couples (but not
African-American couples) into chapter 7.
Study 2 supports an interpretation that attorney recommendations are a
significant factor in producing the racial disparity in chapter choice in bankruptcy,
independent of their clients' financial situation, expressed preference as to chapter,
or local legal culture. Attorneys appear to believe that Reggie and Latisha (vs.
Todd and Allison) differentially prefer chapter 13, but it is unclear whether they are
a) making stereotypical but generally accurate judgments when making this
assumption or b) are simply engaged in post-hoc rationalization that Reggie and
Latisha wanted chapter 13 after all. Regarding the first possibility, to our
knowledge, there is no research to document that consumer bankruptcy clients have
39

Id at 410.

401M

at 414.

41id

42

d at410,41516.

43IM
44

at 416.

M at 416-17.
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a racially-based preference for chapter 13 or the type of results produced in chapter
13. Furthermore, Study 2 did not find that the effect of race on attorney chapter
choice recommendations was moderated by the attorney's age, experience, or
volume of cases handled, suggesting that the racial disparity cannot be explained as
a product of learning from experience about actual differences in preferences
between various racial groups.4 1
On the other hand, we do have some evidence consistent with the second
possibility-that attorneys are engaging in post-hoc rationalization when they say
that Reggie and Latisha probably wanted chapter 13 all along. In a separate survey
of a national random sample of consumer bankruptcy attorneys, we asked
respondents about their perceptions of how often people from various demographic
groups filed chapter 13 vs. chapter 7. The results of this study (to be reported in full
elsewhere) showed that attorneys thought whites and homeowners (stereotypically
"good" and competent groups) filed chapter 13 much more than they actually do.
On the other hand, the attorneys thought that African Americans and people who
had previously filed for bankruptcy (stereotypically "irresponsible" groups) filed
chapter 7 much more than they actually do. These assumptions may explain in part
why Reggie and Latisha are seen as such a good, competent couple when they
express a preference for chapter 13-they are proving themselves to be exceptions
to the (assumed) general pattern of African Americans filing for chapter 7. Such
results suggest that attorneys in our second study were not assuming that Reggie
and Latisha wanted chapter 13 based on the attorneys' experience. They suggest
instead that the perception of what Reggie and Latisha wanted: a) resulted from a
contrast of this particular couple with general stereotypes about African Americans,
b) represented a post-hoc rationalization, justifying their chapter 13
recommendation by believing that Reggie and Latisha probably wanted it all along,
or c) both.
Finally, the race effect in recommendations was also not moderated by attorney
race (the attorneys surveyed were overwhelmingly white, 89.2 percent, with only
1.6 percent African-American attorneys, too few to account for disparity in
recommendations), sex, whether the attorney practiced in the South, or the
percentage of chapter 13 cases the attorney reported filing. 4 6 We do believe that the
reasons for the phenomenon we observed are likely complex and multi-causal. The
issues certainly merit further study, examining not only the role that other actors,
such as trustees or judges, may be playing but also the possibility of different
groups having different attitudes toward debt and debt repayment (for whatever
historical, religious, or cultural reasons).

45

Id at 419.

461Id

at 419, 423.
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CONCLUSION AND INITIAL PROPOSALS

On the evidence of the two studies described above, the racial gap in use of
chapter 13 appears to be substantial, and attorney recommendations appear to be a
significant factor in producing it. We emphasize, however, that the precise extent
of both the racial gap and attorney influence on it may well be different from what
we found, in either direction.
Our guess is that a census of all consumer bankruptcy cases would show a
racial gap in chapter choice does exist, though the magnitude of the gap may be
somewhat smaller or larger than that found in Study 1. Our first proposal is that
those who oversee the consumer bankruptcy system should investigate the issue by
collecting demographic information, including race, about bankruptcy filers.
Protocols for privacy must be considered, but given that Social Security numbers
are now gathered but not made public, that problem is not insurmountable. The
bankruptcy system deals with the debt problems of more than 1.5 million
consumers each year. It is, in effect, a massive social program, and we know very
little about who is benefitting from it and how they are affected.
Concerning the mechanisms that produce a racial disparity in chapter choice,
Study 2 is also far from the last word. We only studied one mechanism and not
other possibilities, including the views of debtors themselves and whether they
differ by race and also the role of other actors in the system such as bankruptcy
judges and trustees. The data we gathered are consistent with prior research
suggesting that attorneys play a large role in chapter choice. Indeed, in such a
complex system, one that is difficult for lay people to understand, debtors' attorneys
inevitably have a lot of influence, which is often desired by clients. Study 2 thus is
relevant to analysis of much-debated issues about optimal design of the consumer
bankruptcy system and whether debtor choice of chapter, guided by attorneys,
should play such a large role, producing disparate results. So many factors go into
chapter choice-varying financial and social objectives-that subtle and
occasionally not-so-subtle racial biases can operate and escape official notice.
Racial sorting is likely but one aspect, albeit a significant and disturbing one, of
more general unfairness in consumer bankruptcy in the sense of different results for
the similarly situated. If such different results derive from similarly situated people
simply having different tastes and preferences, this may be legitimate, but it is not if
the different results derive from either client confusion or attorney steering.
Rather than addressing here the issue of whether an overhaul is needed to
simplify the consumer bankruptcy system, we make a much more modest
recommendation-education of all actors in the system, including lawyers, judges,
trustees, officials in the U.S. Department of Justice, and clients, about the evidence
that a racial gap exists. This may be a useful step to encourage vigilance about
possible biases that may affect various stages of the process. Racial bias should be
eliminated whether or not the system is more broadly reformed. More Americans
have contact with the bankruptcy courts than any other part of the federal judicial
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system, 47 and assuring racial justice in that system deserves attention. We need full
information to determine if there is a problem, and if so, it should be addressed.

47

Just how much more common bankruptcy is than other types of federal court proceedings is evident in

data from the ADMIN. OFFICE OF THE U.S. COURTS, 2011 ANNUAL REPORT OF THE DIRECTOR: JUDICIAL
BUSINESS OF THE U.S. COURTS 10 (2012); see also BANKRUPTCY DATA PROJECT AT HARvARD, supra note

2. In the federal courts in 2011, criminal proceedings were commenced against 103,000 defendants, and
there were 294,000 civil cases commenced (many of which involve corporations). In contrast, there were 1.4
million bankruptcy petitions involving 1.8 million individual debtors.
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Implicit Racial Bias
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Implicit (Unconscious) Bias
•Categorize People
• Gender, Race, Age, Class, etc

•Apply Attributes Associated with the Category
Stereotypes
Beliefs/
Traits

Attitudes
+ or ‐
Feelings

•IMPLICIT (occurs unconsciously)
•BIAS (Impacts our expectations, perceptions
and behavior)
•Biases Strengthen over time

1
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Implicit Racial Bias

Even people with deeply
held conscious beliefs that
all people should be treated
fairly regardless of race
still have implicit biases.

2
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How is Bias Measured?
•Implicit Association Test
•Project Implicit
‐‐https://implicit.harvard.edu/implicit/

Addressing Implicit Biases

3
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IMPLICIT BIAS IS INCREASED BY
• Stress & overload
• Time pressure
• Multi‐tasking
• Discretion
• Ambiguous criteria
• Incomplete data

IMPLICIT BIAS IS NOT REDUCED BY
X Good intentions
X Suppression and avoidance
X Self‐perceived objectivity

4
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Don’t Be Colorblind

THE SCIENCE OF EQUALITY
Evidence-based solutions:
 “De‐bias” – efforts to reduce implicit bias
(Devine et al., 2012)

‐ Break the prejudice habit
 Bias override – break the link between bias
and behavior (Kang et al., 2012)

‐ Changing systems and practices

5
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DE‐BIAS
“Break the prejudice habit” training (Devine et al.,
2012)
• Awareness
• Recognize biased responses
• Stereotype replacement
• Positive Contact
• Individuation
• Perspective‐Taking

BIAS OVERRIDE
•

Awareness

•

Increase Doubt objectivity

•

see motivation to be fair

•

Improve conditions of decision‐making
‒

Commit to evaluation criteria in advance (Uhlmann & Cohen, 2005)

‒

Checklists

•

Count

•

Slow Down

•

‒

Checklists Help

‒

Articulate Reasons

Accountability

6
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By Paul M. Uyehara
n providing services to clients with limited English proficiency (LEP), legal services staff
must be sensitive to lurking ethical issues. Although programs have realized that the old ways
of serving clients with LEP are no longer acceptable, this article will introduce possibly overlooked ethical considerations.
Let’s look at five common scenarios for lawyer-LEP client communication and then consider
how three of them could be hazardous ethically:

I

SCENARIO LAWYER INTERPRETER

RESULT

1

Monolingual

Not used

Neither party understands other well

2

Monolingual

Informal

Could be the same as #1

3

Monolingual

Professional

4

“Bilingual”

Not used

Same as #1 as lawyer not fluent

5

Bilingual

Not used

Best situation

Today, we understand that we need to be talking to clients with LEP in a common language in
which both client and lawyer are fluent (scenario
5) or we need the services of a trained, truly
bilingual interpreter to serve as a communication
8  Cornerstone VOLUME 29, NUMBER 1
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Should be OK

conduit (scenario 3). So long as the lawyer in
scenario 3 has been trained to effectively work
with an interpreter, scenarios 3 and 5 are less
likely to present special ethical issues.
Although the remaining three scenarios typi20

fy the old ways of doing business, they are still likely to be
widely encountered. These scenarios should cause you to
wake up in a cold sweat in the middle of the night.

Duty to Communicate
Rule 1.4 of the ABA Model Code of Professional
Responsibility makes the lawyer responsible for good
attorney-client communication. The rule mandates that a
lawyer inform, consult with, explain and seek consent
from the client about the case.
Attorneys who speak with clients in a language that one
does not understand well risk a violation of Rule 1.4.
Those who charge ahead in scenario 1 using English only,
perhaps speaking more slowly or loudly, risk getting the
facts wrong, not understanding the client’s goals and not
having the client understand legal advice. The situation is
no different in scenario 4 when a lawyer with mediocre
second language skills attempts to converse with the client
in that language. Failing to seek assistance from an interpreter is asking for miscommunication when dealing with
an LEP client.
The lawyer sensible enough to know that an interpreter
is needed for effective communication should be a step
ahead. Or not. In scenario 2, lawyers who rely upon informal interpreters may be in worse trouble for reasons that
will be explained later. Informal interpreters are untrained,
untested volunteers. Whether relatives or friends of the
client, helpful community organization staff, or purportedly bilingual staff or law students, they may have serious
deficiencies in at least one of the languages involved and
have no way of knowing how to properly function as an
interpreter. Learning a second language does not teach
you how to interpret.
Lawyers using informal interpreters run the foreseeable
risk that the interpreter will omit, change or add to what
the speaker is saying or insert his own legal advice. The
family interpreter may feel comfortable answering questions for the client. Lawyers, especially if themselves not
trained in the accepted interpreting methods, may be blissfully ignorant of the miscommunication which is occurring
in plain view. At least until they wake up in a cold sweat.

Confidentiality, Privilege
and the Interpreter

The informal interpreter may play
other roles in the situation — as a concerned relative expressing her own
opinion, as advisor or as a witness. As the untrained interpreter strays from acting strictly as a conduit, the risk
increases that a court will find that the privilege was lost.
And practical protection of the client’s confidences
requires that the interpreter know that he is not permitted
to disclose to anyone not present what was said, or even
that the client was seeking legal help.

Duty to Supervise Assistants
Model Rule 5.3 makes a lawyer responsible to ensure
that any employee or contractor of the lawyer will comply
with the other rules. Rule 5.3 applies to interpreters just as
it applies to paralegals, law students and clerical staff. All
must be trained and supervised to ensure that the nonlawyer assistant does not engage in conduct which the
attorney cannot.
Rule 5.3 exposes the risk presented by the informal
interpreter. Not only is the interpreter neither an employee nor a contractor of the lawyer, but the lawyer has no
way of ensuring that the interpreter acts properly to protect
the attorney-client relationship. The lawyer has not trained
the interpreter or set any boundaries on the interpreter’s
conduct. Practically speaking, how can the lawyer supervise an interpreter he did not procure?

PRACTICE POINTERS
Lawyers communicating with clients with LEP
should consider the following basic guidelines:
1.
2.
3.

4.

Rule 1.6 provides that, with certain exceptions, a
lawyer “shall not reveal information relating to representation of a client”. Also, attorney-client privilege can protect
communications between attorney and client from being
divulged in court without the client’s consent. But what
happens when an interpreter is present for the conversation?
The presence of an extraneous person in an attorneyclient conversation may undermine the confidentiality of the
information and destroy the privilege. When used properly,
the interpreter should be viewed as an agent of the lawyer
whose presence is necessary to allow the conversation to
occur. In those circumstances, the privilege is not lost.

If you and the client are not fluent in the same
language, use an interpreter.
Use professional interpreters and avoid informal
ones, especially those supplied by the client.
Consider requiring the interpreter to sign a pledge
to hold all information in confidence, protect
attorney-client privilege, and not advise the
client.
Get training in how to work with an interpreter
and make sure that staff interpreters are trained
and evaluated.

And when we use staff interpreters, ethical concerns
suggest the importance of ensuring that they possess the
necessary language skills and training to do the job well.
Programs would be well-advised to review ethical
standards in their jurisdictions and adopt appropriate policies and training requirements. We all need our sleep. p
Paul M. Uyehara is a senior staff attorney in the Language
Access Project of Community Legal Services, Inc. and a member of the National Language Access Advocates Network (NLAAN).
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Case 1:16-cv-02599-NRB Document 46 Filed 05/11/16 Page 1 of 50

UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK
----------------------------------X
JOHN S. PEREIRA,
Plaintiff,
- against MEMORANDUM AND ORDER
UNITED STATES DEPARTMENT OF
JUSTICE; UNITED STATES TRUSTEES
PROGRAM; LORETTA LYNCH, Attorney
General for the United States;
CLIFFORD J. WHITE III, Director of
the United States Trustee Program;
WILLIAM K. HARRINGTON, United
States Trustee for Region 2,

16 Civ. 2599 (NRB)

Defendants.
----------------------------------X
NAOMI REICE BUCHWALD
UNITED STATES DISTRICT JUDGE

Plaintiff John S. Pereira brings this action to challenge his
one-year suspension as a chapter 7 bankruptcy panel trustee in the
Southern and Eastern Districts of New York.

The suspension, first

imposed by the United States Trustee in connection with Pereira’s
conduct at three Section 341(a) meetings in April and July of 2014,
was affirmed by the Director for the Executive Office of the United
States

Trustee

Plaintiff

Program

contends

that

(the
the

“Director”)
agency

action

in

March

violated:

of

2016.

(1)

the

Administrative Procedure Act, 5 U.S.C. § 701 et seq. (the “APA”);
(2) a provision of the Bankruptcy Abuse Prevention and Consumer
Protection Act of 2005 providing for district court review of panel
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trustee suspensions, 28 U.S.C. § 586(d)(2) (“Section 586(d)(2)”);
and (3) Section 504 of the Rehabilitation Act of 1973, 29 U.S.C.
§ 794 (“Section 504”).
With the parties’ consent, we consolidate plaintiff’s request
for preliminary injunctive relief with the merits of the claims
asserted.

See Fed. R. Civ. P. 65(a)(2).

For the following

reasons, we conclude the administrative agency’s action violated
neither the APA nor Section 586(2), and that the Rehabilitation
Act does not provide plaintiff with a private cause of action.
Therefore, we affirm the decision of the Director to uphold the
suspension.

I. BACKGROUND
A. The United States Trustee Program1
The United States Trustee Program is a component of the
Department

of

Justice

(“DOJ”)

responsible

for

overseeing

the

administration of bankruptcy cases and private trustees under 28
U.S.C. § 586 and 11 U.S.C. § 101 et seq.

Harrington Decl. ¶ 3.

The Attorney General of the United States appoints a U.S. Trustee
for each of 21 regions of federal judicial districts.
§ 581(a).

28 U.S.C.

“Region 2” includes the judicial districts in the state

1
General factual background regarding the United States Trustee program is
drawn from the Declaration of William K. Harrington, the United States Trustee
for Regions 1 and 2, see ECF No. 39 (“Harrington Decl.”), and from the statutory
and regulatory scheme governing the program, see 28 U.S.C. § 581 et seq.; 28
C.F.R. § 58.1 et seq. These facts are undisputed.

2
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of New York.

28 U.S.C. § 581(a)(2).

United

Trustees

States

in

The Executive Office for

Washington,

D.C.,

provides

general

policy and legal guidance, oversees the Program’s substantive
operations, and handles administrative functions.
Decl. ¶ 3.
authority

Harrington

The Executive Office, overseen by a Director whose
derives

from

the

Attorney

General,

provides

administrative and management support to individual U.S. Trustee
Offices in their implementation of the federal bankruptcy laws.
Id.
The
maintain,

U.S.
and

Trustees
supervise

for

each

panels

judicial
of

district

private

establish,

trustees

(“panel

trustees”) who administer cases commenced under chapter 7 of the
Bankruptcy Code.

28 U.S.C. § 586(a)(1).

“To be eligible for

appointment to the panel and to retain eligibility therefor,” 28
C.F.R. § 58.3(a), the panel trustee must meet the qualifications
listed in 28 CFR § 58.3(b).

Among these qualifications are that

the trustee is “courteous and accessible to all parties with
reasonable inquiries or comments about a case for which such
individual is serving as private trustee” and “free of prejudices
against any individual, entity, or group of individuals or entities
which would interfere with unbiased performance of a trustee’s
duties.”

28 C.F.R. §§ 58.3(b)(3) and (4).

Cases are assigned to

active panel trustees using an “automated blind rotation system.”
Harrington Decl. ¶ 8.

3
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1. Section 341(a) Meetings
Chapter 7 panel trustees have a range of responsibilities.
See 11 U.S.C. § 704(a).

Among their responsibilities in every

case is to convene and preside over a meeting of creditors pursuant
to 11 U.S.C. § 341(a) (a “Section 341(a) meeting”).
Decl. ¶ 5.

Harrington

The debtor is statutorily obligated to appear at this

meeting and answer under oath questions from the trustee and
creditors regarding the estate.

11 U.S.C. § 343.

“The role of a

chapter 7 trustee at Section 341(a) meetings is to conduct the
meeting in an orderly, yet flexible manner, and to provide for a
wide range of questions to the debtor as to matters affecting the
debtor’s financial affairs and conduct.”

Harrington Decl. ¶ 5.

In the Eastern District of New York, Section 341(a) meetings are
held in large rooms in the United States Bankruptcy Courthouse in
Brooklyn, New York.

Id. ¶ 7.

They are public proceedings, and

the meeting rooms are frequently crowded with parties waiting to
be examined.

Id.

2. The Language Assistance Plan
In
agencies

conformity
to

with

develop

and

an

Executive

implement

Order

systems

requiring
to

provide

Federal
needed

services to persons with limited English proficiency, see Exec.
Order No. 13166, 65 Fed. Reg. 50121 (Aug. 11, 2000), the U.S.
Trustee Program has issued a Language Access Plan (“LAP”).

See

4
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AR530–AR540.2
people

who

The LAP requires chapter 7 panel trustees to notify
possess

participation
telephonic

at

limited

creditors’

interpreter

English
meetings,

service

at

DOJ

proficiency
they

may

that,

either

expense,

or

for

use

a

secure

a

qualified interpreter of their choice at their own expense. AR534.
The Executive Office for United States Trustees also promulgates
a Handbook for chapter 7 panel trustees that details trustees’
roles and responsibilities.

See Handbook For Chapter 7 Trustees

(Oct. 1, 2012), AR429–AR529 (the “Handbook”).

The Handbook states

that panel trustees “must” advise individuals with limited English
proficiency of the available free interpreter service, and that
these

individuals

“may

not

use

family

members,

friends,

the

debtor’s attorney or the attorney’s employees” as an interpreter
“unless the telephone service as the meeting site is not available
to reach the interpreter services.”

Handbook § 3.D.6, AR453.

3. Suspension or Termination of a Panel Trustee
A U.S. Trustee may suspend or terminate the assignment of new
cases to a panel trustee pursuant to the procedures set out in 28
C.F.R. § 58.6.

The regulations enumerate a non-exclusive list of

14 grounds for suspension or termination of a panel trustee,
including as relevant here:

2

Citations to “AR” refer to the Administrative Record underlying this
action. See ECF No. 40.
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(4) Failure to cooperate and to comply with orders,
instructions and policies of the court, the bankruptcy
clerk or the United States Trustee; . . .
(6) Failure to display proper temperament in dealing
with judges, clerks, attorneys, creditors, debtors, the
United States Trustee and the general public; . . .
(10) Failure to . . . appropriately conduct the 11 U.S.C.
341(a) meeting of creditors . . . .
28 C.F.R. § 58.6(a).

A U.S. Trustee must deliver a written

notification to the panel trustee stating the reasons for the
suspension or termination and explaining the panel trustee’s right
to seek a review from the Director.

28 C.F.R. §§ 58.6(a)-(b).

A

panel trustee’s request for review “shall be accompanied by all
documents and materials that the trustee wants the Director to
consider in reviewing the decision.”

28 C.F.R. § 58.6(f).

The

U.S. Trustee must submit a response to the Director within 15 days,
28 C.F.R. § 58.6(g), and the Director “shall issue a written
decision no later than 30 calendar days” thereafter, unless the
panel trustee and U.S. Trustee agree to a longer period of time.
28 C.F.R. § 58.6(i).

The Director’s decision “shall determine

whether the United States Trustee's decision is supported by the
record and the action is an appropriate exercise of the United
States Trustee's discretion.”
final agency action.

Id.

This decision constitutes a

Id.
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B. Plaintiff’s History as a Panel Trustee3
John S. Pereira is a long-serving chapter 7 panel trustee.
He was the first chapter 7 panel trustee ever appointed both the
Southern and Eastern Districts of New York in 1979 and 1981,
respectively, and has served continuously ever since.
19–20.

Compl. ¶¶

Plaintiff has conducted more than 60,000 Section 341(a)

meetings over the course of his over 35-year tenure.

Id. ¶ 21.

He has served as a trustee in a wide variety of chapter 7 and
chapter 11 cases.

Id.

Plaintiff is a veteran who served in the Vietnam War and
suffered hearing loss during his military service.

Id. ¶ 28.

He

wears two hearing aids to correct for his hearing loss, which are
visible to the public.

Id. ¶ 30.

Plaintiff asserts that he

“occasionally has difficulty hearing and questioning witnesses in
an appropriate volume during the Section 341(a) Meetings, which
occur in a crowded room with loud ambient noise,” and that he “can
correct for the disability with his hearing aids and/or when the
speaker is properly amplified.”

Id. ¶ 31.

C. The Administrative Record
1. The Three Section 341(a) Meetings

3
We base this description of plaintiff’s personal history on the facts
alleged in his Amended Complaint, ECF No. 33 (“Compl.”), which have not been
disputed.
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The

disciplinary

action

against

plaintiff

was

taken

in

connection with his conduct during three Section 341(a) meetings
he conducted in the Eastern District of New York in the cases of
In re Castro, No. 14-43095-ess (Bankr. E.D.N.Y. 2014); In re
Alvarez, No. 14-43096-nhl (Bankr. E.D.N.Y. 2014); and In re CotaBirenbaum, No. 13-47467-ess (Bankr. E.D.N.Y. 2013).

See AR272

AR295 (docket sheets); AR264–AR267 (audio recordings); AR192–AR263
(transcripts).
a. The Castro Meeting
Luz Castro filed a chapter 7 bankruptcy petition on June 18,
2014.

AR272.

At that time, her gross monthly income was $884.43

from work as a cleaner; her son-in-law was giving her an additional
$400 per month; she did not own a home or car; her personal property
was worth $2,830; and her only other asset was her interest in a
class action lawsuit for injuries sustained as a result of “9/11
terrorism.”

See Final Decision at 6, AR550.4

creditors $37,346.00.
David Brodman.

Id.

She owed her

Ms. Castro was represented by Attorney

AR272.

Plaintiff conducted Ms. Castro’s Section 341(a) meeting on
July 16, 2014.

AR192.

Attorney Renee Frank appeared with Ms.

Castro in lieu of Mr. Brodman.

AR244.5

At the start of the

4
We rely on the Director’s Final Decision, AR545–AR567, to summarize the
debtors’ bankruptcy petitions, which are not in the Record submitted to us.
5

Plaintiff called the Castro case before switching to a new track on the
recorder. As a result, the start of the Castro meeting appears at the end of
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meeting, Ms. Frank requested a Spanish interpreter.

Id.

The

trustee did not call an interpreter service, which would have
provided
expense.

over-the-phone

assistance

at

Department

of

Justice

The trustee took Ms. Castro’s social security and

identification cards and said, “[y]ou’re an American citizen but
you don’t speak English? . . .

Didn’t you have to take an English

proficiency test to become a citizen?
questions in English?

I’m asking.”

So why can’t you answer the
AR193.

Ms. Frank responded

that “[s]he doesn’t understand your question.”

Id.

Plaintiff

continued to question Ms. Castro, who did not respond: “Did you
take an English proficiency test in order to become an American
Citizen?

Yes or no?

You have to answer, ma’am.

Verbally.”

Id.

When Ms. Frank repeated that Ms. Castro did not understand English,
plaintiff asked, “[h]ow is that possible, ma’am?”

AR194.

He

continued to ask Ms. Castro questions in English about her ability
to speak English, while Ms. Frank repeatedly explained that Ms.
Castro did not speak English.

AR194–AR195.

Plaintiff then asked Ms. Castro’s friend, who had accompanied
Ms. Castro to the meeting, to act as an interpreter.

AR195.

Through the friend, plaintiff again asked Ms. Castro how she passed
the English proficiency test to become a citizen.

Id.

After an

exchange in Spanish between Ms. Castro and the friend, the friend

the transcript for the prior Alvarez meeting, AR226-AR244, which immediately
preceded the Castro meeting in time but follows the Castro transcript in the
Administrative Record.

9
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explained

that

Ms.

Castro

“practiced

the

questions.”

Id.

Plaintiff then asked, through the friend, when Ms. Castro became
a citizen.

Id.

After learning it was ten years ago, plaintiff

asked, “[a]nd in the next ten years, you never learned any English?
Ask her.”

Id.

Plaintiff then tried to adjourn the meeting to the next month,
insisting that he wanted to know how Ms. Castro could sign papers
under penalty of perjury when she did not speak or read English.
AR196. When Ms. Frank objected that he could not refuse to conduct
a meeting because a debtor does not speak English, plaintiff
responded, “[y]es, I can.”

AR198.

After Ms. Frank continued to

object to postponing the examination, and Ms. Castro’s friend
offered to serve as translator, plaintiff said he would give Ms.
Castro’s case a “second call” that day, but that Ms. Castro “has
to give me the answers” as to how her bankruptcy documents were
prepared “under oath, under penalty of perjury” if she does not
read English.

AR199.

Plaintiff reconvened the Castro meeting later that day.
did

not

immediately

call

the

interpreter

service.

AR

He
202.

Instead, he noted the appearance of Ms. Castro’s friend and, using
the

friend

as

an

interpreter,

asked

“Ms.

Castro,

you’re

a

naturalized citizen, but your counsel tells me you don’t understand
any English or very little English.
Spanish.

Which is it?

And then we’ll get an interpreter.”

AR203.

Ask her in
The friend

10
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responded that Ms. Castro speaks “[a] little bit,” and plaintiff
said, “I want to ask you this, because it seems crazy.

How did

you pass the English proficiency test ten years ago?

Ask her

that.”

Id.

The friend responded that Ms. Castro had memorized

the questions.
Plaintiff then said he would call an interpreter after some
“preliminary questions.”

AR204.

He proceeded to ask Ms. Castro

about how her bankruptcy papers were prepared, and to whom she
provided the information at Mr. Brodman’s office.

Id.

Through

the friend, Ms. Castro explained that she gave the information to
her friend who was currently translating, and that her friend
relayed it to Mr. Brodman. Id. Plaintiff asked multiple questions
about how the translation process occurred in Mr. Brodman’s office,
and how Ms. Castro could have checked over her papers.

AR204

AR205.
Plaintiff then instructed his associate, Charles,6 to get an
interpreter.

AR206.

During his questioning of Ms. Castro through

the interpreter, plaintiff continued to question Ms. Castro about
her inability to speak English.

AR210.

At one point, plaintiff

accused Ms. Castro of understanding one of his questions in
English, and then said:

6
“Charles,” whom we gather is named Charlie Sinisi, AR43–AR44, appears to
play the role of Mr. Pereira’s assistant at Section 341(a) meetings.
The
Director found that “Charles . . . may have contributed to the trustee’s
misconduct in all three of these meetings.” Final Decision at 10 n.13, AR554.
However, Charles’s conduct was not a basis for plaintiff’s suspension.
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I’ll tell you right now. I have a very difficult time
thinking that she’s a credible -- that she’s a
naturalized citizen, took an English proficiency test,
and claims she understands no English. . . . And she’s
been here for ten years. . . . So her credibility to me
is very, very low.
AR213.
During his questioning through the interpreter, plaintiff
asked Ms. Castro about the class action lawsuit she was involved
in.

AR217.

Plaintiff would repeatedly ask a question, and then

ask

another

before

AR217-AR221.

the

interpreter

had

finished

translating.

Ms. Castro testified that she had performed cleaning

work in the area of the 9/11 terrorist attacks in the month after
they occurred, and that she became sick.

AR217-AR219.

Plaintiff,

who initially thought Ms. Castro was suing the city, called her
lawsuit a “travesty.”

AR220.

When he heard Ms. Castro explain

that she was suing the cleaning company that had employed her for
the work, he replied, “[b]ecause terrorists knocked down the Trade
Center, you’re suing an ex-employer?”

Id.

When Ms. Castro was

unable to identify her attorney in that case, plaintiff said, “I
got a whole room of people who probably deserve discharges.
not going to waste more of their time.”

I’m

AR221.

During plaintiff’s final set of questions, when Ms. Castro
stated that she had left her job to travel to Colombia, plaintiff’s
associate

Charles

interjected,

“geez.”

AR221.

Plaintiff

proceeded to ask how long she was there, but did not allow her to
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answer because he asked additional questions.

AR221-AR222.

He

then asked the question again, and Ms. Castro answered that she
had been there 15 days because her mother and father had died.
AR222.

Ms. Castro began to cry and cried throughout the remainder

of the examination.

Id.

After the interpreter disconnected, plaintiff gave Ms. Frank
some instructions and terminated the Section 341(a) meeting of
creditors by saying, “[g]et the information.”

AR224.7

b. The Alvarez Meeting
Anthony Alvarez and his wife, Yvonne Alvarez, jointly filed
for chapter 7 bankruptcy relief on June 18, 2014.

AR276.

At the

time of their petition, Mr. Alvarez was a letter carrier with the
United States Postal Service, and Mrs. Alvarez was a self-employed
part-time babysitter.

See Final Decision at 14, AR558.

The

Alvarezes owned a home, which they valued as worth $537,500 and
was encumbered by a $508,891.87 mortgage.

Id.

Plaintiff conducted the Section 341(a) meeting of Mr. and
Mrs. Alvarez on July 16, 2014, immediately prior to the Castro
meeting.

As in the Castro meeting, the Alvarezes were represented

by Mr. Brodman, but Ms. Frank stood in as counsel during the
meeting.

AR225.

After swearing in the debtors, plaintiff asked

whether either of the debtors had previously filed for bankruptcy.

7

Ms. Castro received a discharge of her debts on October 14, 2014, and her
case was closed that day. AR272.
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AR228.

Mrs. Alvarez testified she had filed a chapter 7 case 13

years ago and had received a discharge of her debts.

AR228-AR229.

Plaintiff then asked about the debtors’ history of home
ownership. AR229. Mrs. Alvarez testified that she and her husband
sold a residence in 2001 and bought a new home in 2001 or 2002,
and that only her husband held the deeds to both properties.
AR229-AR230.

Plaintiff proceeded to ask about what they paid for

their current house, and when Mrs. Alvarez began to answer,
plaintiff said, “How about I ask the guy whose . . . name is on
the deed? . . . .
Alvarez

stated

Wouldn’t it make more sense?”
that

Mrs.

Alvarez

“does

AR231.

all

my

When Mr.
financial

situations,” plaintiff responded, “[h]ow did you have the ability
to put a house in your name . . . if you have no financial
abilities?”

AR231.

Plaintiff asked Mr. Alvarez a series of

questions about the house.
throughout.

He interrupted Mr. Alvarez’s answers

AR227, AR231, AR232, AR233, AR235, AR236, AR237,

AR242. In particular, plaintiff asked Mr. Alvarez how the mortgage
on their home was $508,000 when he said they paid $300,000 for the
house.

Mrs. Alvarez started to explain, but was cut off by

plaintiff, who said, “[h]ow much did you refinance for?
your second bankruptcy.

You know the system.

And now you’re back

again for both of you to not pay your creditors.”
Plaintiff

asked

the

debtors

for

all

This is

their

refinancing papers and the deed to their house.

AR236.
mortgage

and

At the end of the
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meeting, he said, “[s]o, your . . . testimony under oath is that
even though you paid [$300,000] for the house and you now owe
[$508,000], you didn’t take any money out of the house?”

AR241.

Mrs. Alvarez answered, “no,” and plaintiff responded, “[d]o you
understand how crazy that sounds?”

As Mrs. Alvarez began to

respond, plaintiff said, “[m]a’am.

Ma’am. . . .

Don’t dig yourself a deeper hole.”

AR243.

Do me a favor.

Mrs. Alvarez said she

was not, and plaintiff responded, “[o]h, yes, you are.
what you’re saying can’t be truthful. . . . Okay?
. . It’s illogical.”
wanted

to

refer

the

AR243-AR244.
case

Because

It can’t be. .

He then announced that he

“upstairs

for

a

mortgage

fraud

investigation,” and told Mrs. Alvarez, “[c]hange your attitude
ma’am. . . .

You’re a repeat filer.

advantage of the system once.
you do it again.

Okay? . . .

You’ve taken

I don’t know if you’re going to let

You’re through.

See you next time.”

AR244.8

c. The Cota-Birenbaum Meeting
Nidia Cota-Birenbaum, a pro se debtor, filed for chapter 7
bankruptcy relief on December 16, 2013. AR280. Ms. Cota-Birenbaum
asserted she owned no real property and had less than $10,000 worth
of personal property; she listed three personal injury claims and
a claim of succession to a rent-stabilized lease; she asserted she

8
Mr. and Mrs. Alvarez received a discharge of their unsecured debts on
September 18, 2014, and the case was closed that day. AR278. Plaintiff never
brought an action against them alleging fraudulent activity, and he did not
file an objection to the discharge pursuant to 11 U.S.C. § 727(c)(1).
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was an actress whose only income was from social security and food
stamps; and she listed debts of $12,352.
AR561.

Final Decision at 17,

Ms. Cota-Birenbaum disclosed on her bankruptcy petition

that she had filed a prior case in Los Angeles, which had been
dismissed.

Id.

Plaintiff

conducted

Ms.

meeting on April 30, 2014.
Mr.

Birenbaum,

Cota-Birenbaum’s

AR246.

identified

341(a)

Ms. Cota-Birenbaum’s husband,

himself

permission to attend the meeting.

Section

and

AR247.

received

plaintiff’s

At some point in the

meeting, plaintiff asked questions about Ms. Cota-Birenbaum’s
prior bankruptcy case in California, and Ms. Cota-Birenbaum did
not know the answers.

AR250-AR251.

When Mr. Birenbaum began to

answer a question, plaintiff said, “[n]o.
sir. . . .
asked

You are not under oath,

I have to get the answers from her.”

whether

prejudice.

the

Id.

prior

case

was

dismissed

AR251.
with

Plaintiff

or

without

Mr. Birenbaum asked plaintiff which document

plaintiff would need to determine the answer.

Id.

At this point,

Ms. Cota-Birenbaum said she was feeling ill and was taking pain
medication because she had undergone a root canal procedure at a
dentist the day before.

Id.

The following exchange occurred:

DEBTOR COTA-BIRENBAUM: And I am
They gave me medication for pain.
So if I’m not reacting quickly
thinking right. I’m very groggy
some of the things right now.

sick, I’m medicated.
I’m not feeling well.
it’s because I’m not
and I can’t remember

. . . .
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THE TRUSTEE: This is a jurisdiction issue.
It has
nothing to do with your memory.
Either -- If the
dismissal was with prejudice, you can’t file again in
New York. You can only file -DEBTOR COTA-BIRENBAUM: Then it was -THE TRUSTEE:

-- once every eight years.

DEBTOR COTA-BIRENBAUM:
prejudice.

It

was

not

dismissed

with

THE TRUSTEE: How do you know?
DEBTOR COTA-BIRENBAUM: Because I think that’s what I
remember.
THE TRUSTEE: Because -- You just told me that you’re not
-- you're not thinking very well, and you’re -- and you
don’t feel well.
DEBTOR COTA-BIRENBAUM: Well, I’m trying to remember, and
I’m telling you -THE TRUSTEE: Well, show me that it was dismissed without
prejudice.
DEBTOR COTA-BIRENBAUM: I mean, I just can’t -THE TRUSTEE:
a document.

There’s got to be a -- There's got to be

DEBTOR COTA-BIRENBAUM: I’ll get you the documentation
that you need as soon as possible. I had no idea that
I had to get that.
Otherwise, I would have had it
already.
THE TRUSTEE: Ma’am, just answer my questions. I don’t
want to get into a colloquy with you. You’ve had a lot
of experience with the court. So, you’re telling me you
didn’t think you had to know whether or not you were -the dismissal was with prejudice or not?
AR252-AR253.
AR254.

At some point, Ms. Cota-Birenbaum began to cry.

Plaintiff stopped directing substantive questions to Ms.
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Cota-Birenbaum and directed his associate, Charles, to check the
applicable

deadline

discharge.

AR254.

for

objecting

to

Ms.

Cota-Birenbaum’s

Charles asked Mr. Birenbaum if he remembered

his wife signing a stipulation for such a deadline.

Mr. Birenbaum

apparently handed up a stipulation, and Charles reported that
“[w]e’re
deadline.

going

to

AR255.

need

another

one”

in

order

to

extend

the

Plaintiff asked Ms. Cota-Birenbaum to sign a

stipulation so that the discharge deadline would not expire before
she was fully questioned, and that he would then adjourn the
examination until May.

Id.

He added:

THE TRUSTEE: But understand, when you come back here in
May, this is the third time.
There are a lot of
questions that have to be answered.
DEBTOR COTA-BIRENBAUM: Oh, please don’t yell at me.
have a headache.

I

THE TRUSTEE: I’m not yelling at you. I’m being as civil
as I -DEBTOR COTA-BIRENBAUM: Don’t speak to me like that,
please.
THE TRUSTEE: Excuse me.
possibly be.
DEBTOR COTA-BIRENBAUM:
aggressive.

I’m being a civil as I could

Well, you’re being very loud and

CHARLES: He’s talking.
THE TRUSTEE: I’m not being aggressive.
DEBTOR COTA-BIRENBAUM: I’m going to throw up.
CHARLES: You know what?
has become ridiculous.

(Crying.)

This is ridiculous. . . .

This
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THE TRUSTEE:

This is absolutely ridiculous.

MR. BIRENBAUM: Because she’s sick?
THE TRUSTEE: No. Because she wants me to adjourn -- she
wants me to abandon causes of action that -- that belong
to the estate.
DEBTOR COTA-BIRENBAUM:
Please.

Please,

don’t

yell

at

me.

MR. BIRENBAUM: (Indiscernible.)
THE TRUSTEE: Ms. Birenbaum -DEBTOR COTA-BIRENBAUM: I have a headache.

(Crying.)

MR. BIRENBAUM: She signed the stip. She’s willing to
sign another one. What’s the problem?
THE TRUSTEE: I am not the one who just jumped up and
walked out of the room.
MR. BIRENBAUM: But you -THE TRUSTEE: I’m not the one who’s crying.
MR. BIRENBAUM: Are you the one who’s medicated after a
two-and-a-half hour root canal?
THE TRUSTEE: I have no idea whether she’s medicated or
not.
DEBTOR COTA-BIRENBAUM: I told you.
MR. BIRENBAUM: She just told you, under an oath.
(Indiscernible; simultaneous speakers.)
CHARLES: Okay.
THE TRUSTEE:

First of all, let’s calm down.

Relax.

Are you a disbarred attorney, sir?

DEBTOR COTA-BIRENBAUM: Oh, please.
MR. BIRENBAUM: No.

19
PAGE 453

40

Case 1:16-cv-02599-NRB Document 46 Filed 05/11/16 Page 20 of 50

DEBTOR COTA-BIRENBAUM: Stop, please.
THE TRUSTEE:

Oh.

Well, are you admitted in New York?

DEBTOR COTA-BIRENBAUM:

Please, stop it.

MR. BIRENBAUM: No.
THE TRUSTEE: Okay.

Good.

MR. BIRENBAUM: I’m her husband, and I’m a codebtor.
THE TRUSTEE: All right.
CHARLES:

But you’re not a debtor.

THE TRUSTEE: You’re not a debtor.
CHARLES:
herself.

You’re not a debtor.

DEBTOR COTA-BIRENBAUM:
Please.
MR. BIRENBAUM:
stipulation.

Oh, please.

Okay.

DEBTOR COTA-BIRENBAUM:

She filed bankruptcy by

They

want

Quit screaming.

Oh.

you

Oh, stop.

to

sign

(Crying.)

THE TRUSTEE: I have at least a dozen questions.
least.
CHARLES:
AR255-AR258.

Here.

a

At

Sign this.

Plaintiff announced an adjournment date of May 22.

AR258. Later, plaintiff asked Mr. Birenbaum a series of additional
questions about Ms. Cota-Birenbaum’s prior case.

AR260.

When Mr.

Birenbaum did not know a certain answer, plaintiff told him,
“you’re not going to be much help in May.”

Id.

The examination

concluded with the following exchange:
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THE TRUSTEE: But get the documents. And, sir, do not
interfere when I’m asking the Debtor questions under
oath.
MR. BIRENBAUM: You mean when you’re raising your voice?
THE TRUSTEE: When I ask questions under oath and expect
answers. And I don’t raise my voice.
DEBTOR COTA-BIRENBAUM: Yes, you did.
MR. BIRENBAUM: You did.
THE TRUSTEE: This is my normal voice.
CHARLES: May 22nd.

We’ll see you later.

THE TRUSTEE: May 22nd.
DEBTOR COTA-BIRENBAUM: Let’s go.
CHARLES: We have other people.
THE TRUSTEE: Yeah.
DEBTOR COTA-BIRENBAUM: Let’s go.
MR. BIRENBAUM: Just don’t mess with my wife.
. . . .
THE TRUSTEE: Don’t mess with my wife?
the street?

What is this,

MR. BIRENBAUM: Just act respectfully.
TRUSTEE: Is this the street?
MR. BIRENBAUM:

No. . . .

But it shouldn’t be.

TRUSTEE: Mr. Birenbaum, move or I’ll -- Please leave.
Otherwise, I’ll call the Marshals.
MR. BIRENBAUM: I’ll be glad to.
. . . .
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THE TRUSTEE: And I’ll be glad to see you leave.
AR260-AR262.9
At no point during any of the Castro, Alvarez, or CotaBirenbaum Section 341(a) meetings did the plaintiff explain that
he was wearing a hearing aid, that he was hard of hearing, or that
he might be speaking loudly inadvertently.
2. Complaints Regarding Plaintiff’s Conduct
On May 12, 2014, the office of the United States Trustee for
Region 2 received a letter from Ms. Cota-Birenbaum, the debtor in
In re Cota-Birenbaum, complaining about plaintiff’s conduct during
her Section 341(a) meeting and requesting a replacement trustee.
AR32-AR41.

On July 16, 2014, the U.S. Trustee received a letters

from Renee Frank -- counsel for the debtors in the Castro and
Alvarez Section 341(a) meetings -- and Wm. Ward Saxton -- another
attorney

present

plaintiff’s
interpreter.

during

demeanor

and

those
his

meetings
failure

to

--

complaining

promptly

about

contact

an

AR24-AR28.

Plaintiff was provided copies of the complaints and asked to
respond.

He submitted letters dated May 22, 2014 (regarding the

Cota-Birenbaum meeting) and July 24, 2014 (regarding the Castro
and Alvarez meetings).

AR46-AR48; AR29-AR31.

2. The U.S. Trustee Gives Notice of Suspension

9

On March 5, 2015, the court ordered the case transferred to the Central
District of California, and it was marked closed on March 12. AR295.
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On September 10, 2014, William K. Harrington, the U.S. Trustee
for Region 2, sent plaintiff a notice of suspension stating his
decision “to suspend the assignment of chapter 7 cases to him in
the Eastern and Southern Districts of New York, for a period of
one year, pursuant to 28 C.F.R. Part 58, § 58.6,” with his
reinstatement conditioned upon the completion of ten hours of
diversity and sensitivity training.

AR1.

In an eight-page,

single-spaced letter, the U.S. Trustee recounted the facts of each
Section 341(a) meeting and explained the basis for his decision.
AR1-AR8.

He concluded:

My decision to suspend you for one year is based on my
review of recordings of the Section 341(a) meetings in
the Castro Case, the Alvarez Case and the Cota-Birenbaum
Case. Your actions in the Castro Case were overly
aggressive and arguably biased on the basis of Castro’s
limited proficiency in English, violative of Program
policy, and so egregious that they warrant suspension in
and
of
themselves.
Your
overly
aggressive
and
unprofessional behavior in the Alvarez Case and the
Cota-Birenbaum Case presents exacerbating factors.
AR4.

Specifically, the U.S. Trustee relied upon fourth, sixth,

and tenth grounds to suspend or terminate a panel trustee listed
in 28 C.F.R. § 58.6(a).

AR2.

The U.S. Trustee informed plaintiff

of his right to request review from the Director pursuant to 28
C.F.R. § 58.6(b).

AR8.

3. Plaintiff Requests Review
By

letter

dated

September

29,

2014,

plaintiff,

through

counsel, timely requested review of the U.S. Trustee’s decision.
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AR52-AR60.

In support of his request for review, plaintiff

submitted, among other documents, the September 26, 2014 affidavit
of John C. Castro, an attorney unrelated to the debtor Ms. Castro,
who stated that he was present at the Castro Section 341(a) meeting
and that “[a]t no time did Mr. Pereira attempt to be aggressive or
intimidate the debtor and in my opinion he was speaking loudly as
he always does.”
October 14, 2014.

AR63.

The U.S. Trustee submitted a response on

AR85-AR90.

Plaintiff replied on October 24,

2014, AR160-AR161, attaching an additional 16 pages of supporting
documents, AR162-AR187.
The
following

Administrative
ways.

Record

First,

on

was

November

further
18,

expanded

2014,

the

in

the

Director

requested the recordings of the Section 341(a) meetings from the
U.S. Trustee, AR189, and those recordings were transcribed, AR191.
In addition, plaintiff’s counsel submitted two letters of support
addressed to the Director.

The first letter was from Attorney

Jonathan TenBrink, who stated in part that:
I have not personally seen the complaint made about Mr.
Pereira, however I do know when it was made and was
present the day that the complaint complained about.
Mr. Pereira was certainly brusk [sic] with that
particular debtor; however that seemed to be because of
the nature of the testimony and how unbelievable that
testimony was.
I recall thinking as I heard the
testimony myself that it seemed ridiculous.
AR269.

The second letter was from Attorney Roger N. Schumann, who

said he was present in the Section 341(a) hearing room on July 16,
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2014, and alleged that at some point that morning, Attorney Saxon
had interrupted plaintiff as he conducted a unnamed party’s Section
341(a) meeting in a way that Ms. Schumann found “unnecessary,”
“instigating,” and “disrespectful to the Court.”

AR271.

The 30-day deadline for the Director to submit his final
decision under 28 C.F.R. § 58.6(i) was extended several times with
plaintiff’s consent, from November 13, 2014, to September 25, 2015.
See AR375-AR385. During this period and after, plaintiff’s counsel
repeatedly requested an “in-person meeting with the Director.”
See AR402 (December 29, 2014 email requesting “a meeting in person
in Washington, DC at [Director White’s] convenience to address
certain

disputed

facts

regarding

the

subject

Section

341

meetings”); AR407 (October 20, 2015 email requesting “an in-person
meeting with the Director (or Lisa Tracy)”); AR404 (October 29,
2015 email seeking update).

On August 28, 2015, a representative

of the Executive Office for the U.S. Trustee Program wrote to
plaintiff’s counsel that “no final agency action will be rendered
in this matter prior to a contact from [Lisa Tracy, Deputy General
Counsel in the Executive Office for United States Trustees] to let
you know of the determination of your client’s request for an inperson meeting with the Director.”

AR416.

On March 4, 2016, Lisa

Tracy informed plaintiff’s counsel that the Director had declined
the request for a meeting, “[p]ursuant to his authority under 28
C.F.R. §58.6(h) to seek information relating to the request for
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review from any party ‘in the manner and to the extent the Director
deems appropriate.’”
Notably,

AR428.

throughout

this

period,

the

U.S.

Trustee’s

suspension of plaintiff was never effected: he continued to be
assigned new cases and to manage his existing caseload. Harrington
Decl. ¶ 13.
4. The Director Affirms the U.S. Trustee
On March 4, 2016, Director Clifford J. White upheld the U.S.
Trustee’s decision to suspend plaintiff.
567.

Final Decision, AR545

In a 23-page, single-spaced opinion, the Director discussed:

the procedural history of the case; the applicable standard of
review; the roles and responsibilities of chapter 7 panel trustees;
the available grounds to suspend a panel trustee; the facts of the
three Section 341(a) meetings in question; and an analysis of how
the

plaintiff’s

conduct

in

the

policies and merited suspension.

meetings

violated

applicable

Id.

The Director concluded that the record supported the U.S.
Trustee’s decision to suspend plaintiff pursuant to 28 C.F.R. §§
58.6(a)(4), (6), and (10), based on two general grounds.
the

Director

conclusion

found

that

the

record

plaintiff

was

supported

the

“unprofessional,

U.S.

First,

Trustee’s

discourteous,

overly aggressive and improper” in his treatment of the debtors.
Id. at 6-19, AR550-AR563.
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With

respect

to

the

Castro

Section

341(a)

meeting,

the

Director concluded that “[t]he trustee dealt inappropriately with
Ms. Castro and his temperament was improper.”

Id. at 9, AR553.

He wrote:
The trustee’s language has his tone were harsh,
accusatory, demeaning and inappropriate throughout his
examination of Ms. Castro.
He continually asked her
about or commented on Ms. Castro’s inability to speak
English. . . . The trustee did not show the debtor even
a modicum of respect. . . . He made it clear that her
case was not worth his time . . . . The trustee accused
her of making a joke against the system. . . . This is
a case where the trustee was repeatedly unprofessional,
discourteous, overly aggressive and inappropriate in his
treatment of the debtor.
Id.

at

9-11,

AR553-AR555.

The

Director

further

rejected

plaintiff’s efforts to blame Ms. Castro as an “uncooperative or
recalcitrant debtor,” not only because he concluded Ms. Castro was
not recalcitrant, but also because the Handbook only authorizes
the trustee to “remind” a recalcitrant debtor to be cooperative.
Id. at 12, AR556.

The Director additionally found that “the

trustee’s attempt in his Request for Review to blame the debtor
for his misconduct supports, rather than undercuts, the United
States Trustee’s decision to suspend him.”

Id.

Moreover, the

suspension was “particularly justified” given that plaintiff’s
conduct took place in the public forum of a crowded Section 341(a)
meeting room.

Id. at 11, AR555.

The Director found the record likewise supported the U.S.
Trustee’s

conclusion

that

plaintiff’s

conduct

in

the

Alvarez
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Section

341(a)

meeting

was

inappropriate, and ineffective.”
noted

that

plaintiff

interrupted

the

similarly

Id. at 17, AR561.

inappropriately

debtors’

“unprofessional,

answers

and

The Director

counterproductively

throughout

the

examination,

repeatedly made rude or inappropriate statements to and about the
debtors, unfairly accused them of a lack of respect, and wrongly
threatened them with a mortgage fraud investigation when nothing
in the facts actually indicated mortgage fraud.

Id. at 16-17,

AR560-AR561.
Finally, with respect to the Cota-Birenbaum Section 341(a)
meeting, the Director found the record supported the conclusion
that

plaintiff

was

“unprofessional,

aggressive” in this context as well.

discourteous,

and

overly

Id. at 19, AR563.

In these ways, the Director explained, plaintiff “repeatedly
violated his duty to treat debtors courteously and his questioning
was wholly ineffective.”

Id.

Thus, the U.S. Trustee “acted well

within his discretion by suspending this trustee for a period of
one year.”

Id.

Second, the Director found the record supported the U.S.
Trustee’s conclusion that plaintiff’s failure to comply with the
Language

Access

suspension.

Plan,

which

independently

Id. at 19–21, AR563–AR565.

justified

the

The Director explained

that, in the Castro meeting, plaintiff “violated the policy in two
fundamental ways”: first, plaintiff was required to promptly call
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the interpreter service when Ms. Frank asked for an interpreter.
Id. at 20, AR564.

Instead, he asked the debtor 17 more questions

before calling an interpreter, including repeatedly questioning
her in English about her English proficiency.

Id.

Second, he

violated the LAP by using Ms. Castro’s friend as an interpreter.
Id.
The Director rejected plaintiff’s efforts to “minimize his
mistake” by claiming he committed only a technical violation:
The trustee’s assertion that he violated only a strict
interpretation of the policy is akin to arguing that he
had committed only a technical violation. This is not
so. He likely embarrassed Ms. Castro, confused her, and
made it more difficult to obtain useful information at
the examination. His error was significant and it is
troubling that he fails to recognize this.
Id. at 20–21, AR564-AR565.
The Director considered and rejected plaintiff’s additional
arguments against suspension.

He found that plaintiff’s length of

service and history of good reviews “cannot justify misconduct by
a senior trustee that would lead to administrative action against
a less-experienced trustee.

Every trustee must be courteous to

debtors and follow mandatory procedures.”

Id. at 21, AR565.

Moreover, he suggested plaintiff’s long tenure may have mitigated
the sanction imposed, as “the trustee’s conduct here, mistreating
three sets of debtors in a very public forum, and violating
mandatory language assistance requirements in two distinct ways,
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might well have supported a termination rather than a suspension.”
Id.
The

Director

also

addressed

plaintiff’s

claim

that

his

conduct in this meeting was caused by his hearing deficiency.
The trustee also alleges throughout his Request for
Review that he spoke loudly because he wears hearing
aids. But, that does not excuse his discourtesy, his
overly aggressive conduct or his inappropriate treatment
of these debtors . . . . Indeed, the record does not
establish that the trustee spoke in a loud voice due to
a hearing deficiency. Not once during the examinations
-- even when asked not to yell -- did the trustee suggest
that he was speaking loudly due to any hearing
deficiency. Thus, the record does not establish that
this is why the trustee yelled at debtors. Even if it
did, the words he spoke justify a suspension regardless
of their volume. He was unfair, at times almost cruel.
A hearing deficiency is insufficient to excuse the
remarks and conduct at these hearings.
Id. at 22, AR566.

On March 11, 2016, the U.S. Trustee directed

plaintiff removed from the case assignment system in the Eastern
and

Southern

suspension.

Districts,

effectively

Harrington Decl. ¶ 13.

beginning

his

one-year

He remains on both panels and

remains authorized to administer the cases previously assigned to
him.

Id. ¶¶ 13, 14.

C. Procedural History in this Court
On April 7, 2016, plaintiff filed his first Complaint in this
Court.

ECF No. 1.

In this Complaint, he sought relief solely on

the basis of the APA and the Rehabilitation Act, and not Section
586(d)(2).

He also moved for a temporary restraining order and a

preliminary injunction to stay his one-year suspension until this
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case was resolved.
(“Mem.”).
a

See Mem. in Supp. of Prelim. Inj., ECF No. 34

On April 8, we ordered expedited briefing and scheduled

show-cause

hearing,

restraining order.

but

we

declined

ECF No. 16.

to

issue

a

temporary

The Government submitted its

opposition memorandum on April 14, ECF No. 38 (“Opp’n”), in which
it argued in part that because Section 586(d)(2) furnishes an
“adequate remedy in a court,” plaintiff’s APA-based claims were
improper and should be dismissed.

Opp’n 12-13.

Plaintiff replied

on April 18, 2016, ECF No. 37 (“Reply”), and amended his complaint
to add a cause of action based on Section 586(d)(2), ECF No. 33.
The show-cause hearing was held on April 20. At that hearing,
the

parties

consented

to

our

consolidating

the

request

for

preliminary relief with the merits of the case, see Fed. R. Civ.
P. 65(a), subject to their having an opportunity to supplement the
Administrative Record.

The Government’s submission of April 22,

2016, ECF No. 40, reflects the complete Administrative Record as
supplemented.

In addition, we received and reviewed the parties’

letters of April 25 and April 27, ECF Nos. 41–42, which principally
discuss Section 586(d)(2)’s “administrative hearing” requirement.

II. DISCUSSION
A. The Legal Framework
Plaintiff’s Amended Complaint asserts a total of six claims
under three different statutes:
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1) Violation of the APA based on the unauthorized
delay in the Director’s Final Decision (Count One);
2) Violation of the APA for making the suspension
decision on an incomplete record (Count Two);
3) Violation of the APA for making a suspension
decision that is arbitrary and capricious on the
record presented (Count Three);
4) Violation of the Rehabilitation Act (Count Four);
5) Violation
of
the
APA
based
discrimination (Count Five);

on

disability

6) Violation of 28 U.S.C. § 586(d)(2) based on the
Director’s failure to hold a “hearing on the
record” (Count Six).
Two of those three statutes -- the APA and Section 586(d)(2) -explicitly provide for a private right of action to seek review of
agency action in the district court,10 but they contain different
legal standards.
The initial question is which statute and standard applies.
Judicial review under the APA is limited to agency actions “for
which there is no other adequate remedy in a court.”
704;

see

Bowen

v.

Massachusetts,

487

U.S.

879,

5 U.S.C. §
903

(1988)

(“Congress did not intend the general grant of review in the APA
to duplicate existing procedures for review of agency action.”);

10

Plaintiff’s reliance on the third statute, the Rehabilitation Act, is
twofold. First, as noted, Count Six is a stand-alone cause of action asserted
under that Act. Second, relying in part on the Rehabilitation Act, plaintiff
asserts in Count Three that the decision under review was discriminatory under
the APA. In the discussion infra, we hold that the Rehabilitation Act does not
authorize a private right of action in a case such as this and reject the
discrimination argument advanced under the APA.
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Marlow v. U.S. Dep’t of Educ., 820 F.3d 581, 583 n.3 (2d Cir.
1987).

When another statutory vehicle provides an adequate remedy

in a court, claims brought under the APA are properly dismissed.
See Natural Res. Def. Council v. Johnson, 461 F.3d 164, 173–75 (2d
Cir. 2006); see also Sherman v. Black, 315 F. App’x 347, 349 (2d
Cir. 2009) (summary order); Council of and for the Blind of Del.
Cnty. Valley, Inc. v. Regan, 709 F.2d 1521, 1531–32 (D.C. Cir.
1983); Paganini v. U.S. Dep’t of Agric. Sec'y of Agric., No. 12 CV
4615 (VB), 2012 WL 6822150, at *3 (S.D.N.Y. Dec. 10, 2012);
Marinoff v. U.S. Dep’t of Hous. & Urban Dev., 892 F. Supp. 493,
497 (S.D.N.Y. 1995), aff’d, 78 F.3d 64 (2d Cir. 1996).
We conclude that because Section 586(d)(2) provides plaintiff
with an “adequate remedy in a court,” it sets the appropriate legal
standard and forecloses review under the APA.

Section 586(d)(2)

of Title 28 provides in relevant part that:
A trustee . . . who ceases to be assigned to cases filed
under title 11 . . . may obtain judicial review of the
final agency decision by commencing an action in the
district court . . . after first exhausting all available
administrative remedies, which if the trustee so elects,
shall also include an administrative hearing on the
record . . . .
The decision of the agency shall be
affirmed by the district court unless it is unreasonable
and without cause based on the administrative record
before the agency.
Curiously,

no

mention

of

Section

586(d)(2)

was

made

in

connection with the U.S. Trustee’s initial suspension, plaintiff’s
request

for

review,

his

sustained

correspondence

with

the
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Director’s office, the Director’s Final Decision, or plaintiff’s
initial complaint and motion for preliminary injunction. The first
mention of Section 586(d)(2) was in the Government’s opposition
memorandum, in which defendants argued that the existence of this
legal

remedy

precluded

review

under

the

APA.

Opp’n

12–13.

Plaintiff asserts that the defendants cannot now rely on Section
586(d)(2) because the Trustee Program relied on regulations that
pre-date the enactment of Section 586(d)(2), and because these
preexisting regulations were promulgated in part to make such
suspensions reviewable under the APA.

For the same reasons,

plaintiff says, his claims “could not have been brought under 28
U.S.C. § 586(d)(2).”11

Reply 2–3.

Plaintiff is correct that the U.S. Trustee and Director based
their decisions on the regulations in 28 C.F.R. § 58.6; that those
regulations

were

intended

to

make

this

type

of

suspension,

previously unreviewable, reviewable under the APA;12 and that the
regulations

pre-date

the

enactment

of

Section

586(d)(2).13

11

Elsewhere in his Reply (and in Count Six of his Amended Complaint),
plaintiff relies on Section 586(d)(2) to assert that it entitles him to an on
the-record hearing, the absence of which requires remand and reversal.
Plaintiff thus shuttles between the APA and Section 586(d)(2) as he perceives
which gives him the greater litigation advantage.
12

See Procedures for Suspension and Removal of Panel Trustees and Standing
Trustees, 62 Fed. Reg. 51740, 51742–43 (Oct. 2, 1997).
13
The regulations codified at 28 C.F.R. § 58.6 were promulgated in 1997.
See 62 Fed. Reg. 51739 (Oct. 2, 1997). Section 586(d)(2) was enacted as part
of the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, Pub. L.
No. 109–8, § 1231, 119 Stat. 23 (2005).
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However, these facts shed no light on the adequacy of a cause of
action provided by Congress in subsequently-enacted statute.
does

the

absence

of

implementing

586(d)(2) alter this conclusion.

regulations

under

Nor

Section

The statute is explicit.

It

allows a suspended panel trustee to obtain judicial review of the
final agency action in the district court, which “shall be affirmed
by the district court unless it is unreasonable and without cause.”
It

therefore

furnishes

an

adequate

remedy

in

a

court

that

forecloses APA review, and plaintiff’s duplicative claims under
the APA must be dismissed for lack of subject matter jurisdiction.
Accordingly, our task is to determine whether the Director’s
affirmance was “unreasonable and without cause.”

28 U.S.C. §

586(d)(2).
Of the six claims alleged by plaintiff, only one (Count Six)
is addressed to Section 586(d)(2).

The First, Second, Third, and

Fifth Counts proceed under the APA.

We anticipate that plaintiff

would raise these same arguments following a holding that Section
586(d)(2) controls the review process. Thus, we will first discuss
the hearing issue under Section 586(d)(2).

Next, we will discuss

the merits of the various arguments currently raised under the
APA, and finally we will discuss Count Four, the stand-alone
Rehabilitation Act claim.
B. Plaintiff did not “Elect an Administrative Hearing on the
Record” Under Section 586(d)(2)

35
PAGE 469

56

Case 1:16-cv-02599-NRB Document 46 Filed 05/11/16 Page 36 of 50

We reject plaintiff’s claim that the Director’s refusal to
hold a “face-to-face meeting” with plaintiff violates Section
586(d)(2) and requires reversal of his decision.
Apr. 25 at 1–2.

Pl.’s Ltr. of

As noted above, Section 586(d)(2) contains a

provision that, “if the trustee so elects,”

“an administrative

hearing on the record” “shall” be among the administrative remedies
available for review of a trustee’s suspension or termination.
However,
adjudication.

plaintiff

did

not

elect

this

type

of

formal

In his initial request for review, plaintiff did

not ask for a hearing on the record.

He did identify witnesses

who could testify “should they be called as witnesses” or “if
called

to

testify,”

see

AR52,

AR55,

AR58,

AR161,

but

his

conditional language evokes the Director’s discretion to seek
additional

information

“to

the

extent

the

Director

deems

appropriate,” 28 C.F.R. 58.6(h).
Plaintiff’s counsel’s email of March 20, 2015, stating that
the additional letters of support “underscore the need for a face
to-face meeting with my client to amicably resolve this appeal,”
AR268, once again evinces a request for an informal meeting, or
perhaps even a negotiation.

Further correspondence is similar.

See AR402 (December 29, 2014 email requesting “a meeting in person
in Washington, DC at [Director White’s] convenience to address
certain

disputed

facts

regarding

the

subject

Section

341

meetings”); AR407 (October 20, 2015 email requesting “an in-person
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meeting with the Director (or Lisa Tracy)”).

And when Deputy

General Counsel Lisa Tracy did inform plaintiff that the Director
had declined his request for an in-person meeting, she explained
the decision was “[p]ursuant to his authority under 28 C.F.R.
§58.6(h),” not based on Section 586(d)(2).

AR428.

Significantly, neither plaintiff nor his attorneys ever cited
Section 586(d)(2) at any point in the administrative process, or,
tellingly, in his initial complaint in this Court.

The fact that

plaintiff accused the Director of wrongly refusing a Section
586(d)(2) hearing only in his second complaint, amended after the
Government noted the existence of this remedy at law, underscores
that the parties, from the start, were proceeding under the
regulations.14
We also reject plaintiff’s rejoinder that his waiver of a
right to hearing, to the extent it occurred, was insufficiently
knowing and intentional to be valid.
n.1.

Pl.’s Ltr. Of Apr. 25 at 1

Plaintiff relies on Morris v. N.Y.C. Employees’ Retirement

System,

129

F.

Supp.

2d

599,

608-09

(S.D.N.Y.

2001),

which

14
In his April 25 Letter and at oral argument, plaintiff suggested that the
more recently-enacted § 586(d)(2) must invalidate the preexisting regulations
that do not require an administrative hearing on the record. We do not agree.
This is not a case such as Lawrence + Mem’l Hosp. v. Burwell, 812 F.3d 257,
267–68 (2d Cir. 2016), in which a contradiction between a statute and regulation
must be resolved in favor of the statute. Here, the statute and the regulation
can co-exist. Section 586(d)(2) permits a suspended trustee the option of a
formal hearing should he so choose.
Alternatively, the trustee can proceed
under the less formal regulations. The simultaneous existence of “formal” and
“informal” modes of agency adjudication is neither unusual nor problematic.
See 5 U.S.C. §§ 554(a), 704.
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considered whether a plaintiff knowingly waived protectable rights
under the Due Process Clause.

First, this case does not implicate

any fundamental constitutional rights, as panel trustees do not
have a property right in continued assignment of cases.

See

Richman v. Straley, 48 F.3d 1139 (10th Cir. 1995); Brooks v. United
States, 127 F.3d 1192 (9th Cir. 1997).

Second, plaintiff, himself

a lawyer, was represented by counsel.
C. The Director not Violate the APA or Section 586(d)(2)
Next, we address the merits of plaintiff’s First, Second,
Third, and Fifth Counts, which challenge the substance of the
Director’s Final Decision.

Because these claims are raised as

violations of the APA, we first address them under the APA’s
“arbitrary and capricious” standard for review of agency action.
For the same reasons that the Director’s decision did not violate
the APA, it also was not “unreasonable and without cause” under
Section 586(d)(2).
1. Legal Standards
Section 706 of the APA authorizes the court to hold unlawful
an agency’s conclusions found to be “arbitrary, capricious, an
abuse of discretion, or otherwise not in accordance with law” or
“without observance of procedure required by law.”
706(2)(A) and (D).

5 U.S.C. §§

An “agency action is arbitrary and capricious

‘if the agency has relied on factors which Congress has not
intended it to consider, entirely failed to consider an important
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aspect of the problem, offered an explanation for its decision
that runs counter to the evidence before the agency, or is so
implausible that it could not be ascribed to a difference in view
or the product of agency expertise.’”

Natural Res. Def. Council,

Inc. v. U.S. EPA, 658 F.3d 200, 215 (2d Cir. 2011) (quoting Motor
Vehicle Mfrs. Ass'n of the U.S., Inc. v. State Farm Mut. Auto.
Ins. Co., 463 U.S. 29, 43 (1983)).

The reviewing court must

confirm that the record shows the agency “examined the relevant
data and articulated a satisfactory explanation for its action,”
and that there is a “rational connection between the facts found
and the choices made.”
omitted).

Id. (brackets and internal quotation marks

Our inquiry “must be searching and careful,” yet the

Court “may not substitute its judgment for that of the agency.”
Id. (internal quotation marks omitted).15
2. The Director’s Affirmance was not Arbitrary and Capricious
Based on the record before him, it was not arbitrary or
capricious

for

administrative

the

Director

record

--

to

uphold

totaling

574

the

suspension.

pages

and

The

including

recordings and transcripts of the Section 341(a) meetings and 65

15

For our present purposes, Section 586(d)(2)’s legal standard -- that
“[t]he decision of the agency shall be affirmed by the district court unless it
is unreasonable and without cause based on the administrative record before the
agency” -- is substantially similar to the APA’s “arbitrary and capricious”
test.
Given the similarity, and because the Director’s decision must be
affirmed under either standard, we do not address the parties’ arguments
regarding which standard is in fact more deferential to the agency.
Both
standards, at the least, require the reviewing court to defer to the agency
unless it concludes the agency’s conduct was unreasonable.
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pages of submissions by the plaintiff -- is comprehensive and
voluminous.

The Director’s Final Decision, 24 single-spaced pages

in length, is detailed and exhaustive, and it avoided none of the
issues raised.

His conclusions were also well-founded in the

Administrative Record.

First, there is simply no doubt that

plaintiff did not comply with the U.S. Trustee Program’s Language
Access

Plan,

and

therefore

failed

to

“comply

with

orders,

instructions and policies of the . . . United States Trustee.”
C.F.R. § 58.6(a)(4).

28

Second, there is more than sufficient

evidence to support the Director and U.S. Trustee’s conclusions
that

plaintiff

aggressive

and

was

“unprofessional,

improper”

in

his

discourteous,

treatment

of

overly

debtors,

Final

Decision at 19, AR563, and therefore that he failed to “display
proper

temperament

in

dealing

with

.

.

.

“appropriately conduct” the Section 341(a) meetings.
58.6(a)(6) and (10).

debtors”

and

28 C.F.R. §§

Having performed a “searching and careful”

review of the record, including listening to the recordings of
each meeting, we find no basis to conclude the Director’s decision
was arbitrary, capricious, or otherwise not in accordance with
law.
3. Plaintiff’s APA-Based Objections are Unavailing
Faced with the extensive Administrative Record, plaintiff
alleges

four

bases

upon

which

the

Director’s

decision

was
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“arbitrary and capricious” or otherwise violated the APA.

We have

considered these objections and find them unavailing.
a. There was no “Prejudicial Unauthorized Delay”
The

Director’s

failure

to

issue

a

decision

within

the

timeframe set out in 28 C.F.R. § 58.6(i) is not a basis to vacate
and remand his decision.

Plaintiff offers no authority to support

his claim that agency delay, without more, is a basis to overturn
an agency’s decision once that decision is made.

The obvious

remedy for agency delay is not a reversal or remand, but a court
order to “compel agency action unlawfully withheld or unreasonably
delayed.” 5 U.S.C. § 706(1). See Office of Foreign Assets Control
v. Voices in Wilderness, 382 F. Supp. 2d 54, 60 (D.D.C. 2005) (“The
prevailing rule is that a claim that an agency has failed to comply
with a statutory or regulatory deadline can give rise to an action
to compel the agency to act under section 706(a)(1), but usually
cannot support a claim to set aside the agency action under section
706(a)(2).”).

Such an order to compel would, of course, be

pointless here.
Moreover, we fail to see any harm from the delay.

Plaintiff

consented to a series of adjournments covering approximately 11 of
the

16

months

suspension

was

of

the

stayed

allegedly
throughout

prejudicial
the

entire

delay,
16-month

and

his

period,

during which he continued to receive new case assignments.

We

find no lack of irony in plaintiff’s argument that the delay has
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caused him “significant reputational harm and forced him to live
under a cloud for much too long,” Reply 4, as plaintiff initially
requested a preliminary injunction to stay the suspension, which
would leave the “cloud” in place, rather than an expedited ruling
on the merits.
continue

his

Instead, given that plaintiff was allowed to

work

unabated,

we

view

the

delay

as

a

preliminary relief pending his appeal to the Director.

form

a

In light

of the exhaustive and thorough opinion ultimately issued by the
Director, the delay in the issuance of the ruling and the decision
to not impose the sanction while the appeal was pending are readily
defensible.
b. The Administrative Record was not Insufficient
We

reject

plaintiff’s

claim

that

deficiencies

in

the

administrative record render the Director’s decision arbitrary and
capricious and require us to remand the matter for supplementation
of the record.

Mem. 14-15.

Specifically, plaintiff complains

that, in order to render a fair and reasoned decision, the Director
should have met with Pereira to gather first-hand information about
his disability and considered live testimony from plaintiff’s
proffered eyewitnesses and character witnesses.

We conclude,

however, that this information was irrelevant, and to the extent
it was relevant, the Director sufficiently considered it.
As

an

initial

matter,

plaintiff

offers

no

authority

supporting a requirement in this context that any evidence be
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received live.

Instead, 28 C.F.R. § 58.6(f) places the burden on

the suspended panel trustee to submit “all documents and materials
that the trustee wants the Director to consider in reviewing the
decision,” and, thereafter, “[t]he Director may seek additional
information from any party in the manner and to the extent the
Director deems appropriate,” 28 C.F.R. § 58.6(h).

Under this

regime, plaintiff was free to submit any additional letters and
affidavits that he saw fit, and he cannot reasonably argue that
the director was required to further develop the record sua sponte.
To the extent plaintiff did submit supporting materials, the
record is clear that all proposed evidence was considered and
appropriate
necessary.

decision

made

as

to

whether

live

testimony

was

The Director “carefully reviewed and considered” the

Castro affidavit -- written two months after the Castro meeting 
- and found it to be less detailed and less reliable than the more
contemporaneous complaint letters from Attorneys Frank and Saxon
-- submitted on the day of the meeting -- and the recordings and
transcripts.

Final Decision at 13, AR557.

He also found the

TenBrink and Schumann letters conclusory and unresponsive to the
specific issues underlying the suspension.

Id. at 13 n.20, AR557.

As for plaintiff’s proffered character witnesses, who allegedly
would have spoken to his “career and reputation,” Reply 6, the
Director accepted that plaintiff was a long-serving panel trustee
with a history of good reviews, and indeed “weighed the trustee’s
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work as a panel trustee” as part of his analysis.
AR565.

Id. at 21,

He concluded, however, that plaintiff’s conduct in the

three Section 341(a) meetings nevertheless merited suspension.
Ultimately, the Director’s decisions regarding gathering more
evidence were reasonable and within his discretion.
c. The Director did
Explanatory Evidence

not

Inappropriately

Discount

We also reject the related claim that the Director’s decision
was arbitrary and capricious in that “all explanatory evidence was
discounted.”

Reply 7.

At bottom, plaintiff’s position is that

the director over-relied on the audio recordings -- which plaintiff
says are not the best evidence of what occurred in the meetings 
- and inappropriately discounted the accounts of Attorneys Castro,
TenBrink, and Schumann, as well as of Pereira himself.
17–18.

As

an

initial

matter,

plaintiff

is

Id.; Mem.

incorrect:

the

recordings and transcripts are surely the best evidence of what
occurred, and there is no reason why the accounts or opinions of
other attorneys, or the submission of good character evidence, are
preferable

sources

of

evidence.

Moreover,

plaintiff’s

many

objections to how the Director weighed the record evidence is not
a basis for an arbitrary and capricious argument.

To upset the

Director’s weighing of the evidence would impermissibly substitute
our judgment for that of the agency.
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The

similar

arguments

that

the

Director

inappropriately

discounted plaintiff’s long history as a panel trustee and that
his good behavior during the 16-month delay renders the rationale
for the suspension “stale” are also meritless.

Plaintiff’s good

behavior, as well as his long history as a panel trustee, no doubt
factored into the sanction imposed.

But that does not inoculate

him from any sanction at all.
d. The Decision was not Discriminatory
Plaintiff

contends

the

Director’s

affirmance

of

the

suspension was made on the basis of plaintiff’s hearing disability,
in violation of the Rehabilitation Act and U.S. Trustee Program
regulations, and therefore “arbitrary and capricious” and “without
observance of procedure required by law” under the APA.

This

argument is wholly without merit.
First, the Administrative Record is clear that both the U.S.
Trustee and the Director suspended plaintiff for what he said and
did, not how loudly he said it.

As the Director explained, “the

words he spoke justify a suspension regardless of their volume.
He was unfair, at times almost cruel.

A hearing deficiency is

insufficient to excuse the remarks and conduct at these hearings.”
Final Decision at 22, AR566.

Moreover, the Director concluded

that plaintiff’s failure to follow the LAP -- conduct completely
unrelated to his hearing disability -- was an independent basis
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for the suspension.

Mr. Pereira simply was not suspended “solely

by reason of . . . his disability.”

29 U.S.C. § 794(a).

In fact, plaintiff’s hearing disability pre-dates his first
appointment as a panel trustee over 35 years ago, and he has served
as a panel trustee continuously ever since.

It strains credulity

that plaintiff would be appointed with a hearing disability, re
appointed for decades, and only now suspended on the basis of his
disability.
4. The Director’s Affirmance was not Unreasonable and Without
Cause
For

the

same

reasons

the

administrative

action

was

not

arbitrary and capricious, we find it also was not “unreasonable
and without cause based on the administrative record before the
agency.”

28 U.S.C. § 586(d)(2).

D. The Rehabilitation Act does not Provide Plaintiff a Private
Cause of Action
Plaintiff’s Fourth Count alleges that the federal agency
discriminated against him on the basis of his disability, in
violation of the Section 504 of the Rehabilitation Act, 29 U.S.C.
§ 794.

That statute provides in relevant part that:

No otherwise qualified individual with a disability in
the United States . . . shall, solely by reason of her
or his disability, be excluded from the participation
in, be denied the benefits of, or be subjected to
discrimination under any program or activity receiving
Federal financial assistance or under any program or
activity conducted by any Executive agency . . . .
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29

U.S.C.

§

794(a).

We

have

already

addressed

plaintiff’s

substantive discrimination claim in the context of review of the
agency’s final action.

With respect to this stand-alone claim,

the threshold issue is whether the statute provides a private cause
of action whereby plaintiff may enforce Section 504 against the
federal government in this context.

We conclude that it does not.

While Section 504(a)’s substantive nondiscrimination standard
applies broadly to “any program or activity conducted by any
Executive agency,” Section 505(a)(2) of the Rehabilitation Act, 29
U.S.C. § 794a(a)(2), expressly provides for private actions to
enforce

Section

504

only

against

“any

recipient

of

Federal

assistance or Federal provider of such assistance.”
The United States Supreme Court has held that, in enacting
this statute, Congress did not waive the federal government’s
sovereign immunity in suits for money damages, except where a
federal agency is acting as a “Federal provider” of financial
assistance.

Lane v. Pena, 518 U.S. 187, 193 (1996); see Sarvis v.

United States, No. 99-0318, 2000 WL 1568230, at *2 (2d Cir. Oct.
19, 2000) (unpublished summary order).

In suspending plaintiff,

the U.S. Trustee Program was not acting as a “Federal provider of
financial assistance,” and therefore plaintiff may not predicate
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a claim for money damages on the Rehabilitation Act.16

See Lane,

518 U.S. at 194–95.
In addition to seeking money damages, which the Supreme Court
has clearly foreclosed, plaintiff’s claim under the Rehabilitation
Act may also be read to seek declaratory or injunctive relief.
Although neither the Supreme Court nor the Second Circuit has
spoken on the issue, appellate and district courts have almost
universally concluded that Section 504 of the Rehabilitation Act
does not imply any private right of action, regardless of the
relief

sought,

to

challenge

a

federal

agency’s

non-funding

activities, given the limiting language of Section 505(a)(2) and
the

general

availability

of

the

APA

to

challenge

administrative actions that allegedly violate Section 504.

final
See

16

In contrast to Section 505(a)(2), Section 505(a)(1) of the Rehabilitation
Act, 29 U.S.C. § 794a(a)(1), makes private enforcement actions available to
“any employee or applicant for employment aggrieved by the final disposition”
of “any complaint” made under Section 501 of the Act, 29 U.S.C. § 791, which
prohibits discrimination on the basis of disability in employment decisions by
the federal government. In this way, Section 505(a)(1) expressly provides for
private enforcement actions against the federal government as an employer. See
Lane, 518 U.S. at 193.
Plaintiff concedes he is not a federal employee, Compl. ¶ 114, and does
not bring his claim under this provision. Elsewhere, however, plaintiff argues
that he may bring an employment discrimination action against the federal
government under Section 504 because he is an independent contractor. Mem. 20;
Reply 9. Even if plaintiff’s conclusory assertion persuaded us that a private
panel trustee is an independent contractor engaged by the Department of Justice
(it has not), the authorities he relies on have found only that Section 504
authorizes employment discrimination suits by independent contractors against
non-government defendants. See Flynn v. Distinctive Home Care, Inc., 812 F.3d
422 (5th Cir. 2016) (independent contractor may sue private company contracted
to provide healthcare services at United States Air Force base); Fleming v.
Yuma Reg’l Med. Ctr., 587 F.3d 938 (9th Cir. 2009) (independent contractor may
sue medical center receiving federal financial assistance). They do not address
the crucial question here of who may sue the government, which is limited to
the finite waivers of sovereign immunity contained in Sections 505(a)(1) and(2).
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Clark v. Skinner, 937 F.2d 123, 126 (4th Cir. 1991); Cousins v.
Sec’y of the U.S. Dep’t of Transp., 880 F.2d 603, 605 (1st Cir.
1989); Kinneary v. City of New York, 358 F. Supp. 2d 356, 359
(S.D.N.Y. 2005); Sai v. Dep't of Homeland Sec., --- F. Supp. 3d 
---, No. 14-1876 (RDM), 2015 WL 8966920, at *8–10 (D.D.C. Dec. 15,
2015).

But see Am. Council of the Blind v. Astrue, No. C 05-04696

WHA, 2008 WL 1858928, at *7 (N.D. Cal. Apr. 23, 2008) (finding
“jurisdiction under the Rehabilitation Act”).

Guided by the

principle that courts should not imply causes of action unless
there is evidence Congress intended “to create not just a private
right but also a private remedy,” Alexander v. Sandoval, 532 U.S.
275, 286 (2001), we conclude the Rehabilitation Act does not
provide plaintiff with an additional private cause of action in
this context.
Thus, because the Rehabilitation Act does not provide a stand
alone cause of action against a federal agency in this context, we
dismiss Count Four for lack of subject matter jurisdiction.

17

Fed.

17

Even if we found that the Rehabilitation Act furnished plaintiff with a
private right of action to enforce Section 504(a) against the agency in this
context, such a finding would require consideration of exhaustion of
administrative remedies under C.F.R. § 39.170. Plaintiff’s effort to avoid an
exhaustion requirement, Mem. 20; Reply 9–10, relies in part on inapposite
caselaw. See Tuck v. HCA Health Servs. of Tenn., Inc., 7 F.3d 465, 470 (6th
Cir. 1993) (“In the context of private employers and private employees, however,
there is no exhaustion requirement.”). If we needed to reach the issue, we
would be persuaded by the reasoning of Cooke v. U.S. Bureau of Prisons, 926 F.
Supp. 2d 720, 731–34 (E.D.N.C. 2013), concluding that, even if Section 504 of
the Rehabilitation Act implied a cause of action against a federal agency, a
plaintiff must first exhaust the administrative remedies under 28 C.F.R. §
39.170 in order to bring a suit in the district court.
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R. Civ. P. 12(b) (1); see K1nneary, 358 F. Supp. 2d at 360.

To the

extent that plaintiff relies on the substantive provisions of the
Rehabilitation Act,
agency

act1on

which

his remedy is limited to a challenge to the
we

have

already

considered

under

Section

586(d) (2) and the APA and rejected.

III. CONCLUSION

For the foregoing reasons, we affirm the D1rector's dec1sion
to uphold the U.S. Trustee's imposition of a one-year suspension.
The Clerk of the Court is directed to close this case.
SO ORDERED.

Dated:

New York, New York
May /!_, 2016

L(.f2<;~~
NAOMI REICE BUCHWALD
UNITED STATES DISTRICT JUDGE
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Part I
COMMERCIAL BANKRUPTCY
ARRIVING AT ARKISON AND WELLNESS:
MAKING SENSE OF THE PROCEDURAL
QUAGMIRE AFTER THE SUPREME COURT’S
RULINGS ON BANKRUPTCY COURT
JURISDICTION AND AUTHORITY
Dennis Connolly and Kevin Hembree*
TABLE OF CONTENTS
I. INTRODUCTION
II. ARRIVING AT ARKISON AND WELLNESS: AN
OVERVIEW OF THE SUPREME COURT'S BANKRUPTCY JURISPRUDENCE.
A. Bankruptcy jurisdiction in the early days of
the Republic and before.
B. The Marathon Decision.
C. The 1984 Act.
D. The Stern Decision and the limits of restructuring debtor-creditor relations.
E. The Arkison Decision.
F. The Wellness Decision.
III. STERN, ARKISON, AND WELLNESS CREATE
UNCERTAINTIES, RISKS AND OPPORTUNITIES FOR LITIGANTS.
A. Even with Wellness, Stern and Arkison create
an inecient judicial system, despite Arkison's attempt to maintain the status quo.
*Dennis Connolly is a Partner in the Workouts, Restructuring and
Bankruptcy Group of Alston & Bird LLP. Kevin Hembree is an associate
in its Bankruptcy Group. The opinions expressed in this article do not
necessarily constitute the opinions of Alston & Bird, or its Bankruptcy
Group, or any client thereof. Nothing contained herein should be construed
as legal advice.
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B. Stern and Arkison create a system that has
the potential to prejudice defendants.
C. Stern and Arkison create confusion for litigants and courts, even after Wellness.
IV. OBSERVATIONS ABOUT THE CURRENT JURISDICTIONAL UNCERTAINTY.
I.

INTRODUCTION
The Supreme Court said that its Stern v. Marshall decision did not change all that much.1 Yet, since Stern, bankruptcy courts and practitioners have expressed enormous
unease that a great deal has changed.2 More recently, the
Supreme Court addressed aspects of Stern in its unanimous
ruling in Executive Benets Insurance Agency v. Arkison, but
that ruling, too, left many questions unanswered. 3 The
Supreme Court was left to reexamine many of these same issues in its May 26, 2015 decision in Wellness Int'l Network,
Ltd. v. Sharif, a decision that contained illuminating discussions but a narrow holding.4 As result, litigants in bankruptcy litigation nd themselves in a procedural morass,
wondering when and what to treat as a “nal order” by a
bankruptcy court, how to appeal a bankruptcy court order
that is not expressly a nal order, and what the eect of
their implied or express consent to adjudication may mean.
The Supreme Court is not unaware of this confusion. Indeed,
1

Stern v. Marshall, 131 S. Ct. 2594, 2620, 180 L. Ed. 2d 475, 55
Bankr. Ct. Dec. (CRR) 1, 65 Collier Bankr. Cas. 2d (MB) 827, Bankr. L.
Rep. (CCH) P 82032 (2011).
2

In re Okwonna-Felix, 66 Collier Bankr. Cas. 2d (MB) 39, 2011 WL
3421561, *4 (Bankr. S.D. Tex. 2011) (“The broader applicability of the
Supreme Court's decision [in Stern] remains unclear); In re Teleservices
Group, Inc., 456 B.R. 318, 320–21, 344, 55 Bankr. Ct. Dec. (CRR) 98
(Bankr. W.D. Mich. 2011) (explaining that Stern will cause “years of
uncertainty as the bankruptcy process grinds on”).
3

Executive Benets Ins. Agency v. Arkison, 134 S. Ct. 2165, 189 L.
Ed. 2d 83, 59 Bankr. Ct. Dec. (CRR) 160, 71 Collier Bankr. Cas. 2d (MB)
875, Bankr. L. Rep. (CCH) P 82642 (2014).
4

No. 13-935 (S. Ct.), 575 U.S. — (2015), granting certiorari to review
the Seventh Circuit's decision in Wellness Intern. Network, Ltd. v. Sharif,
727 F.3d 751, 58 Bankr. Ct. Dec. (CRR) 116, 70 Collier Bankr. Cas. 2d
(MB) 135, 86 Fed. R. Serv. 3d 859 (7th Cir. 2013), which held that litigant
consent is not a basis on which a bankruptcy court may grant a nal order, contrary to the decision of the Ninth Circuit in Bellingham.
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Justice Scalia's concurrence in Stern acknowledged that the
analysis underlying the Court's holding “should arouse our
suspicion that something is seriously amiss with our jurisprudence in this area.”5
The fundamental question addressed by the Supreme
Court's jurisprudence of bankruptcy court authority is this:
what is the basis for the existence of bankruptcy courts and
their power to decide legal disputes involving bankruptcy
law? Although Article I of the U.S. Constitution provides
that Congress can establish “uniform bankruptcy laws,” it
does not indicate what courts should have jurisdiction to
interpret and enforce those laws, and what the extent of
that jurisdiction is to be. This issue is not resolved by Article
III, which addresses the “judicial power of the United States”
but does not otherwise address the “uniform bankruptcy
laws” provided for in Article I. The Constitution, then, puts
bankruptcy law in the province of Congress and the “judicial
power” in the province of the judiciary. This division—which
has a historical meaning discussed below—creates tension
when the bankruptcy court structure articulated by Congress
appears to encroach on the judicial power reserved for the
judiciary under Article III.6 Litigants and courts must decide:
Is the basis for bankruptcy court authority limited by Article
III—what might be called a constitutional right to adjudication by an Article III judge?7
This tension comes into focus in the Supreme Court's decision in Stern v. Marshall, where the Supreme Court examined the constitutionality of the 1984 Amendments to the
5

Stern, 131 S. Ct. at 2620–21.

6

In addition to the historical division, Congress also “chose” this
division by creating bankruptcy courts to hear bankruptcy cases under the
Bankruptcy Code, rather than passing jurisdictional statutes giving the
district courts exclusive and original jurisdiction over all bankruptcy matters. The reasons for the “division” between the bankruptcy court (and its
structure) and the district court articulated in the Bankruptcy Code are
beyond the scope of this article. There were debates and discussions about
creating a system whereby bankruptcy judges would be “Article III”
judges; however, the political compromises inherent in the process left the
matter unsettled and those compromises have consequences even today,
some 35 years after the eective date of the legislation.
7

See Waldman v. Stone, 599 Fed. Appx. 569 (6th Cir. 2015) (discussing scope of de novo review by district court).
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Bankruptcy Code.8 Under the Bankruptcy Code, “Bankruptcy
Judges may hear and determine all cases under title 11 and
all core proceedings arising under title 11, or arising in a
case under title 11 . . . and may enter appropriate orders
and judgments . . .”9 Section 157 then lists several categories of core proceedings that the bankruptcy court may hear
and determine and enter nal orders and judgments on.10
One such “core proceeding” encompasses “counterclaims by
the estate against persons ling claims against the estate.”11
In Stern v. Marshall, however, the Supreme Court held that
Article III of the Constitution prohibits a bankruptcy judge
from nally adjudicating a state law counterclaim by the
estate against a person ling a proof of claim, even though
such claims are “core proceedings” under the Bankruptcy
Code. This ruling led to the term “Stern Claim,” a claim that
bankruptcy courts may statutorily enter nal judgments on
but are constitutionally prohibited from doing so under
Article III. In a diagram, a Stern Claim might appear like
this:12
8

Bankruptcy Amendments and Federal Judgeship Act of 1984 (the
“1984 Act”), 11 U.S.C.A. §§ 101 et seq. As discussed below, the 1984 Act
was passed in the wake of the Supreme Court's Marathon decision.
9

28 U.S.C.A. § 157(b)(1).

10

28 U.S.C.A. § 157(b)(2).

11

28 U.S.C.A. § 157(b)(2)(C). It would seem that, to resolve the creditor's proof of claim, the bankruptcy court must also determine the estate's
counterclaim against the creditor. Prior precedents such as Katchen v.
Landy had indicated that such a ruling was within the bankruptcy court's
core powers and summary jurisdiction. As discussed below, Stern turned
on the fact that the creditor's proof of claim and the estate's counterclaim
were, according to the Supreme Court, suciently unrelated such that
they could be separately adjudicated. As discussed below, it is remains
unclear if the concept of relatedness is tied into the “compulsory
counterclaim” requirements under F.R.C.P. 13.
12

The terms “core” and “non-core” are statutorily dened terms created by Congress, presumably made in reference to the plurality's statement in Marathon that “the restructuring of debtor-creditor relations . . .
is at the core of the federal bankruptcy power.” Accordingly, these terms
should be thought of separately from whether a bankruptcy court can
constitutionally decide them. The authors are not aware of claims that a
bankruptcy court would be constitutionally prohibited from nally
adjudicating and that are neither core nor non-core claims under the
Bankruptcy Code. Nor are the authors aware of any claim that might be
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categorized as “non-core” that would be within the constitutional authority of the bankruptcy court to decide by nal order. As a denitional matter, Stern and Arkison would support the proposition that a “Stern Claim”
would not be “Core” but would rather be related to the proceeding under
title 11. Arkison, 134 S.Ct. at 2174. This denitional issue is somewhat of
a red herring in respect of the constitutional issues involved. A label by
Congress is, apparently, of no constitutional moment. Interestingly, the
separation of powers argument might well nd additional momentum in
the decision of DOT v. Association of American Railroads, 2015 U.S. Lexis
1763 (March 9, 2015), whereby the Supreme Court vacated the decision by
the Court of Appeals for the District of Columbia as it found that the
grant of authority to a putative private entity violated the separation of
powers provisions of the Constitution. In his concurrence, Justice Thomas
focused particularly on the distinctions between the legislative power, the
executive power and the judicial power as articulated in the structure of
the Constitution. The Wellness decision will likely shed additional light on
these questions.
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The constitutional inability of bankruptcy courts to enter
nal judgments on Stern Claims created confusion as to what
precisely is a Stern claim is and what, if anything, bankruptcy courts could do with Stern Claims.13 For example,
should a lower court's Stern analysis be as simple as: (i) did
the creditor le a proof of claim and (ii) is the debtor's
counterclaim a compulsory counterclaim under Rule 13?14
Under Stern, the answer is unclear.
This confusion was resolved in part by the Supreme
Court's decision in Executive Benets Insurance Agency v.
Arkison.15 In Arkison, the Supreme Court held that while the
Constitution does not permit a bankruptcy court to enter
nal judgment on a Stern claim, it does permit a bankruptcy
court to issue proposed ndings of fact and conclusions of
law for de novo review by the district court. And because the
district court in Arkison had conducted a de novo review of
the bankruptcy court's ruling as part of the petitioner's appeal, petitioner's constitutional rights to an Article III ruling
were satised. Although appellate review alone may be insufcient to satisfy Article III's requirements, an appeal that
includes a de novo review will meet those requirements. The
Supreme Court in Arkison did not determine whether a
13

Despite the Stern Court's so-called narrow ruling, the creation of
Stern Claims created more questions than it answered. Parties and courts
were left to determine, for example, whether a fraudulent transfer claim
is a Stern Claim that cannot be nally adjudicated by a bankruptcy court,
see Grannanciera discussion below; whether, despite Article III's prohibitions, a bankruptcy court can nally adjudicate a Stern Claim with the
parties consent; and whether a bankruptcy court should treat a Stern
Claim as a non-core claim under 28 U.S.C.A. § 157 by submitting proposed
ndings of fact and conclusions of law to the district court for de novo
review? Some of these questions would be taken up in Arkison, but Arkison
ultimately provided an answer only to the third question—i.e., that a
Stern Claim should be treated as a non-core claim under 28 U.S.C.A.
§ 157.
14

In Stern, the Supreme Court suggested that the debtor's counterclaim was not actually a compulsory counterclaim, but its analysis was
unclear. This point is discussed below.
15

Executive Benets Ins. Agency v. Arkison, 134 S. Ct. 2165, 189 L.
Ed. 2d 83, 59 Bankr. Ct. Dec. (CRR) 160, 71 Collier Bankr. Cas. 2d (MB)
875, Bankr. L. Rep. (CCH) P 82642 (2014).
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fraudulent transfer claim is a Stern Claim16 or whether parties can consent to the bankruptcy court's nal adjudication
of a Stern Claim, leaving those issues for another day.17
Ultimately, Stern, and Marathon before it, found a historical
basis for the existence of bankruptcy courts under English
law, but this historical basis did not include the power to
have bankruptcy courts rule on common law claims.18
The historical basis of bankruptcy court adjudication was
further discussed in Wellness. That decision held that
litigants can consent—whether expressly or impliedly—to
the bankruptcy court's nal adjudication of common law
claims.19 This holding rested on the conclusion that “consent
does not oend the separation of powers so long as Article
III courts retain supervisory authority over the process.”20
The dissents in Wellness, however, claried the historical
basis of bankruptcy court authority while arguing that
Article III places hard limits on that authority that cannot
16

Under Grannanciera, S.A. v. Nordberg, 492 U.S. 33, 109 S. Ct.
2782, 106 L. Ed. 2d 26, 19 Bankr. Ct. Dec. (CRR) 493, 20 Collier Bankr.
Cas. 2d (MB) 1216, Bankr. L. Rep. (CCH) P 72855, 18 Fed. R. Serv. 3d
435 (1989), Article III does not allow a nal order to be entered by a bankruptcy judge on a fraudulent conveyance claim against a defendant who
did not le a proof of claim, whereas Langenkamp v. Culp, 498 U.S. 42,
111 S. Ct. 330, 112 L. Ed. 2d 343, 20 Bankr. Ct. Dec. (CRR) 1953, 23
Collier Bankr. Cas. 2d (MB) 973, Bankr. L. Rep. (CCH) P 73668, 18 Fed.
R. Serv. 3d 586 (1990), found it permissible if the defendant did le a
proof of claim. In Arkison, the Supreme Court assumed, without deciding,
that a fraudulent conveyance claim is a Stern Claim, but resolved the issue as to a bankruptcy judge's authority on other grounds.
17

The question of consent was recently heard by the Supreme Court
in Wellness.
18

This historical basis explains why bankruptcy law is provided for
Art. I as opposed to Art. III of the Constitution. Bankruptcy courts, as a
result, are sometimes viewed to be more properly within the province of
the legislature than the judiciary. This distinction is inapt, however, since
all courts other than the Supreme Court are legislatively created courts.
Indeed, Congress could do away with the district courts and courts of appeal if it chose to, leaving legal disputes to state courts and the U.S.
Supreme Court.
19

Wellness, 575 U.S. —, at *2.
Id. at *12.

20
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be resolved by either consent or judicial supervision.21 Thus,
while Wellness works with Arkison to provide procedural
clarity for the work of bankruptcy courts, Wellness ultimately
does not resolve all of the doctrinal questions relating to
bankruptcy court authority.
In reaching its decisions on the limits of bankruptcy court
authority in Marathon, Stern, and Arkison (and in the dissents in Wellness), the Supreme Court has relied on two
principal authorities: rst, the history of bankruptcy court
authority under English law and, second, the text and surrounding structure22 of Article III. Looking to English law,
the Supreme Court has distinguished the administration of
a bankruptcy estate by “commissioners”—a process supervised by the courts of equity—from suits against third parties to recover estate property—a process undertaken in
courts of law with juries. The Supreme Court has sought to
exclude from bankruptcy court authority all common law
claims that exist independently of the bankruptcy process
and would have required a suit in the courts of law. Turning
to Article III, the Supreme Court has explained that allowing an Article I bankruptcy judge to nally adjudicate such
common law claims historically decided in courts of law
violates the Constitution, because Article III reserves the
adjudication of such claims to judges with life tenure and
salary protection.
The continuing uncertainties relative to the juridical power
of the bankruptcy court create risks and opportunity for
litigants in this context. For example, nondebtor parties to
litigation may seek to exploit these tensions and these
uncertainties to insist upon withdrawal of the reference in
an attempt to create leverage over the bankruptcy duciary
(trustee or DIP). Similarly, the estate duciary may wish to
try to keep jurisdiction in the bankruptcy court in an attempt to create a more favorable venue. Whether either of
these suppositions is correct, the continuing debate in this
area will create additional costs and uncertainties for dispute
21

See Id. “If a branch of the Federal Government may not consent to
a violation of the separation of powers, sure a private litigant may not do
so.” Id. at 11 (Roberts, C.J., dissenting).
22

This refers to Constitutional meaning contained in the way the
Constitution structures government. Structural principles include, for
example, separation of powers and federalism.
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resolution. Parties may well utilize the continuing discord of
the Supreme Court's analysis of bankruptcy court authority
to suit their own litigation purposes.
The purpose of this article is to explore the historical bases
for the current state of aairs and bankruptcy court authority (i.e., juridical power to enter nal judgments on Stern
Claims). This article also discusses certain of the litigation
consequences stemming from the continuing debate about
the juridical power of the bankruptcy courts.
II. ARRIVING AT ARKISON AND WELLNESS: AN
OVERVIEW OF THE SUPREME COURT'S
BANKRUPTCY JURISPRUDENCE.
An overview of the history of bankruptcy jurisprudence
leading up to Arkison helps illuminate the current issues.
Surely the framers of the Constitution were aware of the apparent disconnect between Article I and Article III when
drafting and ratifying the Constitution in 1789. What was
their understanding of bankruptcy court authority, what
their frame of reference?
A. Bankruptcy jurisdiction in the early days of the
Republic and before.
Early American bankruptcy law arose from its English
roots.23 Under English law, bankruptcy proceedings were
overseen by “bankruptcy commissioners, who exercised bankruptcy jurisdiction under the supervision of the Lord
Chancellor in Equity.”24 Appeals from certain decisions of
the commissioners, such as the initial determination of bankruptcy, could sometimes go to the Lord Chancellor and
sometimes to the legal courts.25 The jurisdiction of bankruptcy commissioners exercised a strictly in rem jurisdic23

Thomas E. Plank, Why Bankruptcy Judges Need Not and Should
Not Be Article III Judges, 72 AM. Bankr. L.J. 567, 607 (Fall 1998) (“This
law [i.e., the rst U.S. bankruptcy law enacted by congress] followed the
English bankruptcy acts in substance and procedure.”).
24

Ralph Brubaker, A “Summary” Statutory and Constitutional Theory
of Bankruptcy Judges Core Jurisdiction After Stern v. Marshall, 86 Am.
Bankr. L.J. 121, 123 (Winter 2012).
25

Plank, 72 Am. Bankr. L.J. 567, 582–83.
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tion26 that allowed them to administer the property within
the bankrupt's estate, distribute that property to creditors,
determine the validity of creditors' claims, 27 and even
determine the validity of debts owed to the debtor.28 Although
commissioners had broad statutory authority to investigate
what property belonged to the estate,29 the in rem nature of
this jurisdiction meant that it did not reach beyond administering property in possession of the estate—that is, property
held by the bankruptcy commissioner or the trustee (then
known as the assignee in bankruptcy).30 Bankruptcy commissioners lacked jurisdiction to adjudicate a suit to
ultimately recover property from a third party,31 but they did
still make initial determinations of what property belonged
to the estate.32 A suit that sought to augment the estate
“required an ordinary formal suit” in the common law courts
at Westminster.33
This eectively in rem jurisdiction, however, did not
originate under common law principles; it instead appears to
26

In oral arguments on Wellness, Justice Sotomayer made concerning
suggestions about returning to a simpler jurisdictional rule where bankruptcy judges could decide claims only when the debtor has physical possession of the property at issue. See Wellness Int'l Network, Ltd. v. Sharif,
No. 13-935, Transcript of Oral Arguments dated January 14, 2015, 17:19
— 22:17.
27

Id. at 123; and see Plank, 72 Am Bankr. L.J. at 576.

28

Id. at 584–87.

29

Id. at 584–87.

30

Brubaker, 86 Am. Bankr. L.J at 123.

31

Id. In Wellness, Chief Justice Roberts focused on this historical
reality, arguing that determining property in the actual or constructive
possession of a debtor to be property of the estate is within the core power
of the bankruptcy courts. Wellness, — U.S. —, at *8–9 (Roberts, C.J., dissenting). According to the Chief Justice, commissioners lacked the power
to determine property as estate property when that property is held by
third parties who make more than a colorable claim to title. Id. (“Provided
that no third party asserted a substantial adverse claim to the trust assets, Wellness's claim therefore falls within the narrow historical exception that permits a non-Article II adjudicator in certain bankruptcy proceedings.”).
32

Plank, 72 Am Bankr. L.J. at 584–87.

33

Brubaker, 86 Am. Bankr. L.J. at 124; and see Plank, 72 Am. Bankr.
L.J. at 587; Marathon, 458 U.S. at 90.
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have originated only as a matter of legislative choice.34 English bankruptcy law was “a summary adjudicatory procedure for bankruptcy created by Parliament that delegated
the initial adjudication of bankruptcy issues to statutorily
created bankruptcy commissioners. Parliament did not delegate this adjudication to the existing common law courts
(which employed juries) or to the Lord Chancellor.”35 The
summary procedure was a necessary way of eectively and
eciently resolving debtor-creditor relations, when the debtor's assets were few and creditors' claims were many.36 Commentators have argued that the U.S. founders knew this history and rationale behind English bankruptcy law well when
the Constitution was drafted and ratied.37
As bankruptcy law developed in the United States, early
bankruptcy jurisdiction appeared to divert from the in rem
nature of the English system, as both the Bankruptcy Act of
1841 and the Bankruptcy Act of 1867 granted jurisdiction
over “all matters and proceedings in bankruptcy” to district
courts.38 These acts reect the history of broad legislative
discretion in England to craft laws on the subject of bankruptcy that chiey allowed for summary adjudication.39 And
early Supreme Court jurisprudence also recognized broad
federal jurisdiction to adjudicate “all claims and rights in
favor of or against the bankrupt's estate.”40 In 1845, for
example, the U.S. Supreme Court held that federal bankruptcy jurisdiction included “all cases where the rights,
claims, and property of the bankruptcy, or those of his assignee, are concerned, since they are matters arising under
the act, and are necessarily involved in the due administration and settlement of the bankrupt's estate.”41
In practice, however, early bankruptcy statutes adopted
34

Plank, 72 Am. Bankr. L.J. at 595.

35

Id. at 595.

36

Id. at 596.

37

Id. at 606.

38

Brubaker, 86 Am. Bankr. L.J. at 124–25.

39

Plank, 72 Am. Bankr. L.J. at 610–12.

40

Ex parte Christy, 44 U.S. 292, 3 How. 292, 314, 11 L. Ed. 603, 1845
WL 5996 (1845).(Story, J.)
41

Id. at 313.
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the English model's procedural divide, requiring a trustee to
commence a plenary suit in federal circuit court in order to
recover estate property from a third party.42 Yet federal
district courts resolved all other bankruptcy proceedings
under summary processes—that is, “in the nature of summary proceedings in equity.”43 Adopting the English model's
procedure divide, however, appears to be a matter of legislative choice, rather than a common law “right” to an Article
III adjudication.44
The early bankruptcy acts of 1841 and 1867 were superceded by the Bankruptcy Act of 1898 (the “1898 Act”), which
expressly demarcated the bounds of bankruptcy court
jurisdiction. The 1898 Act reects Congress's sensitivity to
the general dislike of the federal forum by many parties and
litigants who otherwise preferred state courts.45 In response
to this, Congress followed the English system's in rem type
of jurisdiction in enacting the 1898 Act: rst, Congress
divided bankruptcy court jurisdiction into summary and plenary jurisdiction; second, it established a system of bankruptcy referees, who would oversee bankruptcies in the manner of bankruptcy commissioners under English law.46 The
bankruptcy referees operated under the oversight of the
district court, which still functioned as the bankruptcy court
and could withdraw cases from the referee and review appeals of referees' nal orders.47 Bankruptcy referees had
summary jurisdiction “over controversies involving the property in the actual or constructive possession of the court,”48
allowing them to summarily decide such controversies
42

Brubaker, 86 Am. Bankr. L.J. at 125–26.

43

1841 Act § 6.

44

Plank, 72 Am. Bankr. L.J. at 612–13.

45

Brubaker, 86 Am. Bankr. L.J. at 127.

46

Id. at 127–28.

47

Northern Pipeline Const. Co. v. Marathon Pipe Line Co., 458 U.S.
50, 53, 102 S. Ct. 2858, 73 L. Ed. 2d 598, 6 Collier Bankr. Cas. 2d (MB)
785, Bankr. L. Rep. (CCH) P 68698 (1982).
48

Brubaker, 86 Am. Bankr. L.J. at 127–28.
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without the aid of a jury.49 But bankruptcy referees only had
plenary jurisdiction over controversies involving property
outside the possession of the court—including claims to recover estate property held by a third party—with the consent
of the parties.50 Summary jurisdiction was essentially in rem
jurisdiction, based on the old English model for bankruptcy
proceedings, and included the jurisdiction to adjudicate creditors' claims.51
The 1898 Act continued in place for eight decades. Then,
“after almost 10 years of study and investigation, Congress
enacted a comprehensive revision of the bankruptcy laws” by
enacting the Bankruptcy Act of 1978 (the “1978 Act”).52 The
1978 Act eliminated the referee system as well as the
summary-plenary dichotomy of the 1898 Act. In place of
referees, the 1978 Act established bankruptcy judges to serve
in “courts of record known as the United States Bankruptcy
Courts,” which would operate “as an adjunct to the district
court.”53 These bankruptcy judges were to be appointed “by
the President, with the advice and consent of the Senate.”54
But unlike Article III judges who enjoy life tenure and
unchangeable salaries, bankruptcy judges would serve for
14-year terms and receive salaries subject to change.55
In addition to creating bankruptcy courts and judges, the
1978 Act conferred broad jurisdiction over all “civil proceedings arising under title 11 or arising in or related to cases
under title 11.”56 Eliminating the summary-plenary dichotomy, “[t]his jurisdictional grant empower[ed] bankruptcy
courts to entertain a wide variety of cases involving claims
that may aect the property of the estate once a petition has
49

Elizabeth Gibson, Jury Trials in Bankruptcy: Obeying the Commands
of Article III and the Seventh Amendment, 72 Minn. L. Rev. 967, 971–72
(May 1988).
50

Brubaker, 86 Am. Bankr. L.J. at 127–28.

51

Id. at 127–28.

52

Marathon, 450 U.S. at 52–53.

53

28 U.S.C.A. § 151(a) (1976 ed., Supp. IV); Northern Pipeline, 458
U.S. at 53.
54

Id.

55

Id. at 53–54.

56

28 U.S.C.A. § 1471(b) (1976 ed., Supp. IV).
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been led under Title 11.”57 Not only could bankruptcy courts
hear state law as well as federal law claims, but they had jurisdiction over suits to recover estate property from a third
party, such as fraudulent transfer suits, and over “causes of
action owned by the debtor at the time of the petition for
bankruptcy.”58 In short, bankruptcy courts had all of the
“powers of a court of equity, law and admiralty.”59
B. The Marathon Decision.
The constitutionality of the 1978 Act was challenged in
Northern Pipeline Constr. Co. v. Marathon Pipe Line Co.60
There, after a Chapter 11 debtor led bankruptcy, it sued
Marathon Pipe Line for a prepetition breach of contract.61
Marathon moved to dismiss the case, arguing that an Article
III judge had to decide the claim.62 In a plurality opinion, the
plurality turned its focus to the separation of powers
principles embodied in Article III.63 These principles ensure
the independence of the judiciary from the executive and
legislative branches: “our Constitution unambiguously
enunciates a fundamental principle — that the “judicial
Power of the United States” must be reposed in an independent judiciary.”64 Since life tenure and salary protection were
essential to this independence, and since bankruptcy judges
did not enjoy these protections, the 1978 Act violated Article
III by vesting bankruptcy judges with the judicial power of
the United States.65 In so ruling, the Supreme Court rejected
arguments that Congress could extend the judicial power to
bankruptcy courts with jurisdiction over all matters arising
57

Northern Pipeline, 458 U.S. at 54.

58

Id.

59

Id.; 28 U.S.C.A. § 1481 (1976 ed., Supp. IV).

60

Northern Pipeline Const. Co. v. Marathon Pipe Line Co., 458 U.S.
50, 102 S. Ct. 2858, 73 L. Ed. 2d 598, 6 Collier Bankr. Cas. 2d (MB) 785,
Bankr. L. Rep. (CCH) P 68698 (1982)
61

Id. at 56.

62

Id. at 56–57.

63

Id. at 57–60.

64

Id. at 60.

65

Id. at 59–60.
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under Chapter 11 or arising in bankruptcy cases.66 The
Supreme Court conceded that in “three narrow situations”
the “grant of power to the Legislative and Executive
Branches was historically and constitutionally so exceptional
that the congressional assertion of a power to create legislative courts was consistent with, rather than threatening to,
the constitutional mandate of separation of powers.”67 But
this precedence “simply acknowledge[d]” that Article III's
“literal command” “must be interpreted in light of the historical context in which the Constitution was written, and of the
structural imperatives of the Constitution as a whole.”68
The Supreme Court went on to distinguish these three
narrow exceptions—territorial courts, military courts, and
courts hearing “public rights” cases—from bankruptcy
courts. 69 Whereas these exceptions all involved “certain
exceptional powers bestowed on upon Congress or by historical Consensus,” no “such exceptional grant of power” exists
for the creation of bankruptcy courts.70 Bankruptcy courts
bear no resemblance to territorial courts and military courts,
according to the Court.71 And while the “restructuring of
debtor-creditor relations” “may well be a ‘public right,’ the
adjudication of a breach of contract claim—undeniably a
state-law private right—is not such a public right.72 The
Court went on to reject the argument that bankruptcy should
constitute an additional exception to Article III, since the
66

Id. at 63–65.

67

Id. 64.

68

Id.

69

Id. at 64–71.

70

Id. at 70–71.

71

Id. at 71 (emphasis added).

72

Id. at 71. In Wellness, Justice Thomas in his dissent argued that
because bankruptcy implicates private rights, bankruptcy adjudication
does not fall under the “public rights” exception but is rather a historical
exception like territorial and military tribunals. Wellness, 575 U.S. —, at
*7–14 (Thomas, J., dissenting). “Bankruptcy courts clearly do not qualify
as territorial courts or courts-martial, but they are not an easy t in the
‘public rights’ category, either . . . bankruptcy courts and their predecessors more likely enjoy a unique, textually based exception, must like territorial courts and courts-martial do. That is, Article I's Bankruptcy Clause
serves to carve cases and controversies traditionally subject to resolution
by bankruptcy commissioners out of Article III, giving Congress the discre-
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Constitution specically provides for the establishment of
“uniform Laws on the subject of Bankruptcies throughout
the United States.”73 True, bankruptcy might constitute a
“specialized area having particularized needs and warranting distinctive treatment.”74 But making bankruptcy an additional exception to Article III leads, according to the Court,
to a slippery slope that “threatens to supplant completely
our system of adjudication in independent Art. III tribunals
and replace it with a system of ‘specialized’ legislative
courts.”75 In sum, the Court could not discern “any persuasive
reason, in logic, history, or the Constitution, why the bankruptcy courts here established lie beyond the reach of Art.
III.”76 This included the conclusion that the bankruptcy court
was not a mere adjunct of the district court.77
C. The 1984 Act.
In response to Marathon, Congress passed the Bankruptcy
Amendments and Federal Judgeship Act of 1984 (the “1984
Act”), which distinguished between core proceedings and
non-core proceedings.78 The 1984 Act provided for the appointment of bankruptcy judges by the Courts of Appeals
and permitted bankruptcy judges to enter nal orders only
in “core” proceedings.79 Congress appears to have drawn the
term “core proceeding” from the plurality's statement in
Marathon that “the restructuring of debtor-creditor relations
tion, within those historical boundaries, to provide for their resolution
outside of Article III courts.” Id. at *13–14.
73

Marathon, 458 U.S. at 72; U.S. Constitution, Art. I, § 8, cl. 4.

74

Palmore v. U.S., 411 U.S. 389, 407–08, 93 S. Ct. 1670, 36 L. Ed. 2d
342 (1973).
75

Marathon, 458 U.S. at 73.

76

Id. at 76.

77

Id. at 86–87.

78

In re Bellingham Ins. Agency, Inc., 702 F.3d 553, 559, 57 Bankr. Ct.
Dec. (CRR) 89, 68 Collier Bankr. Cas. 2d (MB) 1429, Bankr. L. Rep. (CCH)
P 82404 (9th Cir. 2012), cert. granted, 133 S. Ct. 2880, 186 L. Ed. 2d 908
(2013) and a'd, 134 S. Ct. 2165, 189 L. Ed. 2d 83, 59 Bankr. Ct. Dec.
(CRR) 160, 71 Collier Bankr. Cas. 2d (MB) 875, Bankr. L. Rep. (CCH) P
82642 (2014).
79

Stern, 131 S. Ct. at 2610.
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. . . is at the core of the federal bankruptcy power.”80 Despite Congress' attempt to cure constitutional deciencies in
the 1978 Act, the Supreme Court later found that bankruptcy judges were exercising the same power under the
1984 Act as they did under the 1978 Act.81 The similar grants
of authority in the 1978 Act and 1984 Act led to Stern v.
Marshall and the Supreme Court's review, once more, of the
constitutionality of the bankruptcy court's authority to enter
nal judgments.82
D. The Stern Decision and the limits of
restructuring debtor-creditor relations.
Although Marathon was only decided by a plurality, in
Stern the Supreme Court nonetheless followed Marathon's
rationale and authorities in holding that a bankruptcy court
violated Article III in adjudicating a common law counterclaim for tortious interference.83 In Stern, Vickie Lynn Marshall (“Vickie”)—known publicly as Anna Nicole Smith—
married a wealthy Texan, J. Howard Marshall, who died
about a year after their marriage.84 After J. Howard's death,
Vickie sued J. Howard's son, E. Pierce Marshall (“Pierce”),
asserting that Peirce tortuously interfered with Vickie's
80

Bellingham, 702 F.3d at 559 (citing Marathon, 458 U.S. at 71).
Chief Justice Roberts, in his dissent in Wellness, would limit the core restructuring creditor-debtor relations at the point where the estate duciary seeks to recover property in the possession of third parties who have
a colorable claim to title over that property. Wellness, — U.S. —, at *8–9
(Roberts, C.J., dissenting). The Roberts approach to the bankruptcy court's
authority is reminiscent of the summary/plenary distinction articulated
under the 1898 Act and is reminiscent of the admiralty law concepts of jurisdiction over the ship (the res) compared to bankruptcy in Tenn. Student
Assistance Corp. v. Hood. See 541 U.S. 440, 450–51, 460–61 (2004). In essence, if the ship can be “arrested” in the harbor, exclusive jurisdiction exists over that ship to the district court where the harbor is located. Once
the ship leaves the harbor, dierent jurisdictional bases must be found to
establish the court's authority. Given the continuing debate among the
Justices, one should expect further debate and articulation of the
jurisdictional bases for the bankruptcy court's authority to be litigated
and to be addressed by the Supreme Court in further cases.
81

Stern, 131 S. Ct. at 2610.

82

Id. at 2610–11.

83

Id. at 2622–23 (Breyer, J., dissenting).

84

Id. at 2600–01.
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expected gift inheritance under J. Howard's will.85 When
Vickie later led bankruptcy, Pierce led a defamation claim
against Vickie in bankruptcy court, seeking to have the debt
declared non-dischargeable.86 Pierce also led a proof of claim
based on the defamation action.87 Responding to Pierce's
complaint, Vickie asserted a counterclaim for tortious
interference with a gift expectancy.88 The Supreme Court
ruled that Pierce had consented to the bankruptcy court's
resolution of his defamation claim by ling his proof of claim
against the estate.89 Pierce had not, however, consented to
the bankruptcy court's adjudication of Vickie's counterclaim
for tortious interference.90 Although Vickie's counterclaim
constituted a core proceeding under the Bankruptcy Code,91
the Supreme Court held that the bankruptcy court violated
Article III by entering nal judgment on a common law
counterclaim that did not require joint resolution with
Pierce's proof of claim.92
The rationale for the holding in Stern was rmly grounded
in concerns that Congress, in passing the 1984 Act, undermined Article III by encroaching on the judiciary's territory.
The Supreme Court explained that “Article III is ‘an inseparable element of the constitutional system of checks and balances’ that ‘both denes the power and protects the independence of the Judicial Branch.’ ’’93 The two chief purposes of
Article III are, one, protecting separation of powers and,
85

Id. at 2601.

86

Id.

87

Id. at 2601.

88

Id.

89

Id. at 2607.

90

Id. at 2614.

91

Vickie's counterclaim was a counterclaim by the estate against a
person ling a claim against the estate. 28 U.S.C.A. § 157(b).
92

Central to this holding was the lack of overlap between the debtor's
counterclaim for tortious interference and the creditor's claim for defamation. Stern, 131 S. Ct. at 2617. The Court concluded that “there was never
any reason to believe that the process of adjudicating Pierce's proof of
claim would necessarily resolve Vickie's counterclaim.” Id. at 2617.
93

Id. at 2608 (quoting Northern Pipeline, 458 U.S. at 58).
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two, protecting the right to a fair and impartial judge.94
These purposes would be undermined, however, “if the other
branches of the Federal Government could confer the
Government's ‘judicial power’ on entities outside Article
III.”95 This concern, according to the Court, is “why we have
long recognized that, in general, Congress may not ‘withdraw
from judicial cognizance any matter which, from its nature,
is the subject of a suit at the common law, or in equity, or
admiralty.’ ’’96 In short, the Stern majority sought to protect
the role and independence of the judicial branch.97
This rationale, according to the Court, was not vitiated by
the Court's long history of making exceptions to Article III
by allowing Congress to create specialized courts that address common law claims. These exceptions include, as
explained in Marathon, territorial courts, military courts,
and courts adjudicating public rights claims. A bankruptcy
court's adjudication of a purely common law claim ts into
none of these exceptions. Although litigants and commentators have suggested that the public rights exception applies,
the Supreme Court explicitly rejected that argument.98 That
argument had gained currency, apparently, because of the
Supreme Court's earlier statement in Marathon that the restructuring of creditor-debtor relations “may well be a ‘public right.’ ’’99 But “what makes a right ‘public’ rather than
private is that the right is integrally related to a particular
94

Id. at 2609.

95

Id.

96

Id. (quoting Den ex dem. Murray v. Hoboken Land & Imp. Co., 59
U.S. 272, 284, 18 How. 272, 15 L. Ed. 372, 2 A.F.T.R. (P-H) P 2205, 1855
WL 8216 (1855)). This statement must apparently be limited to the context
of Art. I and Art. III division of powers, as Congress could of course
withdraw a great deal of claims from Art. III courts, such as by merely
increasing the amount in controversy requirement for diversity jurisdiction from $75,000 to $75,000,000.
97

It's not clear, however, that the Supreme Court has sought to
protect separation of powers principles as vigorously in other contexts as
it has in bankruptcy. See, e.g., Dep't. of Transportation v. Ass'n of Am.
R.R., 135 S. Ct. 1225, 2015 U.S. LEXIS 1763, at *36–76 (2015) (Thomas,
J., concurring).
98

Id. at 2611–15.

99

Marathon, 458 U.S. at 71. This is also the apparent basis for
Congress' use of the term “core proceeding” in the 1984 Act.
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government action,”100 and the tortious interference counterclaim in Stern was a state common law right not involving
the government. The Court explained that, while the government need not be a party,101 the public rights exception is
still limited to claims that derive, for example, “from a
federal regulatory scheme.”102 It remained unclear, however,
whether permissible bankruptcy court authority—wherever
those constitutional bounds lie—ts into the public rights
exception to Article III.103
Despite the lack of clarity here, the Supreme Court appeared to follow Marathon's lead in designating the constitutional portion of bankruptcy court jurisdiction as a “public
right,” but did not explicitly hold as much. After all, whatever it is that bankruptcy courts can constitutionally
adjudicate, there must still be a basis for why Article III is
not violated. How else is it that a federally created court is
making determinations on what are ultimately state law
rights—e.g., determining the validity and amounts of debts,
modifying contractual terms (such as the term and interest
rate), discharging debts, and so forth? Although a historical
and practical basis may exist for treating bankruptcy court
jurisdiction as its own exception to Article III requirements,
the Supreme Court simply did not gone so far in Stern.104
The Supreme Court's reluctance in Stern to make bankruptcy its own exception suggests, therefore, that it must see
the constitutional portions of bankruptcy authority as falling
under one of the traditional exceptions to Article III. If so,
100

Id. at 2613.

101

In his concurrence, Justice Scalia emphasized that he believed a
public right must involve the government as a party. Id. at 2620
102

Id.

103

In his dissent in Wellness Justice Thomas adds insight to this question, which Stern did not satisfactorily address. His dissent argued that
because bankruptcy implicates private rights, bankruptcy adjudication
does not fall under the “public rights” exception but is rather a historical
exception like territorial and military tribunals. Wellness, 575 U.S. —, at
*7–14 (Thomas, J., dissenting).
104

Id. at 2612–14; but see Justice Thomas' dissent in Wellness (“bankruptcy courts and their predecessors more likely enjoy a unique, textually
based exception, must like territorial courts and courts-martial do.”) Wellness, 575 U.S. —, at *13–14.
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the public rights exception appears to be the only one that
could sensibly encompass bankruptcy court jurisdiction.
But Stern also recognizes that the Supreme Court has
built the constitutional authority of the bankruptcy court to
enter nal judgments around the historical notion that bankruptcy courts have authority to restructure creditor-debtor
relations. In every case where the Supreme Court held that
the bankruptcy court could constitutionally enter nal judgment on a preference or fraudulent transfer claim, the
defendant had led a proof of claim against the estate that
wrapped up the estate's claim with the creditor's claim,
necessitating a joint resolution.105 Katchen, for example,
rested on this logic: the bankruptcy court could exercise summary jurisdiction over what would otherwise be a plenary
suit for a preferential payment against a creditor who had
led a proof of claim, because the preference claim had to be
resolved “as part of the process of allowance and disallowance of claims.”106 It was likewise with Lagenkamp, where a
creditor led a proof of claim and was then sued for a
preference.107 The bankruptcy court could rule on the preference claim in Lagenkamp because the creditor had led a
proof of claim, making the preference action ‘‘ ‘integral to the
restructuring of the debtor-creditor relationship.’ ’’108
The necessity of joint resolution was discussed in the Stern
Court's distinguishing of CFTC v. Schor, where an administrative law judge constitutionally adjudicated a common law
counterclaim. In Schor, a customer led a claim with the
CFTC against his broker, and the broker led a counterclaim
in federal district court; but both claims “concerned a ‘single
dispute’—the same account balance,” and so made competing claims to the same amount.”109 Consequently, the CFTC
had to exercise jurisdiction over the broker's counterclaim in
105

See Katchen v. Landy, 382 U.S. 323, 86 S. Ct. 467, 15 L. Ed. 2d 391,
9 Fed. R. Serv. 2d 38A.2, Case 6 (1966), and Grannanciera, S.A. v.
Nordberg, 492 U.S. 33, 58–59, 109 S. Ct. 2782, 106 L. Ed. 2d 26, 19 Bankr.
Ct. Dec. (CRR) 493, 20 Collier Bankr. Cas. 2d (MB) 1216, Bankr. L. Rep.
(CCH) P 72855, 18 Fed. R. Serv. 3d 435 (1989).
106

Stern, 131 S. Ct. 2594 at 2616 (quoting Katchen, 382 U.S. at 336).

107

Id. at 2617 (citing Lagenkamp, 498 U.S. at 44).

108

Id. (quoting Lagenkamp, 498 U.S. at 44) (emphasis added).

109

Id. at 2613–14.
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order to rule on the customer's claim.110 In Stern, by contrast,
Vickie's counterclaim was “not ‘completely dependent upon’
adjudication of a claim created by federal law.”111
The Stern Court's discussion of Schor therefore suggested
that certain “core” aspects of restructuring the creditordebtor relationship must either be their own exception for
Article III or fall under the public rights exception. Vickie's
counterclaim in Stern was unlike the counterclaim in Schor
and the claims in Katchen and Lagenkamp. Although “there
was some overlap between Vickie's counterclaim and Pierce's
defamation claim that led the courts below to conclude that
the counterclaim was compulsory,” “there was never any
reason to believe that the process of adjudicating Pierce's
proof of claim would necessarily resolve Vickie's
counterclaim.”112 The Court found further distinction between the claim brought in Katchen and Lagenkamp—which
were preference claims under the bankruptcy statute—and
the state law common law brought in Stern—which was a
tortious interference claim that “is in no way derived from or
dependent on bankruptcy law.”113
The Stern Court further distinguished Vickie's counterclaim on the basis that the Bankruptcy Court is not a federal
agency deciding claims “limited to a ‘particularized area of
the law,’ as in Crowell, Thomas, and Schor.”114 “What is plain
here is that this case involves the most prototypical exercise
of judicial power: the entry of a nal, binding judgment by a
court with broad substantive jurisdiction, on a common law
cause of action, when the action neither derives from nor
depends upon any agency regulatory regime.”115 In other
words, Vickie's counterclaim was not necessary to resolving
Pierce's proof of claim, and it was therefore (putatively) not
necessary to a restructuring of creditor-debtor relations.
Under Stern, the fundamental question that every bankruptcy judge must ask in deciding whether constitutional
110

Id. at 2614.

111

Id.

112

Id. at 2617.

113

Id. at 2618.

114

Id. at 2615.

115

Id. at 2615.
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authority exists to rule on a counterclaim is “whether the action at issue stems from the bankruptcy itself or would necessarily be resolved in the claims allowance process.”116 When
that question is answered in the negative, the bankruptcy
court cannot enter a nal judgment.
The Supreme Court, however, provides an unclear analysis about when resolving a proof of claim necessarily involved
resolving a debtor's counterclaim. What is the test for
determining when joint resolution is necessary? After all,
the Federal Rules of Civil Procedure have long provided such
a test: the compulsory counterclaim denition in Rule 13.117
Although Justice Breyer noted this in his dissent,118 the majority suggested, without expressly saying, that Vickie's
counterclaim was not compulsory.119 Perhaps what the Stern
majority was tacitly saying is that, in order for a bankruptcy
court to issue a nal order on a state law counterclaim, the
creditor must have led a proof of claim and the debtor's
counterclaim must be compulsory under Rule 13. Ultimately,
however, this point is unclear, with the Supreme Court
indicating that what matters is not so much Rule 13 but
some ill-dened notion of whether the bankruptcy court can
resolve the proof of claim without having to adjudicate the
creditor's claim.
Yet from a practical perspective, it makes little sense to
say that a bankruptcy court can properly adjudicate a creditor's proof of claim without adjudicating a debtor's counterclaim—whether compulsory or not. First, many courts treat
seto as an armative defense that must be raised in
responding to a complaint.120 Second, many state rules of
procedure require a defendant to assert all defenses in its
116

Id. at 2618.

117

See Wright & Miller, 6 Fed. Prac. & Proc. Civ. §§ 1409–1419 (3d
ed.) (discussing denition and application of compulsory counterclaims).
118

Stern, 131 S. Ct. at 2626.

119

Id. at 2617, 2619 (“There was some overlap between Vickie's
counterclaim and Pierce's defamation claim that the led the courts below
to conclude that the counterclaim was compulsory, or at least in an ‘attenuated’ sense related to Pierce's claim. But there was never any reason
to believe that the process of adjudicating Pierce's proof of claim would
necessarily resolve Vickie's counterclaim.”) (internal citations omitted).
120

First Nat. Bank of Louisville v. Hurricane Elkhorn Coal Corp. II,
763 F.2d 188, 190, Bankr. L. Rep. (CCH) P 70553 (6th Cir. 1985) (“seto is
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rst responsive pleading.121 So it would appear that the
debtor or trustee is obligated to assert its counterclaim
against the creditor who les a proof of claim, as a defense
to that proof of claim. In Stern, where Pierce had a led a
complaint against Vickie, Vickie's counterclaim for tortious
interference was both an armative claim and a defense.
The Supreme Court did not adequately explain how this
counterclaim could procedurally and practically be treated
separately, other than to note that the 1984 Act already
contemplated “that certain state law matters in bankruptcy
cases will be resolved by judges other than those of the bankruptcy courts.”122
In sum, although bankruptcy courts had, since the passage of the 1984 Act, regularly been adjudicating counterclaims and other claims by the estate against third parties,
Stern raised doubt over the continuation of that practice.
Nonetheless, the Supreme Court stated that it did not “think
the removal of counterclaims such as Vickie's from core bankruptcy jurisdiction meaningfully changes the division of labor
in the current statute,” since the “question presented here is
an armative defense which must be pled and proven by the party asserting it”); In re Rehab Project, Inc., 238 B.R. 363, 373, 42 Collier Bankr. Cas.
2d (MB) 1483 (Bankr. N.D. Ohio 1999).
121

See, e.g., O.C.G.A. § 9-11-12 (“Every defense, in law or fact, to a
claim for relief in any pleading, whether a claim, counterclaim, crossclaim, or third-party claim, shall be asserted in the responsive pleading
thereto if one is required . . .”).
122

Stern, 131 S. Ct. at 2619–20. Certain of the concerns of the Supreme
Court in this context appear to be based on some misapprehension of the
exercise of the Article I powers by Congress. It is hard to articulate how
Congress was usurping the rights of the Article III powers of the judiciary
and creating a system whereby the bankruptcy court would be considered
a “unit” of the District Court and would be subject to its review in all matters. See, e.g., Marathon, 450 U.S. at 52–53. Moreover, the process for appointing bankruptcy judges as it currently exists is perhaps the least political process available, as the Circuit Courts seek applications for new
bankruptcy judges and review those applications for qualications “on the
merits” with respect to applicants. No actions on the part of the “political”
mechanisms of the federal government (e.g., Congress or the President)
are involved in the application and selection process (except derivatively
in that members of the Circuit Court are, obviously, appointed by the
President and conrmed by the Senate).
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a ‘narrow one.’ ’’123 And the Supreme Court also limited its
conclusion by noting that Congress had violated Article III
only “in one isolated respect” in passing the Bankruptcy Act
of 1984.124 Yet by holding that the bankruptcy court lacked
constitutional authority to adjudicate claims it had statutory
jurisdiction over, Stern had already created procedural issues relating to the treatment of Stern Claims that would
need to be resolved in short order.125 Could bankruptcy courts
treat Stern Claims like noncore matters and issue proposed
ndings of fact and conclusions of law, or should bankruptcy
courts send Stern Claims straight to the district court for
adjudication there?
E. The Arkison decision.
In Arkison, the Court set out to determine how lower
courts should treat Stern Claims, since bankruptcy courts
were no longer authorized to enter nal orders on Stern
Claims and the Bankruptcy Code did not address Stern
Claims.126 Arkison involved a Chapter 7 bankruptcy trustee
who sued a third party (and successor to the debtor) to recover fraudulent transfers.127 The third-party defendant was
not a creditor and had not led a proof of claim against the
debtor's estate. The bankruptcy court granted the trustee's
summary judgment motion, the defendant appealed, and the
district court—after conducting a de novo review—armed
the bankruptcy court's grant of summary judgment.128 On
further appeal, the Ninth Circuit held that, while a bankruptcy court cannot enter a nal judgment on a fraudulent
transfer against a noncreditor—i.e., a Stern Claim—the
bankruptcy court could do so here because the defendant
123

Stern, 131 S.Ct. at 2620.

124

Id.

125

In re Okwonna-Felix, 66 Collier Bankr. Cas. 2d (MB) 39, 2011 WL
3421561, *4 (Bankr. S.D. Tex. 2011) (“The broader applicability of the
Supreme Court's decision [in Stern] remains unclear); Meoli, 456 B.R. at
320–21, 344 (explaining that Stern will cause “years of uncertainty as the
bankruptcy process grinds on”).
126

Executive Benets Ins. Agency v. Arkison, 134 S. Ct. 2165, 189 L.
Ed. 2d 83, 59 Bankr. Ct. Dec. (CRR) 160, 71 Collier Bankr. Cas. 2d (MB)
875, Bankr. L. Rep. (CCH) P 82642 (2014).
127

Id. at 2169.

128

Id.
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had impliedly consented to nal adjudication.129 Because its
ruling left open how a bankruptcy court should treat a Stern
Claim, the Ninth Circuit also concluded “bankruptcy courts
have statutory authority to hear and enter proposed ndings
of fact and conclusions of law in a fraudulent conveyance
proceeding asserted by a bankruptcy trustee against a
noncreditor, subject to de novo review by a federal district
court.”130 The Supreme Court focused its ruling on the Ninth
Circuit's latter conclusion, agreeing that bankruptcy courts
should treat Stern Claims, which are statutorily core
proceedings, as noncore proceedings by issuing proposed
ndings of fact and conclusions of law.131
The Supreme Court acknowledged that the emergence of
Stern Claims has created a statutory gap: because Stern
Claims cannot be treated as core proceedings, and since the
alternative procedure of issuing proposed ndings of fact
and conclusions of law applies only to noncore proceedings,
it's unclear how bankruptcy courts should proceed procedurally with Stern Claims.132 Resolving this statutory gap issue,
the Supreme Court held that the Bankruptcy Code permits
bankruptcy courts to treat Stern Claims as a noncore
proceeding and issue proposed ndings of fact and conclusions of law.133 This holding was based on the statute's severability provision, which provides that if any portion of the
statute is held invalid, the remainder will continue to be
valid.134
Turning to the merits of the case, the Supreme Court assumed, without deciding, that the fraudulent transfer claim
at issue was a Stern Claim.135 Although the Stern Claim
could not be adjudicated as core proceeding, it was still
“otherwise related to a case under title 11,” since it had an
eect on the bankruptcy estate—namely, it was related to
property of the bankruptcy estate and therefore distribu129

Id.

130

Bellingham, 702 F.3d at 566; Arkison, 134 S. Ct. at 2170.

131

Id. at 2170.

132

Id. at 2172–73.

133

Id. at 2173.

134

Id. (citing 98 Stat. 344, note following 28 U.S.C.A. § 151).

135

Id. at 2174.
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tions to creditors.136 Thus, the Bankruptcy Code permits
bankruptcy courts to hear and determine the claim under 28
U.S.C.A. § 157(c)(1)—namely, the bankruptcy court could issue proposed ndings of fact and conclusions of law.137 And
while the bankruptcy court below had not issued ndings of
facts and conclusions of law, the district court nonetheless
reviewed the bankruptcy court's grant of summary judgment
de novo.138 As a result, the district court—an Article III
court—provided a full review and entered its own judgment,
thereby satisfying any rights the defendant had to have its
case heard by an Article III court.139 The district court's de
novo review also cured any deciencies related to the bankruptcy court having an entered a nal order when it was
constitutionally prohibited from doing so.140
In many respects, Arkison appears to have resolved certain
of the concerns created by Stern. At the least, bankruptcy
courts now know how to proceed when they encounter a Stern
Claim: issue proposed ndings of fact and conclusions of
law.141 Nevertheless, Arkison ignores the practical reality
that defendants to preference and fraudulent transfer actions must face—namely, that bankruptcy courts have an
incentive to deny motions to dismiss and defendants' motions for summary judgment. If a bankruptcy court grants a
motion to dismiss or a defendants' motion for summary judg136

Id.

137

Id.

138

Id.

139

Id. at 2175.

140

Id. at 2175. Following the Seventh Circuit opinion in In re Ortiz,
665 F.3d 906, 55 Bankr. Ct. Dec. (CRR) 255 (7th Cir. 2011), some litigants
had argued that a “gap” existed with respect to review by the district
court of “core” Stern claims. That is because of the review process applied
to “non-core” claims under Section 157. Arkison closed the “gap” and may
have at least resolved this procedural nuance and removed from the
litigants' tool box this additional argument. Interestingly, the court in
Arkison seemed to think that the approach whereby all Stern claims would
have to be litigated in the district court would dramatically alter the division of responsibility set by Congress [indicating some acknowledgement
of the power of Congress to make these very types of policy choices).
Arkison, 134 S. Ct. at 2173, n.8.
141

Litigants are still grappling, however, over the scope of the district
court's de novo review and the extent to which evidentiary issues must be
reheard. See, e.g., Waldman v. Stone, 599 Fed. Appx. 569 (6th Cir. 2015).
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ment, then the bankruptcy court must, rst, determine if it
is dealing with a Stern Claim and, second, issue proposed
ndings of fact and conclusions of law. Defendants are
prejudiced because bankruptcy courts—which at times may
be undersupported with funds and judges and overburdened
with caseloads—have an incentive to take the easier route
and simply deny the defendant's motion to dismiss or motion
for summary judgment. If the bankruptcy court grants the
motions, it must issue proposed ndings of facts and conclusions of law, and while this ultimately gets the defendant
review by an Article III court, the defendant faces long and
expensive litigation through this process. A practical
example shows the uncertainty and problems that result
from Stern and Arkison.
F. The Wellness Decision
In Wellness, the Supreme Court held that litigants in
bankruptcy court could consent—expressly or impliedly—to
the bankruptcy court's nal adjudication of Stern Claims.142
According to the Court, “Article III is not violated when the
parties knowingly and voluntarily consent to adjudication by
a bankruptcy judge.”143 The foundation for this conclusion
lay in the Court's prior decision in CFTC v. Schor.144 Explaining that [a]djudication by consent is nothing new,” the Court
construed Schor as standing for the principle that a litigant's
right to an Article III adjudicator is a personal right subject
to waiver.145 Although Article III also acts as essential element of the Constitution's separation of powers—an element
that cannot be waived—any infringement on Article III
caused by consent to bankruptcy court adjudication was de
minimis in light of the district court's supervision over the
bankruptcy court. 146 [A]llowing Article I adjudicators to
decide the claims submitted to them by consent does not of142

Wellness, 575 U.S. —, at *2.
Id.

143
144

Id. at *8–9 (citing Commodity Futures Trading Com'n v. Schor, 478
U.S. 833, 106 S. Ct. 3245, 92 L. Ed. 2d 675 (1986).
145

Id. at 9.

146

Id. at 10–12.
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fend the separation of powers so long as Article III courts
retain supervisory authority over the process.”147
In reaching its decision, the Court adopted a functional, or
pragmatic, approach to violations of Article III, rather than
the strict, formalistic approach used in Stern and advocated
by Chief Justice Roberts' dissent in Wellness. This “functional
approach” is not new; it is the same approach advocated by
the dissents in Marathon and Stern.148 It is also the approach
used in Thomas v. Union Carbide149 and Schor—equally signicant Article III cases outside the area of bankruptcy. Although the dissent discounted the relevance of Thomas and
Schor because they did not involve nal judgments, the majority in Wellness held that their functional approach applied, and so examined several practical factors in conclud147

Id. at 12.

148

In his Marathon dissent, Justice White, joined by Justices Burger
and Powell, emphasized a functional, non-formalistic standard for addressing potential Article III violations. Marathon, 458 U.S. at 91 (White,
J., dissenting). The key, according to Justice White's Marathon dissent, is
considering whether the particular court actually undermines separation
of powers and checks and balances. Id. “The inquiry should, rather, focus
equally on those Art. III values and ask whether and to what extent the
legislative scheme accommodates them or, conversely, substantially
undermines them. The burden on Art. III values should then be measured
against the values Congress hopes to serve through the use of Art. I
courts.” Id.
Similarly, Justice Breyer dissented in Stern to rearm the
functional approach espoused by Justice White in Marathon. Justice
Breyer explained that the majority in Stern overemphasized the
precedential weight of the plurality in Marathon and over-relied on the
1856 case of Murray's Lessee. Stern, 131 S. Ct. at 2622–23. In particular,
the majority in Stern stated that “Congress may not ‘withdraw, from
judicial cognizance any matter which, from its nature, is the subject of a
suit at the common law, or in equity, or admiralty.’ ’’ Id. at 2609 (quoting
Den ex dem. Murray v. Hoboken Land & Imp. Co., 59 U.S. 272, 18 How.
272, 284, 15 L. Ed. 372, 2 A.F.T.R. (P-H) P 2205, 1855 WL 8216 (1855)).
This language led the majority to reason in absolutes: any traditional
common law action falling within federal jurisdiction can only be nally
adjudicated by an Article III court. Id. But whereas the language from
Murray's Lessee was used to strike down non-Article III adjudication in
Marathon and Stern, that language has—in every other instance—been
used to uphold non-Article III adjudications. Id. at 2623.
149

Thomas v. Union Carbide Agr. Products Co., 473 U.S. 568, 571, 105
S. Ct. 3325, 87 L. Ed. 2d 409, 22 Env't. Rep. Cas. (BNA) 2033, 15 Envtl. L.
Rep. 20698 (1985).
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ing that consent did not violate Article III.150 In particular,
the majority noted that bankruptcy judges are appointed by
the Courts of Appeal and act as a unit of the district court;
that district courts referred matters to bankruptcy courts
but could always withdraw the reference; that bankruptcy
courts only decide common law claims that are incidental to
the bankruptcy process; and that no evidence supported the
notion that Congress established bankruptcy courts to “aggrandize itself or humble the Judiciary.”151 Accordingly, the
majority concluded that “[so] long as [bankruptcy] judges are
subject to control by the Article III courts, their work poses
no threat to the separation of powers.152
Chief Justice Roberts, who authored the majority opinion
in Stern, dissented in Wellness, advocating for a stricter,
formalist approach.153 Under this approach, no intrusion
against the separation of powers, no matter how small and
how useful to the functions of government, is tolerated by
150

Wellness, 575 U.S. —, at *12–13.
Id. at 13. Indeed, given the current procedural mechanism by which
bankruptcy judges are appointed, one could make the argument that the
bankruptcy judges are the least “political” of any participants in the
federal judicial system.
151

152

Id. at *15. The U. S. Court of Appeals for the District of Columbia
Circuit recently addressed the structural Article III argument. See Al
Bahlul v. U.S., 2015 WL 3687457 (D.C. Cir. 2015). In Bahlul, the
petitioner contended that Congress violated Article III of the Constitution
by vesting military commissions with jurisdiction to try crimes that were
not oenses under the international law of war. Among other things, the
court addressed whether the so-called “structural” objection to the Article
III/Article I allocation of judicial power by Congress could be “waived” or
“forfeited.” In analyzing Schor and Wellness, the court found that the issues raised by the petitioner were structural in nature, and thus could not
be deemed to have been waived or forfeited. Accordingly, the court turned
to the merits of the conspiracy conviction and vacated that conviction. The
continuing debate among the judges (including the dissent in the Bahlul
case), illustrates the continuing tension in this area relative to the allocation of judicial power by Congress. Litigants should be extremely careful
in how they couch arguments and how they proceed in order to preserve
Article III rights to the extent that the litigants intend to protect those
rights.
153

Wellness, 575 U.S. —, at *1–2 (Roberts, C.J., dissenting). Chief
Justice Roberts criticized the majority's construction of Stern as “an
imaginative reconstruction.” Id. at 14.
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the Constitution.154 Further, he argued that the claim at issue was not a Stern Claim. The history of bankruptcy court
authority, according to Chief Justice Roberts, shows that
determining whether property in the actual or constructive
possession of a debtor is property of the estate is a core power
of bankruptcy courts.155 Under bankruptcy's British law predecessor, bankruptcy commissioners lacked the power to
determine property as estate property only when that property is held by third parties who make more than a colorable
claim to title.156 “Provided that no third party asserted a
substantial adverse claim to the trust assets, Wellness's
claim therefore falls within the narrow historical exception
that permits a non-Article II adjudicator in certain bankruptcy proceedings.” Because the claim in Wellness only
involved determining that Sharif held property in a trust
that was his alter ego, making that trust property the property of the estate, Chief Justice Roberts did not believe the
majority's holding on consent was necessary.157
As a part of this structural analysis, Chief Justice Roberts'
criticized Justice Alito's concurrence relative to arbitration
being a matter of contract by which parties agree to resolve
disputes in the private forum. 158 Chief Justice Roberts
indicated that the contractual approach does not implicate
Article III concerns as only Article III judges—not arbitrators—may enter nal judgments enforcing those awards.159
The argument of Chief Justice Roberts ignores, however, the
provisions of the Federal Arbitration Act which limit the
judicial review of the arbitral award to circumstances where
fraud in the decision-making process (e.g., bribes to an
154

Id.

155

Id. at *8–9.

156

Id. This would mean, of course, that fraudulent transfers are Stern
Claims.
157

Id. at *9. Of course, the Roberts “substantiality” approach itself
begs the jurisdictional question. Clever litigants may well attempt to create a “substantial” question of ownership or title in order to seek tactical
or procedural advantage in bankruptcy court litigation. One could expect
litigants to plumb the depths of the dissents in Wellness fort tactical fodder in this respect.
158

Id. at *17.

159

Id.
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arbitrator) are alleged.160 In the absence of the demonstration of that kind of impairment of the arbitral process, the
district courts are directed to enter judgment on arbitral
awards with little, or no adjudicative process involved.161
Indeed, the current bankruptcy structure under section 157
provides far greater review by an Article III court either
under an appellate process rubric or under a de novo review
process. The Eleventh Circuit's decision in Senior Transeastern Lenders v. Ocial Comm. of Unsecured Creditors (In re
TOUSA, Inc.), for example, highlights the appellate process
rubric in this respect.162 There, the district court reversed
the bankruptcy court's holding that certain lenders had
received fraudulent transfers as part of a restructuring
transaction that was carried out through payments and support by the debtor's aliates. 163 The Eleventh Circuit
reviewed the bankruptcy court's factual ndings on a clearly
erroneous standard rather than reviewing the district court's
factual ndings and, based on the bankruptcy court's factual
ndings, reversed the District Court.164 Thus, the bankruptcy
structure under section 157 already provides greater review
than in the arbitral process.
160

Federal Arbitration Act, 9 U.S.C.A. § 10(a).

161

Section 10 of the FAA provides that:
(a) In any of the following cases the United States court in and for
the district wherein the award was made may make an order vacating
the award upon the application of any party to the arbitration—
(1) where the award was procured by corruption, fraud, or undue
means;
(2) where there was evident partiality or corruption in the arbitrators, or either of them;
(3) where the arbitrators were guilty of misconduct in refusing to
postpone the hearing, upon sucient cause shown, or in refusing to
hear evidence pertinent and material to the controversy; or of any
other misbehavior by which the rights of any party have been
prejudiced; or
(4) where the arbitrators exceeded their powers, or so imperfectly
executed them that a mutual, nal, and denite award upon the
subject matter submitted was not made.
162
In re TOUSA, Inc., 680 F.3d 1298, 56 Bankr. Ct. Dec. (CRR) 135, 67
Collier Bankr. Cas. 2d (MB) 1035, Bankr. L. Rep. (CCH) P 82276 (11th
Cir. 2012).
163

Id. at 1298–1313.

164

Id. at 1310, 1312–13.
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Justice Thomas also dissented separately, explaining that,
while litigants could waive a private right to Article III
adjudication, bankruptcy courts still were not empowered to
enter nal judgments on common law claims under the
Constitution.165 For Justice Thomas, only Article III courts
possess the power to enter such judgments.166 Although this
conclusion in many respects ended his analysis, Justice
Thomas argued that the consent issues in Wellness were
more complex than the majority admitted, and that Schor
alone could not provide the answer.167 Justice Thomas also
took pains to add clarity to the public rights doctrine,
explaining that because bankruptcy implicates private
rights, bankruptcy adjudication does not fall under the “public rights” exception but is rather a historical exception like
territorial and military tribunals. 168 “Bankruptcy courts
clearly do not qualify as territorial courts or courts-martial,
but they are not an easy t in the ‘public rights’ category, either . . . bankruptcy courts and their predecessors more
likely enjoy a unique, textually based exception, must like
territorial courts and courts-martial do. That is, Article I's
Bankruptcy Clause serves to carve cases and controversies
traditionally subject to resolution by bankruptcy commissioners out of Article III, giving Congress the discretion,
within those historical boundaries, to provide for their resolution outside of Article III courts.”169 Thus, Justice Thomas'
dissent added long-needed clarication to issues of bankruptcy court authority, even though the majority reached a
dierent conclusion.
III. STERN, ARKISON, AND WELLNESS CREATE
UNCERTAINTIES, RISKS AND OPPORTUNITIES
FOR LITIGANTS.
Without question, the continuing debate over the bankruptcy court's power to adjudicate has created uncertainty,
risks, and opportunities for litigants. As noted below, given
the heavy case load for district courts, litigants may see
165

Wellness, 575 U.S. —, at *3–4 (Thomas, J., dissenting).
Id.

166
167

Id. at *5–19.

168

Id. at *7–14

169

Id. at *13–14.
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certain advantages in trying to move the case to the district
court in an attempt to slow down the process. Certain
litigants may wish to use the dynamic of the bankruptcy
court, which has jurisdiction over the bankruptcy case, in an
adversary proceeding or a contested matter containing Stern
Claims to attempt to litigate in what is perceived is a more
favorable forum. These uncertainties create additional opportunities for this type of forum shopping.
A simple example helps to draw out the problems created
by Stern and Arkison. Consider the following scenario: a
bank holding company (the “debtor”) purchases a residential
mortgage origination company to expand into the residential
mortgage market; shortly after purchase of the mortgage
company, the bank holding company goes bankrupt; the
trustee for the bank holding company, now the debtor, asserts a fraudulent transfer claim against the seller of the
mortgage company, alleging that the debtor grossly overpaid
for the mortgage company; in addition, the trustee asserts a
state law claim against the directors and ocers of the
debtor for breach of duciary duties in approving the
purchase of the mortgage company. Although the breach of
duciary duty claim is a state law claim, the debtor's estate
has limited funds for litigation, and so the trustee seeks to
have all the claims heard together in a single adversary
proceeding in the bankruptcy court. This cost-eective strategy is buttressed by the point that both claims involve the
same set of facts. The D&Os move to withdraw the reference, arguing that the district court should hear both claims
since the state law claim will ultimately have to be tried in
the district court. But the district court declines to withdraw
the reference, noting that it can always withdraw the reference later when it's time for trial. The bankruptcy court
proceeds to hear both claims, denying the defendants motion
to dismiss and granting the plainti's motion for summary
judgment. The defendant appeals the bankruptcy court's order granting summary judgment.
On appeal, the district court determines that, under Stern,
the bankruptcy court lacked authority to enter a nal judgment on either the fraudulent transfer claim or the breach of
duciary duties claim. So the district court rehears the motion for summary judgment de novo, perhaps involving further brieng from both parties and a review of the full rec34
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ord below.170 The defendant makes its full case once again,
and this time the district court grants summary judgment in
favor of the defendant. This example underscores several
problems created by Marathon, Stern, and Arkison (the
“Stern line of cases”): they create an inecient judicial
system that prejudices defendants and confuses litigants
and lower courts.
A. Even with Wellness, Stern and Arkison create
an inecient judicial system, despite Arkison's
attempt to maintain the status quo.
First, Stern and Arkison favor continued litigation by
providing litigants an incentive to argue that the bankruptcy
court lacks authority to enter nal judgment on their claims,
or, under Wellness, by refusing to consent to such authority.
Indeed, defense counsel could hardly be said to advocate
zealously if they did not attempt to take the wind out of the
litigation by denying the bankruptcy court's authority to
decide the matter or otherwise refusing to consent to such
authority. Not only does this create doubt and confusion, it
increases the likelihood for motions to withdraw the reference and appeals, thereby ensuring the plainti, often
strapped for funds, faces a costly litigation ahead. And why
should a defendant ever give up the opportunity to have its
case, if lost, reheard in the district court? In the same vein,
defendants also have an incentive to never “consent” to the
bankruptcy court's adjudication, thereby creating further
confusion as discussed below.
Second, bankruptcy courts likewise have an incentive to
avoid nality. On the one hand, bankruptcy courts can to
some extent avoid Stern issues by denying a defendant's motion to dismiss and motion for summary judgment. That
way, no “nal” order is entered by the bankruptcy court that
would bring Stern into play. Of course, this means the
defendant must suer through the discovery stage and the
extensive brieng required at summary judgment—all to
170

A de novo review does not necessarily require additional brieng or
evidentiary hearings. It simply involves a “review without giving ‘deference . . . or any presumption of correctness’ to the lower court.” Waldman, 2015 U.S. App. LEXIS 4668, at *4 (quoting Perry v. Simplicity
Engineering, a Div. of Lukens General Industries, Inc., 900 F.2d 963, 966,
12 Employee Benets Cas. (BNA) 1374 (6th Cir. 1990).
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avoid Stern's jurisdictional morass. Denying dispositive motions also places a lower burden on the bankruptcy court,
which can avoid deciding whether the claims at issue are
even Stern Claims. And if they are Stern Claims, bankruptcy
courts can avoid having to write a lengthy proposed nding
of facts and conclusions of law by denying the dispositive
motion. On the other hand, bankruptcy courts have a good
reason to proceed through discovery to the summary judgment stage even when potential Stern Claims are at play: if
they grant a motion to dismiss or motion for summary judgment, then procedurally the district court must necessarily
review such an order de novo, thereby curing, under Arkison,
any error in the bankruptcy court having rst entered the
order.
The perverse incentives Stern and Arkison create for bankruptcy courts highlight another ineciency: by creating extra
work in the bankruptcy system, Stern and Arkison cause ineciency in the courts and place greater burdens on parties
(who bear the cost of protracted litigation). Bankruptcy
courts at times are overburdened; at the least, they have
some of the largest caseloads in the federal court system.171
As a result, they must eciently rule on claims and issues,
especially since estate resources are (nearly) always limited.
In addition, creditors endeavor to expend as few additional
funds as possible in obtaining repayment of their debts, and
ecient and timely rulings by bankruptcy courts further
that goal. Bearing this context in mind, many bankruptcy
courts strive to provide ecient adjudication of bankruptcy
claims such as preferences and fraudulent transfers, ruling,
when possible, from the bench or with quickly issued
opinions. Under Stern and Arkison, however, bankruptcy
courts must supplant these more ecient orders with
proposed ndings of fact and conclusions of law. The latter
must necessarily include thorough citations to the record to
enable the district court to perform a de novo review. Thus,
Stern and Arkison will further clog dockets and require
determinations by two courts, wasting precious estate resources and subjecting creditor-defendants to greater defense
costs.
171

Stern, 131 S. Ct. at 2680 (noting that, in 2010, bankruptcy cases
involved almost 1.6 million lings, compared to 280,000 civil cases and
78,000 criminal cases in the federal district courts).

36

PAGE 522

38

Arriving at Arkison and Wellness

B. Stern and Arkison create a system that has the
potential to prejudice defendants.
Defendants (and even plaintis) in bankruptcy court are
prejudiced by more than an inecient judicial system. As
noted above, Stern and Arkison will quite often require that
two courts hear dispositive motions, leading to continued litigation and increased costs for both plaintis and defendants.
But even larger questions are raised, such as why a defendant's rights dier simply because the plainti is a debtor
(or trustee of a debtor) in bankruptcy? In other words, the
status of the plainti is aecting the defendant's constitutional rights to have claims against it heard by an Article III
court. If the plainti were not in bankruptcy, the defendant
would be immediately entitled to Article III adjudication.
But because the plainti is in bankruptcy, the defendant
faces heightened defense costs from litigating in two courts,
extended litigation time awaiting Article III resolution, and
the simple prejudice of having its constitutional rights
violated. Why should the defendant have to wait for Article
III simply because the plainti is a debtor or trustee in bankruptcy?172 How is it that the bankruptcy court has the power
to deny a motion to dismiss in respect of a Stern Claim, but
does not have the power to grant such a motion? Does not
the putative power of the bankruptcy court necessarily
comprehend the power to fully (and nally) consider the
matter? If not, the system creates an incentive for the bankruptcy court to elide the issue by denying the motion and the
litigation progresses to the discovery stage, with its concomitant inquiries and costs and delays.173
The Supreme Court has yet to satisfactorily answer this
problem. This problem seems further complicated by the
172

That this question goes unanswered is largely a failure by the
Supreme Court to more fully consider the history of the English bankruptcy acts. Under English law, the bankruptcy commissioners provided
an initial adjudication of preferential and fraudulent transfers, even
though a suit at law may have been required for the assignee in bankruptcy to recover the property from a third party defendant. Plank, 72
Am. Bankr. L.J. at 617–18.
173

Even if the district court performs a quick review, litigants have an
incentive to further delay matters by disputing the scope of the district
court's review. See, e.g., Waldman v. Stone, 599 Fed. Appx. 569 (6th Cir.
2015).
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Court's attempt to distinguish claims the bankruptcy court
can constitutionally decide—e.g., deciding the validity or
amount of a creditor's claim—from those it cannot constitutionally decide—e.g., a breach of contract or tortious interference claim against a third party. In the latter situation,
Supreme Court precedent has emphasized the common law
and state law nature of the claims at issue. Nevertheless,
deciding the validity or amount of a creditor's claim also
ultimately involves common law and state law claims. After
all, the debt owed to the creditor is almost always based on
state law—e.g., the debtor's prepetition breach of a contract.
Thus, there really is no substantive dierence in the types of
claims; the dierence lies only in the status of the plainti.174
If the plainti is the estate, the bankruptcy court cannot
nally decide the claim; but if the creditor is the plainti,
the bankruptcy court can nally decide the claim.
One answer of why bankruptcy courts should be able to
hear Stern Claims—rather than sending the claim immediately to the district court—might be that hearing the
matter rst in the bankruptcy court is more ecient, since it
may be more quickly decided there and since that's where
the debtor's other insolvency proceedings are already being
heard. But that answer is insucient because, as shown in
the section above, this two-part, ping-pong system of
adjudication is on the whole inecient.
C. Stern and Arkison create confusion for litigants
and courts even after Wellness.
Even after Arkison and Wellness, courts and litigants are
left to make sense of how to treat Stern Claims. In one sense,
Arkison relieved confusion by addressing the apparent
“statutory gap” in 28 U.S.C.A. § 157. And Arkison provides
some truth to Chief Justice Robert's claim that Stern does
not change all that much, since Arkison allows bankruptcy
courts to continue to hear (but not decide) many of the claims
174

The majority in Wellness seemed to recognize this when it explained
that bankruptcy courts' “ability to resolve [common law claims] is limited
to ‘a narrow class of common claims as an incident to the [bankruptcy
courts'] primary, and unchallenged, adjudicative function.’ ’’ Wellness, 575
U.S. —, at *13 (quoting Schor, 478 U.S. at 854).
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it was traditionally hearing and (wrongly) deciding175—rather
than sending such proceedings straight to the district court
from the start, as the Seventh Circuit decided in Wellness.176
And Wellness nally claried that litigants may consent to
the bankruptcy court's authority to enter nal judgment on
Stern Claims, even when such consent is implied through
waiver. Nonetheless, Stern, Arkison, and Wellness continue
to leave litigants and courts in the dark on several issues.
The issue of post-judgment interest underscores this
confusion. If a bankruptcy court enters what purports to be
a “nal judgment” against the defendant (who has not
consented to nal judgment by the bankruptcy court), the
defendant appeals, and the district court—after a de novo
review—also enters judgment against the defendant, does
post-judgment interest run from the bankruptcy court ruling
or the district court ruling? These and other questions
remain, as far as we can tell, undecided.
Consider another example. When should the losing party
treat the bankruptcy court's order as proposed ndings of
facts and conclusions of law, and so le an objection, or treat
it as a nal order, and so le an appeal? Presumably the
bankruptcy court will make its order clear, expressly stating
whether it the order constitutes (i) proposed ndings of fact
and conclusions of law or (ii) a nal order. Or perhaps the
bankruptcy court will require the defendant to express is
consent or nonconsent in accordance with local rules. But
what if the losing party correctly disagrees with the bankruptcy court's characterization of the ruling, or what if the
bankruptcy court does not expressly state which type of order it is entering, or what if the defendant's consent is
unclear? Moreover, what if the bankruptcy court rules in the
alternative, stating that its order is a nal judgment, unless
the district court rules otherwise, in which case the order
should be treated as a proposed ndings of fact and conclusions of law? The answers to these questions are important.
175

Arkison, 134 S. Ct. at 2170.

176

See Wellness Intern. Network, Ltd. v. Sharif, 727 F.3d 751, 58
Bankr. Ct. Dec. (CRR) 116, 70 Collier Bankr. Cas. 2d (MB) 135, 86 Fed. R.
Serv. 3d 859 (7th Cir. 2013).
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Dierent timelines apply to appeals than to objections to
proposed ndings of fact and conclusions of law.177
Moreover, what happens to Bankruptcy Appellate Panels
(“BAPs”) in this process? It would seem that any claim a
bankruptcy court is constitutionally authorized to enter a
nal order on could be appealed to and decided by a BAP.
Often, however, a matter will involve both core claims and
Stern Claims, and the claims will overlap and involve the
same set of facts. In this scenario an appeal to the district
court will be required, since the BAP cannot enter a nal order on the Stern Claims, and review by the BAP only further
delays nal resolution. Now that Wellness has resolved the
consent issue, perhaps requiring parties to consent to bankruptcy court adjudication at the start of litigation will resolve
this uncertainty about the role of BAPs, but that remains to
be seen.
Additionally, as discussed above with respect to Stern, the
Supreme Court fails to provide a clear standard for determining when the resolution of a proof of claim necessarily
involves resolving a debtor's counterclaim. Is it a Rule 13
test—namely, arising out of the same transaction or occurrence—or a “loose necessity” test—namely, dependent on
whether its resolution is “necessarily” entailed in ruling on
the proof of claim. Although Rule 13 would appear to be the
natural demarcation (meaning that a bankruptcy court cannot decide a noncompulsory state law counterclaim), the
Supreme Court has not expressly said so. That is troubling,
in part because there is a long-standing body of law on what
constitutes a compulsory counterclaim—that is, one which
“arises out of the transaction or occurrence that is the subject
matter of the opposing party's claim.”178 By not clearly dening the standard for determining when joint resolution of a
debtor's counterclaim and a creditor's proof of claim is
required, the Supreme Court is creating more unnecessary
confusion. Should the analysis of a bankruptcy court's
authority to adjudicate a Stern claim be as simple as (i) has
the creditor led a proof of claim and (ii) is the debtor's
177

Compare Fed. R. Bankr. P. 8002(a) (allowing 14 days to le notice
of appeal after a nal order) with Fed. R. Bankr. P. 9033(a)(c) (allowing
court to extend time to le objection to proposed ndings of fact and conclusions of law to 21 days).
178

F.R.C.P. 13(a)(1)(A).
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counterclaim compulsory?179 If so, the Supreme Court should
expressly say so; if not, then courts and litigants need further guidance. Courts and litigants will surely expend great
resources litigating this issue in the lower courts.
Next, would Stern have turned out dierently if, instead of
ling a complaint, Pierce had simply led a proof of claim
based on defamation and Vickie had asserted her counterclaim for tortious interference solely as a defense (i.e., not as
an armative claim). In that instance, it seems the bankruptcy court may be required to adjudicate the tortious
interference defense to resolve the proof of claim. For this
reason, Stern appears to draw the line of what must necessarily be jointly resolved with a proof of claim based on what
and how the debtor pleads its defenses/counterclaims.
Moreover, the lack of clarity involving the interplay of
Rule 13 and Rule 8 (to the extent a counterclaim is an armative defense) with the analysis of Stern and Arkison creates confusion for debtors. A debtor surely seems obligated
to raise its counterclaim as a defense against any complaint
or proof of claim led by a creditor. But if the bankruptcy
court cannot nally adjudicate the counterclaim, then the
debtor must expressly preserve it for litigation outside the
bankruptcy court. Otherwise, the counterclaim may be
considered to be barred by res judicata, because a discharge
or conrmed plan in bankruptcy is generally understood to
fully resolve the debtor-creditor relationship (including a
debtor's counterclaims and/or seto rights against
creditors).180 And even if the counterclaim is preserved and
asserted outside bankruptcy, what happens if the counter179

Similarly, is a Stern claim by denition not a compulsory counterclaim? The Supreme Court in Stern did not discuss the related issues of
res judicata and collateral estoppel in this context. In essence, would issue
preclusion not apply to a Stern counterclaim. It appears so; although it is
unclear as to the approach taken by the Supreme Court and it is unclear
as to whether the trial courts will take this crabbed approach to issue
and/or claim preclusion. This is the sort of issue that keeps counsel for the
litigants up at night as claim or issue preclusion may be asserted at a
later point in time (successfully) by the adverse party.
180

Browning v. Levy, 283 F.3d 761, 772, 27 Employee Benets Cas.
(BNA) 1948, 2002 FED App. 0088P (6th Cir. 2002) (holding that res
judicata barred debtor from asserting claims against defendants because
the debtor failed to preserve the claims by specically identifying them in
the disclosure statement); D & K Properties Crystal Lake v. Mutual Life
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claim is successful, especially if the recovery is sucient to
pay all claims in the bankruptcy case? Since the debtor's
counterclaim was undeniably an estate asset, shouldn't a
recovery of funds based on the counterclaim be distributed
to creditors and not kept for the sole use of the postconrmation/post-discharge debtor? Stern and Arkison have
not answered these questions, and therefore they continue to
create confusion for litigants and the lower courts.
Finally, Wellness creates opportunities and risks for
litigants in deciding whether to consent to the bankruptcy
court's nal adjudication of Stern Claims. As discussed
above, Senior Transeastern Lenders v. Ocial Comm. of
Unsecured Creditors (In re TOUSA, Inc.) underscores the
importance of consent.181 There, the district court reversed
the bankruptcy court's holding that certain lenders had
received fraudulent transfers as part of a restructuring
transaction that was carried out through payments and support by the debtor's aliates. 182 The Eleventh Circuit
reviewed the bankruptcy court's factual ndings on a clearly
erroneous standard and, based on the bankruptcy court's
factual ndings, reversed the District Court. 183 If the
defendants in Tousa had not consented to the bankruptcy
court's nal adjudication of the fraudulent transfer claims
(assuming such claims are Stern Claims), then the Eleventh
Circuit would have reviewed the district court's factual ndings rather than the bankruptcy court's, and a dierent
result would have occurred.
Tousa therefore exhibits the importance of litigation strategy in deciding whether to consent. In addition to appellate
concerns, a variety of reasons may encourage litigants to
consent—e.g., a faster resolution by a sophisticated commercial court—or not consent—e.g., seeking to have factual
Ins. Co. of New York, 112 F.3d 257, 261–62, 37 Collier Bankr. Cas. 2d
(MB) 1380, Bankr. L. Rep. (CCH) P 77400 (7th Cir. 1997) (holding that
debtor's claims against lender were barred by res judicata because “[a]
blanket reservation that seeks to reserve all causes of action reserves
nothing.”).
181

In re TOUSA, Inc., 680 F.3d 1298, 56 Bankr. Ct. Dec. (CRR) 135, 67
Collier Bankr. Cas. 2d (MB) 1035, Bankr. L. Rep. (CCH) P 82276 (11th
Cir. 2012)).
182

Id. at 1298–1313.

183

Id. at 1310, 1312–13.
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ndings made in a district court. It's likely that the Supreme
Court will once again submit to Congress proposed amendments to Bankruptcy Rule 7012 that would require litigants
to expressly consent or not consent in responsive pleadings.184
If such an amendment were to become law, then parties will
be forced to consider strategies about consent early on in the
litigation. Issues about consent will continue to be disputed
by both parties and courts.
IV. OBSERVATIONS ABOUT THE CURRENT
JURISDICTIONAL UNCERTAINTY.
As noted, the current jurisdictional uncertainties create
opportunities and risks/costs for litigants in the bankruptcy
context. Dening what is “property of the estate” and what
is a Stern Claim can be problematic, or can be quite simple.
At bottom, and perhaps the simplest case, a state-law based
cause of action asserted against a non-debtor party where
that party has not led a proof of claim is going to be
considered a Stern Claim (or Marathon Claim) and must be
litigated in the district court. The problem arises where the
district courts, following the practice articulated by Justice
Thomas in Arkison, refer the matter not to the magistrate
court but rather to the bankruptcy court for adjudication.185
The same incentives exist for the bankruptcy court to deny
the motion to dismiss (which apparently it has the power to
do) as opposed to granting the motion to dismiss (which apparently it does not have the power to do). Or perhaps the
bankruptcy court will take the approach of issuing proposed
ndings of fact and conclusions of law to the district court to
review de novo (which should pass constitutional muster
under Arkison). The Sixth Circuit decision in Waldman further illustrate the procedural complexity in this area as de
184

See the formerly proposed amendments in the Report of the Judicial
Conference, Committee on Rules of Practice and Procedure, pp. 6, 7, 9
(Sept. 2013).
The proposed amendments were ultimately not submitted to the
Supreme Court for nal approval because, at the time, the Arkison decision was pending. See Report of the Advisory Committee on Bankruptcy
Rules, p. 122 (Dec. 12, 2013).
185

Arkison, 134 S. Ct. at n.8.
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novo does not necessarily require any additional evidence.186
To the extent that the report and recommendation is the
result of a trial before the Bankruptcy Court, the evidentiary rulings (which may have particular consequence) will
be signicant. Evidentiary rulings (which would normally
subject to appeal) would have to be raised as a part of the
objection process and themselves are subject de novo review.
In any event, the continuing uncertainties relating to the
juridical power of the bankruptcy court will continue to create additional cause and complexities in this context.
Where, however, the non-debtor defendant has led a proof
of claim, the Stern/Rule 13 issue then becomes more
particularized. Will the court determine that the claim (or
counterclaim) of the estate necessarily involves the adjudication of the claim led against the estate? Will a Stern analysis be applicable, or will the court approach it under Rule
13? Those questions are unanswered and would be the source
of litigation going forward. Perhaps the best course of action
would be for the parties to agree that the district court will
enter a nal order upon de novo review of a report and recommendation from the bankruptcy court. Or perhaps the
parties, for tactical reasons, will not agree and will litigate
the issue. In any event, this continuing debate and the application of res judicata/collateral estoppel to what might (or
might not) be a compulsory counterclaim will continue to be
debated and will continue to cause additional uncertainty
and cost.
Finally, some consideration should be given to the Chapter
11 plan conrmation process. In a Chapter 11 case, to the
extent a plan has been conrmed, there is an entirely separate analysis as to the subject matter jurisdiction of the
bankruptcy court to hear the matter at all.187
On either the estate side or the non-debtor side of the
equation, litigants will have to carefully consider these issues of juridical power and subject matter jurisdiction. The
procedural requirements for a nal order in this context—
including determining whether a Stern Claim is at issue,
186

Waldman v. Stone, 599 Fed. Appx. 569 (6th Cir. 2015).

187

See Dennis Connolly, Plan Drafting Issues in Connection with
Postconrmation Litigation of Claims by Estate Fiduciaries, 2014 Norton
Ann. Surv. of Bankr. Law 1 (2014).
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whether consent has been given, and whether a nal order
or proposed ndings of fact and conclusions of law should be
issued—are particularly problematic.
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Case Summaries – Implied Consent since Wellness

I.

Jurisdiction to enter judgment

Hopkins v. M & A Ventures (In re Hoku Corp.), 2015 WL 8488949 (Bankr. D. Idaho 2015)
The bankruptcy court had jurisdiction to enter a default judgment in an adversary
proceeding brought by a trustee to recover state law fraudulent transfers under sections 544(b)(1)
and 550 of the Bankruptcy Code. The bankruptcy court held that the defendant’s complete
failure to appear satisfied the “knowing and voluntary” consent standard in Wellness where a
properly-served summons stated that failure to respond would be deemed consent to entry of a
judgment by the bankruptcy court.
Campbell v. Carruthers (In re Campbell), 2016 WL 3435722 (Bankr. M.D. Ala. 2016)
The defendant had impliedly consented to the bankruptcy court’s adjudication of a non-core
Fair Debt Collections Practices Act claim where the defendant was served with a summons
warning that failure to respond would be deemed consent to entry of a judgment by the
bankruptcy court.
II.

Implied consent and waiver

Wilkins v. AmeriCorp, Inc. (In re Allegro Law LLC), 2016 WL 633661 (Bankr. M.D. Ala.
2016)
Defendants in a transfer avoidance action impliedly consented to adjudication by the
bankruptcy court by asserting counterclaims against the trustee for breach of contract and
quantum meruit and by asserting an administrative expense claim against the bankruptcy estate.
The court also held that other co-defendants waived the right to demand a jury trial and to an
Article III adjudication by waiting almost two years before making a jury demand and objecting
to bankruptcy court adjudication.
III.

Objection required to challenge jurisdiction

In re Breland, 2016 WL 3193819 (Bankr. S.D. Ala. 2016)
Parties may impliedly consent to bankruptcy court jurisdiction by failing to raise a proper
objection and by actively appearing at hearings. The parties impliedly consented to the
1
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bankruptcy court’s jurisdiction to adjudicate a non-core matter (the debtor’s motion to recover
attorneys’ fees) where the debtor did not raise the issue of jurisdiction and where the IRS, in a
pleading footnote, noted, without objecting, that the proceeding was non-core and that the
bankruptcy court may not enter a final order.
Feggins v. LVNV Funding LLC (In re Feggins), 540 B.R. 895 (Bankr. M.D. Ala. 2015)
Defendants, in actions alleging violations of the Fair Debt Collections Practices Act,
impliedly consented to bankruptcy court adjudication by moving for entry of judgment in their
favor and failing to state that they did not consent to adjudication by the bankruptcy court.
IV.

Notice and implied consent

Kingdom Fresh Produce, Inc. v. Stokes Law Office, L.L.P. (In re Delta Produce, L.P.), 817
F.3d 141 (5th Cir. 2016)
Litigants asserting claims under the Perishable Agricultural Commodities Act (PACA)
impliedly consented to bankruptcy court adjudication where they were on notice that previous
PACA claimants had consented to bankruptcy court jurisdiction. The court held that the docket
sheet put claimants on notice that the original filers had consented to bankruptcy court
adjudication.
Blixseth v. Glasser (In re Yellowstone Mountain Club, LLC), 2016 WL 3947830 (9th Cir.
2016)
The court of appeals held that plaintiff, who argued that he could not give knowing and
voluntary consent before case law made him aware of the jurisdictional issue created by the
Supreme Court’s decision in Stern v. Marshall, consented to bankruptcy court jurisdiction by
voluntary appearing in the bankruptcy court proceedings. The court of appeals stated that its
decision in Marshall v. Stern, issued before the Supreme Court’s decision, provided the plaintiff
with “ample reasons to be alert to the possible jurisdictional problem.”
V.

Implied consent through conduct

In re Odin Demolition & Asset Recovery, LLC, 544 B.R. 615 (Bankr. S. D. Tex. 2016)
The bankruptcy court found the parties impliedly consented to its adjudication of a
motion to reopen that was filed to request a determination as to whether the reorganized debtor
had the ability to prosecute certain claims in state court. The court found implied consent where

2
PAGE 533

49

the parties had filed motions, objections, responses, and participated at hearings, without
objecting to the court’s constitutional authority to enter a final order.
In re DeRosa-Grund, 544 B.R. 339 (Bankr. S.D. Tex. 2016)
The court found that the parties impliedly consented to bankruptcy court adjudication of a
motion to reopen filed by the debtor for the purpose of listing an undisclosed asset, where the
parties filed motions, objections, responses, and participated at hearings, without objecting to the
court’s constitutional authority to enter a final order.
Gilbert v. Dang (In re Anh Van Dang), 2015 WL 6689316 (Bankr. S. D. Tex. 2015)
The court held that the parties impliedly consented to adjudication by the bankruptcy
court where the plaintiffs commenced nondischargeability proceedings and the defendants filed
answers and did not object to the court’s authority to issue a final order.
Solution Trust v. 2100 Grand LLC (In re AWTR Liquidation, Inc.), 547 B.R. 831 (Bankr.
C.D. Cal. 2016)
The bankruptcy court held that the parties impliedly consented to bankruptcy court
adjudication of a fee application where the applicant filed a fee application, a creditor objected,
and the parties filed post-hearing briefs without objecting to the court’s constitutional authority
to enter a final order.
In re McCollum Interests, LLC, 551 B.R. 292 (Bankr. S.D. Tex. 2016)
The bankruptcy court held that it had constitutional authority by implied consent to enter
a final order on a fee application where the law firm filed a fee application, appeared at and
provided testimony at hearings, and did not object to the court’s constitutional authority to enter
a final order on the fee application.
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A

s most practitioners are likely aware, on
July 21, 2010, President Barack Obama
signed into law the Dodd-Frank Wall Street
Reform and Consumer Protection Act2 (the “DoddFrank Act”). The Dodd-Frank Act was conceived
“to promote the financial stability of the U.S. by
improving accountability and transparency in the
financial system, to end ‘too big to fail,’ to protect
the American taxpayer by ending bailouts, to protect
consumers from abusive financial services practices,
and for other purposes.”3
According to President Obama, the Dodd-Frank
Act is intended to “rein ... in the abuse and excess
that nearly brought down our financial system ...
[and] bring transparency to the kinds of complex
and risky transactions that helped trigger the financial crisis.” It also aimed to end “tax-funded bailouts ... for Wall Street’s mistakes” and provide “the
ability to wind ... down [a failed large financial
institution] without endangering the broader economy ... [a]nd ... make [it] clear that no firm is somehow protected because it is ‘too big to fail.’”4 The
Dodd-Frank Act further authorizes the Secretary of
the Treasury to implement programs and provide
funding to enhance access to mainstream financial
institutions for lower- and middle-income consum1 The authors thank Joann Needleman of Clark Hill PLC for her assistance and advice in
the preparation of this article.
2 Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010, Pub. L. 111-203,
124 Stat. 1376 (codified in scattered sections of 12 U.S.C., 15 U.S.C., 31 U.S.C., 7 U.S.C.,
18 U.S.C., 42 U.S.C., 22 U.S.C. (as amended by Pub. L. 113-235, Pub. L. 113-250,
Pub. L. 113-279)).
3 Id.
4 Statement by President Obama upon signing H.R. 4173, White House Press Release,
July 21, 2010.

ers.5 These provisions are designed, in part, to provide alternatives to higher-cost products, which are
often a consumer’s only option.
Most relevant to the average American, the
Dodd-Frank Act also authorized the formation
of the Bureau of Consumer Financial Protection
(CFPB),6 whose mission is several-fold: “to implement and, where applicable, enforce Federal consumer financial law consistently for the purpose of
ensuring that all consumers have access to markets
for consumer financial products and services, and
that markets for consumer financial products and
services are fair, transparent, and competitive.”7
Notably and ironically, an often-overlooked objective of the CFPB is “to reduce unwarranted regulatory burdens.”8 For consumers, the CFPB ensures
that they “are provided with timely and understandable information to make responsible decisions
about financial transactions” and “are protected
from unfair, deceptive, or abusive acts and practices and from discrimination.”9

The CFPB’s Broad Powers Defined
To accomplish its assigned purposes and
goals, the CFPB conducts financial education
programs; collects, investigates and responds to
consumer complaints; collects, researches, monitors and publishes information that is relevant to
the functioning of markets for consumer financial
products and services in order to identify risks
to consumers, and to the proper functioning of
those markets; supervises covered persons within
the CFPB’s statutory ambit for compliance with
5
6
7
8
9

See supra n.2.
More commonly known as the Consumer Financial Protection Bureau.
12 U.S.C. § 5511(a).
12 U.S.C. § 5511(b)(3).
12 U.S.C. § 5511(b)(1), (2) (emphasis added).
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federal consumer financial law; and takes appropriate
enforcement action to address violations of federal consumer financial law.10
The CFPB’s director “may prescribe rules and issue
orders and guidance as may be necessary or appropriate to
enable the Bureau to administer and carry out the purposes
and objectives of the Federal consumer financial laws, and
to prevent evasions thereof.”11 This empowers the CFPB to
issue regulations under a host of Federal consumer protection statutes, including the Fair Debt Collection Practices
Act (FDCPA), Fair Credit Reporting Act, Equal Credit
Opportunity Act, Home Ownership and Equity Protection
Act, Real Estate Settlement Procedures Act (RESPA) and
Truth in Lending Act (TILA), among others.12
More generally, the CFPB “may take any action ... to
prevent a covered person or service provider from committing or engaging in an unfair, deceptive, or abusive act or
practice [UDAAP] under Federal law in connection with any
transaction with a consumer for a consumer financial product
or service, or the offering of a consumer financial product or
service.”13 The term “abusive” was added to the traditional
concept of UDAP (unfair or deceptive act or practice) and is
defined as an act or practice that:
(1) materially interferes with the ability of a consumer to understand a term or condition of a consumer
financial product or service; or
(2) takes unreasonable advantage of —
(A) a lack of understanding on the part of the
consumer of the material risks, costs, or conditions of the product or service;
(B) the inability of the consumer to protect the
interests of the consumer in selecting or using
a consumer financial product or service; or
(C) the reasonable reliance by the consumer
on a covered person to act in the interests of
the consumer.14
What is unfair or deceptive has traditionally been subject
to interpretation by courts; however, the Dodd-Frank Act
provides the CFPB with the power to apply its determination of the more muscular standard to the acts of supervised
entities. The CFPB’s oversight of UDAAP is a significant
tool and extends potential liability to persons who might be
exempt from traditional consumer-protection laws, such as
original creditors from the FDCPA.
The CFPB discharges its express supervisory authority in several ways: by (1) issuing civil investigation
demands when it suspects that a violation has occurred;
(2) directing examinations of supervised entities, either
on site or by deposition; or (3) enforcement actions and
consent orders. Consent orders, which outline that a
supervised entity has agreed to, among other things, a
course of future conduct, signal the CFPB’s expectations
for other supervised entities. In addition, the CFPB has
forecasted its expectations and issued warnings, through
dozens of bulletins, white papers, research and examination manuals that enable it, in part, to instigate policy
without formal rule-making or legislation. It is under this
10 12 U.S.C. § 5511(c).
11 12 U.S.C. § 5512(b)(1).
12 12 U.S.C. § 5481(12).
13 12 U.S.C. § 5531.
14 12 U.S.C. § 5531(d).

circumstance that the CFPB has dictated numerous guidelines in advance of issuing formal rules.15
The CFPB has also been very active and aggressive
in carrying out its duties. For example, it announced in
2014 its well-publicized Mortgage Servicing Rules, which
were subsequently amended later that year. The Mortgage
Servicing Rules amended Regulations B, X and Z to
require, among other things, that a lender perform a goodfaith ability-to-pay analysis; provide certain information
requested by such borrowers; and afford protections to such
borrowers in connection with force-placed insurance and
impose obligations on servicers to correct errors asserted
by mortgage loan borrowers.
The Mortgage Servicing Rules further required servicers
to establish certain policies, procedures and requirements —
including the designation of personnel to assist consumers
who fall behind in their mortgage payments — and contact
consumers soon after delinquency and work with them for
consideration for applicable loss-mitigation options. They
also impose restrictions on loan originators, specifically
regarding registration and licensing, compliance procedures,
compensation and record-keeping.
The CFPB’s rule-making power generally supersedes that
of other agencies and courts,16 and for the most part, they
must defer to the CFPB exclusively.17 However, the authorities of the CFPB and Federal Trade Commission are co-existent and equivalent, if not coequal,18 and they are required to
coordinate their rule-making activities.19

Whom Does the CFPB Supervise?

The CFPB is specifically charged with supervising any
residential mortgage originator, broker or servicer; private
student lender; and payday lender, as well as “larger market
participants” (as defined by the CFPB).20 It is further authorized to supervise, examine and take enforcement action
against other “covered persons,” generally defined as any
entity providing consumer financial products or services, and
their affiliated service providers.21
In addition, the CFPB has authority over “very large
banks, savings associations, and credit unions,” which are
defined as those with assets exceeding $10 billion.22 In regard
to smaller banks and credit unions, the CFPB may require
their cooperation and information in order to assess and
detect risks to consumer financial markets, although enforcement authority against these entities remains with the prudential regulator.23
Importantly for consumer finance professionals, the
CFPB’s authority extends to “service providers,” defined as
“any person that provides a material service to a covered
15 For a list of guidance documents, see www.consumerfinance.gov/guidance/ (unless otherwise indicated,
all links in this article were last visited on Nov. 3, 2015).
16 12 U.S.C. § 5512(b)(4)(A).
17 12 U.S.C. § 5512(b)(4)(B).
18 12 U.S.C. § 5581(b)(5). “Coequal” is a legal term coined, most relevantly, by the Supreme Court in describing the constitutional stature and powers of the three branches of the federal government. It denotes a
degree of similarity or correspondence that exceeds mere “equivalent” but does not extend to the literal,
quantitative “equal.”
19 12 U.S.C. § 5581(b)(5)(D).
20 12 U.S.C. § 5514. For example, in the consumer debt-collection market, a nonbank entity is considered a
larger-market participant if its annual receipts from consumer debt collection are more than $10 million.
See 12 C.F.R. 1090.105.
21 12 U.S.C. § 5481(6).
22 12 U.S.C. § 5515. For a current list of depository institutions under CFPB supervision, see files.consumerfinance.gov/f/201509_cfpb_depository-institutions-list.pdf.
23 12 U.S.C. § 5515.
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person in connection with the offering or provision by such
covered person of a consumer financial product or service.”24
Any “service provider” representing a “substantial number”
of smaller entities is also subject to supervision.25 This power
extends the reach of the CFPB’s supervision and enforcement powers far beyond traditional consumer financial service providers.
In support of its power to issue rules and other forms of
guidance to implement, administer and enforce consumer
financial law,26 the CFPB has the right and duty to monitor covered persons by occasionally “gather[ing] information ... regarding the organization, business conduct ... and
activities of covered persons and service providers,”27 a
function that consumes much of the CFPB’s energies, and
it may require covered persons to furnish such information. In addition to informal or administrative requests, the
CFPB has the right to subpoena witnesses and things for
hearings, and, if a violation of any consumer law is suspected, a civil investigative demand may be issued requiring the entity to produce documents, file reports, answer
questions, give testimony or any combination thereof. 28 If
warranted, the CFPB may litigate violations of federal consumer financial law.29
If found to be in violation of any federal consumer financial statute or rule, the CFPB has a host of available remedies, many of which it has vigorously applied in the five
years since its inception. Remedies include — but are not
limited to — rescission or reformation of contracts, refunds,
restitution, monetary damages, limits on the activities of the
violator and civil penalties.30

What Should One Expect When Being
Monitored by the CFPB?
In 2012, the CFPB issued its Supervision and
Examination Manual31 to assist its investigators in examining entities when performing its routine monitoring functions, or when an entity is suspected of violating consumer
finance laws. The Manual, at almost 1,000 pages, is exceedingly thorough and addresses examinations based on type
of entity, financial product or consumer financial regulatory
statute. Since its release, the Manual has been supplemented
to update examination procedures and add procedures related
to specific activities, such as debt collection, auto finance and
education lending. It not only assists examiners in planning
for and conducting exams, but is a road map for supervised
entities preparing to meet the CFPB’s expectations.
Supervision is consumer-focused and data-driven. An
examination begins with a review of publicly available
information about the entity in order to assess risk and set
the scope and parameters of the examination. Each depository institution is assigned a lead examiner, who performs
continuous monitoring (i.e., at least quarterly) after the
initial examination. An assessment is made based on the
inherent risks posed by the products and services provided
by the institution and the controls that it employs to manage those risks. A nonbank supervised entity is selected
24 12 U.S.C. § 5481(26).
25 Id.
26 12 U.S.C. § 5515.
27 12 U.S.C. § 5512.
28 12 U.S.C. § 5562.

for examination based on its size, assessed risk, volume of
consumer transactions and oversight by other regulators. A
directional risk is assigned to the institution, viz. increasing, decreasing or stable.
After the level of risk has been assessed, the entity is
then scheduled for an on-site review. Guided by the risk
assessment, every examination will include a review of
compliance management and practices to identify any that
are potentially unfair, deceptive or abusive. For entities
engaged in lending activities, a review for discrimination
is also performed.
Examinations focus on an entity’s (1) compliance management; (2) product-based procedures (consumer-reporting
larger participants, mortgage origination, mortgage servicing, and short-term, small-dollar lending); and (3) statutory
and regulatory procedures (including UDAAP, Equal Credit
Opportunity Act, Home Mortgage Disclosure Act, TILA,
RESPA, Homeowners Protection Act, Consumer Leasing
Act, Secure and Fair Enforcement for Mortgage Licensing
Act, Fair Credit Reporting Act, FDCPA, Electronic Fund
Transfer Act, Truth in Savings Act, and Privacy of Consumer
Financial Information (also known as the “Gramm-LeachBliley Act”)). Examiners are thorough and expect prompt,
written, clear, comprehensive and continuously updated policies and procedures, as well as demonstrable evidence of an
entity’s understanding and communication of, and monitoring for compliance with, articulated policies.
After the examination is complete, a compliance rating on a scale of one (strong compliance position) to five
(in need of strongest supervision) is assigned. Ratings are
based on the entity’s compliance system, management’s
ability to monitor for compliance, policies and procedures
that are in place, the identification and communication of
changes in the law and resultant changes in the compliance
program, staff training, an identification of internal compliance violations and remediations, and evidence of any
discriminatory practices. A report is prepared, including
the rating, a discussion of major strengths and weaknesses, and any required corrective actions. The final report is
shared with any governing prudential regulator. If an entity
receives an unsatisfactory rating or an enforcement action
is recommended, the CFPB will meet with an entity’s directors or principals and perform follow-up assessments to
gauge remediation and ongoing compliance.

Why Should You Care?

Lest there be any doubt about the CFPB’s institutional
fervor, consider its own words as emblematic of its intentions, activism, diligence and even (according to a few) regulatory ferocity:
Since 2011, we have secured over $10.8 billion ... in
relief for more than 25 million consumers harmed by
illegal practices.
We’ve taken several actions against mortgage-servicing companies for failing to tell borrowers when
their loan-modification applications were incomplete,
denying loan modifications to qualified borrowers,
29 12 U.S.C. § 5564.
30 Id.
31 A digital copy is available at files.consumerfinance.gov/f/201210_cfpb_supervision-and-examinationmanual-v2.pdf.
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failing to honor modifications for loans transferred
from other servicers, and illegal foreclosure practices.
We have also taken action against companies in the
mortgage industry for steering consumers into costlier
loans, for paying illegal kickbacks in exchange for business, and for making inadequate disclosures or using
deceptive ads. We’ve secured billions of dollars of relief
for millions of consumers harmed by deceptive marketing and enrollment of credit card add-on products, unfair
billing, and illegal debt-collection practices.
We have taken action against payday lenders and
installment lenders for unlawful lending and collections practices that include using false threats of lawsuits or criminal prosecution to collect debts, charging
undisclosed fees to servicemembers, and robo-signing
court documents related to debt-collection lawsuits.32
For the individual consumer heretofore victimized by
unscrupulous financial services providers, the CFPB’s
activism is a welcome respite from feelings of oppression
and helplessness. For the young and very modestly paid
soldier, sailor, airman or marine taken in by dishonest auto
finance or payday lenders, and harassed by high-pressure
collection tactics laced with threats of exposure to the chain
of command, the CFPB’s powers are a salvatory port in the
financial storm.33
However, for a service provider or smaller entity, the
CFPB’s overzealous and heavy-handed regulatory tactics,
arising out of near limitless and sweeping powers conferred
by broad enabling statutory language, could result in financial ruin. For low-income consumers, the CFPB’s policies
may hamper their ability to obtain products and services that
are needed but might not be available through traditional
financing sources. Future installments will discuss these and
other reasons why you should care. abi
Reprinted with permission from the ABI Journal, Vol. XXXIV,
No. 12, December 2015.
The American Bankruptcy Institute is a multi-disciplinary, nonpartisan organization devoted to bankruptcy issues. ABI has
more than 12,000 members, representing all facets of the insolvency field. For more information, visit abi.org.

32 See Anthony Alexis, “You Have the Right to a Fair Financial Marketplace,” CFPB, July 21, 2015, available
at www.consumerfinance.gov/blog/you-have-the-right-to-a-fair-financial-marketplace/.
33 See “CFPB Orders Servicemember Auto Loan Company to Pay $3.28 Million for Illegal Debt Collection
Tactics,” CFPB, Oct. 28, 2015, available at www.consumerfinance.gov/newsroom/cfpb-orders-servicemember-auto-loan-company-to-pay-3-28-million-for-illegal-debt-collection-tactics/.
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New York City Bar Association
Committee on Bankruptcy and Corporate Reorganization
Non-Bankruptcy Alternatives to Restructurings and Asset Sales
I.

GENERAL OVERVIEW

This paper addresses four procedures available for dealing with a distressed business: UCC
Foreclosure; Assignment for the Benefit of Creditors; Composition; and Receivership. Each is
explored as a potential alternative to a restructuring or the sale of substantially all assets in a
bankruptcy proceeding and the intention is to provide restructuring lawyers, debtor and creditor
representatives alike, with a practical overview of those alternatives.
Before discussing the alternatives, it is worth explaining the most prevalent restructuring
approach—a bankruptcy filing. As restructuring practitioners know, whatever may have been
the particular catalyst that preceded a financial crisis, each commercial reorganization must
address the imbalance between the resources of the business and the financial obligations to its
creditors. The most powerful and well-developed tool for dealing with this imbalance is
bankruptcy, or, more precisely, a proceeding for relief under Title 11 of the United States Code
(the “Bankruptcy Code”).
Moreover, not only are the tools available in a bankruptcy proceeding powerful, case law
interpreting the Bankruptcy Code is extensive, providing a reasonably predictable environment
through which debtor and creditor lawyers can guide their clients. For example, bankruptcy
practice has a well-developed body of law addressing the status of liens and the rights and
remedies available to secured creditors and how value may be apportioned between secured and
unsecured creditors. Similarly, the Bankruptcy Code provides for the disposition of assets either
directly, in what is known as a “363 sale” (after the relevant section of the Bankruptcy Code) or
through a plan of reorganization for the debtor. Most importantly, a bankruptcy proceeding also
can effect a reorganization of a debtor’s financial obligations, including, if sufficient consents are
obtained and the proper standards are met, against the will of certain holdout creditors. And
even if novel issues have a way of presenting themselves at the margins, the general case law on
these subjects is quite robust. As a result, bankruptcy is an environment in which restructuring
lawyers are quite comfortable and clients can be assured of more predictable outcomes.
Nevertheless, bankruptcy proceedings do not always provide simple solutions to often complex
problems. While the extensive body of law provides some guidance to debtors and creditors, a
bankruptcy proceeding can be fraught with practical and legal issues that complicate matters.
For example, issues relating to the valuation of collateral or the secured status or relative priority
of certain creditors can be very significant in the direction (and length and expense) of a case.
Similarly, the need for a borrower to operate under bankruptcy protection while continuing to
use its creditors’ collateral or even borrowing additional money to fund its operations might
dictate the course of a restructuring. And when credit markets are tight and old lenders are
unwilling to be patient while new lenders are less willing to take a chance, the pressure on a
debtor to find an immediate solution to its financial difficulties (like liquidate and sell its assets)
becomes all the more acute. One need only look at the recent cases of Chrysler, GM and
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Lehman Brothers to see how the pressure of the restructuring process can drive parties to a
relatively quick sale of assets.
While the inability to access credit markets can make the restructuring environment difficult, it is
not the only reason why lawyers should consider whether a bankruptcy restructuring is the only
option to address debtor/creditor problems. For one, because of the large number of
professionals involved, bankruptcy proceedings are expensive. 1 In addition, some of the more
powerful tools available to debtors have eroded over time, making a successful reorganization, as
opposed to a sale of assets, more difficult. For example, the time a debtor has to decide whether
to assume or reject non-residential real property leases has been limited to 210 days by changes
in the Bankruptcy Code in 2005. 2 Additionally, the Bankruptcy Code limits the time during
which a debtor has the exclusive right to file and solicit acceptances with respect to a plan of
reorganization. 3
Despite the high costs and potential complexity of a bankruptcy proceeding, it remains a fairly
comprehensive framework with powerful tools for reorganizing a struggling enterprise.
Nonetheless, creditors and debtors should be aware that there are other options available to them.
Specifically, and as discussed in more detail below, there are alternative schemes that can
accomplish some of the same things that are effected through a bankruptcy proceeding, though
sometimes in a simpler and more efficient manner. Specifically:
a. UCC-Foreclosure: A state law remedy available to secured creditors who wish to
take or sell the collateral securing their debt, analogous in many ways to a 363
sale;
b. Assignment for Benefit of Creditors: A state law proceeding similar to a chapter
7 bankruptcy liquidation effected for the benefit of creditors;
c. Composition: A negotiated contractual settlement between a debtor and its
creditors, usually unsecured, which can be analogized to a consensual and
contractual plan of reorganization; and
d. Receivership: Covers a variety of formats and applications, where a responsible
party is appointed to take control over a business or asset and operate and/or
liquidate it for the benefit of creditors.
This paper aims to cover each of these alternative schemes in order to provide lawyers with an
understanding of the situations in which they can be useful and the advantages and disadvantages
each scheme provides, both on its own terms, and as an alternative to a bankruptcy proceeding.
1

For an extreme example, see Who Knew Bankruptcy Paid So Well?, By Nelson D. Schwartz and Julie
Creswell, April 30, 2010, The New York Times,
http://www.nytimes.com/2010/05/02/business/02workout.html

2

11 U.S.C. § 365(d)(4), as amended by the Bankruptcy Abuse Prevention and Consumer Protection Act of
2005.

3

11 U.S.C. § 1121(b), (c)(3).
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I.

UCC FORECLOSURE

A.

Introduction: What is a Foreclosure?

While the threat of foreclosure may precipitate a bankruptcy filing, a foreclosure sale under the
Uniform Commercial Code (“UCC”) is a tool, valuable in its own right, available to a secured
creditor hoping to realize upon the value of its collateral. A foreclosure can, in the right
circumstances, provide a secured creditor with the opportunity to take control of or realize value
for collateral with far greater speed and at much less expense than a bankruptcy sale. On the
other hand, foreclosure sales have significant limitations that partially explain the relative
prevalence of bankruptcy sales and the relative infrequency of foreclosure sales in large business
reorganizations. As a result, the mechanics of a foreclosure sale are often unfamiliar to many
creditors’ rights attorneys. The purpose of this section, therefore, is to explain the foreclosure
process in a broad outline and to highlight some of its relative advantages and disadvantages.
Viewed in isolation, foreclosure is roughly akin to a sale under Section 363 of the Bankruptcy
Code. In other words, in a foreclosure sale, assets are disposed of, the secured creditor may,
generally, participate in the sale as a bidder, certain liens on the asset being sold can be cleared
and a deficiency claim may be fixed. While in those respects a foreclosure sale is similar to a
bankruptcy sale, there are also important differences. For example:
start to finish, a foreclosure sale can be faster than a bankruptcy sale and certainly faster
than the entire bankruptcy process;
a foreclosure sale typically carries lower professional expenses;
a foreclosure sale is somewhat limited in scope—it deals with the secured party’s
collateral and junior liens on the collateral, but not unsecured claims; and
there is usually no court order approving the sale or any deficiency claim and, as a result,
the sale may spawn litigation with the borrower or any guarantors. 4
B.

Foreclosure and Sale of Collateral

In New York, foreclosure on personal property5 is governed by the Uniform Commercial Code
and by Article Nine in particular, which contains a Subpart on default and on the enforcement of
security interests.

4

There is the possibility of a judicial foreclosure, but that is a different subject and process from what is
described herein.

5

The Real Property Law of New York covers Real Property, and UCC 9-604 addresses the application of the
UCC when both real and personal property are involved. For the sake of simplicity, this section will deal
only with the UCC as applied to non-consumer goods personal property.
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Generally speaking, foreclosure is the process by which a secured creditor, after a default, sells
its collateral to realize value and apply it against the debt it is holding. While the term
“foreclose” is, surprisingly, not defined in the UCC, the UCC does detail the process by which
the collateral is sold pursuant to a foreclosure.
As a starting point, the disposition of collateral is governed by Section 9-610 of the UCC, which
provides that the secured party may sell or otherwise dispose of collateral.
C.

Commercial Reasonableness

Section 9-610(a) introduces the requirement that a foreclosure be commercially reasonable.
Section 9-610(b) elaborates on that concept, highlighting the importance placed on the conduct
of the sale, and specifically requiring that “every aspect of a disposition of collateral, including
the method, manner, time, place, and other terms, must be commercially reasonable.” Such
section further clarifies that so long as it would be commercially reasonable to do so, “a secured
party may dispose of collateral by public or private proceedings, by one or more contracts, as a
unit or in parcels, and at any time and place and on any terms.”
The requirement of commercial reasonableness is one of the most critical elements of a
foreclosure sale and one to which a secured creditor must pay close attention. As a threshold
matter, failure to comply with the commercial reasonableness standard may result in judicial
interference with the sale under Section 9-625(a) or liability for damages under 9-625(b) (e.g.,
for the elimination of surplus or an improperly calculated deficiency claim). Further, and
perhaps of greater concern, is that a lack of commercial reasonableness in the sale procedures
increases the risk of a fraudulent transfer avoidance action in a subsequent bankruptcy
proceeding (or similar state law proceeding) to set aside the sale.
Unlike in the case of a 363 sale, a foreclosure sale may not have the benefit of a court order
approving the conduct of the sale and its results. Thus, the secured creditor is exposed to parties
challenging the result of the sale by claiming, at some future date and with the benefit of
hindsight, that the sale did not obtain reasonably equivalent value for fraudulent transfer
purposes 6. While secured creditors cannot escape all risk, in 1994, the United States Supreme
Court held that for purposes of an avoidance action brought under the federal bankruptcy laws,
“reasonably equivalent value” for foreclosed real property is the price in fact received at the
foreclosure sale, so long as all the requirements of the State’s foreclosure law have been
complied with. 7 In other words, creditors can take some comfort from the fact that scrupulously
adhering to the prescribed process should eliminate or at least limit a challenge based on the
fraudulent conveyance laws. But that means carefully complying with the standard of
commercial reasonableness.
The UCC provides some, though scant, guidance on what is considered commercially
reasonable. Section 9-627 provides that the mere fact that a greater amount could have been
obtained by a different method of disposition “is not of itself sufficient to preclude the secured
6

7

See 11 U.S.C. § 548(a)(1)(B).
BFP v. Resolution Trust Corp., 511 U.S. 531 (1994).

-4PAGE 590

8

party from establishing that the collection, enforcement, disposition, or acceptance was made in a
commercially reasonable manner.” Furthermore, although inapplicable to most UCC sales, as a
practical matter:
A disposition of collateral is made in a commercially reasonable manner if the disposition
is made:
(1) in the usual manner on any recognized market;
(2) at the price current in any recognized market at the time of the disposition; or
(3) otherwise in conformity with reasonable commercial practices among dealers
in the type of property that was the subject of the disposition.
Section 9-627 also provides that:
A collection, enforcement, disposition, or acceptance is commercially reasonable if it has
been approved:
(1) in a judicial proceeding;
(2) by a bona fide creditors' committee;
(3) by a representative of creditors; or
(4) by an assignee for the benefit of creditors.
Thus, while a bankruptcy sale carries with it the certainty of a federal court order approving the
sale procedures, the purchaser and the price, a UCC sale typically does not, leaving those issues
open to the possibility of subsequent review (and challenge).
Accordingly, secured creditors may be left with some measure of uncertainty remaining after a
UCC sale and will therefore want to address commercial reasonableness carefully on a case-bycase basis with attention to the nature of the asset and the facts and circumstances of the
transaction as well as to applicable case law. While no generalized assurances can be given as to
what, if anything, is required to make a sale “commercially reasonable”, courts have found the
following factors can contribute to such a finding: hiring an investment bank; 8 preparing a sales
memorandum; 9 directly contacting potentially interested parties; 10 and publishing notices of the
sale in a variety of newspapers and trade publications.

D.

Public v. Private Sales

Purchase by Secured Party

8

Vornado v. Primestone Investment Partners, 821 A.2d 296 (Del. Ch. 2002).

9

Vornado, 821 A.2d 296 (Del. Ch. 2002); SNCB Corporate Finance Ltd. v. Schuster, 877 F. Supp. 820
(S.D.N.Y. 1994); SEC no-action letter for Sunbelt National Bank, 1989 WL 246543 (Nov. 27, 1989).

10

SNCB Corporate Finance Ltd., 877 F. Supp. 820 (S.D.N.Y. 1994).
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In discussing the concept of commercial reasonableness, Section 9-610(b) of the UCC also
contemplates that the secured party’s collateral may be sold by either a public or a private sale,
with either method permitted so long as it is commercially reasonable. While the UCC does not
explicitly demarcate the difference between a private and public sale, the essential difference is
that a public sale is one in which the public is invited to participate whereas in a private sale, the
buyers are limited. 11
Even when either option would be commercially reasonable, the UCC is not indifferent between
a public and a private sale. The right of the creditor to purchase at the sale differs between the
two sale forms. Specifically, as described in Section 9-610(c), a secured creditor may purchase
its collateral at the public sale, but in the case of a private sale, only if the collateral is of a
specific type:
(c) Purchase by secured party. A secured party may purchase collateral:
(1) at a public disposition; or
(2) at a private disposition only if the collateral is of a kind that is
customarily sold on a recognized market or the subject of widely
distributed standard price quotations.
In other words, unless the collateral is of the kind sold on a recognized market or subject to a
widely-distributed price quotation, the secured creditor may not purchase its collateral at a
private sale. If the creditor wishes to purchase its non-market quoted collateral, it must conduct
the foreclosure by public sale. By restricting a secured creditor’s right to purchase its collateral
to either a public sale, or a private sale of property with a readily ascertainable market price, the
UCC is attempting to protect debtors from creditors who might use the foreclosure sale to seize
collateral worth more than their debt or at a depressed valuation.
Contrast this UCC restriction with the Bankruptcy Code which, rather than restricting when a
creditor may purchase its collateral, explicitly provides that at a 363 sale, “unless the court for
cause orders otherwise the holder of such claim may bid at such sale, and, if the holder of such
claim purchases such property, such holder may offset such claim against the purchase price of
such property.” 12 Perhaps the judicial oversight of the bankruptcy sale, absent in a foreclosure,
provides adequate protection to debtors from the risks addressed by the UCC and explains the
significant limitation on the secured creditor’s right to purchase its collateral at a private sale. In
any event, this remains a significant substantive difference between a bankruptcy and a
foreclosure sale and may very well prove to be a significant factor in the secured creditor’s
choice of remedies.

E.

Realizing Value

11

See, e.g., Ford Motor Credit Co. v. Solway, 825 F.2d 1213 (7th Cir. 1987).

12

See 11 U.S.C. § 363(k). But see In re Philadelphia Newspapers, 599 F.3d 298 (3d Cir. 2010) (disallowing
credit bidding in the case of a sale under a plan of reorganization).
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While it is easy to generalize about the differences between a foreclosure sale and a 363 sale,
there is one area where it is apparent that foreclosure sales are designed to provide an expedient
creditor remedy whereas bankruptcy sales are intended for use as a bankruptcy debtor’s tool to
realize value. This difference is the area of warranty and the buyer’s protection from claims.
Section 363 of the Bankruptcy Code provides a great benefit for buyers, and therefore to sellers,
by allowing a court to strip assets sold by a debtor of the claims that might otherwise attach to
them – “The trustee may sell property under subsection (b) or (c) of this section [363] free and
clear of any interest in such property of an entity other than the estate . . .” 11 U.S.C. § 363(f).
This power makes the assets more attractive to a buyer and thus able to attract a higher price.
The UCC on the other hand has a much more limited provision when it comes to claims against
the assets subject to the sale. Rather than providing for a sale completely free and clear, a UCC
disposition transfers to a transferee for value all of the debtor's rights in the collateral and
discharges the foreclosing secured creditor’s lien and any subordinate security interest (other
than liens created under state law that are not to be discharged). Nonetheless, the UCC does
expressly permit the selling secured party to market the assets without any meaningful
representations or warranties. Specifically, Sections 9-610(d), (e) and (f) of the UCC provide:
(d) Warranties on disposition. A contract for sale, lease, license, or other
disposition includes the warranties relating to title, possession, quiet
enjoyment, and the like which by operation of law accompany a voluntary
disposition of property of the kind subject to the contract.
(e) Disclaimer of warranties. A secured party may disclaim or modify
warranties under subsection (d):
(1) in a manner that would be effective to disclaim or modify the
warranties in a voluntary disposition of property of the kind subject
to the contract of disposition; or
(2) by communicating to the purchaser a record evidencing the
contract for disposition and including an express disclaimer or
modification of the warranties.
(f) Record sufficient to disclaim warranties. A record is sufficient to
disclaim warranties under subsection (e) if it indicates “There is no
warranty relating to title, possession, quiet enjoyment, or the like in this
disposition” or uses words of similar import. 13

Thus, the UCC allows for a quick sale on an as-is, where-is basis if the seller so desires, though
perhaps at the expense of maximizing price.

F.

Notice

13

UCC 9-610.
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Perhaps because a foreclosure sale typically takes place without court supervision, but has the
ability to affect not just the rights of the debtor, but also those of junior creditors, and also
because it is usually initiated by the secured party rather than the debtor, the UCC provides for
fairly detailed notice provisions. The notice provisions are intended to ensure that the debtor,
junior lien holders and certain other parties are made aware of the foreclosure sale and provided
with at least a minimum opportunity to participate or exercise rights. 14
Section 9-612(b) of the UCC provides that outside of consumer transactions, 10 days or more
before the earliest disposition is considered a reasonable time for notice. While this is certainly
shorter than the 21 days notice required for a sale of assets under Rule 2002 of the Federal Rules
of Bankruptcy Procedure, this minimum statutory period is misleading. First, under UCC 9611(c)(3)(B) and (e), a secured party will likely need to take specific steps, like requesting lien
searches to compile its notice list, at least ten days before giving the notice. Second, the ten-day
period is only the minimum required to satisfy the notice provisions of UCC 9-611. It does not
address the minimum period to conduct a commercially reasonable sale of the collateral. That
requirement, depending on the specific collateral, may be significantly longer than ten days.

G.

Deficiency Claims, Surplus and Application of Proceeds

Just as the UCC compensates for the lack of judicial process by providing detailed notice
requirements so that the non-creditor parties affected by the foreclosure are able to participate in
the process, it also specifies how the proceeds of the sale are to be allocated and how any
deficiency or surplus is addressed. For example, the UCC accommodates not just the application
of the proceeds to the secured creditor’s expenses and claim, but also, in certain circumstances,
to discharge junior liens. Most significantly, and in contrast to many bankruptcy sales, the
proceeds are available immediately and distribution need not wait until the confirmation of a
bankruptcy plan of reorganization.
The basic provisions are contained in Section 9-615 of the UCC. 15 Under UCC 9-615(a), the
secured party has the right to be reimbursed from sale proceeds for the reasonable expenses of
the foreclosure sale as well as reasonable attorney’s fees and legal expenses. UCC 9-615(d)
provides, generally, for the obligor to receive any surplus and to be liable for any remaining
deficiency. UCC 9-615(f) guards against self-dealing by providing that in the event the
disposition is to a person related to the secured party, the deficiency must be calculated as if the
disposition was to an unrelated party.
H.

Strict Foreclosure

14

UCC 9-611, which requires, in subsection (c), notice to the debtor, any secondary obligor and certain
parties claiming an interest in the collateral.

15

Section 9-627 of the UCC addresses actions in which the amount of the deficiency or surplus, calculated in
accordance with UCC 9-615(f), is at issue.
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In addition to the sale of collateral discussed above, the UCC also provides for the secured party
to take possession of the collateral directly. Though not identified as such in the statute, this
process is called “Strict Foreclosure” and it is governed primarily by UCC 9-620 and UCC 9621. If the secured party takes possession of the collateral but still has a deficiency claim, it is
called “Partial Strict Foreclosure” and if there is no deficiency claim, it is called “Complete Strict
Foreclosure.” While there are several specific requirements for effecting both complete and
partial strict foreclosure, the debtor’s consent is needed for Partial Strict Foreclosure and its nonobjection is required for Complete Strict Foreclosure, as well as non-objection after notice being
required from a variety of affected parties, including other lienholders in the collateral. UCC 9620 and UCC 9-621. Generally, the objection period is 20 days from the notice being sent.
Because partial foreclosure results not only in the loss of the collateral, but also in a deficiency
claim against the debtor, the requirements for partial strict foreclosure are a bit more stringent,
e.g., the debtor’s consent must be in writing, UCC 9-620(c)(1), and the debt obligation cannot be
the result of a consumer transaction, UCC 9-620(g). Presumably, both these requirement reflect
a heightened concern about the possibility of a debtor not fully understanding the process and
being saddled with liability for the deficiency claim even after losing the asset.
I.

Conclusion

While the typical UCC foreclosure sale will not always be the best solution, or even an available
option, it does offer certain advantages over a bankruptcy sale: it is quick and cheap and able to
address many junior liens. It also provides the secured creditor with a great deal of control. For
the latter reason, and because a foreclosure interferes with the debtor’s prospects for
reorganization, foreclosures are often pre-empted by a petition for relief in bankruptcy,
eliminating the option. But when debtors recognize that their pledged assets must be sold, that
the prospects for a reorganization are dim, that the variety of potential secured claims against the
subject assets are known and simple and that a court order selling the assets free and clear is not
needed by prospective buyers, a foreclosure sale may be the best and most efficient and costeffective process for all parties. Certainly, it is an option that ought to be considered by secured
lenders before assuming that a 363 sale in a bankruptcy is their only option.
II.

ASSIGNMENTS FOR THE BENEFIT OF CREDITORS

A.

Introduction: What is an ABC?

An assignment for the benefit of creditors (“ABC”) is a state law insolvency proceeding
designed to effect a quicker, less expensive liquidation than a chapter 7 bankruptcy. In an ABC,
the debtor transfers all of the property it owns at the time of the assignment to an assignee. 16 In a
role similar to that of a trustee in bankruptcy, the assignee accepts the assets of the debtor,
liquidates them, and distributes the proceeds to a creditor. 17 The ABC is a liquidation
proceeding that does not allow the company to continue to operate its business, or seek
rehabilitation.
16

15A Fletcher Cyc. Corp. § 7388 (2010).

17

15A Fletcher Cyc. Corp. § 7381 (2010).
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Laws governing ABCs vary from state to state. They can either be rooted in common law or
statute. 18 Whether or not the assignment process requires court supervision also varies from
state to state. 19 While the debtor is required to hand over all of its assets to the assignee, in
general, a company does not dissolve when an ABC is made. 20
B.

What Type of Debtors Can Make an ABC?

Because of the limitations in the ABC process, there are very few debtors who may find ABCs a
useful tool. Since ABCs do not provide for the discharge of debts, individuals and partnerships
generally do not use them. 21 Therefore, typically corporations use the ABC process. 22
However, sometimes corporations are prohibited from making an ABC. In some states, an ABC
may not be a viable proceeding for a corporation due to statutes that declare transfers or
assignments by corporations when they are insolvent or in the “zone of insolvency” to be void. 23
This may be especially true of banking, insurance and railroad corporations. 24
ABCs also may not be practical for publicly-held corporations because an ABC involves the
transfer of substantially all of the corporation’s assets. Under the law of most states, a sale,
lease, exchange or other disposition of all, or substantially all, the property and assets of a
corporation not in the usual and regular course of business must be approved by shareholders. 25
Generally speaking, however, when an ABC is prohibited by law or by the articles of
incorporation or bylaws of a corporation, the board of directors or trustees, but not the officers,
of a corporation typically have the power to authorize an ABC. 26

18

Geoffrey L. Berman, General Assignments for the Benefit of Creditors: the ABCs of ABCs 3 (Dillon E.
Jackson ed., American Bankruptcy Institute 2006) (2000).

19

Geoffrey L. Berman, General Assignments for the Benefit of Creditors: the ABCs of ABCs 3 (Dillon E.
Jackson ed., American Bankruptcy Institute 2006) (2000).

20

15A Fletcher Cyc. Corp. § 7387 (2010) (citing Westchester Federal Savings and Loan Ass’n v. H.E.W.
Const. Corp., 286 N.Y.S.2d 382 (1968)).

21

Jeffrey Davis, Florida’s Beefed-Up Assignment for the Benefit of Creditors as an Alternative to
Bankruptcy, 19 U. FLA. J.L. & PUB. POL’Y 17, 18. (2008).

22

Id.

23

Fletchers, pg. 72.

24

Id.

25

MBCA (1984) § 12.02.

26

15A Fletcher Cyc. Corp. § 7381 (2010).
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ABCs also lack practicality insofar as the making of an ABC is typically an event of default
under most contracts. 27
C.

Role of the Assignee

“The assignee is generally someone who is not related to or directly involved in the management
or day-to-day operations of the debtor (i.e., a disinterested third party).” 28 Usually the assignee is
a lawyer or accountant with experience in liquidating businesses, but can also be a corporate
entity with such experience. 29 The troubled company must find an experienced assignee who
does not “fall asleep at the wheel” because courts may not be familiar with an ABC or have
limited resources and may not monitor the proceedings extensively.
The assignee is a fiduciary to all of the creditors, and the guideline for the carrying out his or her
fiduciary duties is the maximization of property for the estate. 30 The assignee “acts as the
advocate for the estate, selling off assets while optimizing the timing and value of the sales.” 31
Especially in states where ABCs are not court-supervised procedures, there is a certain lack of
oversight with respect to the assignee. There is no equivalent to the U.S. Trustee who would
monitor a bankruptcy proceeding. To that end, many states require that the assignee post a bond
in order to protect the creditors against the assignee’s potential misconduct. 32 Further, assignee
fees are commonly contingent upon sale proceeds, a practice which generally results in greater
recovery for creditors and aligns the assignee’s interests in the proper direction. 33
The assignee is a fiduciary to the creditors. However, to the extent that there is surplus in the
estate, the assignee may then be accountable to the debtor. 34
D.

Selected States - How it Works
1.

California

27

Cooley bankruptcy blog: http://bankruptcy.cooley.com/2008/03/articles/the-financially-troubledcompa/assignments-for-the-benefit-of-creditors-simple-as-abc/

28

Geoffrey L. Berman, General Assignments for the Benefit of Creditors: the ABCs of ABCs 4 (Dillon E.
Jackson ed., American Bankruptcy Institute 2006) (2000).

29

Id.

30

Geoffrey L. Berman, General Assignments for the Benefit of Creditors: the ABCs of ABCs 38 (Dillon E.
Jackson ed., American Bankruptcy Institute 2006) (2000).

31

Business Workouts Manual § 28:17 (2008).

32

Geoffrey L. Berman, General Assignments for the Benefit of Creditors: the ABCs of ABCs 9 (Dillon E.
Jackson ed., American Bankruptcy Institute 2006) (2000).

33

Business Workouts Manual, § 28:17 (2008).

34

See Linton v. Schmidt, 88 Wis. 2d 183 (1979); Admanco, Inc. v. 700 Stanton Drive, LLC, 2010 WI 76
(2010); 15A Fletcher Cyc. Corp. § 7389 (2010).
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California companies use ABCs most frequently, and recent use was spurred by the burst of the
dot.com bubble. Private equity and venture capital companies used ABCs as a quick and
effective exit option—one that “minimized negative publicity for management.” 35 Those PE and
VC companies occasionally even purchased certain assets back from the assignee in the hope
that a second generation of the same technology would prove more profitable. 36 A professional
considering the use of an ABC in California should consider the following statutes:
Cal. Civ. Pro. Code § 493.020, which states simply that “notwithstanding any
other provision of this title, the defendant may make a general assignment for the
benefit of creditors.”
Cal. Civ. Pro. Code §§ 493.030-493.060, which terminate any lien of a temporary
protective order or attachment if the lien was created within 90 days prior to the
making of the ABC, and set out detailed instructions for the release of said
property to the assignee. Such liens, however, are reinstated under certain
circumstances, including if the ABC is set aside other than by the filing of a
bankruptcy petition.
Cal. Civ. Pro. Code §§ 1204-1204.5, which set forth the order of priority in which
creditors in a California ABC should be paid.
Cal. Civ. Pro. Code § 1800, which discusses the right of the assignee to recover
transferred property, and is discussed in detail infra.
Cal. Civ. Pro. Code § 1802, which requires that the assignee give written notice of
the assignment to the assignor’s creditors, equityholders, and other parties of
interest within 30 days after the assignment has been accepted in writing. The
assignee is also required to set a bar date for filing claims with the assignee
between 150 and 180 days after the date of the first written notice to the creditors
and parties in interest.
Depending upon the factual circumstances, attention should also be paid to:
Cal. Com. Code § 6103 (Bulk Sales, Application of Provisions);
Cal. Civ. Code § 3439.07 (Creditor’s remedies);
Cal. Civ. Code § 3340 (Transfer without delivery is void as to transferor’s
creditors).

35

Vivian Luo, A Preference for States? The Woes of Preempting State Preference Statutes, 24 BNK. DEV. J
513, 513 (2008).

36

Geoffrey L. Berman, General Assignments for the Benefit of Creditors: the ABCs of ABCs vii (Dillon E.
Jackson ed., American Bankruptcy Institute 2006) (2000).
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It is worthwhile to note that California does not require a public court filing to commence an
ABC. 37
2.

New York

New York entities use ABCs less frequently and the ABC law in New York is more antiquated.
A professional in New York considering the use of an ABC should give attention to NY Debt. &
Cred. Law §§ 1-24, which are the general New York provisions dealing with ABCs. Such
statutes require that the assignment be in writing and recorded, and that the debtor file schedules
with the clerk of the county that the assignment was recorded in, including “full and true
inventory of all such debtor’s estate at the date of such assignment.” 38
In New York, the ABC is supervised by the court, which has broad powers of administration
over the proceeding. The assignee is required to post a bond. Parties interested in the estate, if
directed by the judge, must receive at least ten days notice of all proposed sales of the property,
the declaration of time and payment of dividends, the filing of the interim account and the filing
of the final account of the assignee and the hearing thereon, and the proposed compromise of any
controversy. Unless otherwise ordered by the judge, sales of the debtor’s property are by public
auction.
The New York statutes do not create preferences for certain creditors in ABCs, except for the
wages or salaries of money held in trust for employees and cash deposits upon purchases for
future delivery of merchandise or services.
Depending on the factual circumstances, attention should also be paid to:
NY UCC LAW § 9-102(a)(52)(B) (definition of lien creditor);
NY Labor Law § 574 (priority of employee wages in an ABC).
3.

Delaware

In Delaware, the relevant statutes are Del. Code. Ann. tit. 10 §§ 7381-7387. Similar to New
York, schedules of the debtor’s estate must be filed with the Registrar in Chancery of the county
where the assignor is located. The assignee needs to give a bond with sufficient surety, which
needs to be approved by the Court of Chancery. The assignee also needs to render an account of
his or her trusteeship annually before the Register in Chancery of the proper county. Particular
attention should be paid to Del. Code. Ann. tit. 10 § 7387, which voids all preferential payments
to creditors in an ABC. 39
37

Cooley bankruptcy blog. http://bankruptcy.cooley.com/2008/03/articles/the-financially-troubledcompa/assignments-for-the-benefit-of-creditors-simple-as-abc/

38

Schedules are required to be filed, but according to Fletcher § 7386, failure to file such schedules will not
invalidate the assignment; Metro Burak Inc. v. Rosenthal & Rosenthal, Inc., 372 N.Y.S.2d 781 (N.Y. Sup.
Ct. 1975).

39

DEL. CODE. ANN. tit. 6, § 9301 (1999) (Lien Creditor).

- 13 PAGE 599

17

E.

Order of Priority

The transfer of the assets to the assignee is, at the outset, “subject to any and all existing liens
and the assignee is bound to honor all valid, i.e., perfected and enforceable, liens. . . Thereafter,
sales of assets and the administration of the assignment estate are subject to state-specific rules
and will generally require a hearing and court approval before any significant event can take
place.” 40
The order of priority of creditors may vary, to some extent, state to state, but in all cases the
government must be paid first. Pursuant to 31 U.S.C. § 3713, when any person indebted to the
government is insolvent, is without enough property to pay all debts, and makes a voluntary
assignment of property, the government shall be paid first.
Thereafter, while the rules of distribution vary, no distribution to general unsecured creditors
should take place until secured claims, taxes and priority wage claims have been paid. 41
Interestingly, it may be possible for the priorities of creditors to be modified based on principles
of equity, which is only available in rare circumstances in a bankruptcy proceeding. 42
F.

State Law on ABCs - Certain Actions Preempted by Bankruptcy Code

There are certain things that an ABC may not be able to accomplish due to preemption by federal
bankruptcy law. For example, if an ABC statute were to attempt to discharge a debt, it would be
an invasion of the field of bankruptcy. 43 The Ninth Circuit found this to be the case in
Sherwood v. Lycos, 394 F.3d 1198 (9th Cir. 2005). In Sherwood, the court noted “[t]hat the
state discharge statute may be compatible with (or even identical to) the federal discharge statute
makes no difference. Nor does it matter that a creditor may be able to opt out of the state
insolvency proceeding by commencing an involuntary federal bankruptcy proceeding; indeed,
according to Stellwagen, it does not even matter whether a federal bankruptcy act is in effect.” 44
Hence, ABCs do not provide for a discharge of debts.
The avoidance of preferential transfers may also be preempted by bankruptcy law, but it is a
matter upon which courts are split. As of 2008, twenty-two states had adopted statutes that
allowed the assignee to recover preferences, including California. 45 Much of the controversy
over preemption centers around Ca. Civ. Proc. Code § 1800.
40

Geoffrey L. Berman, General Assignments for the Benefit of Creditors: the ABCs of ABCs 4 (Dillon E.
Jackson ed., American Bankruptcy Institute 2006) (2000).

41

Geoffrey L. Berman, General Assignments for the Benefit of Creditors: the ABCs of ABCs 47 (Dillon E.
Jackson ed., American Bankruptcy Institute 2006) (2000).

42

Luo, 24 BNK. DEV. J. at 523 (citing Fansler v. Fansler, 253 Cal. Rptr. 186, 188-89 (Ct. App. 1988)).

43

15A Fletcher Cyc. Corp. § 7381 (2010); see, e.g., Stellwagen v. Clum, 245 U.S. 605, 615 (1918); Boese v.
King, 108 U.S. 379, 385 (1883).

44

Sherwood v. Lycos, 394 F.3d at 1203.

45

Luo, 24 BNK. DEV. J. at 516.
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Ca. Civ. Proc. Code § 1800 allows, in certain circumstances, the assignee of an ABC to recover
certain transfers of the property of the assignor made within 90 days before the date of the
assignment. However, in Sherwood, the Ninth Circuit Court of Appeals declared the exercise of
preference avoidance powers under § 1800 to be “inconsistent with the enactment and operation
of the federal bankruptcy system and . . . therefore preempted.” 46 The court reasoned that if an
assignee were to recover a preferential transfer under § 1800 and distributed the proceeds to
creditors, it would preclude a federal trustee from recovering the same sum under a federal
preference statute if a federal bankruptcy proceeding were to begin. 47 The court also reasoned
that upholding § 1800 would affect the incentives of the various parties to enter into a
bankruptcy proceeding. 48
However, other California courts disagree with the ruling in Sherwood, as do several states with
laws similar to Cal. Civ. Proc. § 1800. In Haberbush v. Charles & Dorothy Cummins Family
Ltd. P’ship, 43 Cal. Rptr. 3d 814 (2006), the California Court of Appeals disagreed with
Sherwood and found it “impossible to conclude that Code of Civil Procedure section 1800 is
inconsistent with ‘the essential goals and purposes of federal bankruptcy law[.]’” Haberbush, 43
Cal. Rptr. 3d at 817. The court in Haberbush concludes that § 1800 is not preempted by the
Bankruptcy Code.
This has left the validity of ABCs in California in a state of uncertainty.
G.

State Jurisdiction and Conflicts of Law

The validity of ABCs is generally governed by the law of the state in which the ABC is made,
but there is some authority that holds that the law of the debtor’s domicile governs. 49 It is also
important to note that when a state has a statutory, as opposed to common law ABC system, an
ABC in that state will “only operate upon property in the jurisdiction in which the assignment is
made, and with respect to property in other jurisdictions, the law there is controlling as to the
rights of creditors generally.” 50 This is due to the principle of comity, which does not require
one state to give effect to an ABC in another state when doing so would impair remedies or
lessen securities of its own citizens. 51

46

Sherwood v. Lycos, 394 F.3d at 1207.

47

Id. at 1206.

48

Id. at 1205.

49

15A Fletcher Cyc. Corp. § 7396 (2010).

50

15A Fletcher Cyc. Corp. § 7388 (2010); Judd v. J.W. Forsinger Co., 117 N.J.L. 35 (1936).

51

U.S. Trust v. Dodd, 173 U.S. 624 (1899); Van Schaick v. Parsons, 11 F. Supp. 654 (D. Mont. 1935); Muth
v. Educators Security Insurance Co., 170 Cal. Rptr. 849 (Cal. Ct. App. 1981).
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H.

ABCs v. Bankruptcy Code

There are many differences between a dissolution conducted via an ABC and a dissolution
conducted via a chapter 7 proceeding. ABCs are much less expensive than a chapter 7 filing,
and they can therefore potentially allow for a comparatively larger payout to creditors. In
addition, in a situation wherein assets are being sold off, an ABC can provide for a faster closing
on a sale than a 363 sale would.
On the other hand, the expense of a bankruptcy proceeding is tied to certain bankruptcy benefits
that an ABC simply cannot provide. A bankruptcy, for example, offers greater transparency.
Also, an ABC does not permit creditors to investigate the honesty of the debtor’s financial
statements the way a bankruptcy would. 52
Moreover, because ABCs are used infrequently, the ABC lacks the institutional formality and
widespread familiarity of a formal bankruptcy proceeding. Consequently, in states where ABCs
require court supervision, court clerks and other judicial support staff may be unfamiliar with the
documents involved and the procedures for docketing those documents. Filing properly may
require extensive coordination with the clerk’s offices. Additionally, the judges themselves may
not be familiar with ABCs or the process involved in an ABC proceeding.
A restructuring professional attempting an ABC would likely have to spend time not only
making sure that the court proceedings went smoothly, but also would need to monitor the
parties involved. An ABC does not provide for any sort of equivalent to a U.S. Trustee. It
therefore may fall to the lawyers to oversee the proceedings and ensure compliance with
fiduciary duties on the part of all of the parties involved.
In many states, an ABC does not give rise to an automatic stay, although an assignee can often
block judgment creditors from attaching assets due to the fact that the assignee holds the
property of the debtor in trust for the creditors and not for its own account. 53 However, the lack
of automatic stay leaves the debtor open to any judgments from lawsuits that were pending at the
time of the ABC. 54
Other differences between an ABC and bankruptcy include:
ABCs do not have the capacity for handling complexity. They are a simple procedure.
Bankruptcy proceedings provide a more “effective and efficient means of liquidating a
complicated estate involving disputed claims.” 55 As mentioned earlier, they may not be
suitable for certain types of creditors.

52

Fletcher, pg. 72.

53

Geoffrey L. Berman, General Assignments for the Benefit of Creditors: the ABCs of ABCs 6 (Dillon E.
Jackson ed., American Bankruptcy Institute 2006) (2000).

54

Luo, 24 BNK. DEV. J. at 524.

55

15A Fletcher Cyc. Corp. § 7382 (2010).
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ABC statutes generally do not have a provision similar to Section 503(b)(9) of the
Bankruptcy Code, so there is generally no analogy to the administrative claim priority
given to vendors who sold goods to the debtor during the 20 days prior to a
bankruptcy. 56
An ABC typically requires that an officer of the company has to “stay on board” to
ensure the ABC is properly executed and carried through.
In an ABC, there is generally no cap imposed on claims for certain liabilities, such as
damages stemming from the rejection of a real property lease and certain severance
obligations. 57
A potential buyer of assets may not be as comfortable purchasing assets from the
assignee as they might be purchasing assets via a sale consummated under Section 363
of the Bankruptcy Code. 58
Creditors who are unsatisfied with the ABC may be able to challenge the transaction as a
fraudulent conveyance and could try to force the buyer to pay more or to unwind the
deal. 59
Finally, one further point to consider in deciding between a bankruptcy proceeding and an ABC:
in many instances, a debtor can be pushed into an involuntary chapter 7 proceeding after an ABC
is commenced. It is possible that the bankruptcy court could exercise its right to abstention at
that point and force the creditors to continue with the state proceeding. However, it is also
possible that the debtor could wind up in an involuntary chapter 7.
In conclusion, while an assignment for the benefit of creditors can only be effectively used in
more limited circumstances and is less powerful than federal bankruptcy law, it can provide a
more expeditious and less expensive alternative to bankruptcy. Despite their limitations, ABCs
are being used with increasing frequency, and it behooves professionals dealing with insolvency
matters to familiarize themselves with the option.
III.

COMPOSITIONS

A.

Introduction: What is a Composition?

A “composition,” also known as the “common-law composition of creditors,” is an out-of-court
contractual arrangement between a debtor and its creditors whereby creditors agree to the
discharge of their respective claims against a debtor upon more favorable terms than those that
56

Cooley bankruptcy blog: http://bankruptcy.cooley.com/2008/03/articles/the-financially-troubledcompa/assignments-for-the-benefit-of-creditors-simple-as-abc/

57

Id.

58

Id.

59

Luo, 24 BNK. DEV. J. at 524.
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originally governed the claims. Compositions are most often entered into between a debtor and
unsecured trade creditors. The agreement is not, however, dissimilar to the types of restructuring
agreements commonly used to modify the terms of a secured creditor’s indebtedness.
Compositions provided the inspiration for Chapter XI of the Bankruptcy Act of 1898, which was
modeled after common law compositions. 60 Chapter XI of the Bankruptcy Act eventually led us
to the modern day Chapter 11 of the Bankruptcy Code of 1978, as amended, and proceedings
under the Bankruptcy Code have certainly been more widely-used and well-known than
compositions. However, out-of-court common law compositions remain available and are a
viable restructuring alternative, especially for smaller debtors. While compositions are typically
used in situations where the debtor’s obligations are primarily unsecured trade debt, there is no
reason a composition cannot involve other creditors such as landlords and equipment lessors, or
be used in conjunction with the restructuring of secured debt held by institutional lenders.
Compositions are generally inexpensive. 61 It avoids the expensive requirements of trustees,
committees, and their professional representatives which, with other costs of administration,
push junior interests “under water” and potentially diminish prospects for a successful
reorganization. Should all of a debtor’s creditors come to agreement, a composition can also
provide for a discharge of the debtor’s obligations in their entirety. In addition, commentators
have noted the composition “is sensible in that it avoids litigation and places the debtor's
financial problems in the hands of those equipped by resources and training to make the needed
business judgments.” 62
Notably, to be successful, compositions require the “near universal agreement of business’s
creditors” 63 and require “good faith, conciliation and candor.” 64
A composition arrangement typically involves an effort to reorganize a debtor’s capital structure
through the reduction in debt, but it could involve other cost-cutting and capital raising tools
often associated with a reorganization, including reducing leased space, selling assets or
obtaining new financing.
Because a composition is wholly contractual and voluntary, the more complicated the
arrangement is the less likely the debtor or a group of unsecured creditors can obtain the
agreement of the requisite number of creditors to the arrangement. The requisite number is
usually stated as a percentage, which is often 90% of the creditor’s holding claims subject to
compromise. The requisite percentage in any given situation is determined by the scope of debt
relief needed to provide effective relief to the debtor.
60

7 J. WILLIAM HICKS, EXEMPTED TRANSACTIONS UNDER THE SEC. ACT OF 1933 § 3:26, n.3 (2009).

61

10 William L. Norton, NORTON BANKR. L. & PRAC. 1 (3d ed. 2010).

62

1 BANKR. DESK GUIDE § 1:35 (2009).

63

10 Norton, Supra, Note 53.

64

Bankr. Desk Guide, Supra, Note 54.
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B.

What Type of Debtor Can Make a Composition?

Since compositions are contractual in nature, they can be used for any type of debtor, including
individuals, partnerships, limited liability companies and corporations. In practice, compositions
are more likely to be implemented by entities whose creditors (a) are limited in number, (b)
know the entity and its principals, (c) have a certain level of trust, and (d) have a vested interest
in seeing the entity survive as a continuing customer.
One possible reason for the decline in use of compositions during the last two decades is the vast
increase in the size of the market for distressed debt. As it became easier for creditors to sell
distressed debt, debtors generally became more estranged from their creditors.
A composition is more likely to succeed if it is explored early in the distressed situation, when no
particular creditor’s collection efforts have advanced far enough to give it an advantage over
other creditors in the race to judgment or judgment enforcement (or where creditors have sold
their positions). Obviously, the debtor’s business would be paralyzed if its bank accounts were
restrained or other assets were seized by an aggressive creditor.
Credibility, trust and commitment of management are also keys to a successful composition
arrangement. Chances of success are increased if the debtor retains reputable and competent
restructuring professionals.
The viability of the debtor’s operations after the implementation of a composition is also critical.
Like any reorganization, in court or out, if there is no core business that can become and remain
cash flow positive, there is nothing to reorganize.
Compositions will not work if the tools available in a bankruptcy proceeding are required or
deemed desirable by creditors. Examples of such tools include the automatic stay (to stop a
judgment creditor from seizing assets), rejection of executory contracts with limitations on
resulting damage claims, use of cash collateral upon a showing of adequate protection, avoidance
actions and the ability to sell assets free and clear of liens.
If these statutory and court-enforced tools are not required, however, a composition may serve as
an effective low-cost alternative to a chapter 11 proceeding.
Conversely, there may be situations in which bankruptcy is not only unnecessary, but cannot be
used to restructure an entity’s debts. An out-of-court restructuring, pursuant to a composition
agreement, may present a better alternative. For example, certain types of transactions, such as
derivative contracts, are not always subject to the Bankruptcy Code’s automatic stay and may be
terminated at the non-debtor counterparty’s option. In transactions where a significant portion of
the value is contained within derivative contracts, such as mortgage securitization pools or power
or other commodity traders, a bankruptcy filing could be unavailing—or even chaotic. Similarly,
a bankruptcy court can not effect relief as against non-debtors—for example the release of
guarantees—which may be essential for an overall restructuring. In circumstances such as these,
because consent of certain key constituencies is needed, a bankruptcy can not be used to force a
result and contractual composition may represent the superior approach.
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In sum, in situations where a composition might work and be beneficial for a debtor and its
creditors, the keys to success include:
an early dialogue between debtor and creditors;
involvement of nearly all creditors in the workout discussions;
a means of regular communications with creditors;
formation of a committee of creditors to negotiate with the debtor and make
recommendations to the creditor body; and
retention of competent professionals, both for the debtor and the creditors’
committee.
C.

The Composition Agreement

The composition agreement, like any contract, should contain the appropriate terms and
conditions for the particular situation, and is limited primarily by the creativity of the parties and
their professionals. One debtor may be able to pay its creditors in full (often called an extension
agreement), but just needs time. Another debtor may need its creditors to take a “haircut” (often
called a compromise settlement). Composition agreements can include options for creditors to
cash out early by selling their claims to investors. Such agreements may also contemplate
convenience classes as such classes are used in bankruptcy plans, which can reduce the number
of creditors who have to sign the agreement (analogous to the manner in which Section 1122 of
the Bankruptcy Code provides for the designation of separate classes of similar claims, or
separate classes of unsecured claims so small that it is necessary and reasonable to group them
together for the sake of administrative convenience).
A relatively simple composition agreement might contain some or all of the following
provisions:
recitals regarding the debtor’s financial woes and the background on how the
agreement was reached;
an extension on the due dates of payments or the permanent reduction of debt;
an acceptance condition tied to a percentage of creditors signing on to the agreement;
an escrow agent to receive and distribute payments from the debtor (the creditors’
committee counsel often fills this role);
a provision for dealing with disputed claims (usually distributions for such creditors
are set aside until the matter is resolved in litigation, arbitration, mediation or
negotiations between the parties);
agreement of creditors not to file a bankruptcy petition absent specified defaults under
the agreement;
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designation of a creditors’ committee, with limitations on liability and granting of
certain discretionary powers (such as to file a petition based on certain subjective
criteria, like a material change in the debtor’s financial condition or discovery of facts
indicating fraud) and the right to direct the actions of committee counsel;
covenants, including as to asset transfers and sales, salaries of officers, incurrence of
debt, financial reporting, etc.;
default provisions, including payment and covenant defaults, a bankruptcy filing,
failure to pay taxes, etc.;
remedies upon default, including creditor release from the constraints of the
agreement;
a clawback provision that allows the creditors to assert their full claims upon a default
or in a bankruptcy;
subordination of insider loans; and
typical provisions regarding choice of law, venue, integration, counterparts, etc.
The agreement will typically include as an exhibit a consent form for creditors to agree to be
bound by the agreement, often serving also as a “proof of claim” form.
The composition agreement will often be achieved by the committee’s solicitation, through a
letter similar to those sent by official creditors’ committees in support of bankruptcy plans. The
solicitation letter is often short, enclosing the agreement and providing a very brief (one or two
paragraphs) summary of the gist of the agreement, together with a recommendation and brief
explanation as to why the agreement is better than the alternatives, such as the fact that the
secured creditor would likely get all the assets in a liquidation.
Finally, it should be noted that a composition agreement can be used in conjunction with the
aforementioned assignment for the benefit of creditors. 65 A composition agreement is typically
used in an instance where the debtor plans on restructuring with a goal towards continued
existence, whereas an assignment for the benefit of creditors is typically used in a situation
where liquidation of the debtor is the goal. However, unlike composition agreements,
assignments for the benefit of creditors do not provide a debtor with a discharge of their debts.
Theoretically, a composition agreement could be entered into between a debtor and its creditors
to provide a discharge to the debtor. Thereafter, an assignment for the benefit of those creditors
could be undertaken, allowing the logistics of an orderly dissolution to be handled by a thirdparty assignee as opposed to the debtor. Essentially, the combination of an assignment for the
benefit of creditors combined with a composition agreement could provide for the discharge of
debts in an out-of-court liquidation scenario.

65

James E. Snyder, Sr., N.C. Corp. L. & Prac. § 19.1 n.4 (4th ed. 2009).
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D.

Sample Agreements

A sample composition agreement may be found attached to the following article: Thomas
Lindahl, Alternatives to Bankr.: A Primer on Composition Agreements, 28.3 MICH. BUS. L.J. 43
(2008), available online at: http://www.michbar.org/business/BLJ/Fall%202008/lindahl.pdf

IV.

RECEIVERSHIP

A.

Introduction: What is a Receivership?

In general, a receiver is a disinterested person appointed to collect and protect property that is the
subject of diverse claims (for example, because it belongs to an insolvent entity or is otherwise
subject to litigation). 66 A receiver’s powers and responsibilities are proscribed by the documents
that underlie his appointment. Such appointment can be made by a court order, regulatory
department action, or private agreement. Though a receiver’s powers may vary, as discussed
below, a receiver is generally empowered to make major decisions and acts as a custodian of the
company’s property, including its funds.
Receiverships are usually appointed after an entity fails to pay debts as they come due, or fails to
meet legal obligations. Receivers typically are appointed to liquidate or wind up the affairs of an
entity, but appointment of a receiver alone does not technically effect a dissolution of an entity.
A receiver may be empowered to continue to operate the business as a going concern. Notably,
the appointment of a receiver is generally seen as a drastic remedy, 67 and commentators have
counseled that receivers should only be appointed where insolvency is shown and it appears that
there is danger that the assets will be misappropriated or wasted. 68
One of the primary distinctions between a receivership and a bankruptcy proceeding is the party
that usually seeks to implement such a restructuring approach. Receivers are not appointed in
the interest of the corporation. 69 Rather, they are appointed in the interests of the creditors or
stockholders, and only a creditor or stockholder may ask a court to appoint a receiver. 70 A
receiver is a fiduciary to all creditors of the controlled entity—not just the entity that sought its
appointment. While there is “no objection to a board of directors, with the approval of a
majority of the stockholders, procuring a bona fide creditor to sue for a receiver, where they act

66

BLACK’S LAW DICTIONARY (8th ed. 2004).

67

See In re Di Bona, 357 N.Y.S. 2d 71, 71 (1st Dep’t 1974).

68

15A Fletcher Cyc. Corp. § 7720 (2010).

69

Jones v. Maxwell Motor Co., 13 Del. Ch. 76 (1921).

70

15A Fletcher Cyc. Corp. § 7687 (2010).
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in good faith,” 71 the nature of a receivership makes it virtually impossible to implement without
the knowledge of creditors.
Simply put, receivership is an option that may be difficult for a company to implement
voluntarily, and if it is available, is more likely to function as an alternative to a Chapter 7
liquidation rather than a Chapter 11 reorganization.

B.

Types of Receiverships

There are numerous types of receiverships—many of which will not be discussed in this
article. 72 This article will focus on consent receiverships and equity receiverships.
The first type of receivership discussed is a “consent” or “friendly” receivership. A friendly
receiver is one appointed at the request of friendly creditors and the corporation joins in the
prayer for relief. The purpose of such a receivership is generally “to hold off the more urgent
and burdensome creditors and give the corporation, its major creditors, and stockholders a
chance to work out a way to reorganize or rehabilitate the company.” 73 Friendly receiverships
have been condemned by courts, based on the premise that “a receiver is an officer of the court,
and should be as free from ‘friendliness’ to a party as should the court itself.” 74 In spite of such
concerns, consent receiverships are still employed.
The second type of receivership discussed is an “equitable” receivership, in which a receiver is
appointed by a court through the exercise of its equitable power, usually upon request by a party
to a litigation. Such a receiver’s power is defined and limited by the court’s order. Frequently,
there is no defined test under applicable state law for the appointment of a receiver; rather the
court refers to the facts and circumstances of the instant situation to determine whether a
receivership appointment would be equitable. 75 The appointment of an equitable receiver is
reviewed using an abuse of discretion standard.

71

15A Fletcher Cyc. Corp. § 7694 (2010).

72

The following receiverships will not be explored in this article: (1) federal regulatory receiverships—
receivers appointed in government enforcement actions, such as fraud cases brought by the Securities
Exchange Commission; and (2) statutory receiverships— most states have statutes conferring authority to
place companies in receivership, either generally, or in specific situations other than for dissolution. These
types of receiverships may also be industry specific, e.g., insurance companies or health care providers.
Additionally, a receiver may be appointed based on a contract. Typically, a security agreement may
provide for the ability to appoint a receiver in certain circumstances. These types of receiverships are more
common in Europe and Canada. These “contractual” receivers typically only have authority over property
that constitutes collateral, so the scope of security interest is very important.

73

15A Fletcher Cyc. Corp. § 7666 (2010).
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Harkin v. Brundage, 276 U.S. 36, 55 (1928).

75

See, e.g., Jouflas v. Wyatt, 646 P.2d 946 (Colo. App. 1982).
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Federal courts employ a test similar to that used in preliminary injunction inquiries to determine
whether a receiver should be appointed. Such a test counsels that the following factors should be
weighed: the existence of a valid claim by the movant; fraudulent conduct on the part of the
defendant; imminent danger that property would be lost, concealed, injured, diminished in value,
or squandered; inadequacy of other remedies; balance of harms; plaintiff’s probable success in
the underlying action; and possibility of irreparable injury to plaintiff’s interest in property. If a
secured party is properly pursuing its claim in federal court, the court has ancillary jurisdiction to
appoint a receiver. Furthermore, a district court may appoint a receiver, even for property
located outside its geographical jurisdiction, although minimum contacts are still required for the
district court to exercise jurisdiction. 76
C.

General Responsibilities of a Receiver

A receiver is an officer of the appointing court. A receiver has those powers conferred by
statute, if any, including those reasonably or necessarily implied from such statute, those
expressly conferred by the court’s appointment order, and those reasonably or necessarily
implied from such order.
Typically, a receiver will be tasked with identifying the assets and liabilities of the entity, taking
possession of assets and property, marshaling assets, and sometimes serving as management of a
debtor’s business. Generally, the receiver will be required by an appointing order to issue
regular reports as to the state of the assets. Because receivers may exercise great control over a
company’s entire operations, receivers typically must post a bond.
A receiver is generally compensated from the property over which he acts as receiver.
Compensation structure varies and can be based on an hourly rate, a flat monthly fee, or
percentage of funds managed or distributed. A receiver is typically given discretion to retain and
compensate employees and professionals from estate assets to assist in his duties.
D.

Key Attributes of a Receivership

There are key aspects to a receivership that are similar to the powers of a debtor and benefits
inherent in a Bankruptcy Code proceeding.
First, all defendants and their assets, including affiliated entities, may be dealt with in a
single action in a single location, and the receiver may bring suit in the receivership court
against anyone, anywhere. This feature of receiverships is similar to “related to” jurisdiction
of a bankruptcy court; however, the receivership court’s power does have jurisdictional
limitations.
Summary procedures may be utilized in resolving various claims, both against and on behalf
of the receivership entities, so long as basic principles of due process are honored. This is
similar to the procedure of filing proofs of claim in a bankruptcy court in order to determine
creditors’ claims in that it provides an efficient method for resolving claims against the
debtor.
76

28 U.S.C. § 754.
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The court appointing a receiver may enjoin actions against the receivership estate to assist in
the efficient administration of the receivership estate (similar to an automatic stay). The
injunction is not, however, automatic, as is the case for the stay under the Bankruptcy Code.
Whereas a receiver usually sells the entity’s property subject to all existing liens,
encumbrances, and obligations, a court does have the power to order the sale of property free
and clear if the need is apparent and the proceeds of the sale will be sufficient to pay lien
claimants. In a receivership, this process may require joining all secured creditors to the
proceeding.
Similar to sales under Section 363 of the Bankruptcy Code, both public sales and private
sales are authorized in federal receiverships. 77 While a bankruptcy court has broad discretion
in determining whether a private sale is appropriate, a federal court presiding over a
receivership action must appoint three disinterested appraisers, and may not approve a sale
that is less than 75% of the appraised value. Further, the court may not approve a private sale
if there is a competing offer that is at least 10% greater. 78 These requirements are dispensed
with only in rare circumstances. 79
The receivership court is not bound to follow the priorities among claims set out in the
Bankruptcy Code, nor in the particular state insolvency laws, though courts may look to
those priority rules for guidance. Priority rules may, however, be created by statute, by an
agreement among the interested parties, or by common law. Also, as compared to a
bankruptcy proceeding, an equitable receiver may have much greater flexibility in
developing distribution plans, particularly in SEC proceedings when disgorgement has been
ordered. A court need only find the receiver’s plan in such circumstances to be rational.
Similar to the avoidance powers provided for in Chapter 5 of the Bankruptcy Code, a
receiver may sue on behalf of an entity to recover assets that were involved in fraudulent
transactions. The receiver may sue even if the entity participated in a fraud, so long as the
entity is no longer under the control of the individual(s) who perpetrated the fraud.

77

28 U.S.C. § 2001.

78

28 U.S.C. § 2001(b).

79

See Tanzer v. Huffins, 412 F.2d 221 (3d Cir. 1969) (upholding an expedited sale of corporate property
because of extraordinary circumstances and dire financial condition of the corporation).
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E.

Termination of Receivership

While receiverships are frequently portrayed as inevitably leading to liquidation, receiverships
can have a rehabilitative aspect. Going concerns do emerge from receivership. Both Universal
Studios and the Long Island Rail Road were in receivership for extended periods of time, for
instance. Receivership can also be a bridge to a bankruptcy proceeding. 80
Accordingly, though a receivership may not allow a company to employ all of the tools of a
bankruptcy filing, and can be difficult to implement without a “friendly” creditor, it can be seen
as one restructuring tool in a multi-pronged approach. For creditors, it may allow them to usurp
unfriendly (or worse, destructive) management until a restructuring plan can be formulated and
sold to all creditors. For debtors, they can potentially take advantage of a “friendly” receivership
to stem certain creditor action without incurring the cost and time of a bankruptcy, as well as the
requirements of prompt plan formulation.

VI.

CONCLUSION

As examined above, alternatives to a bankruptcy procedure are available to, and should be
considered by, restructuring professionals when facing a distressed business. These
supplementary approaches include UCC Foreclosure, Assignment for the Benefit of Creditors,
Composition and Receivership. While each of these options contain their own disadvantages,
they serve as unique tools in an arsenal of restructuring options.
In general, UCC Foreclosures provide secured creditors with a state law remedy to take control
of or sell the collateral securing their debt. Although similar to a 363 sale, a restructuring lawyer
may prefer foreclosure because of its expediency and lower costs. Foreclosure, however, lacks
the predictability and certainty of a bankruptcy proceeding since it is generally not accompanied
by a court order approving the sale. This absence creates the risk of future litigation and secondguessing, but such risks may not always be material to certain debtors, creditors or buyers. A
UCC Foreclosure might therefore be an appropriate solution when debtors recognize that the
prospects for a reorganization are dim and that their assets must be sold, where the universe of
secured claims against the subject assets are known and simple and where a court order selling
the assets free and clear is not needed by prospective buyers.
Another alternative procedure is an ABC, which is comparable to a bankruptcy liquidation
process. An ABC entails a transfer of all of the debtor’s assets to an assignee, who in turn,
liquidates the assets and distributes the proceeds to the creditors. ABCs are less expensive than a
chapter 7 bankruptcy proceeding, so they can provide potentially bigger returns for creditors. An
ABC also offers a faster sale process than a 363 sale. Despite these advantages, however, the
80

See Gilchrist v. General Electric Capital Corp., 262 F.3d 295 (4th Cir. 2001) (despite a district court
receivership order directing no action against debtor assets, fifty creditors filed an involuntary bankruptcy
petition against the debtor. The district court’s attempt to hold the creditors in contempt was unsuccessful,
as the commencement of the bankruptcy case granted exclusive jurisdiction over the property of the estate,
and the automatic stay prevented continuance of the receivership proceeding).
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ABC process is hampered by certain limitations, including the lack of transparency and the lack
of widespread familiarity among practitioners and the courts with the process. In addition, an
ABC is usually deemed a contractual default for which there is no protective automatic stay. For
that and other reasons, ABC proceedings do not preclude an involuntary bankruptcy liquidation.
Despite these limitations, ABCs are becoming a more frequently-used approach and provide
another tool for restructuring lawyers.
A third option is a composition, which is an out-of-court contractual arrangement between a
debtor and its creditors (usually unsecured) whereby the creditors agree to discharge their claims.
Such an agreement will, among other things, allow a debtor to reduce its debt. Compositions are
are generally an efficient and inexpensive process and, when widespread creditor consent can be
obtained, can provide for practically a complete resolution of the debtor’s obligations.
Finally, a receivership is also a procedure that can be implemented in place of a bankruptcy
proceeding. A receiver is a person appointed, either by a court order, regulatory department
action or private agreement, to liquidate or wind up the affairs of an entity or to continue the
operations of a business to the benefit of the creditors. Some of the advantages of a receivership
include the flexibility to usurp an unfriendly management until a restructuring plan is formulated
as well as the ability to avoid the cost and time incurred during the bankruptcy process.
While a bankruptcy proceeding is a powerful and comprehensive mechanism, under certain
circumstances, these four alternatives can provide a less complex and cheaper solution. Under
other circumstances, however, these procedures are outweighed by the advantages provided by a
formal bankruptcy process. At the very least, these alternatives serve as options that ought to be
considered by a restructuring professional before commencing a bankruptcy proceeding.

November, 2010
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Supplementary Materials to:
Non-Bankruptcy Alternatives to Restructurings and Asset Sales
Authored by: Richard E. Mikels and Charles W. Azano
Mintz, Levin, Cohn, Ferris, Glovsky & Popeo, P.C.

Introduction:
The article accompanying these supplementary materials was drafted by the Committee of
Bankruptcy & Corporate Reorganization of the Association of the Bar of the City of New York
and originally published in November 2010 (the “New York City Bar Article”). It has been
reprinted with the permission of the Association of the Bar of the City of New York.

This supplement provides some additional information and analysis by the panelists on the nonbankruptcy alternatives discussed in the original article.

I.

Foreclosures
A.

Real Estate Foreclosure

In addition to UCC foreclosures, which are discussed at length in the New York City Bar
Article, real property can also be foreclosed upon under state law. Foreclosure procedures vary
by state and can include judicial foreclosures and non-judicial foreclosures. Some states provide
procedures for strict foreclosure as well. The speed with which a foreclosure can be completed
varies significantly by state, with New York, New Jersey and Illinois being among the states
with the longest average times to complete the process.
A significant risk with both real estate and personal property foreclosures is that the
project, property, or business may be “mothballed.” The lender may not want to operate the
business pending the foreclosure. Since businesses operated as a going-concern are generally far
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more attractive to buyers, foreclosing mortgagees may receive significantly less for businesses
that have been shuttered.
As an alternative to the lender commencing a foreclosure, in some instances, borrowers
may attempt to sell assets on their own. While ultimately dependent on organizational documents
and state law, selling substantially all of a borrower’s assets will likely require a shareholder vote
or other applicable authorization. Borrowers also need to work with their lenders to ensure that
liens are released on the property being sold. In the event the proceeds of such sales are not
sufficient to pay all creditors in full, there is also a risk that unpaid creditors will seek to
characterize the sales as fraudulent transfers. Directors, therefore, need to be aware of their
fiduciary duties when selling assets. Also, buyers of assets from an insolvent entity need to be
concerned that fraudulent conveyance claims will be asserted long after the sale closes.
B.

Successor Liability

An important consideration for lenders contemplating a UCC foreclosure as an
alternative to bankruptcy (as well as buyers) is successor liability. While successor liability is a
matter of state law, in general, a successor corporation will be liable for the obligations of the
seller corporation if the plaintiff can show: (i) the successor expressly or impliedly agreed to
assume the liability of the seller corporation; (ii) the transfer was a de facto merger or
consolidation; (iii) the successor is a “mere continuation” of the seller corporation; or (iv) the
transaction was fraudulent. While the sale of estate assets in a bankruptcy generally includes a
finding the by the court that they are “free and clear” of claims and interests in the property,
UCC foreclosures do not automatically insulate buyers from successor liability. Accordingly, in
some instances, courts have found that a buyer acquiring assets at a foreclosure sale may remain
liable for the obligations of the seller. The type of business and risk of successor liability will
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inform the ultimate decision of whether a UCC foreclosure sale (or sale by the debtor) carries
undue risk. For a more detailed discussion of these risks, see Richard E. Mikels and Adrienne K.
Walker, Will New Successor Liability Cases Send Companies Back to Chapter 11 for Asset
Sales, ABI Journal, Vol. XXIX, No. 1, February 2010. A copy of this article is attached as
Exhibit A.
Assignments for the Benefit of Creditors
One benefit to the debtor of an assignment for the benefit of creditors is that the assignee
is usually chosen by the debtor. In a chapter 7, the trustee is chosen from a panel put together by
the US Trustee for the district (in those districts that have a US Trustee). There is no way of
knowing who the trustee will be or what his experience has been. Sometimes the trustee can be
quite litigious and aggressive. This is sometimes good for creditors, but sometimes it causes
expense and delay. In many cases, assignees may view their primary role as limited to
liquidating the assets they are assigned. Accordingly, an assignee, even if he or she holds causes
of action previously owned by the debtor, is unlikely to take as aggressive an approach to
reviewing such causes of actions as would a chapter 7 trustee. However, an assignee should
investigate whether the rights of a trustee in bankruptcy would yield a better recovery for
creditors because of the trustee’s additional rights (preferences, fraudulent conveyances, etc.). If
so, the assignee can ask three creditors to file an involuntary proceeding. Such a decision ought
to be considered carefully because an assignment is usually much less expensive and any
dividend is usually delivered to creditors much more quickly than in a bankruptcy.
As set forth in the New York City Bar Article, an assignment for the benefit of creditors
uses many of the same procedural tools as a bankruptcy, yet the statutory powers of the
Bankruptcy Code are unavailable so there are key differences. Assignees generally establish a
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claim process similar to that in a bankruptcy, with proof of claim forms and a stated bar date.
Assignees, however, are not able to cap landlord claims as could a bankruptcy trustee. Nor do
assignees have the ability to deal with executory contracts as would a trustee under Section 365
of the Bankruptcy Code. Assignees generally cannot sell assets “free and clear” and therefore
there can be a risk of successor liability to a buyer. Consent from all secured parties may be
necessary before a sale can take place without liability to the buyer on secured debt. Assignees
generally sell assets on an “as is/where is” basis without significant representations and
warranties. As stated above, in some states a court oversees the process and might provide
buyers with greater protection. However, that usually means a more cumbersome process. While
an assignment for the benefit of creditors does not give rise to the automatic stay like a
bankruptcy, creditors will be limited in the actions they can take since the assets of the original
debtor are generally transferred to the assignee. Thus, absent being able to follow the assets into
the hands of the assignee, creditors can only pursue the now-empty shell of the original debtor.
Additionally, many states treat the assignee as having a lien on all of the debtor’s assets, once
transferred, that is senior to subsequent liens, or consider the assets held in trust for the benefit of
creditors. One limit on these rights is that in some states the assignee’s priority will only extend
to the aggregate amount of obligations for which the assignee has received consent. Accordingly,
in such a state (Massachusetts, for example) an assignee should try to obtain as many consents as
possible, even if those consents are from insiders.
Following an assignment for the benefit of creditors, there remains the possibility of a
bankruptcy. One purpose of a subsequent filing is to allow a trustee in bankruptcy to pursue
preferences, breach of fiduciary duty, or fraudulent transfer actions. In some instances, assignees
will seek to have fraudulent transfer claims assigned to the assignee as part of the initial
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assignment to allow the assignee to bring the claims on behalf of the consenting creditors. In the
event of a subsequent bankruptcy, assignees must also be aware of Sections 305(a) and 543 of
the Bankruptcy Code. Section 305(a) allows the court to dismiss or suspend a case if the interests
of creditors and the debtor would be better served by such dismissal or suspension. In the event
of an already-commenced assignment for the benefit of creditors, dismissal may be appropriate.
Section 543 provides that if the bankruptcy of an assignor is commenced 120 days after
appointment of a trustee or date that the assignee took possession of assets, then the assignee
must turnover such assets to the bankruptcy trustee and file an accounting of the property
assigned to the assignee. If more than 120 days pass between the assignment or taking possession
of assets and the bankruptcy filing, the bankruptcy court may excuse compliance with these
requirements unless compliance would be necessary to prevent fraud or injustice.
An example of an agreement for an assignment for the benefit of creditors is attached as
Exhibit B to these materials. It should be noted that in some states, such as Florida (see Fla. Stat.
§727.104(1)(b)), the form of agreement is prescribed by statute.
II.

Compositions
As noted in the New York City Bar Article, a composition is an out-of-court contractual

arrangement between a debtor and its creditors whereby creditors agree to discharge their claims
against the debtor in exchange for receiving more than they would if the debtor were liquidated,
but still generally less than they are owed. In some compositions, the creditors will receive all
that is owed them, but over a period of time. In some cases the initial message from the debtor to
its creditors will not contain an offer, but rather tells creditors they can expect an offer by a date
certain (after analysis can be completed), asks for a moratorium on old debt and assures creditors
of payment on subsequent debt. Generally the goal of a composition arrangement is to allow the
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debtor to continue in business, which allows the debtor to pay a portion of its future income to
existing creditors. This makes the goal of the process more like a chapter 11 conducted out of
court.
Because a composition agreement is a contract, it only binds those creditors that agree to
its terms. This adds a level of insecurity for creditors that agree to the composition because there
is concern that hold-out creditors may pursue state law remedies and thereby gain an advantage
over creditors agreeing to the composition. In many instances the contract becomes enforceable
only in the event that consents are received from a high proportion of claimants. To address this
concern, some states allow for a trust mortgage, which allows the debtor to grant a mortgage to a
creditor representative to secure the obligations of the creditors agreeing to the composition.
Another area that may need to be addressed in the composition agreement is treatment of
vendors that agree to continue to do business with the debtors. Frequently, as part of the
composition agreement, vendors will agree to continue to ship on a COD basis, while their old
debts are paid under the terms of the composition agreement. This limits the ability of so-called
critical vendors from using their status to obtain more favorable treatment. If a debtor seeks to
pay a critical vendor, other creditors may complain about the terms of the trust mortgage or
composition being violated. In such a case, the composition could begin to unravel. It is
sometimes helpful if a creditor’s committee is formed who can help persuade other creditors to
cooperate. If a payment must be made to a particular creditor outside of the terms of the
composition, the committee can help convince creditors agreeing to the terms of the composition
that such action was in their collective best interest.
An example of a composition agreement is attached as Exhibit C to these materials.

PAGE 619

37

III.

Receiverships
One often used remedy for secured creditors is a receivership. As stated in the New York

City Bar Article, receivers are generally appointed by courts. Typically, the process to appoint a
receiver is commenced by a secured lender. The likelihood of appointment is increased
significantly if the lender’s documents provide for appointment of a receiver as a post-default
remedy. In many jurisdictions the request for a receiver is not a direct cause of action, but rather
must be requested ancillary to a recognized action. For example, a suit on the underlying note
may also seek the remedy of a receiver. In most cases, courts defer to the lender’s choice of
receiver. But this is not always the case, since the court maintains discretion over such matters. A
key benefit of appointing a receiver is that the receiver can operate the debtor’s business and
therefore maintain its “going concern” value.
Receiverships can proceed in both federal and state court, although, as is true in all cases,
establishing that a particular court has jurisdiction is a pre-requisite for relief. There are several
key distinctions between federal and state receiverships. In federal receiverships, courts are
generally more likely to adopt or analogize to provisions of the Bankruptcy Code. Thus, federal
courts are more likely than state courts to allow a receiver to sell property “free and clear” of
interests and claims. Then again, some state courts issue such orders and some federal courts
may have concerns about such orders. Orders authorizing sales of property generally provide
very few representations and warranties to the buyer.
The power and authority of the receiver is determined by the order appointing the
receiver. There is no “automatic” stay, but most court orders include provisions barring creditors
from taking action, and therefore courts effectively create provisions that have similar effect as
does the bankruptcy automatic stay. In a state court receivership, the court’s jurisdiction may be
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limited to the territorial boundaries of the appointing court. Thus, an ancillary proceeding may be
necessary to reach property and business assets, in particular real estate, located in other states.
This is less of an issue in federal receiverships. 28 U.S.C. § 754 vests a court-appointed receiver
with jurisdiction over property located in other districts, provided the receiver complies with the
requirements of the statute, including filing a copy of the complaint and order of appointment in
each district in which property is located.
One drawback of federal and state receiverships is that the judges presiding over the
cases are not as familiar with financially distressed situations as are bankruptcy judges, and even
less likely to be familiar with the Bankruptcy Code. Of course, under certain circumstances, this
can be a benefit as well. In some states, like Rhode Island, the receivership process is wellknown and highly-refined and the judges are very experienced in the process.
An example of an order appointing a receiver is attached as Exhibit D to these materials.
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Will New Successor Liability Cases Send
Companies Back to Chapter 11 for Asset Sales?
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C

hapter 11 was designed to be a
safe harbor for financially-distressed companies seeking an
opportunity to reorganize their businesses and balance sheets. However, trends
have taken place in both the chapter 11
practice and financial markets that have
made traditional reorganizations under
chapter 11 less common.
The use of §363 of
the Bankruptcy Code
to effectuate quick
sales of assets has
expanded exponentially over the last
10-15 years, due in
part to the fact that
chapter 11 provides
Richard E. Mikels
companies the protection necessary for
them to continue operations through the
sale of their assets, while allowing for
asset sales free and clear of most liens,
claims and encumbrances. Many believe
that chapter 11 has become mainly a
foreclosure vehicle for lenders seeking
to maximize returns on the disposition
of collateral. After all, if a company can
be operated until the sale, its assets can
be sold at closer to going-concern values
than if the company is shut down and
only liquidation values are realized.
While §363 sales became the dominant use of chapter 11 over the last
decade or so, there has been a counter-

About the Authors
Richard Mikels is a shareholder in Mintz
Levin’s Boston office and chairman
of the Bankruptcy, Restructuring
and Commercial Law Section.
Adrienne Walker is an associate in
the Bankruptcy, Restructuring and
Commercial Law Section.
trend at work in the past few years. The
authors perceive that parties, particularly in the small and middle markets,
have become bolder at trying to gain
the benefits of §363 while selling assets
outside of a bankruptcy court. Since
chapter 11 is, by its nature, expensive
and the use of out-of-court remedies
can possibly save substantial dollars,
before every chapter 11 is filed that

is difficult to get all of the benefits of a
going-concern value while freeing the
company from its overbearing unsecured
debt without a chapter 11, it is becoming
more common to try.
Two recent
Massachusetts
cases raise concerns
for parties seeking
to realize the benefits of chapter 11
through out-of-court
methods. It will be
interesting to see if
Adrienne K. Walker
these cases reflect
the beginnings of a
trend in attitude among courts nationwide, which may lead parties back to
chapter 11 in order to accomplish efficient sales while preserving going-concern value.

Feature
seeks a consensual §363 sale, the lender
must determine whether it is willing to
absorb the cost of the proceeding. The
costs may include, among other things,
large professional fees and continued
losses from operations.1
This counter-trend has manifested
itself in two ways: (1) for those cases
contemplating a §363 sale, the timeframe in which the sale is allowed to take
place has often been reduced, sometimes
to such a short number of days that the
opportunity to realize the best price is
diminished; and (2) out-of-court alternatives to chapter 11 are being utilized
with increasing frequency. Although it
1 Cost is not the sole factor. For example, sales inside of chapter 11 often
involve competitive bidding procedures that may be less-attractive to
potential purchasers. Debtors sometimes wish to avoid the glare of the
bankruptcy court spotlight on their activities.
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Successor Liability
Before analyzing these cases, a brief
primer on successor liability is warranted. As a general rule, a corporation that
purchases the assets of another corporation does not assume the debts and obligations of that corporation.2 A securedparty foreclosure sale is governed by
Article 9 of the Uniform Commercial
Code, which provides for discharge of
subordinate security interests in the collateral. A transferee that does not act in
good faith, however, will take the assets
subject to the rights of the debtor, the
enforcing secured party, and other secu2 15 William Meade Fletcher, et al., Cyclopedia of the Law of Private
Corporations §7122 (perm. ed., rev. vol. 2008); Nettis v. Levitt, 241
F.3d 186, 193 (2d. Cir. 2001); Polius v. Clark Equip. Co., 802 F.2d 75,
77 (3d Cir. 1986); Cargo Partner AG v. Albatrans Inc., 207 F.Supp.2d
86, 93 (S.D.N.Y. 2002); Mullen, D.M.D. v. Alarmguard of Delmarva Inc.,
1993 WL 258696, at *4 (Del. Super. Ct. June 16, 1993).
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rity interests or liens.3 In addition, Article
9 is silent on claims by unsecured creditors for successor liability against the
purchaser of the collateral.4 Therefore,
even if a foreclosure sale is properly
conducted, the buyer does not receive
statutory or judicial assurance that it is
free from successor liability.5
The laws of each state dictate the
instances under which a purchaser of
assets can become liable for a debtor’s
liabilities. 6 In a majority of jurisdictions, the general rule that an asset
acquirer does not assume the debts and
obligations of the seller corporation is
subject to four common-law exceptions.
A successor corporation will be liable
for the obligations of the seller corporation if the plaintiff can show: (1) the
successor expressly or impliedly agreed
to assume the liability of the seller corporation; (2) the transfer was a de facto
merger or consolidation; (3) the successor is a “mere continuation” of the seller
corporation; or (4) the transaction was
fraudulent.7
Express/Implied Assumption of Liability

When evaluating whether a buyer
has expressly or impliedly assumed the
seller’s liabilities, courts typically look
to the language of the contract controlling the asset sale. Courts have generally reserved liability to a successor
corporation to those instances in which
the successor corporation expressly
assumes the obligations of the selling
corporation.8 Moreover, “[i]t is settled
that a buyer of assets can avoid implied
assumption of liabilities by enumerating liabilities assumed and explicitly
excluding assumption of liabilities not
enumerated.”9 This exception is limited
in application because most well-drafted
asset-purchase agreements will expressly
and unequivocally exclude any liability
of the seller arising from or relating to
the assets or otherwise.
3 See UCC §9-617 & cmt. 4.
4 See, e.g., Glentel Inc. v. Wireless Ventures LLC, 362 F.Supp.2d 992,
999 (N.D. Ind. 2005).
5 See Ed Peters Jewelry Co. Inc. v. C & J Jewelry Co. Inc., 124 F.3d 252,
267 (1st Cir. 1997).
6 See id.
7 15 William Meade Fletcher, et al., Cyclopedia of the Law of Private
Corporations §7122 (perm. ed., rev. vol. 2008); Guzman v. Mrm/Elgin,
567 N.E.2d 929, 932 (Mass. 1991). See also Cargo Partner AG, 207
F.Supp. 2d 86, 88 (S.D.N.Y. 2002), Franklin v. USX Corp., 105 Cal. Rptr.
2d 11, 14 (Cal. Ct. App. 2001). In addition to these common law exceptions providing for successor liability, additional exceptions exist for
product, environmental and employment liability. These issues, while
interesting and often significant, exceed the scope of this article.
8 Compare Rosado v. Royal-Pak Systems Inc., No. 96 CIV 6741 (RPP),
1999 WL 105033, at *4 (S.D.N.Y. March 1, 1999) (holding successor
corporation liable where it had assumed obligations of selling corporation), with Krisher v. Monarch Mach. Tool Co. Inc., No. 93-CV-1162,
1994 WL 705264 (N.D.N.Y. Dec. 7, 1994) (granting successor corporation summary judgment on issue of liability when successor corporation
did not assume obligations of selling corporation).
9 Goldstein v. Gardner, 444 F.Supp. 581 (N.D. Ill. 1978) (citing
Klobendanz v. Joy Mfg. Co., 288 F.Supp. 817, 822 (D. Col. 1968)).

De Facto Merger

Fraud

Whether an asset sale is a de facto
merger is a fact-intensive analysis.
Generally, to establish a de facto merger,
courts consider the following factors:10
1. a continuity of the selling corporation’s enterprise, including management, personnel, physical location,
assets and general business operations;
2. a continuity of shareholders
resulting from a sale of assets in
exchange for stock, which is ultimately held by the selling corporation’s shareholders;
3. the immediate or prompt dissolution of the selling corporation’s business operations; and
4. the assumption by the purchasing corporation of all liabilities and
obligations ordinarily necessary to
continue the predecessor’s business
operations.
Not all of the above factors need be
present for a de facto merger to occur;
rather, the underlying principle in the
analysis is whether there was “intent
on the part of the contracting parties
to effectuate a merger or consolidation
rather than a sale of assets.”11

If the transfer of assets to the purchasing corporation is for the fraudulent purpose of escaping liability for the
seller’s debts, the purchasing company
may be liable as a successor. 16 While
this exception is often cited in treatises,
it is rarely invoked by the courts, perhaps
because some good-faith reason can be
given for virtually any transaction.17

Mere Continuation

Although the terms “de facto merger” and “mere continuation” are often
used interchangeably,12 courts have distinguished this exception by requiring
a “continuity of directors, officers and
stockholders; and the continued existence of only one corporation after the
sale of assets.”13 In short, courts will consider whether the purchasing company
“is merely a ‘new hat’ for the seller.”14
This exception supports the policy of
protecting the creditors’ rights by allowing recovery from the successor corporation whenever the successor is substantially the same as the predecessor company. However, the fact that the selling
company remains in existence after the
transaction does not necessarily preclude
successor liability.15 As with the de facto
merger exception, the “mere continuation” exception does not rest on a single
factor and requires an in-depth consideration of the facts and circumstances of
the particular case.
10 See Taylor v. Atlas Safety Equip. Co., Inc., 808 F.Supp. 1246, 1250
(E.D. Va. 1992), Howell v. Atlantic-Meeco Inc., No. 01CA0084, 2002
WL 857685, at *3 (Ohio Ct. App. Apr. 25, 2002); Knapp v. North Am.
Rockwell Corp., 506 F.2d 361, 365-66 (3d Cir. 1974).
11 Luxliner P.L. Export Co. v. RDI/Luxliner Inc., 13 F.3d 69, 73 (3d Cir.
1993).
12 See Nat’l Gypsum Co. v. Cont’l Brands Corp., 895 F.Supp. 328, 336 (D.
Mass. 1995) (“[w]hile these two labels have been enshrined separately
in the canonical list of exceptions to the general rule of no successor
liability, they appear, in practice, to refer to the same concept”).
13 Milliken & Co. v. Duro Textiles LLC, 887 N.E.2d 244, 255 (Mass. 2008).
14 Bud Antle Inc. v. Eastern Foods Inc., 758 F.2d 1451, 1458 (11th Cir. 1985).
15 See Milliken & Co. v. Duro Textiles LLC, 887 N.E.2d 244 (Mass. 2008).
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Recent Case Analysis
In 2008, the Massachusetts Supreme
Judicial Court handed down a key decision on successor liability. In Milliken
& Co. v. Duro Textiles, 887 N.E.2d
244 (Mass. 2008), the court considered
whether a secured lender’s foreclosure
sale of most, but not all, of the borrower’s assets exposed the purchaser to
claims of successor liability.
Duro Industries Inc. (Old Duro) was
a large printer, finisher and distributor of
textiles that was in default of its secured
debt. In late 2000, Old Duro restructured
its secured debt, whereby its commercial
lenders received a majority equity position in the debtor company and reduced
their secured claims against Old Duro
by approximately one half. Soon thereafter, Patriach, a private-equity company, purchased 29 percent of the bank
group’s secured debt of Old Duro. In
2002, Ark Investments, an affiliate with
Patriach, acquired Old Duro’s remaining
secured debt, thereby holding a majority interest in Old Duro.18 Meanwhile,
Milliken, an unsecured creditor, commenced litigation against Old Duro.
On the same date that Milliken filed the
complaint, Old Duro filed for chapter
11. Approximately one month into the
bankruptcy case, the parties consented
to dismissal of the case because the §363
sale was frustrated by challenges to Old
Duro’s marketing efforts.
Within a week of dismissal of the
case, Ark foreclosed on its collateral.
The Ark lenders formed “New Duro”
for the purpose of bidding at the foreclosure sale and purchased Old Duro’s
assets. Subsequent to the foreclosure,
Old Duro’s president and CEO became
the president and CEO of New Duro, and
New Duro’s operations were substantially identical to Old Duro. Old Duro,
16 See Schumacher v. Richards Shear Co. Inc., 451 N.E.2d 195, 198 (N.Y. 1983).
17 See Schurman v. Improved Plastic-State Roofing Co., 124 N.E. 250
(Mass. 1919) (holding that bad-faith exception applies where principal’s
employee formed new corporation with assets of principal’s dissolved
corporation on day of dissolution); Mullen, 1993 WL 258696, at *6-7
(applying Maryland law and denying summary judgment where possible
bad faith existed on part of purchasing corporation).
18 In many successor-liability cases, continuity of shareholders is a key
factor. In reading Duro, it seems that the court considered this merely
an incidental factor.
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however, retained ownership of its real
estate but leased such real estate to New
Duro for $50,000 per month.
In due course, Milliken obtained a
judgment against Old Duro and brought
suit against New Duro, seeking, among
other things, imposition of successor
liability. New Duro argued that successor liability is inappropriate because
Old Duro remained in good standing,
had not yet been dissolved and continued to hold title in the real estate it
leased to New Duro. The court rejected
this view as form over substance and
considered instead whether the old corporation “cease[d] all of its ordinary
business operations, which are assumed
by another corporation, and liquidate[d]
its assets.”19
New Duro argued that since the collateral was worth less than the debt and
the secured lender had a right to foreclose on its collateral, Milliken was not
harmed by the foreclosure. The court
acknowledged that if the secured creditor
had foreclosed and sold to a third party
there would have been no value against
which Milliken could realize. However,
the court pointed out that Old Duro sold
its assets to a “reconstituted version of
itself...in an effort to retain its textile
business as a going concern with the
potential for future profits, while shedding its debt obligations to unsecured
creditors...precisely the kind of harm
that the successor-liability doctrine was
designed to prevent.”20
The court decided that Milliken was
harmed because Milliken was entitled
to its claim against the debtor and had
the right to collect on its unsatisfied
judgment for at least 20 years under
Massachusetts law. The court reasoned
that if New Duro’s operations proved
successful, Milliken might be paid at
some point in the future. In short, the
court stated that it was “troubled by the
notion that by merely changing its form,
without significantly changing its substance, a single corporation can wholly
shed its debts to unsecured creditors,
continue its business operations with an
eye toward returning to profitability, and
have no further obligation to pay such
creditors.”21
The Duro case was followed in July
2009 by Renaissance Worldwide Inc. v.
Converged Access Inc., et al., Lawyers
Weekly, No. 12-201-09. In this case,
issued by the Massachusetts Superior
19 Milliken, 887 N.E.2d at 256.
20 Id. at 257
21 Id. at 258.

Court, certain owners of the debtor and
the lender arranged a foreclosure where
the assets and business operations would
be transferred to a new entity with similar ownership, management and business operation. The expressed goal of
management was to maintain operations
while attempting to avoid liability to
unsecured creditors. The secured creditor, which in a regular foreclosure would
likely have experienced a loss, had its
full debt assumed and the company was
able to be transferred without interruption of business operations. The court
had little difficulty finding that the old
company’s landlord had a claim against
the new company based on the concepts
of successor liability expressed in the
Duro opinion.

In light of these cases, it would
seem that buyers (particularly
insiders) must be well-informed
about the risks of buying the ongoing
operations of insolvent debtors
through out-of-court alternatives.
363 Sales or Out-ofCourt Solutions?
A §363 sale provides a useful vehicle
for transferring assets. It provides lenders
with a method of preserving value until
a sale can be consummated, which is
closer to going-concern value rather than
liquidation value. While not without any
risk, it provides a greater protection from
claims of successor liability, fraudulent
conveyance and the like than can be provided by other means. On the downside,
from the lender’s perspective, a typical
chapter 11 entails additional cost, delays
and loss of control to a bankruptcy judge,
and creates a forum for other creditors to
be heard on their objections to the process. From the buyer’s perspective, chapter 11 puts the assets “in play” through
a well-publicized opportunity for higher
and better competitive offers. Given the
advantages and disadvantages, the authors
perceive that lenders and buyers are
becoming more bold in their out-of-court
approaches. Duro and Converged Access
are two recent cases where such attempts
failed. In each case it could be argued that
no one was hurt because the value of the
assets was less than the debt underlying
the foreclosure. This argument did not
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succeed. Duro involved a typical loanto-own situation, and Converged Access
represented an old-fashioned arrangement
between the principals and the lender to
clean up the company’s debt through a
friendly foreclosure.
If courts increasingly set aside
attempts to gain the benefits of §363
without the costs and risks (and the protections chapter 11 offers to other creditors), as shown in Duro and Converged
Access, parties will have to gravitate
back to bankruptcy court. In light of
these cases, it would seem that buyers
(particularly insiders) must be wellinformed about the risks of buying the
ongoing operations of insolvent debtors
through out-of-court alternatives.22 For
the same reason, lenders, particularly
in circumstances where principals are
the likely purchasers, or in loan-to-own
situations, should strongly consider the
advantages of a chapter 11 sale (assuming the willingness of the debtor to
cooperate). State law foreclosure rights
remain a powerful and beneficial tool.
However, increased discretion does seem
warranted. n
Reprinted with permission from the ABI
Journal, Vol. XXIX, No. 1, February 2010.
The American Bankruptcy Institute is a
multi-disciplinary, nonpartisan organization
devoted to bankruptcy issues. ABI has
more than 12,000 members, representing
all facets of the insolvency field. For more
information, visit abi.org.

22 Some out-of-court alternatives, such as assignments for the benefit of
creditors (in states where it is utilized) provide some of the protections
of chapter 11. For example, assignments usually involve oversight
from an independent fiduciary and a well advertised bidding process.
Assignments are probably safer for the parties than foreclosures, but
not as safe as chapter 11 proceedings.
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ASSIGNMENT FOR THE BENEFIT OF CREDITORS
This agreement for an assignment for the benefit of creditors (“A/F/B/C”) made this day
______ of June, 2016 among (a)
(the “Debtor”) duly
organized and existing under the laws of
and having a place of business at
, (b)_________________.(“Assignee”) c/o ________________
___________________and (c) others who may become parties to this agreement in accordance
with the terms hereof:
RECITALS
A.
Debtor has been forced by its financial circumstances to wind up its business and to
liquidate and distribute its assets, and
B.
Debtor is unable to pay its creditors as its obligations become due, wishes to provide a
mechanism for liquidation of its assets and distribution of the proceeds to its creditors and has
determined that the most efficient and economical mechanism to accomplish this purpose is to
make an assignment for the benefit of its creditors, and
C.
Assignee has agreed to accept the assignment of assets by Debtor for the benefit of its
creditors, subject to the terms and conditions hereof, and
D.
Those creditors who assent to this agreement as provided below will be entitled to
participate in the distribution of proceeds of assets subject to the terms and conditions hereof.
NOW, THEREFORE, Debtor and Assignee and those creditors who assent hereto, hereby
agree as follows:
AGREEMENT
1.

Definitions:
1.1.

Assets: Those assets described in Section 2.l below, as limited by Section 3

1.2.

Assenting Creditors: Those creditors who assent to this agreement as provided

below.

below.
1.3.
Assignee: The Assignee named in the first paragraph of this A/F/B/C or any
successor appointed according to the terms hereof.
1.4.
Creditor: Any person or entity that holds a claim against Debtor that arose at the
time of or before the date hereof or from a contract entered into before the date hereof.
1.5.

Debtor: The Debtor named in the first paragraph of this A/F/B/C.
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1.6.
Priority Creditors: The United States of America, to the extent entitled to priority
under 31 U.S.C., Section 3713 and those creditors who would be entitled to priority under
Section 507(a) of the United States Bankruptcy Code in effect on the date hereof, as modified in
Section 5.10 below.
1.7.
Secured Creditors: Those creditors that hold liens on the Assets that are valid,
perfected and enforceable against the Assignee, to the extent of the value of their collateral.
2.
Assignment: The Debtor hereby grants, bargains, sells, conveys, assigns and transfers to
the Assignee all of its real and personal property wherever situated, either within or without the
Commonwealth of _____________, including, without limitation:
2.1.
inventory including without limitation all merchandise, raw materials, work in
process, finished goods, and other tangible personal property held for sale or lease or furnished
or to be furnished under contracts of service or consumed in Debtor’s business;
2.2.
accounts receivable including without limitation all accounts, contract rights, and
all other debts, obligations and liabilities in whatever form, owing to Debtor from any person,
firm or corporation or any other legal entity, received by or belonging or owing to Debtor, for
goods sold, leased, licensed, assigned or otherwise disposed of by it or for services rendered by
it, or however otherwise same may have been established or created, all guaranties, securities
and other supporting obligations therefore, all right, title and interest of Debtor in any
merchandise or services which gave rise thereto, including the rights of reclamation and stoppage
in transit and all rights of an unpaid seller of merchandise or services;
2.3.
equipment including without limitation all furniture, fixtures, machinery,
equipment, molds, tools, dies, motor vehicles and other goods;
2.4.
notes, bills, drafts, acceptances, instruments, documents, chattel paper, choses in
action and general intangibles;
2.5.
claims of every nature, contingent or non-contingent, including without limitation
those arising from tort, contract, breach of duty, rights to tax refunds and rights to seek damages,
specific performance or to exercise set-off;
2.6.

cash and deposit accounts;

2.7.
securities, securities accounts, rights under financial contracts and other
investment property;
2.8.

letter of credit rights;

2.9.

real property and leasehold interests;

2.10.

contracts and insurance policies;
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2.11. intellectual property, including without limitation know how, trade secrets,
licenses, franchises, customer lists, patents, trademarks, good will, copyrights (both registered
and unregistered), corporate name and all product names;
2.12. all products and proceeds, offspring, rent or profits from any of the foregoing
including without limitation all proceeds of credit, fire or other insurance;
2.13.

all books and records; and

2.14.

any and all other legal or equitable interests in property of any kind.

3.
Limitations. The Assets described above shall be subject to any security interests,
mortgages or liens that are valid, perfected and enforceable against the Assignee
4.
Powers and Duties of Assignee: The Assignee, in all instances in the exercise of his
reasonable discretion, shall have the following powers and duties:
4.1.
Creditors.

To hold the Assets in trust for the benefit of Assenting, Priority and Secured

4.2.
To manage, sell, lease, mortgage or pledge the Assets for such consideration and
on such terms and conditions and to operate the business of the Debtor or any of its subsidiaries
as he deems appropriate, to conduct an orderly liquidation of the Assets and to realize their
reasonable liquidation value.
4.3.
To incur and pay the actual and necessary costs of managing, operating,
preserving, liquidating and distributing the Assets, including without limitation, reasonable
wages, salaries, commissions, professional fees, rents, insurance premiums, maintenance
charges, supplies, utilities, taxes and reasonable compensation for his services as Assignee but in
no event to exceed the maximum amount of compensation which would be permitted to a trustee
in bankruptcy administering the same assets as the Assignee.
4.4.
To institute or defend suits, legal or equitable proceedings incident to collection,
liquidation and distribution of the assets.
4.5.
conveyance.

To execute and deliver deeds, bills of sale or other instruments of transfer or

4.6.
To deposit any funds of this A/F/B/C in any bank or trust company, and entrust to
such bank or trust company, or to a safe deposit company for safekeeping, any of the securities,
monies, documents and papers belonging to or relating to the Assignee and to delegate to any
other person or persons, as he may determine, the power to deposit, withdraw and draw checks
on any funds of the A/F/B/C.
4.7.
To distribute all proceeds received or realized by him under this A/F/B/C, and
thereafter to terminate this A/F/B/C by a written declaration to that effect signed by him and
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thereupon all further duties, liabilities and obligations of the Assignee hereunder shall cease and
this A/F/B/C shall be at an end.
4.8.
Notwithstanding any other provisions herein contained, to receive and hold the
Assets and any other property, whether real or personal received by him hereunder, or any of the
same, and to act hereunder, if he should so desire, in his name, or in the name or names of any
nominee or nominees designated by him, for so long as he, in his sole discretion may determine,
and in such manner as not to give notice that such property is affected by this A/F/B/C. The
Assignee hereby agrees, with respect to any property to be administered hereunder and held in
his name to make or cause to be made, any and all transfers and conveyances necessary to vest
the title to same in any successor Assignees hereunder or their nominee or nominees.
4.9.
To construe any of the provisions of this A/F/B/C and to act on any such
construction, and his construction of the same and any action taken in good faith pursuant thereto
shall be final and conclusive on all parties in interest.
4.10a. To refuse to accept, to reassign or to abandon any Assets which the Assignee
believes would not be beneficial to this A/F/B/C.
4.10b. To take any and all actions as the Assignee, as delegee and authorized
representative of the Debtor, deems advisable with respect to any employee benefit plans
maintained by the Debtor, including the termination or amendment of any or all of said plans.
4.11. The Assignee may resign at any time by delivery of a resignation in writing to the
Debtor and to the Assenting Creditors and may be removed at any time by a writing or writings
signed by no less than two-thirds in number and amount of the Assenting Creditors. In such
case, a successor Assignee may be appointed by the Debtor with the concurrence of a majority in
amount of the Assenting Creditors.
4.12. The Assignee shall be entitled to indemnity against any and all liability either in
contract or tort, which he may incur or to which he may be subject, out of the Assets.
4.13. The Assignee shall not be liable for any error of judgment or for any action or
failure to act, done or suffered or for any decision made in good faith.
4.14. Any act or thing done by the Assignee, or by the duly authorized agents or
representatives of the Assignee, shall, as to all persons dealing with such Assignee or such duly
authorized agents and representatives of the Assignee, be conclusively deemed to be within the
purposes of this A/F/B/C and within the powers of the Assignee. No person dealing with the
Assignee or with any duly authorized agent or representative of the Assignee shall be bound to
see to the application of any funds or property passing into his hands or control.
4.15. Any certificate signed by the Assignee setting forth as facts any matters affecting
the A/F/B/C or the powers and authority of the Assignee under this A/F/B/C or with respect to
any action taken by the Assignee or the beneficiaries, including a statement as to who is the
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Assignee or who are the beneficiaries shall be conclusive evidence as to the existence of the
alleged facts, powers, authority or action in favor of all persons acting in reliance thereon.
4.16. The Assignee may from time to time employ and pay reasonable compensation to
such counsel, accountants and other professionals as he, in his sole discretion, shall deem
necessary and advisable, including without limitation, counsel and accountants formerly or
currently employed by the Debtor.
4.17. Anyone contracting with the Assignee shall look only to the Assets for payment
under such contract or for the payment of any mortgage, note, judgment or decree or of any
money that may otherwise become due and payable by reason of the failure on the part of the
Assignee to perform such contract in whole or in part, or for any other cause, and the Assignee
shall not be personally liable therefore. In every written contract, note, lease, deed or mortgage
which the Assignee may make, reference shall be made to this instrument. The omission of such
reference, however, shall not constitute a waiver of the foregoing provisions and shall not render
the Assignee personally liable.
4.18. Neither the Assignee nor any of its directors, officers, employees, agents and
advisors, shall have or incur any liability to, or be subject to any right of action by, any holder of
a claim against the Debtor, or any other party in interest, or any of their respective employees,
agents and advisors, or any of their successors or assigns, for any act or omission after the date
hereof in connection with, relating to, or arising out of, this A/F/B/C, the pursuit of confirmation
of this A/F/B/C, the consummation of this A/F/B/C or the administration of this A/F/B/C or the
property to be distributed under this A/F/B/C, so long as they acted in good faith and in a manner
reasonably believed to be in or not opposed to the best interests of the holders of claims against
the Debtor, and in all respects shall be entitled to rely reasonably upon the advice of counsel with
respect to their duties and responsibilities under this A/F/B/C.
4.19. If, after paying all necessary costs and making distributions to Secured Creditors,
Priority Creditors and Assenting Creditors, all claims have not been paid in full and the Assignee
has unclaimed distributions or holds a sum too small to permit a cost-effective distribution to
creditors, then the Assignee may donate such remaining funds to charity.
5.

Right and Duties of Creditors:

5.1.
A Creditor shall become an Assenting Creditor and a party to this A/F/B/C and a
beneficiary hereunder by filing with the Assignee a written assent substantially in the form of
Exhibit A annexed hereto within sixty days hereof or within such further time as the Assignee
may grant in his discretion.
5.2.
Upon the filing by a creditor of an assent and upon its acceptance by the
Assignee, each such Assenting Creditor shall be deemed to have acquired a pro rata participating
interest in all Assets, subject to the priorities set forth below, equal to the proportion which the
claim of such Assenting Creditor shall bear to the aggregate of the claims of all Assenting
Creditors.

PAGE 631

49

5.3.
The submission of an assent to this A/F/B/C shall not operate as a waiver, release
or suspension of any rights by way of guaranty, security or otherwise which such Assenting
Creditor may have against any person other than the Debtor.
5.4.
An Assenting Creditor hereby agrees that it will not institute a suit against the
Debtor or any other proceeding at law or in equity or otherwise on account of any debt due and
owing to such Assenting Creditor from the Debtor, nor will such Assenting Creditor transfer its
claim without the written approval of the Assignee. Each Assenting Creditor accepts in lieu of
its claim the rights acquired hereunder and agrees that this A/F/B/C may be pleaded as a defense
or bar to any such suit or other proceeding.
5.5.
The Assignee may accept as valid the amount of any claim that is reflected in the
Debtor’s books and records or which is otherwise supported by evidence reasonably satisfactory
to the Assignee.
5.6.
The Assignee may reduce any claim by the amount of any set-off to which the
Debtor is entitled and by the amount of any payments received by the claimant from the
Assignor that would have been preferences or fraudulent transfers under §§ 544, 547 and 548 of
the Bankruptcy Code if the Assignor had filed a petition under the United States Bankruptcy
Code on the date of the Agreement.
5.7.
In the event of a disagreement between the Assignee and an Assenting Creditor
concerning the validity, amount or priority of a claim, the Assignee and such Assenting Creditor
will negotiate in good faith to attempt to resolve such dispute. Any unresolved dispute will be
referred by the Assignee for final and binding arbitration, on terms and conditions to be
established by the arbitrator, to an attorney selected by the Assignee who maintains an office in
___________, _______________ and who would qualify as a disinterested person in respect of
the Debtor, the Assignee and the Creditor under the definition of “disinterested person”
contained in the United States Bankruptcy Code in effect on the date hereof. All costs of
arbitration shall be shared equally by the Assenting Creditor and the Assignee.
5.8.
The Assignee will reduce the amount of any claim by any interest that accrues
after or is unmatured as of the date of this A/F/B/C and by any costs of collection, late fees or
similar fees or charges. Claims shall be allowed in accordance with the principles applicable to
claims under Chapter 7 of the United States Bankruptcy Code.
5.9.
Secured Claims. The Assignee may discharge by payment any liens or security
interests, to the extent that he deems it beneficial to this A/F/B/C and may otherwise pay Secured
Claims at such times and in such amounts as the Assignee determines.
5.9.1. The Assignee may accept as the claim of an Assenting Creditor the claim
of a Secured Creditor for the unsecured portion of any partially secured claim, the
amount of such claim to be determined as provided in Paragraph 5.7.
5.10. Priority Claims will be paid at such times and in such amounts as the Assignee
determines as follows:
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5.10.1. First, any claims of the United States will be paid as a first priority, as
required by 31 U.S.C. Section 3713,
5.10.2. Second, costs and expenses of administering this A/F/B/C, including
reasonable compensation to the Assignee and professionals engaged by the Assignee,
shall be paid as a second priority, and
5.10.3 Third, as provided in Section 507(a) of the United States Bankruptcy
Code.
5.11. Claims of Assenting Creditors will be paid at such times and in such amounts as
the Assignee determines. Such payments shall be made pro rata to all Assenting Creditors
except that the Assignee may designate for payment in full a separate class of Assenting
Creditors consisting only of claims less than or reduced to an amount that the Assignee
determines as reasonable and necessary for administrative convenience. If all costs of the
Assignee and all claims against the Debtor have been paid in full and there remains a surplus, the
Assignee shall distribute such surplus to shareholders; provided, however, if the sum remaining
as a surplus is de minimus in the sole discretion of the Assignee, the Assignee shall donate such
sum to a public charity of his choosing.
6.

Miscellaneous:
6.1.
Notice. Any notices hereunder shall be sufficient if in writing and sent by United
States mail, certified or registered mail, return receipt requested, postage prepaid
to the Debtor, c/o _________________________________ to the Assignee, c/o
_________________________________Fax: (___) ___________; and to Assenting
Creditors by United States mail, postage pre-paid at the address shown on the Assent
forms submitted by them.

6.2.
This A/F/B/C is to be construed as a _____________________ contract, takes
effect as a sealed instrument, sets forth the entire agreement among the parties, is binding upon
and inures to the benefit of the parties hereto and their respective successors and assigns and may
be canceled, modified or amended only by a written instrument executed by each of the parties
hereto. Any waiver in one instance shall not be deemed to be a waiver of any other.
6.3.
The captions herein have been inserted for convenience only, do not form a part
of this A/F/B/C and shall not be utilized in its interpretation.
6.4.
The Debtor does hereby constitute the Assignee and his successors, the attorney
and attorneys in fact of said Debtor, irrevocably and coupled with an interest, with power of
substitution in the name of the Debtor to take any act necessary or proper to the exercise of his
duties hereunder.
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6.5.
The Debtor will execute and deliver any additional or confirmatory assignments,
bills of sale, deeds and other documents and will take any additional actions which the Assignee
determines may be necessary to perfect the transfer of the Assets to or by him.
IN WITNESS WHEREOF the Debtor and the Assignee have set their hands and seals as
of the day and year first above written.
COMPANY

By:_______________________________
Title:______________________________
ASSIGNEE:

By:________________________________
Assignee: ____________________
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EXHIBIT A

ASSENT TO ASSIGNMENT FOR BENEFITS OF CREDITORS
The undersigned, a creditor of the above-named debtor, hereby assents to the terms of a
certain instrument of assignment for the benefit of creditors made by _______________ on
_____________, 2016 to Assignee, ________________., ________________ (the
“Assignment”). The Assignment was recorded with the Clerk’s Office of the Town of
______________on ___________, 2016. Pursuant to the terms of the Assignment, the
undersigned agrees to accept those dividends payable under the Assignment in full and final
settlement of all indebtedness due from the above-named debtor. The undersigned hereby
assigns to Assignee any rights that it has to pursue causes of action under applicable fraudulent
transfer or conveyance laws on the condition that Assignee may prosecute such claims only for
the benefit of beneficiaries of the Assignment.
Witness my (its) hand and seal this ________ day of _________________, 2016
(Seal)
__________________________________
Signature of Creditor

_______________________________
Amount of Claim

_______________________________
Name of Creditor
(Please print or type)

Please annex to this Assent a statement of your account and mail both to:
Assignee
____________________
____________________
____________________
____________________

PLEASE RETURN THIS FORM AS SOON AS POSSIBLE
BUT IN ANY EVENT NO LATER THAN __________ __, 2016
[BAR DATE – 60 DAYS FROM DATE OF ASSIGNMENT AGREEMENT]
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EXHIBIT C
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[COMPANY LETTERHEAD]

[CREDITOR]

Re:

Plan of Composition

Dear Creditor:
This is to follow up on our letter of _____________, and our meeting of ________, as
well as to propose for your review and acceptance a formal Plan of Composition with respect to
our unsecured trade creditors. As more fully set forth below, the proposal provided to unsecured
creditors provides for payment in full of their claims over a five year period without any interest
or, in the cases of creditors with claims of $10,000 or less who elect to reduce their claim to
$10,000 or less an immediate cash payment of 30% of such claim.
I.

Background and Financial Information

Over the past [period of time] ____________ (the “Company”) has experienced
significant short-term financial and operational strains. The primary reason for these problems
was the extraordinary growth of the Company in a relatively short period of time. It was
expected that the Company would be able to arrange for a substantial infusion of new capital
through private or public sources. Unfortunately, it became evident, early in the summer of 2015
that under then existing circumstances such funds would not be available. It was a combination
of this overly optimistic growth and lack of equity funding that primarily caused the Company's
financial difficulties.
The current financial picture of the Company is much improved. Attached as Exhibit A
is the Company’s statement of operations and balance sheet as of September 30, 2015 as well as
a projected statement of operations for the three months ending December 31, 2015 and a
projected balance sheet for the year ending December 31, 2015. Attached as Exhibit B are
projections on both a balance sheet and statement of operations basis for fiscal 2016. Finally,
attached as Exhibit C is a Liquidation Analysis of the Company. As is clear from Exhibit C, in
management's opinion on liquidation nothing will be available for unsecured creditors.
The Company believes it has internally restructured its operations to provide viability on
a going-forward basis. However, as in all restructurings of this sort, our success is dependent
upon the agreement and cooperation of all our creditor constituencies. This includes secured
creditors as well as you, our unsecured trade creditors. What follows in Section II are our
current plans for restructuring our debt with our primary secured creditors. What follows is
Section III are commitments we hope to obtain from current and potential equity holders and
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investors. What follows in Section IV are commitments we hope to obtain from a new asset
based lender. What follows in Section V hereof is our proposal to you for restructuring our debt
to unsecured trade creditors.
II.

Restructuring with Secured Creditors

What follows below are descriptions of each of the Company's primary secured creditors
and the Company's current strategy for restructuring the indebtedness owed to each of those
creditors. Substantial negotiations have taken place with these creditors with respect to the
proposals discussed herein. However, at this time, no definitive agreements have been entered
into. While the Company anticipates that final agreements with its secured creditors will be the
same as or approximate what is outlined below, the Company can offer no assurances that that
will be the case.
A.
Bank of _________. Bank of ________ (the “Bank”) is the Company's principal
secured lender and claims liens and security interests in all of the Company's assets pursuant to a
revolving credit line and a term loan. It is anticipated that as of December 30, 2015 the
estimated balances on these two credit facilities will total approximately $7,307,000. The Bank
has agreed to accept as payment in fall the full amount of its indebtedness less $1,250,000 if
certain conditions are met and if such amount is received prior to February 27, 2016.
B.
State Development Authority. The State Development Authority (“SDA”) is a
public instrumentality and political subdivision of the State of _____. The Company is indebted
to the SDA pursuant to a loan facility in the amount of $2,000,000 pursuant to which SDA
claims to have liens and security interests in certain of the Company's assets. In addition, SDA
has guaranteed $1,250,000 of the Company's indebtedness to the Bank. SDA has agreed to pay
the Company $1,250,000 to assist the Company in satisfying the Bank indebtedness. SDA has
agreed subject to certain conditions to reduce its $2,000,000 claim to a $500,000 note payable.
C.
Major Creditor. The Company is indebted to Major Creditor, Inc. ("Major
Creditor") pursuant to a purchase money loan in the principal amount of $5,000,000, pursuant to
which the Company purchased certain assets of Major Creditor. Major Creditor claims security
interests and liens in certain assets of the Company limited to trademarks and related proceeds
that were acquired from Major Creditor (the “Trademarks”). As of September 30, 2015 the
Company is indebted to Major Creditor in the approximate amount of $5,908,000 consisting of
$5,000,000 in principal, approximately $400,000 in accrued start-up costs and $508,000 in
accrued interest. The Company has proposed to Major Creditor to convert the principal amount
and start-up costs indebtedness into a non-interest bearing note with payment of principal to be
made in full on January 1, 2023 and has proposed that Major Creditor forgive the accrued
interest. The Company has also proposed that in the event its new asset based lender forecloses
on the Company assets including the Trademarks that such asset based lender have an option to
require Major Creditor to buy the Trademarks from it for $2,000,000.
III.

New Asset Based Credit
The Company has identified a new asset based lender and has begun negotiations
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regarding a revolving credit line which would provide approximately $2,507,000 of availability
secured primarily by inventory and receivables and terms loans of $2,500,000 secured by
equipment and the "put option" to Major Creditor described above.
The Company has received their proposal from New Secured Lender for replacement
financing which would take out the Bank and provide additional availability. New Secured
Lender has just commenced its due diligence. The loan as contemplated would be secured by all
assets and the “Put Option” to Major Creditor described above.
IV.

New Equity

The Company is seeking an infusion of $2,000,000 of new equity provided from a
combination of existing equity holders and selected new investors. The terms of such an equity
infusion will be agreed upon among the present stockholders and the new investors. An equity
infusion in this amount is being required by the new lender.
V.

Restructuring Proposal for Unsecured Trade Creditors

A.
Payment. Unless the alternative structure outlined below is used, the Company's
indebtedness to you (the “Amount,” which is listed immediately below), shall be paid in
quarterly payments every three months commencing with the first payment in April 2016.
Creditor
[Name and Address]

Amount
[Amount Owed as of September 30, 2015]

B.
Alternative Single Payment Proposal. All parties with Amounts of less than
$10,000 or who elect to reduce their Amount to $10,000 (the latter, the “Electing Creditors”)
shall receive payment within ten days of the Effective Date of an amount equal to 30% of their
Amount (the “Alternative Amount” not to exceed $3,000, provided, however that The Company
shall not be required to pay more than $450,000 in the aggregate with respect to all such
payments. In the event that total amount of such a distribution would exceed $450,000, the
Electing Creditors, if any, eligible for such a Single Payment distribution shall be chosen from
among the Electing Creditors in the order that their elections were received. If your Amount is
$10,000 or less by accepting the terms of this letter you are deemed to have accepted the Single
Payment Proposal. In all other cases to elect to Single Payment Proposal you must check the box
below.
C.
Forbearance. Upon acceptance you will forbear from prosecuting any suit,
proceeding or any legal or equitable action of any kind or nature against the Company, its
successors, assigns, officers, directors, investors, partners, shareholders, affiliates, employers,
attorneys and agents past and present arising under any applicable law, rule or regulation,
including but not limited to state or federal receivership law, and Title 11 of the United States
Code, and including but not limited to any action to foreclose any lien, including but not limited
to mechanics, materialmen and other statutory liens, judgment liens, contractual liens and
operator liens, however defined under applicable law, rule or regulation, in any way related to
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amounts owed to you by the Company as of September 30, 2015. You will, within thirty (30)
days after the Effective Date, dismiss without prejudice to its refiling, any suit, proceeding or
legal action which you may have pending against the Company.
The agreement to forbear described in the immediately preceding paragraphs shall be in
effect from your acceptance of the terms of this letter through the Effective Date, and from the
Effective Date through payment of the Amount or Alternative Amount in full provided that The
Company is not in default under any of the terms hereof.
D.
Release. Upon acceptance hereof and payment in full of the Amount or
Alternative Amount, you shall be deemed to have released The Company and its successors,
assigns, officers, directors, investors, partners, shareholders, affiliates, employees, attorneys and
agents, past and present (collectively the “Released Parties”) of and from all debts, demands,
actions, causes and causes of actions, suits, accounts, sum and sums of money, controversies,
covenants, promises, doings, omissions, damages and liabilities whatsoever of every name and
nature, both in law and in equity, whether known or unknown that you may have ever had related
to amounts owed to you by the Company and arising at any time through and including
September 30, 2015.
E.

Contingencies

The following will be conditions precedent to enforceability of any parties obligations
hereunder on or after the Effective Date (the “Contingencies”). In the event any of these
conditions are not met by the Effective Date, this agreement shall be null and void unless waived
or extended by the Company in its sole discretion from its inception and all promises,
obligations, rights and duties arising hereunder shall be similarly null and void.
a.
Agreements with Secured Creditors. The Company shall have entered
into restructuring agreements with all of its secured creditors on terms and conditions
satisfactory to the Company. By signing below the undersigned indicates his understanding that
the Company's agreements with its Secured Creditors may not be as set forth above.
b.
Equity Infusion. The Company shall have entered into agreements with
respect to the contribution of additional equity on terms and conditions satisfactory to the
Company. By signing below the undersigned indicates his understanding that the equity infusion
may not be in the amount or from the sources set forth above.
c.
New Credit Lines. The Company shall have entered into agreements
providing a credit facility on terms and conditions satisfactory to the Company. By signing
below the undersigned indicates his understanding that the Company's agreements regarding new
credit may not be as set forth above.
d.
Minimum Acceptance of Unsecured Trade Creditors. Ninety percent (or
such lesser percentage as may be acceptable to the Company in its sole discretion) of the dollar
amount of the trade creditors who are being sent this letter shall have accepted its terms prior to
the Acceptance Date.
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F.

Effective Date

The Effective Date shall be that date on which The Company determines the
contingencies have been met or has waived such contingencies, but in no event shall be later than
February 15, 2016. Prior to February 15, 2016, the Debtor shall notify all of the creditors
affected hereby as to the Effective Date prior to that date.
G.

Mutual Consideration

All parties agree that this agreement is entered into in consideration of and on reliance of
the mutual covenants and promises entered into by the Debtor and each and every creditor
executing a similar letter who have accepted the proposal contemplated herein.
COMPANY

By:
Its:

ACCEPTED AND AGREED:

[Creditor Name]

By:

ELECTION OF SINGLE PAYMENT PROPOSAL 
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EXHIBIT D
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THIS MATTER being presented to the Court on a Complaint (the “Complaint”) for entry
of an order appointing a custodial receiver for defendant ______________________(the
“Defendant”); plaintiff ___________________, (the “Plaintiff”), by and through its counsel,
____________________________, and defendant ____________, by and through counsel,
_________________________, not contesting the Complaint and not objecting to the entry of
this order (the “Interim Order”); and this Court having held a hearing on appointment of a
custodial receiver on an interim basis; and it appearing that (a) ________________ has failed to
pay its debts as they become due, including failing to make certain debt service payments to the
Plaintiff; (b) a sale of ________________’s assets to _________________(“_______”) on the
terms outlined in the Letter of Intent dated ___________ (the “LOI”) or to a different purchaser
upon substantially similar or better terms, but in such a manner that the assets of
________________ are sold as a going-concern, is in the best interest of Defendant’s creditors;
and (c) and for good cause shown;
It is on this ______ day of _________________,
ORDERED:
A.

FINDINGS OF FACT. Based upon the representations made by the Plaintiff in

the Complaint, and the failure of ________________ to oppose the relief requested therein and
granted hereby, this Court hereby makes the following findings of fact:
(i)

________________ is indebted to the Plaintiff an amount not less than

$___________.
(ii)

________________ has failed to make full debt service payments to the Plaintiff

since _______.
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(iii)

________________ is generally unable to pay its debts as they become due, and

is otherwise insolvent.
(iv)

There is good cause for the appointment of a custodial receiver in this case.

B.

APPOINTMENT OF CUSTODIAL RECEIVER. ___________ is appointed

the custodial receiver in this action (the “Custodial Receiver”) and over the facility (the
“Facility”) owned and operated by the Defendant on an interim basis. The relief granted herein,
including the appointment of the Custodial Receiver, shall be on an interim basis only and
subject to a final order granting the Final Relief pursuant to, and as defined in, Section D below
(the “Final Order”). The appointment of the Custodial Receiver pursuant to this Interim Order
shall not constitute a “change in ownership.”
C.

DUTIES OF CUSTODIAL RECEIVER. The Custodial Receiver is granted the

following powers and duties:
(i)

Possession: To immediately take exclusive possession of the Facility generally

located at ____________________________, including, but not limited to, taking possession of
all real property and personal property and general tangibles owned by the Defendant wherever
located (collectively, the “Receivership Assets”). Receivership Assets shall include, without
limitation, all land, buildings and structures, leases, fixtures and movable personal property, plus
all accounts, rents, deposits, royalties, issues, profits, revenues and income thereof. To the extent
necessary, the Custodial Receiver shall have authorization to instruct the Defendant, its agents or
employees to turn over possession of all keys, security codes, blueprints, maintenance records,
contracts and lease agreements, as may be necessary to implement the provisions of this Interim
Order.

PAGE 644

62

(ii)

Surrender of Assets: The Defendant is ordered to turnover to the Custodial

Receiver, and to instruct its agents and employees to turnover to the Custodial Receiver all
Receivership Assets.
(iii)

Maintenance and Operation of Facility: To take any and all actions necessary to

operate the Facility in a manner which will ensure adequate care and treatment of the residents
and to otherwise preserve and maintain the value of the Receivership Assets. The Custodial
Receiver shall operate and safeguard the Receivership Assets, making such repairs as are needed
to keep the property in good and marketable condition and to pay the costs of such repairs from
funds of the Receivership Assets to the extent such funds are available as set forth under the
terms of the Approved Budget (as defined below). The Custodial Receiver shall otherwise
oversee the operations of the Facility pending a sale of the Receivership Assets as provided for
herein.
(iv)

Operation in Accordance with State Law: The Custodial Receiver shall operate

the Facility in accordance with __________________ state law.
(v)

Use of Gross Revenues: The Custodial Receiver shall have authorization to use

the rents, profits, revenues and all other sources of funds generated by the Facility and the
Receivership Assets (collectively, the “Gross Revenues”) necessary to operate the Facility in
accordance with the terms of the Approved Budget and this Interim Order. The use of such
Gross Revenues shall be subject to and conditioned upon those line items set forth in the
Approved Budget and shall not be utilized for any other purposes. To the extent there exists
excess Gross Revenues above and beyond the terms of the Approved Budget, such funds shall be
deposited in the Receivership Accounts as provided for below.
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(vi)

Existing Bank Accounts: The Custodial Receiver shall issue demands for the

freezing and turnover of funds to all financial institutions which the Custodial Receiver has
determined is a depository of funds belonging to or arising from the Receivership Assets,
whether such accounts be titled in the name of the Defendant or others. Notwithstanding the
foregoing, any funds held by the Plaintiff shall not be considered property of the receivership
estate, such funds being separate and distinct from those of the Defendant.
(vii)

Establishment of Receivership Accounts:

The Custodial Receiver shall

immediately establish separate bank accounts (the “Receivership Accounts”) into which all
Gross Revenues shall be deposited.

The Receivership Accounts shall be established at a

financial institution acceptable to the Plaintiff in its sole but reasonable discretion.

Such

Receivership Accounts shall be subject to the liens of the Plaintiff.
(viii) Receivership’s Agents: Subject to the Approved Budget, the Custodial Receiver
shall have the power to hire such individuals as may be needed to assist the Custodial Receiver
in managing the Facility and Receivership Assets including, but not limited, managers, agents,
employees, independent contractors and servants, as may be advisable or necessary in his
judgment to discharge his duties hereunder.

Notwithstanding the foregoing, the Custodial

Receiver shall continue to retain ___________________________ (“_______”) as the manager
of the Facility in accordance with that certain Management Agreement dated ______________
by and between _____________ and the Defendant (the “Management Agreement”), subject to
further order of this Court.
(ix)

Custodial Receiver’s Counsel: The Custodial Receiver shall have authorization to

hire independent legal counsel (the “Custodial Receiver Counsel”) and pay such person for their
services at rates the Custodial Receiver deems appropriate for the services provided in
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accordance with and subject to the terms and conditions of the Approved Budget and this Interim
Order.
(x)

Reimbursement of Custodial Receiver: The Custodial Receiver shall be entitled

to reimburse himself for his out-of-pocket expenditures as well as payment for monthly
compensation for his employment as the Custodial Receiver in these proceedings provided,
however such monthly compensation shall not exceed the sum of $___ per hour and provided
further that such amounts are set forth in the Approved Budget and approved by the Court.
(xi)

Approval of Fees Paid to Custodial Receiver’s Counsel and Custodial Receiver:

All sums paid to the Custodial Receiver and Custodial Receiver’s Counsel shall be subject to
approval of this Court. The Custodial Receiver and/or Custodial Receiver’s Counsel shall file a
motion for payment of fees and expenses with this Court that shall include hourly time records
supporting such services. Such fees and expenses shall only be paid upon approval by this
Court.
(xii)

Budget: Within five (5) days of the date of the Custodial Receiver’s appointment,

Custodial Receiver shall prepare an operating budget for the Facility which Budget (the
“Approved Budget”) shall be subject to approval by the Plaintiff.
(xiii) Custodial Receiver’s Right to Borrow: The Custodial Receiver is authorized to
obtain unsecured credit in the ordinary course of business as he deems necessary and reasonable
in the performance of his duties, but he shall notify the Plaintiff prior to incurring any unsecured
credit exceeding $10,000 (exclusive of amounts which may accrue under the Management
Agreement);
(xiv)

Injunction: All persons or entities claiming to be creditors of the Defendant are

hereby enjoined from (a) instituting or prosecuting any action, suit or proceeding against the
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Defendant or any of the Receivership Assets, (b) seeking or executing on any levy, attachment or
garnishment against the Defendants or any of the Receivership Assets, (c) taking or attempting to
take possession of any of the Receivership Assets, and (d) cancelling any insurance policy, lease
or other contract with the Defendant or terminating any telephone, electric, gas or other utility
service to the Defendant without first obtaining the prior approval of this Court. All persons who
become aware of this Interim Order are prohibited from interfering in any way with the
possession or operation of the Defendant, the Facility and/or the Receivership Assets by the
Custodial Receiver and the Custodial Receiver’s performance of his duties under this Interim
Order. In addition, without limiting the provisions of this paragraph, the Defendant and its
members, employees, servants, agents and representatives are hereby enjoined from exercising
any of their privileges, and from collecting or receiving any debts, or paying, selling, assigning,
transferring or otherwise encumbering or disposing of any of its real or personal property
whatsoever, except to the Custodial Receiver, or from interfering with the possession of the
Custodial Receiver in and to said assets, and the Custodial Receiver’s performance of his duties
under this Interim Order.
(xv)

Sale of Receivership Assets: The sale and conveyance of the Receivership Assets

shall not occur prior to entry of the Final Oder, but in order to expedite the sale process, subject
to entry of the Final Order, the Custodial Receiver is empowered to negotiate and enter into a
definitive asset purchase agreement for the sale of the Receivership Assets to _________ as
described in the LOI (“________ APA”) as well as to take any actions in furtherance of a sale to
________________ pursuant to the LOI prior to entry of a Final Order, including but not limited
to, responding to any and all due diligence requests by ________________, provided such sale is
not consummated prior to entry of a Final Order. In the event the Custodial Receiver, in
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consultation with the Plaintiff, determines that the proposed transaction with ________________
as described in the LOI cannot be consummated, then prior to entry of the Final Order, and
subject thereto, the Custodial Receiver is empowered to solicit purchase offers, negotiate and
enter a definitive asset purchase agreement (“Other APA”) and take any actions in furtherance of
a sale to another person, including but not limited to, responding to any and all due diligence
requests received in connection with such proposed sale, provided, such sale is not consummated
prior to entry of a Final Order in the manner and procedure that the Custodian Receiver, or
Receiver as applicable, determines to be the best way to maximize the return to the Plaintiff on
the sale of such assets (the “Alternative Sale Process”) all in consultation with the Plaintiff and in
accordance with law, and to take such steps as may be necessary and practical in connection with
the preservation of the operation and management of the business of ________________;
provided, however, the Custodial Receiver shall at all times take actions to protect the interest of
the residents of ________________. As part of an Alternative Sale Process, the Custodial
Receiver is authorized and shall have the power and authority to negotiate with any and all
interested parties concerning the sale of the Receivership Assets and to negotiate and enter into a
contract with respect to same, in consultation with the Plaintiff. A ________________ APA or
Other APA executed prior to the entry of the Final Order shall not be binding on the Custodial
Receiver or Receiver unless and until the Final Order is entered. After notice and approval of the
Plaintiff as to any such sale, and upon appropriate motion to this Court and after entry of a Final
Order, the Receiver may (a) sell and consummate the sale of any and all of the Receivership
Assets pursuant to the ________________ APA or Other APA, as applicable, and (b) execute
such instruments of conveyance as are necessary to consummate the sale and convey the
Receivership Assets sold pursuant to the provisions of this paragraph. Nothing herein shall
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prohibit the Custodial Receiver from taking any actions in furtherance of a sale prior, and
subject, to entry of a Final Order, provided such sale is not consummated prior to entry of a Final
Order.
(xvi)

Distribution of Proceeds Received from Receivership Assets: Upon consummation

of the sale of the Receivership Assets, the Custodial Receiver shall distribute such proceeds and
any funds in the Receivership Accounts (subject to appropriate holdbacks necessary for the
Custodial Receiver to complete its duties hereunder and for compensation in accordance with the
Approved Budget and this Interim Order) in the following order of priority:
(a)

To those creditors and/or the Custodial Receiver and Custodial Receiver’s

Counsel concerning obligations, debts or claims incurred subsequent to the
institution of the receivership action to the extent such amounts are provided for
in the Approved Budget.
(b)

To those creditors concerning obligations, debts or claims incurred prior to

the institution of the receivership action (“Pre-Receivership Accounts Payable”);
provided, however, the sum of any payments on account of Pre-Receivership
Accounts Payable, whether made from Gross Revenues or from the proceeds of
the sale of the Receivership Assets, shall not shall not exceed $________ (the
“Unsecured Trade Creditor Fund”) in the aggregate.
(c)

To the Plaintiff (as well as any unused portion of the Unsecured Trade

Creditor Fund), until the Plaintiff has been paid in full, such amount being not less
than $____________ as of the date the Custodial Receiver was appointed.
(d)

To any creditors with valid claims against ________________ for debts

and obligations incurred by ________________ prior to the institution of this
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receivership action whose claims were not fully paid and satisfied from the
Unsecured Trade Creditor Fund.
(xvii) Reporting: During these proceedings the Custodial Receiver shall file reports
monthly on or before the tenth (10th) day of the month. Such reports shall describe his activities
and the financial, operational and regulatory status of the Facility. Said report shall be served
upon all counsel of record. Absent objection by a party within ten (10) days of the service of said
report, the report shall be deemed approved.

In addition, the Custodial Receiver shall

immediately verbally notify this Court and any applicable state agencies of any emergency
situation which would jeopardize the health or safety of the residents in the Facility. In addition
to the foregoing, the Custodial Receiver shall provide weekly updates to the Plaintiff in
connection with the operations of the Facility including, but not limited to, cash variance reports
indicating actual to projected collections and disbursements associated with the Approved
Budget.
(xviii) Cooperation by the Defendant: The Defendant, including its officers, directors,
agents and employees, and their respective agents or persons acting on their behalf (a) shall take
any action which the Custodial Receiver may reasonably request in order to exercise the powers
and fulfill his responsibilities as Custodial Receiver, provided, however, that none of the
Defendant or its officers, directors and employees shall be required to take, or authorize their
respective agents or persons acting on their behalf to take, any such requested action unless and
until the Custodial Receiver shall agree in advance in writing to reimburse them their out-ofpocket costs that are, or will be, related to the performance of such action, (b) shall immediately
deliver to the Custodial Receiver all Receivership Assets, books and business records of the
Defendant including, without limitation, all records of bank, money market and other accounts in
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their possession and control, and (c) shall not interfere in any way with the possession, operation
or sale of the Receivership Assets by the Custodial Receiver.
(xix)

Release: The parties have executed the Release Agreement attached as Exhibit

A, which Release Agreement shall be effective in accordance with the terms set forth therein.
(xx)

Commencement of Actions: The Custodial Receiver may institute or prosecute

suits or summary proceedings (a) for the collection of any sums due or owing to the Defendant,
(b) for the removal of any person(s) or entity(ies) unlawfully in possession of any Receivership
Assets, or (c) otherwise related to the Receivership Assets or business of the Defendant. The
Custodial Receiver may also defend against any legal action brought against the Custodial
Receiver in his capacity as Custodial Receiver of the Receivership Assets or against or pertaining
to the Receivership Assets or the business of the Defendant.
(xxi)

Retention of Jurisdiction: This Court shall retain exclusive jurisdiction over the

Receivership Assets. Any creditor, party or the Custodial Receiver may apply to this Court at
any time for further directions or orders as may be necessary in the circumstances.
(xxii) Posting of Bond: The Custodial Receiver, before acting as such, shall post bond
to the Superior Court of _________________ in the sum of $____________ conditioned on the
faithful performance of his/her duties, to be approved as to form and sufficiency thereof in
accordance with the rules of this Court.
D.

FINAL ORDER. This Court shall hold a plenary hearing (the “Final Hearing”)

to hear and consider the following relief (“Final Relief”) requested by Plaintiff:
1.

For the appointment of the permanent receiver (the “Receiver”) on substantially

the same terms as this Order, including:
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(i)

Adjudging that ________________ is insolvent which is prejudicial to the

interests of ________________’s creditors;
(ii)

Appointing a permanent receiver and empowering the permanent receiver

as the Receiver;
(iii)

Permanently enjoining ________________ and its members, employees,

servants, agents and representatives from exercising any of their privileges or franchises,
and from selling, collecting or receiving any debts, or paying, assigning, transferring,
destroying, removing, concealing, disposing, or otherwise encumbering any of
________________’s real or personal property whatsoever, except to a permanent
Custodial Receiver appointed by this Court;
2.

For the Receiver to be authorized, empowered and directed to sell and

consummate the sale of the Receivership Assets pursuant to the following terms and provisions:
(i)

that the permanent Receiver be authorized, empowered and directed to sell

the Receivership Assets to ________________ as described in the LOI, and/or
consummate the sale of the Receivership Assets to ________________ pursuant to a
________________ APA or Other APA, as applicable, entered by the Custodial Receiver
prior to the entry of the Final Order;
(ii)

in the event the proposed transaction with ________________ cannot be

consummated as described in the LOI, and an Other APA has not been entered into by
the Custodial Receiver prior to the entry of the Final Order, then the Receiver shall be
empowered to sell and consummate the sale of the Receivership Assets in the manner and
procedure that the Receiver determines to be the best way to maximize the return to the
Plaintiff on the sale of such assets (the “Alternative Sale Process”) in consultation with
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the Plaintiff and in accordance with law, and to take such steps as may be necessary and
practical in connection with the preservation of the operation and management of the
business of ________________; provided, however the Receiver shall at all times take
actions to protect the interest of the residents of ________________.
(a) as part of an Alternative Sale Process, the Receiver be authorized and
be granted the power and authority to negotiate with any and all interested parties
concerning the sale of the Receivership Assets and to negotiate and enter into a
contract with respect to same, all in consultation with the Plaintiff,
(iii)

After notice and approval of the Plaintiff as to any such sale, and upon

appropriate motion to this Court and Court approval of such motion, the Receiver may (a)
sell any and all of the Receivership Assets, and (b) execute such instruments of
conveyance as are necessary to convey the Receivership Assets sold pursuant to the
provisions of this paragraph.
3.

For such other and further relief as may be equitable and just.

E.

NOTICE AND OBJECTIONS.

1.

Within ____ days of the date hereof, Plaintiff shall cause a copy of this Order and

the papers on which it is based shall be serve upon: (a) counsel for the Defendant, (b) all
creditors and parties in interest of or with respect to ________________, and (c) all known
persons or entities who have expressed an interest in purchasing the Receivership Assets.
2.

Objections to the Final Relief requested at the Final Hearing shall be filed with

the Court and served upon Plaintiff’s counsel and Defendant’s counsel so as to actually be
received by them on or before _________, 5:00 p.m. Eastern time; and any reply to any such
filed objections shall be filed with the Court and served upon the person filing such objection and
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counsel to Plaintiff and/or Defendant, as applicable, so as actually to be received by them on or
before _______ 5:00 p.m. Eastern time.
______________________________

The undersigned does not oppose or
object to the form, substance and entry of
the within order:
___________________
_________________________________
By:
Name:
Title:
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SPEAKERS
HON. PAMELA PEPPER received her undergraduate degree in theater from Northwestern
University and her J.D. from Cornell Law School, where she was a notes editor on the Cornell Law
Review and co-winner of the Sutherland Moot Court competition. She clerked for Frank M. Johnson, Jr.
on the Eleventh Circuit Court of Appeals. Between 1990 and 1997, she was a federal prosecutor in
Chicago and Milwaukee. From 1997 to 2005, she was a solo criminal defense practitioner, representing
clients in federal and state court. She holds a graduate certificate in dispute resolution from Marquette
University, and in the past has been an adjunct professor at Marquette Law School. The Seventh Circuit
Court of Appeals appointed her to the bankruptcy bench for the Eastern District of Wisconsin on July 5,
2005, and she served as chief judge from July 1, 2010 to December 8, 2014. In May of 2014, President
Obama nominated her to a seat on the United States District Court for the Eastern District of Wisconsin;
she was confirmed by the Senate on November 20, 2014, and sworn in to the district court bench on
December 8, 2014.
Judge Pepper is a member of the American Bankruptcy Institute, formerly served as education
director and chair of its Consumer Bankruptcy Committee, and currently serves on the board of directors,
the education committee and the nominating committee. She belongs to the National Conference of
Bankruptcy Judges, having served a term as the Seventh Circuit representative on the Board of
Governors, and a term as secretary for the 2013-14 year. She also has served on the national conference
education committee, and chaired that committee for the 2014 conference in Chicago. She completed two
terms as an associate editor of the American Bankruptcy Law Journal. She has served on the Human
Resources Advisory Council of the Administrative Office of U.S. Courts and currently serves on the
OSCAR working group and the Judicial Data Working Group for the Administrative Office. She
frequently speaks at Federal Judicial Center programs, and is a member of the Center’s Bankruptcy
Judges’ Education Advisory Group. She speaks at bar associations across the country on topics such as
the rules of evidence in bankruptcy, the intersection of criminal and bankruptcy law, and litigation skills.

HON. STACEY MEISEL is a Bankruptcy Judge for the U.S. Bankruptcy Court, District of
New Jersey. She became a United States Bankruptcy Judge on September 24, 2015; the first AfricanAmerican selected for this position in New Jersey. Prior to joining the bench, Judge Meisel was a
founding member of Becker Meisel LLC, founded in 1998 and now known as Becker LLC. While at the
firm, she was co-chair of the bankruptcy, insolvency and creditors’ rights practice group.
In 1997, Judge Meisel became a member on the New Jersey Panel of Bankruptcy Trustees appointed by
the United States Department of Justice, and the first African-American woman to serve in this position in
New Jersey. She remained in this role until her appointment to the bench.
Judge Meisel was very active with the Bankruptcy and Federal bars. Prior to her appointment to the
bench, she served on the Merit Selection Committees in 2006, 2013 and 2014, which were responsible for
recommending candidates to the Third Circuit for the New Jersey bankruptcy judgeship vacancies. In
2014, the United States Bankruptcy Court for the District of New Jersey selected her to serve on the New
Jersey Court Registry of Mediators. Judge Meisel also served on the Lawyers Advisory Committee to the
Board of Judges of the United States Bankruptcy Court, District of New Jersey from 2011 until her
appointment to the bench. In 2013, she was appointed as a Trustee to the Association of the Federal Bar
of New Jersey. She also served on the ABI Advisory Board for the Mid-Atlantic Bankruptcy Workshop
and was chair of the 2011 Workshop Attendance Committee.
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A strong believer in social responsibility, Judge Meisel volunteered for the Essex County Volunteer
Lawyers for Justice from 2002 until her appointment; she helped launch the New Jersey Bankruptcy
Lawyers Foundation in 2004; she served on the Board of Directors of the Children’s Home Society of
New Jersey from 2004 until 2010; she served on the Board of Directors for Legal Momentum – The
Women’s Legal Defense and Education Fund from 2014 until her appointment; and served as Treasurer
for the Board of Trustees for the Newark Boys Chorus School from 2013 until her appointment.
Judge Meisel continues to serve by participating on various panels on a variety of issues. Judge Meisel is
also a co-author of the Consumer Bankruptcy Manual, a Thomson Reuters publication. Recently, Judge
Meisel was appointed to serve a three (3) year term on the NCBJ Rules Committee.

JULIA FROST-DAVIS is a partner at Morgan, Lewis & Bockius LLP in its Boston
office. She focuses her practice on the representation of creditors in complex Chapter 11 cases.
A seasoned commercial litigator, she counsels clients facing commercial and bankruptcy
litigation and appeals and regularly represents investors and lenders throughout the capital
structure on all aspects of restructuring and related litigation, including debtor-in-possession
financing, distressed M&A transactions, claim and plan negotiation and litigation, and out-ofcourt work-outs.
Recent representative matters include acting as counsel to DIP lenders in Energy Future
Holdings and related cases; representation of the UMWA health and retirement funds in
connection with the chapter 11 cases of Alpha Natural Resources, Inc., Arch Coal, Inc., Patriot
Coal Corp., Peabody Energy Corp., and Walter Energy, Inc.; representation of pre-petition
secured lenders in Relativity Fashion, LLC, and representation of noteholders in receivership
proceedings involving a 55 megawatt biomass fueled electric generating facility.
Julia has been a panelist for several trial practice workshops for the American Bankruptcy
Institute and is the co-author of Debtor in Possession Financing Orders: Line by Line (Aspatore
Books). She also serves as treasurer and a director of the Honorable Tina Brozman Foundation.

DEMETRA L. LIGGINS is a Partner in Thompson & Knight’s Bankruptcy and Restructuring
Practice Group in the Firm’s Houston office. She has nearly 15 years of experience in business finance
and restructurings for a variety of large and small public and private companies. Demetra helps navigate
her clients through complex corporate reorganization and distressed acquisitions. She works on both incourt and out-of-court restructurings. Demetra is highly regarded for her ability to quickly and efficiently
help clients assess the effects of a bankruptcy on their corporate and financial transactions. She is a
trusted business partner who works with her clients to identify and achieve their goals in the bankruptcy
process.
Demetra received a J.D., cum laude, from the Cumberland School of Law at Samford University in 2000
and a B.S. in Business Administration, cum laude, from Christian Brothers University in 1997. Following
law school, she clerked for the Honorable U.W. Clemon, Chief Judge for the United States District Court
for the Northern District of Alabama. Demetra is licensed to practice in both Texas and New York.
Demetra is actively involved in numerous organizations, including serving as Houston Chapter Chair of
the International Women’s Insolvency and Restructuring Confederation (IWIRC); a member and former
Chair of the Bankruptcy Section of the Houston Bar Association; a member of the Women’s Energy
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Network; a member of the Women’s Business Alliance, Greater Houston Partnership; a former Fellow of
Leadership Council on Legal Diversity; and a Fellow of the Texas Bar Foundation. Her accolades include
being named to Texas Rising Stars® by Thomson Reuters, as a Law Firm Rainmaker by Diversity & the
Bar, and to Houston’s “Top Lawyers” by H Texas magazine. She has also been featured in Law360’s
Minority Powerbroker Q&A series.

THOMAS J. SALERNO is a partner in Stinson Leonard Streets' financial restructuring practice,
resident in the firm’s Phoenix office. He has been involved in restructurings in the United States, the
United Kingdom, Germany, France, Switzerland and the Czech and Slovak Republics. In addition, he
taught Comparative International Insolvency at the University of Salzburg. Mr. Salerno was named as
one of 12 Outstanding Bankruptcy Attorneys in 1998 and 2000 by Turnarounds & Workouts, a newsletter
published by Beard Group, Inc. in Washington DC, and is a member of the select group of insolvency
professionals listed in the K&A Restructuring Professionals Registry. He is also listed in The Best
Lawyers in America and selected as the Restructuring Lawyer Of The Year in Phoenix for 2009 and 2013
by this publication. He was selected by his peers for inclusion in Southwest Super Lawyers, a distinction
honoring the top 5 percent of lawyers in the region, from 2007 until present. In 2007, Mr. Salerno was
one of three Arizona-based lawyers to be listed in The International Who’s Who of Insolvency &
Restructuring Lawyers. He is rated AV by Martindale-Hubbell’s rating system.
Mr. Salerno has extensive experience representing distressed companies, acquirers and creditors in
financial restructurings and bankruptcy proceedings, pre- and post-bankruptcy workouts, and corporate
recapitalizations. He has represented clients in diverse industries such as casinos, resort hotels, real estate,
high-tech manufacturing, electricity generation, agribusiness, construction, health care, airlines and
franchised fast-food operations. He has also served as an expert witness on US insolvency law in
litigation in Germany. He has represented parties in insolvency proceedings in 30 states and five
countries. Mr. Salerno headed the US delegation to the Czech Republic in advising the Czech
Government in the historic revamping of its bankruptcy law, which took effect in January 2008. He has
also advised on revamping insolvency laws in the Dominican Republic and Costa Rica. He is a member
of the UNCITRAL working group on its Insolvency Law Reform Project, completed in early 2007. He
was lead counsel in the historic Chapter 11 proceeding resulting the sale of the Phoenix Coyotes to the
NHL (the first time the NHL has acquired one of its teams) in 2009.
In addition to numerous articles in both national and international journals, Mr. Salerno is the author of
“An Overview of the Restructuring Process,” which appeared in Best Practices for Corporate
Restructuring, published in 2006 by Aspatore Books. He is also the co-author of “Chapter 11 Cases
Involving Professional Sports Franchises: Special Issues” published in Collier’s On Bankruptcy; the
Executive Guide to Corporate Bankruptcy, originally published in 2001 by Beard Publications (with the
Second Edition published in 2010); co-author and an executive editor of the three-volume treatise
Advanced Chapter 11 Bankruptcy Practice, published by Aspen Law Publications; and co-author of the
two volume Bankruptcy Litigation and Practice; A Practitioners’ Guide – 4th Edition, also published by
Aspen Law Publications. Mr. Salerno served as a director of the American Bankruptcy Institute, where he
also served on the executive committee, and formerly was a director of the American Bankruptcy Board
of Certification, Inc. He is a past chair of the Bankruptcy Section of the State Bar of Arizona and a Fellow
of the American College of Bankruptcy.
Mr. Salerno is a graduate of Rutgers University (BA, 1979, summa cum laude) and University of Notre
Dame School of Law (JD, 1882, cum laude), where he served on the Notre Dame Law Review.
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PART I
DIRECT EXAMINATIONS
IN BANKRUPTCY LITIGATION
“Every man is bound to leave a story better than he
found it.”
Mary Augusta Ward
Robert Elsmer (1888)
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1.

WHAT DO I NEED TO PROVE THROUGH THIS WITNESS?
•
•
•
•

2.

List of Exhibits to be offered into evidence through the witness
Alerts—where and how can this witness hurt my case on direct or on cross?
Do I need/want this witness—if rather no what are my alternatives?

IMPORTANCE OF EARLY CONTACT
•
•
•
•
•

3.

Outline of fact/opinion to be elicited from witness

Get to the witness early and first if possible
Memorialize their testimony—by recording or signed written statement
If not hostile, do NOT take deposition unless there is a compelling reason
Get the witness invested in your case—make him or her a part of the team
Get documents and physical evidence

PREPARE THE WITNESS—PART I (DEPO PREP)
•
•

The beginning of good direct comes with preparation for the possible deposition
from the other side
Assist the witness in the preparation for the deposition
—Review statements or transcripts of recorded statements
—Deposition prep is fine—Witness should not be defensive

4.

PREPARE THE WITNESS—PART II (TRIAL PREP)
•
•
•
•
•
•

5.

Review all prior statements with witness
Review all documents related to witness’ testimony
Review documents to be admitted by witness
Talk about documentary admission procedure—See Part II
Rehearse at least critical parts if possible.

PREPARE THE WITNESS FOR CROSS EXAMINATION
•
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Go over with witness their role in the trial

Reduce the fear of cross
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•
•

Talk about the likely cross examination topics in the testimony
Best advice:
—Listen to the question
—Be truthful
—Don’t guess or speculate—“If you don’t know, say you don’t know.”

•
6.

Rehearse with a sample cross—“sandpaper” the witness

“PRESENTATION” OF THE WITNESS
•

The witness is the “Star”
— Get Court comfortable with witness
—Try to have Court look at witness rather than you (“location, location, location”)
—Encourage witness to look at the Judge
—Rehearse work with the exhibits
—Give the witness credibility with your own attention, deference and respect

7.

THE “EXPERT” WITNESS
•

“An expert is a fool 50 miles from home.” Prof. Frank Booker, Univ. of Notre Dame
Law School (1980)

•

FRE 702—an expert must be qualified as such in order for such testimony to be
admissible. Two (2) prerequisites:
o First, testimony must be subject of “scientific, technical, or other specialized
knowledge” needed to assist truer of fact to understand evidence or to determine
a fact in issue.
o Second, expert witness must be qualified as an expert by:
Knowledge;
Skill;
Experience;
Training; or
Education.
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•

Daubert v. Merrill Dow Pharmaceuticals, Inc. 509 U.S. 579 (1993) (trial court has to
“ensure that the courtroom door remains closed to junk science”—the trial court as
“gatekeepers”).

•

Kumho Tire Co., Ltd. v. Carmichael, 526 U.S. 137 (1999) (review of factors trial
courts should consider in determining whether proffered expert testimony “is the
product of reliable principles and methods”).
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•

Lippe v. Bairnco Corp., 288 BR 678 (SDNY), aff’ed 99 Fed. Appx. 274 (2d Cir.
2004).

•

In re Med Diversified, Inc. 346 BR 621 (Bankr E.D.N.Y. 2006) (Bernstein, J.)1 — the
Court as advocate?

o
•

See also Bernstein, Seabury & Williams, “The Empowerment of Bankruptcy
Courts In Addressing Financial Expert Testimony,” 80 Am. Bankr. L.J. 377
(Summer 2006).

Specific FREs Related To Expert Witnesses

o

FRE 702 – experts may testify as to opinions, while lay witnesses may not (FRE
701)

o

FRE 703 – the facts/data relied upon by experts, even if inadmissible by
themselves (such as hearsay, etc.), if of the type reasonably relied upon by experts,
may form the basis of expert’s opinion.2

o

FRE 704(a) – experts (with exceptions related to criminal matters) may testify as
to “ultimate issue” (e.g. signature is forged).

o

FRE 615 – be sure to exclude adverse expert witnesses! Don’t give them
time/opportunity to bolster their case by sitting through your expert’s testimony!

o

FRE 706 – court can appoint its own experts. This has been used in bankruptcy
cases to evaluate proposed sale transactions (PMH Resources) and to resolve
valuation issues in contested, complex matters (Calpine Energy).

o

FRE 1006 – summaries are admissible if underlying documents are disclosed and
made available to other side. Summaries are very helpful in dealing with experts,
particularly in bankruptcy cases.

1

Judge Bernstein retired from the bench on July 31, 2007 and, as of August 1, 2007, is a law professor at John
Marshall Law School in Atlanta.

2

This makes practical sense. Without it, how would an appraiser ever be able to opine about comparable sales?
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8.

PRESENTATION OF TESTIMONY
•
•
•
•
•

Organized presentation—if the Court is lost, you’re lost!
Preliminary questions to get settled in
“Headline”: Hit a high point early
Use Visuals and Exhibits—if it fits
Pacing—Questions that are too open allow witness to ramble and are boring to
hear
—Work up short-answer-questions and long-answer-questions
—Rehearse—“We will get there.”

9.

“CHALLENGES”—AKA PROBLEMS
•
•
•
•

579007.1

Inability to lead
Jumping ahead by witness
Problem of omitted testimony
The “bad” witness—too young; too forgetful; too much the advocate; just plain
sleazy
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PART II
INTRODUCTION OF DOCUMENTARY EXHIBITS
“It is for ordinary minds, and not for psychoanalysts,
that our rules of evidence are framed.”
Benjamin N. Cardozo
Shepherd v. United States,
290 U.S. 96, 104 (1933)
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1.
A.

TWO “BIBLES”
•
•

B.

Identify
Authenticate
Offer
Use only after admitted
See Section 3, below—Recite and use the “Evidence Mantra”

MARKING THE EXHIBIT
A.

“WALKING” METHOD
•
•
•
•
•

B.

Present to Clerk
Request that exhibit be marked “Trustee’s Exhibit Number X”
Show Exhibit to opposing counsel
Get permission to approach witness (if needed in your Courtroom)
Hand Exhibit to witness

“EXHIBIT BINDER” METHOD
•
•
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Fundamentals Of Trial Techniques by Thomas A. Mauet (Little Brown &
Co.)
Bankruptcy Evidence Manual by Hon. Barry Russell (West Bankruptcy
Series)

“I-A-O-U” RULE FOR DOCUMENTARY EXHIBITS
•
•
•
•
•

2.

INTRODUCTION

Obtain numbering system from Clerk and prepare Binder with all your
exhibits numbered or lettered.
Notebooks for:
—You
—Witness
—Judge
—Opposing Counsel
—Extra (2)
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3.

THE “EVIDENCE MANTRA”
A.

THE FOUR ESSENTIAL PHRASES

“Memorize and Recite”—three (3) simple question that will deceive people into
believing you know what you’re doing! Amaze your friends!
•

•
•

“Sir/Ma’am, I hand you what has been marked as
Identification:
Trustee’s/Debtor’s/Creditor’s/Officious Meddler’s Exhibit “X” for identification,
and ask you to examine it please. Can you identify Exhibit “X” for the record?”
Authentication: “Is that a copy of your signature on page 3?” or “Is this a copy
of the letter that you received on or about X date?”
•
“Is this a complete copy of the letter?”
Offer. “Trustee offers Exhibit “X” into evidence.”
NOW you can use the Exhibit!

B.

OFFERING THE EXHIBIT

•

•

4.

EVIDENTIARY OBJECTIONS—“JUST
GOING SO WELL…”
A.

INITIAL TESTS—[“OPRAH”]—IS
EVIDENCE…
•
•
•
•
•

B.

WHEN

THE

IT

WAS

EXHIBIT/

Offered?
Probative vs. Prejudicial?
Relevant? (aka “material”)
Authenticated?
Hearsay?

PROBATIVE
EFFECT”
•
•
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VERY important—without this step the exhibit is not in the evidentiary
record.

VS.

PREJUDICIAL—“WEIGHT

Is it probative?
Is it unduly prejudicial?
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THE

C.

RELEVANCE—FEDERAL
(“FRE”) 401
1.

EVIDENCE

Makes a fact of consequence to the outcome of the proceeding
more probable or less probable

FRE 403—WHEN RELEVANT EVIDENCE IS
INADMISSIBLE—OR
“WHEN
GOOD
EVIDENCE GOES BAD”
•
•
•
•
•

D.

OF

RELEVANT EVIDENCE—
•

2.

RULES

Danger of unfair prejudice
Confusing
Misleading
Delay or waste of time
Needlessly cumulative evidence—“the Exhibit speaks for itself”

AUTHENTICATION—FRE 901
•
•
•

Proof must be offered the Exhibit is, in fact, what it is claimed to be
Common Objection—“Lack of foundation”
“Self Authenticating Documents”—FRE 902
—Twelve (12) types of documents that are “self authenticating”
—May still be irrelevant, or prejudicial, but don’t need a witness to lay an
evidentiary foundation
—The “Self Authenticating Twelve”
• Domestic public documents under seal (FRE 902 (1))
• Domestic public documents not under seal (FRE 902(2))
• Foreign public documents (FRE 902(3))
• Certified copies of records (FRE 902(4))
• Official publications (FRE 902(5)) (e.g. Dept. of Agriculture
Bulletin)
• Newspapers and periodicals (FRE 902(6))
• Trade inscriptions (e.g. “made by XYZ Co.”) (FRE 902(7))
• Acknowledged documents (e.g. notarized documents) (FRE 902(8))
• Commercial paper and related documents (FRE 902(9))
• Presumptions under acts of Congress (FRE 902(10))
• Certified domestic records of regularly conducted activity (e.g.
certified “business records exception documents”) (FRE 902(11))

579007.1
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•

E.

Certified foreign records of regularly conducted activity (FRE
902(12))

HEARSAY—“He’s just telling me what the other guy said.”
•

See FRE 801-807

•

What is “hearsay?” A statement by someone other than by the witness on
the stand (the “Declarant,” in FRE 801(b) lingo) offered to prove the truth
of the matter asserted. FRE 801(c).
—“John told me Sarah told him she never even read the financial
statement.”

•

What is a “statement?” Oral or written assertion, or non-verbal conduct.
FRE 801(a).
—Oral: “John told me Mary told him…” (this can be “double hearsay,”
or “hearsay written hearsay”).
—Written: Document authored by someone other than the declarant.
—Non-Verbal:
question.”

•

“I saw John nod his head ‘yes’ when asked the

Hearsay Is Not Admissible—FRE 802
—Why? No chance to challenge the Declarant on cross examination.

•

What Is Not Hearsay? FRE 801 (d).
—Two things:
• Prior statement by witness - if made at the trial or hearing
(therefore presumably under oath) and subject to cross examination
which is: (a) inconsistent with declarant’s testimony in another
trial, hearing or deposition at which time declarant is under oath;
or (b) consistent with current testimony and introduced to rebut
inference of recent fabrication; or (c) one of identification of a
person.
• Admission by a party opponent—statement offered against a party
which is: (a) party’s own statement in either individual or
representative capacity; or (b) a statement in which party has
manifested an adoption or belief in its truth; or (c) a statement by a
person authorized by the party to make a statement concerning the
subject matter; or (d) a statement by the party’s agent or servant
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•

concerning a matter within the scope of the agency or employment
made during such agency/employment; or (e) a statement by a coconspirator of a party during the course and in furtherance of the
conspiracy.
Hearsay Exceptions—“So its hearsay, but it’s OK hearsay.” FRE
803-804, 807. Three Kinds:
o Exceptions Whether Declarant Is Available Or Not—
“The Big 23” (FRE 803)—(the exceptions that usually
come up in bankruptcy cases are set out in bold and
italics)
Present sense impression (“She said, ‘look at that
great sunrise!’”) –FRE 803(1).
Excited utterance (“Just after the car almost hit us,
he said ‘Man I’m glad I hid that stolen money
where my wife could find it!’”) FRE 803(2).
Then existing mental emotional or physical
condition (“He told me he was suffering from
depression.”) FRE 803(3).
Statement made for purposes of medical
diagnosis/treatment (“She told me, as the attending
doctor, that she suffered from seizures.”) FRE
803(4).
Recorded recollection (witness showing the
witnesses own notes from prior time when notes
were made when events were fresh in witness’
mind) FRE 803(5).
Records of regularly conducted activity (written
report kept in ordinary course of business) FRE
803(6).
Absence of entry in records kept in regularly
conducted activity—FRE 803(7).
Public records/reports (police or other public
agency records, reports, etc.) FRE 803(8).
Records of vital statistics (birth or death
certificates, etc.) FRE 803(9).
Absence of public record or entry (prove through
testimony that appropriate person searched and
could not find the public record) FRE 803(10).
Records of religious organizations (marriage
certificates, etc.) FRE 803 (11).
Marriage, baptismal and similar certificates –FRE
803(12).
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Family records (family genealogies, engravings on
family, jewelry, etc) FRE 803(13).
Public records of documents affecting an interest
in property (deeds, bill of sale, etc)—803(14).
Statements in documents affecting an interest in
property—FRE 803(15).
Statements in “ancient” documents (documents in
existence 20+ years whose authenticity is not in
dispute) FRE 803(16).
Market
reports,
commercial
publications
(directories, market quotations generally used and
relied upon by public or persons in particular
occupations) FRE 803(17).
“Learned treatises” (if used by expert witness in
direct examination) FRE 803(18).
Reputation concerning personal or family history
(regarding a person’s birth, marriage, death, blood
relationships) FRE 803(19).
Reputation concerning boundaries or general
history (regarding reputation in general community
established before dispute arose) FRE 803(20).
Reputation as to character (among associates or in
community) FRE 803(21).
Judgment of previous conviction (for felonies, not
including nolo contendore pleas—even if on appeal)
FRE 803(23).
o Exceptions Only When Declarant Is Not Available—“The
Big 6” (FRE 804)
“Unavailability”—can’t obtain testimony because
of: (a) privilege; (b) unlawful refusal to testify; (c)
asserts lack of memory; (d) dead or ill; (e) outside
scope of service of process. FRE 804(a).
Former testimony (under oath at trial, hearing or
deposition) FRE 804(b)(1).
Statement under belief of impending death (no one
tells a lie when they think they’re about to meet
their maker!) FRE 804(b)(2).
Statement against interest—(see also FRE
801(a)—Statement by party opponent) FRE
804(b)(3).
Statement of personal or family history
(declarant’s own out of court statement regarding
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own birth, marriage, divorce, family, or about those
same things regarding a blood relative) FRE 804
(b)(4).
Forfeiture by wrongdoing (where declarant was
involved in making sure he/she was unavailable as a
witness) FRE 804(b)(6).
o “Residual” Exception—“Yeah, it’s blatant hearsay, but
its good blatant hearsay”—FRE 807
Any Statement not covered by exception in FRE
803 or 804 if court determines: (a) involves
material facts; and (b) better evidence is not
available; and (c) interests of justice will be served.
Must be disclosed to other party in advance, with
name/address of declarant.

F.

WHAT IF IT’S NOT THE ORIGINAL?
•

So what?—See FRE 1003

G. See also Common Evidentiary Objections attached hereto as
Appendix I.
5.

“BUSINESS RECORD POLKA”
•
•
•

QUESTION NO. 1
Q:
A:

•

“Can you identify Exhibit X?”
“It’s a [business record].”

QUESTION NO. 2
Q:
A:
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Problem: So what if the document came out of someone’s business files from 8
years ago—the person who signed/sent it isn’t around, nor is the person who
received it? It’s classic hearsay at that point.
Solution: Do the “Business Record Polka”! See FRE 803(6). Ask the following
six (6) questions:

“When was it made?”
“It was made at the time of the transaction it recorded.”
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•

QUESTION NO. 3
Q: “Who made it?”
A: “My Bookkeeper.”
[It was made based on information from a person that had
actual knowledge off what was entered.]

•

QUESTION NO. 4
Q:
A:

•

QUESTION NO. 5
Q:
A:

•

“How is this record prepared?”
“It’s prepared regularly in the course of our business.”

“Who is the person responsible for these records?”
“My Bookkeeper and I are.”

QUESTION NO. 6

Q: “Where is the Original?”
A: “At my office.”
Q: “What’s the difference between Exhibit 14 and the
original?”
A: “There is no difference.”
6.
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COMBATING OBJECTIONS

•
•
•
•
•
•

Keep your cool.
Think about every objection that could be made to your evidence.
Lay the proper foundation to begin with.
Be prepared to respond.
When the objection is made respond with rule that allows the evidence.
See Common Evidentiary Objections, Appendix I.
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PART III
EFFECTIVE CROSS EXAMINATIONS
IN BANKRUPTCY LITIGATION

“More cross-examinations are suicidal than homicidal.”
Emory R. Buckner
Francis Lewis Wellman
Art Of Cross-Examination
(1936)

579007.1
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1.

UNDERSTANDING THE PURPOSES OF CROSS-EXAMINATION—
•
•
•

To blunt the effect of a good direct examination.
To discredit a biased, waivering or untruthful witness or sloppy expert.
To highlight helpful facts ignored or minimized in direct examination of a hostile
witness.
To obtain factual building blocks to support your closing argument or post-trial
brief.
The “slaughterhouse theory” of cross examination—keep those doggies rollin….

•
•

2.

TO CROSS OR NOT TO CROSS—THAT IS INDEED THE
QUESTION!
•

3.

Is it always necessary?

“THIRTEEN RULES OF EFFECTIVE CROSS-EXAMINATION IN BANKRUPTCY LITIGATION.” 3
•
•

Items marked with”

” are derived from interviews with various bankruptcy judges.

Preliminary Observation.
•

•

Learning to effectively cross-examine takes practice and experience. Even very
experienced bankruptcy litigators review transcripts and wince at misfired
questions or omitted questions or follow-ups!
There is rarely a “perfect” cross-examination, but some are more effective than
others.

3

Not sold in any store—act now and receive a set of Ginszu steak knives and a three-year supply of Rice-aRoni, “the San Francisco treat!”
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•

RULE ONE: CHOOSE YOUR “THEMES” AND AVOID
“OVERKILL.”
Overextensive or overaggressive cross-examination detracts from
effectiveness, and can make the judge sympathizes with the witness being
“bullied.”
At the end of a cross-examination, a judge should be able, in a summary
fashion, to tick off the handful of points central to the examiner’s theme.4
“Themes” are chosen or refined based upon either (or both)
discovery and/or testimony on direct.
It is apparent to most experienced bankruptcy judges when a crossexamination has no clear objective or themes—the cross-examinations
tend to ramble, often become argumentative, and a re-hash of direct
examination.
Choose your points well—picking apart a witness’ every word is
ineffective, looks like quibbling, and ultimately dilutes the impact of the
stronger points.
Be sure to return to your themes if a difficult witness insists on moving
away from the issues.

4

One judge interviewed said he likes a summary at the conclusion of a cross-examination by the examiner
(such as “So, to summarize, you testified to X, correct? And Y, correct? And Z, correct?”). This judge
acknowledged that such testimony may be cumulative and subject to an “asked and answered” objection, but he
finds it helpful.
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•

RULE TWO: PREPARE. PREPARE. PREPARE. (Did I
mention preparation?)
•
•

A trial is a play—no actor likes to perform a play without adequate
preparation.
The only way to choose effective “themes” is to be prepared—
•
•

Where does this witness’ testimony fit into the scheme of the case?
What “factual building blocks” is this witness providing to the
other side that need to be discredited or minimized, or what facts
do you need from this witness for your case?

Avoid “fishing expeditions,” otherwise known as discovery in open Court!
Nothing is worse than a lawyer’s attempt to do discovery through crossexamination—it is often unorganized and leads to confusion or worse (e.g.
factual testimony adverse to a lawyer’s case).
•

In order to be prepared for effective impeachment, you must be very
familiar with depositions taken of key witnesses and other discovery taken
in the case.
Example

In preparation for cross-examinations of key witnesses, and where wording is crucial (see Rule
Three, below), the following is helpful:
Cross-Exam Outline
1.

The sky was blue on October 14, 1999—correct? [Depo. Tr. At 51:1-3].

2.

You were in a position to see the sky that day, correct? [Depo. Tr. At 53:5-18].
Etc.

This allows you to go right to the impeachment spot without fumbling around.

•
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Preparation is KEY to effective impeachment! (See Rule Three, below.)
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•

RULE THREE: LEARN TO EFFECTIVELY IMPEACH
BASED ON PRIOR INCONSISTENT TESTIMONY!
•
Impeachment is allowed only under Fed. R. Evid. 801(d). Elements: The
prior statement from which the impeachment will come: (1) must be inconsistent
with the testimony; and (2) must have been given under oath subject to the rules
of perjury. Interestingly, a lawyer may impeach his or her own witness. FRE 607.
•
Most common uses of impeachment—changes in testimony from a prior
deposition or judicial proceeding.
Learn to set up an impeachment! In order for it to be effective and
helpful to the trier of fact, the cross-examiner must first clearly
establish: (1) that the testimony given in the trial is clearly
inconsistent with the prior statement under oath; and (2) that
inconsistency is material and relevant.
Example 5
Q: Sir, you testified on direct examination that the sky was blue on Saturday,
October 14, 1999, isn’t that correct?
A: Yes.
Q: You recall I took your deposition on August 1?
A: Yes.
Q: And you were under oath at that deposition, isn’t that correct?
A: Yes, I believe so.
Q: Sir, do you recall the following exchange—counsel, deposition transcript, page
10, starting at line 12—:
Q (by me): So what color was the sky that day?
A (by you): What day?
Q: October 14, 1999.
A: It was red—a bright red.
Do you recall that, sir?
A: Yes, I suppose.

5

In some jurisdictions, local rules of practice require that the witness be shown the transcript and counsel
must allow the witness to read along to ensure the transcript is being correctly read. Check your local jurisdiction.
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DO NOT: (1) Ask the witness if he/she was lying
under oath then, or now; (2) Ask if he or she is trying to
change his/her testimony; (3) Ask if you read it
correctly; or (4) Ask anything else. THE POINT IS
MADE, THE IMPEACHMENT IS DONE. At this
point, it will be up to the other side on re-direct
examination to attempt to rehabilitate the witness.6
6

If you are prepared and impeach properly and effectively once or twice with a witness, you’ll find either the
witness stops playing with you and flies right, or gets so flustered he or she anticipates impeachment. An example
of the latter occurred in the cross-examination of a feasibility expert in a recent contested plan confirmation where
the debtor’s expert was impeached 3 times—he was a bit “skittish” after that:
Q (By Mr. Salerno): Sir, in the debtor’s projections, they use a five percent
FF&E [Furniture, Fixtures and Equipment] reserve, correct?
A (By Debtor’s Expert): That’s correct.
Q: And isn’t it true—particularly with older limited service hotel properties—
that a four to five FF&E is not considered sufficient by many industry experts in
order for that hotel to remain competitive.
A: Yes—in fact, during the deposition on Monday, I believe you played a tape
in which Mr. Warnick—the principal and founder and owner of our firm—made
that very statement. However, I would point out—well, if you’re going to ask
me to give an answer, Mr. Salerno—
Q: Keep going, sir. I’m not cutting you off—just keep going.
A: —let me qualify it. I mean, these yes and no answers are just leading you to
a track that you’d like to go, but I don’t think they’re fair in terms of getting to
the facts of the issues. Yet generally speaking, more than four percent is the
industry norm, but we’re talking—now let’s qualify that—let’s put conditions—
Q: Qualify away, sir.
A: You’re talking more than four percent for a reserve over the entire life of the
property, which can be at as much as 40 or 50 years, and we’re talking about a
seven-year period here.
Q: Sir, are you done?
A: And you’re also talking generally and not looking at market-specific issues.
Yes. I will answer yes, but—
***
Q: So the truth is, the founder of your company, Warnick & Company—
Richard Warnick—believes that four to five percent is not sufficient in limited
hotel service industry; isn’t it?
A: Generally speaking, over the long haul of the property, a 50-year term—40
to 50 year life.
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Most common mistakes that annoy judges, and worse,
detract from the effectiveness of your cross-examination:
Attempting to impeach when the testimony given in
Court is not clearly inconsistent—it leads to
quibbling and argument.
Attempting to impeach before clearly establishing
the inconsistent testimony (e.g. going right to
deposition transcript without refreshing the judge’s
recollection as to what the “offending” testimony
was).
Attempts to impeach where the inconsistency is less
than clear.
Example
Q: So sir, you testified on direct that the sky was blue on October 14, 1999—correct?
A: Yeah.

Q: Sir, and turn to—
A: Sir, if I can—
Q: Keep going—keep going–
A: —if I might just add. The—well, you’re saying yes, no, yes, no, but there’s
more to the matter. The issue of having sufficient FF&E reserves is an issue of
remaining competitive. If you look in a specific market, and the remainder of
the competitors in that market are older properties, are properties that aren’t
maintaining the same reserve levels, then a four percent reserve may well be
sufficient. And in fact, in these submarkets, nearly 60 percent of the properties
are over ten years old, and a third of them are over 20 years old, and most of
them are owned by mom and pop operators. So if you want to take a broad
generality and try and apply it to the specific circumstances, I just don’t think
that’s fair.
Q: Sir, I’m asking you, generally speaking, if in the limited service hotel sector
a four to five percent FFE reserve is not sufficient—that’s the point of these
questions.
A: Generally speaking, yes.
Q: And the debtor’s hotels are limited service hotels, correct?
A: Yes.
Whew! I thought we’d never get to that “generally, yes” answer! The expert was flustered, and came across as
wanting to “qualify” everything.
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Q: Sir, you recall that I took your deposition (etc.)?
A: Yeah, I forget the date—whenever it was.
Q: You were under oath at the deposition, correct?
A: Yeah, I raised my right hand and all that.
Q: Do you recall the following exchange—counsel, deposition transcript, page 52, line 7—
Q (by me): So what color was the sky then—that day—do you know?
A (by you): I don’t remember.
Q: Was it red? Blue? Orange?
A: I don’t recall—it could’ve been.
Q: Could have been what?
A: Red, orange—I’m not real sure.
Do you recall that, sir?
This is wasted impeachment—it’s unclear, and ineffective. If this is done too often, it
insults and annoys the judges.

Ill-prepared counsel trying to impeach! You lose
the flow and effect.
Example
Q: Now, if I heard correctly you said the sky was blue on the fourteenth of October,
right?
A: You heard correctly.
Q: Fine. You remember I took your deposition (etc., etc.).
A: Yeah, yeah.
Q: Now….hold on, it’s here somewhere…uhmm, [to co-counsel] Where’s the
transcript? Do you have it?… If the Court will give me just a …. Oh, here it is…no,
that’s the other one…. Oh, oh, right—here it is…. Now, sir, you were under oath at
that deposition, weren’t you?
A: I raised my right hand and all that.
Q: Very good. Now, do you remember when I asked you…just a second…. It think it
was about page 12 [flipping through transcript]…. No, maybe page 22 [more
flipping]…. With the Court’s indulgence…. Oh, here it is—page 32, starting on line
7—no, 8—….
At this point, the effectiveness and pace is lost.
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•

RULE FOUR: CONTROL THE FLOW AND THE
PACE—IT’S YOUR SHOW!
Judges like concise, crisp, and organized cross-examinations—keep it
moving as much as possible. Difficult witnesses can slow you down, but
try to keep on your pace.
A key element to this is good preparation and a clearly defined objective
or “theme”—without it, cross-examinations can become confused,
rambling and ineffective.
Use leading questions unless there’s a good reason not to.
With a difficult or evasive witness, ask the Court to instruct the witness to
answer directly—Bankruptcy Judges know when a witness is being
difficult, and it hurts the witness’ credibility.
Avoid compound questions! They’ll not only draw an objection (and slow
down your pace), but also confuse the witness and maybe the judge.

Example
Q: So, you’d agree with me that there’s no equity in these properties and the debtor
really can’t put together a feasible plan of reorganization, wouldn’t you?
A: Which question…I’m not sure…
[Opposing Counsel]: Objection! The question is vague and compound. The witness
clearly doesn’t understand it.
[Whereupon counsel debate on the record for 3-5 minutes about whether
the question was clear, and by the end of the exercise, everyone has
forgotten what the whole point of the question was.]
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• RULE FIVE: DON’T LET DIFFICULT COUNSEL OR
WITNESSES THROW YOU OFF YOUR THEMES OR
QUESTIONS.
If you think a question is important, don’t let an evasive or difficult
witness fluster you—go back to your question.
Example
Q: Sir, you’d agree that the 9% interest rate proposed in the debtor’s plan would be
too low if the loan-to-value was 100%, wouldn’t you?
A: Well, I wonder if the values were properly determined in light of the current market
conditions.
Q: That’s fine, sir, but my question to you is if the loan-to-value was 100%, the
debtor’s proposed 9% interest rate would be too low, correct?
A: Well, how are you defining loan-to-value? I’m not sure we’re talking about the
same thing here….
[Etc., etc. After a few rounds of this, the Judge will likely instruct the
witness to answer the question. For a real life example, see, note 4, supra.]

If necessary, ask the Court to direct a witness to answer a question. While
you may not get it on your first request, after numerous/repeated evasive
answers, the Court will help rein in the witness.
Don’t let verbose opposing counsel, making long-winded speaking
objections, throw you! In fact, the more obstreperous they become, the
more they will annoy the Judge, and more importantly telegraph to the
Judge that they’re worried about what the testimony is going to be.

Example
Q: So the sky was blue on October 14, 1999, isn’t that correct sir?
[Opposing Counsel]: I object, your Honor! That question is vague and ambiguous,
and argumentative! It has no relevance to this matter, and is clearly designed to badger
this witness. It may also involve inadmissible hearsay, and also violates the best
evidence rule. As counsel is fully aware, whether the sky was blue or gray or purple or
yellow is perhaps the ultimate conclusion in this case, blah, blah, blah.
[Court]: Overruled.
Q: Sir, the sky was blue on October 14, 1999, correct?
A: Yes.
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•

RULE SIX:
THEMES.

BE SURE YOU’VE COVERED YOUR

As part of your preparation, be sure your bases are fully covered. Don’t
leave out crucial questions!

Levity Break
In a terrible accident at a railroad crossing, a train smashed into a car
and pushed it nearly four hundred yards down the track. Though no
one was killed, the driver took the train company to court.
At the trial, the engineer insisted that he had given the driver ample
warning by waving his lantern back and forth for nearly a minute. He
even stood and convincingly demonstrated how he’d done it. The court
believed his story, and the suit was dismissed.
“Congratulations,” the lawyer said to the engineer when it was over.
“You did superbly under cross-examination.”
“Thanks,” he said, “but he sure had me worried.”
“How’s that?” The lawyer asked.
“I was afraid he was going to ask if the damned lantern was lit!”

At the end of cross-examination, ask the Court for a moment to collect
your thoughts and double check your notes. If co-counsel is in the
courtroom, ask to be sure you’ve covered everything.
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•

RULE SEVEN: WHILE PREPARATION IS CRUCIAL,
DON’T GET WED TO YOUR NOTES.
Often, attorneys are so focused on their notes and covering their questions,
they don’t listen to the witness’ answers and miss wonderful follow up
questions.
Example
Q: So, on April 18, 2000, this debtor didn’t have sufficient cash
available to even make its payroll, did it?
A: We would have except for the money we loaned our [non-debtor]
affiliate to cover its cash shortages.
Q: Right, but this debtor couldn’t meet its payroll burden, correct?
[And counsel moves on, without following up on why a debtor
was lending a non-debtor affiliate money when it was itself
facing cash shortfalls].

•

RULE EIGHT:
ONICS.

AVOID “JURY-DIRECTED” HISTRI-

Bankruptcy Judges are very sophisticated triers of fact in most of the areas
in which testimony is given in bankruptcy cases (e.g. valuation, feasibility,
etc.)—Bankruptcy Judges are not usually swayed by the types of
histrionics that may help influence a jury (such as righteously indignant
objections,7 eye-rolling, etc.). Get to the point.

7

After all, why just “Object” when you can “OBJECT, YOUR HONOR, TO THAT RIDICULOUS
QUESTION!”
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•

RULE NINE: DON’T TRY TO MAKE YOUR CLOSING
ARGUMENT THROUGH YOUR CROSS EXAMINATION.
Too often, lawyers try to get hostile witnesses, through cross examination,
to agree to their entire theory of the case. This doesn’t work—just get the
factual building blocks and save the eloquent concluding argument for
your closing argument or post-trial brief.

Example
Q: So you’d agree with me, sir, that given the assumptions we’ve just
been through, there’s no possible way the debtor’s plan could ever be
feasible, isn’t that correct?
[The hostile witness will argue with you, and understandably so.
This question is really argumentative, and belongs in closing
arguments.]

•

RULE TEN: KNOW WHEN TO STOP (Or “Please,
question responsibly”).
Too often, lawyers beat a dead horse—make your points, sit down, and
shut up! The Bankruptcy Judge will be grateful for your brevity, and a
well-made point will hit the mark the first time effectively.
Asking too many questions opens up areas that allow the witness to
expound, qualify, or explain away problematic testimony.

•

RULE ELEVEN: DON’T SIMPLY REHASH DIRECT.
Some lawyers, believing they simply must cross-examine every witness,
use their cross-examination simply re-hashing the witnesses’ direct
testimony. It’s not only boring to Judges, but it emphasizes the direct by
allowing the witness to repeat it again.
•
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•

RULE TWELVE: THE JUDGE CAN READ!
Many judges hate it when lawyers ask witnesses to read from a document
that’s already in evidence to make a point—it’s already in evidence.
Having the witness read it aloud doesn’t necessarily give it any more
weight.8

Example
Q: Sir, the secured creditor bargained for prime plus seven percent default interest,
isn’t that correct?
A: I don’t know.
Q: Sir, please look at Lender Ex. 15—do you have it there? Fine. Look at page 23 of
Ex. 14.
A: What page?
Q: 23.
A: Okay.
Q: Please read the third full paragraph from the top.
[No response as the witness reads to herself.]
Q: No—please read it out loud.
A: Starting from the top of the page?
Q: No, starting 3 lines down, where it says: “Lender shall be paid…”—do you see
that?
A: Not on page 23.
[Counsel approaches witness—they search for the reference, etc. At this
point, since the document is in evidence, counsel can read from it at closing.
Having the witness read from it adds nothing.] 9

8

If the document was authored by the witness who is an adverse party, it may be used as impeachment under
the theory of admission by a party-opponent under F.R.E. 801(d)(2).
9

What’s more, it is objectionable. The witness’ testimony would be cumulative, and the document in
evidence speaks for itself.
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•

RULE THIRTEEN: THE “GREAT RULE”—NEVER
ASK A QUESTION WHOSE ANSWER YOU DON’T
KNOW!
•
While many attribute this golden rule to Irving Younger, in fact it has a
much more literary pedigree:
Never, never, never, on cross-examination ask a
witness a question you don’t already know the
answer to was a tenet I absorbed with my baby food.
Do it, and you’ll often get an answer you don’t want,
an answer that might wreck your case.
Harper Lee
To Kill A Mockingbird 10
1960
•
Of course, like any self-respecting rule, there are
exceptions. These should be used sparingly!
•

Do you really care what the response is?

•
Example:
You know another adverse
witness (such as the opposing parties’ expert) will testify to
X, which is a fact helpful to your case (through discovery
or otherwise). You ask, on cross, this adverse witness the
same question.
•
Either: (a) this witness will agree to X, in
which case he/she helps support or corroborate the other
witness; or (b) this adverse witness will disagree and testify
to Y, thereby putting them in conflict with other opposing
witnesses.
•

Desperation!

•
Your case is in a shambles already, and
another bad answer can’t hurt you too much more. This is
rarely useful, but sometimes it pays off. In the immortal
words of fictional detective Harry Callaghan: “Do you feel
lucky today, punk? Well, do ‘ya?” Dirty Harry (1977)
10

Who can forget the prosecutor’s extraordinary blunder in the classic trial of O.J. Simpson when he smugly
asked the defendant to “try on the gloves.” Oops! Unfortunately, trial work, unlike golf, has no “Mulligan” rule!

579007.1

36
PAGE 691

4.

CONCLUSION.

Effective cross-examination is a great advocacy tool. With experts, it is essential to the
American process. As stated by then-Chief Judge of the Fifth Circuit David L. Bazelon in 1973:
Challenging an expert and questioning his expertise is the
lifeblood of our legal system—whether it is a psychiatrist
discussing mental disturbances, a physicist testifying on the
environmental impact of a nuclear power plan, or a General Motor
executive insisting on the impossibility of meeting Federal antipollution standards by 1975. It is the only way a judge or jury can
decide whom to trust.
Dallas Times Herald
May 13, 1973
Do it properly, and you’ve acquired a great advocacy skill.
Thomas J. Salerno, Esq.
STINSON LEONARD STREET, LLP
Thomas.salerno@stinson.com
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APPENDIX I
“CHEAT SHEET”—COMMON EVIDENTIARY OBJECTIONS
(The “Big 8”)
1. “Lack of Foundation” [RE 602; 901 (for documents)]
 Question assumes a fact not in evidence (“What color was the light”, but don’t
establish that the witness ever saw the light in question.)
 Ask witness a question where you haven’t:
o Established witnesses’ knowledge of fact (how does he/she know what he/she
is testifying about); or
o Try to use a documentary exhibit without establishing proper foundation.

2. “Irrelevant” or “Immaterial” [RE 402]
 What does this have to do with anything?

3. “Hearsay” [RE 802]
Out of Court statement made by person other than the testifying witness, offered to prove
the truth of the matter asserted. [RE 801(c)]
 Witness: “John told me that the debtor told him that the debtor lied to the bank.”
 Exceptions:
o Prior inconsistent statement under oath (aka “impeachment”) [RE 613;
801(d)(1)]

o Admission by party opponent (Plaintiff: “Debtor told me he lied to the
bank.”) [RE 801(d)(2)]

4. “Cumulative” or “Exhibit Speaks For Itself” [RE
403]
 Lawyer lays proper foundation for documentary exhibit, and then ask witness to
testify from document.
 Exhibit (document) is in evidence. To simply now have witness read from the exhibit
is cumulative evidence—same evidence twice.
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5. “Leading” [RE 611(c)]
 On direct examination, question suggests the answer.
 Question: “On 3/1/08 you received the e-mail, correct?”

6. “Compound Question” [RE 403]
 Question asks 2 questions in one.
 Question: “On March 1, 2008 did you send the e-mail and called the banker on the
phone?”

7. “Argumentative” [RE 403]
 Question is not seeking to elicit a fact but rather is argument—usually an issue on
cross examination
 Question: “You were being obnoxious and threatening when you sent the 3/1/08 email,
weren’t you?”

8. “Calls for Speculation” [RE 701] [Not applicable to Experts]
 Question asks witness to speculate; answer not based on personal knowledge
 Question: “What do you think the debtor was thinking when he sent those e-mails?”
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APPENDIX II
“CHEAT SHEET”--EVIDENTIARY FOUNDATIONS QUESTION
BY QUESTION

A. “BUSINESS RECORD POLKA”
 Problem: So what if the document came out of someone’s business files from 8
years ago—the person who signed/sent it isn’t around, nor is the person who
received it? It’s classic hearsay at that point.
 Solution: Do the “Business Record Polka”! See FRE 803(6). Ask the following
six (6) questions:
 QUESTION

NO. 1
Q: “Can you identify Exhibit X?”
A: “It’s a [business record].”
 QUESTION

NO. 2
Q: “When was it made?”
A: “It was made at the time of the transaction it recorded.”
 QUESTION

NO. 3
Q: “Who made it?”
A: “My Bookkeeper.”
[It was made based on information from a person that had
actual knowledge off what was entered.]
 QUESTION

NO. 4
Q: “How is this record prepared?”
A: “It’s prepared regularly in the course of our business.”
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 QUESTION

NO. 5

Q: “Who is the person responsible for these records?”
A: “My Bookkeeper and I are.”
 QUESTION NO. 6
Q: “Where is the Original?”
A: “At my office.”
Q: “What’s the difference between Exhibit 14 and the
original?”
A: “There is no difference.”
B. LETTER/E MAIL SENT/RECEIVED BY WITNESS
A Hand/Examine: “I’m handing you what has been marked as Exhibit X—can you
examine Exhibit X please?” (OK)
B. Identify: “Can you identify Exhibit X for me please?” (E-mail I sent/ received dated
3/1/08)
C. Establish Foundation: “Is that a true and correct copy of the e-mail you sent/
received on 3/1/08?” (Yes)
D. OFFER INTO EVIDENCE! [Don’t Forget—Very Important!]
 “Your Honor, I offer Exhibit X into evidence.”

C. PHOTOGRAPH (Assume Photo Of A Speed Limit Sign)
A. Ms. Witness, were you present at the accident scene on July 8, 2009? (Yes)
B. When did you arrive at the scene? ( Approximately 8:29 pm)
C. Are you familiar with the scene as it looked on July 8, 2009? (Yes)
 Give a copy of Exhibit to opposing counsel
D. Your Honor, may I approach the witness? (If required by courtroom protocol)
E. Ms. Witness, I am handing you a photograph marked Exhibit X, and I ask you to
please examine it.
E. Can you identify Exhibit X? (Yes)
F. What is it? ( A photograph of the speed limit sign near the intersection where the
collision occurred.)
G. If Witness Took Photo: Did you take the photograph? (Yes)
No need for witness to actually have taken the photo. If witness did not take the photo,
go to Question J, below.
H. When did you take it? (Approximately two weeks after the collision.)
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I. Where were you standing when you took the photograph marked as Exhibit X?
(Approximately 2 feet away from the sign, facing west.)
J. Does Exhibit X fairly and accurately depict the speed limit sign as it appeared on
July 8, 2009? (Yes)
K. Your Honor, I offer Exhibit X into evidence.

D. DEMONSTRATIVE EXHIBITS (Such as maps, charts, models,
reproductions, etc.)
The foundation is essentially the same as that for a photograph (see above). The witness must be familiar
with the scene, location, or structure as it appeared at the relevant time, and must testify that the exhibit is
a reasonably accurate representation.
I. Example One: Diagram of Concert Hall Layout
A. “Mr. Witness, are you familiar with the concert hall as it appeared on the date of the
incident?” [Yes]
B. “How are you familiar with the concert hall?” [e.g. I've worked there for 10 years; I've been to several
concerts; etc.]
C. “I’m handing you what has been marked as Exhibit X (same protocol as above), and would ask
you to examine it please.”
D. “Can you identify Exhibit X? (Yes) What is Exhibit X? [It is a diagram of the concert hall]
E. “Is Exhibit X a reasonably accurate representation of the concert hall as it appeared on the
date of the incident?” [Yes]
F. (If desired or necessary for case, more detailed questions can be asked to provide additional
foundation such as, "Is the diagram drawn to scale?" and "Is the stage in the correct location in the
diagram?")
G. “Your Honor, I offer Exhibit X into evidence.”
II. Example Two: Ticket (not real ticket, but a facsimile/reproduction)
A. “Mr. Witness, are you familiar with the tickets that were sold [on the relevant date and/or for the
relevant concert]?” [Yes]
B. “How are you familiar with those tickets?” [e.g. I bought one; I've been selling tickets at the
hall for 10 years; I've been attending concerts every Saturday for the past year; etc.]
C. “I’m handing you what has been marked as Exhibit X, and would ask that you examine it
please.”
D. “Can you identify Exhibit X? [Yes] What is Exhibit X? [It looks like a reproduction of a ticket
that was sold at the concert hall]
E. “Is Exhibit X a reasonably accurate representation of a ticket that was sold [on the relevant
date / at the relevant concert]?” [Yes]
F. “Your Honor, I offer Exhibit X into evidence.”
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LOCKING UP THE CASE
1.

Strategies for Controlling a Case


A number of mechanisms exist which allow parties to attempt to control the Chapter
11 restructuring process. These include:
•

Plan Support Agreements (“PSAs”) and Restructuring Support Agreements
(“RSAs”)



•

Intercreditor and forbearance agreements

•

Debtor-in-Possession (“DIP”) financing

•

Cash collateral orders

While DIP financing is often thought of primarily as a source of liquidity for a
debtor-in-possession, it also can serve to impose controls in two general categories:
•

•

Operational/business controls, such as:
-

Capital expenditure limitations

-

Business plan approval and timing requirements

-

Detailed financial budgets with frequent test periods

-

Requirements to replace existing service providers

-

Appointment of lender-approved CEO and/or CRO

Reorganization/restructuring process controls, such as:
-

Timing and process requirements for Plan filing/confirmation

-

Timing and process requirements for asset sales

-

Elevation of various claims to administrative and/or superpriority status
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4



Secured creditors attempting to impose “case controls” using DIP financing and cash
collateral orders must be careful to balance the degree of control contained in those
agreements, with the benefits afforded to both the creditor(s) and the debtor-inpossession
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Walter Energy, Inc.
On July 15, 2015 (the “Petition Date”), Alabama-based metallurgical coal producer,
Walter Energy, Inc. (“Walter,” or the “Debtors”) filed a voluntary petition for bankruptcy relief
in the Northern District of Alabama.

Walter was a leading producer and exporter of

metallurgical coal for the global steel industry from underground and surface mines with mineral
reserves located in the United States, Canada, and the United Kingdom.
As of the Petition Date, the Debtors’ principal funded debt obligations of approximately
$3,153.0 million was comprised of: (a) $978.2 million in term loans owing to first lien lenders
(“First Lien Lenders”) and $73 million in outstanding letter of credit commitments (the “First
Lien Credit Facility”); (b) $970 under the 9.500% Senior Secured First Lien Notes; (c) $360.5
million in connection with the 11%/12% Senior Secured Second Lien PIK Toggle Notes; (c)
$388 million under the 9.875% Senior Notes due 2020; and (d) $383.3 million under the 8.500%
Senior Notes due 2021.
Under the First Lien Credit Facility, the First Lien Lenders were granted a security
interest in substantially all the Debtors’ assets. Prior to the Petition Date, an unofficial committee
of holders of first lien claims (the “Steering Committee”) was formed. Thereafter, Walter
provided Steering Committee advisors with access to extensive financial, legal and corporate
diligence materials, and engaged with the Steering Committee advisors regarding a
comprehensive restructuring of the Debtors.
Soon thereafter, Walter and the Steering Committee reached an agreement in principle
that contemplated (i) a consensual debt-to-equity conversion of over $1.8 billion of Walter’s
prepetition secured debt for substantially all of the reorganized Debtors’ common stock pursuant
to a prepackaged chapter 11 plan (the “Prepackaged Plan”); (ii) the Debtors’ consensual use of
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the prepetition secured parties’ cash collateral for no more than seven months to allow the
Debtors to pursue confirmation of the Plan; and (iii) in the case of a triggering event under the
RSA, a sale of Walter to the First Lien Lenders, subject to higher and better offers under
Bankruptcy Code section 363 (the “363 Sale”). As a result, at the outset of the bankruptcy case,
the Debtors sought to assume a restructuring support agreement (“RSA”) memorializing the
terms of their agreement with the Steering Committee.
The RSA, among other things, offered up to 10% equity in the reorganized Debtors to
senior management under a management incentive plan (the “MIP”), but nothing for unsecured
creditors or the UMWA Represented Parties. The RSA also provided for very broad plan
releases to the First Lien Creditors, preventing creditors or any estate representative from
investigating matters such as the prepetition financing and acquisition by the Debtors of Western
Coal Corp. (the “Western Coal Transaction”) in 2011 for $3.33 billion. Notably, the Western
Coal Transaction added significant levels of new secured debt at the start of a series of events
that ultimately led the Debtors into bankruptcy.
The 363 Sale, if approved under the RSA, contemplated a 3% break-up fee for the
Steering Committee, the First Lien Agent, and First Lien Trustee (despite no new cash and no or
very limited benefit to any other party) as part of prematurely seeking approval of the right in
any 363 Sale for the First Lien Lenders to credit bid at the sale (prior to the First Lien Creditors
establishing valid and perfected liens on substantially all of the Debtors’ assets).
The RSA defaults to the 363 Sale if any “Triggering Event” were to occur leaving the
Debtors unable to consummate the Prepackaged Plan. The Triggering Events originally
specified in the RSA included (but were not limited to) the following case milestones:
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by August 26, 2015, the Debtors were required to make a proposal under sections 1113
and 1114 to the UMWA in form and substance acceptable to certain of the First Lien
Creditors (the “Majority Holders”);



by August 26, 2015, the Debtors were required to file the Proposed Plan and Disclosure
Statement consistent with the Plan Term Sheet and in form and substance acceptable to
the Majority Holders and the Debtors;



entry of the Disclosure Statement Order in form and substance acceptable to the
Company and the Majority Holders by October 28, 2015;



labor agreement settlement of collective bargaining agreements or motion(s) filed
pursuant to section 1113 of the Bankruptcy Code by no later than October 21, 2015;



retiree settlement or motion(s) filed pursuant to section 1114 of the Bankruptcy Code by
no later than October 21, 2015;



the occurrence of a strike, work slowdown or other concerted labor activity lasting for
more than three days and reducing production by over 100,000 tonnes, as measured
against Walter’s mining plan;



projected non-ordinary course administrative and priority claims exceed $10.0 million;
and



entry of the Plan Confirmation Order by no later than January 13, 2016, and substantial
consummation of the Prepackaged Plan by no later than February 3, 2016.

The RSA also contemplated a number of “Support Termination Events” which would require
immediate termination of the RSA, triggering a default under the final cash collateral order. The
Support Termination Events included:


a material breach by the Debtors of any representation or warranty under the RSA;
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failure to obtain entry of the final cash collateral order in form and substance acceptable
to the Majority Holders and the Debtors by August 29, 2015;



failure to obtain entry of the plan confirmation order by February 3, 2015, unless a Sale
Order was entered prior to then in form and substance acceptable to the Majority Holders
and the Debtors which provides that the successor clause contained in the Collective
Bargaining Agreements between the Debtors and the UMWA is not enforceable against
the purchaser of the Debtors’ assets (unless the Bankruptcy Court otherwise granted relief
under section 1113 of the Bankruptcy Code and the Debtors implement the 1113 relief
and eliminate the successor clauses in the Collective Bargaining Agreements between the
Debtors and the UMWA); and



the Debtors’ attempt to withdraw, waive, amend of modify any term or condition of the
RSA, plan term sheet, Prepackaged Plan (including filing a plan or 363 Sale motion not
in accordance with the restructuring contemplated under the RSA), or final cash collateral
order in a manner not approved by the Majority Holders.
Further, the Debtors agreed pursuant to the RSA (i) not to take any actions inconsistent

with the restructuring, as contemplated by the RSA and plan term sheet; and (ii) not to negotiate
an alternative transaction or Restructuring inconsistent with the RSA (except pursuant to the very
stringent and limited so-called “fiduciary out” provisions); and (iii) to cause an independent
director mutually agreeable to the Company and the Majority Holders to be appointed to the
board of Walter Energy Canada Holdings, Inc., giving even more insider-like control to the First
Lien Lenders over at least partially unencumbered assets.
The RSA gave further control to the Majority Holders of First Lien Creditors by requiring
that certain documents be consistent in all respects with the terms and conditions set forth in the

PAGE 706

9

RSA, and that they be in form and substance acceptable to Walter and the Majority Holders
including (i) the Prepackaged Plan; (ii) the disclosure statement; (iii) the RSA motion; (iv) the
business plan; (v) the section 363 Sale motion and order; (vi) the interim and final cash
collateral orders; and (vii) “any other agreements, instruments, pleadings, orders and/or
documents that are filed by debtors and debtors in possession in the Chapter 11 Cases (including
any exhibits, amendments, modifications or supplements made from time to time thereto).”
Similarly, the interim cash collateral order gave significant control to the Debtors’
Majority Holders of First Lien Creditors by including “Termination Events” prompting
immediate termination of the Debtors’ right to use cash collateral without further notice or court
proceeding unrelated to a post-petition diminution in value of the prepetition collateral or failure
to comply with the budget, but related solely to the RSA, such as: (i) failure to obtain approval of
the RSA or the RSA Motion within 60 days of the Petition Date; or (ii) any breach under the
RSA that triggers termination of the RSA.
Additionally, the interim cash collateral order required that the Debtors “not make any
decision with regard to the assumption or rejection of executory contracts and unexpired leases
without first obtaining the consent of the Steering Committee [of First Lien Creditors].”
Curiously, the First Lien Lenders required the unusual finding in the interim cash collateral order
that they were not in control of the Debtors—ahead of any investigation of these issues by any
creditors or estate representatives.
Many of the case’s major constituents, including the the Official Committee of
Unsecured Creditors (the “Committee”), BOKF as trustee for certain second lien notes, United
Mine Workers of America (“UMWA”), the United Mine Workers of America funds (the
“UMWA Funds”) and the United Steelworkers filed objections to Walter’s proposed RSA and
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cash collateral motions—most of which focused on the issues highlighted above surrounding the
amount of control the proposed RSA imparted on the prepetition secured parties. The Committee
further argued that the proposed orders were designed to limit the ability of unsecured creditors
to protect their own rights, including limitations on the Committee’s budget and time period to
investigate the liens and claims of the prepetition secured parties. Many parties argued that the
RSA provided prepetition secured parties with expansive rights, and as such, would benefit only
the prepetition secured parties while reducing recoveries for unsecured creditors.
Most of the objecting parties were troubled by the cross-defaulted nature of the proposed
RSA and cash collateral orders, with a termination of the RSA potentially allowing the Steering
Committee to terminate the Debtors’ ability to use cash collateral, as it would provide very little
room for the Debtors to go down any other road other than that mandated by the First Lien
Lenders.
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Verso Corporation / NewPage Corporation
Verso Corporation (“Verso”) is a leading North American producer of coated papers used
in magazines, catalogs, high-end advertising brochures and annual reports, among other media
and marketing publications. On January 26, 2016 (the “Petition Date”), Verso, together with
NewPage Corporation (“NewPage”) and certain of their affiliates, (collectively, the “Debtors”)
filed chapter 11 cases in the U.S. Bankruptcy Court for the District of Delaware. The filing was
preceded by months of hard-fought negotiations between the senior creditors of Verso and
NewPage, which resulted in a plan to massively de-lever the Debtors’ balance sheets and to
integrate the capital structures of Verso and NewPage.
The Debtors’ bankruptcy resulted from a confluence of external factors, including a sharp
decline in demand for coated paper products, a significant increase in foreign imports and
decline in exports resulting from a strong U.S. dollar, the delay in consummating the NewPage
acquisition, the Debtors’ impending financial obligations, and the long-term unsustainability of
the Debtors’ balance sheets.
A Tale of Two Companies
Verso announced its merger with NewPage in January 2014. The closing of the merger
was delayed for a year, while Verso and NewPage satisfied certain regulatory requirements.
After the merger was consummated, Verso and NewPage maintained their separate pre-merger
capital structures, notwithstanding that the management and operation of their respective
businesses were combined. As of the Petition Date, NewPage and certain of its subsidiaries (the
“NewPage Debtors” owed approximately $930 million secured by NewPage assets and Verso
Paper Holdings LLC (“Verso Holdings”) and certain non-NewPage Debtor affiliates owed
approximately $1.9 billion of obligations secured by Verso assets.
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The Shared Services Agreement
The merger sought to achieve operational synergies by contractually integrating Verso
and NewPage operations through a Shared Services Agreement between the parties (the “Shared
Services Agreement”), whereby Verso, through its direct and indirect subsidiaries, agreed to
provide critical shared services to the NewPage Debtors.

Also under the Shared Services

Agreement, the NewPage Debtors agreed to make specified payments to Verso, including
approximately $13 million each month for shared services and payments on account of realized
synergies, adjusted for certain synergy implementation costs. As of the Petition Date, NewPage
had not paid Verso $16.6 million that Verso had invoiced to NewPage.
Leading up to the bankruptcy filing, NewPage and Verso’s separate creditor groups held
different views about how much the NewPage Debtors should have been required to pay Verso
under the Shared Services Agreement prior to, and following, the Petition Date. The creditor
groups also disagreed on whether, in bankruptcy, NewPage could reject the Shared Services
Agreement and whether NewPage would have had bankruptcy claims to avoid a portion of the
pre-Petition Date Shared Services Agreement payments.
The Restructuring Support Agreement (Exhibit A hereto)
Just before filing for bankruptcy on January 26, 2016, the Debtors executed a
Restructuring Support Agreement with a group of the Verso and NewPage secured creditors,
collectively holding over two-thirds in amount of claims under each pre-merger loan facility (the
“RSA”). The term sheet attached to the RSA (the “Term Sheet”) contemplated that the Debtors
would reorganize as a going concern to permit the Debtors to complete the integration of Verso
and NewPage, unify the Debtors’ capital structure, and eliminate the Shared Services
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Agreement. The Term Sheet also set forth the parties’ agreement to de-lever approximately $2.4
billion of the Debtors’ indebtedness through a conversion to equity, as follows:
Claim Type

Petition
Date
Claim
Amount

Verso First Lien $1.118
Claims
billion

Verso
Senior
Debt Claims
Verso
Subordinated
Debt Claims
NewPage RollUp DIP Term
Loan Claims
NewPage First
Lien Claims

$550
million
$106
million
$175
million
$556
million

Plan Treatment

Creditors
Class %
executing
RSA
(as of
4-27-16)
(i) 50% of the reorganized Verso Corp. common 63%
equity (before giving effect to any dilution
caused by the Plan Warrants and the New Equity
Incentive Plan, the “Common Equity”); and
(ii) Plan warrants for 5% of the Common Equity on
a fully diluted basis and a seven year term.
2.85% of the Common Equity
78%
0.15% of the Common Equity

44%

The portion of up to 47% of the Common Equity 100%
having a plan value equal to the allowed amount of
the claim
Any equity remaining from distributions made to the 99%
NewPage Roll-Up DIP Term Loan Claims

The RSA was one of three agreements that established milestones for the conduct of the
Verso / NewPage chapter 11 cases. The RSA set forth milestones that could be enforced through
notice given by specified majorities of the consenting creditors, upon the occurrence and
continuation of any of the following events, among others (each, a “Restructuring Support
Termination Event”):
1. the Bankruptcy Court had not entered an order approving the post-petition shared
services agreement protocol on or before February 23, 2016;
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2. the Debtors had not filed the disclosure statement or plan in a form and substance
reasonably satisfactory to the required number of Consenting Creditors (the “Required
Consenting Creditors”) on or before March 26, 2016;
3. the Bankruptcy Court had not entered an order approving the disclosure statement on or
before May 10, 2016;
4. the Bankruptcy Court had not entered an order confirming the plan on or before July 4,
2016; or
5. the effective date of the plan was not on or before 30 days after the Bankruptcy Court has
entered the confirmation order.
Separately, the Required Consenting Creditors could choose, in their discretion, to
terminate the RSA upon the occurrence and during the continuation of any of the following
events, among others, upon five business days’ prior notice to the other parties:
1. If the Debtors sought to sell any of their production mills without the prior written
consent of the Required Consenting Creditors (unless otherwise contemplated by the DIP
orders);
2. if any DIP financing was materially modified or refinanced, in whole or in part, on terms
that are not reasonably satisfactory to the Required Consenting Creditors;
3. if any Debtor filed a disclosure statement, plan or plan related document, motion,
proposed order, or amendment, modification, or supplements thereto that includes terms
that were materially inconsistent with the RSA, the Term Sheet or otherwise in a form
and substance not reasonably satisfactory to the Required Consenting Creditors and such
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filed document had not been withdrawn within five business days of the Debtors
receiving written notice of the same from the Required Consenting Creditors;
4. if the Debtors failed to maintain the protocol for making non-recurring transfers of cash
or property of value to any of Verso Corporation or its subsidiaries, to any stockholder of
Verso Corporation, or to any controlled affiliate of such stockholder, as set forth in the
Interim DIP Order;
5. if the NewPage debtors did not use the proceeds of certain DIP loans to (i) repurchase
certain stores and supplies inventory sold by the NewPage debtors on or about January 6,
2016 and (ii) reimburse a certain entity for the NewPage debtors’ allocable share of
amounts paid to CN Railway on January 25, 2016;
6. if a party brought a challenge with respect to the liens or claims of the Required
Consenting Creditors; or
7. if the Bankruptcy Court or any governmental authority issued a final order permanently
enjoining or otherwise preventing the consummation of the plan in accordance with the
RSA, with a 30 business day grace period to allow the parties to consummate the plan in
accordance with the RSA.
Further, any individual party had the right to terminate the RSA, as to itself only, if:
1. the Term Sheet, plan, disclosure statement, or related document was amended, modified
or altered in a manner inconsistent with the economic terms of the Term Sheet or
inconsistent with the non-economic terms of the Term Sheet in a manner materially
adverse to such party
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2. any shareholders’ agreement entered into was not satisfactory to the party;
3. if a material provision or material document not addressed in the Term Sheet was
materially adverse to such party and not reasonably satisfactory to such party; or
4. if any Restructuring Support Termination Event deadline was extended by more than 90
days.
If sufficient individual parties terminated the RSA as to themselves such that the Consenting
Creditors were to fall below 50% of the Debtors’ secured obligations for the classes of creditors
party to the RSA, the Debtors had the right to terminate the RSA.
The Shared Services Agreement Protocol (Exhibit B hereto)
In addition to the RSA, the Debtors and secured Verso and NewPage creditors entered
into a separate interim protocol to defer litigation over treatment of the Shared Services
Agreement, in order to facilitate a smooth transition into bankruptcy (“Interim Protocol”). The
purpose of the Interim Protocol was to provide the Debtors with the breathing room to stabilize
their operations and develop momentum toward a successful emergence under the RSA, without
the immediate threat of inter-estate litigation. The Interim Protocol provided:
1. A mutual standstill period for 90 days (subsequently extended to last through July 25,
2016) among the Verso Debtors and the NewPage Debtors during which the parties
agreed not to file or support any motion or application to assume, reject, or compel
performance under the Shared Services Agreement, and not to initiate or commence
any litigation to determine any rights, obligations, remedies or claims arising under
the Shared Services Agreement;
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2. The parties continued to provide shared services to each other. NewPage’s monthly
payment through the standstill period and up to 90 days thereafter was $3.5 million
per month in cash (the “Interim Payments”);
3. A protocol to determine the amount due under applicable law on account of the
services provided by Verso to NewPage under the Shared Services Agreement during
the standstill period (the “Determined Claim”), and a determination within 90 days by
the Bankruptcy Court of the Determined Claim following commencement of the
determination process; and
4. if the Determined Claim was greater or less than the sum of the Interim Payments,
any amount owing from one bankruptcy estate to the other on account of such
difference (the “SSA True-Up Claim”) would be allowed as a superpriority
administrative expense claim secured by a priming lien, subject to the terms of the
DIP financing orders
The Interim Protocol was supported by key creditor constituencies of the Verso Debtors
and NewPage Debtors’ estates, and was approved by the Court at the “first day” hearing on
January 27, 2016.
DIP Milestones
The Verso Debtors also obtained a $100 million senior-secured asset-based revolving
loan facility, including a $50 million letter of credit subfacility (the “Verso DIP Facility”).
Separately, the NewPage Debtors obtained (a) a $325 million senior-secured superpriority assetbased revolving loan facility, including a $100 million letter of credit subfacility and (b) a $350
million senior-secured superpriority term loan facility (collectively, the “NewPage DIP
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Facility”). The NewPage DIP Facility consisted of $175 million in new money loans and $175
million in “rolled up” pre-petition NewPage loans. The NewPage DIP Facility and the Verso
DIP Facility were approved on a final basis on March 2, 2016 (Exhibit C hereto).
The credit facilities governing the DIP facilities contain milestones relating to
confirmation of a plan of reorganization (with terms as set forth in the applicable DIP credit
agreements), as follows:
Plan filing
deadline
NewPage
Term

Disclosure
Statement
approval deadline
May 30, 2016

Plan confirmation
date deadline

DIP January 25, 2017

March 27, 2017

June 26, 2017

July 11, 2017

DIP January 25, 2017

March 27, 2017

June 26, 2017

July 11, 2017

DIP April 10, 2016

July 29, 2016

Loan

Plan
consummation
deadline
30 days after
confirmation
of plan

Facility
NewPage
ABL Facility
Verso
Facility

The NewPage DIP Term Loan Facility contained additional near-term milestones that, if
not satisfied, would not have resulted in an event of default under that facility but would have
entitled the holders of more than 50% of outstanding loans (including both rolled-up loans and
new money loans) to direct NewPage to (a) commence a sale process with respect to one mill
owned or operated by the NewPage Debtors (selected by the lenders), with the sale of the mill to
be consummated no later than 120 days after such direction, and/or (b) commence a process to
sell substantially all of NewPage’s assets within 190 days after such direction. The foregoing
rights were also triggered upon termination of the RSA, unless a replacement restructuring
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support agreement supported by the requisite group of NewPage term loan lenders was entered
within 14 days after the date of such termination.
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2.

Exide Case Study

Background
Exide Technologies (“Exide”), a global lead-acid battery manufacturer and supplier, filed a
voluntary petition for bankruptcy relief in the District of Delaware on June 10, 2013


Due to rising costs for materials, the loss of certain key customers, competitive
pressures, and the suspension of a key recycling facility in California by
environmental regulations, Exide found itself unable to maintain its capital structure
•

Intense competition, the loss of Wal-Mart as a customer to Johnson Controls
(Exide’s main competitor) and large exposure (51.2% of worldwide revenue) to a
weak European market were among the operational challenges Exide faced

•

Multiple Moody’s and S&P downgrades over the course of 2013 damaged
Exide’s ability to receive trade credit and support operational liquidity



As part of its restructuring efforts, Exide attempted to implement a turnaround plan
that involved cost-cutting, consolidation of North American plants and discontinuing
less-profitable products



On the Petition Date, Exide had $886.9M of debt outstanding, consisting of a $160M
ABL Facility, $675M of Senior Secured Notes and $51.9M in Convertible Debt
•

Debt service in 3Q 2013 exceeded $80M (a $31M interest payment, $29M
principle under the Senior Secured Notes and $2M under the ABL Facility)



After soliciting proposals from a number of potential lenders, a DIP facility was
provided by JPMorgan Chase Bank and an ad hoc committee of pre-petition secured
lenders (the “Ad Hoc Group”)
•

The DIP consisted of a $225M first-out asset-based revolving credit facility and
a $275M second-out term loan facility
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Robert M. Caruso of Alvarez & Marsal (“A&M”) was appointed as CRO prior to the
Chapter 11 filing



Shortly after filing Chapter 11, Exide’s then CEO resigned, and Mr. Caruso was
named CEO for the duration of the case
•

A&M’s Edgar Mosley became CRO for the rest of the case

Source: Declaration Of Phillip A. Damaska In Support Of Chapter 11 Petition And First Day
Pleadings.
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Exide DIP Financing Summary – Original Proposed Terms


Term/Maturity:
•

16 months after the conditions to initial funding are satisfied or earlier under
certain conditions (Event of Default, substantial consummation of a
reorganization plan pursuant to an order, etc.)



Significant Milestones and Events of Default:
•

December 10, 2013 (6 months after Petition Date): Finalize a business plan
acceptable to the DIP Agent and Required Lenders

•

March 10, 2014 (9 months after Petition Date): File a Reorganization Plan
acceptable to the DIP Agent

•

June 10, 2014 (12 months after Petition Date): Commence solicitation of
acceptance for a Reorganization Plan pursuant to a disclosure statement
approved by the Court and are acceptable to the DIP Agent and Required
Lenders

•

Effective date of a Reorganization Plan acceptable to the DIP Agent and
Required Lenders must have occurred by no later than 16 months after the
Petition Date



Financial Covenants
•

Capital expenditures (“Capex”) cannot exceed $25M in a fiscal quarter and
cannot exceed $85M in four consecutive fiscal quarters

•

Cumulative EBITDA must meet a minimum threshold, tested on a monthly
basis, between the Petition Date and May 31, 2014 per a filed schedule
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•

Non-recurring costs and expenses related to environmental compliance initiatives
not to exceed $5M for EBITDA add-backs

Source: Debtor’s Motion For Interim And Final Orders (I) Authorizing Debtor (A) To Obtain
Post-petition Financing Pursuant To 11 U.S.C. §§ 105, 361, 362, 364(c)(1), 364(c)(2), 364(c)(3),
364(d)(1), And 364(E) And (B) To Utilize Cash Collateral Pursuant To 11 U.S.C. § 363, (Ii)
Granting Adequate Protection To Pre-petition Secured Parties Pursuant To 11 U.S.C. §§ 361,
362, 363 And 364 And (III) Scheduling Final Hearing Pursuant To Bankruptcy Rules 4001(b)
And (C).
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Exide Unsecured Creditor’s Committee DIP Objection
The Unsecured Creditor’s Committee (the “UCC”) had a number of objections to the proposed
DIP on the grounds that the financing terms unfairly favored the DIP lenders and Ad Hoc Group
(who were all pre-petition secured lenders)


Among other considerations, the UCC primarily objected to:
•

An inappropriately short maturity for the loan (16 months) under the
circumstances
-

Was viewed as an attempt to artificially constrain the length of the case
and force a resolution that would ensure the safety of secured claims while
preventing appropriate steps to maximize claims for all creditor parties

•

Business/reorganization plan deadlines that were too short for an appropriate
assessment of Exide’s issues to be conducted
-

Additional “acceptable to the DIP Agent and Required Lenders” language
viewed as prejudicial and afforded too much control to secured lenders

-

Case deadlines were described as “artificial….[and] provide no benefit
other than to the secured creditors by granting them unfair dominance and
control over the most important aspect of any chapter 11 case – the
negotiation and development of a business plan and ultimately a plan of
reorganization.” 1

Source: Objection Of The Official Committee Of Unsecured Creditors To Debtor’s Motion For
Interim And Final Orders (I) Authorizing Debtor (A) To Obtain Post-petition Financing Pursuant
To 11 U.S.C. §§ 105, 361, 362, 364(c),(1), 364(c)(2), 364(c)(3), 364(d)(1), And (B) To Utilize
Cash Collateral Pursuant To 11 U.S.C. § 363, (Ii) Granting Adequate Protection To Pre-Petition
Secured Parties Pursuant To 11 U.S.C. §§ 361, 362, 363 And 364 (III) Scheduling Final Hearing
Pursuant To Bankruptcy Rules 4001(b) And (C).
(1) Page 17 Paragraph 45.

PAGE 722

25



Financial covenants were viewed as restrictive and unreasonable in light of Exide’s
past history and future needs
•

Capex limitations would discourage the company from making investments
when needed and would prevent Exide from being able to bring its facilities into
a more competitive state

•

Additionally (in light of regulatory requirements and past environmental
violations) the UCC thought environmental capex should be excluded from the
capex limitation, as environmental capex represents investments required to
bring Exide’s assets to a minimum required level of operations, and were likely
to be non-growth/non-recurring

•

Due to the important nature of environmental compliance costs, the UCC also
objected to a cap of $5M being applied for non-recurring EBITDA add-backs
-

Considering the vital nature of such expenditures on the ability for Exide
to operate, the UCC thought “increasing the limit to more reasonable
levels will allow it the flexibility to make prudent business decisions
without having to make the choice of complying with regulatory rules or
tripping a covenant and triggering a default.”2

Source: Objection Of The Official Committee Of Unsecured Creditors To Debtor’s Motion For
Interim And Final Orders (I) Authorizing Debtor (A) To Obtain Post-petition Financing Pursuant
To 11 U.S.C. §§ 105, 361, 362, 364(c),(1), 364(c)(2), 364(c)(3), 364(d)(1), And (B) To Utilize
Cash Collateral Pursuant To 11 U.S.C. § 363, (Ii) Granting Adequate Protection To Pre-Petition
Secured Parties Pursuant To 11 U.S.C. §§ 361, 362, 363 And 364 (III) Scheduling Final Hearing
Pursuant To Bankruptcy Rules 4001(b) And (C).
(1)

Page 19 Paragraph 49.

(2)

Page 19 Paragraph 50
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•

Monthly cumulative EBITDA tests, often increasing at uneven rates, was viewed
as overly restrictive and “could potentially trigger an event of default under
circumstances where the lenders are not at any increased or meaningful risk”(2)
-

It was thought that a quarterly cumulative EBITDA test with a straightline increase in the minimum required EBITDA was more appropriate

PAGE 724

27

Resolution of Contested Issues
In response to the UCC objections to Exide’s proposed DIP financing plan, both parties
ultimately negotiated a settlement that provided for more flexibility and relaxed the control
provisions in the DIP


A number of terms in the DIP financing which the UCC found objectionable were
addressed in the settlement, most notably:
•

Capital expenditures limitations relaxed
-

A Quarterly Capex Limit was established as being $25M with an
additional $2.5M allowed if EBITDA projections are beat in the previous
quarter

-

The $85M cap over the course of four consecutive fiscal quarters
remained, however, any increases of $2.5M under the Quarterly Capex
Limit would be added to the cap

-

The cap would be increased to $90M plus any increases under the
Quarterly Capex Limit if the total allowed capex in a previous quarter was
not used and subsequently carried over

•

Definition of Acceptable Reorganization Plan changed to remove specific
“acceptable to the DIP Agent” language

•

Case milestones extended
-

The date of required business plan delivery moved from December 10,
2013 to March 10, 2014 (extension of 3 months)

-

The date of the required filing of a Reorganization Plan moved from
March 10, 2014 to May 31, 2014 (extension of ~2 months)
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-

The date for commencing the solicitation of acceptance for a
Reorganization Plan pursuant to a disclosure statement moved from
June 10, 2014 to July 24, 2014 (extension of ~1.5 months)



These changes to the DIP financing helped Exide and other parties-in-interest use the
additional time and financial flexibility to provide a move value-maximizing plan for
all creditors to be pursued (and ultimately confirmed)
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EXHIBIT A
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UNITED STATES BANKRUPTCY COURT
FOR THE NORTHERN DISTRICT OF ALABAMA
SOUTHERN DIVISION
In re:

Chapter 11

WALTER ENERGY, INC., etal.

Case No. 15-

Debtors.

(

)

Joint Administration Requested

THE DEBTORS' MOTION FOR AN ORDER (A) AUTHORIZING THE
DEBTORS TO ASSUME A RESTRUCTURING SUPPORT AGREEMENT
AND (B) GRANTING RELATED RELIEF
Walter Energy, Inc., and its affiliated debtors and debtors-in-possession (each a "Debtor,"
and, collectively, the "Debtors" and, together with their non-Debtor subsidiaries, the
"Company"), hereby move, pursuant to sections 105, 363 and 365 of title 11 of the U.S. Code
(the "Bankruptcy Code") and rules 2002, 6004 and 9014 of the Federal Rules of Bankruptcy
Procedure (the "Bankruptcy Rules"), for entry of an order, substantially in the form annexed
hereto as Exhibit A (the "Proposed Order"): (i) authorizing the Debtors to assume that certain
Restructuring Support Agreement (the "Restructuring Support Agreement" or "RSA"), dated as
of July 15, 2015 by and between the Debtors and the holders of first lien claims signatories
thereto (the "Steering Committee"): and (ii) granting related relief. In support of this motion (the

The Debtors in these cases, along with the last four digits of each Debtor's federal tax identification number,
are: Walter Energy, Inc. (9953); Atlantic Development and Capital, LLC (8121); Atlantic Leaseco, LLC (5308);
Blue Creek Coal Sales, Inc. (6986); Blue Creek Energy, Inc. (0986); J.W. Walter, Inc. (0648); Jefferson Warrior
Railroad Company, Inc. (3200); Jim Walter Homes, LLC (4589); Jim Walter Resources, Inc. (1186); Maple
Coal Co., LLC (6791); Sloss-Sheffield Steel & Iron Company (4884); SP Machine, Inc. (9945); Taft Coal
Sales & Associates, Inc. (8731); Tuscaloosa Resources, Inc. (4869); V Manufacturing Company (9790); Walter
Black Warrior Basin LLC (5973); Walter Coke, Inc. (9791); Walter Energy Holdings, LLC (1596); Walter
Exploration & Production LLC (5786); Walter Home Improvement, Inc. (1633); Walter Land Company (7709);
Walter Minerals, Inc. (9714); and Walter Natural Gas, LLC (1198). The location of the Debtors' corporate
headquarters is 3000 Riverchase Galleria, Suite 1700, Birmingham, Alabama 35244-2359. Contemporaneously
herewith, the Debtors have filed a motion requesting joint administration of the Debtors' bankruptcy cases.
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"Motion"), the Debtors rely on the Declaration of William G. Harvey in Support of Chapter 11
Petitions and First Day Relief (the "First Day Declaration")2 and respectfully state as follows:
JURISDICTION
1.

This Court has jurisdiction to consider this matter pursuant to 28 U.S.C. §§ 157

and 1334. Venue is proper in this district pursuant to 28 U.S.C. §§ 1408 and 1409. This is a
core proceeding under 28 U.S.C. § 157(b).
2.

The statutory and legal predicates for the relief sought herein are sections 105(a),

363(b), 363(c), 365(a), and 1107(a) of the Bankruptcy Code and Bankruptcy Rules 2002, 6004
and 9014.

BACKGROUND
3.

On the date hereof (the "Petition Date"), each of the Debtors filed voluntary

petitions for relief under chapter 11 of the Bankruptcy Code thereby commencing the instant
cases (the "Chapter 11 Cases"). The Debtors continue to manage and operate their businesses as
debtors-in-possession under sections 1107 and 1108 of the Bankruptcy Code.
4.

No trustee, examiner or official committee has been appointed in the Chapter 11

5.

Information regarding the Debtors' businesses, their capital and debt structure and

Cases.

the events leading to the filing of the Chapter 11 Cases is contained in the First Day Declaration.
THE RESTRUCTURING SUPPORT AGREEMENT
6.

The

Restructuring

Support

Agreement

provides

the

framework

for

a

comprehensive restructuring of the Debtors (the "Restructuring") that (a) contemplates a
2

The First Day Declaration is being filed substantially contemporaneously with this Motion and is incorporated
herein by reference. Capitalized terms used but not defined herein shall have the meanings ascribed to them in
the First Day Declaration or the RSA, as applicable.
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consensual debt-to-equity conversion of over $1.8 billion of the Company's prepetition secured
debt for substantially all of the reorganized Walter Energy's common stock pursuant to a
prenegotiated chapter 11 plan between the Debtors and the First Lien Creditors (the "Plan") and
(b) permits the Debtors' consensual use of the First Lien Creditors' cash collateral for no more
than seven (7) months to allow the Debtors to pursue confirmation of the Plan, while
simultaneously pursuing a sale of all or substantially all of the assets of the Debtors to a new
company owned by the First Lien Creditors subject to higher and better bids (the "363 Sale"),
which 363 Sale will be effectuated in the event that a Triggering Event occurs and the Debtors
are unable to pursue and consummate the Plan. If the Plan is consummated, the Company will
emerge from chapter 11 substantially delevered with substantially the same assets and corporate
structure that it had before the commencement of the Chapter 11 Cases.
7.

The Debtors believe that the Restructuring contemplated in the RSA is the best

and most value-maximizing path for the Debtors, and their estate and key stakeholders. A
successful Restructuring; however, demands more than just the elimination of funded debt. The
Debtors are currently operating at a substantial loss and based on the current coal environment,
the Debtors will continue to operate at a substantial loss even if all of the Debtors' funded debt is
eliminated.

To remain viable and to confirm the Plan, the Debtors must obtain material

concessions from the UMWA (which represents about half of the Debtors' workforce), the USW
and otherwise reduce their existing and legacy labor and OPEB obligations. To that end, as set
forth in the RSA, the Debtors will engage in negotiations with the UMWA and the USW. In
addition, the Debtors have already, and will continue to pursue, reduction in force initiatives, and
pursue a reduction in employee benefit and OPEB costs related to non-union employees and nonunionized retirees. While the Debtors will strive to reach a consensual resolution with the
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UMWA, the USW, and non-represented employees and retirees regarding these essential
concessions, the Debtors may need to seek judicial relief to obtain such relief through the
procedures and processes provided for in sections 1113 and 1114 of the Bankruptcy Code
(collectively, the "Section 1113/1114 Process") if no consensual resolution results.
8.

As discussed above, pursuant to the Restructuring Support Agreement, the

Debtors will pursue confirmation of the Plan. However, the Debtors must abandon the Plan
process and solely pursue the 363 Sale upon the occurrence of any of the Triggering Events,
including:3

9.

•

The Debtors must commence the Section 1113/1114 Process by making an
initial proposal to the UMWA by August 12, 2015, and to the USW by
August 26, 2015, which proposals must be acceptable to the Majority
Holders;

•

The Debtors must commence the 363 Sale process by August 19, 2015 by
starting to market the Company;

•

The Debtors must achieve the necessary cost savings that are acceptable to
the Debtors and the Majority Holders through the Section
1113/1114 Process, either through negotiations with the unions or by
rejecting the relevant Collective Bargaining Agreements under section
1113 of the Bankruptcy Code and terminating or modifying the retiree
benefits pursuant to section 1114 of the Bankruptcy Code, by December 9,
2015;

•

The Disclosure Statement providing adequate information about the Plan
must be approved by the Bankruptcy Court by October 28, 2015; and

•

The Plan must be confirmed by the Bankruptcy Court by January 13,
2016.

The Debtors' consensual use of the First Lien Creditors' cash collateral ("Cash

Collateral") lies at the core of the Restructuring. Without the ability to use Cash Collateral, the
Debtors cannot operate. To use Cash Collateral, the Debtors must operate pursuant to a budget
3

In addition to the Triggering Events, the RSA contains other events that would give rise to the termination of
the RSA.
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(the "Cash Collateral Budget") and otherwise comply with the terms of the interim order
authorizing the use of Cash Collateral (the "Interim Cash Collateral Order") and any related final
order. Notably, the Debtors' ability to use Cash Collateral terminates upon the occurrence of
certain triggering events, including:

10.

•

Conversion or dismissal of the Chapter 11 Cases;

•

Failure to comply with the Cash Collateral Budget;

•

Termination of the Restructuring Support Agreement; and

•

Confirmation of the Plan or consummation of the 363 Sale.

The Debtors believe that the assumption of the Restructuring Support Agreement

will provide important structure and stability to the Chapter 11 Cases by ensuring the support of
the Debtors' key stakeholders and providing a framework for the Debtors to return to viability.
The Restructuring Support Agreement is the byproduct of hard-fought, arm's-length negotiations
between the Debtors and the Steering Committee. Through these negotiations, the Debtors
obtained the opportunity to pursue a restructuring through the Plan.
11.

The Restructuring Support Agreement also contains a "fiduciary out." See RSA,

§ 24 ("Nothing in [the RSA] shall require the [Debtors] to take any action, or to refrain from
taking any action, to the extent that taking such action or refraining from taking such action will,
upon the advice of outside counsel, constitute a breach of the [Debtors'] board of directors'
fiduciary obligations under applicable law...).
12.

For all these reasons, the Debtors believe that assumption of the Restructuring

Support Agreement is an exercise of sound business judgment, is in the best interests of their
estates, and should be approved.
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13.

The following chart summarizes the material terms of the Restructuring Support

Agreement.4 Capitalized terms used but not defined in the chart have the meanings ascribed to
them in the Restructuring Support Agreement.
Provision
Restructuring

Terms
The Debtors and certain holders of First Lien Claims who are parties to
the RSA fthe "Holder Parties") agree to pursue, on a parallel basis,
consummation of (i) the joint "pre-negotiated" chapter 11 plan of
reorganization (the "Plan"), or (ii) if a Triggering Event (as described
below) has occurred, the Company shall abandon the Plan process and
pursue the 363 Sale.
The RSA contemplates that certain documents are attached as exhibits,
including:
•
•
•

Plan Term Sheet
Sale Term Sheet
Interim Cash Collateral Order

Majority Holders

The Holder Parties holding 55% or more in principal amount of the First
Lien Claims held by the Holder Parties as of the time of such
determination; provided that such Holder Parties holding 55% or more in
principal amount include at least four (4) unaffiliated Holder Parties (the
"Majoritv Holders"), and provided further that with respect to anv of CX)
approval of any provisions of the Restructuring Documents dealing with
the corporate governance of the Company from and after the effective
date of the Plan or of documents relating to the corporate governance of
the purchaser from and after the consummation of the 363 Sale,
including but not limited to board composition, affiliate and/or related
party transaction limitations/protections, voting rights, pre-emptive
rights, tag-along/drag-along rights and transfer restrictions or (Y) any
financing(s) or funding(s) (whether debt or equity) obtained or arranged
for (in whole or in part) by the Company in the form of debtor-inpossession or similar financing(s), or by the reorganized Company or
purchaser in the 363 Sale prior to, upon or in connection with the closing
of a Restructuring, then in any case of (X) or (Y) the Majority Holders
shall include 55% or more in principal amount of the First Lien Claims
held by the Holder Parties as of the time of such determination and at
least four (4) unaffiliated Holder Parties (which must also include at least
three (3) unaffiliated Holder Parties who are Initial Holders).

Representations of the
Holder Parties and

Includes typical representations, including:

The following summary is provided for illustrative purposes only and is qualified in its entirety by reference to
the Restructuring Support Agreement. In the event of any inconsistency between this summary and the
Restructuring Support Agreement, the Restructuring Support Agreement shall control in all respects. To be
updated when final
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Provision
Company

Terms
•
•

Agreements of the Holder
Parties

From the execution date of the RSA until the date that is the earliest of
(i) the effective date of the Plan, (ii) consummation of the 363 Sale and
fiii) termination of the RSA fsuch date, the "End Date"), each Holder
Party:
•

•
•

•

•
•

Covenants of the Company

Case 15-02741-TOM11

RSA is a legally valid and binding obligation on the Parties,
enforceable on its terms.
Parties have all requisite corporate or similar authority to
execute the RSA and perform all obligations thereunder.

Agrees, prior to the occurrence of a Triggering Event, not to
support any restructuring that is not the Restructuring in the
RSA;
Agrees, prior to the occurrence of a Triggering Event, to vote its
claims in favor of the Plan;
Shall not, prior to the occurrence of a Triggering Event, object to
or take any action to delay or interfere with the Plan or the
relevant Restructuring documents;
Shall not exercise any right or remedy to enforce its claims
except as expressly contemplated in the RSA or Cash Collateral
Orders;
Agrees to support the 363 Sale process; and
Agrees, in its capacity as a holder of Participating Claims, to
support and complete the Restructuring and take all actions
necessary in furtherance of the Restructuring.

From the execution date of the RSA until the End Date, the Company's
representations and covenants include:
•

Supporting and completing the Restructuring and taking all
actions necessary in furtherance of the Restructuring, including
using reasonable best efforts to satisfy the milestones set forth in
the RSA;

•

Unless pursuant to a Fiduciary Action or in furtherance of the
363 Sale, terminating any ongoing solicitation, discussions or
negotiations with respect to any alternative transaction;

•

Taking all appropriate action, including a formal written
response if appropriate, to any objection to the Cash Collateral
Orders;

•

Not entering into any settlement, compromise or agreement with
any authorized representative of retirees or employees or a
retiree committee unless such settlement, compromise or
agreement is acceptable to the Majority Holders;

•

Within a reasonable period of time prior to taking any steps
towards commencing a sale, marketing, restructuring or similar
process with respect to the direct or indirect subsidiaries of
Walter Energy that are formed, incorporated or otherwise
domiciled in Canada (collectively, the "Canadian Entities"),
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Provision

Terms
Walter Energy shall cause to be appointed to the board of Walter
Energy Canada Holdings, Inc. an independent director mutually
agreeable to the Company and the Majority Holders (and, upon
the request of such independent director, Walter shall cause such
independent director to be appointed to the board of any other
Canadian Entity so requested); and
Promptly paying in cash all fees, costs and expenses of the
Holder Parties, the Holder Parties' Advisors and Consultants.

Fiduciary Action

Nothing in the RSA shall require the Company to take any action, or to
refrain from taking any action, to the extent that taking such action or
refraining from taking such action will, upon the advice of outside
counsel, constitute a breach of the Company's board of directors'
fiduciary obligations under applicable law.

363 Sale Triggering Events

Upon the Majority Holders' giving written notice of the occurrence of a
Triggering Event and in the absence of an unresolved Triggering Event
Dispute, the Company shall cease pursuing and shall withdraw the Plan
and instead exclusively use its best efforts to pursue and consummate the
363 Sale if any of the following Triggering Events occurs:
•

at 5:00 p.m. prevailing Central Time on July 15, 2015, unless the
Company shall have filed a motion seeking the appointment of a
retiree committee under section 1114 of the Bankruptcy Code
(the "1114 Retiree Committee Appointment Motion"), which
motion shall be in form and substance acceptable to the
Company and the Majority Holders;

•

at 5:00 p.m. prevailing Central Time on August 12, 2015, unless
the Company shall have made a proposal under sections 1113
and 1114 of the Bankruptcy Code to the UMWA and at 5:00
p.m. prevailing Central Time on August 26, 2015, shall have
made a proposal under sections 1113 and 1114 of the
Bankruptcy Code to the USW, in each case in form and
substance acceptable to the Majority Holders;

•

at 5:00 p.m. prevailing Central Time on August 12, 2015, unless
the hearing on the 1114 Retiree Committee Appointment Motion
shall have commenced in the Bankruptcy Court;

•

at 5:00 p.m. prevailing Central Time on August 26, 2015, unless
the Company shall have filed the Plan (except the Plan
Supplements) and Disclosure Statement (except exhibits), each
consistent with the Restructuring Term Sheet and in form and
substance acceptable to the Company and the Majority Holders,
with the Bankruptcy Court;

•

at 5:00 p.m. prevailing Central Time on October 21, 2015,
unless the Company shall have filed with the Bankruptcy Court
the exhibits to the Disclosure Statement, including projections
for the time period to be set forth in the Business Plan, in form
and substance acceptable to the Company and the Majority
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Provision

Terms
Holders;
at 5:00 p.m. prevailing Central Time on October 28, 2015,
unless the Bankruptcy Court shall have entered the Disclosure
Statement Order in form and substance acceptable to the
Company and the Majority Holders;
at 5:00 p.m. prevailing Central Time on October 21, 2015 unless
(i) a motion seeking approval of the Bankruptcy Court of an
agreement between the PBGC and the Company pursuant to
which Company's qualified single employer defined benefit
pension plans will be terminated, which agreement shall be in
form and substance acceptable to the Majority Holders, shall
have been filed with the Bankruptcy Court, or motions to
terminate the Company's qualified single employer defined
benefit pension plans have been filed by the Company with the
Bankruptcy Court and (ii) motions to terminate the Company's
excess and supplemental non-qualified pension plans, in each
case in form and substance acceptable to the Majority Holders,
have been filed by the Company with the Bankruptcy Court;
at 5:00 p.m. prevailing Central Time on October 21, 2015,
unless (i) motion(s) seeking the approval of the Bankruptcy
Court of settlement(s) with respect to the Collective Bargaining
Agreement(s) entered into with the authorized representative(s)
of the respective UMWA and/or USW employees in form and
substance acceptable to the Company and the Majority Holders
(each, a "Labor Settlement") shall have been filed or (ii) if no
such motion(s) shall have been filed with the Bankruptcy Court
with respect to any such Labor Settlement(s), a motion(s) under
section 1113 of the Bankruptcy Code (including a motion filed
pursuant to section 1113(c) of the Bankruptcy Code (an "1113
Motion") seeking the rejection of certain Collective Bargaining
Agreement(s) of the Company with the UMWA and the USW),
in each case in form and substance acceptable to the Company
and the Majority Holders, shall have been filed by the Company
with the Bankruptcy Court;
at 5:00 p.m. prevailing Central Time on October 21, 2015,
unless (i) a motion seeking the approval of the Bankruptcy Court
of the settlement(s) with respect to a Retiree Group (as defined
below) entered into with the applicable authorized representative
of the respective retirees or the retiree committee, each in form
and substance acceptable to the Company and the Majority
Holders (a "Retiree Settlement") shall have been filed or (ii) if
no such motion shall have been filed with the Bankruptcy Court
with respect to any such Retiree Settlement, motions under
section 1114 of the Bankruptcy Code, in each case in form and
substance acceptable to the Company and the Majority Holders,
shall have been filed by the Company with the Bankruptcy Court
with respect to "retiree benefits" affecting the Company being
received by UMWA retirees. United Steelworkers retirees, and
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Provision

Terms
non-union retirees (each, a "Retiree Group"):
at 5:00 p.m. prevailing Central Time on November 4, 2015,
unless the Company shall have commenced the solicitation of
the Plan;
at 5:00 p.m. prevailing Central Time on November 11, 2015,
unless (i) the hearings with respect to the motions filed pursuant
to Section 1113/1114 shall have commenced in the Bankruptcy
Court or (ii) if no such hearings shall have commenced with
respect to such motions, the Bankruptcy Court shall have
approved a Labor Settlement or Retiree Settlement, as
applicable;
at 5:00 p.m. prevailing Central Time on December 9, 2015,
unless the Bankruptcy Court shall have (i) entered an order
approving each of the motions pursuant to Section 1113/1114
and granting relief acceptable to the Company and to the
Majority Holders or (ii) if no such order shall have been entered
with respect to any such motions, the Bankruptcy Court shall
have approved a Labor Settlement or Retiree Settlement, as
applicable;
at 5:00 p.m. prevailing Central Time on the date that is 21 days
after the date on which the orders described above are entered by
the Bankruptcy Court, unless the Company shall have (i)
implemented the relief granted by the Bankruptcy Court in such
order or (ii) entered into a settlement with the applicable parties
with respect to any Collective Bargaining Agreement or with the
applicable Retiree Group, as applicable, which settlement is
approved by the Bankruptcy Court and is in form and substance
acceptable to the Company and the Majority Holders;
the occurrence of a strike, work slowdown or other concerted
labor activity that lasts for more than three (3) days and reduces
production by over 100,000 tonnes, as measured against the
Company's mining plan;
if, as of the effective date of the Plan, the aggregate amount of
all allowed or projected Administrative and Priority Claims (as
defined herein) exceeds $10.0 million, which projections the
Company, in consultation with the Holder Parties' Advisors,
shall reasonably formulate in advance of the confirmation
hearing in connection with the Plan. For purposes thereof,
"Administrative and Priority Claims" means any non-ordinary
course administrative expense claims and non-ordinary course
priority tax claims. For the avoidance of doubt. Administrative
and Priority Claims do not include any claims for fees and
expenses of any professional, claims arising under sections
503(b)(9) or 507(b) of the Bankruptcy Code, post-petition
operating expenses, severance obligations and payments,
ordinary course administrative and priority tax claims, cure
amounts related to assumed executory contracts, reclamation and

10
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Provision

Terms
environmental obligations, Coal Act and Black Lung
obligations, and employee and retiree benefit obligations
accrued in the ordinary course of business prior to implementing
relief under sections 1113 and 1114 of the Bankruptcy Code;
at 5:00 p.m. prevailing Central Time on January 13, 2016, unless
the Bankruptcy Court shall have entered the Confirmation Order
in form and substance acceptable to the Company and the
Majority Holders; or
at 5:00 p.m. prevailing Central Time on February 3, 2016, unless
there shall have occurred a substantial consummation of the
Plan.

Triggering Event Dispute

The Company must dispute in writing the occurrence of a Triggering
Event within one business day of receiving notice thereof, and if the
Company and Majority Holders are unable to resolve the dispute within
one business day, the Company may seek expedited determination from
the Bankruptcy Court. If the Bankruptcy Court does not make a
determination within five business days of the Triggering Event Notice,
the Triggering Event shall have occurred.

Support Termination
Events

The RSA sets forth a number of Support Termination Events, which, if
they occur shall cause the RSA to terminate immediately, including:
•
•

•

•

•

by the mutual written consent of the Company and the Majority
Holders;
by the Majority Holders upon (x) a breach (other than an
immaterial breach) by the Company of any of the undertakings,
representations, warranties or covenants of the Company set
forth in the RSA, or (y) the failure by the Company to act in a
manner materially consistent with the RSA, which breach or
failure to act remains uncured for a period of three (3) business
days after the receipt of written notice in accordance with the
RSA of such breach from the Majority Holders;
by the Company upon a breach (other than an immaterial
breach) by the Holder Parties of any of the undertakings,
representations, warranties or covenants of the Holder Parties set
forth in the RSA, which breach remains uncured for a period of
three (3) business days after the receipt of written notice in
accordance with the RSA of such breach from the Company;
(i) by the Majority Holders, in the event a Fiduciary Action
occurs (whether or not notice of such is provided) or (ii) by the
Company, if the Company so elects, in connection with a
Fiduciary Action upon two (2) business days prior written notice
to the Majority Holders in accordance with the RSA;
by the Majority Holders upon the occurrence of any of the
following events, unless such event is waived or the applicable
deadline is extended by the Majority Holders in writing (which
waiver or extension may be withheld, conditioned or delayed by
the Majority Holders):

11
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Provision

Tel-ms
at 5:00 p.m. prevailing Central Time on July 15, 2015,
unless the Company shall have commenced the Chapter
11 Cases;
on or prior to July 15, 2015 and concurrently with the
filing of the Chapter 11 Cases, unless the Company shall
have filed a Cleansing Document (as defined in the
applicable confidentiality agreements by and between
Walter and certain of the Holder Parties), as required by
such confidentiality agreements;
at 5:00 p.m. prevailing Central Time on September 9,
2015, unless the Company shall have filed with the
Bankruptcy Court the Sale Motion;
at 5:00 p.m. prevailing Central Time on September 30,
2015, unless the Bankruptcy Court shall have entered
the Bidding Procedures Order in form and substance
acceptable to the Company and the Majority Holders;
at 5:00 p.m. prevailing Central Time on February 3,
2016, unless the Bankruptcy Court shall have entered a
Confirmation Order in form and substance acceptable to
the Company and the Majority Holders that has become
a Final Order; provided that the foregoing shall not
constitute a "Support Termination Event" if prior to
such time the Bankruptcy Court shall have entered the
Sale Order in form and substance acceptable to the
Company and the Majority Holders, which Sale Order
provides that the successor clause contained in the
Collective Bargaining Agreements between the
Company and the UMWA is not enforceable against the
purchaser of assets pursuant to the 363 Sale (or the
Bankruptcy Court otherwise grants relief to the
Company under section 1113 of the Bankruptcy Code
and the Company implements such relief which
eliminates the successor clause contained in the
Collective Bargaining Agreements between the
Company and the UMWA);
at 5:00 p.m. prevailing Central Time on February 3,
2016, unless (A) there shall have occurred a substantial
consummation of the Plan or (B) a consummation of the
363 Sale;
if the Company fails to obtain entry of the Interim Cash
Collateral Order and the Final Cash Collateral Order
within 5 and 45 calendar days, respectively, after the
Petition Date, which Cash Collateral Orders, for the
avoidance of doubt, shall be in form and substance
acceptable to the Company and the Majority Holders,
and shall provide as adequate protection, among other
things, cash interest payments to Holder Parties on
account of First Lien Claims in an amount equal to 80%
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Provision

Terms
of the contractual non-default rate on the First Lien
Claims and payment of fees and expenses of the Holder
Parties' Advisors and certain other parties in accordance
with the terms of the Cash Collateral Orders;
if the Company fails to obtain entry of an RSA Order
within 60 days after the Petition Date, which order shall
include a waiver or modification of the automatic stay to
provide any notices contemplated by and in accordance
with the RSA;
upon the filing by the Company of any motion or other
request for relief seeking to (A) dismiss any of the
Chapter 11 Cases, (B) convert any of the Chapter 11
Cases to a case under chapter 7 of the Bankruptcy Code
other than as contemplated by the Restructuring, or (C)
appoint a trustee or an examiner pursuant to section
1104 of the Bankruptcy Code in any of the Chapter 11
Cases;
upon the entry of an order by the Bankruptcy Court (A)
dismissing any of the Chapter 11 Cases, (B) converting
any of the Chapter 11 Cases to a case under chapter 7 of
the Bankruptcy Code other than as contemplated by the
Restructuring, (C) appointing a trustee or an examiner
pursuant to section 1104 of the Bankruptcy Code in any
of the Chapter 11 Cases, (D) terminating exclusivity
under section 1121 of the Bankruptcy Code, (E) making
a finding of fraud, dishonesty or misconduct by any
executive, officer or director of the Company, regarding
or relating to the Company, or (F) vacating, amending,
terminating, extending or modifying the Cash Collateral
Orders without the consent of the Majority Holders;
upon the Company's withdrawal, waiver, amendment or
modification, or the filing of (or announced intention to
file) a pleading seeking to withdraw, waive, amend or
modify, any term or condition of any of the
Restructuring Documents or any documents related
thereto, including motions, notices, exhibits, appendices
and orders, in a manner not acceptable in form and
substance to the Majority Holders;
the Company files, proposes or otherwise supports any
plan of liquidation, asset sale of all or substantially all of
the Company's assets or plan of reorganization other
than the Restructuring;
an order is entered by the Bankruptcy Court granting
relief from the automatic stay to the holder or holders of
any security interest to permit foreclosure (or the
granting of a deed in lieu of foreclosure on the same) on
any of the Company's assets (other than in respect of
insurance proceeds or with respect to assets having a fair
market value of less than $1,000,000 in the aggregate);
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Provision

Terms
the issuance by any governmental authority, including
any regulatory authority or court of competent
jurisdiction (including the Bankruptcy Court), of any
ruling or order denying any requisite approval of,
delaying, impeding or enjoining the confirmation or
consummation of the Plan, the 363 Sale or any other
aspect of the Restructuring;
the Company experiences any circumstance, change,
effect, event, occurrence, state of facts or development,
either alone or in combination that has had, or is
reasonably likely to have a material adverse effect on the
financial condition, business, assets, prospects or
operations of the Company taken as a whole;
a failure by the Company to pay the fees and expenses
set forth in section 4(b) of the RSA;
the entry of an order by any court of competent
jurisdiction invalidating, disallowing, subordinating, or
limiting, in any respect, as applicable, the enforceability,
priority, or validity of the claims and liens of the First
Lien Lenders under the First Lien Credit Facility or the
claims and liens of the First Lien Noteholders under the
First Lien Indenture as stipulated to by the Company in
the Interim Cash Collateral Order, if such claims and
liens have a fair market value in excess of $1,000,000 in
the aggregate, without the written consent of the
Majority Holders;
the entry of an order by any court of competent
jurisdiction granting the relief sought in an involuntary
proceeding against the Company seeking bankruptcy,
winding up, dissolution, liquidation, administration,
moratorium, reorganization or other relief in respect of
the Company or the Company's debts, or of a substantial
part of the Company's assets, under any federal, state or
foreign
bankruptcy,
insolvency,
administrative,
receivership or similar law now or hereafter in effect
(provided that such involuntary proceeding is not
dismissed within a period of thirty (30) days after the
filing thereof);
except in each case with respect to the Restructuring, if
the Company (A) voluntarily commences any case or
files any petition seeking bankruptcy, winding up,
dissolution, liquidation, administration, moratorium,
reorganization or other relief under any federal, state or
foreign
bankruptcy,
insolvency,
administrative
receivership or similar law now or hereafter in effect,
except as provided for in the RSA, (B) consents to the
institution of, or fails to contest in a timely and
appropriate manner, any involuntary proceeding or
petition described above, (C) applies for or consents to
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Provision

Terms

o
o

o

o

Publicity

the appointment of a receiver, administrator,
administrative receiver, trustee, custodian, sequestrator,
conservator or similar official for the Company or for a
substantial part of the Company's assets, (D) files an
answer admitting the material allegations of a petition
filed against it in any such proceeding, (E) makes a
general assignment or arrangement for the benefit of
creditors or (F) takes any corporate action for the
purpose of authorizing any of the foregoing;
a "Termination Event" under and as defined in the Cash
Collateral Orders has occurred;
unless otherwise agreed to in writing by the Majority
Holders in their sole discretion, the Canadian Entities
commence, or become subject to, any restructuring or
insolvency proceeding in any jurisdiction;
unless otherwise agreed to in writing by the Majority
Holders in their sole discretion, commencement of a sale
process or other actions in furtherance of a disposition of
any material assets of the Canadian Entities; or
unless otherwise agreed to in writing by the Majority
Holders in their sole discretion, incurrence of any new
secured debt or any unsecured debt, which unsecured
debt is incurred outside of the ordinary course of
business (other than as it relates to the Permitted NonDebtor Affiliate Payments or cash collateralization of
the Canadian LCs using the cash on hand as of the
Petition Date held by the Canadian Entities), by any of
the Canadian Entities.

Company will submit to Akin Gump all press releases, public filings,
public announcements or other communications with any news media, in
each case, to be made by the Company relating to the RSA or the
transactions contemplated thereby and any amendments thereof , and
will take Akin Gump's view with respect to such communications into
account. The Company will submit to Akin Gump and hazard in
advance all material mass written communications with customers,
vendors and employees (including representatives of employees) relating
to the transactions contemplated by the RSA, and will take Akin Gump's
and Lazard's views with respect to such communications into account.
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BASIS FOR RELIEF
I.

Assumption of the Restructuring Support Agreement Constitutes a Sound Exercise
of the Debtors' Business Judgment and Should Be Approved
14.

Section 365(a) of the Bankruptcy Code provides that a debtor in possession,

"subject to the court's approval, may assume or reject an executory contract or unexpired lease
of the debtor." 11 U.S.C. § 365(a). Courts reviewing a debtor's decision to assume or reject an
executory contract or unexpired lease apply a business judgment standard. See In re Federated
Dept. Stores. Inc.. 131 B.R. 808, 811 (S.D. Ohio 1991) ("Courts traditionally have applied the
business judgment standard in determining whether to authorize the rejection of executory
contracts and unexpired leases").

Debtors receive considerable discretion in determining

whether to assume or reject an executory contract. Stanziale v. Machtomi (In re Tower Air.
Inc.), 416 F.3d 229, 238 (3d Cir. 2005).
15.

Once "the debtor articulates a reasonable basis for its business decisions (as

distinct from a decision made arbitrarily or capriciously), courts will generally not entertain
objections to the debtor's conduct." Comm. of Asbestos-Related Litigants and/or Creditors v.
Johns-Manville Corp. (In re Johns-Manville Corp.). 60 B.R. 612, 616 (Bankr. S.D.N.Y. 1986).
Accordingly, so long as a debtor exercises "reasonable" business judgment, a court should
approve the proposed assumption or rejection. See, e.g.. NLRB v. Bildisco & Bildisco. 465 U.S.
513,523(1984); Group of Inst. Investors v. Chicago. Milwaukee. St. Paul & Pac. R.R. Co.. 318
U.S. 523, 550 (1943);InreBicoastalCorp.. 164 B.R. 1009, 1016 (Bankr. M.D. Fla. 1993) ("This
Court has broad discretion to approve a settlement or compromise, and it should do so unless the
proposed settlement falls below the lowest point in the range of reasonableness.").
16.

The Debtors' assumption of the Restructuring Support Agreement is an exercise

of their sound business judgment.

The agreement set forth in the Restructuring Support
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Agreement positions the Debtors to accomplish a crucial, massive deleveraging and positions
them for a return to profitability that will maximize the value of the Debtors' enterprise for the
benefit of the Debtors' estates, creditors, and other parties in interest.

By assuming the

Restructuring Support Agreement, the Debtors will ensure that it is enforceable against each
party thereto, thus securing the benefit of the bargain the Debtors negotiated before the
commencement of these chapter 11 cases. The Restructuring Support Agreement is the product
of extensive, arm's-length and hard-fought negotiations among the Debtors and the Steering
Committee, each of whom had separate, sophisticated legal counsel and financial advisors.
17.

Courts have routinely approved similar relief. See, e.g.. In re Cypress of

Tampa LLC. No. 8:12-17518 (KRM) (Bankr. M.D. Fl. March 4, 2013) (approving the debtors'
assumption of a prepetition restructuring support agreement as a proper exercise of the debtors'
business judgment); In re Bicent Holdings. LLC. No. 12-11304 (KG) (Bankr. D. Del. May 15,
2012) (same); In re William Lvon Homes. No. 11-14019 (CSS) (Bankr. D. Del. Dec. 29, 2011)
(same); In re Satelites Mexicanos. S.A. de C.V.. No. 11-11035 (CSS) (Bankr. D. Del. Apr. 13,
2011) (same); In re HMP Servs. Holding Sub III. LLC. No. 10-13618 (BLS) (Bankr. D. Del. Jan.
20, 2011) (same); In re NextMedia Grp.. Inc.. No. 09-14463 (PJW) (Bankr. D. Del. Jan. 22,
2010) (same); see also In re Genco Shipping & Trading Ltd.. Case No. 14-11108 (SHL) (Bankr.
S.D.N.Y. Apr. 24, 2014) (approving the debtors' assumption of a prepetition restructuring
support agreement as a proper exercise of the debtors' business judgment).5
18.

Based on the foregoing, the Debtors respectfully submit that they have exercised

sound business judgment in deciding to assume the Restructuring Support Agreement.

5

Because of the voluminous nature of the orders cited herein, such orders are not attached to this Motion. Copies
of these orders are available upon request to the Debtors' counsel.
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Accordingly, the Debtors request that the Court authorize the Debtors to assume the
Restructuring Support Agreement.
II.

Section 363(b) of the Bankruptcy Code Authorizes Payment of the Steering
Committee's Professional Fees
19.

The Bankruptcy Code authorizes the use of property outside the ordinary course

of business with court approval and given a valid business reason. Specifically, the Bankruptcy
Code authorizes a debtor in possession to "use, sell, or lease, other than in the ordinary course of
business, property of the estate," after notice and a hearing. 11 U.S.C. § 363(b). It is well
established in this jurisdiction that a debtor may use property of the estate outside the ordinary
course of business under this provision if there is a good business reason for doing so. See, e.g..
Martin. 91 F.3d at 395; In re Elpida Memory. Inc.. No. 12-10947 (CSS), 2012 WL 6090194, at
*5 (Bankr. D. Del. Nov. 20, 2012); In re Montgomery Ward Holding Corp.. 242 B.R. 147, 153
(Bankr. D. Del. 1999); In re Del. & Hudson Rv. Co.. 124 B.R. 169, 175 (Bankr. D. Del. 1991).
This standard for approval of the use of property outside the ordinary course of business is a
deferential one. See In re Filene's Basement. LLC. No. 11-13511 (KJC) (Bankr. D. Del. Apr. 29,
2014) (stating that, under the business judgment standard, once the debtor presents "a reasonable
basis for its business decisions...courts will generally not entertain objections to the debtor's
conduct...").
20.

Here, the Debtors have articulated a clear business justification for entering into

the Restructuring Support Agreement. By securing the support and cooperation of the Holder
Parties, the Restructuring Support Agreement provides a viable route to emergence. In light of
these substantial benefits, the Debtors have determined that the payment of the Steering
Committee's professional fees is appropriate. Therefore, the Debtors respectfully submit that
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payment of the professional fees is a proper exercise of their business judgment and should be
approved.

WAIVER OF BANKRUPTCY RULES 6004(a) AND 6004(h)
21.

Given the nature of the relief requested herein, the Debtors respectfully request a

waiver of (i) the notice requirements under Bankruptcy Rule 6004(a) and (ii) the 14-day stay
under Bankruptcy Rule 6004(h), to the extent that either subsection of Rule 6004 is applicable.
NOTICE
22.

Notice of this Motion will be provided to: (i) the Office of the Bankruptcy

Administrator for the Northern District of Alabama; (ii) counsel to the administrative agent for
the Debtors' prepetition secured credit facility; (iii) the indenture trustee for each of the Debtors'
outstanding bond issuances; (iv) counsel to the steering committee of first lien debt holders;
(v) the Internal Revenue Service; (vi) the Securities and Exchange Commission; (vii) the U.S.
Environmental Protection Agency; (viii) the U.S. Attorney for the Northern District of Alabama;
(ix) counsel to the UMWA; (x) the USW; (xi) the holders of the fifty (50) largest unsecured
claims against the Debtors, on a consolidated basis; (xii) all persons and entities that have filed a
request for service of filings in these Chapter 11 Cases pursuant to Bankruptcy Rule 2002. In
light of the nature of the relief requested herein, no other or further notice is necessary.
[Remainder ofPage Intentionally Left Blank]
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WHEREFORE, the Debtors respectfully request that the Court enter the Proposed Order
granting the relief requested herein and such other and further relief as is just and proper.
Dated: July 15,2015
Birmingham, Alabama

BRADLEY ARANT BOULT CUMMINGS LLP

By:
Patrick Darby
Patrick Darby
Jay Bender
Cathleen Moore
James Bailey
One Federal Place
1819 Fifth Avenue North
Birmingham, Alabama 35203
Telephone: (205)521-8000
Email: pdarby@babc.com, jbender@babc.com,
ccmoore@babc.com, jbailey@babc.com
-and PAUL, WEISS, RIFKIND, WHARTON &
GARRISON LLP
Stephen J. Shimshak {pro hac vice pending)
Kelley A. Cornish {pro hac vice pending)
Claudia R. Tobler {pro hac vice pending)
Ann K. Young {pro hac vice pending)
Michael S. Rudnick {pro hac vice pending)
1285 Avenue of the Americas
New York, New York 10019
Telephone: (212)373-3000
Email: sshimshak@paulweiss.com, kcornish@paulweiss.com,
ctobler@paulweiss.com, ayoung@paulweiss.com,
mrudnick@paulweiss.com
Proposed Counsel to the Debtors and
Debtors-in-Possession
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UNITED STATES BANKRUPTCY COURT
FOR THE NORTHERN DISTRICT OF ALABAMA
SOUTHERN DIVISION
In re:

Chapter 11

WALTER ENERGY, INC., et al.,]

Case No. 15-

Debtors.

(

)

Joint Administration Requested

ORDER (A) AUTHORIZING THE DEBTORS TO ASSUME A
RESTRUCTURING SUPPORT AGREEMENT
AND (B) GRANTING RELATED RELIEF
Upon consideration of the motion (the "Motion")2 of the Debtors, seeking entry of an
order, pursuant to sections 105, 363 and 365 of title 11 of the U.S. Code (the "Bankruptcy
Code") and rules 2002, 6004 and 9014 of the Federal Rules of Bankruptcy Procedure (the
"Bankruptcy Rules"), for entry of an order, substantially in the form annexed hereto as Exhibit A
(the "Proposed Order"): (i) authorizing the Debtors to assume that certain Restructuring Support
Agreement (the "Restructuring Support Agreement" or "RSA"). dated as of July 15, 2015 by and
between the Debtors and the holders of first lien claims signatories thereto; and (ii) granting
related relief; and it appearing that jurisdiction is proper pursuant to 28 U.S.C. §§ 157 and 1334;
and venue of these Chapter 11 Cases and the motion in this district being proper pursuant to 28
'

The Debtors in these cases, along with the last four digits of each Debtor's federal tax identification number,
are: Walter Energy, Inc. (9953); Atlantic Development and Capital, LLC (8121); Atlantic Leaseco, LLC (5308);
Blue Creek Coal Sales, Inc. (6986); Blue Creek Energy, Inc. (0986); J.W. Walter, Inc. (0648); Jefferson Warrior
Railroad Company, Inc. (3200); Jim Walter Homes, LLC (4589); Jim Walter Resources, Inc. (1186); Maple
Coal Co., LLC (6791); Sloss-Sheffield Steel & Iron Company (4884); SP Machine, Inc. (9945); Taft Coal
Sales & Associates, Inc. (8731); Tuscaloosa Resources, Inc. (4869); V Manufacturing Company (9790); Walter
Black Warrior Basin LLC (5973); Walter Coke, Inc. (9791); Walter Energy Holdings, LLC (1596); Walter
Exploration & Production LLC (5786); Walter Home Improvement, Inc. (1633); Walter Land Company (7709);
Walter Minerals, Inc. (9714); and Walter Natural Gas, LLC (1198). The location of the Debtors' corporate
headquarters is 3000 Riverchase Galleria, Suite 1700, Birmingham, Alabama 35244-2359. Contemporaneously
herewith, the Debtors have filed a motion requesting joint administration of the Debtors' bankruptcy cases.

2

Capitalized terms not otherwise defined herein shall have the meanings ascribed to such terms in the Motion.
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U.S.C. §§ 1408 and 1409; and it appearing that this is a core proceeding pursuant to 28 U.S.C. §
157(b)(2); and upon consideration of the First Day Declaration; and it appearing that the relief
requested is in the best interests of the Debtors' estates, their creditors and other parties-ininterest; and it appearing that proper and adequate notice of the Motion has been given and that
no other or further notice is necessary; and after due deliberation thereon; and good and
sufficient cause appearing therefor, it is hereby ORDERED that:
1.

The Motion is GRANTED to the extent provided herein.

2.

The Debtors are authorized to assume the Restructuring Support Agreement in its

entirety, and effective as of the date of entry of this Order, the Restructuring Support Agreement
is hereby assumed pursuant to section 365(a) of the Bankruptcy Code.
3.

The Debtors are authorized to pay the fees, costs and expenses of the Holder

Parties, the Holder Parties' Advisors and Consultants pursuant to and in accordance with the
Restructuring Support Agreement.
4.

The Restructuring Support Agreement shall be binding and enforceable against

the parties thereto in accordance with its terms.
5.

The Debtors are authorized to enter into amendments to the Restructuring Support

Agreement, from time to time as necessary, subject to the terms and conditions set forth in the
Restructuring Support Agreement. Within two (2) business days of the effective date of each
such amendment, the Debtors will file a notice attaching a copy of any such amendments with
the Court.
6.

Notice of the Motion as provided therein shall be deemed good and sufficient.

7.

The failure of any Holder Party to seek reliefer otherwise exercise its rights and

remedies under this Order, the Restructuring Support Agreement, or applicable law, as the case
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may be, shall not constitute a waiver of any of the rights hereunder, thereunder, or otherwise of
any of the Holder Parties.
8.

The automatic stay arising pursuant to section 362 of the Bankruptcy Code is

waived or modified for purposes of providing notices or exercising rights under the RSA.
9.

Notwithstanding the possible applicability of Bankruptcy Rules 6004(h), 6006(d),

7062, and 9014 or otherwise, the terms and conditions of this Order shall be immediately
effective and enforceable upon its entry.
10.

The Court retains exclusive jurisdiction with respect to all matters arising from or

related to the implementation of this Order.
11.

The Debtors are authorized and empowered to take all actions necessary to

implement the relief granted in this Order.
12.

The Court shall retain jurisdiction over any matters arising from or related to the

interpretation of this Order.
Dated: August [ ], 2015
Birmingham, Alabama

UNITED STATES BANKRUPTCY JUDGE
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EXHIBIT B
Restructuring Support Agreement
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EXECUTION VERSION
RESTRUCTURING SUPPORT AGREEMENT
This restructuring support agreement (together with all exhibits, annexes, and schedules hereto, in
each case as may be amended, supplemented or otherwise modified from time to time in accordance with
the terms hereof, this "Agreement"), dated as of July 15, 2015 is by and among: (i) Walter Energy, Inc., a
Delaware corporation ^Walter"), on behalf of itself and its wholly-owned direct and indirect subsidiaries
listed on Exhibit A attached hereto (together with Walter, the "Company"), (ii) the undersigned holders of
First Lien Claims (as defined below) (the "Initial Holders"), and (iii) each Joining Party (as defined
below) (such Joining Parties, together with the Initial Holders, the "Holder Parties"), in connection with
(i) that certain Credit Agreement dated as of April 1, 2011 (as amended, restated, amended and restated,
waived, supplemented or otherwise modified from time to time, the "First Lien Credit Facility"), by and
among Walter, as the U.S. borrower, Western Coal Corp. and Walter Energy Canada Holdings, Inc., as
the Canadian borrowers, the lenders from time to time party thereto (such lenders, the "First Lien
Lenders"), and Morgan Stanley Senior Funding, Inc., as administrative agent (in such capacity, the "First
Lien Agent") and (ii) that certain Indenture for 9.50% Senior Secured Notes due 2019 dated as of
September 27, 2013 (as amended, waived, supplemented or otherwise modified from time to time, the
"First Lien Indenture"), among Wilmington Trust, National Association ("Wilmington Trusf), as
successor trustee and collateral agent to Union Bank, N.A. (the "First Lien Trustee"), Walter, as issuer,
and certain subsidiaries of Walter, as guarantors, pursuant to which Walter issued those certain 9.50%
Senior Secured Notes to the holders thereof (such holders, the "First Lien Noteholders" and together
with the First Lien Lenders, the First Lien Agent, the First Lien Trustee, the Second Lien Noteholders (as
defined below) and the Second Lien Trustee (as defined below), the "Prepetition Secured Parties").
Claims of the First Lien Lenders under the First Lien Credit Facility are referred to herein collectively as
the "First Lien Lender Claims", and claims of the First Lien Noteholders under the First Lien Indenture
are referred to herein collectively as the "First Lien Noteholder Claims" (together with the First Lien
Lender Claims, the "First Lien Claims").
The Company and each Holder Party are collectively referred to herein as the "Parties" and each
individually as a "Party." This Agreement shall become effective, and each Party shall be bound by the
terms of this Agreement, as of the date the Company and each of the Initial Holders have executed and
delivered a signature page to this Agreement (such date, the "Execution Date").
In consideration of the covenants and agreements contained herein, and for other valuable
consideration, the receipt and sufficiency of which are hereby acknowledged, the Parties hereby agree as
follows:
1.

Proposed Restructuring.

The Company and the Holder Parties have agreed to implement a restructuring for the Company
(the "Restructuring") in accordance with, and subject to the terms and conditions set forth in, this
Agreement and the restructuring term sheet attached hereto as Exhibit B (including any schedules,
annexes and exhibits attached thereto, each as may be modified in accordance with the terms hereof, the
"Restructuring Term Sheet"), which Restructuring Term Sheet is expressly incorporated herein by
reference and made part of this Agreement as if fully set forth herein. The Restructuring requires
pursuing, on a parallel basis, consummation of (i) a joint "pre-negotiated" chapter 11 plan of
reorganization which shall be consistent with the provisions of the Restructuring Term Sheet (such plan,
together with any exhibits, schedules, attachments or appendices thereto, in each case as may be
amended, supplemented or otherwise modified from time to time in accordance with the terms herein and
therein, the "Plan"), which Plan shall be in form and substance acceptable to the Company and the
Holder Parties holding 55% or more in principal amount of the First Lien Claims held by the Holder
Parties as of the time of such determination; provided that such Holder Parties holding 55% or more in
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principal amount include at least four (4) unaffiliated Holder Parties (the "Majority Holders"), and
provided further that with respect to any of (X) approval of any provisions of the Restructuring
Documents dealing with the corporate governance of the Company from and after the effective date of the
Plan or of documents relating to the corporate governance of the purchaser from and after the
consummation of the 363 Sale, including but not limited to board composition, affiliate and/or related
party transaction limitations/protections, voting rights, pre-emptive rights, tag-along/drag-along rights and
transfer restrictions or (Y) any financing(s) or ftindmg(s) (whether debt or equity) obtained or arranged
for (in whole or in part) by the Company in the form of debtor-in-possession or similar financing(s), or by
the reorganized Company or purchaser in the 363 Sale prior to, upon or in connection with the closing of
a Restructuring, then in any case of (X) or (Y) the Majority Holders shall include 55% or more in
principal amount of the First Lien Claims held by the Holder Parties as of the time of such determination
and at least four (4) unaffiliated Holder Parties (which must also include at least three (3) unaffiliated
Holder Parties who are Initial Holders), or (ii) if a Triggering Event (as defined below) has occurred and
written notice thereof has been delivered by the Majority Holders in accordance with Section 13 hereof,
and in the absence of an unresolved Triggering Event Dispute (as defined below), the Company shall
abandon the Plan process and solely pursue a sale of substantially all of the assets of the Company
(collectively, the "Assets") pursuant to sections 105, 363 and 365 of the Bankruptcy Code on the terms
and conditions set forth in this Agreement, the sale term sheet attached hereto as Exhibit C (the "Sale
Term Sheet), which Sale Term Sheet is expressly incorporated herein by reference and made part of this
Agreement as if fully set forth herein, and otherwise acceptable to the Company and the Majority Holders
(the "363 Sale"), it being understood that the Parties shall, prior to such event, pursue a 363 Sale in
accordance with this Agreement together with pursuing the Plan. In order to effectuate the Restructuring,
the Company shall commence, in accordance with the terms of this Agreement, voluntary "prenegotiated" cases (the "Chapter 11 Cases") under chapter 11 of title 11 of the United States Code (the
"Bankruptcy Code") in the United States Bankruptcy Court for the Northern District of Alabama (the
"Bankruptcy Court"). The documents related to or otherwise utilized to implement or effectuate the
Restructuring (collectively, the "Restructuring Documents") shall include, among others: (i) the Plan,
the related disclosure statement in form and substance acceptable to the Company and the Majority
Holders (such disclosure statement, together with any exhibits, schedules, attachments or appendices
thereto, in each case as may be amended, supplemented or otherwise modified from time to time in
accordance with the terms herein and therein, the "Disclosure Statement"), and any other documents
and/or agreements relating to the Plan and/or the Disclosure Statement, including (A) a motion seeking
approval of the Disclosure Statement, the procedures for the solicitation of votes in connection with the
Plan pursuant to sections 1125 and 1126 of the Bankruptcy Code (the "Solicitation"), the forms of ballots
and notices and related relief (such motion, together with all exhibits, appendices, supplements, and
related documents, the "Disclosure Statement Motion"), (B) a proposed order of the Bankruptcy Court
approving the Disclosure Statement Motion (together with all exhibits, appendices, supplements and
related documents, the "Disclosure Statement Order"), (C) a proposed order of the Bankruptcy Court
confirming the Plan pursuant to Bankruptcy Code section 1129 (together with all exhibits, appendices,
supplements and related documents, the "Confirmation Order") and (D) any organizational and
governance documents for the reorganized Company, including without limitation, certificates of
incorporation, certificate of formation or certificate of limited partnership (or equivalent organizational
documents), bylaws, limited liability company agreements, identity of proposed members of the
reorganized Company's board of directors, limited partnership agreements (or equivalent governing
documents) and registration rights agreements (collectively, the "Governance Documents"); (ii) a 3-year
business plan for the Company (the "Business Plan"); (iii) a motion seeking the assumption of this
Agreement pursuant to section 365 of the Bankruptcy Code authorizing, among other things, the payment
of certain fees, expenses and other amounts hereunder, and granting related relief (the "RSA Assumption
Motion"), and an order approving the RSA Assumption Motion (the "RSA Order"); (iv) all documents in
connection with the 363 Sale, including, without limitation, the "stalking horse" asset purchase agreement
(together with any disclosure schedules, bills of sale, assumption agreements and any other exhibits.
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documents or agreements attached thereto or delivered or executed in connection therewith, the "Stalking
Horse APA") in connection with a credit bid by the First Lien Agent (on behalf of the First Lien Lenders)
and the First Lien Trustee (on behalf of the First Lien Noteholders) for the purchase of the Assets; (v) a
motion (the "Sale Motion") for entry of (X) an order (the "Bidding Procedures Order") (1) authorizing
the Company's entry into the Stalking Horse APA, (2) approving bidding procedures to be used and bid
protections to be provided in connection with the 363 Sale, (3) setting the dates for the submission of
bids, the auction (if any) and the hearing on the approval of the 363 Sale and approving all notices related
thereto, and (4) authorizing certain procedures related to the assumption and assignment of executory
contracts and unexpired leases, and (Y) an order (the "Sale Order") (1) authorizing the 363 Sale, (2)
authorizing the assumption and assignment of certain related executory contracts and unexpired leases,
and (3) granting related relief; (vi) the Bidding Procedures Order; (vii) the Sale Order; (viii) such other
definitive documentation relating to a recapitalization or restructuring of the Company as is necessary or
desirable to consummate the Restructuring; (ix) any documentation relating to the use of cash collateral,
including a motion seeking authority to use cash collateral and an interim order (the "Interim Cash
Collateral Order"), in the form attached hereto as Exhibit D. and a final order (the "Final Cash
Collateral Order" and together with the Interim Cash Collateral Order, the "Cash Collateral Orders"),
approving same, which Cash Collateral Orders shall, without limitation, provide the Prepetition Secured
Parties adequate protection for the use of their cash collateral as described in the Interim Cash Collateral
Order; and (x) any other agreements, instruments, pleadings, orders and/or documents that are filed by
debtors and debtors in possession in the Chapter 11 Cases (including any exhibits, amendments,
modifications or supplements made from time to time thereto). Each of the Restructuring Documents
shall be consistent in all respects with, and shall contain, the terms and conditions set forth in this
Agreement, and shall otherwise be in form and substance acceptable to the Company and the Majority
Holders; provided, however, that notwithstanding the foregoing, the Governance Documents shall be
acceptable only to the Majority Holders.
2.
Representations of the Holder Parties and the Company. Each of the Holder Parties,
severally and not jointly, and the Company (subject to necessary Bankruptcy Court approval) hereby
represents and warrants that, as of the Execution Date, the following statements are true, correct and
complete:
(a)
It has all requisite corporate, partnership, limited liability company or similar
authority to execute this Agreement and carry out the transactions contemplated hereby and
perform its obligations contemplated hereunder; and the execution and delivery of this Agreement
and the performance of such Party's obligations hereunder have been duly authorized by all
necessary corporate, partnership, limited liability company or other similar action on its part.
(b)
The execution, delivery and performance by such Party of this Agreement does
not and shall not (i) violate (A) any provision of law, rule or regulation applicable to it or (B) its
charter or bylaws (or other similar governing documents) or (ii) with respect to the Company
only, conflict with, result in a breach of or constitute a default under (with or without notice or
lapse of time or both) any contractual obligation to which it is a party or it or its assets are bound,
in each case, other than any such violation, conflict, breach or default with respect to which a
waiver has been obtained prior to the Execution Date and which waiver has not been
subsequently revoked.
(c)
This Agreement is the legally valid and binding obligation of such Party,
enforceable against it in accordance with its terms, except as enforcement may be limited by
bankruptcy, insolvency, reorganization, moratorium or other similar laws relating to or limiting
creditors' rights generally or by equitable principles relating to enforceability.
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(d)
The execution and delivery by such Party of this Agreement does not require any
authorization of, filing with, registration of or before, consent from, approval of or other action by
or notice to any federal, state or other governmental authority or regulatory body, in each case,
other than any such authorization, filing, registration, consent, approval, action or notice which
has been obtained, provided, or otherwise satisfied prior to the Execution Date and which
authorization, filing, registration, consent, approval, action, or notice has not been subsequently
revoked.
(e)
If such Party is a Holder Party, such Holder Party (i) either (A) is the sole legal
and beneficial owner of (1) the First Lien Lender Claims, (2) the First Lien Noteholder Claims,
(3) the claims of the holders of those certain 11.0%/12.0% Senior Secured Second Lien PIK
Toggle Notes (the "Second Lien Noteholders") issued by Walter pursuant to that certain
Indenture for 11.0%/12.0% Senior Secured Second Lien PIK Toggle Notes due 2019 dated as of
March 27, 2014 (the "Second Lien Indenture") among Wilmington Trust, as trustee and
collateral agent (the "Second Lien Trustee"), Walter, as issuer, and certain subsidiaries of Walter,
as guarantors, (the "Second Lien Claims"), (A) the claims of the holders of those certain 9.875%)
Senior Notes issued by Walter pursuant to that certain Indenture for 9.875%) Senior Notes due
2020 dated as of November 21, 2012 among Union Bank, N.A. ("Union Bank"), as trustee, and
certain subsidiaries of Walter party thereto (the "9.875% Unsecured Claims"), and/or (5) the
claims of the holders of those certain 8.50% Senior Notes issued by Walter pursuant to that
certain Indenture for 8.50% Senior Notes due 2021 dated as of March 27, 2013 (the "Unsecured
Indenture" and, together with the First Lien Credit Facility, the First Lien Indenture and the
Second Lien Indenture, the "Debt Documents") among Union Bank, as trustee, and certain
subsidiaries of Walter party thereto (together with the 9.875% Unsecured Claims, the "Unsecured
Claims"), set forth below its name on the signature page hereof (or the Joinder (as defined
below)), in each case, free and clear of any and all claims, liens and encumbrances (other than
those imposed by securities laws applicable to unregistered securities), or (B) has sole investment
and voting discretion with respect to such First Lien Claims, Second Lien Claims and/or
Unsecured Claims in respect to matters relating to the Restructuring contemplated by this
Agreement and has the power and authority to bind the beneficial owner(s) of such First Lien
Claims, Second Lien Claims and/or Unsecured Claims to the terms of this Agreement and (ii) has
full power and authority to act on behalf of, vote and consent to matters concerning such First
Lien Claims, Second Lien Claims and/or Unsecured Claims in respect to matters relating to the
Restructuring contemplated by this Agreement and dispose of, convert, assign and transfer such
First Lien Claims, Second Lien Claims and/or Unsecured Claims (with respect to each Holder
Party, all of such First Lien Lender Claims, First Lien Noteholder Claims, Second Lien Claims
and/or Unsecured Claims under clauses (A) and (B) and any additional First Lien Lender Claims,
First Lien Noteholder Claims, Second Lien Claims and/or Unsecured Claims it owns, has such
control over from time to time, or acquires after the Execution Date, collectively, its
"Participating Claims"). Further, such Holder Party has made no prior written assignment, sale,
participation, grant, conveyance, or other transfer of, and has not entered into any other written
agreement to assign, sell, participate, grant, convey or otherwise transfer, in whole or in part, any
portion of its right, title, or interests in such Participating Claims that are subject to this
Agreement, the terms of which written agreement are, as of the date hereof, inconsistent with the
representations and warranties of such Holder Party herein or would render such Holder Party
otherwise unable to comply with this Agreement and perform its obligations hereunder.
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(f)
If such party is a Holder Party, such Holder Party (i) has such knowledge and
experience in financial and business matters of this type that it is capable of evaluating the merits
and risks of entering into this Agreement and of making an informed investment decision, and has
conducted an independent review and analysis of the business and affairs of the Company that it
considers sufficient and reasonable for purposes of entering into this Agreement and (ii) is an
"accredited investor" (as defined by Rule 501 of the Securities Act of 1933, as amended).
3.

Agreements of the Holder Parties

(a)
From the Execution Date until the date that is the earlier of (i) the effective date
of the Plan, (ii) the consummation of the 363 Sale and (iii) the termination of this Agreement
pursuant to Section 6 (such date, the "End Date") and subject to the terms and conditions hereof
and except as the Company and the Majority Holders may expressly release a Holder Party in
writing from any of the following obligations, each Holder Party:
(i)
hereby agrees, prior to the occurrence of a Triggering Event, not to
propose, file, support or vote for any restructuring, refinancing, workout, plan of
arrangement, plan of reorganization or other recapitalization transaction for the Company
other than the Restructuring;
(ii)
hereby agrees, prior to the occurrence of a Triggering Event, to vote
(when solicited to do so after receipt of a Disclosure Statement approved by the
Bankruptcy Court and by the applicable deadline for doing so) its Participating Claims in
favor of the Plan and not to change or withdraw such votes;
(iii)
shall not, prior to the occurrence of a Triggering Event, object to, or vote
any of such Participating Claims to reject or impede, the Plan, support directly or
indirectly any such objection or impediment or otherwise take any action or commence
any proceeding to delay, impede, interfere or oppose, or to seek any modification of the
Plan or any Restructuring Documents;
(iv)
shall not, except to the extent expressly contemplated under this
Agreement, including, without limitation, by the Cash Collateral Orders, direct the First
Lien Agent, the First Lien Trustee, the Second Lien Trustee, or the Collateral Agents to
exercise any right or remedy for the enforcement, collection, or recovery of any of the
Participating Claims, and any other claims against, or interests in, the Company;
(v)
hereby agrees to support the Sale Motion, entry into the Stalking Horse
APA, and to instruct the First Lien Agent and the First Lien Trustee, as applicable, in
connection with the applicable credit bid for the Assets in connection with the 363 Sale;
and
(vi)
without limiting the consent, approval or other rights contained herein,
hereby agrees, in its capacity as a holder of Participating Claims, to (A) (1) support and
complete the Restructuring and all other actions contemplated in connection therewith
and under the Restructuring Documents and (2) exercise any and all necessary and
appropriate rights in its capacity as a holder of Participating Claims in furtherance of the
Restructuring and the Restructuring Documents, and (3) use reasonable best efforts to
obtain any and all governmental, regulatory, and/or third-party approvals (including, as
applicable. Bankruptcy Court approvals) required for the Restructuring, if any, (B) use
reasonable best efforts to cause the milestones set forth in Section 6 to be satisfied so as
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to not allow a Support Termination Event (as defined below) to occur (provided that such
obligation shall continue after a Triggering Event with respect to milestones related to the
363 Sale), and (C) not take any actions, or fail to take any actions, where such taking or
failing to take actions would be, in either case, (i) inconsistent with this Agreement or the
Restructuring Documents or (ii) otherwise inconsistent with, or reasonably expected to
prevent, interfere with, delay or impede the implementation or consummation of, the
Restructuring.
Notwithstanding the foregoing, nothing in this Section 3(a) shall require any Holder Party to (A)
incur any expenses, liabilities or other obligations, or agree to any commitments, undertakings,
concessions, indemnities or other arrangements that could result in expenses, liabilities or other
obligations to any Holder Party or (B) provide any information that it determines, in its
discretion, to be sensitive or confidential.
(b)
The Parties agree that this Agreement does not constitute a commitment to, nor
shall it obligate any of the Parties to, provide any new financing or credit support.
(c)
Subject to Section 3(f). each Holder Party agrees that, from the Execution Date
until the End Date, it shall not sell, assign, grant, transfer, convey, hypothecate or otherwise
dispose of any Participating Claims, or any option thereon or any right or interest (voting or
otherwise) in any or all of its Participating Claims, except to a party that (i) is a Holder Party;
provided, however, that any such Participating Claims shall automatically be deemed to be
subject to the terms of this Agreement, or (ii) executes and delivers a Joinder (as defined below)
to Akin Gump Strauss Hauer & Feld LLP ("Akin Gump") and the Company prior to the relevant
sale, assignment, grant, transfer, conveyance, hypothecation or other disposition. With respect to
any transfers effectuated in accordance with clause (ii) above, (A) such transferee shall be
deemed to be a Holder Party for purposes of this Agreement, subject to Section 3(e). and (B) the
Company shall be deemed to have acknowledged such transfer.
(d)
This Agreement shall in no way be construed to preclude any Holder Party from
acquiring additional Participating Claims; provided, however, that any such additional
Participating Claims shall automatically be deemed to be subject to all of the terms of this
Agreement and each such Holder Party agrees that such additional Participating Claims shall be
subject to this Agreement. Each Holder Party agrees to provide to Akin Gump and the Company
notice in accordance with Section 13 hereof of the acquisition of any additional Participating
Claims within three (3) business days of the consummation of the transaction acquiring such
additional Participating Claims.
(e)
Any person that receives or acquires a portion of the Participating Claims
pursuant to a sale, assignment, grant, transfer, conveyance, hypothecation or other disposition of
such Participating Claims by a Holder Party hereby agrees to be bound by all of the terms of this
Agreement (as such terms may be amended from time to time in accordance with the terms
hereof) (any such person, together with each holder of Participating Claims that becomes a
Holder Party pursuant to Section 19. each a "Joining Party") by executing and delivering to Akin
Gump and the Company a joinder in the form attached hereto as Exhibit E (the "Joinder"). The
Joining Party shall thereafter be deemed to be a "Holder Party" and a party for all purposes under
this Agreement and all of the First Lien Claims, Second Lien Claims and Unsecured Claims then
held by such Joining Party shall be deemed Participating Claims hereunder, and such Joining
Party shall have the consent or approval rights of, and be deemed to be, a Holder Party for all
purposes under this Agreement. Each Joining Party shall indicate, on the appropriate schedule
annexed to its Joinder, the number and amount of First Lien Lender Claims, First Lien
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Noteholder Claims, Second Lien Claims and/or Unsecured Claims held by such Joining Party.
With respect to the Participating Claims held by the Joining Party upon consummation of the sale,
assignment, grant, transfer, conveyance, hypothecation or other disposition of such Participating
Claims, the Joining Party hereby makes the representations and warranties of the Holder Parties
set forth in Section 2 to the other Parties.
(f)
Notwithstanding anything herein to the contrary, (i) any Holder Party may
transfer any of its Participating Claims to an entity that is acting in its capacity as a Qualified
Marketmaker (as defined below) without the requirement that the Qualified Marketmaker be or
become a Holder Party; provided, however, that the Qualified Marketmaker subsequently
transfers all right, title and interest in such Participating Claims to a transferee that is or becomes
a Holder Party as provided above, and the transfer documentation between the transferring Holder
Party and such Qualified Marketmaker shall contain a requirement that provides as such; and (ii)
to the extent any Holder Party is acting in its capacity as a Qualified Marketmaker, it may transfer
any Participating Claims that it acquires from a holder of such Participating Claims that is not a
Holder Party without the requirement that the transferee be or become a Holder Party.
Notwithstanding the foregoing, if, at the time of the proposed transfer of such Participating
Claims to the Qualified Marketmaker, such Participating Claims (x) may be voted on (1) the Plan
or (2) any dissolution, winding up, liquidation, reorganization, assignment for the benefit of
creditors, merger, transaction, consolidation, business combination, joint venture, partnership,
sale of assets, financing (debt or equity), recapitalization, restructuring or similar transaction
involving the Company, other than the Plan or the 363 Sale (an "Alternative Transaction"), the
proposed transferor Holder Party must first vote such Participating Claims in accordance with the
requirements of Section 3(a). or (y) have not yet been and may not yet be voted on the Plan or
any Alternative Transaction and such Qualified Marketmaker does not transfer such Participating
Claims to a subsequent transferee prior to the third (3rd) business day prior to the expiration of
the voting deadline (such date, the "Qualified Marketmaker Joinder Date"), such Qualified
Marketmaker shall be required to (and the transfer documentation to the Qualified Marketmaker
shall have provided that it shall), on the first business day immediately following the Qualified
Marketmaker Joinder Date, become a Holder Party with respect to such Participating Claims in
accordance with the terms hereof (provided that the Qualified Marketmaker shall automatically,
and without further notice or action, no longer be a Holder Party with respect to such
Participating Claims at such time that the transferee of such Participating Claims becomes a
Holder Party with respect to such Participating Claims). For these purposes, "Qualified
Marketmaker1'' means an entity that (X) holds itself out to the market as standing ready in the
ordinary course of business to purchase from and sell to customers Participating Claims, or enter
with customers into long and/or short positions in First Lien Claims, Second Lien Claims or
Unsecured Claims, in its capacity as a dealer or market maker in such First Lien Claims, Second
Lien Claims or Unsecured Claims, and (Y) is in fact regularly in the business of making a market
in claims, interests and/or securities of issuers or borrowers.
4.

Agreements. Representations and Warranties of the Company

(a)
Subject to the terms and conditions hereof and except as the Majority Holders
may expressly release the Company in writing from any of the following obligations (which
release may be withheld, conditioned or delayed by the Majority Holders):
(i)
From the Execution Date until the End Date, the Company agrees (A) to
prepare or cause to be prepared the Restructuring Documents (including, without
limitation, all relevant motions, applications, orders, agreements and other documents),
each of which, for the avoidance of doubt, shall contain terms and conditions consistent
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with this Agreement and shall otherwise be in form and substance acceptable to the
Company and the Majority Holders, except for the Governance Documents, which shall
be acceptable only to the Majority Holders, (B) to provide draft copies of the
Restructuring Documents, any documents filed in connection with recognition or other
proceedings, if any, filed in Canada (the "Canadian Proceedings"), and all other
pleadings and documents the Company intends to file with the Bankruptcy Court, in each
case, to Akin Gump as soon as reasonably practicable, but in no event less than two (2)
business days before such documents are to be filed with the Bankruptcy Court; provided
that each such pleading or document shall be consistent in all respects with, and shall
otherwise contain, the terms and conditions set forth in this Agreement and such other
terms and conditions as are acceptable to the Company and the Majority Holders; and
(C) without limiting any approval rights set forth herein, consult in good faith with Akin
Gump regarding the form and substance of any of the foregoing documents in advance of
the filing, execution, distribution or use (as applicable) thereof.
(ii)
Without limiting the consent, approval or other rights contained herein,
the Company agrees to (A) (1) support and complete the Restructuring and all other
actions contemplated in connection therewith and under the Restructuring Documents,
(2) take any and all necessary and appropriate actions in furtherance of the Restructuring
and the Restructuring Documents and (3) use reasonable best efforts to obtain any and all
governmental, regulatory, and/or third-party approvals (including, as applicable,
Bankruptcy Court approvals) required for the Restructuring, if any, (B) use reasonable
best efforts to cause the milestones set forth in Section 6 to be satisfied so as to not allow
a Support Termination Event to occur (provided that such obligation shall continue after
a Triggering Event with respect to milestones related to the 363 Sale), and (C) not take
any actions, or fail to take any actions, where such taking or failing to take actions would
be, in either case, (i) inconsistent with this Agreement or the Restructuring Documents or
(ii) otherwise inconsistent with, or reasonably expected to prevent, interfere with, delay
or impede the implementation or consummation of, the Restructuring.
(iii)
Unless pursuant to a Fiduciary Action as set forth in Section 24 hereof,
the Company shall (A) cease and cause to be terminated any ongoing solicitation,
discussions and negotiations with respect to any Alternative Transaction, (B) not, directly
or indirectly, seek, solicit, negotiate, support, engage in or initiate discussions relating to,
or enter into any agreements relating to, any Alternative Transaction, and (C) not solicit
or direct any person or entity, including any of their representatives or members of the
Company's board of directors (or equivalent) or any direct or indirect holders of existing
equity securities of the Company, to undertake any of the foregoing; provided, however,
that the Company's activities to pursue the 363 Sale are not a breach of this Section
4(a)(iii).
(iv)
The Company agrees to timely file a formal objection to any motion filed
with the Bankruptcy Court by any Person seeking the entry of an order (A) directing the
appointment of an examiner or a trustee, (B) converting any Chapter 11 Case to a case
under chapter 7 of the Bankruptcy Code other than as contemplated by the Plan and the
Restructuring or (C) dismissing any of the Chapter 11 Cases. For purposes of this
Section 4(a). "Person" shall mean an individual, a partnership, a joint venture, a limited
liability company, a corporation, a trust, an unincorporated organization, a group, a
governmental or regulatory authority, or any legal entity or association.
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(v)
The Company agrees to timely file a formal written response in
opposition to or take all appropriate actions to oppose (if circumstances do not allow for
the filing of a formal written response) any objection filed with the Bankruptcy Court by
any Person with respect to the entry of the Interim Cash Collateral Order and/or the Final
Cash Collateral Order.
(vi)
The Company agrees not to enter into any settlement, compromise or
agreement with any authorized representative of retirees or employees or a retiree
committee, unless such settlement, compromise or agreement is in form and substance
acceptable to the Company and the Majority Holders.
(vii)
The Company shall use reasonable best efforts to obtain entry of the
RSA Order, which order shall include a waiver or modification of the automatic stay to
provide any notices contemplated by and in accordance with this Agreement, by the
Bankruptcy Court as soon as practicable after July 15, 2015 (the "Petition Date"), but in
no event later than 60 calendar days after the Petition Date (which RSA Order, for
avoidance of doubt, shall be in form and substance acceptable to the Company and the
Majority Holders).
(viii) Within a reasonable period of time prior to taking any steps towards
commencing a sale, marketing, restructuring or similar process with respect to the direct
or indirect subsidiaries of Walter that are formed, incorporated or otherwise domiciled in
Canada (collectively, the "Canadian Entities"), Walter shall cause to be appointed to the
board of Walter Energy Canada Holdings, Inc. an independent director mutually
agreeable to the Company and the Majority Holders (and, upon the request of such
independent director, Walter shall cause such independent director to be appointed to the
board of any other Canadian Entity so requested).
(ix)
The Company agrees to timely file a formal written response in
opposition to, and defend against, any objection filed with the Bankruptcy Court by any
Person with respect to the Sale Motion, the Bidding Procedures Order, the Sale Order,
and any related agreements and/or documents.
(b)
Regardless of whether the Restructuring is consummated, the Company shall
promptly pay in cash all documented fees, costs and expenses of (i) Akin Gump, as lead counsel,
Burr Forman LLP ("Burr Forman"), as Alabama counsel, Cassels Brock & Blackwell LLP
("Cassels"), as Canadian counsel, and Lazard Freres & Co. LLC, as financial advisor, to the
Holder Parties ("Lazard" and together with Akin Gump, Burr Forman and Cassels, the "Holder
Parties' Advisors") and (ii) any consultants or other advisors retained by the Holder Parties
collectively (and not individually) (the parties described in this section 4(b)(ii) collectively, the
"Consultants") in connection with the Restructuring; provided that the Holder Parties shall
provide notice to the Company in accordance with Section 13 hereof prior to retaining any such
Consultants, in each case, in accordance with engagement letters (if any) of such professional
(including the Restructuring Fee as defined in Lazard's engagement letter), and in each case,
without further order of, or application to, the Bankruptcy Court or notice to any party other than
as provided in the Cash Collateral Order; provided further that no success fees shall be payable to
any Consultant. In addition, regardless of whether the Restructuring is consummated, the
Company shall promptly reimburse each Holder Party in cash for all documented out-of-pocket
costs or expenses (without limiting the Company's obligations pursuant to the previous sentence,
which out-of-pocket costs or expenses shall not include any professional or advisor fees of such
Holder Party) incurred by such Holder Party in connection with this Agreement or the
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Restructuring. Simultaneously with the execution of this Agreement, the Company shall pay or
reimburse, as applicable, all fees, costs and expenses of the Holder Parties or the Holder Parties'
Advisors incurred at any time prior to the Execution Date and described in the previous two
sentences.
(c)
From the Execution Date until the End Date, the Company shall (i) operate the
business of the Company and its direct and indirect subsidiaries in the ordinary course in a
manner that is consistent with this Agreement, the Business Plan, past practices, and use
commercially reasonable efforts to preserve intact the Company's business organization and
relationships with third parties (including lessors, licensors, suppliers, distributors and customers)
and employees, (ii) keep the Holder Parties reasonably informed about the operations of the
Company and its direct and indirect subsidiaries, (iii) subject to applicable non-disclosure
agreements and the terms thereof, provide the Holder Parties any information reasonably
requested regarding the Company or any of its direct and indirect subsidiaries and provide, and
direct the Company's employees, officers, advisors and other representatives to provide, to Akin
Gump and Lazard, (A) reasonable access during normal business hours to the Company's books,
records and facilities, subject to reasonable safety precautions, and (B) reasonable access to the
management and advisors of the Company for the purposes of evaluating the Company's assets,
liabilities, operations, businesses, finances, strategies, prospects and affairs, (iv) promptly notify
the Holder Parties of any governmental or third party complaints, litigations, investigations or
hearings (or communications indicating that the same may be contemplated or threatened) and
(v) use commercially reasonable efforts to obtain any and all required governmental, regulatory
and/or third party approvals necessary or required for the implementation or consummation of the
Restructuring (including the Bankruptcy Court's approval of the relevant Restructuring
Documents).
5.
363 Sale Triggering Events. Upon the Majority Holders' giving of written notice of the
occurrence of a Triggering Event (as defined below) to the Company in accordance with Section 13
hereof, and in the absence of an unresolved Triggering Event Dispute (as defined below), notwithstanding
anything to the contrary herein or in the Restructuring Documents, the Company shall cease pursuing and
shall withdraw the Plan (and the Holder Parties shall no longer have any obligation to support the Plan)
and instead exclusively use its best efforts to pursue and consummate the 363 Sale if any one or more of
the following events occurs (each, a "Triggering Event"):
(a)
at 5:00 p.m. prevailing Central Time on July 15, 2015, unless the Company shall
have filed a motion seeking the appointment of a retiree committee under section 1114 of the
Bankruptcy Code (the "1114 Retiree Committee Appointment Motion"), which motion shall be
in form and substance acceptable to the Company and the Majority Holders;
(b)
(i) at 5:00 p.m. prevailing Central Time on August 12, 2015, unless the Company
shall have made a proposal under sections 1113 and 1114 of the Bankruptcy Code to the United
Mine Workers of America ("UMWA") or (ii) at 5:00 p.m. prevailing Central Time on August 26,
2015, unless the Company shall have made a proposal under sections 1113 and 1114 of the
Bankruptcy Code to the United Steelworkers ("USW), in each case, in form and substance
acceptable to the Majority Holders;
(c)
at 5:00 p.m. prevailing Central Time on August 12, 2015, unless the hearing on
the 1114 Retiree Committee Appointment Motion shall have commenced in the Bankruptcy
Court;
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(d)
at 5:00 p.m. prevailing Central Time on August 26, 2015, unless the Company
shall have filed the Plan (except the Plan supplements) and Disclosure Statement (except
exhibits), each consistent with the Restructuring Term Sheet and in form and substance
acceptable to the Company and the Majority Holders, with the Bankruptcy Court;
(e)
at 5:00 p.m. prevailing Central Time on October 21, 2015, unless the Company
shall have filed with the Bankruptcy Court the exhibits to the Disclosure Statement, including
projections for the time period to be set forth in the Business Plan, in form and substance
acceptable to the Company and the Majority Holders;
(f)
at 5:00 p.m. prevailing Central Time on October 28, 2015, unless the Bankruptcy
Court shall have entered the Disclosure Statement Order in form and substance acceptable to the
Company and the Majority Holders;
(g)
at 5:00 p.m. prevailing Central Time on October 21, 2015 unless (i) a motion
seeking approval of the Bankruptcy Court of an agreement between the Pension Benefit Guaranty
Corporation (the "PBGC) and the Company pursuant to which the Company's qualified single
employer defined benefit pension plans will be terminated, which agreement shall be in form and
substance acceptable to the Majority Holders, shall have been filed with the Bankruptcy Court, or
motions to terminate the Company's qualified single employer defined benefit pension plans have
been filed by the Company with the Bankruptcy Court and (ii) motions to terminate the
Company's excess and supplemental non-qualified pension plans, in each case in form and
substance acceptable to the Majority Holders, have been filed by the Company with the
Bankruptcy Court;
(h)
at 5:00 p.m. prevailing Central Time on October 21, 2015, unless (i) motion(s)
seeking the approval of the Bankruptcy Court of settlement(s) with respect to the collective
bargaining agreement(s) (the "Collective Bargaining Agreements)") entered into with the
authorized representative(s) of the respective UMWA and/or USW employees in form and
substance acceptable to the Company and the Majority Holders (each, a "Labor Settlement")
shall have been filed or (ii) if no such motion(s) shall have been filed with the Bankruptcy Court
with respect to any such Labor Settlement(s), a motion(s) under section 1113 of the Bankruptcy
Code (including a motion filed pursuant to section 1113(c) of the Bankruptcy Code (an "1113
Motion") seeking the rejection of certain Collective Bargaining Agreement(s) of the Company
with the UMWA and the USW), in each case in form and substance acceptable to the Company
and the Majority Holders and which can be combined with the motions required under Section
5(i) below, shall have been filed by the Company with the Bankruptcy Court;
(i)
at 5:00 p.m. prevailing Central Time on October 21, 2015, unless (i) a motion
seeking the approval of the Bankruptcy Court of the settlement(s) with respect to a Retiree Group
(as defined below) entered into with the applicable authorized representative of the respective
retirees or the retiree committee, each in form and substance acceptable to the Company and the
Majority Holders (a "Retiree Settlement") shall have been filed or (ii) if no such motion shall
have been filed with the Bankruptcy Court with respect to any such Retiree Settlement, motions
under section 1114 of the Bankruptcy Code, in each case in form and substance acceptable to the
Company and the Majority Holders and which can be combined with the motions required under
Section 5(h) above, shall have been filed by the Company with the Bankruptcy Court with respect
to "retiree benefits" (as defined in section 1114 of the Bankruptcy Code) affecting the Company
being received by UMWA retirees, United Steelworkers retirees, and non-union retirees (each, a
"Retiree Group");
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(j)
at 5:00 p.m. prevailing Central Time on November 4, 2015, unless the Company
shall have commenced the Solicitation;
(k)
at 5:00 p.m. prevailing Central Time on November 11, 2015, unless (i) the
hearings with respect to the motions filed pursuant to Section 5(h) and Section 5(i) above shall
have commenced in the Bankruptcy Court or (ii) if no such hearings shall have commenced with
respect to such motions, the Bankruptcy Court shall have approved a Labor Settlement or Retiree
Settlement, as applicable;
(1)
at 5:00 p.m. prevailing Central Time on December 9, 2015, unless the
Bankruptcy Court shall have (i) entered an order approving each of the motions filed pursuant to
Section 5(h) and Section 5(i) above and granting relief acceptable to the Company and to the
Majority Holders or (ii) if no such order shall have been entered with respect to any such motions,
the Bankruptcy Court shall have approved a Labor Settlement or Retiree Settlement, as
applicable;
(m)
at 5:00 p.m. prevailing Central Time on the date that is 21 days after the date on
which the orders described in clause (i) of Section 5(1) above are entered by the Bankruptcy
Court, unless the Company shall have (i) implemented the relief granted by the Bankruptcy Court
in such order or (ii) entered into a settlement with the applicable parties with respect to any
Collective Bargaining Agreement or with the applicable Retiree Group, as applicable, which
settlement is approved by the Bankruptcy Court and is in form and substance acceptable to the
Company and the Majority Holders;
(n)
the occurrence of a strike, work slowdown or other concerted labor activity that
lasts for more than three (3) days and reduces production by over 100,000 tonnes, as measured
against the Company's mining plan;
(o)
if, as of the effective date of the Plan, the aggregate amount of all allowed or
projected Administrative and Priority Claims (as defined herein) exceeds $10.0 million, which
projections the Company, in consultation with the Holder Parties' Advisors, shall reasonably
formulate in advance of the confirmation hearing in connection with the Plan. For purposes
hereof, "Administrative and Priority Claims" means any non-ordinary course administrative
expense claims and non-ordinary course priority tax claims. For the avoidance of doubt,
Administrative and Priority Claims do not include any claims for fees and expenses of any
professional, claims arising under sections 503(b)(9) or 507(b) of the Bankruptcy Code, postpetition operating expenses, severance obligations and payments, ordinary course administrative
and priority tax claims, cure amounts related to assumed executory contracts, reclamation and
environmental obligations, Coal Act and Black Lung obligations, and employee and retiree
benefit obligations accrued in the ordinary course of business prior to implementing relief under
sections 1113 and 1114 of the Bankruptcy Code;
(p)
at 5:00 p.m. prevailing Central Time on January 13, 2016, unless the Bankruptcy
Court shall have entered the Confirmation Order in form and substance acceptable to the
Company and the Majority Holders; or
(q)
at 5:00 p.m. prevailing Central Time on February 3, 2016, unless there shall have
occurred a substantial consummation (as defined in section 1101 of the Bankruptcy Code) of the
Plan.
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If the Company disputes, in writing, the occurrence of a Triggering Event within one business
day of receiving notice thereof (a "Triggering Event Dispute") and the Company and the Majority
Holders are not able to resolve the Triggering Event Dispute within one (1) business day thereafter, the
Company may seek an expedited determination from the Bankruptcy Court regarding whether a
Triggering Event has occurred; provided that if no determination by the Bankruptcy Court occurs within
five (5) business days from the date on which the Majority Holders provide written notice to the
Company in accordance with Section 13 hereof that a Triggering Event has occurred, then the Triggering
Event shall have occurred for purposes of this Agreement and there shall be no Triggering Event Dispute.
In any hearing regarding a Triggering Event Dispute, the only issue that may be raised by the Company,
the Majority Holders or any other party shall be whether, in fact, a Triggering Event has occurred.
6.
Termination of Obligations. Following written notice to the Company or the Holder
Parties, as applicable, in accordance with Section 13 hereof, this Agreement may be terminated as follows
and, except as otherwise provided herein, all obligations of the Parties shall immediately terminate and be
of no further force and effect upon such termination (each such termination event, a "Support
Termination Event"):
(a)

by the mutual written consent of the Company and the Majority Holders;

(b)
by the Majority Holders upon (x) a breach (other than an immaterial breach) by
the Company of any of the undertakings, representations, warranties or covenants of the
Company set forth in this Agreement, including the Company's obligations under Section 4. or
(y) the failure by the Company to act in a manner materially consistent with this Agreement,
which breach or failure to act remains uncured for a period of three (3) business days after the
receipt of written notice in accordance with Section 13 hereof of such breach from the Majority
Holders;
(c)
by the Company upon a breach (other than an immaterial breach) by the Holder
Parties of any of the undertakings, representations, warranties or covenants of the Holder Parties
set forth in this Agreement, which breach remains uncured for a period of three (3) business days
after the receipt of written notice in accordance with Section 13 hereof of such breach from the
Company;
(d)
(i) by the Majority Holders, in the event a Fiduciary Action occurs (whether or
not notice of such is provided) or (ii) by the Company, if the Company so elects, in connection
with a Fiduciary Action upon two (2) business days prior written notice to the Majority Holders
in accordance with Section 13 hereof;
(e)
by the Majority Holders upon the occurrence of any of the following events,
unless such event is waived or the applicable deadline is extended by the Majority Holders in
writing (which waiver or extension may be withheld, conditioned or delayed by the Majority
Holders):
(i)
at 5:00 p.m. prevailing Central Time on July 15, 2015, unless the
Company shall have commenced the Chapter 11 Cases;
(ii)
on or prior to July 15, 2015 and concurrently with the filing of the
Chapter 11 Cases, unless the Company shall have filed a Cleansing Document (as defined
in the applicable confidentiality agreements by and between Walter and certain of the
Holder Parties), as required by such confidentiality agreements;
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(iii)
at 5:00 p.m. prevailing Central Time on September 9, 2015, unless the
Company shall have filed with the Bankruptcy Court the Sale Motion;
(iv)
at 5:00 p.m. prevailing Central Time on September 30, 2015, unless the
Bankruptcy Court shall have entered the Bidding Procedures Order in form and substance
acceptable to the Company and the Majority Holders;
(v)
at 5:00 p.m. prevailing Central Time on February 3, 2016, unless the
Bankruptcy Court shall have entered a Confirmation Order in form and substance
acceptable to the Company and the Majority Holders that has become a Final Order;
provided that the foregoing shall not constitute a "Support Termination Event" if prior to
such time the Bankruptcy Court shall have entered the Sale Order in form and substance
acceptable to the Company and the Majority Holders, which Sale Order provides that the
successor clause contained in the Collective Bargaining Agreements between the
Company and the UMWA is not enforceable against the purchaser of assets pursuant to
the 363 Sale (or the Bankruptcy Court otherwise grants relief to the Company under
section 1113 of the Bankruptcy Code and the Company implements such relief which
eliminates the successor clause contained in the Collective Bargaining Agreements
between the Company and the UMWA). "Final Order''1 means an order or judgment of
the Bankruptcy Court (or any other court of competent jurisdiction) entered by the Clerk
of the Bankruptcy Court (or such other court) on the docket in the Chapter 11 Cases (or
the docket of such other court), which has not been modified, amended, reversed, vacated
or stayed and as to which (A) the time to appeal, petition for certiorari, or move for a new
trial, stay, reargument or rehearing has expired and as to which no appeal, petition for
certiorari or motion for new trial, stay, reargument or rehearing shall then be pending or
(B) if an appeal, writ of certiorari, new trial, stay, reargument or rehearing thereof has
been sought, such order or judgment of the Bankruptcy Court (or other court of
competent jurisdiction) shall have been affirmed by the highest court to which such order
was appealed, or certiorari shall have been denied, or a new trial, stay, reargument or
rehearing shall have been denied or resulted in no modification of such order, and the
time to take any further appeal, petition for certiorari or move for a new trial, stay,
reargument or rehearing shall have expired, as a result of which such order shall have
become final in accordance with Rule 8002 of the Federal Rules of Bankruptcy
Procedure; provided that the possibility that a motion under Rule 60 of the Federal Rules
of Civil Procedure, or any analogous rule under the Federal Rules of Bankruptcy
Procedure, may be filed relating to such order, shall not cause an order not to be a Final
Order;
(vi)
at 5:00 p.m. prevailing Central Time on February 3, 2016, unless (A)
there shall have occurred a substantial consummation (as defined in section 1101 of the
Bankruptcy Code) of the Plan or (B) a consummation of the 363 Sale;
(vii)
if the Company fails to obtain entry of the Interim Cash Collateral Order
and the Final Cash Collateral Order within 5 and 45 calendar days, respectively, after the
Petition Date, which Cash Collateral Orders, for the avoidance of doubt, shall be in form
and substance acceptable to the Company and the Majority Holders, and shall provide as
adequate protection, among other things, cash interest payments to Holder Parties on
account of First Lien Claims in an amount equal to 80% of the contractual non-default
rate on the First Lien Claims and payment of fees and expenses of the Holder Parties'
Advisors and certain other parties in accordance with the terms of the Cash Collateral
Orders;
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(viii) if the Company fails to obtain entry of an RSA Order within 60 days
after the Petition Date, which order shall include a waiver or modification of the
automatic stay to provide any notices contemplated by and in accordance with this
Agreement;
(ix)
upon the filing by the Company of any motion or other request for relief
seeking to (A) dismiss any of the Chapter 11 Cases, (B) convert any of the Chapter 11
Cases to a case under chapter 7 of the Bankruptcy Code other than as contemplated by
the Restructuring, or (C) appoint a trustee or an examiner pursuant to section 1104 of the
Bankruptcy Code in any of the Chapter 11 Cases;
(x)
upon the entry of an order by the Bankruptcy Court (A) dismissing any
of the Chapter 11 Cases, (B) converting any of the Chapter 11 Cases to a case under
chapter 7 of the Bankruptcy Code other than as contemplated by the Restructuring,
(C) appointing a trustee or an examiner pursuant to section 1104 of the Bankruptcy Code
in any of the Chapter 11 Cases, (D) terminating exclusivity under section 1121 of the
Bankruptcy Code, (E) making a finding of fraud, dishonesty or misconduct by any
executive, officer or director of the Company, regarding or relating to the Company, or
(F) vacating, amending, terminating, extending or modifying the Cash Collateral Orders
without the consent of the Majority Holders;
(xi)
upon the Company's withdrawal, waiver, amendment or modification, or
the filing of (or announced intention to file) a pleading seeking to withdraw, waive,
amend or modify, any term or condition of any of the Restructuring Documents or any
documents related thereto, including motions, notices, exhibits, appendices and orders, in
a manner not acceptable in form and substance to the Majority Holders;
(xii)
the Company files, proposes or otherwise supports any plan of
liquidation, asset sale of all or substantially all of the Company's assets or plan of
reorganization other than the Restructuring;
(xiii) an order is entered by the Bankruptcy Court granting relief from the
automatic stay to the holder or holders of any security interest to permit foreclosure (or
the granting of a deed in lieu of foreclosure on the same) on any of the Company's assets
(other than in respect of insurance proceeds or with respect to assets having a fair market
value of less than $1,000,000 in the aggregate);
(xiv) the issuance by any governmental authority, including any regulatory
authority or court of competent jurisdiction (including the Bankruptcy Court), of any
ruling or order denying any requisite approval of, delaying, impeding or enjoining the
confirmation or consummation of the Plan, the 363 Sale or any other aspect of the
Restructuring;
(xv)
the Company experiences any circumstance, change, effect, event,
occurrence, state of facts or development, either alone or in combination that has had, or
is reasonably likely to have a material adverse effect on the financial condition, business,
assets, prospects or operations of the Company taken as a whole;
(xvi) a failure by the Company to pay the fees and expenses set forth in
Section 4(b) of this Agreement;
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(xvii) the entry of an order by any court of competent jurisdiction invalidating,
disallowing, subordinating, or limiting, in any respect, as applicable, the enforceability,
priority, or validity of the claims and liens of the First Lien Lenders under the First Lien
Credit Facility or the claims and liens of the First Lien Noteholders under the First Lien
Indenture as stipulated to by the Company in the Interim Cash Collateral Order, if such
claims and liens have a fair market value in excess of $1,000,000 in the aggregate,
without the written consent of the Majority Holders;
(xviii) the entry of an order by any court of competent jurisdiction granting the
relief sought in an involuntary proceeding against the Company seeking bankruptcy,
winding up, dissolution, liquidation, administration, moratorium, reorganization or other
relief in respect of the Company or the Company's debts, or of a substantial part of the
Company's assets, under any federal, state or foreign bankruptcy, insolvency,
administrative, receivership or similar law now or hereafter in effect (provided that such
involuntary proceeding is not dismissed within a period of thirty (30) days after the filing
thereof);
(xix) except in each case with respect to the Restructuring, if the Company
(A) voluntarily commences any case or files any petition seeking bankruptcy, winding
up, dissolution, liquidation, administration, moratorium, reorganization or other relief
under any federal, state or foreign bankruptcy, insolvency, administrative receivership or
similar law now or hereafter in effect, except as provided for in this Agreement,
(B) consents to the institution of, or fails to contest in a timely and appropriate manner,
any involuntary proceeding or petition described above, (C) applies for or consents to the
appointment of a receiver, administrator, administrative receiver, trustee, custodian,
sequestrator, conservator or similar official for the Company or for a substantial part of
the Company's assets, (D) files an answer admitting the material allegations of a petition
filed against it in any such proceeding, (E) makes a general assignment or arrangement
for the benefit of creditors or (F) takes any corporate action for the purpose of authorizing
any of the foregoing;
(xx)
a "Termination Event" under and as defined in the Cash Collateral
Orders has occurred;
(xxi) unless otherwise agreed to in writing by the Majority Holders, the
Canadian Entities (A) incur any new secured debt or any unsecured debt outside of the
ordinary course of business (other than as it relates to the Permitted Non-Debtor Affiliate
Payments (as such term is defined in the Interim Cash Collateral Order)) or (B)
commence, or become subject to, any restructuring or insolvency proceeding in any
jurisdiction; or
(xxii) unless otherwise agreed to in writing by the Majority Holders,
commencement of a sale process or other actions in furtherance of a disposition of any
material assets of the Canadian Entities.
Upon the termination of this Agreement pursuant to this Section 6. this Agreement shall
forthwith become void and of no further force or effect, each Party shall be released from its
commitments, undertakings and agreements under or related to this Agreement, and there shall be
no liability or obligation on the part of any Party; provided, however, that in no event shall any
such termination relieve a Party from (i) liability for its breach or non-performance of its
obligations hereunder prior to the date of such termination, notwithstanding any termination of
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this Agreement by any other Party, and (ii) obligations under this Agreement which expressly
survive any such termination pursuant to Section 16: provided further, however, that
notwithstanding anything to the contrary herein, (i) the right to terminate this Agreement under
this Section 6 shall not be available to any Party whose failure to fiilfill any material obligation
under this Agreement has been the cause of, or resulted in, the occurrence of a Support
Termination Event and (ii) any Support Termination Event may be waived only in accordance
with this Agreement and the procedures established by Section 9. in which case the Support
Termination Event so waived shall be deemed not to have occurred, this Agreement shall be
deemed to continue in frill force and effect, and the rights and obligations of the Parties shall be
restored, subject to any modification set forth in such waiver. Upon termination of this
Agreement, any and all consents, agreements, undertakings, tenders, waivers, forbearances and
votes delivered by a Holder Party prior to such termination shall be deemed, for all purposes, to
be null and void ab initio and shall not be considered or otherwise used in any manner by the
Company or any other party. For the avoidance of doubt, the automatic stay arising pursuant to
section 362 of the Bankruptcy Code shall be deemed waived or modified for purposes of
providing notice or exercising rights hereunder.
7.
Good Faith Cooperation; Further Assurances. The Parties shall cooperate with each other
in good faith and shall coordinate their activities (to the extent practicable) in respect of all matters
concerning the implementation and consummation of the Restructuring. Further, each of the Parties shall
take such action (including executing and delivering any other agreements and making and filing any
required regulatory filings) as may be reasonably necessary or as may be required by order of the
Bankruptcy Court, to carry out the purposes and intent of this Agreement (provided, that nothing set forth
in this Section 7 shall require any Holder Party to provide any information that it determines, in its
discretion, to be sensitive or confidential or to take any actions other than in its capacity as a holder of
Participating Claims). Each of the Parties hereby covenants and agrees (a) to negotiate in good faith and
in a timely manner (giving effect to the milestones set forth in Section 5 and Section 6) the Restructuring
Documents (including, without limitation, the Plan and Disclosure Statement, both consistent with the
Restructuring Term Sheet) and (b) subject to the satisfaction of the terms and conditions set forth herein,
to execute the Restructuring Documents.
8.
Remedies. All remedies that are available at law or in equity, including specific
performance and injunctive or other equitable relief, to any Party for a breach of this Agreement by
another Party shall be available to the non-breaching Party (for the avoidance of doubt, if there is a breach
of the Agreement by a Holder Party, money damages shall be an insufficient remedy to the other Holder
Parties or the Company and either the Company or the Holder Parties can seek specific performance as
against another Holder Party); provided, however, that in connection with any remedy asserted in
connection with this Agreement, each Party agrees to waive any requirement for the securing or posting
of a bond in connection with any remedy. All rights, powers and remedies provided under this
Agreement or otherwise available in respect hereof at law or in equity shall be cumulative and not
alternative, and the exercise of any right, power or remedy thereof by any Party shall not preclude the
simultaneous or later exercise of any other such right, power or remedy by such Party or any other Party.
9.
Amendments and Waivers. This Agreement may be amended or waived only upon
written approval of both (a) the Company and (b) the Majority Holders; provided, however, that in no
event shall this Agreement be so amended or waived with respect to any Holder Party in any manner that
would adversely affect such Holder Party's legal rights under this Agreement in a disproportionate or
discriminatory manner (as compared to all other Holder Parties), without such Holder Party's prior
written consent; provided, further, however, that the date set forth in Section 6(e)(vi) shall not be
extended past March 31, 2016 without the prior written consent of Holder Parties holding at least 66.66%
in principal amount of the First Lien Claims held by the Holder Parties, and shall not be extended past
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June 30, 2016 without the prior written consent of each Holder Party; and provided further that
amendments to the definition of "Majority Holders", including the provisos therein, or to this Section 9,
shall require the written consent of each Holder Party. Any amendment or waiver of any condition, term
or provision to this Agreement must be in writing. Any amendment or waiver made in compliance with
this Section 9 shall be binding on all of the Parties, regardless of whether a particular Party has executed
or consented to such amendment or waiver.
10.
Independent Analysis. Each of the Holder Parties and the Company hereby confirms that
it has made its own decision to execute this Agreement based upon its own independent assessment of
documents and information available to it, as it has deemed appropriate.
11.
Representation by Counsel. Each Party acknowledges that it has had the opportunity to
be represented by counsel in connection with this Agreement and the transactions contemplated by this
Agreement. Accordingly, any rule of law or any legal decision that would provide any Party with a
defense to the enforcement of the terms of this Agreement against such Party based upon lack of legal
counsel, shall have no application and is expressly waived.
12.
Governing Law. This Agreement shall be governed by, and construed in accordance
with, the internal laws of the State of New York, without giving effect to the principles of conflict of laws
that would require the application of the law of any other jurisdiction. By its execution and delivery of
this Agreement, each of the Parties hereby irrevocably and unconditionally agrees for itself that any legal
action, suit or proceeding against it with respect to any matter under or arising out of or in connection
with this Agreement or for recognition or enforcement of any judgment rendered in any such action, suit
or proceeding, may be brought in either a state or federal court of competent jurisdiction in the State and
County of New York. By execution and delivery of this Agreement, each of the Parties hereby
irrevocably accepts and submits itself to the nonexclusive jurisdiction of each such court, generally and
unconditionally, with respect to any such action, suit or proceeding. Notwithstanding the foregoing
consent to jurisdiction in either a state or federal court of competent jurisdiction in the State and County
of New York, upon the commencement of the Chapter 11 Cases, each of the Parties hereby agrees that, if
the Chapter 11 Cases are pending, the Bankruptcy Court shall have exclusive jurisdiction over all matters
arising out of or in connection with this Agreement. EACH PARTY UNCONDITIONALLY WAIVES
TRIAL BY JURY IN ANY LEGAL ACTION OR PROCEEDING REFERRED TO ABOVE.

13.
Notices. All notices, requests, demands, document deliveries and other communications
under this Agreement shall be in writing and shall be deemed to have been duly given, provided or made
(a) when delivered personally, (b) when sent by electronic mail ("e-mail') or facsimile, (c) one (1)
business day after deposit with an overnight courier service or (d) three (3) business days after mailed by
certified or registered mail, return receipt requested, with postage prepaid to the Parties at the following
addresses, facsimile numbers or e-mail addresses (or at such other addresses, facsimile numbers or e-mail
addresses for a Party as shall be specified by like notice):
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If to the Company:
Walter Energy, Inc.
3000 Riverchase Galleria, Suite 1700
Birmingham, Alabama 35244
Facsimile: (205) 776-7859
Email: earl.doppelt@walterenergy.com
Attention: Earl H. Doppelt, Esq.
with a copy to (which shall not constitute notice):
Paul, Weiss, Rifkind, Wharton & Garrison LLP
1285 Avenue of the Americas
New York, New York 10019
Facsimile: (212) 757-3990
Attention: Kelley A. Cornish, Esq. (kcomish@paulweiss.com)
and
Paul, Weiss, Rifkind, Wharton & Garrison LLP
2001 K Street, NW
Washington, DC 20006-1047
Facsimile: (202) 223-7420
Attention: Claudia R. Tobler, Esq. (ctobler@paulweiss.com)
If to the Holder Parties: To each Holder Party at the addresses, facsimile numbers or e-mail
addresses set forth below the Holder Party's signature page to this Agreement (or to the signature
page to a Joiner in the case of any Holder that becomes a party hereto after the Execution Date)
with a copy to (which shall not constitute notice):
Akin Gump Strauss Hauer & Feld LLP
One Bryant Park
New York, New York 10036
Facsimile: (212) 872-1002
Attention: Ira Dizengoff, Esq. (idizengoff@akingump.com)
and
Akin Gump Strauss Hauer & Feld LLP
1333 New Hampshire Avenue, N.W.
Washington, DC 20036
Facsimile: (202) 887-4288
Attention: James Savin, Esq. (jsavin@akingump.com)
14.
Reservation of Rights. Except as expressly provided in this Agreement, nothing herein is
intended to, or does, in any manner waive, limit, impair or restrict (a) the ability of each Party to protect
and preserve its rights, remedies and interests, including the First Lien Claims, Second Lien Claims,
Unsecured Claims and any other claims against the Company or other parties, or its full participation in
any bankruptcy proceeding, including the rights of a Holder Party under any applicable bankruptcy,
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insolvency, foreclosure or similar proceeding, in each case, so long as the exercise of any such right does
not breach such Holder Party's obligations hereunder; (b) the ability of a Holder Party to purchase, sell or
enter into any transactions in connection with the Participating Claims, subject to the terms hereof; (c)
any right of any Holder Party (i) under the Debt Documents, or which constitutes a waiver or amendment
of any provision of any Debt Document or (ii) under any other applicable agreement, instrument or
document that gives rise to a Holder Party's Participating Claims, or which constitutes a waiver or
amendment of any provision of any such agreement, instrument or document, subject to the terms of
Section 3(a) hereof; (d) the ability of a Holder Party to consult with its advisors (including the Holder
Parties' Advisors), other Holder Parties or the Company; or (e) the ability of a Holder Party to enforce
any right, remedy, condition, consent or approval requirement under this Agreement or any of the
Restructuring Documents. Without limiting the foregoing sentence in any way, after the termination of
this Agreement pursuant to Section 6. the Parties each fully reserve any and all of their respective rights,
remedies, claims and interests, subject to Section 6. in the case of any claim for breach of this Agreement.
Further, nothing in this Agreement shall be construed to prohibit any Party from appearing as a party-ininterest in any matter to be adjudicated in the Chapter 11 Cases, so long as such appearance and the
positions advocated in connection therewith are consistent with this Agreement and the Restructuring
Documents and are not for the purpose of, and could not reasonably be expected to have the effect of,
hindering, delaying or preventing the consummation of the Restructuring.
15.
Rule of Interpretation. Notwithstanding anything contained herein to the contrary, it is
the intent of the Parties that all references to votes or voting in this Agreement be interpreted to include
votes or voting on a plan of reorganization under the Bankruptcy Code. Time is of the essence in the
performance of the obligations of each of the Parties. The words "hereof," "herein" and "hereunder" and
words of like import used in this Agreement shall refer to this Agreement as a whole and not to any
particular provision of this Agreement. References to any Articles, Sections, Exhibits and Schedules are
to such Articles, Sections, Exhibits and Schedules of this Agreement unless otherwise specified. All
Exhibits and Schedules annexed hereto or referred to herein (including any exhibits, schedules or
attachments thereto) are hereby incorporated in and made a part of this Agreement as if set forth in full
herein. Any singular term in this Agreement shall be deemed to include the plural, and any plural term
the singular. Whenever the words "include," "includes" or "including" are used in this Agreement, they
shall be deemed to be followed by the words "without limitation," whether or not they are in fact
followed by those words or words of like import. "Writing," "written" and comparable terms refer to
printing, typing and other means of reproducing words (including electronic media) in a visible form.
Any reference to "business day" means any day, other than a Saturday, a Sunday or any other day on
which banks located in New York, New York are closed for business as a result of federal, state or local
holiday and any other reference to day means a calendar day.
16.
Survival. Notwithstanding (a) any sale of the Participating Claims in accordance with
Section 3 or (b) the termination of this Agreement in accordance with its terms, the agreements and
obligations of the Parties in Sections 4(b). i i , 12, 13, 14,15, 16, 17, 18, 19, 20, 21, 22, 23(a). 24, and 25
shall survive such sale and/or termination and shall continue in full force and effect for the benefit of the
Parties in accordance with the terms hereof; provided however that the Company's obligation to pay fees
and expenses as set forth in Section 4(b) shall survive only with respect to those documented fees and
expenses incurred through and including the date this Agreement is terminated.
17.
Successors and Assigns: Severability: Several Obligations. Subject to Section 3. this
Agreement is intended to bind and inure to the benefit of the Parties and their respective permitted
successors, assigns, heirs, executors, estates, administrators and representatives. The invalidity or
unenforceability at any time of any provision hereof in any jurisdiction shall not affect or diminish in any
way the continuing validity and enforceability of the remaining provisions hereof or the continuing
validity and enforceability of such provision in any other jurisdiction. The agreements, representations
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and obligations of the Holder Parties under this Agreement are, in all respects, several and not joint and
several.
18.
Third-Party Beneficiaries. This Agreement is intended for the benefit of the Parties and
no other person or entity shall be a third party beneficiary hereof or have any rights hereunder.
19.
Counterparts: Additional Holder Parties. This Agreement may be executed in several
counterparts, each of which shall be deemed to be an original, and all of which together shall be deemed
to be one and the same agreement. Execution copies of this Agreement may be delivered by facsimile,
electronic mail or otherwise, each of which shall be deemed to be an original for the purposes of this
paragraph. Any holder of First Lien Claims that is not already an existing Holder Party may execute the
Joinder and, in doing so, shall become a Joining Party and shall thereafter be deemed to be a "Holder
Party" and a party for all purposes under this Agreement.
20.
Entire Agreement. This Agreement and the Exhibits and Schedules attached hereto,
constitutes the entire agreement of the Parties with respect to the subject matter hereof and supersedes all
prior agreements (oral and written) and all other prior negotiations between and among the Company and
the Holder Parties (and their respective advisors) with respect to the subject matter hereof; provided,
however, that the Parties acknowledge and agree that any confidentiality agreements heretofore executed
between the Company and any Holder Party shall continue in full force and effect as provided therein.
21.
Headings. The section headings of this Agreement are for convenience of reference only
and shall not, for any purpose, be deemed a part of this Agreement and shall not affect the interpretation
of this Agreement.
22.
Settlement Discussions. This Agreement is part of a proposed settlement of matters that
could otherwise be the subject of litigation among the Parties. Nothing herein shall be deemed an
admission of any kind. Pursuant to Federal Rule of Evidence 408, any applicable state rules of evidence
and any other applicable law, foreign or domestic, this Agreement and all negotiations relating thereto
shall not be admissible into evidence in any proceeding other than to prove the existence of this
Agreement or in a proceeding to enforce the terms of this Agreement.
23.

Publicity.

(a)
The Company shall not (i) use the name of any Holder Party in any communication
(including a press release, pleading or other publicly available document) (other than a communication
with the legal, accounting, financial and other advisors to the Company who are under obligations of
confidentiality to the Company with respect to such communication, and whose compliance with such
obligations the Company shall be responsible for) without such Holder Party's prior written consent or
(ii) disclose to any person, other than legal, accounting, financial and other advisors to the Company (who
are under obligations of confidentiality to the Company with respect to such disclosure, and whose
compliance with such obligations the Company shall be responsible for), the principal amount or
percentage of the Participating Claims held by any Holder Party or any of its respective subsidiaries;
provided, however, that the Company shall be permitted to disclose at any time the aggregate principal
amount of, and aggregate percentage of, First Lien Claims, Second Lien Claims and Unsecured Claims of
the Participating Claims held by the Holder Parties as a group. Notwithstanding the foregoing, the Holder
Parties hereby consent to the disclosure by the Company in the Restructuring Documents or as otherwise
required by law or regulation, of the execution, terms and contents of this Agreement, provided, however,
that (i) if the Company determines that it is required to attach a copy of this Agreement to any
Restructuring Document or any other filing or similar document relating to the transactions contemplated
hereby, it will redact any reference to a specific Holder Party and such Holder Party's holdings and (ii) if
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disclosure is required by applicable law, advance notice of the intent to disclose shall be given by the
disclosing Party to each Holder Party (who shall have the right to seek a protective order prior to
disclosure), it being agreed that there is no requirement to include such information in any filing with the
Securities and Exchange Commission or any Canadian Securities Administrator.
(b)
Notwithstanding the foregoing, the Company will submit to Akin Gump all press
releases, public filings, public announcements or other communications with any news media, in each
case, to be made by the Company relating to this Agreement or the transactions contemplated hereby and
any amendments thereof, and will take Akin Gump's view with respect to such communications into
account. The Company will submit to Akin Gump and Lazard in advance all material mass written
communications with customers, vendors and employees (including representatives of employees)
relating to the transactions contemplated by this Agreement, and will take Akin Gump's and Lazard's
views with respect to such communications into account. Nothing contained herein shall be deemed to
waive, amend or modify the terms of any confidentiality or non-disclosure agreement between the
Company and any Holder Party, including the confidentiality and non-disclosure provisions contained in
the Debt Documents.
24.
Fiduciary Duties: Relationship Among Holder Parties and the Company.
Notwithstanding anything to the contrary herein, the duties and obligations of the Holder Parties under
this Agreement shall be several, not joint. Furthermore, nothing in this Agreement shall require the
Company to take any action, or to refrain from taking any action, to the extent that taking such action or
refraining from taking such action will, upon the advice of outside counsel, constitute a breach of the
Company's board of directors' fiduciary obligations under applicable law (any such action, or refraining
from action, being a "Fiduciary Action"); provided, however, that (i) to the extent that taking such action
or refraining from taking such action absent this Section 24 could, or would be reasonably expected to,
result in a breach of this Agreement, the Company shall use commercially reasonable efforts to give the
Holder Parties not less than three (3) business days prior written notice of, and in any event written notice
contemporaneously with, in accordance with Section 13 hereof such anticipated action or anticipated
refraining from taking such action, (ii) the Majority Holders may terminate this Agreement in accordance
with Section 6(d). and (iii) specific performance shall not be available as a remedy if this Agreement is
terminated in accordance with this Section 24. None of the Holder Parties shall have any fiduciary duty,
any duty of trust or confidence in any form, or other duties or responsibilities to each other, any First Lien
Lender, any First Lien Noteholder, the Company, or any of the Company's creditors or other
stakeholders, including without limitation any holders of Second Lien Claims or Unsecured Claims, and
there are no commitments among or between the Holder Parties. It is understood and agreed that any
Holder Party may trade in any debt or equity securities of the Company without the consent of the
Company or any other Holder Party, subject to applicable securities laws and Section 3(d) of this
Agreement. No prior history, pattern or practice of sharing confidences among or between any of the
Holder Parties and/or the Company shall in any way affect or negate this understanding and agreement.
25.
No Solicitation. This Agreement and transactions contemplated herein are the product of
negotiations among the Parties, together with their respective representatives. Notwithstanding anything
herein to the contrary, this Agreement is not, and shall not be deemed to be, a solicitation of votes for the
acceptance of the Plan or any plan of reorganization for the purposes of sections 1125 and 1126 of the
Bankruptcy Code or otherwise. The Company will not solicit acceptances of the Plan from any party
until such party has been provided with copies of a Disclosure Statement containing adequate information
as required by section 1125 of the Bankruptcy Code.
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26.
Conflicts Between this Agreement, the Restructuring Term Sheet, the Sale Term Sheet
and the Related Restructuring Documents. In the event the terms and conditions as set forth in the
Restructuring Term Sheet or the Sale Term Sheet and this Agreement are inconsistent, this Agreement
shall control. In the event of any conflict among the terms and provisions of (a) the Plan, this Agreement
and/or the Restructuring Term Sheet, the terms and provisions of the Plan shall control and (b) the
Stalking Horse APA, this Agreement and/or the Sale Term Sheet, the terms and provisions of the Stalking
Horse APA shall control. Notwithstanding the foregoing, nothing contained in this Section 26 shall
affect, in any way, the requirements set forth herein for the amendment of this Agreement.
[Remainder of page intentionally left blank]
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IN WITNESS WHEREOF, the parties hereto have caused this Agreement to be executed and
delivered by their respective duly authorized officers, solely in their respective capacity as officers of the
undersigned and not in any other capacity, as of the date first set forth above.
THE COMPANY:
WALTER ENERGY, INC.,
on behalf of itself and each of its direct and indirect
subsidiaries set forth on Exhibit A hereto

By:
Name:
Its:

/s/ Earl H. Doppelt
Earl H. Doppelt
Executive Vice President
General Counsel & Secretary

Signature Page to Restructuring Support Agreement
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Dated:
[REDACTED HOLDER PARTY SIGNATURE PAGES]
Name of Institution:
By:
Name:
Title:
Telephone:
Facsimile:

First Lien Lender Claims

First Lien Noteholder Claims
$
Second Lien Claims
$
Unsecured Claims
$

NOTICE ADDRESS:

I

/

[
Attention: [
Facsimile: [
E-mail: [

/
]
]
]

Signature Page to Restructuring Support Agreement
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EXHIBIT A
SUBSIDIARIES
Atlantic Development and Capital LLC
Atlantic Leaseco LLC
Blue Creek Coal Sales, Inc.
Blue Creek Energy, Inc.
J.W. Walter, Inc.
Jefferson Warrior Railroad Company, Inc.
Jim Walter Homes, LLC
Jim Walter Resources, Inc.
Maple Coal Co. LLC
Sloss-Sheffield Steel & Iron Company
SP Machine, Inc.
Taft Coal Sales & Associates, Inc.
Tuscaloosa Resources, Inc.
V Manufacturing Company
Walter Black Warrior Basin LLC
Walter Coke, Inc.
Walter Energy Holdings, LLC
Walter Exploration & Production LLC
Walter Home Improvement, Inc.
Walter Land Company
Walter Minerals, Inc.
Walter Natural Gas, LLC
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EXHIBIT B
RESTRUCTURING TERM SHEET
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THIS TERM SHEET (THE "TERM SHEET") IS FOR DISCUSSION PURPOSES
ONLY AND IS NOT A SOLICITATION OF ACCEPTANCES OR REJECTIONS
WITH RESPECT TO A CHAPTER 11 PLAN OF REORGANIZATION. IT DOES
NOT CONTAIN ALL OF THE TERMS OF A PROPOSED PLAN OF
REORGANIZATION. THIS TERM SHEET SHALL NOT BE CONSTRUED AS (I)
AN OFFER CAPABLE OF ACCEPTANCE, (II) A BINDING AGREEMENT OF ANY
KIND, (III) A COMMITMENT TO ENTER INTO, OR OFFER TO ENTER INTO,
ANY AGREEMENT OR (IV) AN AGREEMENT TO FILE ANY CHAPTER 11 PLAN
OF REORGANIZATION OR DISCLOSURE STATEMENT OR CONSUMMATE
ANY TRANSACTION OR TO VOTE FOR OR OTHERWISE SUPPORT ANY PLAN
OF REORGANIZATION. THIS TERM SHEET IS A SETTLEMENT AND DOES
NOT REFLECT THE VIEWS OF ANY PARTY AS TO THE VALUATION OF THE
DEBTORS OR OF THE COMPANY.
Does Not Contain All Material Terms
Walter Energy, Inc. et al.
Plan Term Sheet
July 15,2015
This Term Sheet sets forth the principal terms of a proposed pre-negotiated jointly
administered chapter 11 plan (such plan, together with any exhibits, schedules, attachments
or appendices thereto, in each case as may be amended, supplemented or otherwise modified
from time to time in accordance with the terms of the Restructuring Support Agreement (as
defined below), the "Plan") of Walter Energy, Inc. and certain of its subsidiaries, which is to
be filed in chapter 11 cases commenced in the United States Bankruptcy Court for the
Northern District of Alabama (the "Bankruptcy Court"). This Term Sheet and the Plan are
components of a potential restructuring transaction described in a restructuring support
agreement (the "Restructuring Support Agreement") entered into by and among the Company
and certain existing lenders or holders of securities that are signatories thereto. This Term
Sheet shall be attached to, and incorporated into, such Restructuring Support Agreement.
This Term Sheet is neither a complete list of all the terms and conditions of the restructuring
transaction contemplated in the Restructuring Support Agreement, and shall not constitute an
offer to sell or buy, nor the solicitation of an offer to sell or buy any of the securities referred
to herein or the solicitation of acceptances of a chapter 11 plan. Any such offer or
solicitation shall only be made in compliance with all applicable laws. Without limiting the
generality of the foregoing, this Term Sheet and the undertakings contemplated herein are
subject in all respects to the negotiation, execution and delivery of mutually acceptable
definitive documentation consistent herewith. In the event of an inconsistency between this
Term Sheet and the definitive documentation, the provisions of such definitive
documentation shall govern. This Term Sheet is proffered in the nature of a settlement
proposal in furtherance of settlement discussions and is entitled to protection from any use or
disclosure to any party or person pursuant to Federal Rule of Evidence 408 and other rules of
similar import.
THIS TERM SHEET IS BEING PROVIDED AS PART OF A PROPOSED
COMPREHENSIVE RESTRUCTURING TRANSACTION, EACH ELEMENT OF WHICH IS
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CONSIDERATION FOR THE OTHER ELEMENTS AND AN INTEGRAL ASPECT OF THE
PROPOSED RESTRUCTURING
THE STATEMENTS CONTAINED HEREIN ARE
PROTCTED BY FRE 408, AND NOTHING IN THIS TERM SHEET SHALL CONSTITUTE
OR BE CONSTRUED AS AN ADMISSION OF ANY FACT OR LIABILITY, A STIPULATION
OR A WAIVER, AND EACH STATEMENT CONTAINED HEREIN IS MADE WITHOUT
PREJUDICE, WITH A FULL RESERVATION OF ALL RIGHTS, REMEDIES, CLAIMS AND
DEFENSES OF THE COMPANY AND CONSENTING FIRST LIEN CREDITORS

I FUMS \ M ) ( OM)| | TONS OI- I III PL \ \
Defined Terms and Capital Structure
The Company and Filing Entities

Walter Energy, Inc. ("Walter Energy"), a Delaware company,
and certain of its wholly owned direct and indirect subsidiaries
(collectively, the "Company").
Walter Energy and its subsidiaries who file for relief under
chapter 11 of title 11 of the United States Code (the "Bankruptcy
Code") with the Bankruptcy Court (such filings, the "Chapter 11
Cases") are referred to herein as the "Debtors." The date on
which the Chapter 11 Cases are commenced shall be the
"Petition Date."
After the Effective Date (as defined below), Walter Energy shall
be referred to herein as "Reorganized Walter Energy" and the
surviving Debtors that are reorganized under the Plan shall be
collectively referred to as the "Reorganized Debtors."
"Non-Debtor Subsidiary" means any direct or indirect wholly
owned subsidiary of Walter Energy or other interests owned by a
Debtor that is not a Debtor in the Chapter 11 Cases, including (a)
Walter Energy's non-U.S. subsidiaries; (b) Black Warrior
Methane Corp. and Black Warrior Transmission Corp.; and
(c) Cardem Insurance Co., Ltd.
Exhibit A identifies the Debtors and Non-Debtor Subsidiaries.
The indebtedness of, and equity interests in, the Debtors are as
follows:

Current Capital Structure

(a) Indebtedness under that certain senior secured first lien
Credit Agreement dated as of April 1, 2011 (as further
amended, restated, amended and restated, supplemented
or otherwise modified from time to time, the "First Lien
Credit Agreement") by and among Walter Energy, as
U.S. borrower, Western Coal Corp. and Walter Energy
Canada Holdings, Inc., as Canadian borrowers, the
lenders from time to time parties thereto, and Morgan
Stanley Senior Funding, Inc. as administrative agent (in
such capacity, the "Bank Agent"), which provides for the
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issuance of:
(i)

revolving loan indebtedness (the "Revolving
Loans." the claims related thereto, including any
adequate protection claims arising under the cash
collateral orders entered by the Bankruptcy Court
(the "Cash Collateral Orders"), the "Revolving
Loan Claims" and the lenders with a commitment
to provide Revolving Loans or with outstanding
Revolving Loans, the "Revolving Lenders"): and

(ii)

term loan indebtedness (the "First Lien Term
Loan" and the claims related thereto, including
any adequate protection claims arising under the
Cash Collateral Orders, the "First Lien Term
Loan Claims" and the lenders with outstanding
First Lien Term Loan, the "First Lien Term Loan
Lenders").

(b) 9.50% Senior Secured Notes due 2019 (the "First Lien
Notes" and the claims related thereto, including any
adequate protection claims arising under the Cash
Collateral Orders, the "First Lien Note Claims" and the
holders thereof, the "First Lien Noteholders") issued on
September 27, 2013, March 27, 2014, and July 14, 2014,
under that certain Indenture dated as of September 27,
2013 (as further amended, supplemented or otherwise
modified from time to time, the "First Lien Notes
Indenture") by and among Walter Energy, as issuer, the
guarantors from time to time parties thereto, and
Wilmington Trust, National Association, as successor
trustee and collateral agent to Union Bank, N.A. (in such
capacity, the "First Lien Notes Indenture Trustee").
(c) 11.0%/12.0% Senior Secured Second Lien PIK Toggle
Notes due 2020 (the "Second Lien Notes" and the claims
related thereto, including any adequate protection Claims
arising under the Cash Collateral Orders, the "Second
Lien Note Claims" and the holders thereof, the "Second
Lien Noteholders") issued under the Indenture dated as
of March 27, 2014 (as further amended, supplemented or
otherwise modified from time to time, the "Second Lien
Notes Indenture") among Walter Energy, as issuer, the
guarantors from time to time parties thereto, and
Wilmington Trust, National Association, as trustee and
collateral agent (in such capacity, the "Second Lien
Notes Indenture Trustee").
(d) 9.875% Senior Notes due 2020 (the "9.875% Unsecured
Notes" and the claims related thereto, the
"9.875% Unsecured Notes Claims" and the holders
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thereof, the "9.875%) Unsecured Noteholders") issued
under the Indenture dated as of November 21, 2012 (as
further amended, supplemented or otherwise modified
from time to time, the "9.875%> Notes Indenture") among
Walter Energy, as issuer, the guarantors from time to
time parties thereto, and Wilmington Trust, National
Association, as successor trustee to Union Bank, N.A.
(e) 8.50% Senior Notes due 2021 (the "8.50% Unsecured
Notes" and the claims related thereto, the
"8.50% Unsecured Notes Claims" and the holders
thereof, the "8.50% Unsecured Noteholders") issued
under the Indenture dated as of March 27, 2013 (as
further amended, supplemented or otherwise modified
from time to time, the "8.50% Notes Indenture") among
Walter Energy, as issuer, the guarantors from time to
time parties thereto, and Wilmington Trust, National
Association, as successor trustee to Union Bank, N.A.
(f) The common stock and any other Interest (as defined
below) of any kind in Walter Energy and rights or
options to acquire such Interests owned by existing
holders (the "Old Common Stock" and related claims,
including any claim arising from rescission of a purchase
or sale of a security of or Interest in Walter Energy
(including Old Common Stock), for damages arising
from the purchase or sale of such a security or Interest, or
for reimbursement, contribution or indemnification
allowed under section 502 of the Bankruptcy Code on
account of such a claim, and any other claim subject to
subordination under section 510(b) of the Bankruptcy
Code, the "Old Common Stock Claims).
(g) "Interest" means all rights (including unpaid dividends)
arising from any equity security within the meaning of
section 101(16) of the Bankruptcy Code or any other
instrument evidencing an ownership interest in any of the
Debtors or Non-Debtor Subsidiaries, whether or not
transferable, and any option, warrant, or right,
contractual or otherwise, to acquire, sell or subscribe for
any such interest.
The Revolving Loan Claims, First Lien Term Loan Claims and
First Lien Note Claims shall be referred to herein, collectively, as
the "First Lien Debt Claims."
The First Lien Debt Claims and the Second Lien Note Claims
shall be referred to herein, collectively, as the "Secured Debt
Claims."
The 9.875%. Unsecured Note Claims and the 8.50% Unsecured
Note Claims shall be referred to herein, collectively, as the
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"Unsecured Note Claims/
Consenting First Lien Creditors

"Consenting Revolving Lenders" means those Revolving
Lenders that are signatories to the Restructuring Support
Agreement, in their capacities as such.
"Consenting First Lien Term Loan Lenders" means those First
Lien Term Loan Lenders that are signatories to the Restructuring
Support Agreement, in their capacities as such.
"Consenting First Lien Noteholders" means those holders of
First Lien Notes that are signatories to the Restructuring Support
Agreement, in their capacities as such.
"Consenting First Lien Creditors" means, collectively, the
Consenting Revolving Lenders, the Consenting First Lien Term
Loan Lenders and the Consenting First Lien Noteholders.

Required Consenting First Lien
Creditors

Effective Date

Case 15-02741-TOM11

"Required Consenting First Lien Creditors" means Consenting
First Lien Creditors holding 55% or more in principal amount of
the First Lien Debt Claims held by the Consenting First Lien
Creditors as of the time of such determination; provided that such
Consenting First Lien Creditors holding 55% or more in principal
amount include at least four (4) unaffiliated Consenting First Lien
Creditors and provided further that with respect to any of (X)
approval of any provisions of the Restructuring Documents (as
defined in the Restructuring Support Agreement) dealing with the
corporate governance of the Company from and after the effective
date of the Plan or of documents relating to the corporate
governance of the purchaser from and after the consummation of
the 363 Sale (as defined in the Restructuring Support Agreement),
including but not limited to board composition, affiliate and/or
related party transaction limitations/protections, voting rights, preemptive rights, tag-along/drag-along rights and transfer restrictions
or (Y) any financing(s) or funding(s) (whether debt or equity)
obtained or arranged for (in whole or in part) by the Company in the
form of debtor-in-possession or similarfinancing(s),or by the
reorganized Company or purchaser in the 363 Sale prior to, upon or
in connection with the closing of a Restructuring (as defined in the
Restructuring Support Agreement), then in any case of (X) or (Y)
the Required Consenting First Lien Creditors shall include 55% or
more in principal amount of the First Lien Debt Claims held by the
Consenting First Lien Creditors as of the time of such determination
and at least four (4) unaffiliated Consenting First Lien Creditors
(which must also include at least three (3) unaffiliated Consenting
First Lien Creditors who are Initial Holders (as defined in the
Restructuring Support Agreement).
"Effective Date." if any, of the Plan in the Chapter 11 Cases shall
be the date on which all the conditions to consummation of the
Plan have been satisfied in full or waived, and the Plan becomes
effective. On the Effective Date, all Debtors shall be reorganized
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pursuant to the Plan in accordance with and pursuant to the
Bankruptcy Code.
I rciitmcnt of Clnims iind IntervsK
Unclassified Claims; Priority
Tax Claims

(a) Administrative Claims: Except with respect to administrative
expense claims that are professional fee claims or priority tax
claims, and except to the extent that a holder of an allowed
administrative expense claim (including a claim arising
under section 503(b)(9) of the Bankruptcy Code that has not
been paid pursuant to a motion filed with the Bankruptcy
Code) and the Debtors agree to a less favorable treatment,
each holder of an allowed administrative expense claim shall
be paid in full in cash on the later of the initial distribution
date under the Plan or the date such administrative expense
claim is allowed, and the date such allowed administrative
claim becomes due and payable, or as soon thereafter as is
practicable; provided, however, that allowed administrative
expense claims that arise in the ordinary course of the
Debtors' business, including administrative claims arising
from or with respect to the sale of goods or services on or
after the Petition Date, the Debtors' executory contracts and
unexpired leases, and all administrative claims that are
Intercompany Claims (as defined below), shall be paid in the
ordinary course of business in accordance with the terms and
subject to the conditions of any agreements governing,
instruments evidencing, or other documents relating to, such
transactions, without further action by the holders of such
administrative claims or further approval by the Bankruptcy
Court.
(b) Professional Fee Claims All final requests for payment of
professional claims and requests for reimbursement of
expenses of members of any statutory committee must be
filed no later than sixty (60) days after the Effective Date.
After notice and a hearing in accordance with the procedures
established by the Bankruptcy Code and prior orders of the
Bankruptcy Court, the allowed amounts of such professional
claims and expenses shall be determined by the Bankruptcy
Court.
(c) Priority Tax Claims Except to the extent that a holder of an
allowed priority tax claim and the Debtors agree to a less
favorable treatment, each holder of an allowed priority tax
claim shall receive, at the sole option of the Reorganized
Debtors either (i) cash in an amount equal to such allowed
priority tax claim on the later of the initial distribution date
and the date such claim becomes an allowed claim (or as
soon thereafter as practical), (ii) through equal annual
installment payments in cash, of a total value, as of the
6
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Effective Date, equal to the allowed amount of such claim,
over a period ending not later than five (5) years after the
Petition Date, or (iii) treatment in a manner not less favorable
than the most favored non-priority unsecured claim provided
for by the Plan.
Revolving Loan Claims

Holders of Revolving Loan Claims, other than Revolving Loan
Claims for unfunded commitments relating to outstanding letters
of credit that have not been drawn as of the Effective Date, shall
receive on the Effective Date in full and final satisfaction of the
Revolving Loan Claims their pro rata share of the new common
stock of reorganized Walter Energy (the "New Walter Energy
Common Stock") to be distributed to holders of First Lien Debt
Claims (the "First Lien Stock Distribution"), which First Lien
Stock Distribution shall constitute [ %] of the Walter Energy
Common Stock, subject to dilution resulting from additional
New Walter Energy Common Stock issued pursuant to the
Management Incentive Plan (as defined below). Holders of
Revolving Loan Claims for unfunded commitments relating to
outstanding letters of credit that have not been drawn as of the
Effective Date shall have their Revolving Loan Claims either
(x) reinstated in their face amount as part of a letter of credit
facility under the Exit Financing, and the Revolving Loan Claim
commitments related thereto shall be canceled on the Effective
Date, or (y) have the outstanding letters of credit under the
Revolving Loans as of the Effective Date replaced by letters of
credit issued under the Exit Financing or issued by a bank that is
not part of the Exit Financing by providing cash collateral to
such bank from the Exit Financing and the letters of credit issued
under the First Lien Credit Agreement shall be canceled.

First Lien Debt Claims (Other
than Revolving Loan Claims)

Holders of First Lien Debt Claims (other than Revolving Loan
Claims) shall receive on the Effective Date in full and final
satisfaction of the First Lien Debt Claims (other than Revolving
Loan Claims) their pro rata share of the First Lien Stock
Distribution.

Second Lien Note Claims

[Treatment TBD.]
In accordance with and pursuant to section 510(a) of the
Bankruptcy Code and the Intercreditor Agreement (defined
below), all distributions to holders of Second Lien Note Claims
(including any deficiency claims on account thereof) shall be
made directly to holders of First Lien Debt Claims in accordance
with and subject to the Intercreditor Agreement until all First
Lien Debt Claims are paid in full, and only thereafter to holders
of Second Lien Note Claims (and any such deficiency claims).
"Intercreditor Agreement" means that certain Amended and
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Restated Intercreditor Agreement dated as of March 27, 2014 (as
amended, supplemented or otherwise modified from time to
time) among Walter Energy, the other grantors party thereto,
Morgan Stanley Senior Funding, Inc., as First-Lien Credit
Agreement Collateral Agent and Authorized Representative for
the Credit Agreement Secured Parties, Union Bank, N.A., as
Initial Additional Collateral Agent and Initial Additional
Authorized Representative for the Initial Additional First-Lien
Secured Parties, Wilmington Trust, National Association, as
Second-Lien Notes Collateral Agent and Second-Lien Notes
Authorized Representative for the Second-Lien Notes Secured
Parties, and each Additional Collateral Agent and Authorized
Representative from time to time party thereto.
Other Secured Claims

To the extent that any other secured claim exists, except to the
extent that a holder of an allowed other secured claim agrees to
less favorable treatment with the Debtors, with the consent of the
Required Consenting First Lien Creditors, or the Reorganized
Debtors, each holder of an allowed other secured claim shall
(i) be reinstated and rendered unimpaired in accordance with
section 1124(2) of the Bankruptcy Code, notwithstanding any
contractual provision or applicable non-bankruptcy law that
entitles the holder of an allowed other secured claim to demand
or to receive payment of such allowed other secured claim prior
to the stated maturity of such allowed other secured claim from
and after the occurrence of a default, (ii) receive cash in an
amount equal to such allowed other secured claim as determined
in accordance with section 506(a) of the Bankruptcy Code, on
the later of the initial distribution date under the Plan and thirty
(30) days after the date such other secured claim is allowed (or as
soon thereafter as is practicable), or (iii) receive the collateral
securing its allowed other secured claim on the later of the initial
distribution date under the Plan and the date such other secured
claim becomes an allowed other secured claim, or as soon
thereafter as is practicable, in each case as determined by the
Debtors and consented to by the Required Consenting First Lien
Creditors.

Other Priority Claims

The allowed other priority claims of the Debtors shall be
unimpaired. Except to the extent that a holder of an allowed
other priority claim and the Debtors agree to less favorable
treatment to such holder, each holder of an allowed other priority
claim shall be paid in full in cash on the later of the initial
distribution date under the Plan and thirty (30) days after the date
when such other priority claim is allowed; provided, however,
that other priority claims that arise in the ordinary course of the
Debtors' business and which are not due and payable on or
before the Effective Date shall be paid in the ordinary course of
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business in accordance with the terms thereof.
Unsecured Claims

[Treatment TBD]
Unsecured Claims shall include all general unsecured claims
against the Debtors, including, without limitation, (i) any
deficiency claims on account of the Secured Debt Claims; (ii)
Unsecured Note Claims, (iii) if applicable, claims on account of
the Company's withdrawal from the UMWA 1974 MultiEmployer Pension Plan, (iv) if applicable, claims on account of
modifying the Company's OPEB obligations, (v) any other
unsecured labor-related claims and (vi) unsecured trade claims.
"Intercompany Claims" means (a) any claim held by one of the
Debtors against any other Debtor or Non- Debtor Subsidiary,
including, without limitation, (i) any account reflecting
intercompany book entries by such Debtor with respect to any
other Debtor or Non-Debtor Subsidiary, (ii) any claim not
reflected in book entries that is held by such Debtor, and (iii) any
derivative claim asserted or assertable by or on behalf of such
Debtor against any other Debtor or Non-Debtor Subsidiary;
or (b) any claim held by any Non-Debtor Subsidiary against
Walter Energy or any other Debtor or other Non-Debtor
Subsidiary, including, without limitation, (i) any account
reflecting intercompany book entries by such Non-Debtor
Subsidiary and the Debtor or Non-Debtor Subsidiary with
respect to any other Non-Debtor Subsidiary or Debtor or NonDebtor Subsidiary, (ii) any claim not reflected in book entries
that is held by such Non-Debtor Subsidiary or Debtor, and (iii)
any derivative Claim asserted or assertable by or on behalf of
such Debtor or Non-Debtor Subsidiary against any other Debtor
or Non-Debtor Subsidiary.

Intercompany Claims and
Intercompany Interests

"Intercompany Interest" means any Interest held by Walter
Energy in any of the other Debtors or Non-Debtor Subsidiaries,
or held by any of the Debtors or Non-Debtor Subsidiaries in any
other Debtor or Non-Debtor Subsidiary, or other investments in
the form of Interests in non-debtor entities.
Except as otherwise provided for in the Plan or the Restructuring
Support Agreement, each Intercompany Claim and each
Intercompany Interest shall, at the option of the Reorganized
Debtors, be either (i) reinstated, (ii) released, waived, and
discharged, (iii) treated as a dividend, or (iv) contributed to
capital or exchanged for equity of a subsidiary of Walter Energy.
Old Common Stock Claims and
Old Common Stock
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discharged and canceled on the Effective Date.
Ir Pro\isi<iiis itl'the Plnn

Other Provisions

The Plan shall contain other terms and conditions as agreed to by
the Debtors and the Required Consenting First Lien Creditors.

Exit Financing

That certain financing arrangement to be entered into by the
Reorganized Debtors on the Effective Date, which shall be in
form and substance acceptable to the Debtors and the Required
Consenting First Lien Creditors.

Executory Contracts and
Unexpired Leases

To the extent necessary in connection with the Plan, the Debtors
shall seek to assume pursuant to, inter alia, section 365 of the
Bankruptcy Code, those executory contracts and unexpired
leases that may be mutually agreed upon by the Debtors and the
Required Consenting First Lien Creditors.
The Reorganized Debtors shall indemnify any person who served
or was employed by the Debtors as one of the Debtors' directors,
officers or employees if that person served or was employed in
such capacity as of the Petition Date and as of the Effective Date
for any claims arising from and after the Petition Date to the
Effective Date; provided, however, that in no event shall any of
the Reorganized Debtors be obligated for amounts that have been
determined by final order to have resulted from gross negligence,
willful misconduct, fraud intentional tort or criminal conduct.

Tax Related Issues
(Structuring & Otherwise)

The Debtors shall work with the Consenting First Lien Creditors
and shall use good-faith efforts to structure the Plan to the
maximum extent possible in a tax-efficient and cost-effective
manner for the benefit of the parties to the Restructuring Support
Agreement and the Reorganized Debtors.

Corporate Governance/Board
Membership

Corporate governance shall be determined by the Required
Consenting First Lien Creditors. On the Effective Date, the
members of the new board of Reorganized Walter Energy (the
"New Board") will comprise those individuals selected by such
Required Consenting First Lien Creditors.

Management Incentive Plan and
Other Employee Benefit Plans

Following the Effective Date, Reorganized Walter Energy shall
reserve an aggregate amount of up to 10%) of the New Walter
Energy Common Stock (on an as-diluted basis) for distribution
to certain employees (the "Management Incentive Plan"). The
terms of the Management Incentive Plan shall be determined by
the New Board. Treatment of other employee benefit plans
[TBD].
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Conditions Precedent to
Confirmation of the Plan

Confirmation of the Plan is subject to:
•

The Bankruptcy Court having entered an order in form
and substance acceptable to the Debtors and the Required
Consenting First Lien Creditors, approving the
Disclosure Statement (as defined in the Restructuring
Support Agreement) as containing adequate information
within the meaning of section 1125 of the Bankruptcy
Code.

•

The Plan and all documents contained in any Plan
supplement, including any exhibits, schedules,
amendments, modifications or supplements thereto,
having been filed in substantially final form and in form
and substance acceptable to the Debtors and the Required
Consenting First Lien Creditors; provided, however, that
the Corporate Governance Documents (as defined in the
Restmcturing Support Agreement) shall be acceptable
only to the Required Consenting First Lien Creditors.

•

The Bankruptcy Court having entered an order or orders
with respect to each Retiree Group (as defined below)
approving (a) a settlement with respect to each Retiree
Group with the applicable authorized representative of
the respective retirees or the retiree committee, in form
and substance acceptable to the Debtors and the Required
Consenting First Lien Creditors, or (b) a motion under
section 1114 of the Bankruptcy Code authorizing
termination of retiree benefits (as defined in section
1114 of the Bankruptcy Code) being received by United
Mine Workers of America ("UMWA") retirees, United
Steelworkers ("USW") retirees, or non-union retirees
(each, a "Retiree Group"), in each case in form and
substance acceptable to the Debtors and the Required
Consenting First Lien Creditors.

•

The Bankruptcy Court having entered an order or orders
approving (a) a settlement with the authorized
representative for the UMWA and the USW, in form and
substance acceptable to the Debtors and the Required
Consenting First Lien Creditors, with respect to the
applicable Collective Bargaining Agreement, or (b) a
motion under section 1113 of the Bankruptcy Code in
form and substance acceptable to the Debtors and the
Required Consenting First Lien Creditors rejecting the
Collective Bargaining Agreements with the USWA
and/or USW, as applicable, in each case in form and
substance acceptable to the Debtors and the Required
11
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Consenting First Lien Creditors.
Conditions Precedent to
Consummation of the Plan

Unless waived in writing by the Debtors, on the one hand, and
the Required Consenting First Lien Creditors, on the other hand,
the occurrence of the Effective Date shall be subject to the
satisfaction of such conditions precedent agreed upon by the
Required Consenting First Lien Creditors and the Debtors,
including, without limitation, the following:
•

The Restructuring Support Agreement shall have been
assumed by the Debtors pursuant to an order of the
Bankruptcy Court and shall not have been terminated in
accordance with its terms.

•

Negotiation, execution and delivery of definitive
documentation with respect to the Plan and any Plan
supplement documents, in a form and substance
acceptable to the Required Consenting First Lien
Creditors and the Debtors, and otherwise consistent with
the terms and conditions described in this Term Sheet or
the Restructuring Support Agreement, as applicable;
provided, however, that the Corporate Governance
Documents shall be acceptable only to the Required
Consenting First Lien Creditors.

•

The Bankruptcy Court shall have entered the
Confirmation Order (as defined in the Restructuring
Support Agreement) in form and substance acceptable to
the Debtors and the Required Consenting First Lien
Creditors, and the Confirmation Order shall be a Final
Order.

•

As of the effective date of the Plan, the aggregate amount of
all allowed or projected Administrative and Priority Claims
(as defined in the Restructuring Support Agreement) shall
not exceed $10.0 million, which projections the Company,
in consultation with the Holder Parties' Advisors (as
defined in the Restructuring Support Agreement), shall
reasonably formulate in advance of the confirmation
hearing in connection with the Plan. For purposes hereof,
"Administrative and Priority Claims" means any nonordinary course administrative expense claims and nonordinary course priority tax claims. For the avoidance of
doubt, Administrative and Priority Claims do not include
any claims for fees and expenses of any professional,
claims arising under sections 503(b)(9) or 507(b) of the
Bankruptcy Code, post-petition operating expenses,
severance obligations and payments, ordinary course
administrative and priority tax claims, cure amounts related
to assumed executory contracts, reclamation and
environmental obligations, Coal Act and Black Lung
12
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obligations, and employee and retiree benefit obligations
accrued in the ordinary course of business prior to
implementing relief under sections 1113 and 1114 of the
Bankruptcy Code.
On and simultaneously with the occurrence of the
Effective Date, the Debtors shall have closed on the Exit
Financing, which Exist Financing shall be in form and
substance acceptable to the Debtors and the Required
Consenting First Lien Creditors.
Releases

To the fullest extent permitted by applicable law, the Plan shall
contain customary releases.

Exculpation and Injunctions

The Plan shall contain customary exculpation and injunction
provisions.

Claims of the Debtors

The Reorganized Debtors shall retain all rights to commence and
pursue any causes of action, other than any causes of action
released by the Debtors pursuant to the release and exculpation
provisions outlined in this Term Sheet and the Restructuring
Support Agreement.

Discharge of the Debtors

The Plan shall contain customary discharge provisions.

Cancellation of Notes,
Instruments, Certificates, and
Other Documents

On the Effective Date, except to the extent otherwise provided in
this Term Sheet or the Plan, all notes, instruments, certificates,
and other documents evidencing claims or interests, including
the Credit Agreement, the First Lien Notes Indenture, the Second
Lien Notes Indenture, the 9.875% Notes Indenture and the
8.50% Notes Indenture, shall be cancelled, and the obligations of
the Debtors thereunder or in any way related thereto shall be
deemed satisfied in full and discharged; provided, however, that
any such agreement shall continue in effect solely to allow
holders of Claims to receive distributions under the Plan, allow
holders of claims to retain their respective rights and obligations
vis-a-vis other holders of claims pursuant to applicable
governing documents, and to preserve any charging liens of the
indenture trustees under the applicable indentures.

Issuance of New Securities;
Execution of the Plan
Restructuring Documents

On the Effective Date, the Reorganized Debtors shall issue and
execute all securities, notes, instruments, certificates, and other
documents required to be issued and executed in accordance with
the Plan.

Miscellaneous

Surety Bonds. The Debtors shall maintain their existing surety
and reclamation bonds in place, as may be amended from time to
time on commercially reasonable terms and conditions. Except
as otherwise provided in this Term Sheet, all outstanding letters

13
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of credit that currently backstop the Debtors' existing surety and
reclamation bonds shall be reinstated or replaced in their face
amount under the Exit Financing.
No Admission. Nothing in the Term Sheet is or shall be deemed
to be an admission of any kind.

14
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Exhibit A
Debtors

Non-Debtor Subsidiaries
(Canada)

Non-Debtor Subsidiaries
(U.K. and Other)

Walter Energy, Inc.

Walter Energy Canada
Holdings, Inc.

Energybuild Group Limited

Atlantic Development and
Capital, LLC

Walter Canadian Coal
Partnership

Energybuild Holdings Ltd.

Atlantic Leaseco, LLC

Wolverine Coal ULC

Energybuild Opencast Ltd.

Blue Creek Coal Sales, Inc.

Wolverine Coal Partnership

Energybuild Mining Ltd.

Blue Creek Energy, Inc.

Brule Coal ULC

Energybuild Ltd.

Brule Coal Partnership

Mineral Extraction and
Handling Ltd.

Cambrian Energybuild
Holdings ULC

Black Warrior Methane
Corp.

Willow Creek Coal ULC

Black Warrior Transmission
Corp.

Willow Creek Coal
Partnership

Cardem Insurance' Co. Ltd.

J.W. Walter, Inc.
Jefferson Warrior Railroad
Company, Inc.
Jim Walter Homes, LLC

Jim Walter Resources, Inc.
Maple Coal Co., LLC
Sloss-Sheffield Steel & Iron
Company
SP Machine, Inc.
Taft Coal Sales &
Associates, Inc.

Pine Valley Coal Ltd.
0541237 BC, Ltd.
Belcourt Saxon Coal Ltd.
Belcourt Saxon Coal Limited
Partnership

Tuscaloosa Resources, Inc.
V Manufacturing Company
Walter Black Warrior Basin
LLC
Walter Coke, Inc.
Walter Energy Holdings,
15
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LLC
Walter Exploration &
Production LLC
Walter Home Improvement,
Inc.
Walter Land Company
Walter Minerals, Inc.
Walter Natural Gas, LLC

16
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SALE TERM SHEET
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Summary of Principal Terms of Proposed Sale of Substantially
All of the Assets of Walter Energy. Inc. and Its Debtor Subsidiaries
The following summary of principal terms (this "Term Sheet") provides an outline of a
proposed sale of substantially all of the assets of Walter Energy, Inc. ("Walter Energy") and its
direct and indirect subsidiaries (collectively, the "Company" or the "Seller") that are debtors in
chapter 11 cases (the "Chapter 11 Cases") being commenced contemporaneously herewith, with
such sale being conducted pursuant to sections 105, 363(b), (f), (k) and (m), and 365 of title 11
of the United States Code (the "Bankruptcy Code").1 This Term Sheet is a summary of the
agreed upon terms between the Company and the unaffiliated group of lenders and noteholders
(the "First Lien Committee") under, respectively, that certain (i) Credit Agreement dated as of
April 1, 2011 by and among Walter Energy, as the U.S. borrower. Western Coal Corp. and
Walter Energy Canada Holdings, Inc., as the Canadian borrowers, the lenders party thereto
(each, a "Lender" and collectively, the "Lenders"), and Morgan Stanley Senior Funding, Inc., as
administrative agent (the "First Lien Agent") (as the same may be and has been amended,
amended and restated, supplemented, waived and/or otherwise modified from time to time, the
"Credit Agreement") and (ii) Indenture dated as of September 27, 2013 among Walter Energy
and each of the guarantors party thereto, and Wilmington Trust, National Association, as
successor trustee and collateral agent (the "First Lien Trustee"), relating to 9.500% Senior
Secured Notes Due 2019 (the "Indenture"), regarding a proposed sale transaction.
The terms and conditions described herein are part of a comprehensive proposal, each
element of which is consideration for the other elements and is an integral aspect of such
proposal. This Term Sheet does not constitute an offer or a legally binding obligation of the
Company, the First Lien Committee, Purchaser (as defined below), or any other party in interest,
and no legally binding obligation will exist unless and until definitive documents, including an
asset purchase agreement (as may be amended from time to time in accordance therewith, the
"Asset Purchase Agreement"), are executed by and among the appropriate parties. The
transactions contemplated by this Term Sheet will be subject to agreed upon conditions to be set
forth in such definitive documents. This Term Sheet is proffered in the nature of a settlement
proposal in furtherance of settlement discussions and is entitled to protection from any use or
disclosure to any party or person pursuant to Federal Rule of Evidence 408 and any other rule of
similar import. Capitalized terms herein not otherwise defined shall have the meanings given
them in that certain Restructuring Support Agreement dated as of [•], 2015 among Walter
Energy, certain members of the First Lien Committee and certain other parties from time to time
party thereto (the "Restructuring Support Agreement").
Transaction Overview
Seller

The Company.

Purchaser

A new Delaware limited liability company to be organized prior
to the execution of the Asset Purchase Agreement by the First
Lien Committee, the First Lien Agent and the First Lien Trustee
("Purchaser") on behalf of all of the Lenders under the Credit

Treatment of and consideration for the assets of foreign subsidiaries and non-collateral assets TBD.
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Agreement and noteholders under the Indenture. The Asset
Purchase Agreement and the related Sale Order (as defined
below) shall permit the Purchaser to designate one or more of its
affiliates as a "purchaser" thereunder with respect to any
particular assets.
Sale

This Term Sheet describes a proposed sale by the Company of
all of its right, title, and interest in, to, and under the Purchased
Assets (as defined below) to Purchaser, free and clear of any and
all pledges, options, charges, liabilities, liens, claims,
encumbrances, successor liability or security interests except
certain permitted liens to be agreed (if any) and the Assumed
Liabilities (as defined below), and the assumption by Purchaser
of the Assumed Liabilities, pursuant to sections 105, 363(b) (f),
(m) and (k) and 365 of the Bankruptcy Code (collectively, the
"Sale").
The Seller and Purchaser shall consummate the Sale as soon as
practicable but in any event no later than the second (2nd)
business day (such date of consummation being the "Closing
Date") after the conditions set forth in the Asset Purchase
Agreement have been satisfied or waived (other than those
conditions which, by their terms, are to be satisfied or waived at
the closing (the "Closing") of the transactions under the Asset
Purchase Agreement (but subject to the satisfaction thereof at
the Closing)).

Purchase Price

The aggregate consideration for the Purchased Assets shall
consist of the following (collectively, the "Purchase Price"):
(i) cash (a) in an amount sufficient to satisfy the reasonable and
documented fees and expenses incurred by estate professionals
to the extent such fees and expenses (x) are accrued and unpaid
as of the Closing Date, (y) with respect to hourly or monthly
professional fees, have been authorized pursuant to the
Approved Budget (as defined in the Cash Collateral Orders) and
the Cash Collateral Orders, and (z) with respect to any
transaction-based fees, have been approved by the Bankruptcy
Court, plus (b) in the amount of $[TBD] to pay for any assets
that cannot be acquired through a credit bid,2 plus (c) in the
amount of $[TBD]3; (ii) pursuant to section 363(k) of the
Bankruptcy Code, a credit bid of the obligations owed by the
Company arising under the Credit Agreement and the Indenture
in an amount equal to $[TBD]; and (iii) assumption of the

See footnote 1 above.
Such amount shall be sufficient to pay, among other things, transfer taxes due in connection with the
Sale and accrued but unpaid professional fees of the Steering Committee, in each case, that have not
otherwise been assumed by the Purchaser.
3
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Assumed Liabilities, including the payment of Cure Costs (as
defined below).
Purchased Assets

Case 15-02741-TOM11

"Purchased Assets" shall include all assets of the Company
except the Excluded Assets (as defined below), including
without limitation: (i) all accounts receivable and pre-paid
expenses, (ii) all cash and cash equivalents, (iii) all intellectual
property rights, (iv) all of the Seller's owned personal property,
equipment, fixtures, and other assets customarily considered
'PP&E' or any rights under leases relating thereto to the extent
such leases constitute Assumed Contracts and [all stock,
partnership, membership and other equity or similar interests
owned by the Company in any entity that is not a Seller], (v) all
deposits (excluding professional fee retainers) and prepaid or
deferred charges and expenses of the Seller, (vi) all right, title,
and interest of the Seller in each owned real property and under
each real property lease which is an Assumed Contract (as
defined below), including mining leases, coal leases and coal
mining leases (including underground coal mining and gob gas
leases), coal land leases, coal degasification leases, all coal,
mineral, oil and gas rights, title and interests, together with all
short form leases, memoranda and amendments relating to the
foregoing (and any present or future rights, title and interests
arising from or related to the foregoing), (vii) subject to agreed
exceptions, all of the documents that are used or useful in, held
for use in or intended to be used in, or that arise in any way out
of, the business of the Seller and all other business conducted by
the Seller (the "Business"), (viii) all Assumed Contracts, (ix) all
third party property and casualty insurance proceeds to the
extent receivable by the Purchaser or the Seller in respect of the
Business or the Purchased Assets after the Closing Date, (x) all
general intangibles of the Seller, (xi) all goodwill associated
with the Purchased Assets, (xii) all claims, causes of action, and
rights of recovery related to the Purchased Assets, including
against counterparties to the Assumed Contracts, (xiii) any
permits, licenses, certificates or similar documents from any
governmental entity relating to the Purchased Assets or the
Business, (xiv) all coal inventory located on the Seller's owned
or leased real property or belonging to the Seller, (xv) any
claim, right, or interest in any credit, refund, rebate, abatement
or other recovery relating to the Purchased Assets or the
Business for taxes or otherwise, including those arising under
the Assumed Contracts (subject to agreed-upon offsets with
respect to tax refunds or other credits) and (xvi) any causes of
action arising under chapter 5 of the Bankruptcy Code,
including against directors, officers and advisors of the Seller
(such causes of action against directors, officers and advisors or
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as otherwise agreed being "Specified Actions"), provided that
the Specified Actions will be waived effective as of the Closing
Date.
Excluded Assets

The Purchased Assets shall not include the following: (i) minute
books, stock ledgers and organizational documents,
(ii) contracts and leases of the Seller that are not Assumed
Contracts and any obligations related thereto, (iii) equity
securities of, or ownership in, the Seller, (iv) director and officer
insurance policies and claims thereunder, (v) all insurance
policies of the Seller and (vi) any other assets specified as such
in the Asset Purchase Agreement (collectively, the "Excluded
Assets").

Assumed Liabilities /
Excluded Liabilities

"Assumed Liabilities" shall include only the following liabilities
of the Seller: (i) all liabilities of the Seller under the Assumed
Contracts, including amounts necessary to cure any defaults as a
condition to assuming the Assumed Contracts (the "Cure
Costs"), (ii) post-petition trade payables related to the Purchased
Assets incurred in the ordinary course of the Seller's Business
during the Chapter 11 Cases to the extent included in the
Approved Budget (as defined in the Cash Collateral Orders),
(iii) all liabilities arising out of the operation of the Purchased
Assets for periods following the Closing Date, including (a)
workers' compensation liabilities relating to any Employee of
Purchaser (as defined below) arising out of an event that occurs
after the Closing Date and (b) any and all Black Lung liabilities
of any Employee of Purchaser first occurring on or after the
lapse of the statutory period following the Closing Date for
Purchaser to become a responsible operator to and with respect
to such Employee of Purchaser under the Black Lung Benefits
Act or under the Federal Coal Mine Health and Safety Act of
1969, (iii) any liabilities related to benefits of Employees of
Purchaser specifically agreed to be assumed in writing by
Purchaser (if any, the "Assumed Benefits") and (iv) tax
liabilities relating to the Purchased Assets or the Business for a
tax period (or the portion thereof) beginning on the Closing Date
and agreed-upon transfer, deed and other similar taxes payable
with respect to the Sale excluding, for the avoidance of doubt,
(x) all income tax or similar liabilities of the Seller for any tax
period, (y) agreed-upon transfer, deed and other similar taxes
payable with respect to the Sale and (z) any tax or similar
liability related to the Excluded Assets.
All pre-petition and post-petition liabilities of the Seller, other
than Assumed Liabilities, shall be "Excluded Liabilities".
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including, without limitation:
•

All claims or liabilities or other obligations with respect
to the employees of Seller (the "Employees of Seller") or
former employees, or both (or their representatives) of
Seller or any predecessor of Seller based on any action
or inaction occurring prior to or on the Closing Date,
including payroll, vacation, sick leave, unemployment
benefits, retirement benefits, pension benefits, employee
stock option, equity compensation, employee stock
purchase, or profit sharing plans, health care and other
welfare plans or benefits (including COBRA), or any
other employee plans or arrangements or benefits or
other compensation of any kind to any employee, and
obligations of any kind including any liability pursuant
to the WARN Act;

•

Any liability (whether arising before, on or after the
Closing Date) with respect to any Employee of Seller or
former Employee of Seller who is not hired by
Purchaser. All employees of Seller who are hired by
Purchaser shall be referred to herein as "Employees of
Purchaser";

•

Except as included in Assumed Liabilities, all Black
Lung liabilities and workers' compensation liabilities
related to the Purchased Assets, including to and with
respect to Employees of Purchaser and former
Employees of Seller who worked or who were employed
at the Purchased Assets, including, but not limited to,
any such Black Lung liabilities and workers'
compensation liabilities of the Seller or any of Seller's
predecessors;

•

Any liability or other obligations arising under, relating
to or with respect to any Employee Benefit Plan or any
other employee benefit plan, policy, program, agreement
or arrangement at any time maintained, sponsored or
contributed to by Seller or any ERISA Affiliate, or with
respect to which Seller or any ERISA Affiliate has any
liability, including with respect to any underfunded
pension liability to any employee benefit plan, the
PBGC, IRS or Department of Labor or otherwise;
Any liability or other obligations arising under, relating
to or with respect to any multi-employer pension plan;

C a s e 15-02741-TOM11

Doc 44 Filed 07/15/15 Entered 07/15/15 13:46:54
Document
Page 74 of 139
PAGE 803

Desc Main
106

Assumed Contracts /
Excluded Contracts

•

Except for the Assumed Benefits, any liabilities or other
obligations to any current or former Employee of Seller
or any beneficiary thereof, relating to any employee
benefits or compensation arrangement; and

•

Except for the Assumed Benefits, any liability or other
obligations under any employment, collective bargaining
agreement or arrangement, severance, retention or
termination agreement or arrangement with any
employee,
consultant
or
contractor
(or
its
representatives) of Seller.

"Assumed Contracts" shall include the Seller's contracts, supply
agreements, joint venture agreements, operating and joint
operating agreements, participation agreements, exploration
agreements (including minerals and coalbed gas exploration
agreements), leases, and other written obligations to the extent
not previously rejected with the consent of Purchaser, in each
case, as set forth on a schedule to be attached to the Asset
Purchase Agreement (the "Contract Schedule") [(excluding any
such agreements under which Seller has or could have operator
liability)]; provided that Purchaser has the right at any time
before the earlier of (x) the date that is two (2) business days
prior to the Closing Date and (y) the date on which the
Bankruptcy Code or Bankruptcy Court otherwise would require
a determination to assume or reject such contract or lease to
(i) amend the Contract Schedule to designate any other contract
which has not been rejected by the Seller to be an Assumed
Contract, and (ii) to remove from the Contract Schedule an
Assumed Contract for any reason up to the date of the Sale
hearing.
Notwithstanding the foregoing, if an Assumed Contract is
subject to a cure dispute or other dispute as to the assumption or
assignment of such Assumed Contract that has not been
resolved to the satisfaction of Purchaser by the earlier of (x) and
(y) above, then the (x) or (y) above shall be extended to the
earlier of (A) a resolution to such dispute or (B) 120 days
following the Closing Date (the "Extended Contract Period"). If
before the Closing Date there are contracts or leases that have
not been designated as an Assumed Contract or a contract, lease,
or other obligation to be removed from the Contract Schedule
(an "Excluded Contract"), then the Seller shall not assume or
reject any such contract and lease, pursuant to section 365 of the
Bankruptcy Code and any order of the Bankruptcy Court, until
the earlier of the date the Purchaser so directs the Seller or the
end of the Extended Contract Period. Purchaser shall be
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responsible for any obligations or liabilities arising during any
Extended Contract Period related to any contract or lease that
has not been assumed or rejected as of the Closing Date as
provided above. Purchaser shall not assume or otherwise have
any liability with respect to any Excluded Contract. For the
avoidance of doubt, all collective bargaining agreements
("CBAs") to which the Company is bound or a party shall be
Excluded Contracts.
Seller Representations
and Warranties in
Asset Purchase
Agreement

The Company will make customary representations and
warranties in the context of section 363 credit bid transactions
(qualified by scheduled disclosures), including, without
limitation, representations and warranties
concerning:
organization,
subsidiaries,
power
and
authority,
noncontravention and consents, financial statements, related
party transactions, regulatory approvals, litigation, regulatory
investigations, material contracts, compliance with laws,
permits, environmental matters, employee and employee benefit
matters, health and safety matters, real property, intellectual
property, taxes, no liability to brokers and such other matters as
Purchaser may reasonably request.

Purchaser
Representations and
Warranties

Purchaser will make customary representations and warranties
in the context of section 363 credit bid transactions, including
without limitation representations and warranties concerning:
organization, power and authority, noncontravention and
consents and no liability to brokers and such other matters as the
Seller may reasonably request.

Seller Covenants

The Company will make customary and other negative and
operating covenants in the context of section 363 credit bid
transactions (subject to agreed upon exceptions), including
without limitation covenants concerning: (i) conduct of
business; (ii) provision of financial and operating data, and
reasonable access to the Company's senior personnel, facilities,
books, contracts and records, subject to agreed upon protections;
(iii) reasonable best efforts to obtain approval of the Bidding
Procedures and the Sale Motion (each as defined below) seeking
the entry of orders in the Chapter 11 Cases in form and
substance acceptable to the Seller and the Purchaser, including
the Sale Order and other case-management undertakings (e.g.,
covenants and milestones substantially similar to those set forth
in the Restructuring Support Agreement) on or before the
relevant Sale Milestones (as defined below); (iv) the Company's
entry into any material contract (definition to be agreed) or any
renewal of a material contract; (v) notice of certain agreed upon
events; (vi) further assurances regarding administration,
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accounts receivable and similar items; (vii) commercially
reasonable efforts to pay all post-petition accounts payable
(subject to the Budget Covenant) and collect all accounts
receivable in the ordinary course of business and (viii) such
other covenants reasonably acceptable to the Seller as Purchaser
may reasonably request.
Purchaser Covenants

The Purchaser will be subject to agreed-upon covenants,
including with respect to (i) actions necessary to obtain
regulatory approvals and the satisfaction of applicable closing
conditions and (ii) Assumed Benefits.

Tax Cooperation

The Seller and Purchaser shall agree to cooperate in good faith
to structure the Asset Purchase Agreement and related
transactions in a tax efficient manner for the Purchaser and the
Seller, including with respect satisfying the requirements of a
"G reorganization" and transfer taxes.

Regulatory Approvals

Regulatory approvals may be required in connection with the
Sale, including to the extent applicable, under the HSR Act (the
"Regulatory Approvals"). Purchaser and Seller shall use
reasonable best efforts to obtain the Regulatory Approvals.

Bidding Procedures

The Sale shall be conducted in accordance with bidding
procedures (the "Bidding Procedures") in form and substance
acceptable to the Seller and Purchaser, and as approved by an
order of the Bankruptcy Court (the "Bidding Procedures
Order") 4

Sale Milestones

•

Subject in all respects to the Restmcturing Support
Agreement, on or before [September 9, 2015] (the "Filing
Deadline"), the Seller shall have filed (i) the Sale Motion,
including a proposed order (the "Sale Order") approving the
Sale and providing for, among other things, the sale of the
Purchased Assets to the Purchaser free and clear of all liens,
claims, successor liability, security interests and other
encumbrances (including without limitation easements or
similar restrictions, conditions, covenants, exceptions or
reservations) (except Assumed Liabilities) pursuant to
section 363(f) of the Bankruptcy Code and "good faith"

4

For example, only bids that comply in all respects with the Bidding Procedures shall be considered by the Seller
(each such bid, a "Qualified Bid"). Moreover and for the avoidance of doubt, (i) Purchaser's offer to purchase the
Purchased Assets pursuant to the Asset Purchase Agreement as provided herein shall be a Qualified Bid for all
purposes related to the Bidding Procedures and (ii) in the event that any other Qualified Bid is submitted, the Seller
shall conduct an auction for the Purchased Assets (the "Auction") and the Seller, subject to Bankruptcy Court
approval and any applicable consultation rights with the First Lien Committee, shall select the highest or otherwise
best Qualified Bid (the "Winning Bid").
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protections to the Purchaser pursuant to section 363(m) of
the Bankruptcy Code and (ii) appropriate supporting
declarations, in each case, in form and substance acceptable
to the Seller and the Purchaser and which identifies
Purchaser as the stalking horse for the Purchased Assets.
•

On or before [September 30, 2015], the Bankruptcy Court
shall have (i) held a hearing to consider approval of the
Bidding Procedures and (ii) entered the Bidding Procedures
Order.

•

Pursuant to the Bidding Procedures Order, any and all
Qualified Bids shall be submitted on or before [December
14, 2015] (the "Bid Deadline").

•

If any other Qualified Bid is submitted prior to the Bid
Deadline, the Seller shall have commenced the Auction on
or before [January 6, 2016].

•

On or before [January 13, 2016], the Bankruptcy Court shall
have entered the Sale Order, which shall be in form and
substance acceptable to the Seller and Purchaser.

•

The Closing Date shall have occurred by no later than
[February 3, 2016], with one 30 day extension, if the
Regulatory Approvals have not been obtained (the "End
Date").

•

Each of the documents set forth above shall be consistent
with this Term Sheet and the Asset Purchase Agreement and
shall otherwise be acceptable to the Seller and the Purchaser.

Purchase Price
Allocation

Within one hundred twenty (120) days after the Closing Date,
the Purchaser shall deliver to the Seller a schedule (the
"Allocation Schedule") allocating the Purchase Price and any
other items that are treated as additional purchase price for tax
purposes among the Purchased Assets. The Allocation Schedule
shall be reasonable and shall be prepared in accordance with
Section 1060 of the Internal Revenue Code of 1986, as
amended, and the Treasury Regulations promulgated thereunder.

Bidder Protections

The Bidding Procedures Order shall contain language, in form
and substance acceptable to the Seller and the Purchaser,
approving the following provisions:
Break-Up Fee: The Seller will pay to Purchaser a break-up fee
in cash equal to 3.00% of the value (excluding Assumed
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Liabilities) of Purchaser's offer to purchase the Purchased
Assets pursuant to the Asset Purchase Agreement immediately
upon the earlier of (i) Bankruptcy Court approval of the
Winning Bid if a Qualified Bid other than Purchaser's offer to
purchase the Purchased Assets pursuant to the Asset Purchase
Agreement is the Winning Bid, (ii) termination of the Asset
Purchase Agreement if, as of such termination, Seller (but not
Purchaser) was in breach of any of its representations,
warranties, covenants or other agreements in the Asset Purchase
Agreement or (iii) if the Asset Purchase Agreement is
terminated (other than as set forth in clause (ii) above or as a
result of the Purchaser's breach of any of its representations,
warranties, covenants or other agreements in the Asset Purchase
Agreement), consummation by the Seller of a financing, sale,
restructuring or other similar transaction in respect of a
substantial portion of the Purchased Assets or the Business
within nine (9) months of such termination (the earlier of (i), (ii)
and (iii) being a "Protection Event").
Expense Reimbursement. The Company shall reimburse the
Purchaser's and the First Lien Committee's reasonable preClosing Date out-of-pocket costs, fees and expenses (including
reasonable legal, financial advisory, accounting and other
similar costs, fees and expenses) incurred in connection with the
formation and operation of Purchaser, this Term Sheet, the
Asset Purchase Agreement, the Sale and to the extent such outof-pocket costs, fees and expenses are not otherwise paid or
reimbursed by the Company under the Cash Collateral Orders
promptly upon a Protection Event (collectively referred to as the
"Expense Reimbursement").
The full amount of the anticipated Expense Reimbursement
shall be afforded super priority administrative expense
protection pursuant to sections 507 and 503(b) of the
Bankruptcy Code.
Treatment of Senior
Management

[TBD]

Closing Conditions

The Asset Purchase Agreement shall contain, among other
conditions, the following conditions to the obligation of the
Seller and the Purchaser to consummate the Sale, in each case,
in addition to other conditions that may be agreed upon by
Purchaser and the Seller in the Asset Purchase Agreement:
Entry of the Sale Order in form and substance, including
with respect to all findings of fact and conclusions of law,

10
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acceptable to the Seller and the Purchaser and such Sale
Order not being subject to any stay or appeal;
No injunctions or other order or similar ruling or
determination of any governmental authority preventing (or
delaying beyond the End Date) the consummation of the
Sale;
Lien releases and termination statements with respect to all
liens (other than permitted liens) on the Purchased Assets;
The Company and the Purchaser, as applicable, shall have
received agreed upon Regulatory Approvals;
•

Seller's representations and warranties in the Asset Purchase
Agreement which do not contain materiality qualifiers will
be accurate in all material respects on and as of the Closing
Date (except those representations and warranties that
address matters only as of a specified date, which shall be
true and correct in all material respects as of that specified
date) and Seller's representations and warranties in the Asset
Purchase Agreement which contain materiality qualifiers
will be accurate in all respects on and as of the Closing Date
(except those representations and warranties that address
matters only as of a specified date, which shall be true and
correct in all respects as of that specified date), in each case,
except where the failure of such representations and
warranties to be true and correct would not have a material
adverse effect (as agreed upon and excluding, for the
avoidance of doubt, any reasonably anticipated effects of the
Chapter 11 Cases);
The representations and warranties of the Purchaser
contained in the Asset Purchase Agreement which are not
subject to a materiality qualification shall be true and correct
in all material respects on and as of the Closing Date (except
for representations and warranties expressly stated to relate
to a specific date, in which case such representations and
warranties shall be true and correct in all material respects as
of such date) and the representations and warranties of the
Purchaser which are subject to a materiality qualification,
shall be true and correct in all respects on and as of the
Closing Date (except for representations and warranties
expressly stated to relate to a specific date, in which case
such representations and warranties shall be true and correct
as of such date), in each case, except where the failure of
such representations and warranties to be so true and correct
would not have, or be reasonably likely to have, in the
aggregate, a material adverse effect on the ability of

11
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Purchaser to consummate the transactions contemplated by
the Asset Purchase Agreement.

Termination

•

No material breach of the Purchaser's or the Seller's preclosing or closing covenants in the Asset Purchase
Agreement;

•

Since the execution of the Asset Purchase Agreement, no
material adverse change (as agreed upon and excluding, for
the avoidance of doubt, any reasonably anticipated effects of
the Chapter 11 Cases) to the Purchased Assets or the
Business shall have occurred; and

•

The Bankruptcy Court determines that Seller can sell the
Purchased Assets free and clear of the successor clause in
the UMWA CBAs, the UMWA agrees to waive/remove the
successor clause in the UMWA CBAs, or the Bankruptcy
Court grants a motion (the "Section 1113(c) Motion") filed
by the applicable Seller pursuant to 1113(c) of the
Bankruptcy Code authorizing the applicable Seller to reject
the UMWA CBAs.

The Asset Purchase Agreement will contain customary
termination provisions, including, but not limited to:
(i) by written agreement of each of the Seller and Purchaser;
(ii) at the written election of the Seller or the Purchaser if the
closing does not occur on or prior to the End Date; provided
that the terminating party is not in breach of any representation,
warranty, covenant or other agreement in the Asset Purchase
Agreement so as to cause the conditions to closing not to be
satisfied;
(iii) by written notice from Purchaser:
(1)

upon a breach by the Seller of any representation,
warranty, covenant or agreement in the Asset
Purchase Agreement or the Sale Order, which
breach (a) would cause any of the Purchaser's
conditions to the closing not to be satisfied
(provided that the Purchaser is not itself then in
breach) and (b) has not been cured within ten (10)
business days;

(2)

Other than as contemplated by the Sale Motion,
upon Seller taking steps in furtherance of a
competing transaction or the dismissal or
conversion of any of the Chapter 11 Cases;

(3)

upon the appointment of a trustee or examiner
(except a fee examiner) pursuant to section 1104 of

12
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the Bankruptcy Code;
(4)

upon failure to meet Sale Milestones; or

(5)

if for any reason (other than as a result of its own
breach of the Asset Purchase Agreement) Purchaser
is unable, pursuant to section 363(k) of the
Bankruptcy Code, to credit bid in payment of all or
any portion of the Purchase Price (other than the
Assumed Liabilities and the cash portion of the
Purchase Price, as provided above); provided that
the inability to credit bid post-petition interest
payable under Section 506(b) of the Bankruptcy
Code or any other amount not in excess of $1
million shall not give rise to a termination right
under this clause (iii)(5).

(iv) by written notice from the Seller upon a breach by the
Purchaser of any representation, warranty, covenant or
agreement in the Asset Purchase Agreement, which breach (a)
would cause any of the Seller's conditions to the closing not to
be satisfied (provided that the Seller is not itself then in breach)
and (b) has not been cured within ten (10) business days;
(v) at the written election of either the Seller or the Purchaser:
(1)

upon the dismissal or conversion of any of the
Chapter 11 Cases;

(2)

if, at the end of the Auction, Purchaser is not
determined by Seller to be the bidder with the
Winning Bid (or the back-up bidder);

(3)

upon permanent denial of required Regulatory
Approvals;

(4)

upon the termination of the Restructuring Support
Agreement by the Majority Holders (as defined
therein) in accordance with its terms; or

(5)

upon any Termination Event (as defined in the
Cash Collateral Orders); or

(vi) at the written election of either the Seller or the Purchaser,
if a court of competent jurisdiction or other governmental
authority has issued an order or taken any other action
permanently restraining, enjoining or otherwise prohibiting the
consummation of the closing under the Asset Purchase
Agreement and such order or action has become final and nonappealable.
Releases

The Asset Purchase Agreement shall contain a full mutual
release between and among the Seller, the Purchaser, the First
13
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Lien Committee, the First Lien Agent, the First Lien Trustee and
each of their respective affiliates.
Confidentiality

This Term Sheet and all communications and information
regarding the Sale contemplated hereby, including the identity
of the Purchaser, and the existence, structure, terms, conditions
and provisions proposed or discussed are provided for the sole
and exclusive benefit of the Company, and, except as consented
to by Purchaser in writing or as may be ordered by a court of
competent jurisdiction or as necessary in connection with the
Section 1113(c) Motion and any related negotiations and
proceedings, may not be disclosed to or shared with any person
or entity other than the Company's Board of Directors and those
of the Company's officers, directors, employees, representatives
and advisors that are involved in the bankruptcy and sale
process or otherwise on a "need to know" basis and who
maintain the confidentiality hereof until such time as the Sale
Motion (or the Restructuring Support Agreement) is filed with
the Bankruptcy Court.

Labor Matters

Prior to the Closing Date, the Purchaser shall set initial terms
and conditions of employment, including, without limitation,
wages, benefits, job duties and responsibilities and work
assignment. The Purchaser shall determine which Employees of
Seller, if any, to offer employment after the Closing, in its sole
discretion. Only Employees of Seller who are offered and then
accept such offer of employment with the Purchaser based on
the initial terms and conditions set by the Purchaser will become
an Employee of Purchaser after the Closing Date.
Notwithstanding the foregoing, nothing herein will, after the
Closing Date, impose on the Purchaser any obligation to retain
any Employee of Purchaser in its employment.

CBAs

Seller shall obtain the consent of the Purchaser before extending
or renewing (or permitting to be extended or renewed) the term
of any CBA absent Seller's ability to terminate such CBA prior
to the Closing Date. The Purchaser does not accept or assume
any CBAs between Seller and its employees, and expressly
declines to be bound by or accept the terms of any such CBAs.
Other than the Assumed Benefits, the Purchaser is not and shall
not be obligated to, and does not, accept or adopt any wage
rates, employee benefits, employee policies or any other terms
and conditions of employment.

Definitive
Agreements and Due

The Asset Purchase Agreement and such other definitive
agreements for the acquisition of the Purchased Assets as the
parties mutually agree upon (collectively, the "Definitive
14
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Diligence

Agreements") shall memorialize this Term Sheet and contain
such representations, warranties, covenants, conditions, and
indemnities as set forth herein or as the parties shall mutually
agree. The signing of the Definitive Agreements will be
subject to, among other things, the negotiation by the Seller and
Purchaser of acceptable terms and conditions for the Definitive
Agreements as well as additional legal, accounting, financial,
tax, business and regulatory due diligence. For the avoidance
of doubt, this Term Sheet is non-binding and in the event of
any inconsistency between this Term Sheet and any Definitive
Agreement, such Definitive Agreement shall govern.

15
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EXHIBIT D
INTERIM CASH COLLATERAL ORDER

Case 15-02741-TOM11

Doc 44 Filed 07/15/15 Entered 07/15/15 13:46:54
Document
Page 85 of 139
PAGE 814

Desc Main
117

THE UNITED STATES BANKRUPTCY COURT
FOR THE NORTHERN DISTRICT OF ALABAMA
SOUTHERN DIVISION
)

In re:

Chapter 11

WALTER ENERGY, INC., et al.

Case No. 15-

Debtors.1

(

)

(Joint Administration Requested)
)

INTERIM ORDER (A) AUTHORIZING
POSTPETITION USE OF CASH COLLATERAL,
(B) GRANTING ADEQUATE PROTECTION TO PREPETITION
SECURED PARTIES, (C) SCHEDULING A FINAL HEARING PURSUANT
TO BANKRUPTCY RULE 4001(b) AND (D) GRANTING RELATED RELIEF
Upon the motion (the "Motion")2 dated July 15, 2015 of the above-captioned debtors and
debtors in possession (collectively, the "Debtors"), pursuant to sections 105, 361, 362, 363,
507(b) and 552(b) of title 11 of the United States Code (the "Bankruptcy Code") and Federal
Rules of Bankruptcy Procedure (the "Bankruptcy Rules") 2002, 4001, 6003, 6004 and 9014,
seeking entry of this interim order (this "Interim Order") and afinalorder:
(I)

authorizing the Debtors, subject and pursuant to the terms and conditions
set forth in this Interim Order, to (a) use the Cash Collateral (as defined
herein), which Cash Collateral shall be used in accordance with the

1

The Debtors in these cases, along with the last four digits of each Debtor's federal tax identification
number, are: Walter Energy, Inc. (9953); Atlantic Development and Capital, LLC (8121); Atlantic Leaseco
LLC (5308); Blue Creek Coal Sales, Inc. (6986); Blue Creek Energy, Inc. (0986); J.W. Walter, Inc. (0648);
Jefferson Warrior Railroad Company, Inc. (3200); Jim Walter Homes, LLC (4589); Jim Walter Resources,
Inc. (1186); Maple Coal Co. LLC (6791); Sloss-Sheffield Steel & Iron Company (4884); SP Machine, Inc.
(9945); Taft Coal Sales & Associates, Inc. (8731); Tuscaloosa Resources, Inc. (4869); V Manufacturing
Company (9790); Walter Black Warrior Basin LLC (5973); Walter Coke, Inc. (9791); Walter Energy
Holdings, LLC (1596); Walter Exploration & Production LLC (5786); Walter Home Improvement, Inc.
(1633); Walter Land Company (7709); Walter Minerals, Inc. (9714); and Walter Natural Gas, LLC (1198).
The location of the Debtors' corporate headquarters is 3000 Riverchase Galleria, Suite 1700, Birmingham,
Alabama 35244-2359. Contemporaneously herewith, the Debtors have filed a motion requesting joint
administration of the Debtors' bankruptcy cases.

2

Capitalized terms used but not otherwise defined herein have the meanings ascribed to them in the Motion.
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Budget Covenant (as defined herein), including a budget acceptable in all
respects to the Steering Committee (as defined herein) and Administrative
Agent (as defined herein), each in their sole discretion, including any
variances therefrom and the financial covenants (as such budget may be
extended, varied, supplemented, or otherwise modified in accordance with
the provisions of this Interim Order or the Final Order (as defined herein),
the "Approved Budget") and (b) provide adequate protection on account
of the diminution in the value of the Prepetition Collateral (as defined
herein) as a consequence of the Debtors' use, sale or lease of the
Prepetition Collateral, including any Cash Collateral (as defined below),
and/or the imposition of the automatic stay to the Prepetition Secured
Parties (as defined herein) who have been granted prepetition liens and
security interests under the following documents (collectively, the
"Prepetition Debt Documents"):
(a)

the Credit Agreement, dated as of April 1, 2011 (as amended,
restated, amended and restated, waived, supplemented or otherwise
modified from time to time, the "Credit Agreement" and together
with all mortgage, security, pledge, guaranty and collateral
agreements, including the 1L Security Agreement (as defined
below) and all other documentation executed in connection with
any of the foregoing, each as amended, restated, amended and
restated, waived, supplemented or otherwise modified from time to
time, the "First Lien Credit Documents"), among Walter Energy,
Inc. ("Walter"), as U.S. borrower, Western Coal Corp. and Walter
Energy Canada Holdings, Inc., as Canadian borrowers, the lenders
from time to time party thereto (collectively, the "First Lien
Lenders"), and Morgan Stanley Senior Funding, Inc., as
administrative agent (in such capacity, the "Administrative
Agent");

(b)

the Indenture, dated as of September 27, 2013 (as amended,
waived, supplemented or otherwise modified from time to time,
the "First Lien Indenture" and together with all mortgage, security,
pledge, guaranty and collateral agreements, including the 1L Notes
Collateral Agreement (as defined below) and all other
documentation executed in connection with the foregoing, each as
amended, restated, amended and restated, waived, supplemented or
otherwise modified from time to time, the "First Lien Indenture
Documents" and together with the First Lien Credit Documents,
the "First Lien Documents"), among Walter, as issuer, certain of
its subsidiaries, as guarantors, and Wilmington Trust, National
Association (as successor to Union Bank, N.A.), as trustee (in such
capacity, the "First Lien Trustee") and collateral agent for the
noteholders from time to time of the 9.50% Senior Secured Notes
due 2019 (collectively, the "First Lien Noteholders" and, together
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with the First Lien Trustee, the Administrative Agent and the First
Lien Lenders, the "First Lien Secured Parties"):
(c)

the Indenture, dated as of March 27, 2014 (as amended, waived,
supplemented or otherwise modified from time to time, the
"Second Lien Indenture" and together with all mortgage, security,
pledge, guaranty and collateral agreements, including the 2L
Collateral Agreement (as defined below) and all other
documentation executed in connection with the foregoing, each as
amended, restated, amended and restated, waived, supplemented or
otherwise modified from time to time, the "Second Lien Indenture
Documents"), among Walter, as issuer, certain of its subsidiaries,
as guarantors, and Wilmington Trust, National Association, as
trustee (in such capacity, the "Second Lien Trustee" and, together
with the First Lien Trustee, the "Indenture Trustees") and collateral
agent for the noteholders from time to time of the 11.0%/12.0%
Senior Secured Second Lien PIK Toggle Notes due 2020
(collectively, the "Second Lien Noteholders" and, together with the
Second Lien Trustee and the First Lien Secured Parties,
collectively, the "Prepetition Secured Parties");

(II)

scheduling, pursuant to Bankruptcy Rule 4001, an interim hearing (the
"Interim Hearing") on the Motion to be held before this Court to consider
entry of this Interim Order, which, among other things, authorizes the
Debtors' use of Cash Collateral and grants adequate protection to the
Prepetition Secured Parties;

(III)

subject to entry of the Final Order (as defined herein) and to the extent set
forth herein, waiving the Debtors' right to surcharge the Prepetition
Collateral pursuant to Bankruptcy Code section 506(c);

(IV)

modifying the automatic stay imposed by Bankruptcy Code section 362 to
the extent necessary to implement and effectuate the terms of this Interim
Order;

(V)

scheduling, pursuant to Bankruptcy Rule 4001, a final hearing (the "Final
Hearing") granting the relief requested in the Motion on a final basis
pursuant to the final order (the "Final Order"): and

(VI)

waiving any applicable stay with respect to the effectiveness and
enforceability of this Interim Order (including a waiver pursuant to
Bankruptcy Rule 6004(h)).

The Interim Hearing having been held by this Court on July 15, 2015; and upon the
record made by the Debtors at the Interim Hearing (including the First Day Declaration); and this
3
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Court having heard and resolved or overruled all objections to the interim relief requested in the
Motion; and it appearing that the interim relief requested in the Motion is in the best interests of
the Debtors, their estates and creditors; and after due deliberation and consideration and
sufficient cause appearing therefor,
IT IS FOUND, DETERMINED, ORDERED AND ADJUDGED, that:
1.

The Motion. The Motion is granted on an interim basis as set forth herein. Any

objection to the Motion to the extent not withdrawn or resolved is hereby overruled.
2.

Jurisdiction. This Court has core jurisdiction over the above-captioned chapter 11

cases (the "Chapter 11 Cases") commenced on July 15, 2015 (the "Petition Date"), this Motion,
and the parties and property affected hereby pursuant to 28 U.S.C. §§ 157(b) and 1334. Venue is
proper before this Court pursuant to 28 U.S.C. §§ 1408 and 1409.
3.

Statutory Committees. As of the date hereof, no official committee of unsecured

creditors (the "Creditors' Committee") or any other official committee has been appointed in the
Chapter 11 Cases.
4.

Notice. The Debtors have caused notice of the Motion, the relief requested

therein and the Interim Hearing to be served on: (a) the Office of the Bankruptcy Administrator
for the Northern District of Alabama (the "Bankruptcy Administrator"): (b) counsel to the
Administrative Agent; (c) counsel to the First Lien Trustee; (d) counsel to the Second Lien
Trustee; (d) counsel to a steering committee (the "Steering Committee") of First Lien Lenders
and First Lien Noteholders; (e) the Internal Revenue Service; (f) the Securities and Exchange
Commission; (g) the U.S. Environmental Protection Agency; (h) counsel to the United Mine
Workers of America; (i) counsel to the United Steel Workers; (j) the holders of the fifty (50)
largest unsecured claims against the Debtors, on a consolidated basis; and (k) the United States
4
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Attorney for the Northern District of Alabama. Under the circumstances, the notice given by the
Debtors of the Motion, the relief requested therein and of the Interim Hearing constitutes due and
sufficient notice thereof and complies with Bankruptcy Rules 2002 and 4001(b) and (d).
5.

Debtors' Stipulations. Subject to the rights granted to certain parties, other than

the Debtors, to challenge the Prepetition Secured Parties' claims and liens before the termination
of the Challenge Period (as defined herein) as set forth below in paragraph 16, the Debtors admit,
stipulate, and agree that:
(a)

As of the Petition Date, all of the Debtors (excluding Jefferson Warrior

Railroad Company, Inc., Jim Walter Homes, LLC, Walter Home Improvement, Inc., Blue Creek
Energy, Inc., Sloss-Sheffield Steel & Iron Company, SP Machine, Inc., and V Manufacturing
Company) (collectively, the "Obligated Debtors") were unconditionally indebted and liable to
the Prepetition Secured Parties, without defense, counterclaim or offset of any kind, for the
following:
(i)

all debts, liabilities and obligations of every kind and nature owed by
the Obligated Debtors under the First Lien Credit Documents,
including, without limitation, the Loans (as defined in the Credit
Agreement) made by the First Lien Lenders to such Debtors in the
outstanding aggregate principal amount of $978,178,601.35 of term
loans, and US$ 54,153,604.00 and C$24,070,494.00 (the "Canadian
LCs") in outstanding letters of credit, plus accrued and unpaid interest,
fees (including any prepayment fees), expenses, penalties, premiums
and other obligations incurred in connection therewith, in each case in
accordance with the terms of the First Lien Credit Documents
(collectively, the "Credit Agreement Obligations"); the Credit
Agreement Obligations are unconditionally guaranteed by the U.S.
Subsidiary Guarantors (as defined in the Credit Agreement) and are
secured by first priority security interests in and liens on (the "Credit
Agreement Liens") substantially all of the assets of Walter and the
U.S. Subsidiary Guarantors, including Cash Collateral (as defined
herein) (the "Prepetition Collateral"), pursuant to and on the terms set
forth in (A) the U.S. Guaranty and Collateral Agreement, dated as of
April 1,2011 (as amended, restated, supplemented or otherwise
modified from time to time, the "1L Security Agreement"), among
5
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Walter, the U.S. Subsidiary Guarantors and Morgan Stanley Senior
Funding, Inc., as collateral agent (in such capacity, the "Credit
Agreement Collateral Agent"). (B) the Grant of Security Interest in
United States Trademarks, dated as of April 1, 2011, made by Walter
to the Credit Agreement Collateral Agent, and (C) such other
mortgage, security, pledge, guaranty and collateral agreements
executed in connection with the Credit Agreement;
(ii)

all debts, liabilities and obligations of every kind and nature owed by
the Obligated Debtors under the First Lien Indenture Documents
(collectively, the "First Lien Indenture Obligations" and together with
the Credit Agreement Obligations, the "First Lien Obligations"),
including, without limitation, the Notes (as defined in the First Lien
Indenture) issued to the First Lien Noteholders in the outstanding
aggregate principal amount of $970,000,000 under the First Lien
Indenture, plus accrued and unpaid interest, fees, penalties, premium,
expenses and other obligations incurred in connection therewith, in
each case in accordance with the terms of the First Lien Indenture
Documents; the First Lien Indenture Obligations are unconditionally
guaranteed by the same entities that have guaranteed the Credit
Agreement Obligations and secured, pari passu with the Credit
Agreement Liens, by first priority security interests in and liens on the
Prepetition Collateral (collectively with the Credit Agreement Liens,
the "Prepetition First Priority Liens"), pursuant to and in accordance
with the terms of (A) the First-Lien Notes Collateral Agreement, dated
as of September 27, 2013 (as amended, restated, supplemented or
otherwise modified from time to time, the "1L Notes Collateral
Agreement"), among Walter, certain of its subsidiaries from time to
time party thereto and Wilmington Trust, National Association (as
successor to Union Bank, N.A.), as collateral agent (in such capacity,
the "1L Notes Collateral Agent"). (B) the Grant of Security Interest in
United States Trademarks, dated as of September 27, 2013, made by
Walter to the 1L Notes Collateral Agent, and (C) such other mortgage,
security, pledge, guaranty and collateral agreements executed in
connection with the First Lien Indenture; and

(iii)

all debts, liabilities and obligations of every kind and nature owed by
the Obligated Debtors under the Second Lien Indenture Documents
(collectively, the "Second Lien Indenture Obligations" and together
with the First Lien Obligations, the "Prepetition Obligations"),
including, without limitation, the Notes (as defined in the Second Lien
Indenture) issued to the Second Lien Noteholders in the outstanding
aggregate principal amount (including interest that has been
capitalized) of $360.5 million under the Second Lien Indenture, plus
accrued and unpaid interest, fees, penalties, premium, expenses and
other obligations incurred in connection therewith, in each case in
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accordance with the terms of the Second Lien Indenture Documents;
the Second Lien Indenture Obligations are unconditionally guaranteed
by the same entities that have guaranteed the First Lien Obligations
and secured by second priority security interests in and liens on the
Prepetition Collateral (the "Prepetition Second Priority Liens" and
together with the Prepetition First Priority Liens, the "Prepetition
Liens"), pursuant to and in accordance with the terms of (A) the
Second-Lien Notes Collateral Agreement, dated as of March 27, 2014
(as amended, restated, supplemented or otherwise modified from time
to time, the "2L Notes Collateral Agreement"), among Walter, certain
of its subsidiaries from time to time party thereto and Wilmington
Trust, National Association, as collateral agent (in such capacity, the
"2L Notes Collateral Agent"). (B) the Grant of Security Interest in
United States Trademarks, dated as of March 27, 2014, made by
Walter to the 2L Notes Collateral Agent, and (C) all other mortgage,
security, pledge, guaranty and collateral agreements executed in
connection with the Second Lien Indenture.
(b)

The Prepetition Obligations constitute the legal, valid, binding, non-

avoidable obligations of the Obligated Debtors.
(c)

The Prepetition Liens are valid, binding, perfected, non-avoidable, and

enforceable liens on and security interests in the Prepetition Collateral, subject in each case,
solely as among the Prepetition Secured Parties, to the terms of the Intercreditor Agreement (as
defined herein) and, prior to giving effect to this Interim Order, those other liens explicitly
permitted by the applicable Prepetition Debt Documents (in each case, only to the extent such
permitted exceptions were valid, properly perfected, non-avoidable liens senior in priority to the
respective liens and security interests of the Prepetition Secured Parties on the Petition Date) (the
"Permitted Priority Liens"), if any.
(d)

(i) No portion of the Prepetition Obligations, the Prepetition Debt

Documents, and the transactions contemplated thereby is subject to contest, attack, objection,
recoupment, defense, setoff, counterclaim, avoidance, recharacterization,

reclassification,

reduction, disallowance, recovery, disgorgement, attachment, "claim" (as defined in the
7
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Bankruptcy Code), impairment, subordination or other challenge pursuant to the Bankruptcy
Code or applicable nonbankruptcy law; (ii) the Debtors do not have any claims, challenges,
counterclaims, causes of action, defenses, recoupment, disgorgement, or setoff rights related to
the Prepetition Obligations or the Prepetition Debt Documents, whether arising under the
Bankruptcy Code or applicable nonbankruptcy law, on or prior to the date hereof, against the
Prepetition Secured Parties and their respective affiliates, subsidiaries, agents, officers, directors,
employees, attorneys and advisors; and (iii) the Debtors each irrevocably waive, for themselves,
and their subsidiaries, shareholders, and affiliates, any right to challenge or contest in any way
the perfection, validity, priority and enforceability of the Prepetition Liens or the validity or
enforceability of the Prepetition Obligations and the Prepetition Debt Documents. Any order
entered by the Court in relation to the establishment of a bar date for any claims (including
without limitation administrative expense claims) in any of the Chapter 11 Cases or any
successor cases shall not apply to the Prepetition Secured Parties. The Prepetition Obligations,
Prepetition Liens, interests, rights, priorities and protections granted to, or in favor of the
Prepetition Secured Parties, as set forth in this Interim Order and in the applicable Prepetition
Debt Documents shall be deemed a timely filed proof of claim on behalf of these Prepetition
Secured Parties in each of these Chapter 11 Cases, and none of the Prepetition Secured Parties
shall be required to file a proof of claim with respect thereto.
(e)

Each of the Debtors and the Debtors' estates, on its own behalf and on

behalf of its past, present and future predecessors, successors, heirs, subsidiaries, and assigns
(collectively, the "Releasors") shall, to the maximum extent permitted by applicable law,
unconditionally, irrevocably, fully and forever release, remise, acquit, relinquish, irrevocably
waive and discharge each of the Prepetition Secured Parties and each of their respective former,
8
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current, or future officers, employees, directors, agents, representatives, owners, members,
partners, financial advisors, legal advisors, shareholders, managers, consultants, accountants,
attorneys, affiliates, and predecessors in interest (collectively, the "Releasees") of and from any
and all claims, demands, liabilities, responsibilities, disputes, remedies, causes of action,
indebtedness and obligations, rights, assertions, allegations, actions, suits, controversies,
proceedings, losses, damages, injuries, attorneys' fees, costs, expenses, or judgments of every
type, whether known, unknown, asserted, unasserted, suspected, unsuspected, accrued,
unaccrued, fixed, contingent, pending, or threatened including, without limitation, all legal and
equitable theories of recovery, arising under common law, statute or regulation or by contract, of
every nature and description that exist on the date hereof relating to any of the Prepetition Debt
Documents, or the transactions contemplated under such documents, including, without
limitation, (i) any so-called "lender liability," equitable subordination, equitable disallowance or
recharacterization claims or defenses, (ii) any and all claims and causes of action arising under
the Bankruptcy Code, and (iii) any and all claims and causes of action regarding the validity,
priority, perfection or avoidability of the Prepetition Liens and the Prepetition Obligations. The
Debtors' acknowledgments, stipulations, and releases shall be binding on the Debtors and their
respective representatives, successors and assigns and, only subject to any action timely
commenced by a Creditors' Committee (to the extent appointed) or any other party in interest,
and in any case which is granted the requisite standing before the expiration of the Challenge
Period (as defined herein) as provided in paragraph 16, on each of the Debtors' estates, all
creditors thereof and each of their respective representatives, successors and assigns, including,
without limitation, any trustee or other representative appointed by the Court, whether such
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trustee or representative is appointed in cases under chapter 11 or chapter 7 of the Bankruptcy
Code.
(f)

For purposes of this Interim Order, the term "Cash Collateral" shall mean

and include all "cash collateral" as defined in section 363 of the Bankruptcy Code in which the
Prepetition Secured Parties have a perfected lien, security interest or other interest, in each case
whether existing on the Petition Date, arising pursuant to this Interim Order, or otherwise. The
Debtors stipulate that any and all of the Debtors' cash, cash equivalents, negotiable instruments,
investment property, securities, and any amounts generated from the use, sale, lease or other
disposition of the Prepetition Collateral, in each case wherever located, constitute Cash
Collateral and Prepetition Collateral of the Prepetition Secured Parties.
(g)

As of the Petition Date, the Debtors have not brought and are not aware of

any claims, objections, challenges, causes of action, including without limitation, avoidance
claims under chapter 5 of the Bankruptcy Code against the Prepetition Secured Parties arising
out of or related to the Prepetition Obligations.
(h)

To the Debtors' knowledge, as of the Petition Date, there were no other

perfected liens on or security interests in the Prepetition Collateral except for the Prepetition
Liens and the Permitted Priority Liens.
6.

Section 552(b). Each of the Prepetition Secured Parties shall be entitled to all of

the rights and benefits of Bankruptcy Code section 552(b). Subject to, and effective upon entry
of the Final Order, the "equities of the case" exception under Bankruptcy Code section 552(b)
shall not apply to the Prepetition Secured Parties with respect to proceeds, products, or profits of
any of the Prepetition Collateral.

10
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7.

Findings Regarding the Use of Cash Collateral and Prepetition Collateral.
(a)

Good cause has been shown for the entry of this Interim Order.

(b)

The Debtors have an immediate need to use the Cash Collateral to permit,

among other things, the orderly continuation of their businesses, pay their operating expenses
and preserve the going concern value of the Debtors.
(c)

The preservation and maintenance of the Debtors' businesses and assets is

necessary to maximize value. Absent the Debtors' ability to use Cash Collateral in accordance
with the terms hereof (including, without limitation, the Budget Covenant), the continued
operation of the Debtors' businesses would not be possible, and irreparable harm to the Debtors,
their estates, and their creditors would occur. Authorization to use the Cash Collateral is
therefore (i) critical to the Debtors' ability to maximize the value of these chapter 11 estates, (ii)
in the best interests of the Debtors and their estates, and (iii) necessary to avoid immediate and
irreparable harm to the Debtors, their creditors, and their assets, businesses, goodwill, reputation,
and employees.
(d)

The terms of the use of the Cash Collateral pursuant to this Interim Order

are fair and reasonable, and reflect the Debtors' exercise of prudent business judgment consistent
with their fiduciary duties.
(e)

The Steering Committee, the Administrative Agent, the Credit Agreement

Collateral Agent, the First Lien Trustee, the Second Lien Trustee, the 1L Notes Collateral Agent,
and the 2L Notes Collateral Agent, as applicable, have consented to (or, as applicable, has been
directed to, or it has been asserted that they are deemed to have, consented to pursuant to the
Intercreditor Agreement referred to below), conditioned upon the entry of this Interim Order, the
Debtors' proposed use of Cash Collateral, on the terms and conditions set forth in this Interim
11
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Order and in accordance with the Budget Covenant. Pursuant and subject to the terms of the
Amended and Restated Intercreditor Agreement, dated as of March 27, 2014 (as amended,
supplemented or otherwise modified from time to time, the "Intercreditor Agreement"), among
Walter, the other grantors from time to time party thereto, the Credit Agreement Collateral
Agent, the 1L Notes Collateral Agent, the 2L Notes Collateral Agent, and each additional
Collateral Agent (as defined in the Intercreditor Agreement) and Authorized Representative (as
defined in the Intercreditor Agreement) from time to time party thereto, the 1L Notes Collateral
Agent, the First Lien Noteholders, the 2L Notes Collateral Agent and the Second Lien
Noteholders are precluded from objecting to the use of Cash Collateral under certain
circumstances, including if the Credit Agreement Collateral Agent has consented thereto and the
adequate protection provisions set forth herein are adhered to.
(f)

The continued use of Cash Collateral has been negotiated in good faith

and at arms' length among the Debtors, the Steering Committee, the Credit Agreement Collateral
Agent (on behalf of the First Lien Lenders) and the Administrative Agent, as applicable, and,
therefore, the use of the Cash Collateral by the Debtors in accordance with the terms of this
Interim Order shall be deemed to have been extended, issued, or made in "good faith".
(g)

The Debtors and certain of the Prepetition Secured Parties have entered

into that certain Restructuring Support Agreement (as amended from time to time in accordance
therewith, the "RSA"), which contains the parties' agreements and undertakings with respect to
the Debtors' restructuring.
8.

Authorization of Use of Cash Collateral. Subject to the terms hereof and in

accordance with the Budget Covenant, the Debtors are hereby authorized to use the Cash
Collateral during the period from the Petition Date through and including the Termination Date
12
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for: (a) working capital requirements; (b) general corporate purposes; (c) adequate protection
payments to the Prepetition Secured Parties as contemplated herein; and (d) the costs and
expenses of administering these Chapter 11 Cases (including payments benefiting from the
Carve-Out) incurred in the Chapter 11 Cases; provided that the Debtors shall not be authorized to
use Cash Collateral to pay fees or expenses (x) in excess of $50,000 per month (the
"Committee Monthly Cap"), on account of Professional Persons (as defined herein) retained by
any official committee appointed in these Chapter 11 Cases, including any Creditors'
Committee, (y) in excess of $25,000 (the "Investigation Budget") for the Creditors' Committee
to investigate (but not prepare, initiate or prosecute) Claims and Defenses (as defined herein)
against the Prepetition Secured Parties before the termination of the Challenge Period (as defined
herein), or (z) to initiate or prosecute proceedings or actions on account of any Claims and
Defenses against the Prepetition Secured Parties.

For the avoidance of doubt and

notwithstanding any other provision of this Interim Order, other than the Investigation Budget
(which may be used solely for the purposes authorized in this paragraph 8), no Cash Collateral,
Prepetition Collateral, Collateral or any proceeds thereof, or any portion of the Carve-Out may
be used directly or indirectly by any Debtor, any official committee appointed in the case,
including the Creditors' Committee, or any trustee appointed in the Chapter 11 Cases or any
successor case, or any other person, party or entity to (i) investigate, object, contest, or raise any
defense to the validity, perfection, priority, extent, or enforceability of the Prepetition
Obligations, the Prepetition Liens or any action purporting to do any of the foregoing; (ii)
investigate, assert or prosecute any Claims and Defenses against the Prepetition Secured Parties
or their respective predecessors-in-interest, agents, affiliates, representatives, attorneys, or
advisors or any action purporting to do the foregoing in respect of the Prepetition Obligations
13
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and/or the Prepetition Liens; (iii) prevent, hinder, or otherwise delay the Prepetition Secured
Parties' enforcement, or realization on the Prepetition Obligations, Cash Collateral, the
Prepetition Liens, the Adequate Protection Obligations, or the Adequate Protection Liens in
accordance with the Interim Order; (iv) seek to modify any of the rights granted to the
Prepetition Secured Parties hereunder (other than with the consents contemplated hereunder); (v)
apply to the Court for authority to approve superpriority claims or grant liens (other than the
Approved Liens (as defined below)) in the Collateral or any portion thereof that are senior to, or
on parity with, the Adequate Protection Liens, Superpriority Claims or Prepetition Liens, unless
all Prepetition Obligations and claims under this Interim Order and the Final Order have been
refinanced or paid in full in cash (including the cash collateralization of any letters of credit) or
otherwise agreed to in writing by the Administrative Agent and the Steering Committee, each in
its sole discretion; or (vi) seek to pay any amount on account of any claims arising prior to the
Petition Date unless such payments are agreed to in writing by the Steering Committee in its sole
discretion, are authorized in any "first day" orders, or are otherwise included in the Approved
Budget.
9.

Entitlement to Adequate Protection. The Prepetition Secured Parties are entitled

to adequate protection of their respective interests in the Prepetition Collateral (including,
without limitation, the Cash Collateral) on which the Prepetition Secured Parties hold perfected
security interests as of the Petition Date in an amount equal to the aggregate postpetition
diminution in value of the Prepetition Collateral, including any Cash Collateral, from and after
the Petition Date (such diminution in value, the "Diminution in Value"), including, without
limitation, to the extent such diminution results from the sale, lease or use by the Debtors of the
Prepetition Collateral, the subordination of the Prepetition Liens to the Carve-Out, or the
14
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imposition of the automatic stay pursuant to Bankruptcy Code section 362 (such adequate
protection, as set forth in paragraphs 10 and 11 below, the "Adequate Protection Obligations").
10.

Adequate Protection Claims and Liens.
(a)

Adequate Protection for the First Lien Secured Parties. As adequate

protection for the Diminution in Value of the Prepetition Collateral, the First Lien Secured
Parties are hereby granted the following claims, liens, rights and benefits:
(i)

First Lien Superpriority Claim. The Adequate Protection Obligations
due to the First Lien Secured Parties (the "First Lien Adequate
Protection Obligations") shall constitute allowed joint and several
superpriority claims against each of the Debtors as provided in
Bankruptcy Code section 507(b) (collectively, the "First Lien
Superpriority Claim"), with priority over any and all administrative
expenses and all other claims against the Debtors, now existing or
hereafter arising, of any kind whatsoever, including, without
limitation, all other administrative expenses of the kind specified in
Bankruptcy Code sections 503(b) and 507(b), and over any and all
other administrative expenses or other claims arising under any other
provision of the Bankruptcy Code, including, without limitation,
Bankruptcy Code sections 105, 326, 327, 328, 330, 331, 365, 503, 506,
507(a), 507(b), 546, 552, 726, 1113 or 1114, whether or not such
expenses or claims may become secured by a judgment lien or other
nonconsensual lien, levy or attachment, subject and subordinate only
to the Carve-Out;

(ii)

First Lien Adequate Protection Liens. Subject to the Carve-Out, as
security for the First Lien Adequate Protection Obligations, effective
as of the Petition Date and perfected without the necessity of the
execution by the Debtors (or recordation or other filing) of security
agreements, control agreements, pledge agreements, financing
statements, mortgages or other similar documents, or the possession or
control by the First Lien Secured Parties of any Postpetition Collateral
(as defined below), the following security interests and liens are
hereby granted to the First Lien Secured Parties (all such liens and
security interests, the "First Lien Adequate Protection Liens"):
(A) Pursuant to Bankruptcy Code sections 361(2) and
363(c)(2), a valid, binding, continuing, enforceable, fullyperfected, non-avoidable additional and replacement first priority
lien on, and security interest in, all property (including any
previously unencumbered property), whether now owned or
15
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hereafter acquired or existing and wherever located, of each Debtor
and each Debtor's "estate" (as created pursuant to Bankruptcy
Code section 541(a)), of any kind or nature whatsoever, real or
personal, tangible or intangible, and now existing or hereafter
acquired or created, including, without limitation, all cash,
accounts, inventory, goods, contract rights, mineral rights,
instruments, documents, chattel paper, patents, trademarks,
copyrights, and licenses therefor, accounts receivable, receivables
and receivables records, general intangibles, payment intangibles,
tax or other refunds, insurance proceeds, letters of credit, owned
real estate, real property leaseholds, fixtures, deposit accounts,
commercial tort claims, securities accounts, instruments,
investment property, letter-of-credit rights, supporting obligations,
machinery and equipment, real property, leases (and proceeds from
the disposition thereof), all of the issued and outstanding capital
stock of each Debtor (other than Walter), other equity or
ownership interests held by a Debtor, including equity interests in
subsidiaries and non-wholly-owned subsidiaries, money,
investment property, and causes of action (including causes of
action arising under Bankruptcy Code section 549 and any related
action under Bankruptcy Code section 550) and, subject to entry of
the Final Order, the proceeds of any causes of action under
Bankruptcy Code sections 502(d), 544, 545, 547, 548, 550 (except
as provided above) or 553 or the proceeds of any other avoidance
actions under the Bankruptcy Code or applicable non-bankruptcy
law (collectively, the "Avoidance Actions"), Cash Collateral, and
all cash and non-cash proceeds, rents, products, substitutions,
accessions, and profits of any of the collateral described above,
documents, vehicles, intellectual property, securities, partnership
or membership interests in limited liability companies and capital
stock, including, without limitation, the products, proceeds and
supporting obligations thereof, whether in existence on the Petition
Date or thereafter created, acquired, or arising and wherever
located (all such property (including the Junior Collateral (as
defined herein)), other than the Prepetition Collateral in existence
immediately prior to the Petition Date, being collectively referred
to as, the "Postpetition Collateral" and collectively with the
Prepetition Collateral, the "Collateral"), which liens and security
interests shall be senior to any and all other liens and security
interests other than the Carve-Out and the Permitted Priority Liens,
if any, and liens granted to third parties on Cash Collateral to
secure Approved Collateralized Obligations (as defined below)
(the "Approved Liens").
(B)
Subject to the Carve-Out, pursuant to Bankruptcy Code
sections 361(2) and 363(c)(2), a valid, binding, continuing,
16
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enforceable, fully-perfected non-avoidable junior priority
replacement lien on, and security interest in, all property, whether
now owned or hereafter acquired or existing and wherever located,
of each Debtor and each Debtor's "estate" (as created pursuant to
Bankruptcy Code section 541(a)), property of any kind or nature
whatsoever, real or personal, tangible or intangible, and now
existing or hereafter acquired or created, including, without
limitation, all cash, accounts, inventory, goods, contract rights,
mineral rights, instruments, documents, chattel paper, patents,
trademarks, copyrights, and licenses therefor, accounts receivable,
receivables and receivables records, general intangibles, payment
intangibles, tax or other refunds, insurance proceeds, letters of
credit, contracts, owned real estate, real property leaseholds,
fixtures, deposit accounts, commercial tort claims, securities
accounts, instruments, investment property, letter-of-credit rights,
supporting obligations, machinery and equipment, real property,
leases (and proceeds from the disposition thereof), all of the issued
and outstanding capital stock of each Debtor (other than Walter),
other equity or ownership interests held by a Debtor, including
equity interests in subsidiaries and non-wholly-owned subsidiaries,
money, investment property, causes of action, Cash Collateral, and
all cash and non-cash proceeds, rents, products, substitutions,
accessions, and profits of any of the collateral described above,
documents, vehicles, intellectual property, securities, partnership
or membership interests in limited liability companies and capital
stock, including, without limitation, the products, proceeds and
supporting obligations thereof, whether now existing or hereafter
acquired, that is subject only to (x) the Permitted Priority Liens, or
(y) valid and non-avoidable liens in existence immediately prior to
the Petition Date that are perfected after the Petition Date to the
extent permitted by Bankruptcy Code section 546(b), which valid,
perfected and unavoidable liens are senior in priority to the
security interests and liens in favor of the Administrative Agent
and the First Lien Trustee (the "Junior Collateral").
(C)
The Adequate Protection Liens shall not be (1) subject or
subordinate to, or pari passu with, (a) any lien or security interest
that is avoided and preserved for the benefit of the Debtors and
their estates under Bankruptcy Code section 551 or (b) any lien or
security interest arising on or after the Petition Date subject to the
Carve-Out, or (2) except as otherwise set forth in paragraphs
10(a)(ii)(A) and 10(a)(ii)(B) hereof, subordinated to or made pari
passu with any other lien, claim or security interest under
Bankruptcy Code sections 363 or 364 or otherwise.
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(iii)

Carve-Out.
For purposes hereof, the "Carve-Out" shall mean,
following the Termination Date, the sum of: (A) all fees required to be
paid to the clerk of the Court and the Bankruptcy Administrator
(without regard to the Carve-Out Trigger Notice (as defined herein));
(B) reasonable fees and expenses up to $25,000 in the aggregate
incurred by a trustee appointed under Bankruptcy Code section 726(b)
(without regard to the Carve-Out Trigger Notice); (C) subject to the
Committee Monthly Cap with respect to Professional Fees incurred by
Professional Persons retained by the Creditors' Committee or any
other statutory committee appointed in the Chapter 11 Cases, and
subject to any Professional Fees permitted to be incurred under the
Investigation Budget, to the extent allowed, whether by interim order,
procedural order or otherwise, all accrued and unpaid reasonable fees,
costs, and expenses (the "Professional Fees") incurred by persons or
firms retained by the Debtors, the Creditors' Committee or any other
statutory committee appointed in the Chapter 11 Cases (if any)
pursuant to Bankruptcy Code section 327, 328, or 363 (collectively,
the "Professional Persons") at any time before or on the day of
delivery by the Administrative Agent or Steering Committee of a
Carve-Out Trigger Notice (the "Pre-Trigger Date Fees"); and (D) after
the delivery by the Administrative Agent or Steering Committee of the
Carve-Out Trigger Notice (the "Trigger Date"), to the extent allowed
at any time, whether by interim order, procedural order or otherwise,
the payment of (1) all Professional Fees of Professional Persons
retained by the Debtors and (2) subject to the Committee Monthly
Cap, the payment of Professional Fees of Professional Persons
incurred by the Creditors' Committee or any other statutory committee
appointed in the Chapter 11 Cases, not to exceed $5 million in the
aggregate for clauses (1) and (2) incurred after the Trigger Date (the
amount set forth in this clause (D) being the "Post-Carve Out Trigger
Notice Cap"): provided that nothing herein shall be construed to
impair the ability of any party to object to the fees, expenses,
reimbursement or compensation described in clauses (C) or (D) above,
on any grounds. On the day on which a Carve-Out Trigger Notice is
given to the Debtors, such Carve-Out Trigger Notice also shall
constitute a demand to the Debtors to utilize all cash on hand as of
such date and any available cash thereafter held by any Debtor to fund
a reserve in an aggregate amount equal to the accrued and unpaid PreTrigger Date Fees plus the Post-Carve Out Trigger Notice Cap, and the
Debtors shall deposit and hold any such amounts in a segregated
account at a financial institution selected by the Debtors for such
purpose and solely for the benefit of the Professional Persons entitled
thereto. The reserved funds shall be released from time to time from
the segregated account to pay when due any Pre-Trigger Date Fees and
any fees and expenses incurred after Post-Carve Out Trigger Notice
that are included in the Post-Carve Out Trigger Notice Cap under
18
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clause (D) above. Such account and amounts therein shall be free and
clear of all liens, claims and interests of any party other than the
Professional Persons entitled thereto. Notwithstanding the foregoing,
(X) the Carve-Out shall not include, apply to or be available for any
fees or expenses incurred by any party in connection with (1) the
investigation, preparation, initiation or prosecution of any claims,
causes of action, proceeding, adversary proceeding or other litigation
against any of the Prepetition Secured Parties (in such capacity),
including challenging the amount, validity, perfection, priority or
enforceability of or asserting any defense, counterclaim or offset to,
the Prepetition Obligations and the Prepetition Liens granted under the
Prepetition Debt Documents in favor of the Prepetition Secured
Parties, including, without limitation, for lender liability or pursuant to
Bankruptcy Code section 105, 510, 544, 547, 548, 549, 550 or 552,
applicable nonbankruptcy law or otherwise; (2) attempts to modify any
of the rights granted to the Prepetition Secured Parties hereunder
(other than with the consents contemplated hereunder); (3) attempts to
prevent, hinder or otherwise delay any of the Prepetition Secured
Parties' enforcement or realization upon any Collateral in accordance
with the Prepetition Debt Documents and this Interim Order; or (4)
paying any amount on account of any claims arising before the
Petition Date unless such payments are approved by an order of this
Court, in the Approved Budget or otherwise consented to by the
Steering Committee in its sole discretion, and (Y) so long as the
Carve-Out Trigger Notice shall not have been delivered, the Carve-Out
shall not be reduced by the payment of Professional Fees allowed at
any time by this Court. Any claim incurred in connection with any of
the activities described above (other than as permitted in connection
with the Investigation Budget in an amount not exceeding such
Investigation Budget) shall not be allowed, treated or payable as an
administrative expense claim for purposes of section 1129(a)(9)(A) of
Bankruptcy Code. For purposes of the foregoing, "Carve-Out Trigger
Notice" shall mean a written notice delivered by the Administrative
Agent or the Steering Committee to the Debtors, Debtors' counsel, the
Bankruptcy Administrator, and counsel to the Creditors' Committee (if
any), upon the occurrence and during the continuance of a Termination
Event (as defined below), stating that the Post-Carve Out Trigger
Notice Cap has been invoked. For the avoidance of doubt and
notwithstanding anything to the contrary herein or in the Prepetition
Debt Documents, the Carve-Out shall be senior to all liens and claims
arising out of the Prepetition Debt Documents, including the
Prepetition Liens, the Adequate Protection Liens, the Superpriority
Claims, and any and all other forms of adequate protection, liens or
claims securing or relating to the Prepetition Obligations.
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(b)

Adequate Protection for the Second Lien Trustee and Second Lien

Noteholders. As adequate protection for the Diminution in Value of their liens and interests in
the Prepetition Collateral, the Second Lien Trustee and the Second Lien Noteholders are hereby
granted the following claims, liens, rights and benefits:

11.

(i)

Second Lien Superpriority Claims. The Adequate Protection
Obligations due to the Second Lien Trustee and the Second Lien
Noteholders (the "Second Lien Adequate Protection Obligations")
shall constitute joint and several superpriority claims against the
Debtors as provided in Bankruptcy Code section 507(b) (the "Second
Lien Superpriority Claim" and together with the First Lien
Superpriority Claim, the "Superpriority Claims"), subject and
subordinate only to the Carve Out, the First Lien Superpriority Claim
and the First Lien Obligations.

(ii)

Second Lien Adequate Protection Liens. As security for the Second
Lien Adequate Protection Obligations, effective as of the Petition Date
and perfected without the necessity of the execution by the Debtors (or
recordation or other filing) of security agreements, control agreements,
pledge agreements, financing statements, mortgages or other similar
documents, or the possession or control by the Second Lien Indenture
Trustee of any Postpetition Collateral, security interests and liens are
hereby granted to the Second Lien Indenture Trustee for the benefit of
the Second Lien Noteholders on the Postpetition Collateral, subject
and subordinate only to the (A) the Carve-Out, (B) the First Lien
Adequate Protection Liens, (C) the liens and security interests securing
the First Lien Obligations, (D) the Permitted Priority Liens, and (E)
Approved Liens, and subject further to the Intercreditor Agreement (all
such liens and security interests, the "Second Lien Adequate
Protection Liens." and collectively with the First Lien Adequate
Protection Liens, the "Adequate Protection Liens").

Additional Adequate Protection. As additional adequate protection:
(a)

Payments:

The Debtors are authorized and directed to pay to the

Administrative Agent, for the ratable benefit of the First Lien Lenders (including in respect of
any unreimbursed drawings on letters of credit), and to the First Lien Trustee, for the ratable
benefit of the First Lien Noteholders, any accrued, but unpaid interest due as of the Petition Date
and postpetition interest, in cash, pursuant to the terms of, the First Lien Credit Documents (with
20
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the LIBO Rate under the First Lien Credit Documents fixed at 1.00% per annum for purposes of
such postpetition interest payments under the First Lien Credit Documents) and the First Lien
Indenture Documents, respectively, in each case calculated based on 80% of the applicable
contract non-default rate set forth therein and due and payable on a monthly basis (with all
payments of interest to be without prejudice to the rights of the Administrative Agent and the
First Lien Trustee (and any party-in-interest's right to object thereto) to assert a claim for
payment of additional interest at any other rates in accordance with the applicable governing
documents) but without prejudice to the right of any party-in-interest with standing to do so to
seek to recharacterize such payments as principal; provided, any accrued, due but unpaid interest
as of the Petition Date shall be paid promptly upon entry of this Interim Order.
(b)

Agent/Indenture Trustee Fees and Expenses: The Debtors shall promptly

pay, in cash, (x) all Letter of Credit Fees and Facing Fees (each as defined in the Credit
Agreement), and any annual administrative agent fees and other fees set forth in Section 4.01(b)
through (e) of the Credit Agreement (including, in each case, all amounts set forth in Section
4.01(a) through (e) of the Credit Agreement accrued with respect to periods on or prior to the
Petition Date) on the respective dates for the payment (or, in the case of all amounts accrued as
of the Petition Date, promptly upon entry of this Interim Order) of all such fees as provided in
the Credit Agreement, at the applicable non-default rate provided for in the First Lien Credit
Documents with respect to such fees and (y) upon presentment of an applicable invoice to the
Debtors (with a copy of such invoice to be presented contemporaneously to both the Bankruptcy
Administrator and counsel for the Creditors' Committee, if any), all reasonable, actual, and
documented (in customary detail, redacted for privilege and work product) fees, costs and
expenses incurred by each of the Administrative Agent and the First Lien Trustee, including,
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without limitation, the fees, costs and expenses of one lead counsel, one local counsel (if
necessary) and, if needed, one Canadian counsel for each of the Administrative Agent and the
First Lien Trustee, in each case in accordance with the applicable engagement letters (if any) and
the Prepetition Debt Documents and without further order of, or application to, the Court or
notice to any party other than as provided in this paragraph 11(b).
(c)

Steering Committee Fees and Expenses. The Debtors shall promptly pay

in cash upon presentment of an applicable invoice to the Debtors (with a copy of such invoice to
be presented contemporaneously to both the Bankruptcy Administrator and counsel for the
Creditors' Committee, if any), all reasonable, actual, and documented (in customary detail,
redacted for privilege and work product) fees, costs and expenses of (i) Akin Gump Strauss
Hauer & Feld LLP ("Akin Gump"), as lead counsel, Burr Forman LLP ("Burr Forman"). as
Alabama counsel, Cassels Brock & Blackwell LLP ("Cassels"). as Canadian counsel, and Lazard
Freres & Co. LLC, as financial advisor, to the Steering Committee ("Lazard" and together with
Akin Gump, Burr Forman and Cassels, the "Steering Committee Advisors") and (ii) any
consultants or other advisors retained by the Steering Committee (and not by individual Steering
Committee members) (the parties described in this paragraph 1 l(c)(ii) collectively, the "Consultants")
in connection with the Restructuring (as defined in the RSA); provided that the Steering
Committee shall provide notice to the Debtors prior to retaining any such Consultants, in each
case, in accordance with engagement letters (if any) of such professional (including the
Restructuring Fee as defined in Lazard's engagement letter), and in each case, without further
order of, or application to, the Court or notice to any party other than as provided in this
paragraph 11(c); provided, however, that Lazard's Restructuring Fee shall be subject to the entry
of the Final Order; provided further that no success fees shall be payable to any Consultant. In
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addition, the Debtors shall promptly reimburse each Steering Committee member in cash for all
reasonable and documented out-of-pocket costs and expenses (without limiting the Debtors'
obligations pursuant to the previous sentence, which out-of-pocket costs and expenses should not
include any advisor and professional fees for such individual Steering Committee member)
incurred by such member in connection with the Restructuring.
(d)

Credit Bidding. The Administrative Agent (on behalf of the First Lien

Lenders), the First Lien Trustee (on behalf of the First Lien Noteholders) and the Second Lien
Trustee (on behalf of the Second Lien Noteholders) (but only if any such credit bid provides, to
the extent set forth in the Intercreditor Agreement, for the payment in full and in cash of all
Prepetition Obligations owed to the First Lien Secured Parties and any amounts due and owing
to the First Lien Secured Parties under this Interim Order and the Final Order, and provides for
the cash collateralization of any letters of credit in accordance with the First Lien Credit
Documents and this Interim Order and the Final Order), as applicable, shall have the right to
credit bid (X) up to the full amount of the remaining Prepetition Obligations under the First Lien
Credit Documents, First Lien Indenture Documents and the Second Lien Indenture Documents,
respectively and (Y) the First Lien Superpriority Claims, the Second Lien Superpriority Claims,
and any unpaid amounts due and owing under paragraph 11(a) through (c) hereof, as applicable,
in the sale of any of the Collateral, including, without limitation, (a) pursuant to Bankruptcy
Code section 363, (b) a plan of reorganization or a plan of liquidation under Bankruptcy Code
section 1129, or (c) a sale or disposition by a chapter 7 trustee for any Debtor under Bankruptcy
Code section 725.
(e)

Reporting and Budget Compliance. The Debtors shall comply in all

respects with the provisions of this paragraph 11(e) (the "Budget Covenant"). The initial budget
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shall cover the 12-week period beginning the business week of the Petition Date (the "Initial
Budget Period") and be in the form attached hereto as Exhibit A (the "Initial Budget"). On or
before the last business day of the tenth week of the Initial Budget Period, the Debtors shall
deliver an updated budget (the "Second Budget") for the 12-week period following the Initial
Budget Period (the "Second Budget Period"). On or before the last business day of the tenth
week of the Second Budget Period, the Debtors shall deliver an updated budget (the "Third
Budget" and, together with the Initial Budget and the Second Budget, collectively, the
"Budgets") for the 12-week period following the Second Budget Period (the "Third Budget
Period"). The Budgets shall be delivered to the Steering Committee and the Administrative
Agent, with a copy delivered to the Creditors' Committee; provided that, the Budgets may be
shared on a confidential basis with those Prepetition Secured Parties that have signed a
confidentiality agreement or are otherwise subject to confidentiality restrictions pursuant to the
Prepetition Debt Documents. The Initial Budget will be the first budget utilized for reporting
and permitted variance purposes (the "Approved Budget"). The Second Budget and the Third
Budget provided thereafter shall be of no force and effect unless and until it is approved by the
Steering Committee and the Administrative Agent, each in its sole discretion. The Steering
Committee and the Administrative Agent, each in its sole discretion, shall approve or reject the
Second Budget or the Third Budget within eleven (11) days after the last day that delivery
thereof is permitted as set forth above; provided that, each of the Second Budget and the Third
Budget shall be deemed approved upon the passage of such eleven (11) day period with no
objection raised by the Steering Committee and the Administrative Agent. Upon the approval by
the Steering Committee and the Administrative Agent, each of the Second Budget and the Third
Budget shall become the "Approved Budget" for the Second Budget Period and the Third Budget
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Period, as applicable. Every week (beginning with the first full week after the Petition Date), on
the fifth business day of such week, the Debtors shall deliver to the Steering Committee
Advisors, the advisors to the Administrative Agent and the advisors to the Creditors' Committee,
a weekly variance report from the previous week comparing the actual cash receipts and
disbursements of the Debtors with the receipts and disbursements in the Approved Budget (the
"Budget Variance Report"): provided that, the Budget Variance Report may be shared with the
Administrative Agent and the Steering Committee. The Budget Variance Report shall include,
among other things, (a) details regarding amounts paid under any order of the Court; (b) a
detailed comparison, including commentary, of each week's performance against the Approved
Budget; and (c) a detailed comparison, including commentary, of aggregate performance since
the commencement of the Approved Budget against such Approved Budget. The Debtors shall
not allow (x) (i) "Cumulative Net Cash Flow" for the relevant Testing Period to have a negative
variance of more than $20 million from the "Cumulative Net Cash Flow" line item set forth in
the Initial Budget and (ii) "Cumulative Disbursements" for the relevant Testing Period to have a
negative variance of more than the greater of (a) $7.5 million and (b) 5% of "Cumulative
Disbursements" set forth in the Initial Budget for the relevant Testing Period from the
"Cumulative Disbursements" line item set forth in the Initial Budget, (y) (i) "Cumulative Net
Cash Flow" for the relevant Testing Period to have a negative variance of more than $20 million
from the "Cumulative Net Cash Flow" line item set forth in the Second Budget and (ii)
"Cumulative Disbursements" for the relevant Testing Period to have a negative variance of more
than the greater of (a) $7.5 million and (b) 5% of "Cumulative Disbursements" set forth in the
Second Budget for the relevant Testing Period from the "Cumulative Disbursements" line item
set forth in the Second Budget and (z) (i) "Cumulative Net Cash Flow" for the relevant Testing
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Period to have a negative variance of more than $20 million from the "Cumulative Net Cash
Flow" line item set forth in the Third Budget and (ii) "Cumulative Disbursements" for the
relevant Testing Period to have a negative variance of more than the greater of (a) $7.5 million
and (b) 5% of "Cumulative Disbursements" set forth in the Third Budget for the relevant Testing
Period from the "Cumulative Disbursements" line item set forth in the Third Budget. For
purposes of the Cumulative Net Cash Flow and Cumulative Disbursements variance tests set
forth above, (i) "Testing Period" shall mean (x) with respect to clause (x) in the prior sentence,
the first two week period of the Initial Budget Period, and each cumulative period beginning with
the beginning of the Initial Budget Period and ending every two weeks after the first two week
period, (y) with respect to clause (y) in the prior sentence, the first two week period of the
Second Budget Period, and each cumulative period beginning with the beginning of the Second
Budget Period and ending every two weeks after the first two week period, and (z) with respect
to clause (z) in the prior sentence, the first two week period of the Third Budget Period, and each
cumulative period beginning with the beginning of the Third Budget Period and ending every
two weeks after the first two week period and (ii) "Cumulative Net Cash Flow" and "Cumulative
Disbursements" shall not include, but shall otherwise be permitted to be paid in accordance
herewith, (w) adequate protection payments, (x) fees and expenses of professionals retained
outside the ordinary course of business, (y) the Debtors' use of the Cash Collateral to
collateralize any new, replaced or renewed letters of credit, surety bonds or workers'
compensation obligations, in each case, that has been consented to by the Steering Committee in
its sole discretion (collectively, the "Approved Collateralized Obligations") and (z) key
employee retention payments approved by both the Steering Committee and the Court. The
Debtors shall not allow cumulative capital expenditures beginning July 1, 2015, as calculated on
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a GAAP basis, to exceed the amounts set forth in the Debtors' projected capital expenditure
budget attached as an exhibit to the Initial Budget by more than the greater of (x) $5 million and
(y) 20%. Such capital expenditure variance shall be tested as of the end of each calendar month,
and the Debtors shall deliver to the Steering Committee Advisors, the advisors to the
Administrative Agent and the advisors to the Creditors' Committee a variance report calculating
such variance no later than 15 business days following the end of each calendar month,
beginning with July 2015.
(f)

Access to Records/Financial Reporting.

In addition to, and without

limiting, whatever rights of access the Prepetition Secured Parties have under the Prepetition
Debt Documents, upon reasonable notice, at reasonable times and subject to appropriate
confidentiality protections, the Debtors shall permit representatives and agents of the Steering
Committee and the Administrative Agent (i)to have access to and inspect the Debtors'
properties, subject to reasonable safety precautions, (ii) to examine the Debtors' books and
records, and (iii) to discuss the Debtors' affairs, finances and condition with the Debtors' officers
and financial advisors. In addition, the Debtors shall provide to the Steering Committee
Advisors and the advisors to the Administrative Agent, on a monthly basis, reports setting forth
(i) substantive mine-by-mine details of the Debtors' operating performance, including its nondebtor subsidiaries and (ii) a detailed comparison, including commentary, of the month's actual
operating performance against the projections, substantially in form and substance consistent
with the Company's historical monthly reporting to the Board of Directors, as modified to
include summary mine-level operating and financial data.
(g)

Executory Contracts and Unexpired Leases. The Debtors will work with

the Steering Committee and its advisors to determine which executory contracts and unexpired
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leases should be assumed or rejected by the Debtors. The Debtors will provide the Steering
Committee and its advisors with all necessary information in order to analyze such a decision.
Other than in connection with the 363 Sale (as defined in the RSA) where the Purchaser (as
defined in the Sale Term Sheet attached as Exhibit C to the RSA) is not the winning bidder for
the Assets (as defined in the RSA), the Debtors shall not make any decision with regard to the
assumption or rejection of executory contracts and unexpired leases without first obtaining the
consent of the Steering Committee, which consent shall be in its sole discretion.
(h)

Employee Incentive/Retention Plans. The Debtors shall not seek approval

of any employee incentive or retention plans (or any similar sort of retention or incentive
program) without the prior written consent of the Steering Committee, which consent shall be in
its sole discretion.
(i)

Other Covenants.
1. The Debtors shall maintain their cash management arrangements in a
manner consistent in all material respects with that described in the
Debtors' motion for authority to maintain its existing cash
management system.
2. Except as expressly permitted under the RSA, the Sale Motion (as
defined in the RSA) or other "first day" pleadings, the Debtors shall
not use, sell or lease any material assets outside the ordinary course of
business, or seek authority of this Court to the extent required by
Bankruptcy Code section 363, without obtaining the prior written
consent of the Steering Committee, which consent shall be in its sole
discretion, and prior consultation with the Administrative Agent and
the First Lien Trustee at least five (5) business days prior to the date on
which the Debtors seek the Court's authority for such use, sale or
lease. Subject to paragraph 10(a)(iii) hereof and the rights of any
holder of a Permitted Priority Lien thereon, in the event of any such
sale, lease, transfer, license, or other disposition of property of the
Debtors (other than a disposition of all or substantially all of the
Debtors' assets) that constitutes Collateral outside the ordinary course
of business (to the extent permitted by the Prepetition Debt Documents
and this Interim Order) the Debtors are authorized and directed,
without further notice or order of this Court, to immediately pay to the
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Administrative Agent or Indenture Trustees, as appropriate under the
Intercreditor Agreement, for the benefit of the applicable Prepetition
Secured Parties, 100% of the net cash proceeds resulting therefrom no
later than the second business day following receipt of such proceeds.
In the event of any casualty, condemnation, or similar event with
respect to property that constitutes Collateral, the Debtors are
authorized and directed to pay to the Administrative Agent or
Indenture Trustees, as appropriate under the Intercreditor Agreement,
for the benefit of the applicable Prepetition Secured Parties, any
insurance proceeds, condemnation award, or similar payment
(excluding any amounts on account of any D&O policies) in excess of
$2,000,000 no later than the second business day following receipt of
payment by the Debtors unless the applicable Prepetition Secured
Parties consent, each in their sole discretion but subject to the
Intercreditor Agreement, in writing, to the funds being reinvested by
the Debtors.
(j)

Restrictions on the Use of Collateral with Respect to Foreign and Non-

Debtor Affiliates. The Debtors shall not transfer or use any Collateral, including any Cash
Collateral, to or for the benefit of any direct or indirect foreign or non-debtor affiliate or
subsidiary of the Debtors, including, without limitation, in connection with any professional fees
and expenses incurred with respect to any restructuring of such subsidiary or affiliate, provided
that the Debtors shall be permitted to make payments for the benefit of its foreign and non-debtor
affiliates or subsidiaries (i) as expressly provided in an Approved Budget or (ii) with the prior
consent of the Steering Committee, which consent shall be in its sole discretion ("Permitted NonDebtor Affiliate Payments") and, other than with respect to any payments made to or for the
benefit of Black Warrior Methane Corp. and Black Warrior Transmission Corp., any such
Permitted Non-Debtor Affiliate Payments shall be made pursuant to senior secured notes, which
notes shall be pledged to the First Lien Secured Parties. For the avoidance of doubt, in the event
that any Permitted Non-Debtor Affiliate Payment is made to any one or more Canadian Entity
(as defined below), each such Canadian Entity shall grant liens against all of its present and
future property, assets and undertaking, and all other Canadian Entities shall (i) guarantee
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repayment of such Permitted Non-Debtor Affiliate Payment and (ii) grant liens against all of
their respective present and future property, assets and undertaking as security for such guarantee
obligations, and each such Permitted Non-Debtor Affiliate Payment and all of such guarantees
and security shall be assigned and pledged by the maker of such Permitted Non-Debtor Affiliate
Payment in favor of the First Lien Secured Parties, and in each such case, the form of the note(s),
security and guarantees shall be in form and substance satisfactory to the Steering Committee in
its sole discretion.
(k)

Right to Seek Additional Adequate Protection. This Interim Order is

without prejudice to, and does not constitute a waiver of, expressly or implicitly, the rights of the
Prepetition Secured Parties to request additional forms of adequate protection at any time or any
party-in-interest's right to object thereto.

Any such request must be consistent with the

Intercreditor Agreement.
(1)

Independent Director of Canadian Entities. Within a reasonable period of

time prior to taking any steps towards commencing a sale, marketing, restructuring or similar
process with respect to the direct or indirect subsidiaries of Walter that are formed, incorporated
or otherwise domiciled in Canada (each, a "Canadian Entity" and collectively, the "Canadian
Entities"). Walter shall cause to be appointed to the board of Walter Energy Canada Holdings,
Inc. an independent director mutually agreeable to the Debtors and the Steering Committee, or if
the RSA is assumed, the Debtors and the Majority Holders (as defined in the RSA) (and, upon
the request of such independent director, Walter shall cause such independent director to be
appointed to the board of any other Canadian Entity so requested).
12.

Termination. The Debtors' right to use the Cash Collateral pursuant to this

Interim Order shall automatically terminate (the date of any such termination, the
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"Termination Date") without further notice or court proceeding on the earliest to occur of
(i) 45 days after the Petition Date (unless such period is extended with the consent of the
Steering Committee and the Administrative Agent, each in its sole discretion), if the Final Order
(provided that such Final Order has not been reversed, vacated, stayed, unless such stay has been
vacated, or appealed, unless such appeal has been dismissed or otherwise finally resolved),
which Final Order shall be consistent with this Interim Order or otherwise acceptable to the
Steering Committee and the Administrative Agent, each in its sole discretion, has not been
entered by this Court on or before such date, (ii) February 3, 2016 or such later date as may be
agreed to by the Steering Committee in writing in its sole discretion, (iii) the effective date of
any confirmed chapter 11 plan in any of the Chapter 11 Cases, (iv) the date of the consummation
of a sale or other disposition of all or substantially all of the assets of the Debtors, and (v) the
occurrence of any of the events set forth in this paragraph 12(a) through (m) below, unless
waived by the Administrative Agent and the Steering Committee, each in its sole discretion
(each of the following events, a "Termination Event" and collectively, the "Termination
Events"):
(a)

the Debtors' failure to: (i) use the Collateral, including without limitation

Cash Collateral, in a manner consistent with the Approved Budget, but subject to the Budget
Covenant, and otherwise comply in any respect with any provision of this Interim Order
(including, without limitation, the failure to make the payments identified in paragraphs 11(a),
(b) and (c) when due in accordance with and under the terms hereof); or (ii) comply with any
other covenant or agreement specified in this Interim Order (including any obligations to comply
with the provisions of paragraph 11 or the covenants and other obligations of the Debtors
contained therein); in each case where such failure shall have continued unremedied for five (5)
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business days following receipt of written notice by the Debtors from the Administrative Agent
or the Steering Committee of such failure;
(b)

(i) an application, motion or other pleading shall have been filed by any

Debtor seeking to amend, stay, supplement, vacate, extend or modify in any manner this Interim
Order; or (ii) an order shall have been entered reversing, amending, supplementing, extending,
staying, vacating, or otherwise modifying in any manner this Interim Order, in each case, without
the prior written consent of the Steering Committee and the Administrative Agent, each in its
sole discretion;
(c)

the date any provision of this Interim Order (or the Final Order, as

applicable) shall for any reason cease to be valid and binding or any Debtor shall so assert in any
pleading filed in any court;
(d)

the date (i) any Chapter 11 Case shall be dismissed or converted to a case

under chapter 7 of the Bankruptcy Code or any Debtor shall file a motion or other pleading
seeking the dismissal or conversion of any Chapter 11 Case pursuant to Bankruptcy Code section
1112 or otherwise other than as expressly contemplated by the Restructuring (as defined in the
RSA); or (ii) a trustee, responsible officer, or an examiner (other than a fee examiner) pursuant to
Bankruptcy Code section 1104 is appointed or elected, as applicable, in any Chapter 11 Case,
any Debtor applies for, consents to, or acquiesces in, any such appointment, or the Court shall
have entered an order providing for such appointment, in each case without the prior written
consent of the Steering Committee in its sole discretion;
(e)

the Court shall have entered an order granting relief from the automatic

stay to the holder or holders of any security interest to permit foreclosure (or the granting of a
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deed in lieu of foreclosure of the like) on any of the Debtor's assets (other than in respect of
insurance proceeds or with respect to assets having a fair market value of less than $1,000,000);
(f)

any Debtor shall have filed a motion or application for the approval of any

superpriority claim or any lien in the Chapter 11 Cases (other than such claim or lien granted or
permitted pursuant to this Interim Order), which is pari passu with or senior to any of the
Adequate Protection Liens, Superpriority Claims or Prepetition Liens, without the prior consent
of the Steering Committee and the Administrative Agent, each in its sole discretion;
(g)

other than with respect to the Carve-Out and the Approved Liens, any

Debtor shall create or incur, or the Court enters an order granting, any claim which is pari passu
with or senior to any of the Prepetition Liens or Prepetition Obligations or the Adequate
Protection Liens and Adequate Protection Obligations granted under this Interim Order;
(h)

unless otherwise agreed to in writing by the Steering Committee in its sole

discretion, the (i) consummation of a sale or disposition of any material assets of the Debtors
other than in the ordinary course of business or as expressly provided for in the RSA, or (ii)
termination of the RSA;
(i)

commencement of any action, including the filing of any pleading, by any

Debtor, or direct or indirect non-debtor affiliate or subsidiary of a Debtor, against any of the
Prepetition Secured Parties with respect to any of the Prepetition Obligations or Prepetition Liens
other than as expressly contemplated in the RSA;
(j)

unless otherwise agreed to in writing by the Steering Committee in its sole

discretion, the Canadian Entities commence, or become subject to, any restructuring or
insolvency proceeding in any jurisdiction;
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(k)

unless otherwise agreed to in writing by the Steering Committee in its sole

discretion, commencement of a sale process or other actions in furtherance of a disposition of
any material assets of the Canadian Entities;
(1)

unless otherwise agreed to in writing by the Steering Committee in its sole

discretion, incurrence of any new secured debt or any unsecured debt, which unsecured debt is
incurred outside of the ordinary course of business (other than as it relates to the Permitted NonDebtor Affiliate Payments or cash collateralization of the Canadian LCs using the cash on hand
as of the Petition Date held by the Canadian Entities), by any of the Canadian Entities; or
(m)

unless the order approving the RSA Assumption Motion (as defined in the

RSA), which order includes a waiver or modification of the automatic stay to provide any notices
contemplated by and in accordance with the RSA or this Interim Order, as applicable, has been
entered by the Court within sixty (60) days of the Petition Date.
13.

Remedies Upon a Termination Event. The Debtors shall immediately provide

notice to the Steering Committee, the Administrative Agent and each of the Indenture Trustees
(with a copy to counsel for the Creditors' Committee (if any) and the Bankruptcy Administrator),
of the occurrence of any Termination Event, at which time the Debtors' ability to use Cash
Collateral hereunder shall terminate and the Adequate Protection Obligations shall become due
and payable. Upon the occurrence of a Termination Event and following the giving of not less
than four (4) business days' advance written notice (the "Enforcement Notice") to counsel to the
Debtors, counsel to the Creditors' Committee (if any) and the Bankruptcy Administrator (the
"Notice Period"), the Prepetition Secured Parties (subject as among themselves to the terms of
the Intercreditor Agreement), may exercise any remedies available to them under this Interim
Order, the Prepetition Debt Documents and applicable non-bankruptcy law, including but not
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limited to (a) set off and apply immediately any and all amounts in accounts maintained by the
Debtors against the Adequate Protection Obligations and Prepetition Obligations owed to the
Prepetition Secured Parties and otherwise enforce rights against the Collateral for application
towards the Adequate Protection Obligations and Prepetition Obligations; (b) take any and all
actions necessary to take control of the Prepetition Collateral and/or the Collateral, including any
Cash Collateral; and (c) take any other actions or exercise any other rights or remedies permitted
under this Interim Order, the Prepetition Debt Documents or applicable law to effect the
repayment and satisfaction of the Adequate Protection Obligations and Prepetition Obligations
owed to the Prepetition Secured Parties. The rights and remedies of the Prepetition Secured
Parties specified herein are cumulative and not exclusive of any rights or remedies that they may
otherwise have. The only permissible basis for the Debtors, the Creditors' Committee (if any),
the Bankruptcy Administrator or any other party to contest, challenge or object to an
Enforcement Notice shall be solely with respect to the validity of the Termination Event(s)
giving rise to such Enforcement Notice (i.e. whether such Termination Events validly occurred
and have not been cured or waived in accordance with this Interim Order). The automatic stay
pursuant to Bankruptcy Code section 362 shall be automatically terminated at the end of the
Notice Period, without further notice or order of the Court, unless the Prepetition Secured Parties
elect otherwise in a written notice to the Debtors, and the Prepetition Secured Parties shall be
permitted to exercise all rights and remedies, including with respect to the Collateral (including,
without limitation, any Cash Collateral), set forth in this Interim Order, the Prepetition Debt
Documents and the Intercreditor Agreement, and as otherwise available at law without further
order or application or motion to the Court, and without restriction or restraint by any stay under
Bankruptcy Code sections 362 or 105 or otherwise.
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14.

Perfection of Adequate Protection Liens.
(a)

The Administrative Agent, the Credit Agreement Collateral Agent, the

First Lien Trustee, the 1L Notes Collateral Agent, the Second Lien Trustee and the 2L Notes
Collateral Agent are each hereby authorized, but not required, to file or record financing
statements, intellectual property filings, mortgages, notices of lien or similar instruments in any
jurisdiction in order to validate and perfect the liens and security interests granted to it hereunder.
Whether or not the Administrative Agent, the Credit Agreement Collateral Agent, the First Lien
Trustee, the 1L Notes Collateral Agent, the Second Lien Trustee or the 2L Notes Collateral
Agent, each in its respective sole discretion, chooses to file such financing statements,
intellectual property filings, mortgages, notices of lien or similar instruments, such liens and
security interests shall be deemed valid, perfected, allowed, enforceable, non-avoidable and not
subject to challenge, dispute, subordination, contest, attack, objection, recoupment, defense,
setoff, counterclaim, avoidance, recharacterization, reclassification, reduction, disallowance,
recovery, disgorgement, attachment, "claim" (as defined in the Bankruptcy Code), impairment,
subordination (whether equitable, contractual or otherwise) or other challenge of any kind
pursuant to the Bankruptcy Code or applicable nonbankruptcy law as of the date of entry of this
Interim Order. If the Administrative Agent, the Credit Agreement Collateral Agent, the First
Lien Trustee, the 1L Notes Collateral Agent, the Second Lien Trustee or the 2L Notes Collateral
Agent determines to file any financing statements, notices of liens or similar instruments, the
Debtors will cooperate and assist in any such filings as reasonably requested by the
Administrative Agent, the Credit Agreement Collateral Agent, the First Lien Trustee, the 1L
Notes Collateral Agent, the Second Lien Trustee or the 2L Notes Collateral Agent, as applicable,
and the automatic stay shall be modified to allow such filings.
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(b)

The Administrative Agent, the Credit Agreement Collateral Agent, the

First Lien Trustee, the 1L Notes Collateral Agent, the Second Lien Trustee or the 2L Notes
Collateral Agent, may, each in its respective discretion, cause a certified copy of this Interim
Order to be filed with or recorded in filing or recording offices in addition to or in lieu of such
financing statements, mortgages, notices of lien or similar instruments, and all filing offices are
hereby authorized to accept such certified copy of this Interim Order for filing and recording.
(c)

The Debtors shall execute and deliver to the Administrative Agent, the

Credit Agreement Collateral Agent, the First Lien Trustee, the 1L Notes Collateral Agent, the
Second Lien Trustee or the 2L Notes Collateral Agent all such agreements, financing statements,
instruments and other documents as each such party may reasonably request to evidence,
confirm, validate or perfect the Adequate Protection Liens.
(d)

Notwithstanding anything to the contrary in the Motion or this Interim

Order, for purposes of this Interim Order, in no event shall the Collateral include or the Adequate
Protection Liens granted under this Interim Order attach to, any lease, license, permit, contract,
or agreement (including any operating and joint venture agreements) or other property right, to
which any Debtor is a party, or any of such relevant Debtor's rights or interests thereunder, if
and for so long as the grant of such security interest would constitute or result in: (i) the
abandonment, invalidation, unenforceability, or other impairment of any right, title, or interest of
any Debtor therein, or (ii) a breach or termination pursuant to the terms of, or a default under,
any such lease, license, contract, agreement, or other property right pursuant to any provision
thereof, unless, in the case of each of clauses (i) and (ii), the applicable provision is rendered
ineffective by applicable non-bankruptcy law or the Bankruptcy Code (such leases, licenses,
contracts or agreements, or other property rights are collectively referred to as the "Specified
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Contracts"): provided that the foregoing shall not preclude any counterparty to a Specified
Contract from an opportunity to be heard in this Court on notice with respect to whether
applicable non-bankruptcy law or the Bankruptcy Code renders such provision ineffective.
Notwithstanding the foregoing, the Adequate Protection Liens shall in all events attach to all
proceeds, products, offspring, or profits from all sales, transfers, dispositions, or monetizations of
any and all Specified Contracts.
15.

Preservation of Rights Granted Under this Interim Order.
(a)

Notwithstanding any order dismissing any of these Chapter 11 Cases

under Bankruptcy Code section 1112 or otherwise entered at any time, (i) the Superpriority
Claims, the other administrative claims granted pursuant to this Interim Order, the Carve-Out
and the Adequate Protection Liens shall continue in full force and effect and shall maintain their
priorities as provided in this Interim Order until all Adequate Protection Obligations and the
Carve Out shall have been paid and satisfied in full (and such Superpriority Claims, the other
administrative claims granted pursuant to this Interim Order, the Carve Out and the Adequate
Protection Liens shall, notwithstanding such dismissal, remain binding on all parties in interest),
and (ii) this Court shall retain jurisdiction, notwithstanding such dismissal, for the purposes of
enforcing the claims, liens and security interests referred to in clause (i) above.
(b)

If any or all of the provisions of this Interim Order are hereafter reversed,

modified, vacated or stayed, such reversal, stay, modification or vacatur shall not affect: (i) the
validity, priority or enforceability of any Adequate Protection Obligations incurred prior to the
date of the entry of an order granting such reversal, stay, modification or vacatur (the "Reversal
Order"): or (ii) the validity, priority or enforceability of the Adequate Protection Liens securing
such Adequate Protection Obligations. Notwithstanding any such reversal, stay, modification or
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vacatur, any use of the Collateral (including the Cash Collateral) or any Adequate Protection
Obligations incurred by the Debtors hereunder, as the case may be, prior to the date of the entry
of the Reversal Order shall be governed in all respects by the original provisions of this Interim
Order, and (x) the First Lien Secured Parties shall be entitled to all of the rights, remedies,
privileges and benefits granted in Bankruptcy Code section 363(m) with respect to all uses of the
Collateral (including the Cash Collateral) and such First Lien Adequate Protection Obligations
for periods prior to the date of the entry of the Reversal Order and (y) subject to the Intercreditor
Agreement, the Second Lien Trustee and the Second Lien Noteholders shall be entitled to all of
the rights, remedies, privileges and benefits granted in Bankruptcy Code section 363(m) with
respect to all uses of the Collateral (including the Cash Collateral) (other than Collateral
constituting setoff rights of the First Lien Secured Parties) and all Second Lien Adequate
Protection Obligations for periods prior to the date of the entry of the Reversal Order.
(c)

Except as expressly provided in this Interim Order, the Adequate

Protection Obligations, the Superpriority Claims and all other rights, claims, security interests
and remedies of the Prepetition Secured Parties granted by the provisions of this Interim Order
shall survive, and shall not be modified, impaired or discharged by the entry of an order
(i) converting any of these Chapter 11 Cases to cases under chapter 7 of the Bankruptcy Code,
dismissing any of these Chapter 11 Cases or by any other act or omission or (ii) confirming a
plan of reorganization in any of the Chapter 11 Cases, and, pursuant to section 1141(d)(4) of the
Bankruptcy Code, the Debtors have waived any discharge as to any remaining Adequate
Protection Obligations; provided that any plan of reorganization or liquidation approved in
accordance with the RSA, or otherwise with the consent of the Steering Committee in its sole
discretion, shall supersede and replace the terms of the Interim Order upon its effectiveness in
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accordance therewith. The terms and provisions of this Interim Order shall continue in these
Chapter 11 Cases, in any successor cases if these Chapter 11 Cases cease to be jointly
administered, or in any superseding chapter 7 cases under the Bankruptcy Code, and the
Adequate Protection Liens, Superpriority Claims, other administrative claims granted pursuant to
this Interim Order, and all other rights, claims, security interests and remedies of the Prepetition
Secured Parties granted by the provisions of this Interim Order shall continue in full force and
effect as provided herein.
16.

Effect of Stipulations on Third Parties. The stipulations, releases and admissions

contained in this Interim Order, including in paragraph 5 hereof, shall be binding upon the
Debtors and any successor thereto in all circumstances.

The stipulations, releases and

admissions contained in this Interim Order, including in paragraph 5 hereof, shall be binding
upon all other parties in interest, including the Creditors' Committee (if any) or any chapter 7 or
chapter 11 trustee appointed or elected for any of the Debtors (a "Trustee"), unless and to the
extent (a) the Creditors' Committee (if any) or any other party in interest other than any Debtor
(including any Trustee), in each case, after obtaining requisite standing, has duly filed an
adversary proceeding challenging in whole or part the validity, enforceability, priority or extent
of the Prepetition Obligations or the liens on the Prepetition Collateral securing the Prepetition
Obligations held by or on behalf of the Prepetition Secured Parties or otherwise asserting or
prosecuting any Avoidance Actions, recharacterization, subordination, "lender liability", or any
other claims, counterclaims or causes of action, objections, contests or defenses (collectively, the
"Claims and Defenses") against the Prepetition Secured Parties in connection with any matter
related to the Prepetition Obligations, or the Prepetition Collateral or the Prepetition Liens by no
later than the later of (i) in the case of any such adversary proceeding filed by a party in interest
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with requisite standing other than the Creditors' Committee, seventy-five (75) days after the date
of entry of the Interim Order, (ii) in the case of any such adversary proceeding filed by the
Creditors' Committee (if any), sixty (60) days after the appointment of the Creditors' Committee
(if any), and (iii) any such later date agreed to in writing by the Steering Committee and the
Administrative Agent, First Lien Trustee or Second Lien Trustee, as applicable, each in its sole
discretion (the time period established by the later of the foregoing clauses (i), (ii) and (iii), the
"Challenge Period"), and (b) an order is entered by a court of competent jurisdiction and
becomes final and non-appealable in favor of the plaintiff sustaining any such challenge or claim
in any such duly filed adversary proceeding. If no such adversary proceeding is timely filed
prior to the expiration of the Challenge Period by the Creditors' Committee or a party in interest,
in any case which has been granted the appropriate standing, without further order of this Court:
(x) the Prepetition Obligations shall constitute allowed claims, not subject to counterclaim,
setoff, subordination, recharacterization, defense, avoidance, contest, attack, objection,
recoupment, reclassification, reduction, disallowance, recovery, disgorgement, attachment,
"claim" (as defined in the Bankruptcy Code), impairment, subordination (whether equitable,
contractual or otherwise) or other challenge of any kind pursuant to the Bankruptcy Code or
applicable nonbankruptcy law, for all purposes in these Chapter 11 Cases and any subsequent
chapter 7 cases; and (y) the Prepetition Obligations, the Administrative Agent's, the First Lien
Trustee's and the Second Lien Trustee's respective Prepetition Liens on the Prepetition
Collateral and the respective Prepetition Secured Parties in such capacity shall not be subject to
any other or further challenge and any party in interest shall be forever enjoined and barred from
seeking to exercise the rights of the Debtors' estates or taking any such action, including any
successor thereto (including any estate representative or a Trustee, whether such Trustee is
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appointed or elected prior to or following the expiration of the Challenge Period). If any such
adversary proceeding is timely filed by a party in interest with appropriate standing prior to the
expiration of the Challenge Period, the stipulations and admissions contained in this Interim
Order, including in paragraph 5 hereof, shall nonetheless remain binding and preclusive (as
provided in the second sentence of this paragraph) on any Creditors' Committee and any other
Person (as defined in the Credit Agreement), including any Trustee, except as to any such
findings and admissions that were expressly and successfully challenged in such adversary
proceeding. Nothing in this Interim Order vests or confers on any Person, including a Creditors'
Committee (if any) or Trustee, standing or authority to pursue any cause of action belonging to
the Debtors or their estates.
17.

Reservation of Rights of the Prepetition Secured Parties and the Steering

Committee.
(a)

Notwithstanding any other provision in this Interim Order to the contrary,

this Interim Order is without prejudice to, and does not constitute a waiver, expressly or
implicitly, or relinquishment, of the Prepetition Secured Parties' or the Steering Committee's
respective rights with respect to any person or entity, or with respect to any other collateral
owned or held by any person or entity. The rights of the Prepetition Secured Parties and the
Steering Committee, respectively, are expressly reserved and entry of this Interim Order shall be
without prejudice to, and does not constitute a waiver, expressly or implicitly, or relinquishment,
of:
(i)

the Prepetition Secured Parties' or the Steering Committee's respective
rights to bring or be heard on any matter brought before this Court;

(ii)

the Prepetition Secured Parties' or the Steering Committee's respective
rights under the Prepetition Debt Documents, the Bankruptcy Code or
applicable nonbankruptcy law, including, without limitation the rights,
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if any, to (v) request modification of the automatic stay, (w) sell or
foreclose on any Collateral under applicable law, (x) request dismissal
of any of the Chapter 11 Cases, conversion of any of the Chapter 11
Cases to a case under chapter 7, or appointment of a chapter 11 trustee,
examiner or receiver, (y) propose, subject to the provisions of
Bankruptcy Code section 1121, a chapter 11 plan; or (z) take any
action specified in paragraph 1 l(k) above;
(iii)

the Prepetition Secured Parties' or the Steering Committee's respective
rights to seek any other or supplemental relief in respect of the
Debtors;
the Administrative Agent's and the First Lien Trustee's rights, and
subject to the Intercreditor Agreement, the Second Lien Trustee's
right, to seek modification of the grant of adequate protection provided
under this Interim Order so as to provide different or additional
adequate protection; or

(iv)

(v)

(b)

any other respective rights, claims, or privileges (whether legal,
equitable, or otherwise) of the Prepetition Secured Parties or the
Steering Committee;
Nothing contained herein shall be deemed a finding by the Court or an

acknowledgement by the Prepetition Secured Parties or the Steering Committee, respectively,
that the adequate protection granted herein does in fact adequately protect the Prepetition
Secured Parties against the Diminution in Value of their interests in the Prepetition Collateral.
18.

Compliance with the Prepetition Debt Document Covenants. Unless otherwise

agreed to by the Steering Committee in its sole discretion, notwithstanding the Debtors'
additional reporting requirements and obligations set forth in paragraph 11 hereof, the Debtors
shall comply in all respects with all of the reporting requirements set forth in Section 9.01
(except for clauses (d) and (e)) of the Credit Agreement.
19.

Prepetition Intercreditor Agreements. Nothing in this Interim Order shall amend

or otherwise modify the terms and enforceability of the Intercreditor Agreement, which shall
remain in full force and effect. The rights of the Prepetition Secured Parties shall at all times
remain subject to the Intercreditor Agreement and any other applicable intercreditor agreements.
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20.

506(c) Waiver. Subject to the entry of a Final Order, except to the extent of the

Carve-Out, no costs or expenses of administration of the Chapter 11 Cases, which have been or
may be incurred in any of the Chapter 11 Cases at any time shall be charged against or recovered
from any Prepetition Secured Party, any of the Prepetition Obligations, any of their respective
claims, or the Collateral pursuant to Bankruptcy Code sections 105(a) or 506(c), or otherwise,
without the prior written consent of the affected Administrative Agent, First Lien Trustee or
Second Lien Trustee and the Steering Committee, each in its sole discretion, and no such consent
shall be implied from any other action, inaction, or acquiescence by any of the Prepetition
Secured Parties or their respective representatives.
21.

No Marshaling/Application of Proceeds. The Administrative Agent, the First

Lien Trustee and the Second Lien Trustee, as applicable, shall be entitled to apply the payments
or proceeds of the Collateral in accordance with this Interim Order and the provisions of the
Prepetition Debt Documents and the Intercreditor Agreement, and in no event shall any of the
Prepetition Secured Parties be subject to the equitable doctrine of "marshaling" or any other
similar doctrine with respect to any of the Collateral or otherwise.
22.

Limitation on Use of Collateral. For the avoidance of doubt, the Debtors shall not

be allowed to use the Cash Collateral to pay fees and expenses of any Professional Person
retained by a Creditors' Committee or any other statutory committee in excess of the Committee
Monthly Cap; provided that any unused amounts may be carried forward to a subsequent month.
23.

Binding Effect; Successors and Assigns. The provisions of this Interim Order,

including all findings herein, shall be binding upon all parties in interest in these Chapter 11
Cases, including the Prepetition Secured Parties, any Creditors' Committee, the Debtors and
their respective successors and assigns (including any Trustee hereinafter appointed or elected
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for the estates of any of the Debtors, an examiner appointed pursuant to Bankruptcy Code section
1104, or any other fiduciary appointed as a legal representative of any of the Debtors or with
respect to the property of the estate of any of the Debtors) as provided herein. The protections
afforded to the Prepetition Secured Parties under this Interim Order and any actions taken
pursuant thereto, shall survive the entry of an order dismissing any or all of the Chapter 11 Cases
or converting any or all of the Chapter 11 Cases into a case(s) under chapter 7 of the Bankruptcy
Code, and the Adequate Protection Liens and the Superpriority Claims shall continue in the
Chapter 11 Cases, in any such successor case(s) or after any such dismissal. Except as otherwise
provided herein, the Adequate Protection Liens and the Superpriority Claims shall maintain their
priorities as provided in this Interim Order and the Final Order, and not be modified, altered or
impaired in any way by any other financing, extension of credit, incurrence of indebtedness, or
any conversion of any of the Chapter 11 Cases into a case(s) pursuant to chapter 7 of the
Bankruptcy Code or dismissal of any of the Chapter 11 Cases, or by any other act or omission
until the Prepetition Obligations are indefeasibly paid in full in cash (and any letters of credit
cash collateralized in accordance with the terms of the First Lien Credit Documents).
24.

Limitation of Liability. In permitting the use of the Cash Collateral or in

exercising any rights or remedies as and when permitted pursuant to this Interim Order, subject
to entry of the Final Order, the Prepetition Secured Parties shall not be deemed to be in control of
the operations of the Debtors or to be acting as a "responsible person" or "owner or operator"
with respect to the operation or management of the Debtors (as such terms, or any similar terms,
are used in the United States Comprehensive Environmental Response, Compensation and
Liability Act, 29 U.S.C. §§ 9601 et seg, as amended, or any similar federal or state statute), nor
shall they owe any fiduciary duty to any of the Debtors, their creditors or estates, or shall
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constitute or be deemed to constitute a joint venture or partnership with any of the Debtors.
Furthermore, nothing in this Interim Order shall in any way be construed or interpreted to impose
or allow the imposition upon the Prepetition Secured Parties of any liability for any claims
arising from the prepetition or postpetition activities of any of the Debtors and their respective
affiliates (as defined in Bankruptcy Code section 101(2)).
25.

No Modification of Interim Order. Each Debtor irrevocably waives any right to

seek any amendment, modification or extension of this Interim Order without the prior written
consent of the Steering Committee and the Administrative Agent, each in its sole discretion, and
no such consent shall be implied by any action, inaction or acquiescence of the Steering
Committee or the Administrative Agent.
26.

Priorities Among Prepetition Secured Parties. Notwithstanding anything to the

contrary herein or in any other order of this Court, in determining the relative priorities and
rights of the Prepetition Secured Parties (including, without limitation, the relative priorities and
rights of the Prepetition Secured Parties with respect to the adequate protection granted
hereunder), such relative priorities and rights shall continue to be governed by the Prepetition
Debt Documents and the Intercreditor Agreement.
27.

Rights of Administrative Agent. Nothing in this Interim Order shall be construed

to limit or affect the Administrative Agent's right to request instructions from the Required
Lenders (as defined in the Credit Agreement) in accordance with Section 12.04 of the Credit
Agreement. It being understood that since the Steering Committee constitutes the Required
Lenders and can therefore direct the Administrative Agent in taking actions in connection with
the Credit Agreement, in any instance in this Interim Order where the Administrative Agent is
indicated as having given its consent, as the Steering Committee has also given its consent in
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such case, the Administrative Agent shall be deemed to have given its consent at the direction of
the Required Lenders.
28.

No Waiver. This Interim Order shall not be construed in any way as a waiver or

relinquishment of any rights that the Prepetition Secured Parties may have to bring or be heard
on any matter brought before this Court.
29.

Automatic Stay Modified. The automatic stay shall be modified or lifted to the

extent necessary to allow the relevant Prepetition Secured Parties or the Majority Holders, as
applicable, to provide any notices to the Debtors as contemplated by and in accordance with this
Interim Order or the RSA, as applicable.
30.

Rights Preserved. Notwithstanding anything herein to the contrary, the entry of

this Interim Order is without prejudice to, and does not constitute a waiver of, expressly or
implicitly the Prepetition Secured Parties' or the Steering Committee's right to seek any other or
supplemental relief in respect of the Debtors, including the right to seek additional adequate
protection.
31.

Effectiveness. This Interim Order shall constitutefindingsof fact and conclusions

of law and shall take effect immediately upon entry hereof, and there shall be no stay of
execution of effectiveness of this Interim Order. To the extent that any finding of fact shall be
determined to be a conclusion of law it shall be so deemed and vice versa.
32.

Controlling Effects of Interim Order. To the extent of any conflict between or

among (a) the Motion, any other order of this Court, or any other agreements, on the one hand,
and (b) the terms and provisions of this Interim Order, on the other hand, unless such term or
provision herein is phrased in terms of "as defined in" or "as more fully described in" or "as
provided in" or words to that effect with respect to the Prepetition Debt Documents, the terms
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and provisions of this Interim Order shall govern. This Interim Order shall take effect and be
fully enforceable nunc pro tunc to the Petition Date immediately upon entry hereof,
notwithstanding the possible application Bankruptcy Rules 6004(g), 7062, 9014, or otherwise,
and the Clerk of this Court is hereby directed to enter this Interim Order on this Court's dockets
in the Chapter 11 Cases.
33.

Final Hearing. The Final Hearing is scheduled for

, 2015 at

_.m., prevailing Central time, before this Court. The Debtors shall promptly mail or otherwise
serve copies of this Interim Order (which shall constitute adequate notice of the Final Hearing) to
the parties having been given notice of the Interim Hearing, and to any other party that has filed
a request for notices with this Court and to any Creditors' Committee. Any party in interest
objecting to the relief sought at the Final Hearing shall serve and file written objections; which
objections shall be served upon (a) the Debtors, 3000 Riverchase Galleria, Suite 1700,
Birmingham, AL 35244, Attn: Earl Doppelt; (b) proposed counsel to the Debtors, Paul, Weiss,
Rifkind, Wharton & Garrison LLP, 1285 Avenue of the Americas, New York, NY 10019, Attn:
Kelley A. Cornish and Stephen J. Shimshak; (c) proposed co-counsel to the Debtors, Bradley
Arant Boult Cummings LLP, One Federal Place, 1819 Fifth Avenue North, Birmingham, AL
35203, Attn: Patrick Darby; (d) counsel to any statutory committee appointed in these Chapter
11 Cases; (e) counsel to the Steering Committee, Akin Gump Strauss Hauer & Feld LLP, One
Bryant Park, New York, NY 10036, Attn: Ira S. Dizengoff and Kristine Manoukian, and Akin
Gump Strauss Hauer & Feld LLP, 1333 New Hampshire Ave, N.W., Washington, DC 20036,
Attn: James Savin; (f) co-counsel to the Steering Committee, Burr Forman LLP, 420 North 20th
Street, Suite 3400, Birmingham, AL 35203, Attn: Michael L. Hall; (g) counsel to the
Administrative Agent and the Credit Agreement Collateral Agent, White & Case LLP, 1155
48
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Avenue of the Americas, New York, NY 10036, Attn: Scott Greissman and Elizabeth Feld; (h)
any co-counsel to the Administrative Agent and the Credit Agreement Collateral Agent; (i)
counsel to the First Lien Trustee and the 1L Notes Collateral Agent, Ropes & Gray LLP, 1211
Avenue of the Americas, New York, NY 10036-8704, Attn: Mark R. Somerstein; (j) counsel to
the Second Lien Trustee and the 2L Notes Collateral Agent; (k) the Office of the Bankruptcy
Administrator for the Northern District of Alabama, 1800 5th Avenue North, Birmingham, AL
35203, Attn: Jon Dudeck; (1) all persons and entities that have filed a request for service of
filings in these Chapter 11 Cases pursuant to Bankruptcy Rule 2002; and (m) the United States
Attorney for the Northern District of Alabama, in each case to allow actual receipt by the
foregoing no later than
34.

, 2015 at 4:00 p.m. (prevailing Central Time).

Jurisdiction. This Court shall retain jurisdiction to enforce the terms of this

Interim Order and to adjudicate any and all matters arising from or related to the interpretation or
implementation of this Interim Order.
Dated:

, 2015
United States Bankruptcy Judge
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EXHIBIT A
Initial Budget
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Confidential
Subject to Material Change

W a l t e r Energy (nc a n d Domestic Subsidiaries
Cash Collate al Budget

1

2

3

4

5

6

7

S

9

10

U

12

Actual / Forecast

Forecast

Forecast

Forecast

Forecast

Forecast

Forecast

Forecast

Forecast

Week Ending

7/18/15

7/25/15

8/1/15

8/8/15

8/15/15

8/22/15

8/29/15

9/5/15

Forecast
9/12/15

Forecast
9/19/15

Forecast
9/26/15

Forecast
10/3/15

Total
for
12 Weeks

TOTAL NET CASH FLOW
Receipts
Sales/AR Receipts
Other
Total Cash Receipts
Disbursements
Payroll Benefits & Pens on
Leases Taxes Ut I ties Fuel Insurance
Fre ght & Royalt es
Other Expend tures

«

Total Disbursements 1
TOTAL NET CASH FLOW3

S 10 844 222
200 000

S 15 024 788
575 000

S 18 727 363
970 000

5 12 585 487
3 000

$ 15 645 125
300 000

$ 15 402 161
575 000

$ 5 956 529
190 000

$ 4 358 090
1 008 272

$ 10 743 138

$ 15 994 156
106 250

$ 2 3 583 227
200 000

$ 13 187 610
980 000

$ 162 051 895
5 107 522

11 044 222

15 599 788

19 697 363

12 588 487

15 945 125

15 977 161

6 1 4 6 529

5,366 362

10 743 138

16 100 406

23 783 227

14 167 610

167 159 417

[6 331 258)
(1 394 453)
(6 125 550)

[5 695 298)
(577 000)
(2 753 000)
(13 482 552)

(7 292 681)
(1 227 145)
(2 534 071)
(16 547 260)

[5 722 640)
(3 345 140)
(2 426 025)
(9 315 901)

(7 483164)
(2 295 615)
(5 384 014)
(2 571463)

(3 345 640}
(969 600)
(2 924 500)
(2 504 010)

(7 495 664)
(587 753)
(2 542 221)
(3 579 217)

(3 905 289)
(3 916 145)
(2 522 479)
(2 660 096)

(7 060 189)
(696 809)
(2 495 560)
(2 409 086)

(6 297 764)
(2 092 836)
(4 76S 760)
(2 967 733)

(4 536 189)
(959 000)

(6 797 764)
(3 806 753!
(2 136 025;
(6 422 468;

(71
{21
(39
(68

(652 712)
(14 503 973)

[22 507 850)

(27 6 0 1 1 5 7 )

(20 809 706)

(17 734,256)

$ ( 3 4 5 9 751)

$ ( 6 908 062)

$ ( 7 903 794)

$ ( 8 221219)

$ ( 1 7 8 9 131)

(9 743 750)
$ 6 233 411

(14 204 855)

(13 004 009)

(12 661 644)

(16 124 093)

$ (8 058 326)

$ ( 7 637 648)

$ ( 1 9 1 8 506)

$ (23 687)

(2 850 935)
(4 932 558)
(13 278 682)
$ 10 504 S44

963 540)
868 249)
460 140)
045 056)

( 2 0 1 3 3 6 985)

(19 163 010

$ (34 177 568)

$ (4 995 4 0 0

[Cash Collateral Budget Metrics
Cumulative Totals
Total Disbursements
Total Net Cash Flow

(14 503 973)
(3 459 751)

(37 011 822)
(10 367 813)

(64 612 979)
(18 271 607)

(85 422 685)
(26 492 826)

(103 156 941)
(28 281 957)

(112 900 691)
(22 048 546)

(127 105 546)
(30 106 872)

[140 109 556)
(37 744 520)

[152 771 200)
{39 663 026)

(168 895 293)
(39 686 713)

(182 173 975)
{29 182 168)

(201 336 985)
(34 177 568)

Notes
Although permitted pursuant to the terms of the Cash Collateral Order the figures above exclude ( ) adequate protection payments (i) fees and expenses of professionals retained outside the ord nary course of bus ness (ii) the Debtors use of the Cash Collateral to collateralize any new
replaced or enewed letters of credit surety bonds or workers compensat on obi gallons In each case that have been consented to by the Steering Committee in Its sole discret on and (v) key employee retention payments approved by both the Steer ng Committee and the Court that are
approved to be paid pursuant to the Approved Budget and the Cash Collateral Order
1

Budget assumes continual on o f ordinary course transactions between the Debtors and Non-Debtor A f f I ates Black Warr or Methane and Slack Warrior Transmission
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Walter Energy - Domestic Capital Expenditures Budget
$ in OOOs

Capital Expenditures

Jul-lS
8,460

Aug-15
6,044

Case 15-02741-TOM11

Sep-lS
4,551

Oet-15
3,315

Nov-15:
4,514

Dec-15
5,739

Jan-16 Cumulatiue
8,273 |
40,897 |
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EXHIBIT E
JOINDER
The undersigned ^Transferee") hereby acknowledges that it has read and understands the
Restmcturing Support Agreement, dated as of [•] (the "Agreement"), by and among Walter Energy, Inc.
on behalf of itself and its wholly-owned direct and indirect subsidiaries listed on Exhibit A to the
Agreement (collectively, the "Company"), and the holders of First Lien Claims against the Company, and
agrees to be bound by the terms and conditions thereof, and shall be deemed a "Joining Party" and
"Holder Party" under the terms of the Agreement. The Transferee hereby makes the representations and
warranties of the Holder Parties set forth in Section 2 of the Agreement to the other parties thereto. This
Joinder shall be governed by, and construed in accordance with, the internal laws of the State of New
York, without giving effect to the principles of conflict of laws that would require the application of the
law of any other jurisdiction. Capitalized terms not otherwise defined in this Joinder shall have the
meanings assigned to such terms in the Agreement.
Date Executed:

TRANSFEREE
Name of Institution:
By:
Name:
Its:
Telephone:
Facsimile:

First Lien Lender Claims
$
First Lien Noteholder Claims
$
Second Lien Claims

Unsecured Claims
$
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NOTICE ADDRESS:
e-mail: f

1

with a copy to (which shall not constitute notice):
e-mail: [

/
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UNITED STATES BANKRUPTCY COURT
FOR THE NORTHERN DISTRICT OF ALABAMA
SOUTHERN DIVISION
In re:

Chapter 11

WALTER ENERGY, INC., et ah.

Case No. 15-02741 (TOM 11)

Debtors.

(Jointly Administered)

OBJECTION OF THE UNITED MINE WORKERS OF AMERICA
TO DEBTORS' MOTION FOR ENTRY OF (I) AN ORDER AUTHORIZING THE
DEBTORS TO ASSUME A RESTRUCTURING SUPPORT AGREEMENT; AND (II)
FINAL CASH COLLATERAL ORDER
The United Mine Workers of America ("UMWA")—the representative of the interests of
(i) over 1,280 active and laid-off employees (collectively, the "UMWA Employees") at the
above-captioned Debtors' mining complexes and (ii) the Debtors' retirees (the "UMWA
Retirees." and together with the UMWA Employees, the "UMWA Represented Parties")—by
and through its undersigned counsel, hereby objects (the "Objection") to (A) The Debtors'
Motion for an Order (A) Authorizing the Debtors to Assume a Restructuring Support Agreement
and (B) Granting Related Relief [Docket No. 44] (the "RSA Motion"): and (B) entry of the final
order (the "Final Cash Collateral Order") approving The Debtors' Motion for Entry of Interim
and Final Orders Under 11 U.S.C. §§ 105, 361, 362, 363, 507 and 552, Bankruptcy Rules 2002,
4001, 6003, 6004 and 9014 (A) (I) Authorizing Postpetition Use of Cash Collateral, (II)
Granting Adequate Protection to Prepetition Secured Parties, and (III) Scheduling a Final
Hearing; and (B) Granting Related Relief '(the "Cash Collateral Motion", and together with the
RSA Motion, the "Motions"), to the extent such Final Cash Collateral Order binds the Debtors to
the RSA (defined below) or gives excessive control of these chapter 11 cases to the First Lien

31054/2
08/07/2015 39412554.8
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Creditors (defined below). In support of its Objection, the UMWA respectfully represents as
follows:
PRELIMINARY STATEMENT
1.

The UMWA objects to the Debtors'1 request for approval of a Restructuring

Support Agreement (the "RSA") (and related provisions of the Final Cash Collateral Order
approving the Cash Collateral Motion) that (a) binds the Debtors' estates, apparently at the
direction of and solely to benefit a majority group of senior secured first lien lenders and
noteholders (the "First Lien Creditors") that will drive the course of this entire chapter 11
process; and (b) links the use of the First Lien Creditors' alleged cash collateral to approval of
the RSA, as opposed to protections more appropriately narrowly related to the use of that cash.
2.

The RSA and related "Plan Term Sheet" (the "Plan Term Sheet") for a chapter 11

plan of reorganization (the "Proposed Plan") obligate the Debtors to quickly confirm the First
Lien Creditors approved Proposed Plan which generally provides for (i) conversion of the $1.8
billion of first lien secured debt held by the First Lien Creditors for equity in the reorganized
Debtors under very strict terms and deadlines or, alternatively, defaults to the sale of
substantially all of the Debtors' assets (but excluding many of the liabilities, including many of
the substantial liabilities owed to the UMWA Represented Parties) to the First Lien Creditors;
(ii) distribution of up to 10% equity in the reorganized Debtors to senior management under a
management incentive plan (the "MIP"). but nothing for unsecured creditors or the UMWA
Represented Parties; and (iii) premature releases to the First Lien Creditors (who will likely be
the subject of investigation by parties in interest, including the UMWA).

1

Capitalized terms used but not defined in this Objection shall have the meaning ascribed to such terms in the RSA
Motion, RSA, or Final Cash Collateral Order, as applicable.

-2-
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3.

The RSA and Proposed Plan, apparently negotiated solely with the First Lien

Creditors and no other parties, provide substantial benefits to the First Lien Creditors and
virtually no benefits to the Debtors' other creditors.
4.

The RSA Motion (and related provisions in the Final Cash Collateral Order)

should be denied for the following reasons, including that the RSA with its short deadlines and
mandatory default to a sale process designed to benefit only the First Lien Creditors:
•
Places the First Lien Creditors with control over the Debtors to the point that they
are circumventing the chapter 11 process designed to maximize recoveries for all through
a process that encourages a fair plan or robust sale as opposed to enabling a fast "loan to
own" strategy;
•
Substantially dictates the direction of these cases and the recovery for creditors
and is an improper sub rosa plan;
•
Prevents the Debtors from negotiating any alternative course for these cases
(including an alternative chapter 11 plan process) with the numerous constituents
(including the UMWA Represented Parties) who will be required to vote on any eventual
plan;
•
Provides premature releases (in the Proposed Plan) to the First Lien Creditors,
particularly given (i) some of the prepetition transactions left the Debtors highly
leveraged; and (ii) the timing of the chapter 11 filing arguably was delayed to let certain
statute of limitations for claims against the officers, directors and First Lien Creditors
expire;
•
Provides the First Lien Lenders with control over these cases in breach of the
Debtors' fiduciary duties, and as a consequence and in addition fails to satisfy the
business judgment standard;
•
Grants liens to the First Lien Creditors on unencumbered assets, including for
example, on the equity of certain foreign affiliates, certain coal leases where the lien
terms may prevent the granting of liens, etc.;
•
Permits the First Lien Creditors to credit bid without first proving the nature,
extent and validity of their alleged lien claims or that these lien claims are not subject to
subordination, recharacterization or other litigation claims;
•
Contains no disclosure of the proposed treatment for various constituencies other
than the First Lien Creditors, instead listing it as "TBD" without indicating when or if
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the First Lien Creditors (or Debtors) plan to make these disclosures, despite requiring all
other parties to adhere to short deadlines;
•
Contains no committed, or even proposed, chapter 11 exit financing or winddown budget to make these cases administratively solvent or the Proposed Plan terms
feasible - particularly given the likely occurrence of reclamation, environmental, workers
compensation, Black Lung, and other administrative expenses;
•
Cannot be assumed because section 365(c)(2) of the Bankruptcy Code does not
permit assumption of a contract to provide financing;
•
Contains a grant of up to 10% equity for management but nothing for the UMWA
Represented Parties, or many other creditors; and
•
Provides the First Lien Creditors with a 3% break-up fee for a transaction that
solely benefits those very First Lien Creditors.
5.

The proposed Final Cash Collateral Order conditions the Debtors' use of cash

collateral on approval of the RSA, a requirement beyond simply protecting the prepetition
lenders from the diminution in the value of their alleged prepetition collateral package or the use
of cash outside of an approved budget, and is not appropriate.
6.

Accordingly, (i) the RSA Motion should be denied; and (ii) the Final Cash

Collateral Order modified to delink the use of cash collateral from approval of the RSA.
STATEMENT OF FACTS
A.
7.

Background

On July 15, 2015 (the "Petition Date"), each Debtor filed a voluntary petition for

relief under chapter 11 of the Bankruptcy Code commencing these cases (the "Chapter 11
Cases").
B.
8.

The RSA, RSA Motion, Proposed Plan, And Final Cash Collateral
Order

The RSA provides for a restructuring (the "Restructuring") that (i) contemplates a

debt-to-equity conversion of over $1.8 billion of the Company's prepetition secured debt for
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substantially all of the reorganized Debtors' common stock pursuant to a pre-negotiated
Proposed Plan (based on the Plan Term Sheet attached as Exhibit B to the RSA) between the
Debtors and the First Lien Creditors; and (ii) permits the Debtors' consensual use of the First
Lien Creditors' cash collateral for no more than seven (7) months to allow the Debtors to pursue
confirmation of the Proposed Plan while simultaneously pursuing a sale of all or substantially all
of the assets of the Debtors to the First Lien Creditors subject to higher and better bids (the "363
Sale"). See RSA Motionfl[6).
9.

The Proposed Plan, among other things, offers up to 10% equity in the

reorganized Debtors to senior management under a management incentive plan (the "MIP"), but
provides nothing for unsecured creditors or the UMWA Represented Parties.
10.

The RSA provides for very broad (despite the use of the phrase "customary") plan

releases to the First Lien Creditors, preventing creditors or any estate representative from
investigating matters such as the prepetitionfinancingand acquisition by the Debtors of Western
Coal Corp. (the "Western Coal Transaction") in 2011 for $3.33 billion. This transaction added
significant levels of new secured debt and seems to fall at the start of a series of events that
ultimately led the Debtors into bankruptcy.
11.

The Debtors announced a $ 1.1 billion impairment in connection with the Western

Coal acquisition 8 months after the transaction closed.2 All aspects of the Western Coal
Transaction must be investigated, and it is simply too early to exonerate the First Lien Creditors
at this time.3

2

See hUp://www.bloombcrg.com/ncws/articles/2010-12-03/waltef-cncrgv-westem-coal-agrcc-to-3-3-billion-mergeras-output-expands; http://www.reuters.com/article/2013/10/30/walterenergy-idUSL3N0IK3RI20131030.
3

Given the seriousness of the allegations, the UMWA expects the likely request for the appointment of an examiner
to fully investigate all issues surrounding the Western Coal Transaction.
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12.

The 363 Sale, if approved under the RSA, contemplates a 3% break-up fee for the

First Lien Committee, the First Lien Agent, and First Lien Trustee (despite no new cash and no
or very limited benefit to any other party) as part of prematurely seeking approval of the right in
any 363 Sale for the First Lien Creditors to credit bid at the sale (prior to the First Lien Creditors
establishing valid and perfected liens on substantially all of the Debtors' assets).
13.

The RSA defaults to the 363 Sale if any "Triggering Event" occurs and the

Debtors are unable to consummate the Proposed Plan. Triggering Events include (but are not
limited to) the following case milestones:
•
by August 12, 2015, the Debtors must make a proposal under sections 1113 and
1114 to the UMWA in form and substance acceptable to certain of the First Lien
Creditors (the "Majority Holders"):
•
by August 26, 2015, the Debtors must file the Proposed Plan and Disclosure
Statement consistent with the Plan Term Sheet and in form and substance acceptable to
the Majority Holders and the Debtors;
•
labor agreement settlement of collective bargaining agreements or motion(s) filed
pursuant to section 1113 of the Bankruptcy Code by no later than October 21, 2015;
•
retiree settlement or motion(s) filed pursuant to section 1114 of the Bankruptcy
Code by no later than October 21, 2015;
•
entry of the Disclosure Statement Order in form and substance acceptable to the
Company and the Majority Holders by October 28, 2015;
•
the occurrence of a strike, work slowdown or other concerted labor activity that
lasts for more than three (3) days and reduces production by over 100,000 tonnes, as
measured against the Company's mining plan;
•
projected non-ordinary course administrative and priority claims exceed $10.0
million; and
•
entry of the Plan Confirmation Order by no later than January 13, 2016, and the
Proposed Plan is substantially consummated by no later than February 3, 2016.
See RSA Motion, at pages 8-11; First Amendment to RSA, dated as of August 5, 2015.
14.

The RSA also contemplates a number of "Support Termination Events" which

cause the RSA to terminate immediately, also triggering a default under the Final Cash Collateral
Order. See RSA Motion, at pages 11-15. The Support Termination Events include:
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•
a material breach by the Debtors of any representation or warranty under the
RSA;
•
failure to obtain entry of the Final Cash Collateral Order in form and substance
acceptable to the Majority Holders and the Debtors by August 29, 2015;
•
failure to obtain entry of Plan Confirmation Order by February 3, 2015, unless a
Sale Order is entered prior to this date in form and substance acceptable to the Majority
Holders and the Debtors which order provides that the successor clause contained in the
Collective Bargaining Agreements between the Debtors and the UMWA is not
enforceable against the purchaser of the Debtors' assets (unless the Bankruptcy Court
otherwise grants relief under section 1113 of the Bankruptcy Code and the Debtors
implement the 1113 relief and eliminate the successor clauses in the Collective
Bargaining Agreements between the Debtors and the UMWA); and
•
the Debtors seek to withdraw, waive, amend of modify any term or condition of
the RSA, Plan Term Sheet, Plan (including filing a Plan or 363 Sale motion not in
accordance with the Restructuring contemplated by the RSA), Final Cash Collateral
Order in a manner not approved by the Majority Holders.
See RSA Motion, at pages 11-15.

15.

The Debtors agree pursuant to the RSA (i) not to take any actions inconsistent

with the Restructuring, as contemplated by the RSA and Plan Term Sheet; and (ii) not to
negotiate an alternative transaction or Restructuring inconsistent with the RSA (except pursuant
to the very stringent and limited so-called "fiduciary out" provisions); and (iii) to cause an
independent director mutually agreeable to the Company and the Majority Holders to be
appointed to the board of Walter Energy Canada Holdings, Inc., giving even more insider like
control to the First Lien Creditors over at least partially unencumbered assets. See RSA, at pages
8-9.
16.

The RSA gives further control to the Majority Holders of First Lien Creditors by

requiring that the following "Restructuring Documents" "be consistent in all respects with, and
shall contain, the terms and conditions set forth in . . .[the RSA] Agreement, and shall otherwise
be in form and substance acceptable to the Company and the Majority Holders":
the Proposed Plan;
Disclosure Statement;
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RSA Motion;
Business Plan;
Section 363 Sale Motion and Sale Order;
Interim Cash Collateral Order and Final Cash Collateral Order; and
"any other agreements, instruments, pleadings, orders and/or documents that are
filed by debtors and debtors in possession in the Chapter 11 Cases (including any
exhibits, amendments, modifications or supplements made from time to time thereto)."
See RSA, at pages 2-3.
17.

Similarly, the Interim Cash Collateral Order (and proposed Final Cash Collateral

Order) gives significant control to the Debtors' Majority Holders of First Lien Creditors by
including "Termination Events" prompting immediate termination of the Debtors' right to use
Cash Collateral without further notice or court proceeding unrelated to a post petition diminution
in value of the prepetition collateral or failure to comply with the budget, but related solely to the
RSA, such as: (i) failure to obtain approval of the RSA or the RSA Motion within 60 days of the
Petition Date; or (ii) any breach under the RSA that triggers termination of the RSA. See Interim
Cash Collateral Order [Docket No. 59], at page 33.
18.

Additionally, the Interim Cash Collateral Order (and presumably, the Final Cash

Collateral Order) requires that the Debtors "not make any decision with regard to the assumption
or rejection of executory contracts and unexpired leases without first obtaining the consent of the
Steering Committee [of First Lien Creditors]."
19.

Yet, the same First Lien Creditors that seek to dictate nearly every aspect of these

chapter 11 cases require the unusual finding in the Interim Cash Collateral Order (at f 24) and
presumably, the Final Cash Collateral Order that they are not in control of the Debtors. And they
ask for this ahead of any investigation of these important issues by any creditors or estate
representatives.
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20.

Further, while the RSA contains a so called "fiduciary out" provision which

allows the Debtors to not take any action pursuant to the RSA that will "upon the advice of
outside counsel, constitute a breach of the Company's board of directors' fiduciary obligations
under applicable law", to the extent the "fiduciary out" is exercised, the Majority Holders of First
Lien Creditors may terminate the RSA and trigger an immediate Cash Collateral default. See
RSA, at page 22. The standard for properly managing the Debtors through the chapter 11
process and not defaulting under the cash collateral orders cannot be to do only that permitted by
the lender, unless to do otherwise triggers personal fiduciary litigation against the officers and
directors. This trigger further calls into question the motivation behind the Debtors' conclusory
assertions (RSA Motion, at pages 3, 5) that "[t]he Debtors believe that the Restructuring
contemplated in the RSA is the best and most value-maximizing path for the Debtors, and their
estate and key stakeholders" and that the RSA demonstrates "an exercise of sound business
judgment".
21.

The UMWA respectfully submits that the motion to approve the RSA must be

denied and any use of cash collateral must be delinked from the RSA.
ARGUMENT
I.

The RSA Places Too Much Control With The First Lien Creditors And
Should Not Be Approved.

22.

The Court should not approve the RSA.

That a single creditor constituency

supports the Proposed Plan embodied in the RSA or that the Proposed Plan (assuming the
Proposed Plan were even confirmable, which the UMWA submits it is not) could lead to a quick
emergence from chapter 11 is simply not a sufficient basis for approving the RSA. This was
made very clear in the bankruptcy court's decision in In re Innkeepers USA Trust, 442 B.R. 227
(Bankr. S.D.N.Y. 2010).
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23.

In Innkeepers, the court denied the debtors' motion seeking the assumption of a

plan support agreement. In its decision, the court explained:
After today, without the burden of the restrictions imposed by the PSA [plan
support agreement], the Debtors will have a wide berth to fulfill their fiduciary
duties to conduct a plan process which maximizes value for all of the estates
and treats the various tranches of debt with greater neutrality. And here again I
will invoke Adelphia and its substantial teachings regarding the fine art of
being a debtor with multiple, separate tranches of debt secured by separate
collateral pools. There is a level of neutrality required; I do not believe the
process leading to the PSA reflects the more even-handed approach required in
this case. To be sure, the Debtors do not have to be paralyzed in an attempt to
make everyone happy. If they believe the plan underlying the PSA is a good,
confirmable plan, they can and should file it and prosecute it. It will either
survive attacks vis-a-vis valuation, new value, substantive consolidation, and
whatever else the creditor body asserts—or it will not. And, if Lehman still
wants to support the plan, it is free to do so. For the reasons stated above, the
Debtors' motion to assume the PSA is denied.
Innkeepers, 442 B.R. at 236 (emphasis added).
24.

The court's decision in Innkeepers is highly instructive.

There, the court

determined that the burdens of assuming the plan support agreement outweighed any benefits.
Id. at 234-35. In addition, because the plan support agreement substantially limited the debtors'
ability to exercise their fiduciary duties to maximize the value of their estates for their creditors,
it was not a valid exercise of the debtors' business judgment to assume the agreement. Id.
25.

The facts supporting Judge Chapman's reasoning in Innkeepers for denying the

motion to assume the plan support agreement apply, almost in their entirety, to the Debtors'
request to enter into the RSA. Among other similarities, in Innkeepers: (i) the plan support
agreement was tied to the debtors' financing (the use of cash collateral); (ii) the restructuring
transaction embodied in the plan support agreement was not shopped in the marketplace; (iii) the
debtor did not contact any potential investors outside the capital structure or engage in
meaningful discussions with other creditors about plan proposals; (iv) the debtors were limited in
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their ability to discuss other restructuring proposals; (v) the secured creditor had great power in
negotiations; (vi) there was little justification for the debtors locking themselves into a particular
plan without seeking higher or better offers or negotiating with its existing creditors; (vii) other
creditors did not support the plan support agreement; and (viii) only one creditor group supported
the plan support agreement.
26.

Upon information and belief, the same facts exist here: (i) the RSA is tied to the

Final Cash Collateral Order (and indeed, attached as Exhibit D to the RSA is the proposed
Interim Cash Collateral Order which provides that failure to obtain approval of the RSA is a cash
collateral financing event of default); (ii) the Debtors failed to shop alternative plan or sale
structures with outside investors or other creditor constituencies; (iii) the steering committee of
First Lien Creditors had great power in the negotiation process and is the only creditor
constituency that supports the RSA and Plan process; and (iv) other creditors aside from First
Lien Creditors do not support the RSA and there is little justification at this early stage in these
cases for the Debtors to lock themselves into a definitive Plan process without considering other
alternatives.
27.

Accordingly, denying the RSA Motion and striking the requirement that failure to

obtain approval of the RSA is a termination event under the Final Cash Collateral Order will
promote negotiations with respect to the direction of the Debtors' chapter 11 cases and ultimate
structure of any plan of reorganization and lead to a fairer process and fairer recoveries for all
stakeholders. Cf In re Innkeepers USA Trust, 448 B.R. 131, 136 (Bankr. S.D.N.Y. 2011)
(describing the sale process that followed the court's previous decision denying the debtors'
assumption of a plan support agreement as exemplifying "a chapter 11 process at its best").
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28.

For these and other reasons set forth below, the RSA Motion and Final Cash

Collateral Order (as currently proposed) should be denied.
II.

The RSA Prevents The Debtors From Exercising Their Fiduciary Duties.

29.

It is well established that an agreement that involves committing a breach of a

fiduciary duty is illegal and unenforceable on the grounds of public policy.

See

RESTATEMENT (SECOND) OF CONTRACTS § 193 (2010) ("A promise by a fiduciary to
violate his fiduciary duty or a promise that tends to induce such a violation is unenforceable on
grounds of public policy."). Courts therefore refuse to approve or enforce agreements that would
result in the breach of a debtor's fiduciary duty to its estate or creditors. See, e.g., In re Tenney
Village Co., Inc., 104 B.R. 562, 569 (Bankr. D.N.H. 1989) (refusing to approve DIP financing
because "the execution of the Financing Agreement violates the Debtor's fiduciary obligations to
the estate"); In re U.S. Lines, Inc., 103 B.R. 427, 431 n.l (Bankr. S.D.N.Y. 1989) (refusing to
enforce an agreement by debtor in possession to abstain from objecting to fee applications
because "[a] promise by a fiduciary tending to violate his fiduciary duty is unenforceable on
grounds of public policy").
30.

"[T]he [t]rustee has a duty to realize the maximum return for the estate for further

distribution to the [djebtor's creditors." In re Mondie Forge, Inc., 148 B.R. 499, 502 (Bankr.
N.D. Ohio 1992). Thefiduciaryduty owed by trustees and debtors in possession is owed to each
creditor of the estkte. In re Ngan Gung Rest., 254 B.R. 566, 570 (Bankr. S.D.N.Y. 2000) ("A
trustee also owes afiduciaryduty to each creditor of the estate. As such, he has a duty to treat all
creditors fairly...." (internal citations omitted).
31.

Here, the Debtors potentially breached their fiduciary duties owed to all of their

creditors by agreeing to consummate the transactions proposed under the RSA for the benefit of
the First Lien Creditors and to the detriment of other parties in interest.
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III.

There Is No Real Fiduciary Out Under the RSA.

32.

Under the RSA, the Debtors cannot decide to act in a way under their own

judgment they believe maximizes creditor values or is otherwise consistent with their fiduciary
duties. In fact the so calledfiduciaryout only comes into play if the officers and directors receive
advice of counsel they would be sued if they acquiesce to the First Lien Creditors.
33.

The Interim Cash Collateral Order (and proposed Final Cash Collateral Order)

provides that it is an event of default if the RSA is terminated or rejected by the Debtors.
34.

Furthermore, given the tight RSA milestones which must be complied with (or the

possibility exists of a cash collateral default), the Debtors are effectively forced to proceed in the
exact path directed by the First Lien Creditors, including with respect to the anticipated section
1113/1114 process, the terms of which will be dictated not by the strict necessity requirements
imposed by the Bankruptcy Code - which requires that any proposed modifications to collective
bargaining agreements and retiree obligations must be "necessary to permit the reorganization of
the debtor", see 11 U.S.C. §§ 1113(b)(1)(A), 1114(f)(1)(A) (emphasis added) - rather based on
the "form and substance acceptable to the Majority Holders."
35.

Therefore, even if the officers and directors receive advice from counsel that they

would be sued for not taking an action in violation of the RSA, exercising this fiduciary
responsibility triggers both termination of the RSA and allows the lenders to terminate the use of
cash collateral. Given the linkage of the RSA to the Final Cash Collateral Order, and the
Debtors' inability to operate without use of cash collateral, the RSA impermissibly locks the
Debtors' officers and directors into the Restructuring to the detriment of all aside from the First
Lien Creditors, even if faced with litigation.
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IV.

The RSA Is An Invalid Sub Rosa Plan.

36.

A debtor cannot enter into a transaction that "would amount to a sub rosa plan of

reorganization" or "attempts to circumvent the chapter 11 requirements for confirmation of a
plan of reorganization." See In re General Motors Corp., 407 B.R. 463, 491 (Bankr. S.D.N.Y.
2009); In re Tidal Const. Co., Inc., 446 B.R. 620, 623 (Bankr. S.D. Ga. 2009) (courts take a
"cautious approach" toward approval of transactions "which are sub-rosa, or more appropriately,
de facto Chapter 11 reorganization plans).
37.

Where aspects of a transaction dictate the terms of the ensuing plan or constrain

parties in exercising their rights in the context of confirmation of a Plan, the transaction may be
considered a sub rosa plan. General Motors, 407 B.R. at 495. Further, where a transaction itself
seeks to allocate or dictate the distribution of proceeds among different classes of creditors, the
transaction may also be objectionable as a sub rosa plan. Id.; Tidal Const. Co., 446 B.R. at 623;
see also PBGC v. Braniff Airways, Inc. (In re Braniff Airways, Inc.), 700 F.2d 935, 940 (5th Cir.
1983) (holding that the district court was not authorized to approve a transaction under section
363 of the Bankruptcy Code that would determine distributions to unsecured creditors); In re
Cloisters of Brevard, Inc., 117 B.R. 722, 723-24 (Bankr. M.D. Fla. 1990) (noting that procedure
that dictated creditor recoveries and short-circuited requirements of the Bankruptcy Code for
plan confirmation "constitutes an 'end run' around all of the requirements of the confirmation
process — and the protections afforded to creditors by that process.").
38.

Any transaction that dictates the essential terms of a future reorganization plan

and seeks to short circuit the rights of creditors must go through a plan approval process which
includes, at a minimum, (i) disclosure requirements as set forth in section 1125 of the
Bankruptcy Code; (ii) voting requirements under section 1126 of the Bankruptcy Code; (iii) the
best interest of creditors test under section 1129(a)(7) of the Bankruptcy Code; and (iv) the
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absolute priority rule of section 1129(b)(2)(B) of the Bankruptcy Code. In re Capmark Financial
Group Inc., 438 B.R. 471, 513 (Bankr. D. Del. 2010) ("A settlement constitutes a sub rosa plan
when the settlement has the effect of dictating the terms of a prospective chapter 11 plan.");
Braniff Airways, Inc., 700 F.2d at 940; State Dep't of Taxation v. Swollen's. Inc. (In re Swallen 's,
Inc.), 269 B.R. 634, 638 (6th Cir. B.A.P. 2001) ("At least when a party in interest objects, a
bankruptcy court cannot issue orders that bypass the requirements of Chapter 11, such as
disclosure statements, voting, and a confirmed plan, and proceed to a direct reorganization on the
terms the court thinks best, no matter how expedient that might be."); In re Defender Drug
Stores, Inc., 145 B.R. 312, 318 (B.A.P. 9th Cir. 1992) ("When preconfirmation
transactions... have the effect of or dictate the terms of a future reorganization plan, some courts
have required the debtor to provide creditors with the protection they would have received in the
confirmation process."); In re Cloverleaf Enterprises, Inc., 2010 WL 1445487 at *3 (Bankr. D.
Md. April 2, 2010) ("When a proposed transaction specifies terms or coerces one result for
adopting a reorganization plan, the parties and the district court must scale the hurdles erected in
Chapter 11."); In re Crowthers McCall Pattern, Inc., 114 B.R. 877, 885 (Bankr. S.D.N.Y. 1990)
("A transaction which would effect a lock-up of the terms of a plan will not be permitted.").
39.

Justifiably, and for good reason, courts are concerned with transactions where

"one class of creditors may strong-arm the debtor-in-possession, and bypass the requirements of
Chapter 11 [under a sale or similar transaction] to cash out quickly at the expense of other
stakeholders, in a proceeding that amounts to a reorganization in all but name, achieved by
stealth and momentum." In re Chrysler LLC, 576 F.3d 108, 114 (2d Cir. 2009), vacated as moot
by Indiana State Police Pension Trust v. Chrysler LLC, 130 S. Ct. 1015 (2009). It is precisely
because of these concerns that the Fifth Circuit rejected a proposed transfer agreement in Braniff
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Airways, 700 F.2d at 940. The terms of the agreement specifically attempted to "dictat[e] some
of the terms of any future reorganization plan. Id.
40.

Here, as noted extensively above, the RSA and Plan Term Sheet dictate creditor

recoveries under the Proposed Plan without satisfying the safeguards of the chapter 11 plan
confirmation requirements, and seek to direct the course of these chapter 11 cases. Accordingly,
the RSA should be denied as a sub rosa plan.
V.

The RSA Simply Implements A "Loan To Own" Strategy Solely In Favor Of
The First Lien Creditors.

41.

Courts do not allow secured creditors to exert undue influence over a debtor by,

among other things pressuring "the Debtor 'to walk hand in hand' with it through an expedited
bankruptcy sales process." See In re The Free Lance-Star Publ'g Co. of Fredericksburg, VA,
512 B.R. 798, 806-08 (Bankr. E.D. Va. 2014) (determining that the secured creditor engaged in
"inequitable conduct" and an "overly zealous loan-to-own strategy" which negatively impacted
the sale transaction process and limiting the secured creditor's right to credit bid to "increase the
value realized for the assets" for the benefit of the "estate's other creditors."); In re Fisker Auto.
Holdings, Inc., 510 B.R. 55, 59-61 (Bankr. D. Del. 2014) (limiting credit bid rights of a lender
"for cause" where secured creditor insisted on an "unfair" and "hurried process" without
establishing validity of its secured status).
42.

Here, the control given to the First Lien Creditors under the RSA, and the

Debtors' willingness to lock themselves in now and agree not to pursue alternative transactions
other than the lender dictated Proposed Plan or 363 Sale similarly demonstrates the Debtors' lack
of due care and breach of fiduciary duties. See generally In re Smart World Techs., LLC, 423
F.3d 166, 175 (2d Cir. 2005) ("As fiduciary [of the estate], the debtor bears the burden of
maximizefing] the value of the estate.") (internal citations omitted). As one court noted in the
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context of approving a transaction under section 363 of the Bankruptcy Code (under a similar
business judgment standard), it is a debtor's fiduciary obligation to make "an intensive effort to
drum up the best price obtainable for the creditors" and avoid a process that "aims to cut off
other possible sales." In re Bidermann Indus. U.S.A., Inc., 203 B.R. 547, 552 (Bankr. S.D.N.Y.
1997).
43.

Otherwise, the transaction "viewed as a whole . . . does not reveal the effective

exercise of business judgment." Id. at 551 .
VI.

Expediency And The Need For Cash Collateral Are Not Sufficient Reasons
To Approve The RSA

44.

Fairness to all creditors and compliance with the Bankruptcy Code should not be

discarded in favor of expediency. See In re Lionel Corp., 722 F.2d 1063, 1071 (2d Cir. 1983)
('"The need for expedition . . . is not justification for abandoning proper standards.'") (citation
omitted).
45.

Given the tight RSA milestones which must be complied with (or the possibility

exists of a cash collateral default), the Debtors are effectively forced to proceed on the exact path
directed by the First Lien Creditors, including with respect to the anticipated section 1113/1114
process, the terms of which will be dictated not by the strict necessity requirements imposed by
the Bankruptcy Code - which requires that any proposed modifications to collective bargaining
agreements and retiree obligations must be "necessary to permit the reorganization of the
debtor", see 11 U.S.C. §§ 1113(b)(1)(A), 1114(f)(1)(A) (emphasis added) - rather based on the
"form and substance acceptable to the Majority Holders."
46.

Moreover, the First Lien Creditors' agreement to provide use of cash collateral is

not sufficient to support assumption of the RSA. The Court has the power to draw a line and
deny approval of a proposed final cash collateral package that imposes unacceptable conditions,
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favors one creditor constituency, and dictates the outcome of these cases. See, e.g.. In re Tenney
Village Co., Inc., 104 B.R. 562, 568-569 (Bankr. D. N.H. 1989) (debtor in possession financing
terms must not "pervert the reorganizational process from one designed to accommodate all
classes of creditors and equity interests to one specially crafted for the benefit of [the secured
creditor]" and refusing to approve DIP financing because "the execution of the Financing
Agreement violates the Debtor's fiduciary obligations to the estate").
47.

Rather than helping to pave the way for the Debtors to reorganize in chapter 11,

assumption of the RSA is likely to foster unnecessary tension among numerous parties in
interest, lead to substantial litigation with attendant costs, distractions, and delays, and jeopardize
the Debtors' ability to reorganize. Accordingly, assumption of the RSA is manifestly not within
the Debtors' sound business judgment and should be denied, together with any Final Cash
Collateral Order that requires approval of the RSA.
48.

Section 365(a) of the Bankruptcy Code provides, in part, that subject to the

court's approval, a debtor "may assume or reject any executory contract or unexpired lease of the
debtor."

11 U.S.C. § 365(a). "The purpose behind allowing the assumption or rejection of

executory contracts is to permit the trustee or debtor-in-possession to use valuable property of
the estate and to renounce title to and abandon burdensome property." Orion Pictures Corp. v.
Showtime Networks, Inc. (In re Orion Pictures Corp.), 4 F.3d 1095, 1098 (2d Cir. 1993) (internal
quotations omitted).
49.

Section 365 assumption is intended for prepetition agreements such as supply and

service agreements, leases, or other commercial contracts.

Nowhere in the language or

legislative history of section 365 is there any hint that this section can be used to obtain court
approval of an RSA with a single secured creditor constituency to (i) dictate the terms of the
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Debtors' restructuring; (ii) provide pre-approved management incentive bonuses consisting of up
to 10% of equity in the reorganized Debtors while providing no recovery to the UMWA
Represented Parties or unsecured creditors; (iii) release the First Lien Creditors under the
Proposed Plan prior to any investigation of the Western Coal Transaction.
50.

Indeed, chapter 3 of the Bankruptcy Code (which contains within it section

365) is concerned with case administration (such as filing a case, retaining professionals,
obtaining financing, rejecting a contract, etc.), not reorganization. Chapter 11 of the Bankruptcy
Code provides for, among other things, the plan development, solicitation and approval process.
51.

Allowing the Debtors to, at this early stage of these cases, assume the RSA and all

the burdens imposed by the RSA on all parties in interest contradicts the very purpose of the
authority granted under section 365 of the Bankruptcy Code; indeed, it undermines the very
purpose of the chapter 11 reorganization process and safeguards embedded in chapter 11 of the
Bankruptcy Code. As the court in Innkeepers aptly noted in denying a proposed assumption
pursuant to section 365 of a plan support agreement:
One objector has—in my view, correctly—argued that the PSA breeds
contempt rather than fostering negotiations. This is not what chapter 11 is
supposed to be about. To the contrary, a number of the objectors point out that
a debtor's exclusive period was intended by Congress to provide for an
opportunity for the debtor to negotiate with its constituents and reach a
consensual plan, a successful plan. Others cite to cases in this District for the
proposition that exclusivity should not be employed as a tactical device to put
pressure on parties to yield to a plan they consider unsatisfactory. The PSA
has had such an effect on the Debtors' estates by tying all parties to a plan
which lacks support from nearly the entire capital structure and preventing the
Debtors from negotiating in good faith with their numerous constituents who
will eventually be required to vote on a plan.
Innkeepers USA Trust, 442 B.R. at 234.
52.

This rationale is equally applicable here.

Section 365 is simply not the

appropriate vehicle for approval of the RSA and related provisions of the Final Cash Collateral
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Order that bind the Debtors' estates to a predetermined Proposed Plan outcome. Cf. In re The
Bombay Co., Nos. 07-44084 et al, 2007 WL 2826071, at *3 (Bankr. N.D. Tex. Sept. 26, 2007)
(explaining the suitability of chapter 11, rather than chapter 3, for dealing with transactions
important to the chapter 11 case: "The court would infinitely prefer that a chapter 11 case be
resolved through the plan process, which, pursuant to Code §§ 1109, 1125, 1126, 1128 and 1129,
assures creditors and other parties in interest full disclosure, the opportunity to vote on their fates
and the protections of a fully noticed confirmation process.").
53.

Even if the RSA presents the right structure for a plan here - and the UMWA

strongly believed that this is not the case - the assumption of the RSA is not the right process for
approving this transaction.
VII.

The First Lien Creditors Should Not Be Permitted To Bid On
Unencumbered Assets Or Credit Bid Without First Proving The Nature
Extent And Validity Of Their Liens.

54.

The First Lien Creditors receive the right to credit bid under the RSA despite (i)

not holding perfected liens on certain assets, including at least on certain coal leases and certain
cash accounts; and (ii) avoiding any investigation for prepetition inequitable conduct which
could render such creditors' claims equitably subordinated under Bankruptcy Code section
510(c), recharacterizated or subject to other litigation claims.
55.

Specifically, section 363(k) states:

At a sale under subsection (b) of this section of property that is subject to a lien
that secures an allowed claim, unless the court for cause orders otherwise the
holder of such claim may bid at such sale, and, if the holder of such claim
purchases such property, such holder may offset such claim against the
purchase price of such property.
11 U.S.C. § 363(k) (emphasis added).
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56.

Where the lender's liens have not been proven valid, courts have prevented or

conditioned the lender's ability to credit bid or put in place certain protections that safeguard a
debtor's unsecured creditors. See e.g., Free Lance-Star, 512 B.R. 798, 806 (capping lender's
credit bid in light of questionable liens); In re Akard St. Fuels, LP., 2001 WL 1568332 (N.D.
Tex. Dec. 4, 2001) (denying lender's ability to credit bid and allowing sale free and clear of all
liens under section 363(f)(4) where lender's liens were subject to a challenge and lender was
"capable of bidding cash at the auction and later recovering the cash if it proved its liens"); In re
McMullan, 196 B.R. 818, 835 (Bankr. W.D. Ark. 1996) ("At any such sale, NBC shall not be
entitled to offset bid any of its claimed liens or security interests under [section 363(k)] because
the validity of its liens and security interests are unresolved."); In re Miami General Hospital,
Inc., 81 B.R. 682 (S.D. Fla. 1988) (permitting lender's credit bid but preserving the right of the
trustee to file an adversary proceeding or otherwise object to the extent, validity and priority of
the lender's liens); In re Octagon Roofing, 125 B.R. 583, 592 (Bankr. N.D. 111. 1991) (permitting
lender's credit bit so long as lender posted irrevocable letter of credit drawn on other bank in
order to protect trustee if lien was later set aside); see also Bank ofNova Scotia v. St. Croix Hotel
Corp., 44 B.R. 277 (D. V.I. 1984).
57.

The First Lien Creditors have no right to assert a credit bid on all of the Debtors'

prepetition assets, as unencumbered prepetition assets do not "secure" their claims. See Free
Lance-Star, 512 B.R. at 807-808 (Bankr. E.D. Va. 2014) (a "credit bid amount must be
configured to prevent [the secured lender] from credit bidding its claim against assets such as the
FCC licenses that are not within the scope of its collateral pool").
58.

Permitting a credit bid on all of the assets arguably provides a windfall to the First

Lien Creditors without providing adequate consideration to other creditors, particularly th^
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UMWA. See In re Package Design & Supply Co., 217 B.R. 422, 427 (Bankr. W.D.N.Y. 1998)
(recognizing that a secured lender should not capitalize "where the lender's lien did not
encumber all prepetition assets and the unencumbered assets added significant value to what the
lienor is claiming").
59.

Regardless of whether the prepetition lenders assert that their liens on the

unencumbered prepetition assets are valid - an issue not yet fully resolved - the Debtors' estates
and creditors must be protected. In re Octagon Roofing, 123 B.R. 583, 592 (Bankr. N.D. 111.
1991) (bank allowed to credit bid conditioned upon the posting of an irrevocable letter of credit
to protect the estate in the event the liens were later avoided).
60.

Courts emphasize the import of "review by the creditors," equipped with "full

information," in any prospective asset sale under section 363(b)(1) of the Bankruptcy Code. See
Myers v. Martin (In re Martin), 91 F.3d 389, 395 (3d Cir. 1996) (noting that the "creditor body
could suffer" if the review process is not fully informed). Unsurprisingly, there is "no doubt that
the holder of a lien the validity of which has not been determined, as here, may not bid its lien."
Fisker Automotive, 510 B.R. at 61; Nat 7 Bank of Commerce of El Dorado v. McMullan (In re
McMullan), 196 B.R. 818, 835 (Bankr. W.D. Ark. 1996) ("At any such sale, NBC shall not be
entitled to offset bid any of its claimed liens or security interest under [§ 363(k)] because the
validity of its liens and security interests are unresolved.").
61.

According to In re Radnor Holdings Corp., 353 B.R. 820 (Bankr. D. Del. 2006),

unless this Court expressly reserves the creditors' and estates' rights, the entry of an order like
the one being requested here to approve the assumption of the RSA, permitting a credit bid may
be tantamount to an order approving the nature, extent and validity of the lien claim and also
prevent any litigation against the lender for avoidance, reduction, recharacterization,
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disallowance, disgorgement, counterclaim, surcharge, subordination, marshalling or other
litigation claims.
62.

Accordingly, the RSA Motion and the relevant provisions of the Final Cash

Collateral Order requiring approval of the RSA must be denied.
VIII. The RSA Is a Financial Accommodation Contract That Cannot Be Assumed
Under Section 365(c)(2) Of The Bankruptcy Code
63.

Because the RSA and Plan Term Sheet provide for cash collateral funding and the

issuance of the reorganized Debtors' securities to the First Lien Creditors and other parties under
the Proposed Plan, it is, by the plain language of the statute, a "financial accommodation"
contract that is not assumable under section 365(c)(2) of the Bankruptcy Code. 11 U.S.C. §
365(c)(2) (debtor "may not assume or assign any executory contract. . . if. . . such contract is a
contract to make a loan, or extend other debt financing or financial accommodations, or to issue
a security of a debtor"); see, e.g., John Deere Co. v. Cole Bros., Inc. (In re Cole Bros., Inc.), 154
B.R. 689, 693 (W.D. Mich. 1992) (denying motion to assume a group of contracts under a
dealership arrangement where the extension of credit by dealer under finance agreements was an
integral component of the dealership arrangement); see also In re Teligent, Inc., 268 B.R 723,
737 (Bankr. S.D.N.Y. 2001) (noting that an agreement to issue a security of the debtor is not a
contract that can be assumed).
IX.

The 3% Break-Up Fee For A Credit Bid Is Excessive.

64.

Courts recognize that break-up fees should not be allowed when they do not

preserve the value of the estate or when the size or terms of a break-up fee could harm a debtor's
estate or other parties in interest. See e.g. In re Lamb, No. 96-1-1099-DK, 2002 WL 31508913,
at *1 (Bankr. D. Md. Oct. 11, 2002) (citingIn re O'Brien Envtl. Energy, Inc., 181 F.3d 527, 53536 (3d. Cir. 1999) (break-up fee denied because it was not necessary to preserve the value of the
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estate)); In re Hupp Indus., 140 B.R. 191, 194 (Bankr. N.D. Ohio 1992) (noting that one
potential harm which follows an imprudent allowance of a break-up fee is a less meaningful
auction process). Additionally, a party seeking an administrative expense must "carry the heavy
burden of demonstrating that the costs and fees for which it seeks payment provided an actual
benefit to the estate and that such costs and expenses were necessary to preserve the value of the
estate assets." O'Brien, 181 F.3d at 533.
65.

Here the proposed credit bid is a non-cash proposal designed solely to benefit the

First Lien Creditors and no one else.
X.

The RSA Impermissibly Dictates The Outcome Of Any Section 1113 Or
Section 1114 Process.

66.

In American Flint Glass Workers Union v. Anchor Resolution Corporation, 197

F.3d 76, 81-82 (3d Cir. 1999), the Third Circuit held that a debtor could not alter its obligations
under a CBA though a partial assumption and assignment to a purchaser because that would be
"an attempt to effect an alteration of the CBA" and therefore the debtor "was required to comply
with the procedures set out in Code § 1113." To do otherwise, the court held, would permit the
debtor and a purchaser through section 363 "to misuse the Code in an effort to avoid the
collective bargaining process that Congress deemed essential to the balance between labor and
reorganizing debtors that it struck in Section 1113.4 Id; see also In re Maxwell Newspapers, 981
F.2d 85. 89 (2d Cir. 1992) ("[a] debtor may sell the assets of the business unencumbered by a
collective bargaining agreement if that agreement has been rejected pursuant to § 1113")
(emphasis added); In re Stein Henry Co., Inc., No. 91-15491S, 1992 WL 122902, at *2 (Bankr.
E.D. Pa. June 1, 1992) (refusing to confirm plan which would result in asset sale without
4

Attempts to utilize other provisions of the Code to override Section 1113's exclusive provisions have similarly
been rejected. See, e.g., Chicago Dist. Council of Carpenters Pension Fund v. Cotter, 914 F. Supp. 237, 242 (N.D.
111. 1996) (CBA cannot be rejected as part of plan of reorganization pursuant to provision providing automatic
rejection of unassumed executory contracts pursuant to section 365).
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satisfaction of CBA's successorship clause because "[o]nly through the medium of 11 U.S.C. §
1113(f) can a collective bargaining agreement be terminated or modified in any way" and
"[r]ights provided in the agreement as to successor-entities must be preserved unless there is,
unlike here, compliance with the procedures of 11 U.S.C. § 1113"); In re Agripac, Inc., No. 69960001-frail, Slip Op. at 12 (Bankr. D. Ore. April 2, 1999) (concluding that "[fjailure to include in
Sale Agreement a successor clause as required by the CBA is a breach of the Collective
Bargaining Agreement which may result in a substantial claim against the estate" and holding
that the sale could not proceed absent compliance with section 1113).5 As Judge Bernstein
concluded in the Journal Register case, a debtor may not utilize Section 363 to bypass the
requirements of Section 1113 in relation to a labor contract's successor clause:
The collective bargaining agreement continues to bind the debtor
post- petition, and a debtor cannot reject a collective bargaining
agreement except in accordance with Bankruptcy Code § 1113.
Generally speaking, a rejection represents a decision not to
perform a burdensome executory contract. A debtor cannot bypass
§ 1113 and obtain a de facto rejection of its collective bargaining
agreement simply by refusing to perform it. Although the
obligation to comply with the successor clause is only one duty
among many under a collective bargaining agreement, a debtor's
intentional breach of a material provision of the collective
bargaining agreement is tantamount to a rejection, or alternatively,
a unilateral alteration of its provisions in violation of Bankruptcy
Code § 1113(f). Thus, as a general proposition, a sale under
Bankruptcy Code § 363 cannot circumvent the condition imposed
under a successor clause absent compliance with § 1113.
In re Journal Register Company, 488 B.R. 835, 840 (Bankr. S.D.N.Y. 2013).
67.

The UMWA understands that one decision in the Southern District of West

Virginia, In re The Lady H Coal Co., Inc., 193 B.R. 233 (Bankr. S.D. W.Va. 1996), aff'd 199
B.R. 595 (S.D.W.Va. 1996), aff'd on other grounds, In re Leckie Smokeless Coal Co., 99 F.3d
573 (4th Cir. 1996), permitted a free and clear sales under section 363 of the Bankruptcy Code
5

A true and correct copy of Agripac is attached hereto as Exhibit A.
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without satisfying the requirements of section 1113 and 1114 of the Bankruptcy Code. However,
the UMWA respectfully submits that the Lady H decision, not binding here, was decided prior to
the Third Circuit's decision in Anchor Resolution as well as the Journal Register decision
discussed above, and simply ignores the fundamental requirements of section 1113.
68.

Accordingly, to the extent the RSA, including the 363 Sale, seeks to avoid the

requirements of sections 1113 and 1114, it must be denied.
XI.

Assumption Of The RSA Falls Outside Of Sound Business Judgment.

69.

The Debtors cannot satisfy their burden to demonstrate that assumption of the

RSA is a sound exercise of their business judgment. See In re Grayhall Resources, Inc., 63 B.R.
382, 384 (Bankr. D. Colo. 1986) (assumption of contracts under section 365 is appropriate where
"assumption represents a sound business judgment on the part of the [d]ebtor and will not be
prejudicial to the interest of creditors"); Thompkins v. LiV Joe Records, Inc., 476 F.3d 1294,
1306 n.13 (11th Cir. 2007) ("[e]ven though there may be material obligations outstanding on the
part of only one of the parties to the contract, [an agreement] may nevertheless be deemed
executory . . . if its assumption[] [or] rejection would ultimately benefit the estate and its
creditors."); see also Cont'l Country Club, Inc. v. Burr (Cont'l Country Club, Inc.), 114 B.R.
763, 767 (Bankr. M.D. Fla. 1990) ("The case law of 11 U.S.C. § 365 mandates that a debtor-inpossession or trustee must meet the business judgment test."); In re TrakAuto Corp., 2002 WL
32129975, *2 (Bankr. E.D. Va. Jan. 9, 2002) (court must "evaluate debtor's business judgment
by considering the impact of the debtor's decision on a variety of parties as well as the impact on
the debtor's estate").
70.

The business judgment rule protects a debtor's decisions only "when the

following elements are present: '(1) a business decision, (2) disinterestedness, (3) due care, (4)
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good faith, and (5) according to some courts and commentators, no abuse of discretion or waste
of corporate assets.'" Bidermann, 203 B.R. at 552 (citation omitted).
71.

Here, other than several conclusory statements cited in the RSA Motion, the

Debtors have failed to show that they are entitled to the presumption that they exercised sound
business judgment. In fact, the Debtors devote only two brief pages of the RSA Motion (see
RSA Motion, pages 16-17) to a boilerplate discussion of how assumption of the RSA satisfies
the standards of section 365(a), and conspicuously, no mention is made of what is arguably the
most extensive published bankruptcy court decision on assumption of plan support agreements,
Innkeepers. The two pages of conclusory justifications for entry into the RSA do not constitute
evidence. See NLRB v. Walton Mfg. Co., 286 F.2d 26, 28 (5th Cir. 1961) (noting that "[i]t is a
general rule that extrajudicial self-serving statements are generally inadmissible as evidence").
72.

Moreover, the RSA and Plan only appear to benefit the First Lien Creditors via (i)

Plan releases granted far too early in the case to be approved, particularly considering the need to
investigate the Western Coal Transaction and the secured creditors' role in that deal; (ii) an
excessive 3% break-up fee and the right to credit bid to the extent the 363 Sale goes forward
despite no new money from the First Lien Creditors and failure to establish that the first lien
lenders' liens are properly perfected; (iii) improper and excessive control over the Debtors in
these cases; and (iv) improper granting of control over the Canadian Entities via the proposed
appointment of an independent director - given the First Lien Creditors do not have a fully
perfected lien over such assets.
73.

These benefits to the First Lien Creditors are highly prejudicial to the rights of the

UMWA Represented Parties and other creditor constituencies, and they demonstrate a lack of
due care or good faith. Innkeepers, 442 B.R. at 234-46
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RESERVATION OF RIGHTS
74.

The UMWA reserves the right to raise further and other objections to the RSA

Motion prior to or at the hearing and further reserves the right to supplement, amend, augment or
modify this Objection at any time prior to the hearing.
CONCLUSION
WHEREFORE, the UMWA respectfully requests that the Court (i) deny the RSA
Motion; (ii) modify the Final Cash Collateral Order to delink the use of cash collateral from
approval of the RSA; and (iii) grant such other and further relief as the Court deems just and
appropriate.

Dated: August 7, 2015
Respectfully Submitted,
Sharon Levine (admitted pro hac vice)
Paul Kizel (admitted pro hac vice)
Philip J. Gross (admittedpro hac vice)
Nicole M. Brown (admitted pro hac vice)
LOWENSTEIN SANDLER LLP
65 Livingston Avenue
Roseland, New Jersey 07068
Telephone: (973) 597-2500
Facsimile: (973) 597-6247
Email: slevine@lowenstein.com,
pkizel@lowenstein. com,
pgross@lowenstein. com,
nbrown@lowenstein. com
Counselfor the United Mine Workers
of America
-and/s/ Jennifer B. Kimble
Jennifer B. Kimble
RUMBERGER KIRK & CALDWELL
2001 Park Place North Suite 1300
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Birmingham, Alabama 35203
Telephone: (205) 327-5550
Facsimile: (205) 326-6786
Email: jkimble@rumberger.com
Local Counselfor the United Mine Workers
of America
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CERTIFICATE OF SERVICE
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foregoing upon the following parties electronically and on the parties shown on Exhibit B by
placing a copy of same in the U.S. Mail, postage prepaid and properly addressed this the 7th day
of August, 2015.
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Claudia R. Tobler
ctobler@paulweiss.coni

Kristine Manoukian
Akin Gump Strauss Hauer & Feld LLP
One Bryant Park
New York, NY 10036
kmanoiikian@akingump.com
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Sale free and clear of liens
Assumption and assignment of contracr.s
In re Agripac, Inc.
4/2/99

699-60001-frail
FRA

Unpublished

The DIP sought leave to sell its canned goods division pursuant
to Code § 363 and to assume and assign to the purchaser certain
contracts under Code § 365. A number of objections to both the sale
and the assumption and assignment of contracts were made by
interested parties. The court concluded that the sale and the
assumption and assignment could proceed under certain circumstances.

9
10
11

The proposed sale did not comply with terms of the Debtor's
collective bargaining agreement with its employees nor had the DIP
complied with Bankruptcy Code § 1113 requiring good-faith bargaining
prior to rejection of a collective bargaining agreement.
Consequently, the sale could not go forward without compliance with
the collective bargaining agreement, until Code § 1113 is complied
with, or an agreement between the buyer and the union renders
compliance moot.

12
13
14
15
16
17

A creditor objected to that part of the proposed sale which
effectively provided for direct payment of the sale proceeds zo
CoBank, a secured creditor. The court required as a condition of
the sale that all funds be deposited into a separate account so that
distribution may be made pursuant to a confirmed plan of
reorganization.
The final condition of the sale is a limit of $60,000 cost to
the estate for the assumption of contracts. Any amount above that
figure must be cither waived or borne by the purchaser.

18

E99-8(16)

19
20
21
22
23
24
25
26
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1
2
3
4
5
6
7
8

UNITED STATES BANKRUPTCY COURT

9

FOR THE DISTRICT OF OREGON

10

In Re:

11

AGRIPAC, INC.,

12
13

) Bankruptcy Case No.
) 699-60001-frall
)
) MEMORANDUM OPINION
)

Debtor.

The Debtor-in-Possession seeks leave to sell its Canned Foods

14

Division, pursuant to Bankruptcy Code § 363.

15

sale it seeks leave to assume certain executory contracts, and

16

assign them to the purchaser, pursuant to Code § 365.

17

In connection with the

The matter came on for hearing on March 31 and April 1, 1999.

18

Having considered the evidence, testimony and argument cf the

19

parties, the Court concludes that the sale and assignment of

20

contracts may.proceed, but only on certain conditions discussed in

21

this opinion.

22

sale must be held by the Debtor-in-Possession pending further

23

proceedings in this Chapter 11 case.

Moreover, the Court finds that the proceeds of the

I.

24
25
26

FACTS

The Debtor-in-Possession has reached an agreement with NorPac
Foods, Inc., for the sale by the Debtor-in-Possession and purchase
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1

by NorPac of the DIP's Canned Foods Division.

A complete copy of

2

the written agreement was placed into evidence as Exhibit Z.

3

purchase price, set out at Paragraph 2.4 of the Agreement, is $10

4

Million, plus 80% of the value of the bulk of the Debtor's

5

inventory, 50% of the remaining inventory, and 95% of the book value

6

of the Debtor-in-Possession's receivables.

7

inventory is to be determined in accordance with generally accepted

8

accounting principles, and the contract provides, at Paragraph 2.5,

9

for post-closing adjustments which take into account, among ocher

The

The value of the

10

things, variations in the available inventory.

11

made for arbiuration in the event of any dispute regarding the

12

amount or value of the inventory.

13

A provision is also

At Paragraph 2.6 the Agreement contemplates that it will be

14

closed in escrow, with CoBank, ACB, acting as escrow agent.

15

is a secured creditor of the Debtor-in-Possession, and has a

16

standing banking relationship with NorPac.

17

contemplates that CoBank will finance the sale for NorPac.

18

security interest securing the Debcor-in-Possession's obligation to

19

the Banks attaches to the proceeds of this sale.

20

provides for payment to the Bank by allowing the Bank simply to

21

issue a new note to NorPac, acquire a new security agreement, and

22

make appropriate entries crediting the sale price against the amount
owed to the Bank by AgriPac.

CoBank

The Agreement
The

The Agreement

In furtherance of a prior agreement

24

between the Bank, AgriPac, and the Unsecured Creditors' Committee,

25

the Bank would cause $3 Million in cash to be paid to the Debtor-in-

26

Possession, free and clear of any security interest.
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1

While the terms are not spelled out in Exhibit Z, implicit

2

the understanding between AgriPac and NorPac is NorPac's announced

3

intention to pay $2 Million in "sign-up bonuses" to growers who,

4

once the sale closes, contract with NorPac to provide crops for

5

processing.

6

farmers availing themselves of this arrangement will be growers

7

previously associated with AgriPac.

8

m

The parties assume that a significant number of the

Three interested parties have raised objections to the sale.

9

The Unsecured Creditors' Committee, and Crown Cork and Seal ("CCS"),

10

an unsecured creditor, each claim that the sale price in inadequate,

11

and that the Debtor-in-Possession has failed to articulate a sound

12

business reason for the sale in the absence of a confirmed plan of

13

reorganization.

14

that he Committee did "not Necessarily oppose" the sale, but was

15

concerned that the Debtor-in-Possession had not provide sufficient,

16

and timely, information from which the Committee could ascertain

17

whether the sale was appropriate.

18

Seal objects to the handling of the sale proceeds, in light of

19

claims it is asserting against the Bank.

20

670 has objected for the reason that the sale, as constituted,

21

violates provisions of the Union's collective bargaining agreement

22

with the Debtor-in-Possession, and because the Debtor-in-Possession

23

has failed to comply with Code § 1113 regarding the rejection of

24

Collective Bargaining Agreements.

Counsel for the Committee advised at the hearing

In addition, Crown Cork and

Finally, Teamster Local

25
26
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1

II.

2

DISCUSSION

Ordinarily, estate property in a Chapter 11 case is disposed

3

of, and the proceeds distributed, pursuant to a plan of

4

reorganization.

5

protections to the interests of creditors, who are entitled to full

6

disclosure of the provisions of the plan, and an opportunity to

7

vote.

8

have recognized that, under certain circumstances, partial or even

9

total liquidation of the assets of a debtor-in-possession under Code

Proceeding in this manner provides significant

This general rule notwithstanding, the courts in many cases

10

§ 363, in the absence of a plan of reorganization, may be

11

appropriate.

12

Cir.1983),In re Chateagay Corp., 973 F.2d 141 (2d Cir, 1992).

13

review of the applicable case law yields the following distillation

14

of the factors a court should consider in reviewing an application

15

for a sale, prior to or in lieu of confirmation of a plan, of a

16

substantial portion of the Debtor's assets:

17

1.

See, e.g.. In re Lionel Corp., 722 F.2d 1063(2d
A

Whether there is an articulated business justification

18

for the sale.

19

the assets to be sold to the whole of the estate; (b) the time which

20

has elapsed since commencement of the case; (c) the likelihood of

21

any reorganization, or, conversely, whether a liquidation is being

22

proposed;

23

value, or whether an immediate sale as a going concern is likely to

24

yield materially more than an orderly liquidation over time.

25
26

2.

This requires consideration of (a) the proportion of

(d) whether the assets to be sold are gaining or losing

Whether there has been fair, adequate and accurate notice

to interested parties of the transaction and its terms.

"Fairness"
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1

in this context includes time to make reasonable inquiry into the

2

value of the assets and the terms of the transaction.

3

time allowed is reasonable will depend on the particular situation,

4

and exigent circumstances may justify an otherwise unreasonably

5

short time for review and decision.

6

given to such circumstances if the exigency is attributable to the

7

debtor's unjustified delay in seeking relief.

8
9

Whether the

However, less weight should be

The Court must also consider whether there has been adequate
information given to interested parties, either through discovery or

10

the original notice.

11

any material terms remain to be negotiated, and whether doubts about

12

such terms render notice ineffective.

13

3.

In particular, the Court must look at whether

Whether the price is adequate and fair under the

14

circumstances.

15

that a quick sale may yield something more than an ordered

16

liquidation.

17

marginally higher than an ordered liquidation, the Court must weigh

18

the marginal benefit against the loss of vital creditor protections

19

under Chapter 11, including the right to vote on a plan after full

20

disclosure.

21

4.

This does not mean simply the highest bid, or proof

Where the face value of a quick sale is only

Whether the terms of the proposed transaction are

22

severable, allowing the Court to defer or deny approval of

23

particular aspects of the agreement which may be inappropriate under

24

the circumstances.

25
26
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1

5.

Whether the transaction requires approval of assumption

2

and assignment of executory contacts, and whether in fact such

3

contracts may be assigned.

4

6.

Whether the transaction is proposed in good faith.

This

5

includes the requirement that the proposed transaction not unfairly

6

discriminate against any creditor or class of creditors or

7

claimants, and that it not give undue advantage to the purchaser, or

8

to equity holders, or any class of creditors or claimants.

9

7.

Whether the proposed transaction, and he any resulting

10

distribution, is consistent with the provisions of the Bankruptcy

11

Code.

12

derogation of the absolute priority rule either by direct payment to

13

interest holders or agreed payments to holders (as such) by the

14

purchaser.

15
16
]7
18

The sale should not contemplate a transfer of assets in

8.

Whether the transaction subjects the estate to

unjustified administrative expenses or claims.
These principles lead to the following conclusions regarding
the issues in dispute:

19

A.

Justification of Sale

20

The agreement to sell to NorPac was reached after lengthy

21

negotiations between the Debtor-in-Possession and NorPac, and

22

Chiquita Brands, a competing suitor.

These discussions culminated

in an auction spread over two to three days immediately prior to the
24

hearing on this matter.

I am persuaded that the auction yielded the

25

best available price, particularly in light of time constraints

26
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1

which required a virtually immediate sale of the assets prior to the

2

commencement of this year's growing season.

3

The objecting parties' expert testified to certain aspects of

4

the Debtor's records which suggest that further investigation might

5

yield evidence tending to prove that a liquidation over time, as

6

opposed to a sale as a going concern, might have yielded a better

7

result.

8

Debtor-in-Possession has, at the very least, made out a prima

9

case that the consideration for the sale is adequate, and that a

However, there is no firm evidence to that effect.

The
facie

10

valid business purpose exists for allowing the sale at this time.

11

Evidence that the Debtor-in-Possession might have tried harder is

12

not, by itself, sufficient to overcome this prima

13

demonstration.

14

for the sale.

15

facie

I find that there is an articulated business reason

The Unsecured Creditors' Committee argues that the sale price

16

is indefinite, since the contract is based on the value of the

17

Debtor-in-Posscssion's inventory, and the contract is not clear in

18

defining how that value is to be arrived at.

19

that the contract calls for application of generally accepted

20

accounting principles, and arbitration by an accountant in the event

21

of a dispute.

22

Debtor-in-Possession's and the estate's interests, under the

23

contract.

24

However, it appears

These provisions provide adequate protection of the

The issue of adequacy of notice is more difficult.

Opposing

25

counsel have pointed out frequently, and not unreasonably,

that

26

important information has been delivered to them at the last minute.
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1

There is no denying that this case has proceeded at a breathtaking

2

pace.

3

accelerated action by pointing out that the sale (and the sale of

4

the frozen food division that proceeded it) can only succeed if

5

accomplished in time for the growing season.

6

will not slow down in order to accommodate lawyers and judges.

7

this case the crops necessary to support the canned foods operation

8

have to bee planted by early April.

The Debtor-in-Possession justifies its insistence on

It is true that nature
In

On top of that, the auction

9 process that finally yielded the enhanced sale price makes it
10

impossible to obtain complete information days in advance, much less

11

provide the information to others.

12

On the other hand, the deadlines imposed by nature have been

13

known to the parties all along.

14

as early as August 1998, that it was in sever financial trouble.

15

This case was commenced on January 4, 1999.

16

starting the bankruptcy process, the DIP's argument that the high

17

speed treatment of the case is appropriate is not entirely

18

satisfactory.

19

The Debtor-in-Possession also knew,
1

Given the delay in

This is not to suggest that opposing creditors have been kept

20

completely in the dark, at least judging by the record before the

21

Court.

22

is not by itself sufficient to deny approval of the sale.

The court finds that, on balance, the inadequacy

of notice

23
24
25

26

-This is based on testimony by the Debtor-in-Possession's CEO
on previous occasions.
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1
2

B•

Payments to Growers
The Unsecured Creditors object to the Agreement to the extent

3

it provides for payment by the purchaser to AgriPac member/growers.

4

It is argued that such payments violate the absolute priority rule,

5

11 U.S.C. § 1129 (b) (2) (B) (ii) .

6

The absolute priority rule, is not violated by the proposed

7

payments to growers, if the funds are not payable from the estate,

8

or paid strictly on account of the recipient's prior relationship

9

with AgriPac.

It is necessary for any entity purchasing the Debtor-

10

in-Possession's assets to induce growers to contract to provide

11

agricultural products to be processed.

12

is a standard practice.

13

ordinary cost to the purchaser in a transaction such as the one

14

under review here.

15

growers of property of the estate, or payments on account of their

16

interest in AgriPac.

17

Payment of sign-up bonuses

It follows that these payments are an

This is not the equivalent to receipt by the

The Court was assured at the hearing that there would be no

18

discrimination in the payment of bonuses in favor of, or for that

19

matter, against, any former member/grower of AgriPac.

20

approving the sale should so direct, in order to remove any doubt on

21

this point.

The order

22

C.

23

The Sale Agreement contains the following provisions of

24
25
26

Collective Bargaining Agreement

concern to Teamster Local 670:
3.19. Labor Matters. Seller has not engaged in any
unfair labor practice with respect to its present or
former personnel which could reasonably be expected to
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1
2
3
4
5

9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

have a material adverse effect on the results of
operations or financial condition of the Canned Food
Business, nor is there any unfair labor practice
complaint pending against Seller with respect to any
of its present or former personnel. There is no labor
strike, dispute, slowdown or stoppage pending, or, to
the knowledge of Seller, threatened against or
affecting Seller and Seller has not experienced any
primary work stoppage or other labor dispute involving
their employees during the last five years. There are
no pending or, to Seller's knowledge, threatened,
state or federal administrative claims, grievances,
arbitrations, litigation or consent decrees against
Seller.
3.22. Employee Relations. Buyer shall have no
obligation to hire any specific number of Seller's
former employees or to assume Seller's collective
bargaining agreements with respect to the Canned Food
Business. Section 3.22 of the Disclosure Memorandum
contains a list of each salaried and hourly employee
of the Seller and such employee's years of service,
salary and grade. Seller believes that its relations
with its employees are satisfactory. Except as set
forth in Section 3.22 of the Disclosure Memorandum, no
claim has been asserted or, to the knowledge of
Seller, threatened by an employee on account of any
alleged violation by Seller of any law relating to
employment discrimination or employment practices or
any other law governing the employment relationship
within the last three (3) years.
5.1. Employees. Buyer will offer employment to some
of the Seller's administrative personnel and some of
the production workers involved in the Canned Food
Business, in its sole discretion according to its
business needs and plans.
8.3. Labor Agreement. [As a condition of closing]
Buyer must have reached a full agreement with
Teamsters Local 670 resolving all issues and questions
with respect to: all seniority, hiring and benefit
rights and obligations of Buyer with respect to former
employees of Seller that Buyer may hire; the
integration of the pre-existing supervisory and union
workforces of Buyer into the Canned Food Business, and
vice versa; and a complete labor agreement and/or
agreement resolving all grievances and unfair labor
practice or other employment related claims,
satisfactory to. Buyer in its sole discretion,
applicable to the operations of the Assets.
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1
The Collective Bargaining Agreement ("CBA") between Teamsters
2
Local 670 and the Debtor-in-Possession provides that:
3
4
5
6
7
8
9
10
11
12

This Agreement shall be binding upon the parties and
their successors. In the event that the Company's
business is sold, transferred or merged, such business
shall continue to be subject to the terms and
conditions of this Agreement. The Company shall give
notice of the existence of this Agreement to any
purchaser, assignee, etc., of the business. Such
notice shall be in writing with a copy to the Union
and shall be given at the time of such sale or
transfer of the business. In the event that the
Company fails to require the purchaser or transferee
to assume the obligations of this contract, the
Company shall be liable to the Union and to the
employees for all damages sustained as a result of
such failure to require the assumption of the terms of
this Agreement, but shall not be liable if the
purchaser or transferee has agreed to assume the
obligation of this Agreement.

13
The proposed sale agreement does not comply with the terms of
14
the Collective Bargaining Agreement.

Moreover, it is obvious from

15
the Union's protests that provisions in the Purchase Agreement
16
concerning labor relations have not been complied with.
17
The proposed sale is a sale of the Debtor-in-Possession's
18
business as that term is employed in Article XII of the Collective
19
Bargaining Agreement.

Failure to include in the Sale Agreement a

20
successor clause as required by the CBA is a breach of the
21
Collective Bargaining Agreement which may result in a substantial
22
claim against the estate.

Moreover, the claim may be subject to

23
priority treatment as an administrative expense, having occurred
24
post-petition.

It follows that any order permitting the sale to go

25
forward must be conditioned on compliance with the CBA, or a waiver
26
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1

of strict compliance by the Union.

2

of the sale to the estate will be substantially eroded by the

3

Union's claims under the CBA.

4

Otherwise the economic benefit

In addition. Bankruptcy Code § 1113 requires that the Debtor-

5

in-Possession bargain in good faith with the Union prior to

6

rejecting the Collective Bargaining Agreement.

7

Canned Foods Business without compliance with the Collective

8

Bargaining Agreement, amounts to a rejection of the contract for

9

purposes of §1113.

The sale of the

It follows that the sale cannot go forward until

10

§1113 is complied with, or an agreement between the Union and the

11

new buyer renders compliance moot.

12

D.

Sequestration of Funds

13

Crown Cork and Seal objects to that part of the Agreement

14

which effectively provides for direct payment of the sale proceeds

15

to CoBank, the secured creditor.

16

proceeding seeking equitable subordination of CoBank's secured

17

claim, pursuant to Code § 510.

18

arrangement contemplated by the sale deprives them of their remedy

19

under § 510.

CCS has commenced an adversary

They now argue that the escrow

20

In response, the Bank refers to a settlement agreement

21

entered into between the Debtor-in-Possession, Unsecured Creditors'

22

Committee, and the Banks, in connection with the prior sale of the
Debtor-in-Possession's Frozen Food Division.

The agreement was

24

approved by the Court and incorporated into its order of February

25

18, 1999, approving that sale.

26

The provisions relied on by the Bank read as follows:
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1
2
3

2.d. Any unsold collateral that has not been
transferred to the Buyer of either the Frozen or
Canned Divisions will be transferred or surrendered to
the Banks in partial satisfaction of debt or sold
pursuant to a sale under § 363.

4
The Bank further argues that the settlement agreement
5
constituted a release of claims such as the one now asserted by
6
Crown Cork and Seal in its action under Code § 510.
7
It does not appear that the equitable subordination claim was
8
subject to the February 18 agreement.

Paragraph 4 of the agreement

9
provides, in part, that "[T]his release does not extend to any claim
10
or cause of action of a creditor which is not derivative of a claim
11
or cause of action of the bankruptcy estate."

The complaint in the

12
adversary proceeding alleges a claim on behalf of Crown Cork and
13
Seal, and not a derivative claim on behalf of the estate.
14
The sale of estate property and distribution of the proceeds
15
of the sale are distinct matters.

The general rule is that

16
distribution on pre-petition debt in a Chapter 11 case should not
17
take place except pursuant to a confirmed plan of reorganization,
18
absent extraordinary circumstances.
19

In re Air Beds, Inc., 92 B.R.

419 (9'-h Cir. BAP 1988), In re Conroe Forge & Manufacturing Corp., 82

20
B.R. 781 (Bankr. W.D. Penn. 1988).
21
I find no compelling circumstance which justifies
22
distribution of the proceeds of the sale in the absence of a plan of
23
24
25
26
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1

reorganization, and in light of a colorable claim asserted for

2

equitable subordination of the Bank's interest.?

3

A provision in the settlement agreement relied on by the Bank

4

provides that "unsold collateral" will be surrendered to the Bank or

5

sold pursuant to Code § 363.

6

include cash collateral.

7

is inconsistent with the rule laid down in Air Beds and Conroe.

8

agreement and the order approving it should be construed in a manner

9

consistent with applicable legal principles and, accordingly, I find

10

This language does not appear to

To the extent that it does, the provision
The

that the provision does not apply to the proceeds of the sale.

11

Pending further proceedings, the sale proceeds must be

12

retained by the Debtor-in-Possession in an appropriate interest

13

bearing account.

14

F.

15

The Unsecured Creditors' Committee argues, not unreasonably,

Assumption of Contracts

16

that the Court should not allow the Debtor-in-Possession's motions

17

seeking leave to assume certain contracts for the purpose of

18

assigning them to the purchaser.

19

this complexity, where the identity of the buyer could not be

20

determined until the end of an auction, it is difficult to fashion a

21

method consistent both with the review requirements of the Code and

22

the need for the parties to move quickly to close the sale.

23

principal concern of the Unsecured Creditors is the cost to the

On the other hand, in a sale of

The

24
25
26

2

NothLng in this opinion should be construed as reflecting any
judgement by the Court as to the merits of CCS's claim, or the
Bank's response.
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1

estate of assuming the contracts (which is a condition of

2

assignment, see Code § 363) may have been severely underestimated.

3

Protection of the estate and vindication of Code requirements of

4

Court approval (which implies that the Court and all parties be duly

5

advised) require some conditions on approval.

6

and assignment should be approved goes without saying, since the

7

assignment of the contracts is an integral part of the purchase

• 8
9

That the assumption

transaction.
The Court will approve the proposed assumption and

10

assignment, on the condition that the total cost to the estate of

11

assuming the subject contracts not exceed $60,000.

12

that amount must be waived by the third party or paid by the

13

purchaser.

14

assumed prior to closing, and notify interested parties.

In addition, the buyer must identify the contracts to be

15
16
17
18

III.
1.

Any costs above

SUMMARY

The sale of the Canned Food Division is approved, subject

to the following conditions:
a.

The Purchase Agreement must be modified to comply with

19

the requirements of the Collective Bargaining Agreement, or an

20

agreement reached between the Union and the Purchaser wherein the

21

Union waives the requirement;

22

b.

Code § 1113 must be complied with before the sale is

23

closed, unless compliance is rendered moor by an agreement between

24

the buyer and he Union;

25
26

c.

The proceeds of the sale, net of costs attributable to

the closing, must be retained by the Debtor-in-Possession in an
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1

appropriate interest-bearing account pending further proceedings in

2

this Court;

3

e.

The order approving the sale shall specify that any asset

4

not explicitly described in the Sale Agreement is retained by the

5

estate;

6

f.

Sign-up bonuses or similar consideration paid to growers

7

contracting with the Buyer shall not discriminate in favor of or

8

against any person or entity on account of its prior association

9 with AgriPac.
10

2.

The assumption by the Debtor-in-Possession of contracts

11

necessary to be assumed and assigned to the Buyer is approved, on

12

the following conditions:

13
14
15

a.

Total costs of assumption to the estate shall not exceed

$60,000; and
b.

The Buyer shall, at least seven days prior to the

16

closing, identify the contracts to be acquired by it, and give

17

notice of those contracts to the Debtor, Creditors' Committee, Crown

18

Cork and Seal, and U.S. Trustee.

19

The foregoing constitutes the Court's findings of fact and

20

conclusions of law, which will not be separately stated.

21

for the Debtor-in-Possession shall prepare a form of order

22

consistent with this memorandum.

Counsel

23
FRANK R. ALLEY, III
Bankruptcy Judge

24
25
26
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Hager Oil Company Inc
Attn Phillip C Grace
PO Box 1429
Jasper, AL 35502

Industrial Mining Supply, Inc
Attn Phillip Bradford
2500 Five Star Parkway
Bessemer, AL 35022

Mayer Electric Supply
Attn Mark J Horn
3405 4th Avenue S
Birmingham, AL 35222

Cowin & Company
Attn John Moore
P O Box 19009
Birmingham, AL 35219

Consolidated Pipe & Supply Co
Attn Chns Harper
1205 Hilltop Parkway
Birmingham, AL 35124

Carroll Engineering Company
Attn Greg Wolfe
227 Industrial Park Dr
Harlan, KY 40831

Delaware Trust Company, as Indenture Trustee
$388,000,000 of 9 875% Senior Notes due 2020
Attn Sandra E Horwitz
2711 Centerville, Road
Wilmington, DEI 9808

United Mine Workers of America 1974 Pension
Plan and Trust (the "UMWA 1974 Pension Plan")
Attn David W Allen
2121 K Street, NW
Washington, DC 20037

UMB Bank National Association, m its capacity as
Indenture Trustee of the 8 5% Notes Due 2021
Attn Mark Flannagan
1010 Grand Blvd
Kansas City, MO 64106

Scott C Williams
Maniei & Hood
One Nashville Place
1500 Fourth Ave N Ste 2200
Nashville, TN 37219

Internal Revenue Service
Centralized Insolvency Operation
P O Box 7346
Philadelphia, PA19101-7346

Pension Benefit Guaranty Corporation
Attn Office Of The Chief Counsel
1200 K Street Nw
Washington, DC 220005-4026

Janine LaDouceur
264 Commeice Street
Hawthorn, NY 10532-0239

Jefferson County Department of Revenue
Jefferson County Courthouse
Birmingham, AL 35263

General Counsel
State Department of Industrial Relations
Montgomery, AL 36102

Birmingham District Tax Office
PO Box 13156
Birmingham, AL 35202-3156

Secretary of the Treasury
1500 Pennsylvania Ave , NW
Washington, DC 20220-0001

State Department of Revenue
PO Box 1927
Pelham, AL 35124-5927

State of Alabama
Dept of Revenue
PO Box 320001
Montgomery, AL 36132-0001

U S Securities and Exchange Commission
Branch of Reorganization
950 East Paces Ferry Road, Ste 900
Atlanta, GA 30326-1382

United States Attorney
Northern District of Alabama
1801 Fourth Avenue North
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The Official Committee of Unsecured Creditors (the "Committee") of Walter Energy,
Inc., et al. (collectively, the "Debtors"), by and through its proposed undersigned counsel, hereby
files this objection (the "Objection") to The Debtors' Motion for an Order (A) Authorizing the
Debtors to Assume Restructuring Support Agreement and (B) Granting Related Relief [Docket
No. 44] (the "RSA Motion").1 In support of the Objection, the Committee submits the
declarations of Matthew A. Mazzucchi and Edwin N. Ordway, Jr., each filed contemporaneously
herewith, and respectfully represents as follows:
I.

PRELIMINARY STATEMENT
1.

By the RSA Motion, the Debtors are seeking authority to assume a restructuring

support agreement (the "RSA") that they purportedly negotiated with certain First Lien Creditors
to deleverage their balance sheet and restructure their existing debt. The RSA contemplates a
dual-track process, pursuant to which the Debtors will simultaneously pursue a plan of
reorganization (the "Proposed Plan") and a sale process pursuant to Bankruptcy Code section
363 (the "363 Sale"). In the event the Debtors fail to meet certain conditions, a "Triggering
Event" under the RSA will occur, obligating the Debtors to cease all efforts to obtain approval of
the Proposed Plan and focus exclusively on the 363 Sale.
2.

The Triggering Events in the RSA are tied to unrealistic deadlines, virtually

guaranteeing, as a practical matter, that the Debtors will be required to shift to the 363 Sale
process. The proposed 363 Sale promises an even worse outcome for unsecured creditors than
the Proposed Plan, as it would require the Debtors to engage in a truncated marketing process
while providing completely unnecessary and inappropriate bid protections to the First Lien
Creditors, rendering it a near certainty that no other competitive bids will come forward. The
proposed 363 Sale would also allow the First Lien Creditors to credit bid the full amount of their
' Capitalized terms used but not otherwise defined herein have the meanings ascribed to them in the RSA Motions.
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outstanding debt notwithstanding substantial uncertainty regarding the perfection of the First
Lien Creditors' collateral package.
3.

Critically, the RSA and Cash Collateral Orders are cross-defaulted. As a result, if

the RSA is terminated for any reason—including because the Debtors are presented with a more
favorable restructuring proposal requiring them to exercise their "fiduciary out" or because they
fail to satisfy any one of a litany of impracticably tight conditions and milestones—the Steering
Committee may, in its sole discretion, terminate the Debtors' ability to use Cash Collateral, and
the First Lien Parties can proceed to foreclose on all of their collateral almost immediately and
without any further order of the Court. The dire consequences that a termination of the RSA
would pose for the Debtors' unsecured creditors render the fiduciary out a meaningless gesture.
This is especially true where the proposed final order approving the Debtors' use of cash
collateral would preclude the Debtors from seeking to use cash collateral on a non-consensual
basis.
4.

The Committee understands that, prepetition, the First Lien Creditors' preferred

course of action was to effectively foreclose on their collateral by exercising their right to credit
bid in an expedited section 363 sale, leaving behind any liabilities the First Lien Creditors did
not desire to assume and rendering the Debtors' estates administratively insolvent. Rather than
simply file for bankruptcy and rely on the protections in the Bankruptcy Code to provide them
with the tools necessary to run these cases for the benefit of all creditors, the Debtors instead
needlessly surrendered ultimate control over their restructuring efforts to the First Lien Creditors
appears may have b

e e n

|^|^|^|^||H|||||^|[H|^|||^||^H^H

|HflH|flHHHH||HH|H||H|HH^HI^|^Hi^|||^H- in
so, the Debtors have abdicated their fiduciary duties and, if the RSA Motion is approved by the
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Court, will be bound to pursue a restructuring transaction that will not—and, by design, cannot—
be fair to the interests of the Debtors' general unsecured creditors.
5.

In short, the RSA will inevitably culminate in the First Lien Creditors obtaining

exactly what they wanted before they entered into negotiations with the Debtors—their
collateral, as quickly and cheaply as possible, with the added comfort that the First Lien
Creditors will maintain full control over timing and all important business decisions during the
pendency of these chapter 11 cases, all while receiving payment of fees and expenses,
unnecessary bid protections, and full releases (via the Final Cash Collateral Order), even in the
absence of a confirmed plan. In contrast, the only tangible benefit the Debtors are receiving
under the RSA is the consensual use of the First Lien Creditors' Cash Collateral. But the
conditions placed on the use of that Cash Collateral in the Cash Collateral Orders are far more
onerous than those imposed under the Bankruptcy Code for the non-consensual use of cash
collateral. In other words, the Debtors and their estates are receiving no benefit whatsoever by
entering into the RSA. Under these circumstances, it is difficult to see how the Debtors could
possibly believe that entry into the RSA is the "best and most value-maximizing path" for any
party other than the First Lien Creditors.
6.

Ordinarily, a debtor's decision to assume a restructuring support agreement is

subject to the business judgment rule. Here, the Debtors are not entitled to the presumption that
they exercised reasonable business judgment because, as set forth above, the RSA provides no
benefit to the estates. Therefore, their decision to assume the RSA is lacking in any reasoned
business justification. The Debtors' decision to assume the RSA is also subject to heightened

2

Furthermore, as discussed below {infra If 20), in the absence of deposit account control agreements in favor of the
First Lien Creditors, the Committee has serious questions regarding whether the Cash Collateral is actually
Prepetition Collateral, in which case the Debtors would not need lender consent to use it, nor would they need to
hold a hearing to establish the necessity for adequate protection with respect to their use of the cash.
ny-1201620
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scrutiny because the process through which the Debtors determined to enter into and now seek to
assume the RSA was fundamentally flawed, as it was based on inadequate information regarding
the claims and causes of action in existence at the time, as well as the impact of the RSA on
those claims. Regardless of whether business judgement or heightened scrutiny applies, the
Debtors have not satisfied their burden of proof, since they are unable to show that assumption of
the RSA will benefit their estates.
7.

Not every case can or should be a prearranged one, as these chapter 11 cases

prove. That is particularly true where an RSA is tantamount to a sub rosa plan that lacks wideranging creditor support. The rejection of the RSA by the Court would not represent a step
backward in the Debtors' restructuring efforts; it would simply remove a stumbling block that
currently stands in the way of allowing the Debtors to engage with aU creditor constituencies in a
fair and meaningful way. Given the Debtors' liquidity constraints (which are exacerbated greatly
by the Debtors' determination to pay to the First Lien Parties nearly $40 million on account of
postpetition interest and fees accruing during the first three months of these cases alone, plus
additional prepetition interest of between H B t J I J i B I H H H I l H i under the
proposed Cash Collateral Orders), it is in the interests of all creditors to work towards achieving
a viable restructuring in the most efficient manner possible. Those efforts will only be hampered
by allowing the First Lien Parties to hold veto power over the Debtors' heads as they try to
negotiate with other key creditor constituencies in these cases. The Debtors should make use of
the benefits and protections afforded under the Bankruptcy Code to facilitate a constructive
dialogue among creditors on a reasonable timeline, secure in the knowledge that this Court
stands ready to resolve any issues that prove incapable of consensual resolution.
8.

Accordingly, as set forth in more detail below, the RSA Motion should be denied.

-4.
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11.

BACKGROUND
A.

General

9.

On July 15, 2015 (the "Petition Date"), each Debtor filed a voluntary petition for

relief under chapter 11 of the Bankruptcy Code, commencing these cases (the "Chapter 11
Cases").
10.

The Debtors continue to operate their businesses and manage their properties as

debtors-in-possession pursuant to sections 1107(a) and 1108 of the Bankruptcy Code. As of the
date hereof, neither a trustee nor an examiner has been appointed in these chapter 11 cases.
11.

On July 30, 2015, the Bankruptcy Administrator for the Northern District of

Alabama (the "Bankruptcy Administrator") appointed the following entities to the Committee in
these cases pursuant to section 1102 of the Bankruptcy Code: (i) Carroll Engineering Co.;
(ii) Consolidated Pipe & Supply Co., Inc.; (iii) Cowin & Company, Inc.; (iv) Delaware Trust
Company, as Indenture Trustee; (v) Hager Oil Company, Inc.; (vi) Industrial Mining Supply
Inc.; (vii) Mayer Electric Supply Co., Inc.; (viii) UMB Bank National Association, as Indenture
Trustee; (ix) United Mineworkers of America; (x) United Mineworkers of America 1974 Pension
Plan and Trust; and (xi) United Steelworkers. See Docket No. 268. On August 4, 2015, the
Pension Benefit Guaranty Corporation (the "PGBC") and Nelson Brothers, LLC were added to
the Committee. See Docket Nos. 336, 342. On August 26, 2015, Cowin & Company, Inc.
resigned from the Committee.
B.

The RSA

12.

On the Petition Date, the Debtors filed the RSA Motion, seeking authority to

assume the RSA. The Debtors have advised the Committee that the RSA was amended on
August 5, 2015 and August 7, 2015 to revise certain deadlines. The RSA requires that the
Debtors must simultaneously pursue: (a) a restructuring (the "Restructuring") pursuant to the
-5ny-1201620
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Proposed Plan, which is a pre-negotiated plan between the Debtors and the First Lien Creditors
(based on the Plan Term Sheet attached as Exhibit B to the RSA); and (b) the 363 Sale, which is
a sale to the Purchaser {i.e., a new company owned by the First Lien Creditors) of all or
substantially all of the assets of the Debtors subject to higher and better bids (based on the Sale
Term Sheet attached as Exhibit C to the RSA). The RSA permits the Debtors' consensual use of
the First Lien Creditors' cash collateral for no more than seven months to allow the Debtors to
pursue confirmation of the Proposed Plan. If, however, a "Triggering Event" occurs, the Debtors
must abandon the Proposed Plan and exclusively pursue the 363 Sale.
13.

The Proposed Plan contemplates a debt-to-equity conversion of over $1.8 billion

of the Company's prepetition secured debt for substantially all of the reorganized Debtors'
common stock. See RSA Motion at 16. The Proposed Plan also offers up to 10% equity in the
reorganized Debtors to senior management under a management incentive plan (the "MIP"), but
provides nothing for unsecured creditors. See Plan Term Sheet at 10.
14.

The 363 Sale contemplates a 3% break-up fee for the Purchaser, despite the fact

that the purchase price will consist of a credit bid of the First Lien Creditors' claims, except to
the extent cash is necessary to pay professionals' fees or to acquire the assets of foreign
subsidiaries and non-collateral assets. See Sale Term Sheet at 9-10. The Sale Term Sheet is
silent regarding the value attributable to unencumbered assets. See Part II.D. infra.
15.

The RSA defaults to the 363 Sale if any "Triggering Event" occurs, in which case

the Debtors are required to withdraw the Proposed Plan. See RSA at 10. Triggering Events
include each of the following case milestones and events:
•

by August 26, 2015 and September 4, 2015, the Debtors must make a proposal under
sections 1113 and 1114 to the United Mine Workers of America and the United
Steelworks, respectively, in form and substance acceptable to certain of the First Lien
Creditors (the "Majority Holders");

ny-1201620
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•

by August 26, 2015, the Debtors must file the Proposed Plan and Disclosure Statement
consistent with the Plan Term Sheet and in form and substance acceptable to the Majority
Holders and the Debtors;

•

by October 21, 2015, the Debtors must file motions seeking approval of settlements with
each of their labor unions, retiree groups, and the PBGC, or motion(s) to modify such
agreements pursuant to sections 1113 or 1114 of the Bankruptcy Code, as applicable;

•

by October 28, 2015, the Debtors must obtain entry of the Disclosure Statement Order in
form and substance acceptable to the Majority Holders and the Debtors;

•

by January 13, 2016, the Debtors must obtain entry of the Plan Confirmation Order;

•

by February 3, 2016, the Proposed Plan must be substantially consummated;

•

the occurrence of a strike, work slowdown or other concerted labor activity that lasts for
more than three days and reduces production by over 100,000 tonnes, as measured
against the Debtors' mining plan; and

•

projected non-ordinary course administrative and priority claims exceed $10 million.

See RSA Motion, at 8-11; RSA (as amended) at 10-12.
16.

The RSA also contemplates a number of "Support Termination Events," any one

of which causes the RSA to terminate immediately, also triggering a default under the Final Cash
Collateral Order. See RSA Motion, at 11-15. The Support Termination Events include:
•

failure of the Debtors to obtain entry of the Final Cash Collateral Order in form and
substance acceptable to the Majority Holders and the Debtors by September 4, 2015;

•

failure of the Debtors to obtain entry of the Plan Confirmation Order by February 3,
2015, unless a Sale Order is entered prior to such date in form and substance acceptable
to the Majority Holders and the Debtors providing that the successor clause contained in
the collective bargaining agreement between the Debtors and the UMWA is not
enforceable against the purchaser of the Debtors' assets (unless the Bankruptcy Court
otherwise grants similar relief under Bankruptcy Code section 1113, which is
implemented by the Debtors);

•

the Debtors seek to withdraw, waive, amend or modify any term or condition of the RSA,
Plan Term Sheet, Proposed Plan (including filing a plan or section 363 sale motion not in
accordance with the Restructuring contemplated by the RSA), or Final Cash Collateral
Order in a manner not approved by the Majority Holders; and

•

a "Termination Event" under and as defined in the Cash Collateral Orders has occurred.

See RSA Motion, at pages 11-15; RSA at 13-16; Second Amendment to RSA.
-7ny-1201620
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C.

The Cash Collateral Motion

17.

On the Petition Date, the Debtors filed a motion seeking authority to use cash that

is purportedly the Cash Collateral of prepetition secured parties, including the First Lien
Creditors.3 The Court granted the Cash Collateral Motion on an interim basis on the Petition
Date.4 A final hearing on the Cash Collateral Motion is scheduled to be held on September 2,
2015, contemporaneously with the hearing on the RSA Motion.
18.

The Interim Cash Collateral Order (and proposed Final Cash Collateral Order)

gives significant control to the First Lien Creditors by including "Termination Events"
prompting immediate termination of the Debtors' right to use Cash Collateral without further
notice or court proceedings.

Those Termination Events are unrelated to a postpetition

diminution in value of the prepetition collateral or to any failure of the Debtors to comply with
the cash collateral budget. Instead, they relate solely to the RSA, including, for example:
(a) failure of the Debtors to obtain approval of the RSA or the RSA Motion within 60 days of the
Petition Date; or (b) any breach under the RSA that triggers termination of the RSA—including
the exercise by the Debtors of their fiduciary out. See Interim Cash Collateral Order at 33.
Additionally, the Interim Cash Collateral Order and proposed Final Cash Collateral Order
require that the Debtors "not make any decision with regard to the assumption or rejection of
executory contracts and unexpired leases regardless of the extent, validity or perfection of any
liens thereon without first obtaining the consent of the Steering Committee [of First Lien
Creditors]."
3

The Debtors' Motion for Entty of Interim and Final Orders Under 11 U.S.C. §§ 105, 361, 362, 363, 507 and 552,
Bankruptcy Rules 2002, 4001, 6003, 6004 and 9014 (A) (I) Authorizing Postpetition Use of Cash Collateral,
(II) Granting Adequate Protection to Prepetition Secured Parties, and (III) Scheduling a Final Hearing; and
(B) Granting Related Relief [Docket No. 42] (the "Cash Collateral Motion"-).
4

Interim Order (A) Authorizing Postpetition Use of Cash Collateral, (B) Granting Adequate Protection to
Prepetition Secured Parties, (C) Scheduling a Final Hearing Pursuant to Bankruptcy Rule 4001(b) and
(D) Granting Related Relief [Docket No. 59] (the "Interim Cash Collateral Order").

-8ny-1201620
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D.

The Debtors' Unencumbered Property

19.

The Debtors have granted liens (the "Prepetition Liens") on most of their assets to

secure the First Lien Indenture Obligations and the Second Lien Indenture Obligations. See
Cash Collateral Motion at f 16.5 Debtor property not subject to the Prepetition Liens includes, at
a minimum, the assets of Blue Creek Energy Inc., real property having a value of less than
$10 million, leaseholds with annual royalty payments of less than $1.5 million, certain real
property comprising the Walter Coke plant, miscellaneous mineral leases and immaterial
properties, and Excluded Collateral (as defined in the applicable Prepetition Debt Documents).
Id. at f 16 n.7. Upon information and belief, the Debtors' unencumbered property also includes
equity in the Debtors' Canadian entities, valuable land and mineral leases, and permits that
cannot be encumbered by law.
20.

The Committee is currently investigating other potential categories of

unencumbered Debtor property, including cash and avoidance actions and proceeds thereof. For
example, although the Debtors have asserted that they believe all cash is encumbered by the
Prepetition Liens, the Debtors admittedly have not executed any deposit account control
agreements—the typical method of perfecting security interests with respect to cash held in
deposit accounts—in favor of the First Lien Secured Parties or the Second Lien Trustees.
Although the Debtors appear to take the position that all cash in their deposit accounts is the
proceeds of the First Lien Secured Parties' Prepetition Collateral, that does not appear to be true

5

The Prepetition Liens are, of course, subject to Committee investigation pursuant to the proposed Final Cash
Collateral Order. As noted in the Committee's objection to the Cash Collateral Motion filed concurrently herewith,
the proposed Final Cash Collateral Order provides for a wholly inadequate budget and timeline to conduct that
investigation—further evidence that the deal embodied in the RSA and Cash Collateral Motion is nothing more than
a vehicle to transfer the business to the First Lien Creditors free of liabilities and as quickly as possible.

-9ny-1201620

Case 15-02741-TOM11

Doc 556 Filed 08/26/15 Entered 08/26/15 15:49:22
Main Document
Page 14 of 35
PAGE 939

Desc
242

for the funded debt that was moved into unperfected deposit accounts, as that cash is not
"proceeds" as defined under the Uniform Commercial Code.6
21.

In addition, in connection with the Debtors' entry into the U.S. Guaranty and

Collateral Agreement in April 1, 2012, it appears that certain Debtor subsidiaries granted
upstream guarantees in favor of certain First Lien Creditors at a time during which they were
likely insolvent, and without receiving reasonably equivalent consideration. See Declaration of
William G. Harvey in Support of First Day Motions [Docket No. 3] at ff 90-91. As a result,
these guarantees may be subject to avoidance as fraudulent transfers.
III.

ARGUMENT
A.

The RSA Motion Is Subject to the Entire Fairness and/or Heightened
Scrutiny Standards of Review

22.

The Debtors contend that the RSA Motion is subject to the business judgment

standard of review. (RSA Mot. at Iflf 14-16.) The business judgment rule is a common law
standard ofjudicial review designed to protect the wide latitude conferred on a board of directors
in handling the affairs of a corporation. Omnicare, Inc. v. NCS Healthcare, Inc., 818 A.2d 914,
927 (Del. 2003); FDIC v. Stahl, 89 F.3d 1510, 1517 (11th Cir. 1996) ("The [business judgment
rule] is a policy ofjudicial restraint born of the recognition that directors are, in most cases, more
qualified to make business decisions than are judges. In this light, the [rule] may be viewed as a
method of preventing a factfinder, in hindsight, from second guessing the decisions of
directors.") (citation omitted). The rule operates as both a procedural guide for litigants and a
substantive rule of law.
23.

In order for the business judgment rule's presumption to shield corporate decision

makers and their decisions from judicial second-guessing, the following elements must be

6

See Ala. Code § 7-9A-102(64).
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present: (i) a business decision, (ii) disinterestedness, (iii) due care, (iv) good faith, and
(v) according to some courts and commentators, no abuse of discretion or waste of corporate
assets.

See Official Comm. of Subordinated Bondholders v. Integrated Res., Inc. (In re

Integrated Res., Inc.), 147 B.R. 650, 656 (S.D.N.Y. \992); Int'l Ins. Co. v. Johns, 874 F.2d 1447,
1461 (11th Cir. 1989) ("Under the business judgment rule, courts presume that directors have
acted properly and in good faith. A court will not call upon a director to account for his action in
the absence of a showing of abuse of discretion, fraud, bad faith, or illegality."); In re Health Sci.
Prods., 191 B.R. 895, 909 n.15 (Bankr. N.D. Ala. 1995) ("When evaluating a request by a trustee
or debtor in possession to assume or reject an executory contract or unexpired lease, most courts
apply the 'business judgment rule' and approve the decision unless there is bad faith or a gross
abuse of discretion.") (citation omitted).
24.

In exercising business judgment with respect to assumption of an executory

contract, the debtor must demonstrate that assumption will benefit the estate. Id. ("In bankruptcy
litigation, the issue is presented for judicial determination when a debtor, having decided that
assumption or rejection will be beneficial to the bankruptcy estate, moves for court approval.
The issue thereby presented for determination by the bankruptcy court is whether the decision of
the debtor is so manifestly unreasonable that it could not be based on sound business judgment,
but only on bad faith, whim, or caprice. That issue is one of fact to be decided by the bankruptcy
court."); In re Crystalin, LLC,

293 B.R. 455, 464 (B.A.P. 8th Cir. 2003); Bakery,

Confectionary and Tobacco Workers Int'l Union v. Kirkpatrick {In re Kirkpatrick), 34 B.R. 767,
769 (9th Cir. BAP 1983); In re MF Glob. Holdings Ltd., 466 B.R. 239, 242 (Bankr. S.D.N.Y.
2012). If the initial test is met, the bankruptcy court should not interfere with the trustee or
debtor-in-possession's business judgment "except upon a finding of bad faith or gross abuse of
their 'business discretion.'" Lubrizol Enters., Inc. v. Richmond Metal Finishers, Inc., 756 F.2d
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1043, 1047 (4th Cir. 1985). If, on the other hand, the debtor cannot show a benefit to the estate,
the bankruptcy court does not need to make a finding of bad faith or gross abuse of discretion.
Four B. Corp. v. Food Barn Stores (In re Food Barn Stores), 107 F.3d 558, 567 n.16 (8th Cir.
1997).
25.

The business judgment standard also will not apply if it is shown that the debtor is

not disinterested. Weinberger v. UOP, Inc., 457 A.2d 701, 710 (Del. 1983) ("When directors of
a Delaware corporation are on both sides of a transaction, they are required to demonstrate their
utmost good faith and the most scrupulous inherent fairness of the bargain."); Cede & Co. v.
Technicolor, Inc., 634 A.2d 345, 362 (Del. 1993) ("Classic examples of director self-interest in a
business transaction involve either a director appearing on both sides of a transaction or a
director receiving a personal benefit from a transaction not received by the shareholders
generally."). If the business judgment rule is rebutted, the burden shifts to the defendant
directors, the proponents of the challenged transaction, to prove to the trier of fact the "entire
fairness" of the transaction to the shareholder plaintiff. Id. at 361 ("Under the entire fairness
standard of judicial review, the defendant directors must establish to the court's satisfaction that
the transaction was the product of both fair dealing and fair price."). In examining a proposed
transaction for entire fairness, a court must consider the conduct that allowed the presumption to
be rebutted, as well as all relevant facts and circumstances supporting the fairness of the
transaction. Weinberger v. UOP, 457 A.2d at 711.
26.

Regardless of which standard of review the Court applies, the Debtors have failed

to demonstrate that the assumption of the RSA will benefit the Debtors' estates. But as set forth
below, the Debtors did not act with the requisite care and loyalty, nor did they exercise business
judgement entitling them to the deference afforded under the business judgment rule.
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Accordingly, the Court should review the RSA Motion under the heightened standard of entire
fairness.
B.

The RSA Is Not the Product of Due Care

27.

To obtain the protections of the business judgment rule, an officer or director

must diligently and reasonably inform himself or herself of all relevant facts and cannot
passively approve important transactions without undertaking any examination of the facts.
Smith v. Van Gorkom, 488 A.2d 858, 873 (Del. 1985), overruled on other grounds, Gantler v.
Stephans, 965 A.2d 695 (Del. 2009). The Debtors' directors did not satisfy that standard in
approving entry into the RSA, or deciding to seek to assume the RSA.
28.

One of the most critical features of the RSA is the fact that it is cross-defaulted

with the Cash Collateral Orders, such that a termination of the RSA for any reason could result in
the termination of the Debtors' right to use Cash Collateral, and nearly immediate actions by the
First Lien Creditors to foreclose on their collateral. However, none of the board presentations or

minutes in the period leading up to the execution of the R S A

7

m m | | | H m .

Moreover, the approval of the RSA and Cash Collateral Motion will result in the Debtors
releasing all claims against the First Lien Creditors well in advance of any confirmed plan (RSA
at f 1; Interim Cash Collateral Order at 15(e)). There is no evidence that the board performed
any analysis of potential claims against the First Lien Creditors, or of the potential value of such
releases. Nor did the Debtors perform a formal valuation or market test of the Debtors' assets,
despite the fact that the RSA binds them to a process that will culminate in either a mandatory
equity conversion or a sale process that designates the First Lien Creditors as a stalking horse
bidder and affords them bid protections. See Plan Term Sheet at 5; Sale Term Sheet at 9-10.

7

The Debtors have not prepared minutes of the meeting at which the board approved entry into the RSA, and there
is no formal resolution reflecting any such vote on that extraordinary transaction.
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There is also no evidence that the Debtors compared the costs and benefits of seeking nonconsensual use of Cash Collateral to the substantial costs and non-existent benefits of entering
into the RSA.
29.

The apparent failure of the Debtors' board to evaluate any of these issues

indicates that the board was not fully informed and failed to exercise due care in deciding to
enter into and assume the RSA. Courts presented with similar facts have found that such
procedural shortcomings in connection with a proposed plan support agreement amounted to a
lack of due care on the part of the debtors. See, e.g., In re Innkeepers USA Trust, 442 B.R. 227,
231 (Bankr. S.D.N.Y. 2010) (part III.F below discusses the similarities between Innkeepers and
these chapter 11 cases in detail).
C.

The RSA Is Not the Product of Good Faith

30.

The duty of good faith is subsumed in the duty of loyalty. See In re Citigroup,

Inc. S"holder Derivative Litig, 964 A.2d 106, 122 (Del. Ch. 2009). It requires that directors and
officers of a corporation act with the reasonable belief that an action taken is in the best interest
of the corporation, and to refrain from engaging in activities that permit them to receive an
improper personal benefit from their relationship with the corporation. Alberts v. Tuft (In re
Greater Se. Cmty. Hosp. Corp. I), 353 B.R. 324, 344 (Bankr. D.D.C. 2006) ("[M]aking a
decision that is not in the corporation's best interests . . . is a breach of thefiduciaryduty to act in
good faith,... which is just another permutation of the fiduciary's duty of loyalty.")
31.

Here, the Proposed Plan contemplates that the Debtors' management will receive

up to 10% of the equity in the reorganized company through the MIP, even though no creditors
other than the First Lien Creditors are slated to receive any recoveries at all. See Plan Term
Sheet at 10. Given the billions of dollars of unsecured claims that are going unsatisfied under the
Proposed Plan, this term is premature at best. When combined with the consent rights granted to
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the First Lien Creditors under the Cash Collateral Orders with respect to the assumption of
executory contracts, including employment contracts, as well as any efforts by the Debtors to
seek Court approval of employee incentive or retention plans, Debtors' management has a clear
incentive to place the interests of the First Lien Creditors—and by extension, their own
interests—above those of other creditor constituencies. See Cash Collateral Motion at 18, | f (g),
(h).
32.

Because the Debtors were not acting under the direction of disinterested parties

who were fully informed, their decision to assume the RSA should be evaluated by the Court
under a standard of entire fairness and/or heightened scrutiny.
D.

The RSA Does Not Benefit the Debtors' Estates

33.

In order to determine whether assumption of the RSA is appropriate, the Debtors

must provide evidence to support their determination that the estate will be benefitted as a result
of that assumption. See MF Glob., 466 B.R. at 242; Official Creditors' Comm. v. X10 Wireless
Tech., Inc. (In re XI0 Wireless Tech.), No. 04-1328-PST, 2005 Bankr. LEXIS 3376, at * 10-11
(B.A.P. 9th Cir. Apr. 5, 2005). The Debtors have submitted no such evidence. To the contrary,
the terms of the RSA make clear that only the First Lien Creditors will benefit from the RSA.
1.

34.

The RSA Improperly Hands Control of the Chapter 11 Cases to the
First Lien Creditors, Providing the Debtors with No Corresponding
Benefit

The Debtors assert that "the Restructuring contemplated in the RSA is the best

and most value-maximizing path for the Debtors, and their estate and key stakeholders." RSA
Motion at % 1. However, the Debtors have failed to demonstrate that the RSA or the transactions
contemplated thereunder will promote a successful reorganization.
35.

To the contrary, the RSA is cross-defaulted with the Cash Collateral Orders, such

that the termination of one gives the First Lien Creditors the right to terminate the other. See
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RSA at t 6(e)(xx); Interim Cash Collateral Order at 112(h)(ii). As set forth below and in the
Committee's objection to the Cash Collateral Motion, the termination events under each of the
RSA and the Cash Collateral Orders are "hair triggers," such that it is nearly inevitable that the
Debtors will default in some manner, and likely sooner rather than later. See Ordway Decl. at
tf 18-19. Upon the occurrence of any one of those termination events, the First Lien Creditors
will have the power to terminate the Debtors' use of Cash Collateral and foreclose on their
collateral.
36.

Even in advance of such a default, however, the Debtors have agreed to give the

Steering Committee broad consent rights. Among other things, the Debtors propose to give the
Steering Committee consent rights with respect to: (i) the assumption or rejection of executory
contracts (Interim Cash Collateral Order at \ 11(g)); (ii) the terms of any proposals to the labor
unions, retiree groups, and the PBGC (RSA at ft 5(g), (h), and (i)); (iii) the decision to seek
Court approval of any employee incentive or retention plans (Interim Cash Collateral Order at
f 11(h)); and (iv) the selection of an independent director for Walter Energy Canada Holdings,
Inc. if a restructuring of the Canadian Entities is sought (Interim Cash Collateral Order at
111(0).
37.

Taken together, this package of rights all but hands control of the Debtors cases

over to the First Lien Creditors, even before any plan or sale process. This transfer of control to
a creditor group that does not have fiduciary obligations to any other party in these cases is
simply inappropriate. Moreover, it is likely to hinder rather than help efforts to reach a
consensus with key constituents like labor and pension groups, who will have good reason to
question whether any settlement proposals are being made by the Debtors in good faith or simply
as middlemen for the Steering Committee as the party with ultimate settlement authority. As a
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result, the RSA will be counterproductive in reaching an efficient and consensual resolution to
these Chapter 11 Cases.
2.
38.

The RSA Contains Unreasonable Trigger Events and Milestones

At best, the inclusion of the 363 Sale toggle in the RSA is a means to pressure

unsecured creditors into accepting the Proposed Plan as the lesser of two evils. At worst, it is a
mechanism to accomplish the First Lien Creditors' true objective—the quick, liability-free
acquisition of their collateral—as evidenced by the hair trigger conditions in the RSA that turn
the plan process off.
39.

The Trigger Events and milestones contemplated under the RSA are arbitrary and

unrealistic, particularly in light of the fact that many of those Trigger Events and milestones are
outside of the control of the Debtors, and various parties have already voiced significant
opposition to the proposed restructuring {e.g., the requirement that the Debtors obtain entry of a
Court order confirming the Proposed Plan by January 13, 2016).
40.

Among other issues, the timeline required by the RSA does not allow the Debtors

sufficient time to conduct a true marketing process. This is especially troubling because the
Debtors did not undertake any material efforts to market their assets prior to the Petition Date.
See Mazzucchi Decl. at 111. A sale process should include analyzing the benefits of seeking to
sell assets on a mine-by-mine or individual business line basis. Even if conducted on an
extremely expedited basis, it will take more time than currently allotted for the Debtors to
identify potential bidders, prepare adequate marketing materials, make all those materials
available to potential bidders, respond to additional diligence requests, conduct management
meetings, negotiate confidentiality agreements, analyze and compare offers (particularly to the
extent potential bids are received for different asset packages), negotiate asset purchase
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agreements, conduct any auctions, and obtain court approval of any sales. See Mazzucchi Decl.
at H 12-15.
41.

Additionally, the timeline for reaching settlements with the unions and retiree

groups appears to be unreasonable. As long as good faith progress in negotiations is being made,
the First Lien Creditors should not be given the power to cut those negotiations short if an
arbitrary deadline is missed.
42.

The Debtors' position that the timeline is dictated by their liquidity shortage is a

red herring, since it is largely a manufactured problem. The Debtors decided not to obtain DIP
financing to fund these cases, and have agreed to provide adequate protection to the First Lien
Creditors in the form of cash payments totaling approximately $10.9 million per month, or onethird of their total budgeted cash bum through November 14, 2015 on account of postpetition
accrued interest, as well as a cash payment of between |
on account of prepetition accrued interest. Based on the Debtors' current
projections, the estates will be rendered administratively insolvent by m ^ j ^ m

if they

make the proposed adequate protection payments. See Ordway Decl. at 110. If the Debtors
were instead to grant adequate protection liens on certain unencumbered property and avoid
making adequate protection cash payments at all, they would gain up to an additional six
months' of liquidity based on current projections. See Ordway Decl. at f 11.
3.

43.

The RSA Inappropriately Limits the Ability of the Debtors and the
Committee to Carry Out Fiduciary Duties Owed to Unsecured
Creditors

The Debtors appear to rely on the fiduciary out provision in section 24 of the RSA

as evidence that the RSA is reasonable—the silent implication being that, even if it is clear that
the Debtors' estates can do better, the RSA should be approved now because the fiduciary out
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gives them the opportunity to keep trying. See RSA Motion at 111; RSA at If 24. This argument
is misplaced for several reasons.
44.

As an initial matter, a debtor cannot justify entering into a transaction that does

not otherwise benefit the estate by simply giving itself the potential ability to do something else
later on. Moreover, the "fiduciary out" is illusory. In agreeing to hand over control of these
Chapter 11 Cases to the First Lien Creditors through granting them broad consent rights and the
practical ability to pull the financial plug on these cases, the Debtors have already abdicated their
fiduciary duty. Reserving the right to act differently in the future is a meaningless gesture,
particularly since the exercise of that right by the Debtors will mean that they lose the right to
use Cash Collateral, and the First Lien Creditors will already have received full releases and can
take enforcement actions with respect to their collateral almost immediately and without further
order of the Court (assuming the Final Cash Collateral Order is entered as currently proposed).
Although there are many plan scenarios that could potentially provide better recoveries to more
creditor constituents than the RSA, if the onerous terms of the RSA become binding upon the
Debtors, it is difficult to imagine the circumstances under which the Debtors could receive a
proposal for an alternative restructuring proposal that is so good that it mitigates the
consequences of terminating the RSA. As a result, entry into the RSA will render those
alternative plan scenarios impossibilities before they have even been proposed, and will
eliminate the chance that the Debtors will ever exercise their supposedfiduciaryout.
45.

Further, section 4(a)(iii) of the RSA contains a "window shop" clause that would

prevent the Debtors from actively shopping for a better deal despite the fact that only limited
formal marketing efforts have been undertaken to date. In other words, the Debtors can consider
better deals that are brought to their door, but cannot affirmatively seek out those deals. There
are few reported bankruptcy court decisions on window shop clauses. Such clauses have
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generally only been approved when the debtor's assets have already been extensively or
exhaustively marketed and the clause was needed to obtain a firm offer. In In re Bidermann
Indus. U.S.A., Inc., 203 B.R. 547 (Bankr. S.D.N.Y. 1997), the bankruptcy court roundly
criticized the window shopping clause granted in that case because: (i) no effort had been made
to market the assets; and (ii) the court concluded that the buyer (the debtor's turnaround
consultant) was self-dealing. Id. at 551-553. In contrast, in In re Integrated Resources, Inc., 147
B.R. 650 (S.D.N.Y. 1992), the court approved a window shop provision in an asset sale
agreement where the debtor conducted discussions with 30 potential bidders prior to agreeing to
be limited by a window shop clause.
46.

The validity of lock-up provisions in general turns on whether they have the effect

of maximizing value for creditors and shareholders or, conversely, of precluding bidding. See
George V. Varallo & Srinivas M. Raju, A Process Based Model for Analyzing Deal Protection
Measures, 55 Bus. LAW. 1616, 1618 (2000). Here, there is no evidence that the window shop
provision will encourage higher and better offers. The Debtors cannot rely on a fiduciary out if
they are limited in exercising that out and where they failed to conduct a marketing process that
could have made a window shop provision tolerable.
47.

The RSA would also inhibit the Committee's ability to carry out its fiduciary

duties to unsecured creditors.

The unreasonably tight milestones and limited budget

contemplated under the RSA mean that cash will go out the door and claims will be released
before the Committee is able to complete a thorough investigation of potential claims against the
First Lien Creditors. The Committee is sensitive to the need for expediency in these cases, but
that need should not trump the fiduciary obligations owed by both the Committee and the
Debtors. See Comm. of Equity Sec. Holders v. Lionel Corp. (In re Lionel Corp.), 722 F.2d 1063,
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1071 (2d Cir. 1983) ("The need for expedition . . . is not [ ] justification for abandoning proper
standards.") (citation omitted).
4.
48.

The RSA Provides for Unlimited Payment of the RSA Parties'
Professional Fees and Expenses Without Oversight or Court Review

As set forth above, approval of the RSA where no creditor group other than the

First Lien Creditors support the proposed restructuring will not help move these Chapter 11
Cases forward. Nonetheless, the RSA provides that the fees and expenses of the First Lien
Creditors who are parties to the agreement must be paid by the Debtors without any review or
oversight until such time as the RSA is terminated, which would further deplete the Debtors'
available cash. This is despite the fact that, upon termination of the RSA, the Debtors'
consensual use of the First Lien Creditors' Cash Collateral will be immediately terminated and
the First Lien Creditors can foreclose on their assets without further Court order. The payment
of these fees during the pendency of the Chapter 11 Cases is yet another form of unnecessary
adequate protection being provided to the First Lien Creditors to ensure that their expenses are
fully reimbursed in the event the RSA transactions are not consummated on the exact terms they
desire, even though the First Lien Creditors will have already received full releases upon
approval of the Final Cash Collateral Order. It is difficult to see how payment of these fees prior
to confirmation will provide a benefit to any creditor other than the First Lien Creditors.
49.

Further, sufficient protocols are not in place to protect the Debtors from being

required to pay potentially substantial sums to reimburse the Holder Parties' legal fees and
expenses. Section 16 of the RSA provides that "Notwithstanding . . . the termination of this
Agreement in accordance with its terms, the agreements and obligations of the Parties in
Sections 4(b) . . . shall survive such sale and/or termination; provided, however, that the
Company's obligation to pay fees and expenses as set forth in Section 4(b) shall survive only
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with respect to those documented fees and expenses incurred through and including the date this
Agreement is terminated." Section 4(b) of the RSA provides that "the Company shall promptly
pay in cash all documented fees, costs and expenses" of at least four different professionals. The
RSA does not limit the Debtors' payment of the RSA parties' fees or even require that they be
reasonable. Without a cap on fees and expenses and/or the ability for the Committee or the
Bankruptcy Court to review the fee requests in advance of payment, these costs have the
potential to become a significant drain on estate assets, to the detriment of the Debtors' other
creditors.
5.
50.

The RSA Contains Unnecessary and Overly Broad Bid Protections

Although the 363 Sale will be the subject of a separate motion, the RSA obligates

the Debtors today to obtain authority to conduct the 363 Sale on specified terms. Among other
things, the Sale Order must grant the First Lien Creditors bid protections in the form of the right
to credit bid up to the full amount of their claims, as well as the payment of a break-up fee and
unlimited reimbursement of expenses. See Interim Cash Collateral Order at 111(d); Sale Term
Sheet at 9-10 (Bidder Protections). As an initial matter, the First Lien Creditors' collateral
package may be materially deficient. Among other things, the Debtors' cash is admittedly not
subject to deposit account control agreements in favor of the First Lien Creditors, the typical
method for providing a security interest in cash. The Committee is in the initial phases of
investigating whether the First Lien Creditors' have properly perfected security interests in the
Debtors' cash by another method. The Committee is also investigating whether the grant of
certain liens in favor of the First Lien Creditors under the April 2012 U.S. Guaranty and
Collateral Agreement is subject to avoidance as fraudulent transfers. The First Lien Creditors
should not be given the right to credit bid—nor should the Debtors agree to such right—unless
and until the Committee's investigation has been completed. In addition, the First Lien Creditors
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admittedly hold no security interest in a number of unencumbered assets. See supra 119. The
First Lien Creditors should not be permitted to credit bid on non-collateral assets.
51.

Further, the First Lien Creditors should not be entitled to receive a break-up fee.

As was recognized in Calpine Corp. v. O'Brien Envtl. Energy Corp. {In re O'Brien Envtl.
Energy, Inc.), 181 F.3d 527, 528 (3d Cir. 1999), the term "break-up fee" refers to a fee paid by a
seller to a prospective purchaser in the event that a contemplated transaction is not
consummated.

Break-up fees are designed to provide a prospective acquirer with some

assurance that it will be compensated for the time and expense it has spent in putting together its
offer if the transaction is not completed for some reason, usually because another buyer appears
with a higher offer. Id. at 535. Such provisions may also encourage a prospective bidder to do
the due diligence that is the prerequisite to any bid by assuring the prospective bidder that it will
receive compensation for that undertaking if it is unsuccessful. Id.
52.

The O'Brien court held that a "determination whether break-up fees or expenses

are allowable under § 503(b) must be made in reference to general administrative expense
jurisprudence," and "depends upon the requesting party's ability to show that the fees were
actually necessary to preserve the value of the estate." Id. See also In re Bender Shipbuilding &
Repair Co., No. 09-12626-MAM, 2009 Bankr. LEXIS 4257, at *6-7 (Bankr. S.D. Ala. Dec. 30,
2009) (approving payment of a break-up fee to a stalking horse upon a finding that the fee was,
among other things, an actual and necessary cost and expense of preserving the debtor's estate
within the meaning of § 503(b), commensurate to the real and substantial benefit conferred upon
the debtor's estate by the stalking horse, and necessary to induce the stalking horse to continue to
pursue the transaction and to continue to be bound by the purchase agreement). Where a breakup fee would serve to advantage a favored purchaser over other bidders, or where a potential
purchaser would bid whether or not break-up fees are offered, the award of a break-up fee cannot
-23ny-1201620

Case 15-02741-TOM11

Doc 556 Filed 08/26/15 Entered 08/26/15 15:49:22
Main Document
Page 28 of 35
PAGE 953

Desc
256

be characterized as necessary to preserve the value of the estate. O'Brien at 535. The burden is
on the Debtors to prove the necessity of, and benefit to the estates from, the proposed break-up
fee. Id.
53.

Here, the First Lien Creditors are already fully familiar with the Debtors' assets

and, because they hold a security interest on the majority of the Debtors' assets, they require no
additional incentive to participate in a sale of those assets. Accordingly, the purposes that are
ordinarily served by the payment of a break-up fee are inapplicable here. Instead, the payment of
a break-up fee would simply chill bidding by raising the amount of the minimum competing bid
required to be submitted by any third party, to the detriment of the estates and all of its creditors
except the First Lien Creditors. See, e.g.. In re Age Ref, Inc., No. 10-50501, 2010 Bankr. LEXIS
5724 (Bankr. W.D. Tex. Dec. 21, 2010) (approving bid procedures providing for selection of a
stalking horse and payment of a break up, provided that if a lender submitting a credit bid was
selected as the stalking horse bidder, the lender would not be entitled to a break-up fee); In re
Phila. Newspapers, LLC, No. 09-11204-SR, 2009 Bankr. LEXIS 3167, at *35-36 (Bankr. E.D.
Pa. Oct. 8, 2009) (denying bid procedures motion where, among other things, the stalking horse
bidder would have received a breakup fee even though it was "comprised of insider individuals
and entities which have had 'free' and unfettered access to all information concerning the
Debtors, financial and otherwise, since the inception of these Chapter 11 cases and long before
that," because such pre-existing knowledge "wholly undercuts any claimed entitlement
predicated on expensive due diligence and arms length negotiation"). See Mazzucchi Decl. at
I t 17-20. Similarly, providing for the uncapped reimbursement of the First Lien Creditors'
expenses is inappropriate, particularly given the First Lien Creditors' extensive prior knowledge
of the assets. See Mazzucchi Decl. at Iff 18, 20.
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54.

Of course, the Debtors will posit in response that the Court is not yet being asked

to approve bid procedures regarding the 363 Sale. However, the RSA would bind the Debtors to
obtain approval of the 363 Sale on terms acceptable to the First Lien Creditors, including,
presumably, the bid protections set forth in the Sale Term Sheet and built into the Cash
Collateral Orders. If the Debtors fail to obtain Court approval of those terms, the First Lien
Creditors have the right not only to terminate the RSA, but also to terminate the Debtors' use of
Cash Collateral and to foreclose upon their assets almost immediately. The fact that the Debtors
agreed to provide the First Lien Creditors such patently unreasonable benefits and to subject their
estates to the risk of draconian consequences if those benefits are not approved by the Court is
further evidence that the Debtors failed to exercise any business judgment in deciding to enter
into the RSA. The RSA is thus nothing more than a vehicle to deliver the company's keys to the
First Lien Creditors on an expedited basis, with the benefit of full releases and while shortening
the limitations period for any creditors to assert claims against the First Lien Creditors under
state law.
E.

The RSA Constitutes an Invalid Sub Rosa Plan

55.

Where aspects of a transaction dictate the terms of the ensuing plan or constrain

parties in exercising their rights in the context of confirmation of a plan, the transaction may be
considered a sub rosa plan. See PBGC v. BraniffAirways, Inc. (In re Braniff Airways, Inc.), 700
F.2d 935, 940 (5th Cir. 1983) ("The debtor and the Bankruptcy Court should not be able to short
circuit the requirements of Chapter 11 for confirmation of a reorganization plan by establishing
the terms of the plan sub rosa in connection with the sale of assets."); In re General Motors
Corp., 407 B.R. 463, 495 (Bankr. S.D.N.Y. 2009). A debtor cannot enter into a transaction that
"would amount to a sub rosa plan of reorganization" or "attemptfs] to circumvent the chapter 11
requirements for confirmation of a plan of reorganization." Id. For the reasons explained above,
-25ny-1201620
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if approved, the RSA will impose onerous restrictions on the Debtors that virtually guarantee that
the Debtors will end up selling their assets to the First Lien Creditors and releasing all claims
against the First Lien Creditors without the benefit of conducting a thorough marketing process
or fully vetting potential claims against the First Lien Creditors, all outside of the protections
afforded under a plan approval process. Those protections include the requirement that the
Debtors satisfy: (i)the disclosure requirements as set forth in Bankruptcy Code section 1125;
(ii)the voting requirements under Bankruptcy Code section 1126; (iii) the best interest of
creditors test under Bankruptcy Code section 1129(a)(7); and (iv) the absolute priority rule of
Bankruptcy Code section 1129(b)(2)(B).
56.

As explained above, the RSA serves no legitimate business purpose. Moreover,

the Debtors have not yet demonstrated that they cannot wait for the ultimate confirmation of a
plan, and must immediately seek a sale of all their assets or face liquidation. In the absence of
such a finding, there is no justification for the Debtors to become bound now to an RSA that
requires them to run a sale process for the sole benefit of the First Lien Creditors. In the event
the Debtors determine that, due to liquidity constraints, it is in the estates' best interest to pursue
a sale pursuant to Bankruptcy Code § 363, they can pursue that course of action without the RSA
and subject to appropriate oversight by the Court.
F.

Case Law Does Not Support Approval of the RSA Motion

57.

The list of cases cited in the RSA Motion for the proposition that courts

"routinely" approve this type of relief is misleading. The requested relief was uncontested in
every case cited in the RSA Motion except for In re Genco Shipping & Trading Ltd., 509 B.R.
455, 459 (Bankr. S.D.N.Y. 2014).8 In Genco, the court overruled the objections of two equity
8

A single objection was filed in In re HMP Servs. Holding Sub III, LLC, No. 10-13618 (BLS) (Bankr. D. Del.
Jan. 20, 2011), but was withdrawn before the hearing (ECF #92). Two limited objections were filed by parties in I«
re NextMedia Group., Inc., No. 09-14463 (PJW) (Bankr. D. Del. Jan. 19, 2010), who objected to discrete terms of
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holder parties, noting that the restructuring support agreement was supported by the vast majority
of the debtors' secured and unsecured creditors, thus forming the basis for a truly global
resolution of the debtor's bankruptcy cases. Id. at 461. In finding that the debtors had
demonstrated that assumption of the agreement would benefit the debtors' estates, the court also
highlighted the fact that "the RSA provides for a meaningful recovery for all of the Debtors'
stakeholders, including their old equity holders and the full payment of trade creditors through
the voluntary agreement by secured lenders to convert their debt to equity as well as a fully
backstopped rights offering of $100 million, with the handover of value to unsecured creditors
and equity. This is in contrast to the usual practice of secured creditors adhering to a strict
waterfall with respect to recovery." Id. at 464 (emphasis added). The Genco restructuring
support agreement stands in stark contrast to the RSA at issue here, which provides nothing for
any creditor constituency except the First Lien Creditors.
58.

The RSA Motion fails to cite In re Innkeepers USA Trust, 442 B.R. 227, in which

a bankruptcy court refused to authorize the debtors to assume a plan support agreement that
bears a striking resemblance to the RSA. In Innkeepers, the bankruptcy court determined that
the burdens of assuming the plan support agreement outweighed any benefits the estate would
have received. Id. at 234-35. In support of that determination, the Innkeepers court took into
consideration the following features of the plan support agreement:

(i) the plan support

agreement was tied to the debtors' use of the plan support parties' cash collateral; (ii) the
restructuring transaction embodied in the plan support agreement was not shopped in the
marketplace; (iii) the debtor did not contact any potential investors outside the capital structure
or engage in meaningful discussions with other creditors about plan proposals; (iv) the debtors
failed to perform any valuation of the new equity the plan support parties were to receive under
the restructuring support agreements, but did not oppose assumption of the agreements as a general matter.
-27ny-1201620
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the proposed plan; (v) the debtors were limited in their ability to discuss other restructuring
proposals; (vi) the secured creditor exercised disproportionate leverage in negotiations;
(vii) there was little justification for the debtors locking themselves into a particular plan without
first seeking higher or better offers or negotiating with its other existing creditors; (viii) the plan
support agreement was supported by no creditor groups other than the single group that was a
party to it; and (ix) the plan support agreement contained broad termination events that would
permit the secured lender to "walk away and terminate the consensual use of its cash collateral
upon the occurrence of a laundry list of different events, even in a variety of situations over
which the debtors have no control," and would provide the secured lender with immediate stay
relief, which would permit it to exercise any and all remedies with respect to its collateral
without further court approval.
59.

Taking all of these factors into consideration, the Innkeepers court found that the

plan support agreement did not reflect a business decision entitled to deference, noting that
"exclusivity should not be employed as a tactical device to put pressure on parties to yield to a
plan they consider unsatisfactory. The PSA has had such an effect on the Debtors' estates by
tying all parties to a plan which lacks support from nearly the entire capital structure and
preventing the Debtors from negotiating in good faith with their numerous constituents who will
eventually be required to vote on a plan." Id. at 234. The RSA proposed by the Debtors shares
all of these features that were so disturbing to the Innkeepers court, and should be rejected for the
same reasons.
60.

Notably, the plan contemplated under the Innkeepers PSA would have provided

unsecured creditors with estimated recoveries of 5%-8%. After the Innkeepers court refused to
approve the debtors' motion to assume the PSA, the debtors entered into negotiations with their
various creditors and conducted a full marketing process and auction of the debtors' assets. Just
-28ny-1201620
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ten months after approval of the PSA was denied, the Innkeepers court confirmed a plan that
paid the majority of general unsecured creditors in full.9 Thus, the Innkeepers case serves as a
model for how this Court should treat the Debtors' premature, ill-conceived, and unfair RSA
{i.e., by denying it unequivocally). Just as importantly, it is an example of how a clear directive
from the Court can refocus the Debtors' attentions on achieving an equitable result for all
creditors and dramatically shift the direction of these cases for the better.
IV.

CONCLUSION
As set forth above, the RSA will not benefit the Debtors' estates or maximize value for

any creditors but the First Lien Creditors. Thus, the Debtors have not carried their requisite
burden of proof under either the business judgment standard or a heightened scrutiny/entire
fairness standard of review.
WHEREFORE, the Committee respectfully requests that the Court deny the RSA Motion
and grant such other and further relief as the Court may deem just and proper.

9

See In re Innkeepers USA Trust, et al, No. 10-13800 (Bankr. S.D.N.Y. June 29,2011), ECF No. 1804.
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THE UNITED STATES BANKRUPTCY COURT
FOR THE NORTHERN DISTRICT OF ALABAMA
SOUTHERN DIVISION

In re:

Case No. 15-02741 (TOM)

Walter Energy, Inc., et aL,

Chapter 11
Jointly Administered

Debtors.

DECLARATION OF MATTHEW A. MAZZUCCHI IN SUPPORT OF THE OFFICIAL
COMMITTEE OF UNSECURED CREDITORS' OBJECTION TO EACH OF (1) THE
DEBTORS' MOTION FOR AN ORDER (A) AUTHORIZING THE DEBTORS TO
ASSUME A RESTRUCTURING SUPPORT AGREEMENT AND (B) GRANTING
RELATED RELIEF AND (2) THE DEBTORS' MOTION FOR ENTRY OF INTERIM
AND FINAL ORDERS UNDER 11 U.S.C. §§ 105,361,362,363, 507 AND 552,
BANKRUPTCY RULES 2002,4001, 6003, 6004 AND 9014 (A) (I) AUTHORIZING
POSTPETITION USE OF CASH COLLATERAL, (II) GRANTING ADEQUATE
PROTECTION TO PREPETITION SECURED PARTIES, AND (III) SCHEDULING
A FINAL HEARING; AND (B) GRANTING RELATED RELIEF
I, Matthew A. Mazzucchi, declare under penalty of perjury:
1.

I am a Managing Director at Houlihan Lokey, Inc. ("Houlihan Lokey"), an

investment banking andfinancialadvisory firm with principal offices located at 10250
Constellation Blvd., 5th Fl., Los Angeles, CA 90067. The Official Committee of Unsecured
Creditors (the "Committee") of the above-captioned debtors and debtors-in-possession (the
"Debtors") has selected Houlihan Lokey as its investment banker, and I am authorized to make
this declaration on behalf of the Committee in support of the Committee's objections (the
"Objections")' to each of (1) The Debtors' Motion for an Order (A) Authorizing the Debtors to
Assume Restructuring Support Agreement and (B) Granting Related Relief [Docket No. 44] (the

1

Capitalized terms used and not otherwise defined herein have the meanings ascribed to them in the applicable
Objection.
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"RSA Motion") and (2) The Debtors' Motion for Entry of Interim and Final Orders Under 11
U.S.C. §§105, 361, 362, 363, 507 and 552, Bankruptcy Rules 2002, 4001, 6003, 6004and9014
(A) (I) Authorizing Postpetition Use of Cash Collateral, (II) Granting Adequate Protection to
Prepetition Secured Parties, and (III) Scheduling a Final Hearing, and (B) Granting Related
Relief [Docket No. 42] (the "Cash Collateral Motion"). Unless otherwise stated in this
declaration, I have personal knowledge of the facts set forth herein.2
QUALIFICATIONS
2.

Houlihan Lokey is an internationally recognized investment banking and financial

advisory firm with 17 offices worldwide with more than 950 professionals. Houlihan Lokey
provides financial advisory services and execution capabilities in the areas of financial
restructuring, investment banking, business and securities valuation, and litigation support. In
the area offinancialrestructuring, Houlihan Lokey has provided financial advice, valuation
analyses, and investment banking services to debtors, bondholder groups, secured and unsecured
creditors, acquirers, employee stock ownership plans, equity holders, and other parties-in-interest
involved with financially troubled companies both in and out of bankruptcy. The Houlihan
Lokey Financial Restructuring Group has a staff of more than 170 professionals dedicated solely
to financial restructuring engagements.
3.

I am a Managing Director at Houlihan Lokey, a senior banker in the firm's

Financial Restructuring Group, and Co-Head of the firm's Energy Group. I am based in the
firm's Dallas office. I graduated with a B.A. in Business Economics from the University of
Minnesota. Since joining Houlihan Lokey in 1997,1 have led and advised on many of the firm's
largest and most complicated coal and energy industry M&A, restructuring, and financial

2

Certain disclosures herein relate to matters within the personal knowledge of other professionals at Houlihan
Lokey and are based on information provided by them.
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advisory assignments, as well as significant restructuring assignments outside of the energy
sector. Selected noteworthy energy industry engagements that I have personally worked on
include Aquila Inc.; Calpine Corp.; Cap Rock Energy Corp.; Champion Energy Corp.; CIC
Energy Corp.; Commonwealth Edison Co. (Exelon); Covanta Energy Corp.; Dynegy Inc.; Eagle
Energy Partners/Lehman Brothers Holdings Inc.; Edison Mission Energy Company; Elkhom
Coal, Enron Corp.; Energy Future Holdings Corp.; Entegra Power Group; Entergy Corp.; Florida
Public Utilities Co.; Klamath Falls Cogeneration Project; Longview Power/Mepco Coal;
Mayflower Energy Inc./Kelson Holdings LLC; MidAmerican Energy Holdings Co./PacifiCorp;
Midland Cogeneration Venture; Mirant Corp. (MAGI); NiSource, Inc.; Northwestern Energy
Corp. (Montana Power Co.); NRG Energy Inc.; Patriot Coal Corp; Reliant Energy Channelview
LP; SemGroup Corp.; Stream Energy; Westmoreland Coal; and Xinergy Ltd., among others.
4.

A number of these engagements involved representing parties in chapter 11

proceedings, including Westmoreland Coal (representing the debtor), Patriot Coal (representing
the official unsecured creditors' committee), Longview Power/Mepco Coal (representing a
secured creditor), and Xinergy Ltd. (representing a secured creditor). Accordingly, I have
experience advising parties on bankruptcy-related issues including issues arising in connection
with efforts by debtors to obtain relief under Bankruptcy Code sections 1113 and 1114, and the
provision of adequate protection pursuant to Bankruptcy Code sections 361 and 363. In addition,
many of the energy industry engagements I have worked on involved M&A transactions,
including Eagle Energy Partners/Lehman Brothers Holdings Inc., Enron Corp., Energy Future
Holdings Corp., and SemGroup LP, among others. As a result, I have extensive experience
advising parties in connection with the marketing and sales process related to complex assets in
this industry.
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5.

I am a frequent speaker on energy, coal and financial restructuring topics,

including at seminars on distressed mergers and acquisitions and on board of director best
practices in restructurings. I previously served on the Board of Directors of BosPower Partners,
LLC an 800 megawatt gas-fired merchant power producer in Texas, upon its emergence from
chapter 11 until its sale to Calpine in October 2012. I was certified as an expert witness in
bankruptcy court proceedings of SemGroup Corp. As Co-Head of Houlihan Lokey's Energy
Group focusing on the power and coal sub-sectors, I am also co-organizer and moderator of our
annual Energy Conference which features panels and industry executives, markets consultants,
investors and speakers in the coal, power, oil and gas exploration & production and oilfield
services sectors. Additional details regarding my professional experience are described in the
curriculum vitae, attached hereto as Exhibit A.
BACKGROUND
6.

By the RSA Motion, the Debtors are seeking authority to assume a restructuring

support agreement (the "RSA") that they purportedly negotiated with certain First Lien Creditors
to deleverage their balance sheet and restructure their existing debt. The RSA contemplates a
dual-track process, pursuant to which the Debtors will simultaneously pursue a plan of
reorganization (the "Proposed Plan") and a sale process pursuant to Bankruptcy Code section
363 (the "363 Sale"). However, in the event the Debtors fail to meet any of the following
conditions a "Triggering Event" under the RSA will occur, obligating the Debtors to cease all
efforts to obtain approval of the Proposed Plan and focus exclusively on the 363 Sale.
|I Proposed Ik-udlini1

rri»$»t;rin» K\eiit(s)

Mi

August 19,2015

Commence 363 Sale marketing process

August 26, 2015

Make initial proposal to UMWA
File the Proposed Plan and Disclosure Statement
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Proposed Dcudliiu-

rrigncrinj: i:M'iif(s)

September 4, 2015

Make initial proposal to USW

October 21,2015

File Exhibits to the Disclosure Statement
File section 1113/1114 motions or labor settlement, retiree settlement,
and agreement with the Pension Benefit Guaranty Corporation

October 28, 2015

Obtain Court approval of the Disclosure Statement

November 4, 2015

Commence solicitation of the Proposed Plan

November 11,2015

Commence section 1113/1114 hearings or obtain Court approval of a
labor settlement or retiree settlement

December 9, 2015

Obtain court approval of section 1113/1114 relief

December 30, 2015

Implementation of approved section 1113/1114 agreements

January 13,2016

Confirmation of the Proposed Plan

Februarys, 2016

Substantial consummation of the Proposed Plan

7.

In addition, with respect to the required 363 Sale process, a failure to achieve any

of the following 363 Sale Milestones will constitute a "Termination Event" at which time the
Debtors' ability to use Cash Collateral shall terminate.
rfl Proposed DeadliiK*
August 19, 2015
September 9, 2015

\lilestoiic(s)
Commence Marketing Process
Execute Stalking Horse Credit Bid APA
File 363 Motion

September 30, 2015

Bid Procedures Hearing

December 14, 2015

Qualified Bid Deadline

January 6,2016

Conduct Auction
Commence Sale Hearing

January 13, 2016

Sale Order Entered

February 3, 2016

Consummate Sale Transaction'0

(I) Febi uary 3, 2016 closing date subject to one 30 day extension if Regulatory Approvals have not been obtained
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ANALYSIS
A.

The Triggering Events under the RSA Are Unreasonable and Present a Significant
Risk of Immediate Conversion to an Exclusive 363 Sale Process
8.

The Debtors are required to meet no less than thirteen deadlines and adhere to

other limitations outside of their direct control. In particular, the Debtors are required to obtain a
final ruling from this Court or settlement granting an unspecified level of relief associated with a
section 1113/1114 process on or before December 9,2015 (less than three and a half months
from now). We understand that the Debtors have yet to commence negotiations on this complex
process.
9.

Among the non-timing related Triggering Events, a strike, work slowdown or

other concerted labor activity would also cause a Triggering Event that would require the
Debtors to cease any efforts to pursue a plan process and focus exclusively on consummating the
363 Sale. A strike, work slowdown or other concerted labor activity that would be considered a
Sale Triggering Event is defined as a work slowdown or other concerted labor activity that lasts
for more than three days and reduces production by over 100,000 tonnes, as measured against the
Company's mining plan.
10.

In addition, the ability of the Debtors to avoid nearly every single Triggering

Event is contingent upon the "form and substance" of nearly all related filings, relief sought,
relief granted, plan provisions and related terms being acceptable to the Majority Lenders. In
effect, any relief granted (or not granted) or papersfiledthat are not acceptable to the Majority
Lenders could force the Debtors to cease Proposed Plan efforts and focus exclusively on the 363
Sale. As a result, a conversion to a 363 Sale is nearly a. fait accompli if the Majority Lenders
require it.
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B.

The Proposed Sale Timeline Is Too Brief and Should Only Be Pursued After Basic
Operating Profile and Cost Structure Are Discernable
11.

To the best of my knowledge, the Debtors have only just begun the marketing

process and have not yet provided any material information, beyond a three-page public
information "teaser", to third parties in connection with a sale of the entire company or as a
series of discrete asset sales.
12.

The Debtors operate a complex network of mining-related assets with operations

in three countries. The Debtors operate and have investments in ten coal mines in the United
States primarily involved in the production and mining of metallurgical coal, with select thermal
coal operations and a mineral reserve division, three surface mine operations in Canada, and one
underground reserve mine in the United Kingdom. The Debtors also maintain coking operations
which consist of three batteries with a total of 120 coke ovens, and oversee the operations of
1,748 methane gas wells.
13.

Adding to the complexity of the Debtors' various assets are a host of labor,

retiree, tax, environmental and potential regulatory issues that have yet to be fully understood
and vetted by the Debtors, let alone by potential bidders, the Committee and other stakeholders
in these cases. Importantly, not even the Debtors know yet what form potential section
1113/1114 relief may take, assuming such relief is even attainable, nor have they determined
what other actions will be taken with respect to the assumption and rejection of executory
contracts or corporate cost savings initiatives and resultant impact on mine operation and
reclamation activities. These unknowns are expected to have meaningful impacts on most
aspects of the Debtors' business operations,financingneeds and exit capital structure, and would
form the basis of any going concern bid(s) by potentially interest parties.

Case 15-02741-TOM11

Doc 556-1 Filed 08/26/15 Entered 08/26/1515:49:22
Exhibit Declaration Page 7 of 13
PAGE 967

Desc
270

14.

As the 363 Sale timeline is currently structured, even if all of these variables were

known and implemented today, potential buyers have at best less than 120 days to understand
and incorporate thefinancialand operating impacts into any bid, and potentially as little as five
days to understand and incorporate the same for any labor and benefits related relief, as the bid
deadline of December 14, 2015, falls just 5 days after the deadline to obtain a global labor
settlement or Court Order granting relief under Bankruptcy Code section 1113/1114. In fact,
launching a 363 Sale effort now, prior to any market understanding of the impact or resolution at
all, of these key variables—even before such sequencing and truncated timeline is paired with
the overhang of a looming, competitive credit bid for assets and associated break-up fee
(addressed below)— will likely result in a significant reduction in the willingness of potentially
interested parties to devote their time, money and resources to committing, or even engaging in a
preliminary process, to provide a competing bid.
15.

It has been my professional experience that it is beneficial to provide parties with

as much time as reasonably possible to explore and develop going-concern alternatives in order
to ensure that value is maximized for all creditor constituencies. Without a careful and thorough
marketing process that allows sufficient time to reach all potential purchasers (both strategic and
financial) and complete the requisite due diligence, it is my view that the Debtors will severely
limit their chances of obtaining the highest and best offer that the market will produce for its
assets.
16.

Given that the Debtors' marketing process has only just begun and bids for a

complex set of assets (and potential liabilities) are due in only sixteen weeks, a longer marketing
timeframe is essential to enable the Debtors' investment banker to solicit potential purchasers,
negotiate confidentiality agreements, and prepare one or more confidential information
memoranda for the Debtors' various assets. Interested parties that intend to pursue a transaction
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will require a more reasonable amount of time than currently allotted to meet with management,
conduct diligence including discussions with the company's various labor groups, conduct
physical inspections and environmental diligence, make arrangements for obtaining necessary
financing for a bid, and procure any requisite deposits. In my experience, truncated sales
processes are only beneficial when the asset being sold is a "melting ice cube" with rapidly
diminishing value or an impending liquidity crisis. As set forth in the declaration of Edwin N.
Ordway submitted contemporaneously herewith (the "Ordway Declaration"), there is no
evidence that the value of the Debtors' assets is rapidly diminishing, particularly if the Debtors
do not make the proposed cash adequate protection payments. As a result, at present this case
presents no risk of rapidly diminishing value or an impending liquidity crisis (excluding one of
the Debtors' own making). Accordingly, it is my belief that the current milestones contained in
the RSA with respect to the 363 Sale are unlikely to foster a value maximizing transaction.
C.

The Bid Protections Only Serve To Enrich the
First Lien Creditors and Will Not Promote Competitive Bidding
17.

Bid protections, such as a breakup fee and expense reimbursement, should be

provided to a stalking horse bidder in order to compensate them for remaining committed to a
pre-existing asset purchase agreement that it is able to execute and which will potentially foster
higher and better bids, thereby maximizing value for a debtor's estate. Under the current
circumstances, I do not believe the proposed bid protections result in any benefit to the Debtors'
estates.
18.

The First Lien Creditors are already fully familiar with the Debtors' assets and,

because they purportedly hold a security interest on the majority of the Debtors' assets, require
no additional incentive to participate in a sale of those assets. Accordingly, the purposes that are
ordinarily served by the payment of a break-up fee are inapplicable here. Instead, the payment of
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a break-up fee would simply chill bidding by raising the amount of the minimum competing bid
required to be submitted by any third party, to the detriment of the estates and all of its creditors
except the First Lien Creditors.
19.

Further, because of the highly truncated time period for due diligence and

marketing dictated by the Sale Term Sheet (as well as other features of the proposed sale process
that will chill bidding, as discussed herein), the Debtors likely will not be able to attract the full
universe of potentially interested parties to submit overbids, thus depriving the Debtors of the
value for which they are paying by providing a break-up fee.
20.

It has been my experience that parties will be more willing to participate in a

section 363 auction and sale process when they believe that they have an equal and fair
opportunity to bid for the assets. I am concerned that the bid protections create an uneven
playing field that will serve as a disincentive for outsiders to participate in an auction for the
Debtors' assets. As noted above, to my knowledge the Debtors' assets were not marketed
extensively before the Petition Date and bidders would only be given an eleven-week timeframe
in which to put together a Qualified Bid even though the Purchaser has been in negotiations with
Debtors since as early as April 2015. With incomplete information about the Debtors' assets,
bidders are being placed at a significant disadvantage from the outset, and are then being further
disadvantaged because they must top the highly conditional, and as of yet undefined, bid by a 3%
breakup fee plus an uncapped expense reimbursement. In my opinion, the Sale Term Sheet, as
currently constructed, signals to the marketplace that the Debtors are not interested in fostering a
competitive and open auction process. Accordingly, the Purchaser should not be entitled to such
bid protections, particularly to the extent it is credit bidding.
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D.

The Overly Generous Adequate Protection Package Significantly Burdens
Liquidity, Dsbtor Options and Case Timing
21.

The Debtors decided not to obtain DIP financing to fund these cases, and have

agreed to provide adequate protection to the First Lien Creditors in the form of cash payments
totaling approximately $10.9 million per month, an amount that for some periods exceeds the
Debtors' monthly budgeted operating cash burn. The Debtors currently estimate that they will
fall below their minimum liquidity requirements as early as mid-December. As set forth in the
Ordway Declaration, if the Debtors do not make the proposed adequate protection cash
payments, the Debtors could potentially gain up to an additional six months of operating
liquidity. Any meaningful additional time afforded by the elimination of such cash interest could
be utilized wisely by the Debtors to pursue desired corporate restructuring, cost cutting, and
curtailment negotiations and measures. Importantly, that additional liquidity would also provide
the Debtors with much-needed time to pursue stand-alone reorganization alternatives, and
eliminate altogether the need for a potentially value-minimizing truncated sale process, or, at
minimum, allow a sale process to take place after the core asset operating costs and profiles
proposed to be sold are known.
E.

The Debtors Have Not Performed an Analysis Regarding the Potential Diminution
in Value of the Prepetition Secured Parties' Collateral
22.

I understand from my discussions with counsel to the Committee that a party

proposing to provide cash payments or other relief to adequately protect a secured lender against
diminution in the value of its collateral during a chapter 11 case (as set forth in Bankruptcy Code
sections 361 and 363) bears the burden of establishing the necessity for and appropriate amount
of any such adequate protection payments. To date, neither I, nor anyone else on the Houlihan
Lokey team has seen any analysis prepared by the Debtors or any of the First Lien Secured
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Parties estimating the level of payments—if any—required to protect the First Lien Secured
Parties from a diminution in the value of their collateral during the pendency of these cases.
23.

The most direct way of determining the expected diminution in the value of a

secured creditor's collateral during a chapter 11 case would be to perform a valuation of the
collateral as of the debtor's petition date and then forecast the expected value of the collateral as
of the debtor's emergence from bankruptcy. The difference between these numbers, assuming
that the petition date value exceeds the emergence date value, represents the decrease in the
value of the secured lenders' collateral during the cases and would establish an outside boundary
of the amount of adequate protection payments to which the secured creditor may be entitled.
Where the expected emergence date is unknown, this calculation can become more complicated.
However, where the petition date and mandatory emergence date are known, the calculation only
requires a projection of the value of the collateral through the fixed emergence date.
24.

It is my understanding that the Debtors have not conducted a valuation of the

Prepetition Secured Parties' collateral and, consequently, I do not believe that they could have
conducted the above-referenced analysis in assessing the proposed adequate protection payments
in this case. As indicated above, I am also not aware of any other analysis by the Debtors or any
of the First Lien Secured Parties that would identify the appropriate amount of any adequate
protection payments, if any, to the First Lien Secured Parties.

[REMAINDER OF PAGE INTENTIONALLY LEFT BLANK]
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Pursuant to 28 U.S.C. § 1746,1 declare under penalty of perjury that the foregoing is true
and correct to the best of my knowledge and belief.

Dated: August 26,2015

Case 15-02741-TOM11

Matthew A. Mazzucchi
Managing Director
Houlihan Lokey, Inc,

Doc 556-1 Filed 08/26/15 Entered 08/26/15 15:49:22
Exhibit Declaration Page 13 of 13
PAGE 973

Desc
276

EXHIBIT A

Case 15-02741-TOM11

Doc 556-2 Filed 08/26/15 Entered 08/26/15 15:49:22
Exhibit A to Declaration Page 1 of 6
PAGE 974

Desc
277

HOULIHAN LOKEY
Curriculum Vitae

of
M a t t h e w A . Mazzucchi
100 Crescent Court, Suite 900 | Dallas, TX 75201 | Phone:214-220-8494 | Email: mmazzuc@HLcom
Updated as of: August 26, 2015

Summary and Professional Biography
Mr. Mazzucchi is a Managing Director in the Dallas office of Houlihan Lokey, Inc., a senior
banker in the firm's Financial Restructuring Group, Co-Head of the firm's Energy Group, and
Head of its Power & Utilities Group. As part of delegated sector responsibilities, Mr. Mazzucchi
and Power & Utilities Group bankers are responsible for the firm's coverage of and investment
banking activities in the coal sector.
Through 17 worldwide offices, Houlihan Lokey has served approximately 800 clients annually
over the past several years. The firm was ranked the #1 M&A advisor for U.S. transactions
under $5 billion in size in 2014 and has been the #1 M&A advisor for U.S. mid-cap transactions
every year for the last nine years (2006-2014). The firm also has one of the largest, most
experienced restructuring practices globally, having advised on more than 1,000 restructuring
transactions, including 12 of the 15 largest U.S. bankruptcies, since 2000. In 2014, Houlihan
Lokey was ranked as the #1 globalfinancialrestructuring advisor, and in 2013 was recognized as
the Global Restructuring Advisor of the Year by the International Financing Review.
During his 18-year career at Houlihan Lokey, Mr. Mazzucchi has led and advised on many of the
firm's largest and most complicated coal and energy industry M&A, restructuring and financial
advisory assignments, as well as significant restructuring assignments outside of these sectors
including for companies exposed to commodity risk (inc. oil & gas, paper, pulp and steel). He
personally worked on four of the largest 15 U.S. bankruptcies mentioned above, and on more
than two dozen restructurings in the energy and coal sectors since 1997. Mr. Mazzucchi is a
frequent speaker on energy, coal and financial restructuring topics and previously served on the
Board of Directors of BosPower Partners LLC, an 800 megawatt gas-fired merchant power
producer in Texas from its emergence from chapter 11 until is sale to Calpine in 2012. Mr.
Mazzucchi has been certified and testified as an expert witness in the bankruptcy case of
SemGroup L.P., testified before the Bankruptcy Court in the Enron Corp. chapter 11 case with
respect to a Sec. 363 sale effort, and provided a declaration and was deposed, but did not testify,
in the Patriot Coal Chapter 11 case. In 2012, Mr. Mazzucchi was named a finalist for the "40
Under 40" M&A Advisor Recognition Awards.

100 C r e s c e n t C o u r t , Suite 900 . D a l l a s , TX 7 J 2 0 1 • tei.214.220

8 4 7 0 • fax.2 1 4 . 2 2 0 . 3 8 0 8 • w w w . H L . c o m

Broker/dealer services through Houlihan Lokey Capital, Im.
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Matthew A. Mazzucchi | Phone: 214-220-8494 | Email: mnnazzuc@HL.com

Professional Experience
•

Houlihan Lokey, Inc. (NYSE "HLI") 1997 - Present

•

Co-Head Energy Group and Head, Power & Utilities Group (2012 - Present)

•

Managing Director, Financial Restructuring Group (2010 - Present)

•

Co-Head, Power Group (2009 - 2012)

•

Director, Financial Restructuring Group (2007 - 2010)

•

Vice President / Senior Vice President, Financial Restructuring Group (2004 - 2007)

•

Associate / Senior Associate, Financial Restructuring Group (2000 - 2004)

•

Financial Analyst / Senior Financial Analyst, Financial Restructuring Group (1997 - 2000)

Coal and Energy industry Restructuring, M&A and Financial Advisory Experience
Aquila, Inc.
(Company, Financial Advisory)

•

Dynegy, Inc.
(Ad Hoc Noteholder Group, Chapter 11)

BrightSource Energy, Inc.
(Investor, Financial Advisory)

•

Eagle Energy Partners
(Lehman Official Committee of Unsecured
Creditors, Chapter 11)

•

Edison Mission Energy Co.
(Company and later Ad Hoc Noteholder
Group, Financial Advisory and Chapter
11)

•

Elkhom Coal Co.
(Company, M&A)

•

Energy Future Holdings Corp.
(TCEHNoteholder Group, Co-Plan
Sponsors, Chapter 11)

•

Enron Corp.
(Official Committee of Unsecured
Creditors, Chapter 11)

Commerce Energy
(Company, Financial Advisory)

•

Entegra Power
(Company, Chapter 11)

Commonwealth Edison Co.
(Company, Financial Advisory)

•

Entergy New Orleans
(Secured Noteholders, Chapter 11)

Covanta Energy Corp.
(Official Committee of Unsecured
Creditors, Chapter 11)

•

Entergy Corp.
(Company, Financial Advisory)

Calpine Corp.
(Secured Creditor Group, Chapter 11)
Camden County Energy Recovery
Associates, L.P.
(Company, M&A)
Cap Rock Energy Corp.
(Company, M&A)
Champion Energy Corp.
(Lehman Official Committee of Unsecured
Creditors, Chapter 11)
CIC Energy Corp
(Company, Financial Advisory)
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Matthew A. Mazzucchi | Phone: 214-220-8494 | Email: mmazzuc@HL.com
Florida Public Utilities Co.
(Company, M&A)

•

NiSource, Inc.
(Company, Financial Advisory)

Glacial Energy
(Company, M&A and Chapter 11)

•

NorthWestem Energy Corp.
(Official Committee of Unsecured
Creditors, Chapter 11)

•

NRG Energy, Inc.
(Official Committee of Unsecured
Creditors, Chapter 11 and thereafter
Company, Financial Advisory)

Kaneb Pipeline Partners, L.P.
(Company, Financial Advisory)

•

Klamath Falls Cogeneration Project
(Secured Noteholders, Out-of-Court
Restructuring)

Patriot Coal Corp.
(Official Committee of Unsecured
Creditors, Chapter 11)

•

Reliant Energy Channelview LP.
(Company, M&A and Chapter 11)

Longview Power LLC / Mepco Coal LLC
(Secured Creditor Group, Chapter 11)

•

Mayflower Energy Inc. / Kelson Holdings,
LLC
(Company, Chapter 11)

SemGroup L.P.
(Official Committee of Unsecured
Creditors, Chapter 11)

•

Stream Energy
(Company, M&A)

•

TC Pipelines, LP
(Company, Financial Advisory)

•

Teco-Panda L.P.
(Company, Chapter 11)

Honiton Energy Group
(Company, M&A)
INGENCO, Inc.
(Investor, M&A)

MidAmerican Energy Holdings Co. /
PacifiCorp
(Company, M&A)
Midland Cogeneration Venture
(Company, Financial Advisory)

•
Mirant Corp.
(MAGI Official Committee of Unsecured
Creditors, Chapter 11)

TXU Energy
(Company, Financial Advisory)

•

Westmoreland Coal
(Company, Chapter 11)

MXenergy, Inc.
(Company, Financial Advisory)

•

Xinergy Ltd
(Secured Creditor Group, Chapter 11)

•

American Fiber Resources
(Company, Financial Advisory)

•

AMRESCO
(Official Committee of Unsecured
Creditors, Chapter 11)

Other Selected Restructuring Experience
•

Alabama River Pulp
(Secured Creditor, Out-of-Court
Restructuring)

•

Alabama Pine Pulp
(Secured Creditor, Out-of-Court
Restructuring)
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•

Great Lakes Pulp & Fibre
(Company, Chapter 11)

Payless Cashways, Inc.
(Company, Chapter 11)

•

Gulf States Steel
(Official Committee of Unsecured
Creditors, Chapter 11)

Pioneer Companies, Inc.
(Official Committee of Unsecured
Creditors, Chapter 11)

•

Heilig-Meyers, Inc.
(Official Committee of Unsecured
Creditors, Chapter 11 and thereafter,
Company, M&A)

PennCorp Financial
(Official Committee of Unsecured
Creditors, Chapter 11)

•

Home Holdings, Inc.
(Official Committee of Unsecured
Creditors, Chapter 11)

•

•

•

•
•

Purina Mills, Inc.
(Company, Chapter 11)
Refco, Inc.
(Official Committee of Unsecured
Creditors, Chapter 11)

Laidlaw, Inc.
(Official Committee of Unsecured
Creditors, Chapter 11)

Shepherd Tissue, Inc.
(Company, Chapter 11)

Levitz Furniture
(Official Committee of Unsecured
Creditors, Chapter 11)

Smurfit-Stone Inc.
(Official Committee of Unsecured
Creditors, Chapter 11)

Loewen, Inc.
(Official Committee of Unsecured
Creditors, Chapter 11)

Uniforet, Inc.
(Ad Hoc Noteholders, CCAA
Restructuring)

LyondellBasell Industries AF S.C.A.
(Bank Debt Agent, Chapter 11)

Wilshire Financial
(Ad Hoc Noteholders, Chapter 11)

Metal Management, Inc.
(Company, Chapter 11)

Wise Metals Group
(Company, Recapitalization)

Additional Information
•

Certified and testified as expert witness in SemGroup L.P. (SemCrude L.P.) chapter 11 bankruptcy
case

Select Past Speaking engagements include:
•

ABI Annual Spring Meeting: Power Sector Restructurings, Lessons Learned from the Last Wave

•

University of Wisconsin School of Business Directors' Summit:
The Board's Role in Strategy, M&A and Restructuring

•

Fulbright Forum: Acquiring Distressed Assets

•

Akin Gump Straus Hauer & Feld LLP: Current Issues in Energy Company Restructurings
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•

Credit Suisse Annual Global High Yield Conference: Energy Sector Restructuring Issues

•

Barclays Capital: Trends and Opportunities in Energy Restructurings

•

UBS Dinner Forum: Coal Sector Opportunities and Issues

•

Houlihan Lokey Annual Energy Conference, New York

•

Independent Member, Board of Directors, BosPower Partners, LLC (2011-2013)

•

Finalist, The M&A Advisor, Top 40 Under 40 Awards, Central Region (2012)

•

Registered with FINRA (formerly the NASD) as a General Securities Representative
(Series 7, 63 and 79)

Education
Bachelor of Arts in Business Economics, University of Minnesota, Twin Cities, where he was a James S.
Kemper Scholar

•5-
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UNITED STATES BANKRUPTCY COURT
FOR THE NORTHERN DISTRICT OF ALABAMA
SOUTHERN DIVISION

Chapter 11
In re:

Case No. 15-02741-TOM 11
WALTER ENERGY, INC., et a/.,1

Jointly Administered
Debtors.

Docket Ref. 42,59,378,408, 409,410,551,554,555,
556 & 558

DEBTORS' OMNIBUS REPLY TO OBJECTIONS TO THE DEBTORS'
(I) MOTION FOR AN ORDER AUTHORIZING THE ASSUMPTION OF THE
RESTRUCTURING SUPPORT AGREEMENT AND (II) MOTION FOR A
FINAL ORDER (A) AUTHORIZING POSTPETITION USE OF CASH
COLLATERAL, (B) GRANTING ADEQUATE PROTECTION TO PREPETITION
SECURED PARTIES, AND (O GRANTING RELATED RELIEF

1

The Debtors in these cases, along with the last four digits of each Debtor's federal tax identification number,
are: Walter Energy, Inc. (9953); Atlantic Development and Capital, LLC (8121); Atlantic Leaseco, LLC (5308);
Blue Creek Coal Sales, Inc. (6986); Blue Creek Energy, Inc. (0986); J.W. Walter, Inc. (0648); Jefferson Warrior
Railroad Company, Inc. (3200); Jim Walter Homes, LLC (4589); Jim Walter Resources, Inc. (1186); Maple
Coal Co., LLC (6791); Sloss-ShefField Steel & Iron Company (4884); SP Machine, Inc. (9945); Taft Coal
Sales & Associates, Inc. (8731); Tuscaloosa Resources, Inc. (4869); V Manufacturing Company (9790); Walter
Black Warrior Basin LLC (5973); Walter Coke, Inc. (9791); Walter Energy Holdings, LLC (1596); Walter
Exploration & Production LLC (5786); Walter Home Improvement, Inc. (1633); Walter Land Company (7709);
Walter Minerals, Inc. (9714); and Walter Natural Gas, LLC (1198). The location of the Debtors' corporate
headquarters is 3000 Riverchase Galleria, Suite 1700, Birmingham, Alabama 35244-2359.
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5

II.
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Appropriate

15

The RSA Does Not Preclude a Robust Plan Confirmation or Sale Process

17
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V.
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18
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20
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42

In re WestPoint Stevens. Inc..
600 F.3d 231 (2d Cir. 2010)

40

United States v. Whiting Pools. Inc..
462 U.S. 198(1983)

13, 16

In re WorldSpace. Inc..
2008 WL 8153638 (Bankr. D. Del. Nov. 10, 2008)

41

In re Wrecclesham Grange. Inc.,
221 B.R. 978 (Bankr. M.D. Fla. 1997)

30

In re Xerium Techs., Inc.,
Case No. 10-11031 (Bankr. D. Del. Apr. 28, 2010)
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In re Xinergy Ltd.,
Case No. 15-70444 (Bankr. W.D. Va. Aug. 25, 2015)
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Statutes
11 U.S.C. § 105

2

11 U.S.C. § 361

passim

11 U.S.C. § 362

2, 23

11 U.S.C. § 363

passim

11 U.S.C. § 364

7, 22, 23, 36

11 U.S.C. § 365

6, 47

11 U.S.C. § 506

41, 42, 49

11 U.S.C. §507

2

11 U.S.C. § 541

passim

11 U.S.C. §550

550

11 U.S.C. § 552

2, 42, 43

11 U.S.C. §§ 1113, 1114

18, 19

Other Authorities
H.R. Rep. No. 95-595

23

S. Rep. No. 95-989
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Walter Energy, Inc. and its affiliated debtors and debtors-in-possession in the abovecaptioned cases (each a "Debtor." and, collectively, the "Debtors"), hereby file this omnibus
reply ("Reply") in further support of the Debtors' Motion for an Order (A) Authorizing the
Debtors to Assume a Restructuring Support Agreement and (B) Granting Related Relief (the
"RSA Assumption Motion") [Docket No. 44] and the Debtors' Motion for Entry of Interim and
Final Orders under 11 U.S.C. §§105, 361, 362, 363, 507 and 552, Bankruptcy Rules 2002,
4001, 6003, 6004 and 9014 (A) (I) Authorizing Postpetition Use of Cash Collateral,
(II) Granting Adequate Protection to Prepetition Secured Parties, and (III) Scheduling a Final
Hearing; and (B) Granting Related Relief [Docket No. 42] (the "Cash Collateral Motion" and,
together with the RSA Assumption Motion, the "Motions")1 and in response to the objections to
the Motions listed on Exhibit A (collectively, the "Objections" and each objecting party, an
"Objector"). In support of this Reply, the Debtors respectfully state as follows:
PRELIMINARY STATEMENT
1.

The success of these Chapter 11 Cases and the Debtors' ability to continue

operating as they operate today depends on this Court's approval of the inter-related RSA and
the Cash Collateral Order. The RSA provides the framework for a comprehensive restructuring
that will allow the Debtors to emerge from bankruptcy debt-free and well-positioned to survive
the challenges of a long-term, depressed met coal market. Alternatively, if the plan process fails,
the RSA provides for a going-concern sale of the Debtors to the First Lien Lenders, subject to
higher and better offers. The Debtors must have the use of Cash Collateral to achieve either one
of these objectives. They need cash to pay their employees, maintain business relationships with

1

Capitalized terms used but not defined herein shall have the meanings ascribed to them in the Cash Collateral
Motion or the RSA Assumption Motion, as applicable.
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their vendors and suppliers, and sustain their operations. Without it, the Debtors cannot operate;
liquidation becomes the only option.
2.

The uncontroverted evidence establishes that met coal prices have dropped to

historic lows, with any meaningful recovery not expected for years. The Debtors lose money on
every ton of coal they extract, and they will likely exhaust their $182.5 million of cash reserves
by the beginning of 2016. At the same time, the Debtors have more than $3.0 billion in funded
debt on their balance sheets. This debt burden is unsustainable, and the Debtors must quickly
restructure to survive.
3.

In the sound exercise of their business judgment, the Debtors entered into the

RSA and the Cash Collateral Order, which together comprise a "package deal" achieved after
lengthy and sometimes contentious negotiations with the Steering Committee and its advisors.
The RSA provides the contours for the Debtors' restructuring. It has the support of over 70% of
the First Lien Lenders, including for a debt-to-equity conversion of all of the First Lien Lenders'
$1.9 billion secured claim pursuant to a chapter 11 plan. If the Plan process fails, the RSA
obligates the Debtors to pursue a going-concern sale. The Cash Collateral Order provides the
estates with the liquidity essential to achieving either goal. It is a compromise that avoids
potentially protracted, costly and highly uncertain litigation, thereby not only preserving the
Debtors' going-concern value, but maximizing the utility of the cash being used with the First
Lien Lenders' consent. The restructuring contemplated in the RSA and the Cash Collateral
Order stands in stark contrast to the frequent practice of secured creditors insisting upon a quick
section 363 sale of a debtor's assets, with strict adherence to a priority waterfall.
4.

The Objectors challenge the Debtors' business judgment, ignoring the stark

market realities in which the Debtors now operate. They are long on speculation and fault
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finding, and short on concrete alternatives as to how the Debtors would operate and how these
cases would proceed, if at all, without the benefits of the RSA and the ability to fund operations
under the Cash Collateral Order.
5.

Of those market realities, the harshest is the met coal price. The Debtors are a

leading producer and exporter of metallurgical coal.

In 2011, the benchmark price for

metallurgical coal was $330 per metric ton. Today, a mere four years later, the benchmark price
for metallurgical coal has plummeted to $93 per metric ton. During the past four years, the
combination of weak global demand (particularly in China), oversupply and continued growth in
low cost seaborne tonnage (driven primarily by capacity from Australia and Russian exports)
have produced a 66% decline in the price of met coal. Indeed, the Debtors are one of no less
than five other major U.S. coal operations forced into bankruptcy during the past year as a result
of the deteriorating U.S. commodities market, including Patriot Coal Corp., Xinergy Ltd., James
River Coal Co., and Alpha Natural Resources, Inc.
6.

As conditions worsened, the Debtors' board and management responded

proactively to negative market pressures whenever and wherever possible. They cut over
$450 million in aggregate SG&A costs since 2012. Significant mining operations were curtailed
or idled, and the Debtors' corporate workforce was reduced by nearly 25%. Despite these deep
cuts, the Debtors remain operating cash flow negative before any debt service.
7.

At the beginning of this year, the Debtors faced the prospect of running out of

cash by early next year if the met coal market did not improve. In response, the Debtors retained
restructuring advisors to assist them in developing responses to their worsening situation. In
March 2015, the Debtors' advisors began negotiating with advisors to an ad hoc committee of
the senior creditors in their capital structure - the Steering Committee of First Lien Lenders,

Case 15-02741-TOM11

Doc 614 Filed 09/01/15 Entered 09/01/15 11:45:04
Main Document
Page 12 of 61
PAGE 992

Desc
295

which today holds nearly 70% of the First Lien Debt. After many meetings and extended intense
negotiations, the Debtors and the Steering Committee finally agreed on the Restructuring,
including the terms of the RSA and the Cash Collateral Order. Together, these documents allow
the consensual use of Cash Collateral for seven months to enable the Debtors to pursue
confirmation of the pre-negotiated chapter 11 plan (the "Plan"), while simultaneously pursuing a
sale of the Debtors to the First Lien Lenders, subject to higher and better offers (the "363 Sale"),
if the Plan process fails.
8.

No other parties have presented the Debtors with any viable alternatives to the

approach taken here. The Company and its advisors actively considered whether any valuemaximizing alternative existed, including a chapter 11 filing without agreements with any of the
stakeholders. Indeed, while negotiating with the Steering Committee, the Debtors met with (and
paid for) advisors for several large holders of unsecured notes. No viable alternative emerged
then, and strikingly, none of the Objectors offer any funding or restructuring alternatives that
conform to the priority scheme of the Bankruptcy Code and the economic realities of these
Chapter 11 Cases.
9.

In sum, the Debtors readily satisfy the business judgment standard by assuming

the RSA and agreeing to the terms of the Cash Collateral Order. There is no viable alternative
before them. While the Objectors claim that assumption of the RSA somehow amounts to a
finding that the Plan meets the confirmation standards of the Bankruptcy Code, and that the
363 Sale has been effectively approved, the RSA and Cash Collateral Order do neither. Nor are
the Debtors seeking relief related thereto at this hearing. All of those issues are preserved, and
all of the Debtors' stakeholders will have every opportunity to be heard with respect to the Plan
or, if necessary, the 363 Sale. The sole issue for this hearing is whether the Debtors have
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exercised their reasonable business judgment in seeking the assumption of the RSA and final
approval of the terms of the Cash Collateral Order. They have done so, and the Motions should
be approved.
REPLY
I.

The Debtors' Assumption of the RSA and Approval of the Cash Collateral Order
Readily Satisfy the Business Judgment Standard.
10.

The "business judgment" standard governs the Debtors' assumption of the RSA

and the approval of the Cash Collateral Order.2 Section 365 of the Bankruptcy Code permits
assumption of the RSA as an executory contract upon a showing that the Debtors' decision to
assume the agreement benefits the Debtors' estates and constitutes an exercise of sound business
judgment.3 The "business judgment" standard similarly governs the Debtors' negotiated use of
Cash Collateral.4

See, e.g.. In re Genco Shipping & Trading Ltd.. 509 B.R. 455, 463-64 (Bankr. S.D.N.Y. 2014) ("The Debtors'
decision to assume the RSA clearly meets the 'business judgment' standard...."); In re Altegrity. Inc.. Case
No. 15-10226 (Bankr. D. Del. Mar. 16, 2015) [Docket Nos. 207, 208] (approving the assumption of a
restructuring support agreement and entry into the final order authorizing the postpetition secured financing as
the sound exercise of the debtors' business judgment); In re MPM Silicones. LLC. Case No. 14-22503 (Bankr.
S.D.N.Y. May 23, 2014) [Docket No. 507] (approving restructuring support agreement as the sound exercise of
the debtors' business judgment); see also In re True Temper Sports. Inc.. 2010 WL 5093163, at *8 (Bankr. D.
Del. Oct. 9, 2010) ("[T]he terms of the proposed adequate protection arrangements and use of the Cash
Collateral are fair and reasonable, reflect the Debtors' prudent exercise of business judgment and constitute
reasonably equivalent value and fair consideration for the Prepetition Agents' consent thereto."); Aurelius
Capital Master. Ltd. v. Tousa Inc.. 2009 WL 6453077, at *16 (S.D. Fla. Feb. 6, 2009) ("[T]here is significant
case law to support the use of the business judgment standard in approving a consensual Cash Collateral
Order.") (collecting cases).
3

See e.g.. Genco Shipping. 509 B.R. at 462.
See e.g.. In re CB Holding Corp.. 447 BR. 222,227 (Bankr. D. Del. 2010) (approving the use of Cash Collateral
as a prudent exercise of the debtors' business judgment); In re Atrium Corp., 2010 WL 2822131, at *7 (Bankr.
D. Del. Mar 17, 2010) (approving the use of Cash Collateral as a prudent exercise of the debtors' business
judgment); In re The Penn Traffic Co.. 2010 WL 2822043, at *6 (Bankr. D. Del. Jan. 25, 2010) (same); Inre
Champion Enter.. Inc.. 2009 WL 7226978, at *3 (Bankr. D. Del. Dec. 16, 2009) (same); In re Citation Corp..
Case No. 07-01153 (Bankr. N.D. Ala. Apr. 6, 2007) [Docket No. 153] (holding that "[t]he terms of the . . . use
of Cash Collateral.. . reflect the Debtors' exercise of prudent business judgment consistent with their fiduciary
duties").

Case 15-02741-TOM11

Doc 614

Filed 09/01/15

Main Document

Entered 09/01/15 11:45:04

Desc

Page 14 of 61

PAGE 994

297

11.

The business judgment standard "precludes judicial second-guessing so long as

the board's decision 'can be attributed to any rational business purpose.'"5 Courts give a
debtor's business judgment great latitude, tacit acknowledgment that a debtor is in a much more
informed and educated position to make sound business decisions.6 Indeed, case law provides
that a business decision only proves unsound when it "is so blatantly imprudent that it is
inexplicable, in the sense that no well-motivated and minimally informed person could have
made it."7 A court will therefore not second-guess a debtor's business judgment regarding
whether assumption of an executory contract or use of estate property will benefit the debtor's
estate.8 Under the "business judgment" standard, a debtor must only demonstrate that the
proposed action benefits the debtor's estate and results from negotiations conducted in good faith
and at arm's length.9
12.

The Debtors' decision to assume the RSA and enter into the Cash Collateral

Order meets this standard. The Debtors are overleveraged; they will run out of cash by the
beginning of next year; they need to restructure their debt; and these Chapter 11 Cases are the
appropriate vehicle for doing so.

5

The RSA presents the framework for a consensual

In re MFW Shareholders Litig.. 67 A.3d 496, 526 (Del. Ch. 2013) (citations omitted).
See In re Marvel Entm't Grp.. Inc.. 273 B.R. 58, 78 (D. Del. 2002) ("[U]nder the business judgment rule, a
board's 'decisions will not be disturbed if they can be attributed to any rational purpose' and a court 'will not
substitute its own notions of what is or is not sound business judgment.'") (internal citations omitted).
In re Trados Inc. Shareholder Litig.. 73 A.3d 17,43 n. 18 (Del. Ch. 2013).
In re Gardinier. Inc.. 831 F.2d 974, 977 n. 2 (11th Cir.1987) ("[S]ince courts review a trustee's decision to
assume or reject a contract under a traditional 'business judgment' standard, the scope of review in this area is
narrow."); Genco Shipping. 509 B.R. at 463.
Genco Shipping. 509 B.R. at 463-64 (citing cases); see also In re Belle Foods. LLC. 2013 WL 5590876, *5
(Bankr. N.D. Ala. Aug. 12, 2013) (approving debtor in possession financing terms that "reflect the exercise of
prudent business judgment by the Debtor consistent with its fiduciary duties" and were "negotiated without
collusion, in good faith and at arms' length among the Debtor and the Lenders" within meaning of section
364(e) of the Bankruptcy Code)); In re PNG Ventures. Inc.. 2009 WL 7226389, at *5 (Bankr. D. Del. Oct. 21,
2009) (approving a Cash Collateral order supported by reasonably equivalent value and fair consideration as
part of negotiations conducted in good faith and at arm's length within the meaning of section 364(e) of the
Bankruptcy Code); In re Trans World Airlines. Inc.. 261 B.R. 103,121-22 (Bankr. D. Del. 2001).
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restructuring of the Debtors, while avoiding the uncertainties of a protracted chapter 11 process
and its attendant costs. The Cash Collateral Order provides the Debtors otherwise unavailable
critical liquidity through the First Lien Lenders' consent to the use of their Cash Collateral.
Finally, (i)the RSA and Cash Collateral Order both result from extensive arms-length
negotiations among unrelated parties, (ii) the Debtors were advised by informed management
and knowledgeable outside professionals, and (Hi) no feasible funding and restructuring
alternatives exist.
13.

The Objectors complain that the RSA and Cash Collateral Order (i) bind the

Debtors to a course of action that benefits only a majority of the First Lien Lenders, (ii) vest too
much control over the Chapter 11 Cases in the Steering Committee, and (iii) provide no benefits
to other stakeholders.10 The Objectors thereby misstate the purpose of the RSA, ignore the
Debtors' financial condition, and erroneously assume that the Debtors' continued viability as a
going-concern benefits no one other than the First Lien Lenders. They are wrong on each point,
and this Court should overrule their objections.
14.

At the outset, the Objectors misstate the purpose of the RSA. Plan support

agreements like the RSA are common in a case of this size and complexity; indeed, they are
often preferred in large chapter 11 cases. As commentators have noted:
A lock-up agreement - sometimes referred to as a plan-support agreement
or restructuring-support agreement - often serves as an integral
component of the bankruptcy process by allowing a debtor and its key
creditors to memorialize the resolution of their legal and economic
disputes and permit that debtor to attempt to confirm its plan and exit
bankruptcy as expeditiously as possible.

UMWA Obj. atffif22-28; UCC RSA Obj. at f4; USW Obj. at ft.
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Lock-up agreements serve as a fundamental tool for debtors and creditors
to document their commitment to support and implement a consensual
restructuring in the chapter 11 context. The agreement typically provides
that the creditors thereto will agree to vote in favor of a plan when the
debtor solicits their votes during the bankruptcy case. In order for those
"locked-up" creditors to support the debtor's plan, they must comply with
the negotiated terms as set forth in the agreement (usually delineated in a
term sheet attached as an exhibit)
The agreement also provides the
debtor with some comfort that it will be able to quickly confirm a plan and
thereby minimize any impact that the bankruptcy process could have on its
business.
In practice, a majority of lock-up agreements are entered into pre-petition,
either in the context of a "pre-packaged" or "pre-arranged" bankruptcy.
Pre-petition lock-up agreements are generally enforceable and do not run
afoul of the Bankruptcy Code.11
15.

The RSA achieves precisely these results. The Debtors filed for bankruptcy with

the support of the Steering Committee holding approximately 70% of the First Lien Debt
(undoubtedly the Debtors' "fulcrum" tranche of debt), and preserves the Debtors as a goingconcern, whether through the Debtors' preferred course, the Plan, or the 363 Sale. The Debtors
negotiated the RSA and Cash Collateral Order in good faith and at arm's length, determined to
enter the Chapter 11 Cases with a clear exit strategy and the support of the senior stakeholders in
their capital structure. This pre-negotiated Restructuring eliminates the need for futile litigation
with the First Lien Lenders over the use of Cash Collateral, memorializes the consensual debt-toequity conversion of over $1.9 billion in first lien secured indebtedness, and establishes a
timeline for emergence coterminous with the Debtors' existing liquidity. Without the First Lien
Lenders' consent to use their Cash Collateral, the Debtors had no option but to stay out of
bankruptcy and continue to rapidly burn cash, or to file a "free fall" bankruptcy, without any
certainty that they could fund their ongoing operations.
"

Kristopher M. Hansen, Jayme T. Goldstein and Jonathan D. Canfield, Post-Petition Lock-Up Agreements and
Designation Standards Clarified. 30-APR Am. Bankr. Inst. J. 3 (April 2013) (analyzing issues with post-petition
lock-up agreements and vote designation).

8
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16.

Notably, approving the RSA does not constitute a finding that the Plan satisfies

the confirmation or sale requirements of the Bankruptcy Code. The Objectors and all other
parties in interest will have every opportunity to participate in the Plan confirmation process, or
the 363 Sale, should that sale occur.
17.

Nor does the RSA result in the Debtors surrendering control to the Steering

Committee. The First Lien Lenders are owed over $1.9 billion. They have valid, perfected first
liens on substantially all of the Debtors' assets. They are the senior stakeholders in the Debtors'
capital structure. No evidence exists (and the Objectors certainly have not offered any) that the
value of the Debtors or their assets even comes close to $1.9 billion. The First Lien Lenders,
accordingly, have a legitimate and constitutionally-protected interest in the use of their collateral
to fund these Chapter 11 Cases.12
18.

Certain Objectors cite In re Innkeepers USA Trust. 442 B.R. 227 (Bankr.

S.D.N.Y. 2010) for the proposition that the Court should disregard the strong presumption
against second-guessing the Debtors' business judgment, contending that the RSA and Cash
Collateral Order give the Steering Committee "undue control" over the Debtors' Chapter 11
Cases.

Innkeepers is one of the rare cases in which the bankruptcy court did not approve the

assumption of a restructuring support agreement, and it is easily distinguished. The Innkeepers
court found that (i) the negotiations surrounding the restructuring support agreement were not
disinterested because they were dominated by the debtors' parent company's sole shareholder, a
party receiving equity under the proposed plan, ahead of other creditors, (ii) the debtors did not
12

See, £&, In re Timbers of Inwood Forest Assocs.. Ltd.. 793 F.2d 1380, 1390 n.14 (5th Cir. 1986), aff d 484
U.S. 365, 108 S. Ct. 626 (1988) (Fifth Circuit noting Supreme Court's position regarding the "fifth [sic]
amendment right of a secured creditor, namely, to have the value of its secured position maintained throughout
the [bankruptcy] proceeding.") (citing 2 Collier on Bankruptcy \ 362.01, at 362-15 (15th ed.1985)); see also
Chrysler Credit Corp. v. Ruggiere dn re Ruggiere) 727 F.2d 1017 (11th Cir. 1984) (same); In re Deep River
Warehouse. Inc.. 2005 WL 1287987 (Bankr. M.D. N.C. 2005) (same).

13

UMWA Obj. at H 22-28; UCC RSA Obj. at \ 4; Innkeepers. 442 B.R. at 230-231.
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run any marketing process; and indeed, the debtors' investment banker was instructed not to
pursue other bidders or transactions, (iii) the process lacked transparency, with key creditors
denied access to the debtors' information and dataroom, and (iv)the debtors' $1.2 billion in
secured debt was entirely shut out from the process and allegedly offered less than what the
Bankruptcy Code entitled them to receive.14
19.

If Innkeepers illustrates a failure to exercise business judgment in connection with

a plan support agreement, the Debtors' conduct here illustrates the opposite. First, unlike
Innkeepers, where the parent company's shareholder dominated negotiations, there were no
insiders on either side of the Debtors' negotiations.15 The Steering Committee members do not
own shares in the Debtors or have any representatives on Walter Energy's board of directors.16
The Debtors and the Steering Committee were each represented by independent, sophisticated
advisors, and negotiations were extensive and often contentious. They took place over a period
of months before the Debtors' entry into the RSA and agreement on the Cash Collateral Order.17
During the negotiations, the Debtors obtained major concessions from the Steering Committee,

14

Innkeepers. 442 B.R. at 231-233. The Innkeepers case involved ninety-two debtors, and the secured creditor
that executed the plan support agreement held a claim against only twenty debtors. Yet, it was to receive 100%
of the equity in all 92 debtors, while the remaining secured creditors entitled to distributions would be issued
new secured notes at a discount. Id. at 230. These secured creditors were shut out of the restructuring
negotiations and many interested in proposing restructuring alternatives were not given an opportunity to
conduct any diligence or participate in negotiations. Id.

15

Innkeepers. 442 B.R. at 231 ("First, the negotiations surrounding the PSA preclude me from finding that it was
a disinterested business transaction. Indeed, it is clear from the evidence presented that... the holder of 100% of
the equity in ....the Debtors' ultimate parent, was always intended to receive equity as part of the transaction either directly, as a back-stop party, or through a side deal...negotiated just before the Petition Date. [The
shareholder] also appears to have been directly and inextricably involved in the negotiations and concept of the
plan-related transactions from the time the deal... was 'a peppercorn'").

16

Verified Statement of the Steering Committee of First Lien Lenders Pursuant to Bankruptcy Rule 2019, [Docket
No. 260] (July 30, 2015); see also Declaration of Steven Zelin in Support of the Debtors' Omnibus Reply to
Objections to the Debtors' (I) Motion for an Order Authorizing the Assumption of the Restructuring Support
Agreement and (II) Motion for a Final Order (A) Authorizing the Postpetition Use of Cash Collateral,
(B) Granting Adequate Protection to First Lien Lenders, and (C) Granting Related Relief (the "Zelin
Declaration" or the "Zelin Peel."), filed contemporaneously herewith, at \ 22.

17

Zelin Decl. atfflf19-29.

10
Case 15-02741-TOM11

Doc 614 Filed 09/01/15 Entered 09/01/15 11:45:04
Main Document
Page 19 of 61
PAGE 999

Desc
302

including the opportunity to pursue a reorganization through the Plan for the benefit of all
constituents, rather than an immediate credit bid sale to the First Lien Lenders, as the Steering
Committee originally insisted.18
20.

Second, unlike Innkeepers, the Debtors never closed the door on alternative

courses of action, engaging with other parties before entering into the RSA and agreeing to the
Cash Collateral Order. Significantly, the Debtors met with the legal and financial advisors to
several large holders of unsecured notes, provided them with diligence materials, and paid the
advisors' fees and expenses for several weeks.19 That process did not produce a viable
restructuring alternative, and on information and belief, the group has since disbanded. The
Debtors also met with representatives of the United Mine Workers of America (the "UMWA") to
discuss the Debtors' financial condition and restructuring outlook. Moreover, the Debtors and
their advisors independently considered alternative financing structures and restructuring
strategies, including a "free fall" chapter 11 filing without any agreements with any
stakeholders.20 None of these proved feasible, given the Company's overleverage, the First Lien
Lenders' perfected liens in substantially all of the Debtors' assets, including their cash, the
declining coal market and the Debtors' rapidly deteriorating liquidity profile.
21.

Finally, while the debtors in Innkeepers failed to negotiate at all with holders of

$1.2 billion in secured debt that was "in the money," the Debtors engaged with advisors to the
Steering Committee and unsecured noteholders from the outset of the process.

The First Lien

Lenders hold valid, perfected security interests on substantially all of the Debtors' assets, and

18

I d at 129.

19

Zelin Decl. at If 25.

20

I d at 131.

21

Id at 125.
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they are owed more than $1.9 billion. Unlike the plan support party in Innkeepers, the Debtors
simply cannot restructure without the First Lien Lenders' support.
II.

The Debtors Have Discharged Their Fiduciary Duties to Stakeholders.
22.

As a Delaware corporation, Walter Energy has a duty to maximize the value of an

insolvent corporation for the benefit of all those having an interest in it.22 This duty extends to
all of the Debtors' assets, not just the unencumbered ones.23 The proposed Restructuring allows
the Debtors to pursue the Plan that will eliminate over $3 billion in debt, and allow the Debtors
to emerge from bankruptcy as a viable going-concern, well-positioned to weather the adverse
met coal market. If the Plan process fails, the Debtors will support the 363 Sale. Without the
Restructuring, the Debtors will run out of cash by the beginning of next year. For these reasons,
the Restructuring maximizes the value of the Debtors for all stakeholders, consistent with the
Debtors' fiduciary duties.
23.

The Official Committee of Unsecured Creditors (the "UCC"). though, says that

the Board could not have exercised due care when it entered into the RSA because it failed to
(i) consider the cross-default provisions in the RSA and the Cash Collateral Order,24 (ii) perform
an analysis of claims against the First Lien Lenders or the potential value in the proposed
releases, (iii) perform a formal valuation or market test of the Debtors' assets and (iv) compare

22

N. Am. Catholic Educ. Programming Found.. Inc. v. Gheewalla. 930 A.2d 92, 103 (Del. 2007); see also
Shandler v. DLJ Merchant Banking. Inc.. 2010 WL 2929654, at *14 n. 129 (Del. Ch. July 26, 2010) (citing
Gheewalla. 930 A.2d at 103).

23

See United States v. Whiting Pools. Inc.. 462 U.S. 198, 203-04 (1983); Bd. of Tr. of Teamsters Local 863
Pension Fund v. Foodtown. Inc.. 296 F.3d 164,169 (3d Cir. 2002).

24

For the reasons contained in paragraph 78 herein, the RSA's cross-default provision with the Cash Collateral
Order is reasonable and appropriate. The use of the First Lien Lenders' Cash Collateral is conditioned upon the
Debtors' agreeing to pursue the Restructuring. In the highly unlikely event that a superior alternative to the
RSA transactions arises, the Debtors would exercise their fiduciary out under the RSA and would obtain
funding for these Chapter 11 Cases through the restructuring alternative.

12
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the costs and benefits of seeking non-consensual use of the Cash Collateral against those of the
RSA and the consensual Cash Collateral Order.25 The UCC is wrong on each point.
24.

As the Zelin Declaration makes clear, there are no "procedural shortcomings"

evincing a lack of due care in the Board's decision-making process over the past several months.
To the contrary, the Board received detailed materials and presentations by management and the
Debtors' advisors, and the Board was fully informed of the terms of the RSA and the Cash
Collateral Order, including the cross-default provisions, when it unanimously voted to approve
them.26 Nor does the release of claims against the First Lien Lenders by the Debtors indicate a
lack of due care; the releases were not only the product of careful analysis, but apply only to the
Debtors, and the rights of the UCC are fully preserved.27 The absence of a formal valuation at
this early stage in the Company's restructuring efforts does not demonstrate that the Board
violated its duty of due care. Blackstone conducted a thorough analysis - which has been shared
with the UMWA and the UCC-that indicates that the First Lien Lenders are vastly
undersecured.28 The soundness of this conclusion was confirmed when the Debtors explored
potential restructuring alternatives to the deal with the Steering Committee.

No viable

alternative to the Restructuring emerged from those discussions, and the Debtors are unaware of
any stakeholder who disputes that the First Lien Lenders are vastly undersecured.29 Finally, after
due investigation, the Debtors believe that the First Lien Lenders have valid, perfected liens in
substantially all of the Debtors' assets, including their cash. For this reason, the Debtors'

25

UCC RSA Obj. at 128.

26

Zelin Decl. at 133.

27

See Plan Term Sheet at 13; Sale Term Sheet at 9-10.

28

Zelin Decl. at 139.

29

Id.
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Advisors concluded and advised the Debtors that they were highly unlikely to succeed at a
contested Cash Collateral hearing.30
25.

Attempting to make the point that the RSA is not the product of good faith and

thus violates the duty of loyalty, the UCC also equates management - which serves at the
pleasure of the Board - with the Board itself.31 The UCC insinuates that because the Plan
contemplates management of the reorganized Debtors receiving up to 10% of the reorganization
equity, the decision to enter into the RSA was motivated by a desire for improper personal
benefit at the Debtors' expense.32 But management only recommended the RSA; the eight
members of the Board, not management, unanimously decided to adopt it.
26.

The UCC's argument that the Board was not disinterested is further undermined

by the logic of its own Objection.34 The UCC repeatedly insists that the 363 Sale is a foregone
conclusion.35 If the UCC were correct, then it makes no sense that management and the Board
would be motivated by a desire for improper personal benefit at the corporation's expense for up
to 10% of the reorganization equity, because that equity will never be distributed in a 363 Sale.
Moreover, the Steering Committee was adamant that the board of the reorganized Debtors, not
the existing Board, determine the terms and eligibility requirements for any management
incentive plan. Thus, the Proposed Plan does not guarantee retention of, or any incentive

30

Id at 27-28.

31

UCC RSA Obj. at 130-32, UMWA Obj. at 173.

32

Id

33

Of the nine member board, only a single member of management, the Chief Executive Officer, serves as a
director.

34

UCC RSA Obj. at 132.

35

UCC RSA Obj. at H 38-42 (characterizing the milestones as "arbitrary and unrealistic" milestones that are "hair
trigger conditions that turn the plan process off).
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payments to, current officers or directors. Any such retention or payments will be determined by
the new board of directors after emergence from chapter ll. 36
27.

Certain of the Objectors incorrectly interpret fiduciary duty law to support their

Objections to the Restructuring, ignoring the Debtors' efforts to preserve going-concern value
and finance the Chapter 11 Cases for the benefit of the Debtors' estates.37 Specifically, the
Objectors argue without any support under applicable federal or state law that the Debtors must
maximize the value of unencumbered assets for the benefit of unsecured creditors.38 The
Objectors' incorrect reading of section 541 of the Bankruptcy Code lacks merit and has been
uniformly rejected by the Supreme Court and the other Circuit Courts.39 The Debtors have a
duty to determine which restructuring alternatives will maximize the value of their estates for all
those having interest in them; they have unquestionably satisfied that duty here.
III.

The Case Milestones Are Coterminous with the Debtors' Liquidity and
Appropriate.
28.

The Objectors also attack the case milestones, maintaining that they vest

the Steering Committee with too much control and that they perpetuate a "loan to own"
36

Zelin Decl. at 134. The UCC also argues that in combination with the up to 10% of reorganized equity
allocated for the management incentive plan, the Board violated the duty of loyalty because the Steering
Committee has consent rights with respect to the assumption of executory contracts, including employment
contracts, and other aspects of the Debtors' conduct in the Chapter 11 Cases. UCC RSA Obj. at | 3 1 .
According to the UCC, "the Debtors' management has a clear incentive to place the interests of the First Lien
Lenders and by extension, their own interests, above those of other creditor constituencies." Id Again, the
UCC conflates the Board with the Debtors' management: even if the UCC's argument were correct, the eight
members of the nine person Board are not management, so the UCC's argument fails to demonstrate that the
Board acted in bad faith. Further, under either path of the dual-track Restructuring, the First Lien Lenders will
likely be the new equity owners of the reorganized Debtors, and, as such, it is entirely appropriate that they
would consent to the assumption or rejection of executory contracts for the reorganized Debtors, or otherwise
exercise review rights over the Debtors' conduct in the Chapter 11 Cases.

37

UCC RSA Obj. at H 43-47; UMWA Obj. at 120.

38

UCC CCO Obj. at 166.

39

See Whiting Pools. 462 U.S. at 203-04 (1983) ("[T]o facilitate the rehabilitation of the debtors' business, all the
debtor's property must be included in the reorganization estate. This authorization extends even to property of
the estate in which a creditor has a secured interest") (emphasis added); Foodtown. Inc.. 296 F.3d at 169 (3d
Cir. 2002) (citing Whiting Pools).
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strategy.40 The UCC further complains that the Debtors' liquidity shortfall is a "manufactured
problem," because the Debtors did not obtain debtor-in-possession financing from a third party,
and agreed to make adequate protection payments to the First Lien Lenders.41 As discussed
herein and in the Zelin Declaration, the First Lien Lenders are vastly undersecured, so the
Debtors could not have obtained debtor-in-possession financing on a junior or priming basis
from a third party.42 Additionally, the amount and timing of the adequate protection payments
are particularly appropriate here, where there is little doubt that the Debtors will continue to
deplete the First Lien Lenders' Cash Collateral, and the expenditure of their cash is not accretive
to the value of their other collateral.43
29.

The Objectors ignore the declining met coal market in which the Debtors

operate and the Debtors' rapidly declining financial condition. The Debtors are operating cash
flow negative, losing money on each and every ton of coal they extract from the ground. The
case milestones are understandably coterminous with the Debtors' liquidity profile. Moreover,
an expeditious emergence from chapter 11 will minimize administrative expenses and maximize
the value of the estates. In light of the Debtors' anticipated liquidity shortfall at the beginning of
2016, they simply cannot afford a lengthy, litigious chapter 11 process; they must hew to a tight
timeline to survive.
30.

Case milestones in pre-negotiated chapter 11 filings are common-place and are

routinely approved.44 The case milestones here do not prejudice any party in interest. The RSA

40

UMWA Obj. at 141 -43; USW Obj. at 14.

41

UCC RSA Obj. at 142.

42

See 162 herein; Zelin Decl. at H 21,28.

43

Zelin Decl. at 1136-38.

44

See, e ^ , In re Altegrity. Inc.. Case No. 15-10226 (Bankr. D. Del. Mar. 16, 2015) [Docket No. 208] (approving
restructuring support agreement requiring plan confirmation within 140 days of the Petition Date); In re
Endeavour Operating Corp.. Case No. 14-12308 (Bankr. D. Del. Nov. 10, 2014) [Docket No. 97] (plan
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provides for approximately three months for the Debtors to negotiate with the unions and retirees
and to pursue approval of any settlements or prosecute any section 1113 and 1114 motions. The
Debtors have already made a formal proposal to the UMWA, have provided them with access to
an extensive dataroom and will provide them any other necessary information the UMWA may
reasonably request, and have started negotiations with the UMWA and their advisors. They have
also met and will continue to meet the information requests of the UCC. The milestones thus
allow adequate time for all constituents to participate in the Plan process within the constraints of
the Debtors' exigent financial circumstances. Similarly, the RSA provides the Debtors with
more than four months to market the Company and lay the groundwork for a robust sale process,
should the Plan process fail. Given the well-publicized state of the coal industry and the
Debtors' circumstances in particular, four months provides sufficient time for parties to diligence
the Company and formulate any sale offers before any auction.45
IV.

The RSA Does Not Preclude a Robust Plan Confirmation or Sale Process.
31.

The RSA lays the framework for a Restructuring pursuant to which the Debtors,

with Steering Committee support, are pursuing confirmation of the Plan. Only if the Plan
process fails will the Debtors pursue the 363 Sale. As is typical for a plan support agreement, the
RSA includes a term sheet for both the Plan and the 363 Sale. However, contrary to the
Objectors' arguments that the RSA dictates distributions under the Plan, approval of bid

confirmation deadline 170 days after the Petition Date); In re OCE Finance LLC. Case No. 14-10543 (Bankr. D.
Del. May 12, 2014) [Docket No. 69] (plan confirmation deadline 80 days after Petition Date); In re Sbarro Inc..
Case No. 11-11527 (Bankr. S.D.N.Y. May 4, 2011) [Docket No. 163] (plan confirmation deadline 170 days
after Petition Date); see also In re Loehmann's Holdings. Inc.. Case No. 10-16077 (Bankr. S.D.N.Y. Nov. 15,
2010) [Docket No. 20] (proposing plan confirmation deadline 84 days after Petition Date); In re Xinergy Ltd..
Case No. 15-70444 (Bankr. W.D. Va. Aug. 25, 2015) [Docket No. 347] (proposed plan confirmation deadline
80 days after plan filing deadline).
45

Zelin Decl. at 139.
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procedures or allocation of sale proceeds, the RSA does none of these.46 The Debtors will seek
confirmation of the Plan in accordance with section 1129 and all other applicable provisions of
the Bankruptcy Code. If the Plan process fails, the Debtors will seek approval of the 363 Sale in
accordance with section 363 of the Bankruptcy Code. The Objectors will have every opportunity
to object to all aspects of the Restructuring as the relevant motions are filed in the Chapter 11
Cases. The only issue that the Court needs to decide now is whether the Debtors exercised sound
business judgment in entering into the RSA and the Cash Collateral Order - which they did.
A.

The RSA Does Not Dictate the Outcome of the Section 1113 or 1114
Processes.

32.

The Debtors intend to comply fully with sections 1113 and 1114 of the

Bankruptcy Code. The RSA does not seek the Court's approval of any modifications to any
collective bargaining agreements or to any retiree benefits. As described in the RSA, the
Debtors are prepared to pursue any section 1113 and 1114 process essential to obtaining
necessary cost savings. The Debtors need significant savings from their crippling labor-related
liabilities to survive as a going concern. To the extent the UMWA has concerns about the
Court's ability to enter an order approving a section 363 sale free and clear of a successor clause,
this issue is not before the Court at this time and is fully preserved. The UMWA will have an
opportunity, should circumstances require, to object to the terms of any proposed order
authorizing a section 363 sale.
B.

The RSA Does Not Implement a "Loan to Own" Strategy.

33.

Certain Objectors contend that the RSA implements a "loan to own strategy" in

favor of the First Lien Lenders.47 Beyond just saying it, the Objectors fail to explain how the

46

UCC RSA Obj. at H 2, 5; UMWA Obj. at 2.

47

See, e ^ , UMWA Obj. at H 41-43.
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RSA predetermines that outcome. While the RSA establishes case milestones and the process by
which the Debtors seek to accomplish the Restructuring, the Debtors do not seek approval of a
sale motion now. Parties-in-interest will be able to object to any proposed credit-bidding when
the Debtors file the sale motion with this Court in early September.48 For the same reason, the
size and appropriateness of the break-up fee is not now before the Court.
C.

The RSA is Not a Sub Rosa Plan.

34.

Neither the RSA nor the Cash Collateral Order impermissibly dictate recoveries

to stakeholders or hardwire creditor claims and classification. As is typical for a plan support
agreement, the RSA provides a framework for a restructuring; the underlying chapter 11
reorganization remains subject to approval by the Court through a Plan process. As such, the
Plan has to satisfy the confirmation requirements of the Bankruptcy Code, and the 363 Sale, if it
occurs, has to comply with section 363 of the Bankruptcy Code.
35.

A sub rosa plan exists only in those rare cases where an agreement end-runs the

requirements for plan confirmation by dictating the outcome of a reorganization outside of the
plan confirmation process, typically through a section 363 sale.49 Here, the Plan Term Sheet
contemplates the conversion of $1.9 billion in prepetition senior secured debt to equity, and
leaves recoveries to be determined. Similarly, the 363 Sale, should it occur, contemplates a sale
of the Debtors to the First Lien Lenders, subject to higher and better offers. Distributions under
the Plan and allocation of proceeds from the 363 Sale, respectively, remain subject to the Plan
48

The cases the Objectors cite to challenge the 363 Sale are inapposite in any event. The Debtors are not
proposing a private sale to their lenders, as was the case in In re Fisker Automotive Holdings. Inc.. 2014 WL
210593 (Bankr. D. Del. Jan. 17, 2014). Rather, the 363 Sale will be pursuant to public auction, subject to
higher and better bids. Similarly, no evidence exists of inequitable conduct. Contra In re The Free Lance-Star
Publishing Co. of Fredericksburg. VA. 512 B.R. 798 (Bankr. E.D. Va. 2014) (court determined that the secured
lender had engaged in inequitable conduct that merited a cap on its credit bid for cause under section 363(k),
including failing to disclose to the court that it had unilaterally filed liens and attempting to pressure the debtors
into an unnecessary post-petition financing).

49

In re Gen. Motors Corp.. 407 B.R. 463,491 (Bankr. S.D.N.Y. 2009).
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confirmation and sale processes under the Bankruptcy Code, with all of the attendant protections
and due process for parties in interest. As such, while the RSA and Cash Collateral Order are a
"necessary step toward, or building block of, a plan of reorganization," they are not themselves a
sub rosa plan.50 Finally, the Objectors have not identified a single case in which a court has held
that a restructuring support agreement or order granting the use of Cash Collateral constitute in
and of themselves a sub rosa plan.
V.

The Adequate Protection Provisions of the Cash Collateral Order Are Appropriate
and Should be Approved.
36.

In late May 2015, after prolonged and often contentious negotiations, the Debtors

reached an agreement in principle with the Steering Committee on the terms of, and process for,
a consensual restructuring reflecting the give-and-take between the Debtors and the Steering
Committee. That agreement - a comprehensive "package deal" - is contained in the RSA and
the Cash Collateral Order.
37.

As required by law, as part of the global deal reached on the Restructuring, the

Debtors agreed to provide the First Lien Lenders adequate protection to protect their interests in
the Debtors' assets from diminution in value (the "Adequate Protection"). Both the amount and
timing of the Adequate Protection were extensively negotiated.

The Adequate Protection

ultimately agreed to reflects meaningful concessions by the Steering Committee, and is
appropriate and customary for a case of this size.51 Indeed, the Adequate Protection provisions
are particularly appropriate here, where little doubt exists that the Debtors will continue to lose
money during these cases and their coal reserves will continue to deplete as they operate.

The

Debtors' negotiated use of Cash Collateral further preserves the Debtors' resources, exemplifies
50

In re Nortel Networks. Inc.. 522 B.R. 491, 508-09 (Bankr. D. Del. 2014).

^

Zelin Decl. at 135-36.

52

Id
20
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the Bankruptcy Code's strong preference for negotiated resolutions, and avoids an unnecessary,
costly and in the Debtors' reasoned judgment, likely unwinnable trial on the nonconsensual use
of the First Lien Lenders' cash collateral. In sum, the Adequate Protection is appropriate,
required by law, reflects the Debtors' sound business judgment, and should be approved.
A.

The Adequate Protection is Narrowly Tailored to Protect the First Lien
Lenders Against Diminution in Value of their Interests in the Debtors'
Estates.

38.

The Objectors launch various, often contradictory, attacks on the Cash Collateral

Order, characterizing the Adequate Protection as "grossly excessive" and "overreaching."53
Among other things, the Objectors assert that the Debtors' continued operation, in itself, ensures
the value of the First Lien Lenders' collateral because the continuation of the Debtors as a going
concern, according to the Objectors, is less destructive of value than shutting the business down.
This "preservation of value," the Objectors argue, should suffice as "adequate protection" for the
First Lien Lenders.54 The Objectors' tautological argument misstates bankruptcy law, and
ignores the reality that the First Lien Lenders are wholly funding the preservation of the estates'
value.
39.

At the outset, the Bankruptcy Code mandates adequate protection to prevent an

unconstitutional taking of the First Lien Lenders' property interest because the automatic stay
suspends their right to look immediately to their collateral to repay their debt.55

As the

legislative history to section 361 of the Bankruptcy Code explains:

UCC Cash Collateral Obj. at H 3, 14, 16.
Kg,, 14 at 113, 16,28.
55

Section 361 provides that "[w]hen adequate protection is required under section 362, 363, or 364 of this title of
an interest of an entity in property, such adequate protection may be provided by~
(1) requiring the trustee to make a cash payment or periodic cash payments to such entity, to the extent that the
stay under section 362 of this title, use, sale, or lease under section 363 of this title, or any grant of a lien
under section 364 of this title results in a decrease in the value of such entity's interest in such property;
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...the concept of adequate protection, is based as much on policy grounds
as on constitutional grounds. Secured creditors should not be deprived of
the benefit of their bargain. There may be situations in bankruptcy where
giving a secured creditor an absolute right to his bargain may be
impossible or seriously detrimental to the bankruptcy laws. Thus,
[section 361] recognizes the availability of alternate means of protecting a
secured creditors' interests. Though the creditor might not receive his
bargain in kind, the purpose of this section is to insure that the secured
creditor receives in value essentially what he bargained for.
40.

Section 361 of the Bankruptcy Code, by referencing sections 362, 363, and 364 of

the Bankruptcy Code, mandates adequate protection whenever the automatic stay, the use, sale,
or lease of the creditor's collateral, or the priming of the creditor's lien with a superpriority lien
delays or impairs the creditor's ability to realize upon its collateral.57

Notably, adequate

protection protects the value of the secured creditor's interest in its collateral. It ensures that the
secured creditor receives in value essentially what it bargained for.58 Thus, courts generally
focus on the diminution in the value of the creditor's collateral caused by the debtor's use of that
collateral.59 As Judge Learned Hand explained:
It is plain that "adequate protection" must be completely compensatory;
and that payment ten years hence is not generally the equivalent of
payment now. Interest is indeed the common measure of the difference,
but a creditor who fears the safety of his principal will scarcely be content
with that; he wishes to get his money or at least the property. We see no
reason to suppose that the statute was intended to deprive him of that in
the interest ofjunior holders, unless by a substitute of the most indubitable
equivalence.60
(2) providing to such entity an additional or replacement lien to the extent that such stay, use, sale, lease, or
grant results in a decrease in the value of such entity's interest in such property; or
(3) granting such other relief, other than entitling such entity to compensation allowable under section
503(b)(1) of this title as an administrative expense, as will result in the realization by such entity of the
indubitable equivalent of such entity's interest in such property.
H.R. Rep. No. 95-595 at 339 (emphasis added).
57

11 U.S.C. §361.

58

E.g.. In re Martin. 761 F.2d 472, 476 (8th Cir. 1985).
In re Ruggiere. 727 F.2d 1017.
In re Murel Holding Corp.. 75 F.2d 941, 942 (2d Cir. 1935).
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41.

As courts have explained, "'indubitable' means 'too evident to be doubted.'"61

Thus, among other things, adequate protection must (a) compensate the secured creditor for the
present value of its collateral, and (b) safeguard the principal. In other words, to the extent a
debtor seeks to alter the collateral securing a creditor's loan, the substitute collateral cannot
increase the creditor's risk exposure and must provide the same value.62
42.

The Bankruptcy Code does not define "adequate protection" but sets forth three

alternative, non-exclusive methods by which adequate protection may be provided: (i) periodic
cash payments; (ii) additional or replacement liens; or (iii) other relief resulting in the
"indubitable equivalent" of the secured creditor's interest in the debtor's property.63 Courts
consider the last possibility a "catch all," allowing wide discretion in fashioning the protection
provided to a secured party.64
43.

Here, to protect the First Lien Lenders from diminution in value of their interests

in the Debtors' estates and consistent with what the Bankruptcy Code permits, the Debtors
negotiated Adequate Protection that includes, among other things: (i) periodic cash payments
equal to 80% of postpetition interest at the applicable non-default contract rate, plus payment by
December 31, 2015 of accrued prepetition interest; (ii) new and replacement liens on estate
property, including unencumbered assets and the proceeds of avoidance actions; (iii) payment of
the fees and expenses of the Steering Committee Advisors, Agents and Indenture Trustee; and

61

In re Arnold & Baker Farms. 85 F.3d 1415,1421 (9th Cir. 1996) (citations omitted).

62

See, e ^ , In re Am. Mariner Indus.. Inc.. 734 F.2d 426, 432-33 (9th Cir. 1984), effectively overruled on other
grounds by United Sav. Ass'n of Tex, v. Timbers of Inwood Forest Assocs.. Ltd.. 484 U.S. 365, 368 (1988); in
re Keller. 157 B.R. 680, 683-84 (Bankr. E.D. Wash. 1993).

63

Resolution Trust Corp. v. Swedeland Dev. Grp.. Inc. (In re Swedeland Dev. Grp.. Inc.). 16 F.3d 552, 564 (3d
Cir. 1994).

64

14
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(iv) various consent rights over aspects of the Chapter 11 Cases, including the assumption and
rejection of executory contracts and unexpired leases.
44.

Notably, the evidence shows that the value of the First Lien Lenders' collateral is

diminishing. Given the unique nature of cash, the amount of cash collateral being used always
equals the amount of diminution. Here, the Debtors will consume all of the First Lien Lenders'
Cash Collateral by the beginning of 2016.65 In addition, the First Lien Lenders' other collateral i.e., the Debtors' coal reserves - will continue to deplete as the Debtors operate.66 Finally, the
Debtors are selling met coal at a loss. As a result, without an immediate significant recovery in
met coal pricing (something no one expects), the Debtors will continue to exhaust the
Cash Collateral during these cases, and the Debtors' continued operation (the mining and sale of
coal at a loss) will, by definition, deplete its finite coal reserves.67
45.

Certain of the Objectors argue that the Debtors' continued operation enabled by

the use of Cash Collateral generates more value than a liquidation, and that this additional
"value" alone suffices as adequate protection.68 The Objectors miss the point. The First Lien
Lenders are entitled to adequate protection of the value of their interests in the Debtors' estates,
and protection against increased risk to principal.69 Here, the First Lien Lenders have a valid,
perfected security interest in substantially all of the Debtors' assets, and no one doubts that the
$1.9 billion secured claim exceeds the value of the Debtors' assets. As a result, the value of the
First Lien Lenders' interests in the Debtors' estates, at a minimum, equals the value of the
Debtors' collateral securing those interests. It follows that, every time the Debtors spend the
65

Zelin Decl. at 138.

56

14 at 136.

67

14 at 127.

68

UCC Cash Collateral Obj. at H 28-30.

69

See, e^,, Swedeland. 16 F.3d at 564-65.

24

Case 15-02741-TOM11

Doc 614

Filed 09/01/15

Main Document

Entered 09/01/1511:45:04

Desc

Page 33 of 61

PAGE 1013

316

First Lien Lenders' Cash Collateral or sell the met coal at a loss, the collateral - and necessarily
the First Lien Lenders' interest in that collateral - diminishes in value given that the Debtors'
operations are cash flow negative prior to debt service. Equally true, each day of continued
operation exposes the First Lien Lenders' principal to continued risk of nonpayment.
46.

Viewed correctly, the value that the Debtors' continued operation brings to the

Chapter 11 Cases above and beyond an immediate liquidation results directly from the
diminution in value of the First Lien Lenders' collateral, but that value does not protect against
such diminution.70 As a result, the Debtors' operations themselves cannot constitute adequate
protection, as the Objectors argue.
47.
illustrative.71

The Eleventh Circuit case, Chrysler Credit Corp. v. Ruggiere (In re Ruggiere). is
The debtor, a car dealer, obtained secured financing from Chrysler Credit

Corporation ("Chrysler") prepetition.72 The debtor had granted Chrysler a security interest in
"all of its Accounts Receivable, Contract Rights, Chattel Paper, Inventory, Equipment and

See, e.g.. Resolution Trust Corp. v. Swedeland Dev. Grp.. Inc. (In re Swedeland Dev. Grp.. Inc.). 16 F.3d 552,
564 (3d Cir. 1994) ("[T]he whole purpose of adequate protection for a creditor is to insure that the creditor
receives the value for which he bargained prebankruptcy.") (quoting MBank Dallas. N.A. v. O'Connor (In re
O'Connor). 808 F.2d 1393, 1396 (10th Cir. 1987)); In re Carpet Ctr. Leasing Co.. Inc.. 4 F.3d 940, 941 (11th
Cir. 1993) (recognizing "that an administrative expense claim under § 503(b) will be allowed where adequate
protection payments prove insufficient to compensate a secured creditor for the diminution in the value of its
collateral"); In re George Ruggiere Chrysler-Plymouth. Inc.. 727 F.2d 1017,1019-20 (11th Cir. 1984) ("Though
the creditor might not receive his bargain in kind, the purpose of [section 361] is to insure that the secured
creditor receives in value essentially what he bargained for."); J.H. Streiker & Co. v. SeSide Co. (In re SeSide
Co.). 152 B.R. 878, 881 (E.D. Pa. 1993) ("[AJnyone holding an interest in Cash Collateral is entitled to
adequate protection of that interest"); In re Satcon Tech. Corp.. 2012 WL 6091160, at *6 (Bankr. D. Del. Dec.
7, 2012) ("The focus of [the adequate protection] requirement is to protect a secured creditor from diminution in
the value of its interest in the particular collateral during the period of use by the debtor."); In re 354 E. 66th St.
Realty Corp.. 177 B.R. 776, 782 (Bankr. E.D.N.Y. 1995) ("The purpose or intent of granting adequate
protection payments are to maintain the status quo for that creditor and to protect the creditor from diminution
or loss of the value of its collateral during the ongoing Chapter 11 case.").
71

727 F.2d 1017 (11th Cir. 1984).

72

14 at 1018.
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Fixtures, and all proceeds of any of the foregoing."73 At the time of its chapter 11 filing, the
debtor's obligations to Chrysler exceeded the value of Chrysler's collateral by over $1 million.74
48.

In Ruggiere. the debtor provided adequate protection as follows: (i) continued

required interest payments throughout the chapter 11 case, (ii) a security interest in all of the
debtor's collateral (including any newly-acquired inventory), and (iii) remitting to Chrysler the
wholesale value of any automobiles sold.75 The bankruptcy court entered an order authorizing
the debtor to use gross profits obtained from the sale of vehicles to fund the case. Chrysler
objected, arguing that its interests were not "adequately protected" and that the debtor should
remit to it all value the debtor generated from its car sales (including the gross profits).76
49.

On appeal, the Court of Appeals for the Eleventh Circuit, after noting that

chapter 11 protects a secured creditor's interest in cash collateral held by the debtor, discussed
the analyticalframeworkof adequate protection:
A debtor, attempting to reorganize a business under Chapter 11, clearly
has a compelling need to use "cash collateral" in its effort to rebuild.
Without the availability of cash to meet daily operating expenses such as
rent, payroll, utilities, etc., the congressional policy favoring rehabilitation
over economic failure would be frustrated.
Opposed to the debtor's need for use of cash collateral is the valid concern
that free use of secured "property" may result in the dissipation of the
estate. Because security interests are "property rights" protected by the
Fifth Amendment from public taking without just compensation, the
Bankruptcy Court cannot allow the secured interest to be threatened by
improper use of cash proceeds.
To resolve this tension between the debtor and creditor, § 363(c)(2)(B)
allows the court to authorize use of cash collateral only if the use accords
with other provisions of § 363. The principal restraint on use of cash
proceeds is found in § 363(e), which specifies that the court shall
73
74
75
76

14
14
14
Id. at 1018-19.
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condition the use of secured property "as is necessary to provide adequate
protection of such interest." Thus, when a creditor opposes a proposed use
of cash collateral, the guiding inquiry is whether its security interests are
"adequately protected" absent the additional protection that the cash
collateral would provide.77
50.

Turning to the actual adequate protection provided in the case, the

Eleventh Circuit found that because Chrysler was undersecured, its interest in the debtor's
collateral entitled to adequate protection was the value of the collateral as of the chapter 11
petition date.78 With respect to the collateral constituting inventory, the court further found that
the value of the inventory for purposes of determining Chrysler's adequate protection package
was its wholesale value, because that "is the amount which the creditor would receive by its
customary or commercially reasonable means of disposition (i.e., sale to another automobile
dealer)."79 As a result, the Court of Appeals affirmed the lower court ruling that the debtor was
entitled to use gross profits during the case, and that remittance of the wholesale value of the
inventory to Chrysler did not impair Chrysler's secured interest.80
51.

The holding in Ruggiere directly undercuts the Objectors' arguments on at least

two key points. First, the continued operation and profitability of the debtor on its own do not
suffice to adequately protect a secured party's interest in the debtor's estate where the debtor's
operation and profitability depend on the depletion of that collateral. In Ruggiere. the debtor had
to sell Chrysler's collateral (i.e., automobiles) to generate a profit. The court found adequate
protection existed only where the debtor remitted to Chrysler the amounts Chrysler would have
been able to realize from its collateral upon a commercially reasonable disposition of the
collateral (i.e., its wholesale, not liquidation, value), in addition to the other forms of adequate
Id. at 1019 (quotations omitted).
78

14 at 1019-20.

79

14 at 1020.

SO

Id.
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protection the debtor provided. Second, other forms of adequate protection, such as payment of
required interest under the credit agreement with Chrysler and a security interest in
unencumbered assets (the newly acquired inventory), constitute permissible and customary
forms of adequate protection.8'
52.

Nor does the recent chapter 11filingof Patriot Coal Corporation ("Patriot Coal")

support the Objectors' argument that the Debtors' continued operation, in and of itself, suffices
as adequate protection for the First Lien Lenders.82 In Patriot Coal, the court considered the
debtors' motion for a final order authorizing the debtors to obtain post-petition financing (the
"DIP Financing"), including the grant of adequate protection to pre-petition secured parties.83
Certain objecting lenders - the debtors' prepetition issuers of letters of credit (the "LC Lenders")
- were collateralized by the debtors' mines and mining equipment.84 The evidence established
that if the debtors were shut down, there would be a substantial loss, not only to the going
concern of the debtors, but to the collateral of all the secured creditors, including that of the
LC Lenders.85 As a result, the court overruled the LC Lender's objection to the DIP Financing,
finding that the financial detriment caused by a shut-down would far exceed the proposed
DIP Financing, and that the preservation of the debtors' going concern accordingly adequately
protected the LC Lenders' interests under the facts of that case.86

81

14

82

UCC Cash Collateral Obj. at fj 28-32.

83

Transcript of Hearing, In re Patriot Coal Corp.. No. 15-32450 (KLP) (Bankr. E.D. Va. June 3, 2015) [Docket
No. 245] (hereinafter, "Patriot Coal Transcript") at 130:17-21.

84

14 at 110:16-22 ("Well here, for the LC Lenders, the collateralized property is largely the mines and the
equipment. There may be a few other categories of equipment, but for a mining - or of collateral, but for a
mining company, that's essentially what you're talking about. The bulk of their collateral package is mines,
reserves, and equipment.").

85

14 at 131-32:22-2.

86

14 at 132:2-7.
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53.

The Patriot Coal court, however, did not hold that maintaining the debtors' going

concern value itself sufficed as adequate protection.87 The Objectors fail to inform this Court
that the debtors in Patriot Coal provided the prepetition secured lenders, including the
LC Lenders, with other forms of adequate protection, including a combination of new liens on
previously unencumbered assets; superpriority claims; agreed-upon limitations on the right to
use proceeds of the sale of the prepetition lenders' collateral; accrual of interest and fees during
the case; and payment of fees and expense to advisors.88 Notably, the Patriot Coal debtors had
material coal reserves that were not subject to liens, access to which the debtors were offering as
adequate protection.89 The case therefore does not support the UCC's argument that the First
Lien Lenders are not entitled to any additional cash payments or other forms of adequate
protection. The Objectors fail to cite a single case in which the continued operation of the debtor
as a going concern, without anything more, constitutes the sole form of adequate protection to
which an undersecured party is entitled, and the Debtors are aware of none.90
54.

Equally significant, the Patriot Coal cases involved the contested use of cash

collateral by a secured party entitled to adequate protection. In those circumstances, the debtors
have the burden of proof on the issue of adequate protection.91 Here, the Debtors are seeking

87

14

88

14 at 112:6-15; Final DIP Order, In re Patriot Coal Corp.. No. 15-32450, 70-79 (Bankr. E.D. Va. Jun. 4, 2015)
[Docket No. 230].

89

14

90

To the extent the cases cited by UCC involved the contested use of cash collateral, they dealt with the use of
rental payments (that replenished in full each time new rents came in) to pay the maintenance and operating
costs of real estate and did not involve circumstances in which rental incomes or underlying real property values
were declining. Indeed, where uncertainty existed in whether monthly rental payments were at risk of
declining, the court deferred ruling on the sufficiency of adequate protection. See In re Wrecclesham Grange.
Inc.. 221 B.R. 978 (Bankr. M.D. Fla. 1997). The UCC's cases thus do not support its argument that maintaining
the Debtors' ongoing operations is itself sufficient adequate protection, given that maintaining such operations
steadily depletes—rather than renews or replenishes—the First Lien Lenders' collateral.

91

11 U.S.C. §363(p)(l).
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approval of the consensual use of cash collateral. As a result, the Debtors need only establish
that granting the adequate protection and agreeing to the terms of the Cash Collateral Order
constitute a sound exercise of their' business judgment. In the Patriot Coal case, the LC Lenders
squarely conceded as much.92
55.

Contrary to the Objectors, the evidence establishes that adequate protection is

appropriate here due to the steady decline in the value of the First Lien Lenders' interest in the
Debtors' collateral. In the event that the decline in value proves less than the adequate protection
provided, the Cash Collateral Order expressly provides that the Debtors' grant of adequate
protection is only to the extent of any diminution in the First Lien Lenders' collateral. For this
reason, no requirement exists to establish an actual decline in the value of the First Lien Lenders'
collateral at the outset of these cases where the evidence otherwise establishes that adequate
protection is appropriate. If, at Plan confirmation, the Court ultimately determines that the
adequate protection the First Lien Lenders received throughout the case exceeds the diminution
in value of their collateral since the filing of the cases - either because the actual decline in value
is less than anticipated or should be measured by reference to liquidation value rather than some
other standard, or the validity and perfection of the First Lien Lenders' liens are successfully
challenged - the adequate protection payments can be recharacterized as payments toward the
principal amount of their loans and their adequate protection liens can be reduced or eliminated
accordingly. Importantly, unsecured creditors will not be prejudiced by what the Cash Collateral
Order provides today.

92

Patriot Coal Transcript at 119-20:24-6 ("If this were about [the debtors'] business judgment, and wanting to
take the financing they have or making a decision as between the proposed [financing] or the indication of
interest for an alternative and what they have, I'd say they've met their burden. But that's not the burden they
have to meet when it comes to me. The burden they have to meet, when it comes to me, is to adequately protect
me, and that burden, I don't think they've met, based on the evidence they've put in.")
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B.

The Negotiated Use of Cash Collateral Maximizes the Value of the Debtors'
Estates and Should be Approved.

56.

The Debtors negotiated heavily to obtain the consensual use of Cash Collateral.

These negotiations included multiple, lengthy meetings, full access to a data room, and
discussions with multiple creditor constituents.93 These negotiations resulted in significant
concessions from the Steering Committee, including the following:

57.

•

Use of the First Lien Lenders' Cash Collateral for a period of
seven (7) months to afford the Debtors the opportunity to confirm
a chapter 11 plan allowing for participation by all constituents in
the process, rather than an immediate 363 sale of the Debtors'
assets;

•

Although the Steering Committee from the outset insisted on
adequate protection payments amounting to 100% of their accrued
pre- and postpetition interest to compensate them for the steady
cash loss of the business, the Debtors achieved a significant
compromise at 80% of the non-default rate for post-petition
interest, plus a deferral of all accrued and unpaid prepetition
interest until December 31, 2015;

•

No debtor-in-possession financing provided by the Steering
Committee at the outset of the case, which would have imposed an
additional layer of secured debt and administrative expense on the
Debtors' already over-leveraged capital structure, together with
substantial fees and additional interest burden; and

•

No immediate filing of the Debtors' Canadian affiliates, saving
substantial cost and distraction, and deferring the issue of the
pledge of unencumbered Canadian assets to secure debtor-inpossession financing or as further adequate protection.94

Rather than accept the benefits of a consensual resolution on the use of Cash

Collateral, the Objectors argue that the Cash Collateral Order "usurps" the bankruptcy process
and that the Debtors would have been better off pursuing the contested use of the Cash
Collateral. Nothing could be further from the truth.
91

Zelin Decl. at 1122-26.

94

14 at 135.
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58.

Congress designed the Bankruptcy Code to encourage consensual resolution of

claims and disputes.95

As courts have uniformly recognized, a fundamental objective of

chapter 11 is to promote negotiation.96

Indeed, the Bankruptcy Rules contemplate the

consensual use of cash collateral,97 and courts have admonished parties for requiring trials on
contested use of cash collateral without undertaking negotiations first.98
59.

Consistent with the Bankruptcy Code's mandate, the Debtors negotiated adequate

protection payments that produced meaningful concessions by the Steering Committee, and that
are appropriate and customary for a case of this size. Without a negotiated result, the Debtors
would have faced commencing the Chapter 11 Cases with litigation over valuation and the risks
these cases posed to the First Lien Lenders' collateral. As noted by the Eight Circuit, in applying
a three-step approach to a debtors' burden of proof on the issue of adequate protection:
In order to encourage reorganization, the courts must be flexible in
applying the adequate protection standard. This flexibility, however, must
not operate to the detriment of the secured creditor's interest. In any given
case, the bankruptcy court must necessarily (1) establish the value of the
secured creditor's interest, (2) identify the risks to the secured creditor's
value resulting from the debtor's request for use of cash collateral, and
(3) determine whether the debtor's adequate protection proposal protects
value as nearly as possible against risks to that value consistent with the
concept of indubitable equivalence.99
60.

Here, the Debtors owe $1.9 billion in secured debt. Their advisors investigated

and concluded that on the Petition Date the First Lien Lenders held properly perfected liens in (a)

95

In re Rhead. 179 B.R. 169, 176 (Bankr. D. Ariz. 1995).

96

In re Am. Solar King Corp.. 90 B.R. 808, 827 (Bankr. W.D. Tex. 1988) ("The function of the statute is to foster
consensus."); see also Matter of Munford. Inc.. 97 F.3d 449, 455 (11th Cir. 1996) (recognizing that "public
policy strongly favors pretrial settlement in all types of litigation" and "litigation costs are particularly
burdensome on a bankrupt estate given the financial instability of the estate").

97

Fed. R. Bank. P. 4001(d).

98

Kg,, In re Craven. 70 B.R. 295, 297 (Bankr. W.D. Mo. 1987).

99

In re Martin. 761 F.2d at 476-77 (citing In re George Ruggiere Chrysler-Plymouth. Inc.. 727 F.2d 1017, 1019
(11th Cir. 1984)).
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the $120 million in securities held in the Debtors' investment accounts pursuant to properly filed
UCC-1 financing statements and (b) all or substantially all of the $60 million held in the
operating accounts, as "identifiable proceeds of perfected Collateral" (i.e., proceeds of coal sales
or the liquidation of securities in the investment accounts) or held at institutions that are also
First Lien Lenders.100 All or substantially all of the Debtors' $182.5 million in cash and cash
equivalents were held in these accounts on the Petition Date and are thus encumbered by the
First Lien Lenders' liens.101
61.

Because the First Lien Lenders have a lien on substantially all of the Debtor's

assets, to prevail against the First Lien Lenders in a contested cash collateral battle, the Debtors
would have had to establish at trial that they could provide adequate protection through (i) the
existence of an equity cushion, (ii) positive cash flow from operations, (iii) the existence of
substantial unencumbered assets, or (iv) some other "indubitable equivalent" to the value of the
First Lien Lenders' interest in the Debtors' estates. But the Debtors' projected cash burn rate
and financial condition would have presented an insurmountable evidentiary burden. The
Debtors have no material unencumbered assets to pledge, they are selling coal at a loss, and the
success of their restructuring depends on material concessions by labor constituents.
62.

Notably, in contested cash collateral disputes, courts reject arguments that

adequate protection exists solely from the continued operation of a business that produces an
increase in value to secured lenders greater than the value that would be realized if the debtor
ceased operating.102 In Pacific Lifestyle Homes, for example, the bankruptcy court rejected the

100

Zelin Decl, Ex. D ("Cash Balance Detail").

101

Contrary to the UCC's objection, the Debtors have always maintained that all of the cash in investment
accounts is encumbered and that all or substantially all of the cash in deposit accounts is encumbered.

102

JLg,, In re Pacific Lifestyle Homes. Inc.. 2009 WL 688908 (Bankr. W.D. Wash. Mar. 16, 2009); see also
Swedeland. 16 F.3d at 563-65.
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debtor-homebuilder's argument that the proposed continued construction of homes using the
prepetition secured lenders' $8 million in cash collateral provided adequate protection by
compensating the lenders for the present value of their cash and protecting its safety.103 The
bankruptcy court found that "[cjentral to the Debtor's argument is that allowing its business to
continue will result in an increase in value to the Lender Projects greater than would be realized
if the Debtor ceased operating."104 The bankruptcy court disagreed, finding that there was no
assurance that the debtor's proposal would succeed, while the lender would assume the risk of
future nonprofitability at the expense of approximately $8 million in available cash.105 The
bankruptcy court concluded:
Through its proposed adequate protection, the Debtor has offered little, if
anything, of additional value to the Lenders in exchange for the use of
their Cash Collateral. Instead, the Debtor relies on its hopes and
projections of future profitability, and does so during a period of financial
crisis unprecedented in recent history. The Court concludes that this
speculation does not compensate the Lenders for the present value of the
use of their Cash Collateral.106
63.

Here, the Debtors are selling coal at a loss and they will consume the First Lien

Lenders' cash by year's end. Similar to the facts in Pacific Lifestyle Homes, the promise of
future value - here, according to the Objectors, the value of continuing the Debtors as a goingconcern through the use of Cash Collateral - does not offset cash depletion. As the court found
in Pacific Lifestyle Homes, adequate protection must compensate the First Lien Lenders for the

103

Pacific Lifestyle Homes. Inc.. 2009 WL 688908. at * 10-11.

104

14,at*ll.

105

14 Similar to what the evidence establishes here with respect to the coal market, in Pacific Lifestyle Homes the
evidence established that the rate of house sales was down sharply, house prices were continuing to decline,
unemployment rates were rising, obtaining home financing was difficult, and foreclosure rates were climbing.

106

14
14
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present value of their Cash Collateral today; neither the hopes of future profitability nor the mere
continuation of the Debtors' business suffice.
C.

The Forms of Adequate Protection Are Appropriate and Customary.

64.

Because the Objectors cannot succeed in challenging the benefits of the adequate

package as a whole, they attack each form of adequate protection in insolation. The attacks
prove unfounded and should be rejected.

Prepetition, the Debtors explored numerous

alternatives, both in terms of potential sources of additionalfinancingas well as other chapter 11
scenarios, including a "free fall" chapter 11 filing, unaccompanied by the consensual use of cash
collateral.107 There were no viable third-party financing opportunities or asset sales that would
have provided sufficient liquidity to weather the met coal market's projected downturn.108 The
Debtors' accelerating operating losses, lack of unencumbered assets with meaningful value, and
limited flexibility under their secured debt documents prevented the development of viable
restructuring alternatives.109 In light of these facts, the Debtors concluded that litigating the nonconsensual use of cash collateral would have been futile. Moreover, based on the discussions
with the Unsecured Notes Advisors, the First Lien Lenders' undersecured status, and the paucity
of unencumbered assets, the Debtors would not have been able to obtain debtor-in-possession
financing on a junior or priming basis from a third party.110
1.

Adequate Protection Payments at 80% of the Non-Default Rate of Interest
and Payment ofAccrued Prepetition Interest are an Appropriate Proxy for
Future Diminution in Value.

107

Zelin Decl. at 121.

,08

14

109

14 at 125.

1,0

14; see also Swedeland. 16 F.3d at 556-58 (affirming district court decision which rejected as inadequate the
debtor's offered adequate protection to a prepetition secured lender for purposes of obtaining credit under
section 364(d)(1) based on the debtor's projected increased value of the property due to the continued
construction of a golf course using the prepetition secured lender's cash collateral).
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65.

As part of their adequate protection package, the First Lien Lenders will receive

monthly adequate protection payments at eighty percent (80%) of the applicable non-default
contract interest rate, plus payment by December 31, 2015 of accrued interest as of the Petition
Date. Section 361(1) expressly permits periodic cash payments as compensation to secured
parties for decreases in the value of their interest in property. Moreover, the legislative history of
that provision contemplates that periodic payments may be especially appropriate for adequate
protection purposes where, as here, the property is depreciating at a rapid and fixed rate. '' The
Debtors' use of interest payments as a proxy for the appropriate periodic payments permitted by
the Bankruptcy Code is customary and ordinary practice in chapter 11 cases of this magnitude.
66.

Courts in this District and elsewhere have routinely approved adequate protection

payments calculated in a manner consistent with a secured creditor's non-default rate of
interest.113 To be clear, notwithstanding the method of calculation, the adequate protection
payments are not postpetition interest payments. They are a proxy for diminution in value, not

in

S. Rep. No. 95-989 at 54, 1978 U.S.Code Cong. & Ad. News at 5840 (construing In re Bermec Corp.. 445 F.2d
367 (2d Cir. 1971)).

112

Zelin Decl. at 136; see also Ruggiere. 727 F.2d at 1020 (affirming adequate protection order that included
continued required interest payments).

1,3

See, e ^ . In re Citation Corp.. Case No. 07-01153 (Bankr. N.D. Ala. Apr. 6,2007) [Docket No. 153] (providing
that prepetition secured parties with monthly adequate protection payments "at the non-default contract rate
applicable on the Petition Date" as a form of adequate protection); In re Citation Corp.. Case No. 04-08130
(Bankr. N.D. Ala. Oct. 19, 2004) [Docket No. 348] (same); see also, e ^ , In re SP Newsprint Holdings LLC.
Case No. 11-13649 (Bankr. D. Del. Jan. 25, 2012) [Docket No. 388] (final order providing for periodic cash
payments at 100% of the non-default rate of interest as part of adequate protection package); In re Xerium
Techs.. Inc.. Case No. 10-11031 (Bankr. D. Del. Apr. 28, 2010) [Docket No. 156] (same); In re Telogy. LLC.
Case No. 10-10206 (Bankr. D. Del. Mar. 19, 2010) [Docket No. 195] (same); In re Penn Traffic Co.. Case No.
09-14078 (Bankr. D. Del. Jan. 25, 2010) [Docket No. 460] (final order providing for periodic cash payments to
first lien lenders at default rate of interest as part of adequate protection package); In re Freedom Commcn's
Holdings. Inc.. Case No. 09-13046 (Bankr. D. Del. Oct. 15, 2009) [Docket No. 257] (final order providing for
periodic cash payments to lenders at full rate of interest in effect immediately prior to the petition date as part of
adequate protection package).
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interest on the First Lien Lenders' claim and remain subject to recharacterization as principal
payments.114
2.
67.

The Adequate Protection Fairly Protects Against the Diminution in Value
of the First Lien Lenders' Interests.

The UCC argues that the Adequate Protection payments are excessive. The facts

establish that the Adequate Protection payments do not exceed the Debtors' projected use of
Cash Collateral, let alone the diminished value resulting from the sale of met coal at a loss.
Specifically, under the Cash Collateral Order, the Debtors will pay the First Lien Lenders
approximately $97 million in adequate protection payments during the Debtors' contemplated
seven (7)-month reorganization case. In exchange, the First Lien Lenders agree that the Debtors
can spend all of the $182.5 million of their Cash Collateral (including $60 million115 in estate
professional fees) that existed as of the Petition Date to pursue confirmation of a chapter 11 plan
and emerge from bankruptcy as a going concern for the benefit of all stakeholders.116 Adequate
protection payments that do not provide the First Lien Lenders with the present value of their
Cash Collateral are hardly excessive or overreaching.
3.

68.

The Cash Collateral Order Appropriately Grants the First Lien Lenders
Adequate Protection Liens and Superpriority Claims on Unencumbered
Assets.

The UCC objects to the granting of liens on unencumbered assets, including

avoidance action proceeds.117 Section 361(3), though, expressly contemplates broad forms of

' ,4 See Final Cash Collateral Order 116.
1,5

Excluding an estimated $11 million of professional fees allocated to the non-Debtor affiliates. Zelin Decl. at
137.

116

Likewise, the UCC assertion that "cash paid as adequate protection to the First Lien Lenders does not entitle
them to more adequate protection" attacks a straw man and ignores that approximately $85 million of the First
Lien Lenders' Cash Collateral is not being paid to them but is instead being used to fund a bankruptcy for the
benefit of all constituents.

1,7

UCC Cash Collateral Obj. at H 17-19; UMWA Obj. at H 4, 15.
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adequate protection, and courts routinely include liens on unencumbered property as a
permissible form of adequate protection.118 The Debtors' grant of adequate protection liens
against unencumbered assets is particularly appropriate here, where the First Lien Lenders
already have liens on all or substantially all of the Debtors assets and the diminution of those
assets is expected to far exceed the value of any adequate protection payments. The liens on
unencumbered property (including on the proceeds of avoidance actions) prove commensurate
with the risk to the First Lien Lenders' collateral and were bargained-for elements of the
consensual use of their Cash Collateral.119 Indeed, the granting of replacement liens on, and
superpriority claims with recourse to, assets that are already subject to a creditor's existing
prepetition liens does not provide any incremental protection to the First Lien Lenders.120 For
these reasons, courts in this District and others routinely authorize liens on unencumbered assets
as part of an adequate protection package.121

118

11 U.S.C. § 361(3); see, e ^ , Pacific Lifestyle Homes. 2009 WL 688908, at *11 ("Nor has the Debtor offered
other unencumbered property that could be used to provide 'an additional or replacement lien' to the Lenders.").

1,9

11 U.S.C. § 361(2) ("[S]uch adequate protection may be provided by . . . (2) providing . . . an additional or
replacement lien ....") (emphasis added).

120

See, ej*., Swedeland. 16 F.3d at 565 ("We are at a total loss to understand how a court can suggest that a prepetition creditor with a lien being subordinated to a superpriority lien can be thought to have adequate
protection because an asset encumbered by its lien will remain so encumbered."); Pacific Lifestyle Homes.
2009 WL 688908, at *11 ("The Debtor has pointed to no possible additional source from which it could make
cash payments, other than from the sales proceeds upon which the Lenders already hold first liens.").

121

See, e.g., In re Citation Corp.. Case No. 07-01153 (Bankr. N.D. Ala. Apr. 6,2007) [Docket No. 153] (providing
adequate protection lien on unencumbered property including "any proceeds or property recovered,
unencumbered or otherwise the subject of successful Avoidance Actions, whether by judgment, settlement or
otherwise"); In re Citation Corp.. Case No. 04-08130 (Bankr. N.D. Ala. Oct. 19, 2004) [Docket No. 348]
(providing adequate protection Hen on unencumbered property including any "proceeds or property recovered,
unencumbered or otherwise the subject of any Avoidance Action or settlement thereof); see also, e.g.. In re
ITR Concession Co. LLC. Case No. 14-34284 (Bankr. N.D. III. Oct. 28, 2014) [Docket No. 178] (approving
adequate protection package that, among other things, granted the affected secured parties a lien on all
unencumbered assets); In re Gen. Growth Props.. Inc.. 423 B.R. 716, 726 (S.D.N.Y. 2010) (approving lien on
unencumbered assets despite covenant in merger agreement not to do so); In re Metaldyne Corp.. 2009 WL
2883045, at *4 (Bankr. S.D.N.Y. June 23, 2009) ("The Debtors have only limited unencumbered assets upon
which replacement liens can be provided: avoidance actions and the Unencumbered Foreign stock.").

38
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69.

Here, with respect to the adequate protection liens on unencumbered assets of the

Debtors, the grant of such liens was necessary to obtain the Steering Committee's consent to use
of their Cash Collateral in the first place. But these adequate protection liens attach to the
unencumbered assets only to the extent that a diminution in value of the Prepetition Collateral
exists that is not covered by the other forms of Adequate Protection discussed above.
70.

More importantly, as the Debtors' use of the First Lien Lenders' Cash Collateral

benefits all of the Debtors' stakeholders, and provides the Debtors' with the best path towards
restructuring and surviving the hostile met coal environment, the First Lien Lenders should not
bear the risk if the value of the assets declines during the Chapter 11 Cases.122 Forcing the First
Lien Lenders to bear the full risk of funding the Debtors' restructuring is incompatible with the
substance of the Bankruptcy Code.
71.

The UCC objects to the grant of adequate protection liens in avoidance actions,

claiming that such actions are not property of the Debtors' estates in which liens may be
granted.

While that may be true of the causes of action themselves, the proceeds of avoidance

actions are unquestionably property of the Debtors' estates under section 541(a)(3) of the
Bankruptcy Code.124 And as with any estate asset, the Debtors may grant liens or superpriority

122

See In re WestPoint Stevens. Inc.. 600 F.3d 231, 258 (2d Cir. 2010).

123

UCC Cash Collateral Obj. at H 17-18.

124

11 U.S.C. §541 (a)(3).
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claims on avoidance action proceeds as a form of adequate protection.125 Such decisions are
evaluated under the business judgment standard.126 As the Seventh Circuit has recognized:
Lest this way of resolving the issue be taken to assume that § 550 requires
that some benefit flow to unsecured creditors, we add that the statute does
not say this. Section 550(a) speaks of benefit to the estate - which in
bankruptcy parlance denotes the set of all potentially interested parties rather than to any particular class of creditors.127
72.

The Debtors' grant of adequate protection liens in avoidance action proceeds thus

constitutes a sound exercise of their business judgment. As part of the global agreement reached
on the Debtors' restructuring, the First Lien Lenders conditioned the use of Cash Collateral on
obtaining liens on the proceeds of avoidance actions and the granting of such liens was
appropriate to protect against a material risk of diminution during these Chapter 11 Cases.128
4.

The Section 506(c) Waiver is Appropriate.

125

In re AppliedTheory Corp.. 2008 WL 1869770, at*l (Bankr. S.D.N.Y. Apr. 24, 2008) ("I was surprised to see
the Creditors' Committee arguing that under no circumstances could the Lenders have a claim on the proceeds
of avoidance actions and other initially unencumbered assets, even if necessary to give them adequate
protection. Of course those assets started out unencumbered. But those assets can thereafter be encumbered (or
made available to satisfy superpriority claims), if necessary to provide adequate protection. That's expressly
authorized under section 361(2).").

126

See 11 U.S.C. § 550(a) (preserving recoveries on avoidance actions "for the benefit of the estate.").

127

Mellon Bank. N.A. v. Dick Corp.. 351 F.3d 290, 293 (7th Cir. 2003) (emphasis omitted); In re Fleming
Packaging Corp.. 2007 WL 4556985, at *6 (Bankr. CD. 111. Dec. 20, 2007) ("This Court does not consider
Section 550(a)'s 'for the benefit of the estate' phraseology as a statutory requirement that the unsecured
creditors benefit directly form the recovery of an avoided transfer, i.e., that the recovered funds end up in the
pockets of the unsecured creditors.").

128

See, &&, In re Citation Corp.. Case No. 07-01153 (Bankr. N.D. Ala. Apr. 6,2007) [Docket No. 153] (providing
adequate protection lien on unencumbered property including "any proceeds or property recovered,
unencumbered or otherwise the subject of successful Avoidance Actions, whether by judgment, settlement or
otherwise"); In re Citation Corp.. Case No. 04-08130 (Bankr. N.D. Ala. Oct. 19, 2004) [Docket No. 348]
(providing adequate protection lien on unencumbered property including any "proceeds or property recovered,
unencumbered or otherwise the subject of any Avoidance Action or settlement thereof); see also, e.g.. In re
School Specialty. Inc.. No. 13-10125 (Bankr. D. Del. Feb. 26, 2013) [Docket No. 299]; In re Bicent Holdings.
LLC. Case No. 12-11304 (Bankr. D. Del. May 16, 2012) [Docket No. 117]; In re True Temper Sports. Inc..
2009 WL 7226692, at *15 (Bankr. D. Del. Oct. 30, 2009); In re Comfort Co.. Inc.. 2008 WL 8191314 at *8
(Bankr. D. Del. 2008); Mellon Bank. N.A. v. Dick Corp.. 351 F.3d 290, 293 (7th Cir. 2003) (holding that the
debtor's grant of a lien on the proceeds of avoidance actions is "for the benefit of the estate" where doing so
allocates "this value to the objecting secured lenders to compensate them for risk" related to postpetition
financing); In re ITR Concession Co. LLC. Case No. 14-34284 (Bankr. N.D. 111. Oct. 28, 2014) [Docket No.
178] (approving the debtors' grant of a lien on "any proceeds or property recovered in respect of any Avoidance
Action"); In re EWGS Intermediary. LLC. No. 13-12876 (Bankr. D. Del. Apr. 29, 2014) [Docket No. 371]
(approving the debtors' grant of a lien on the avoidance actions themselves).
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73.

The Objectors claim that the section 506(c) waiver provided to the First Lien

Lenders is inappropriate, but courts have long permitted debtors to waive their rights under
section 506(c) of the Bankruptcy Code.129 The Debtors' proposed waiver of their right to
surcharge under section 506(c) of the Bankruptcy Code is a reasonable and customary
modification in light of the benefits provided by the Cash Collateral Order and in context of the
"package deal" reached with the First Lien Lenders memorialized in the RSA.

Courts

particularly approve such waivers when, as here, they are coupled with a professional fee carveout.130
5.
74.

The Section 552(b) Waiver is Appropriate.

The Objectors further argue that the Debtors should not be permitted to waive the

"equities of the case" exception of section 552(b) on behalf of other parties.131 The Debtors
submit that the section 552(b) waiver is reasonable and appropriate in light of the First Lien
See Hartford Underwriters Ins. Co. v. Union Planters Bank. N.A.. 530 U.S. 1, 6 (2000) ("[T]he trustee is the
only party empowered to invoke" section 506(c)); accord In re Smart World Techs.. LLC. 423 F.3d 166, 181
(2d Cir. 2005).
130

See, e.g.. In re WorldSpace. Inc.. 2008 WL 8153638, at *8 (Bankr. D. Del. Nov. 10, 2008) (noting that DIP
lenders were entitled to a section 506(c) waiver after such lenders agreed to subordinate their DIP claims to a
professional fee carve out); In re The Penn Traffic Co.. 2010 WL 2822043, at *16 (Bankr. D. Del. Jan. 25,
2010) (approving a section 506(c) waiver coupled with a professional fee carve out); In re Citation Corp.. Case
No. 07-01153 (Bankr. N.D. Ala. Apr. 6, 2007) [Docket No. 153] (providing that "no expenses of administration
of the Cases or any future proceeding . . . shall be charged against or recovered from the Collateral pursuant to
section 506(c) of the Bankruptcy Code or any similar principle of law"); In re Citation Corp.. Case No. 0408130 (Bankr. N.D. Ala. Oct. 19, 2004) [Docket No. 348] (same); see also, e.g., In re Noble Logistics. Inc..
Case No. 14-10442 (Bankr. D. Del. Apr. 2,2014) [Docket No. 117]; In re Gatehouse Media. Inc.. Case No. 1312503 (Bankr. D. Del. Oct. 23, 2013) [Docket No. 101]; In re MSP Performance. Inc. Case No. 13-12286
(Bankr. D. Del. Oct. 1, 2013) [Docket No. 140]; In re Orchard Supply Hardware Stores Corp.. Case No. 1311565 (Bankr. D. Del. July 19, 2013) [Docket No. 253]; In re Coda Holdings. Inc.. Case No. 13-11153 (Bankr.
D. Del. May 29,2013) [Docket No. 187]; In re Rotech Healthcare Inc.. Case No. 13-10741 (Bankr. D. Del. May
14, 2013) [Docket No. 278]; In re Namco LLC. Case No. 13-10610 (Bankr. D. Del. May 7, 2013) [Docket No.
197]; In re Power Wave Techs.. Inc.. Case No. 13-10134 (Bankr. D. Del. Apr. 23, 2013) [Docket No. 415]; In
re Conexant Systems. Inc.. Case No. 13-10367 (Bankr. D. Del. Apr. 19, 2013) [Docket No. 203]; In re THO
Inc.. Case No. 12-13398 (Bankr. D. Del. Jan. 11, 2013) [Docket No. 143]; In re Vertis Holding. Inc.. Case No.
12-12821 (Bankr. D. Del. Nov. 1, 2012) [Docket No. 203]: In re Fluid Routing Solutions Intermediate Holdings
Corps.. Case No. 09-10384 (Bankr. D. Del. Mar. 16, 2010) [Docket No. 184]; In re Badanco Acquisition. Inc..
Case No. 09-11638 (Bankr. D. Del. June 1, 2009) [Docket No. 107]; In re Linens Holding Co.. Case No. 0810832 (Bankr. D. Del. May 28,2008) [Docket No. 476].

131

UCC Cash Collateral Obj. at 168.
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Lenders' consent to the use of the Cash Collateral. Section 552(b) generally ensures that an
entity's prepetition security interest in the proceeds of collateral extends to such proceeds
acquired postpetition.132 However, section 552(b) contains a limited exception from this general
rule to the extent that the "equities of the case" so require.133 The Debtors have agreed to waive
this exception.134
75.

Secured creditors routinely request a waiver of section 552(b) "equities of the

case" claims in connection with adequate protection packages, and courts regularly approve such
waivers, particularly where a secured creditor has agreed to subordinate its liens and claims to a
carve-out that will fund professional fees, as the First Lien Lenders have done here.135 Thus, the
Debtors' decision to grant a waiver of section 552(b) to facilitate the compromise embodied in
the RSA and the Cash Collateral Order in furtherance of a global deal to preserve the goingconcern value of the Debtors is entitled to deference under the business judgment standard is
appropriate and should be approved.136
6.
76.

The Releases are Appropriate.

Certain of the Objectors challenge the standard releases agreed to by the

Debtors.137 To begin with, the releases expressly preserve the rights of other parties in interest,
including the UCC, to investigate liens and claims against the Prepetition Secured Parties. As
132

11 U.S.C. § 552(b)(1).

133

id

134

Final Cash Collateral Order at 16.

135

See, e ^ . In re Belle Foods. LLC. 2013 WL 5590876, at *9 (Bankr. N.D. Ala. Aug. 12, 2013) (providing that
the '"equities of the case' exception under section 552(b) of the Bankruptcy Code shall not apply to the Lenders
with respect to proceeds, product, offspring or profits of any of the Collateral"); see also In re Hostess Brands.
Inc.. Case No. 12-22052 (Bankr. S.D.N.Y. Feb. 2, 2012) [Docket No. 405] (secured creditors' "willingness to
provide for a carve-out upfront as opposed to letting the professionals hang on that point" was a sufficient
"tradeoff' to justify section 552(b) waiver); In re Gen. Growth Props.. Inc.. 412 B.R. 122, 127 (Bankr. S.D.N.Y.
2010) (same).

13,5

See In re Muma Servs.. 322 B.R. 541, 558-59 (Bankr. D. Del. 2005).

137

UCC Cash Collateral Obj. at H 65-67; UMWA Obj. at H 4,10-11.
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such, the releases do not prejudice any other parties in interest and should be approved. Debtor
releases such as the ones granted here are customary features of restructuring support agreements
and cash collateral orders.138
7.

77.

The Proposed Investigation Period, Investigation Budget and Monthly
Budget for Committee Professionals Are Appropriate and Consistent with
Other Cases.

The Objectors oppose the 60-day period proposed by the Debtors to investigate

the First Lien Lenders' liens and claims, the $25,000 investigation budget and the $50,000
monthly cap on fees for all statutory committee advisors.139 The proposed challenge period and
budgets are appropriate, given the Debtors' liquidity constraints. Although the investigation
period and budgets are tighter than the Objectors would like, they are better than no agreement at
all, especially if the alternative is an expedited sale under section 363 of the Bankruptcy Code
with no investigation period and no committee budgets.140 A 60-day (or shorter) Challenge
Period is standard in this District and in others.141

See e.g.. In re Belle Foods. LLC. 2013 WL 5590876, at *4 (Bankr. N.D. Ala. Aug. 12, 2013) (approving debtor
releases); In re Citation Corp.. Case No. 07-01153 (Bankr. N.D. Ala. Apr. 6, 2007) [Docket No. 153]
(approving release of debtors' prepetition claims against lenders); In re Carraway Methodist Health Sys.. Case
No. 06-03501 (Bankr. N.D. Ala. Oct. 20, 2006) [Docket No. 231] (approving debtors' and committee's release
of claims against prepetition lenders); In re Citation Corp.. Case No. 04-08130 (Bankr. N.D. Ala. Oct. 19, 2004)
[Docket No. 348] (approving debtors' stipulation that they had no claims against prepetition lender); see also,
e.g.. In re Altegrity. Inc.. Case No. 15-10226 (Bankr. D. Del. Mar. 16, 2015) [Docket No. 208]; In re MPM
Silicones. LLC. Case No. 14-22503 (Bankr. S.D.N.Y. May 23, 2014) [Docket No. 253]; In re Loehmann's
Holdings. Inc.. Case No. 10-16077 (Bankr. S.D.N.Y. Dec. 14, 2010) [Docket No. 180]; In re Xerium Tech..
Inc., Case No. 10-11031 (Bankr. D. Del. Apr. 28, 2010) [Docket No. 156].
UCC Cash Collateral Obj. at H 50-54 (requesting a budget of $750,000 and a 120-day investigation period).
Zelin Decl. at 139.
141

See, e.g.. In re Bruno's Supermarkets. LLC. Case No. 09-00634 (Bankr. N.D. Ala. Mar. 26, 2009) [Docket No.
500] (60-day challenge period following committee formation); In re Dixie Pellets. LLC. Case No. 09-05411
(Bankr. N.D. Ala. Nov. 2, 2009) [Docket No. 177] (60-day challenge period); see also, e^g,, In re ITR
Concession Co. LLC. Case No. 14-34284 (Bankr. N.D. 111. Oct. 28, 2014) [Docket No. 178] (40-day challenge
period); In re Trump Entm't Resorts. Inc.. Case No. 14-12103 (Bankr. D. Del. Oct. 23, 2014) [Docket No. 342]
(60-day challenge period following committee formation); In re Penn Traffic Co.. Case No. 09-14078 (Bankr.
D. Del. Jan. 25, 2010) [Docket No. 460] (36-day challenge period).
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8.
78.

The Cash Collateral Order Reasonably Cross-references the RSA.

The Objectors also dispute provisions in the Cash Collateral Order permitting or

requiring the termination of the Debtors' rights to use Cash Collateral upon the occurrence of
events relating to the RSA.142 As discussed above, the RSA and Cash Collateral embody a
global deal that together permit the Debtors to pursue a chapter 11 plan and emerge from
bankruptcy as a delevered, viable coal business. The RSA and Cash Collateral Order are
inextricably intertwined; the RSA provides the restructuring framework that the Cash Collateral
Order funds. For the reasons set forth above, entry into the RSA and the terms of the Cash
Collateral Order, and their logically interconnected provisions, constitutes a sound exercise of
the Debtors' business judgment.
9.
79.

The Cash Collateral Order and RSA Do Not Impede the Debtors' Exercise
of their Fiduciary Duties.

The Objectors maintain that the "fiduciary out" in the RSA is illusory, and that

the Cash Collateral Order impermissibly ties to the RSA, together preventing the Debtors from
exercising their fiduciary duties and considering restructuring alternatives.143 The Objectors
misstate the RSA and misconstrue the facts.
80.

Section 24 of the RSA Provides, in relevant part:
[Njothing in this Agreement shall require the Company to take any action,
or to refrain from taking any action, to the extent that taking such action or
refraining from taking such action will, upon the advice of outside
counsel, constitute a breach of the Company's board of directors'
fiduciary obligations under applicable law (any such action, or refraining
from action, being a "Fiduciary Action").144

142

Interim and Final Cash Collateral Order at 112(m). See UMWA Obj. in passim; UCC Cash Collateral Obj. at
1121-22; USW Obj. at 13.

143

UCC Cash Collateral Obj. at 140; UCC RSA Obj. at H 43-45; UMWA Funds Obj. at H 35-36; UMWATJbj. at
1132-35.

144

RSA at §24.
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81.

Section 24 of the RSA further provides that, if a Fiduciary Action occurs, the

Debtors (i) must provide three (3) business days' notice to the Steering Committee, if
commercially feasible, (ii) the majority holders may terminate the RSA in accordance with its
terms, and (iii) specific performance will not be an available remedy if, in fact, the RSA is
terminated.145 The Debtors have also agreed to cease any ongoing solicitation, discussions and
negotiations with respect to any alternative transaction in Section 4(a)(iii) of the RSA. However,
the Debtors' agreement is expressly subject to a Fiduciary Action.146 The RSA, accordingly,
permits the Debtors full discretion to exercise their fiduciary duties and the Debtors will do so as
appropriate.
82.

The Steering Committee, of course, can elect to terminate the RSA (and the

consensual use of Cash Collateral), if a Fiduciary Action entails the Debtors' pursuit of an
alternative transaction. But that is hardly surprising. The Steering Committee agreed to the
Restructuring embodied in the RSA and the Cash Collateral Order as part of a heavily negotiated
agreement. They did not agree to the dissipation of their collateral for the Debtors' unfettered
use, nor does the law require them to do so.
83.

For the reasons set forth above, the Debtors' entry into the RSA is a sound

exercise of the Debtors' business judgment and as such, is also consistent with the Debtors'
fiduciary duties to maximize value to creditors. The Objectors' accusations that the Debtors
have "abdicated" their fiduciary duties flies in the face of reality. Indeed, in his declaration, the
UCC's own expert proves the Debtors' point by confirming the numerous benefits that the
Restructuring achieves, including:

w

Id

146

Id at § 4(a)(iii).
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•

The Debtors' continued use of their significant cash reserves is critical to
preserving the value of the Prepetition Collateral [i.e., substantially all of the
Debtors' assets.]147

•

The Debtors must utilize their cash reserves in order to continue operating their
businesses and avoid either a reduction in the level of their mining activities or a
sudden and unexpected complete shut-down of their mining operations.148

•

[Ajlthough the Debtors' current cash cost of sales exceeds the market price for
metallurgical coal, a reduction in the level of the Debtors' mining operations
could result in further unfavorable movements in the Debtors' cost structure,
thereby diminishing the value of the Prepetition Collateral [i.e., substantially all of
the Debtors' assets] on a discounted cash flow basis.149
[A] sudden and unexpected shut-down of the Debtors' mining operations resulting
from their inability to access Cash Collateral ... could be catastrophic to their
businesses.150
In sum, the Debtors' continued operations of their businesses preserves far more
value for the Prepetition Collateral [i.e., substantially all of the Debtors' assets]
than would be the case if the Debtors did not use Cash Collateral and suddenly
ceased operations.151

84.

Reaching a consensual resolution as to the use of Cash Collateral and the

framework for a restructuring embodied in the RSA enables the Debtors to maximize the value
of their estates and thus constitutes a sound exercise of the Debtors' business judgement
consistent with their fiduciary duties. The Debtors did not abdicate such duties, nor does the
RSA's customary "fiduciary out" clause prevent the Debtors from acting consistent with their
fiduciary duties going forward.152
147

OrdwayDecl.atll2.

148

Id

149

Id at 113.

150

Id. at 114.

151

Id at 117.

152

Courts have routinely approved the assumption of restructuring support agreements that contain similar
language with respect to the Debtors' "fiduciary out." See, e.g.. In re Altegrity. Inc.. Case No. 15-10226
(Bankr. D. Del. Mar. 16, 2015) [Docket No. 208]; In re Genco Shipping & Trading Ltd.. 509 B.R. 455, 460-61
(Bankr. S.D.N.Y. 2014).
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VI.

The Other Miscellaneous Objections Should Be Overruled.
85.

The Debtors submit that any additional objections will either be resolved by

modifications to the final orders or should be overruled.153 For example, Dominion Resources
Black Warrior Trust ("Dominion") filed an objection and supplemental objection to the Final
Cash Collateral Order based on the exact same contentions it previously made - that its claimed
overriding royalty interest is an interest in real property under Alabama law, and thus not
property of the Debtors' estate under section 541 of the Bankruptcy Code that can be
encumbered by adequate protection liens. The Debtors dispute Dominion's characterization of
its royalty interest under Alabama law, reserve all rights with respect to Alabama law, and will
respond to Dominion on the merits of its legal arguments in due course in pending Adversary
Proceeding No. 15-00102, wherein Dominion has sought a declaratory judgment on the nature of
its interest under Alabama law.154
86.

If appropriate, the Debtors will file a modified order in advance of the final

hearing reflecting any such modifications.
153

The UMWA also contends that because the RSA and Plan Term Sheet provide for Cash Collateral funding and
a debt-for-equity exchange under the proposed Plan process, the RSA constitutes a "financial accommodation"
contract that cannot be assumed under section 365(c)(2) of the Bankruptcy Code. UMWA Obj. at 1 63.
Nothing in section 365 of the Bankruptcy Code, however, prevents the consensual assumption of an executory
contract like the RSA, and courts routinely approve the assumption of restructuring support agreements. See In
re Altegrity. Inc.. Case No. 15-10226 (Bankr D. Del. Mar. 16, 2015) [Docket No. 208] (approving the
assumption of a restructuring support agreement); In re MPM Silicones. LLC. Case No. 14-22503 (Bankr.
S.D.N.Y. June 23, 2014) [Docket No. 507] (same). In any event, the use of Cash Collateral is not a "financial
accommodation" under section 365(c)(2) of the Bankruptcy Code. The Second Lien Note Objection also lacks
merit. No evidence exists that denying the requested relief benefits the Debtors' estates. The opposite is true.

154

The Court need not address Alabama law at all to overrule the Dominion Objection. It is undisputed that the
Debtors handle the Proceeds exactly the same way postpetition as they did prepetition. It is also undisputed that
the Debtors' contracts with Dominion do not require the Debtors to segregate the Proceeds, and the Debtors
have, in fact, never segregated the Proceeds. Dominion has already sought Court orders requiring the Debtors
to change their prepetition procedures and segregate the Proceeds, through both a Motion to Reconsider the
Cash Management Order [Docket No. 239], and an Application for Temporary Restraining Order [A.P. No. 1500102-TOM, Docket No. 2]. The Court denied both motions [see Docket No. 542 and A.P. No. 15-00102TOM, Docket No. 39]. Nothing has changed since entry of these orders by the Court. The Dominion Objection
is yet another attempt by Dominion to force a change in the status quo, but a cash collateral objection is not the
appropriate procedural vehicle for doing so. For substantially the same reasons, the Joinders should be
overruled as well.
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CONCLUSION
87.

The Debtors' business decision to enter into the RSA and agree to the Cash

Collateral Order represents one of several well-reasoned decisions the Debtors have made in
their efforts to address the adverse commodities market in which they operate. Indeed, the same
reasoning led the Debtors to the proposed restructuring of the Debtors' $1.9 billion of secured
indebtedness on a consensual basis pursuant to a framework that allows the Debtors a chance to
emerge from bankruptcy as a viable going concern.

The Cash Collateral Order not only

appropriately reflects the Debtors' capital needs at this time, but the adequate protection
provided to the First Lien Lenders in exchange for consent to the use of Cash Collateral
constitutes appropriate protection against any diminution in the value of that collateral. Despite
the Objectors' insistence otherwise, the liens on proceeds of avoidance actions, the section
506(c) and 552(b) waivers, liens on unencumbered assets, and periodic cash payments measured
by reference to 80% of the prepetition interest payments, are all customary terms that the First
Lien Lenders required as a condition of consenting to the use of their Cash Collateral. No one
disputes that the Debtors must use Cash Collateral to continue operating, and that the Debtors'
continued operations maximizes the value of the Debtors' estates. Because the terms of the RSA
and the Cash Collateral Order are fair and reasonable, and constitute the best financing and
restructuring alternative available to the Debtors, all of the Objections should be overruled, and
the RSA Motion and Cash Collateral Motion should be granted on a final basis.
[Remainder of page intentionally left blank]
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WHEREFORE, the Debtors respectfully request that the Court (i) overrule the Objections
in their entirety, (ii) approve the assumption of the RSA and entry of the Final Cash Collateral
Order and (iii) grant such other relief as the Court deems just and proper.
Dated: September 1,2015
Birmingham, Alabama

BRADLEY ARANT BOULT CUMMINGS LLP

By: /s/ Patrick Darby
Patrick Darby
Jay Bender
Cathleen Moore
James Bailey
One Federal Place
1819 Fifth Avenue North
Birmingham, Alabama 35203
Telephone: (205)521-8000
Email: pdarby@babc.com, jbender@babc.com,
ccmoore@babc.com, jbailey@babc.com
-andPAUL, WEISS, RIFKIND, WHARTON &
GARRISON LLP
Stephen J. Shimshak (pro hac vice)
Kelley A. Cornish (pro hac vice)
Claudia R. Tobler (pro hac vice)
Ann K. Young {pro hac vice)
Michael S. Rudnick (pro hac vice)
1285 Avenue of the Americas
New York, New York 10019
Telephone: (212) 373-3000
Email: sshimshak@paulweiss.com, kcomish@paulweiss.com,
ctobler@paulweiss.com, ayoung@paulweiss.com,
mrudnick@paulweiss.com
Proposed Counsel to the Debtors and
Debtors-in-Possession
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Docket
No.

Objection

378

Objection of the United Mine Workers of America to Debtors' Motion for Entry of
(I) an Order Authorizing the Debtors to Assume a Restructuring Support Agreement;
and (II) Final Cash Collateral Order ("UMWA Obi.")

408

Dominion Resources Black Warrior Trust's Objection to the Debtors' Motion for
Entry of a Final Order Authorizing Use of Cash Collateral ("Dominion Trust Obi.")

409

Joinder by Ramsay-McCormack Land Co., Inc. in Dominion Resources Black
Warrior Trust's Objection to the Debtors' Motion for Entry of Final Order
Authorizing Use of Cash Collateral and UMWA's Objection to Motion for Entry of
(I) An Order Authorizing the Debtors to Assume a Restructuring Support
Agreement; and (II) Final Cash Collateral Order ("Ramsav Joinder")

410

Joinder by WHH Real Estate, LLC in Dominion Resources Black Warrior Trust's
Objection to the Debtors' Motion for Entry of Final Order Authorizing Use of Cash
Collateral and UMWA's Objection to Motion for Entry of (I) An Order Authorizing
the Debtors to Assume a Restructuring Support Agreement; and (II) Final Cash
Collateral Order ("WHH Joinder")

547

Supplement to Joinder by Ramsay-McCormack Land Co., Inc. in Dominion
Resources Black Warrior Trust's Objection to the Debtor's Motion for Entry of
Final Order Authorizing Use of Cash Collateral and UMWA's Objection to Motion
for Entry of (I) an Order Authorizing the Debtors to Assume a Restructuring Support
Agreement: and (II) Final Cash Collateral Order ("Ramsav Supplement")

548

Supplement to Joinder by WHH Real Estate, LLC in Dominion Resources Black
Warrior Trust's Objection to the Debtor's Motion for Entry of Final Order
Authorizing Use of Cash Collateral and UMWA's Objection to Motion for Entry of
(I) an Order Authorizing the Debtors to Assume a Restructuring Support Agreement;
and (II) Final Cash Collateral Order ("WHH Supplement")

551

Dominion Resources Black Warrior Trust's Supplemental Objection to the Debtors'
Motion for Entrv of a Final Order Authorizing Use of Cash Collateral ("Dominion
Trust Suppl. Obi.")

554

Second Lien Notes Trustee BOKF, N.A. 's Preliminary Objection and Request to
Hold in Abeyance the Debtors' Motion for an Order (A) Authorizing the Debtors to
Assume a Restructuring Support Agreement and (B) Granting Related Relief
("Second Lien Notes Obi.")

555

Objection of the Official Committee of Unsecured Creditors to the Debtors' Motion
for Entry of Interim and Final Orders Under 11 U.S.C. §§ 105, 361, 362, 363, 507
and 552, Bankruptcy Rules 2002, 4001, 6003, 6004 and 9014 (A)(1) Authorizing
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Postpetition Use of Cash Collateral, (II) Granting Adequate Protection to
Prepetition Secured Parties, and (III) Scheduling a Final Hearing; and (B) Granting
Related Relief'("UCC Cash Collateral Obj.")
•

556

Declaration of Edwin N. Ordway, Jr. in Support of the Official Committee of
Unsecured Creditors' Objection to Each of(l) The Debtors' Motion for an Order
(A) Authorizing the Debtors to Assume a Restructuring Support Agreement and (B)
Granting Related Reliefand (2) The Debtors' Motion for Entry of Interim and Final
Orders Under 11 U.S.C. §§ 105, 361, 362, 363, 507 and 552, Bankruptcy Rules
2002, 4001, 6003, 6004 and 9014 (A)(1) Authorizing Postpetition Use of Cash
Collateral, (II) Granting Adequate Protection to Prepetition Secured Parties, and
(III) Scheduling a Final Hearing; and (B) Granting Related Relief'("Ordwav
Decl.")

Official Committee of Unsecured Creditors' Objection to the Debtors' Motion for an
Order (A) Authorizing the Debtors to Assume a Restructuring Support Agreement
and(B) Granting Related Relief'("UCC RSA Obi.")
•

Declaration ofMatthew A. Mazzucchi in Support of the Official Committee of
Unsecured Creditors' Objection to Each of(l) the Debtors' Motion for an Order
(A) Authorizing the Debtors to Assume a Restructuring Support Agreement and (B)
Granting Related Relief and (2) the Debtors' Motion for Entry ofInterim and Final
Orders Under 11 U.S.C. §§ 105, 361, 362, 363, 507 and 552, Bankruptcy Rules
2002, 4001, 6003, 6004 and 9014 (A)(1) Authorizing Postpetition Use of Cash
Collateral, (II) Granting Adequate Protection to Prepetition Secured Parties, and
(III) Scheduling a Final Hearing; and (B) Granting Related Relief
("Mazzucchi Decl.")

558

Objection of the United Mine Workers of America 1974 Pension Plan and Trust, the
United Mine Workers of America 2012 Retiree Bonus Account Plan, the United
Mine Workers of America Combined Benefit Plan and the United Mine Workers of
America 1992 Benefit Plan to (1) the Debtors' Motion for Order (A) Authorizing the
Debtors to Assume a Restructuring Support Agreement and (B) Granting Related
Relief and (2) The Debtors' Motion for Entry of Interim and Final Orders Under 11
U.S.C. §§ 105, 361, 362, 363, 507 and552, Bankruptcy Rules 2002, 4001, 6003,
6004 and 9014 (A)(1) Authorizing Postpetition Use of Cash Collateral, (II) Granting
Adequate Protection to Prepetition Secured Parties, and (III) Scheduling a Final
Hearine: and CB) Grantim Related Relief ("UMWA Funds Obi.")

559

Objection and Reservation of Rights of United Steelworkers to Debtors' Motions for
Entry of (I) An Order Authorizing the Debtors to Assume a Restructuring Support
Agreement: and (II) Final Cash Collateral Order ("USW Obi.")
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EXECUTION COPY

THIS RESTRUCTURING SUPPORT AGREEMENT IS NOT AN OFFER WITH
RESPECT TO ANY SECURITIES OR A SOLICITATION OF ACCEPTANCES OF A
CHAPTER 11 PLAN WITHIN THE MEANING OF SECTION 1125 OF THE
BANKRUPTCY CODE. ANY SUCH OFFER OR SOLICITATION WILL COMPLY
WITH ALL APPLICABLE SECURITIES LAWS AND/OR PROVISIONS OF THE
BANKRUPTCY CODE.
RESTRUCTURING SUPPORT AGREEMENT
This RESTRUCTURING SUPPORT AGREEMENT (this "Agreement") is made and
entered into as of January 26, 2016 (the "Agreement Effective Date"), by and among the
following parties:
(a)
(i) Verso Corporation, a Delaware corporation ("Verso Corp"); (ii) Verso Paper
Finance Holdings One LLC ("Holdings One"), a Delaware limited liability company and a
direct, wholly-owned subsidiary of Verso Corp; (iii) Verso Paper Finance Holdings LLC
("Verso Finance"), a Delaware limited liability company and a direct, wholly-owned subsidiary
of Holdings One; (iv) Verso Paper Holdings LLC ("Verso Holdings"), a Delaware limited
liability company and a direct, wholly-owned subsidiary of Verso Finance; (v) Verso Paper Inc.
("Co-Issuer"), a Delaware corporation and a direct, wholly-owned subsidiary of Verso
Holdings; (vi)NewPage Holdings Inc., a Delaware corporation and a direct, wholly-owned
subsidiary of Verso Holdings; (vii) each of Verso Corp's direct and indirect subsidiaries listed on
the signature pages hereto, other than the NewPage Debtors (each as defined below) (the "Verso
Subsidiaries," and together with Verso Corp, the "Verso Debtors");
(b)
(i) NewPage Investment Company LLC ("NewPage Holdings"), a Delaware
limited liability company and a direct, wholly-owned subsidiary of NewPage Holdings Inc.;
(ii) NewPage Corporation ("NewPage") a Delaware corporation and a direct, wholly-owned
subsidiary of NewPage Holdings, and (iii) each of NewPage Holdings' other direct and indirect
subsidiaries listed on the signature pages hereto (the "NewPage Subsidiaries", and collectively,
the "NewPage Debtors") (each of the foregoing entities identified in subclauses (a)(i) through
(vii) and (b)(i) through (iii), a "Debtor" and, collectively, the "Debtors");
(c)
the undersigned beneficial holders or investment advisors or managers for such
beneficial holders or discretionary accounts of such beneficial holders that hold Claims against
(collectively, the "Consenting Verso First Lien Creditors") the Verso Debtors arising out of
the (X) 11.75% senior secured notes due 2019 issued pursuant to that certain Indenture, dated as
of March 21, 2012, as amended from time to time, by and among, inter alia, Verso Holdings and
Co-Issuer, as issuers, and substantially all of the Verso Subsidiaries, as guarantors, and
Wilmington Trust, N.A., as trustee and (Y) the 11.75% senior secured notes due 2019 issued
pursuant to that certain Indenture, dated as of January 7, 2015, as amended from time to time, by
and among, inter alia, Verso Holdings and Co-Issuer, as issuers, and substantially all of the
Verso Subsidiaries, as guarantors, and Wilmington Trust, N.A., as trustee (collectively, the
"Verso First Lien Debt Obligations");
(d)
the undersigned beneficial holders or investment advisors or managers for such
beneficial holders or discretionary accounts of such beneficial holders that hold Claims
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(collectively, the "Consenting Verso 1.5 Lien Noteholders") against the Verso Debtors arising
out of the 11.75% senior secured notes due 2019 (the "Verso 1.5 Lien Notes") issued pursuant
to that certain Indenture, dated as of May 11, 2012, as amended from time to time, by and
among, inter alia. Verso Holdings and Co-Issuer, as issuers, and substantially all of the Verso
Subsidiaries, as guarantors, and Wilmington Trust, N.A., as trustee (the "Verso 1.5 Lien Debt
Obligations");
(e)
the undersigned beneficial holders or investment advisors or managers for such
beneficial holders or discretionary accounts of such beneficial holders that hold Claims
(collectively, the "Consenting Verso Second Lien Noteholders") against the Verso Debtors
arising out of the second priority adjustable senior secured notes due 2020 issued pursuant to that
certain Indenture, dated as of August 1, 2014, as amended from time to time, by and among,
inter alia. Verso Holdings and Co-Issuer, as issuers, and substantially all of the Verso
Subsidiaries, as guarantors, and Wilmington Trust, N.A., as trustee (the "Verso Second Lien
Debt Obligations");
(f)
the undersigned beneficial holders or investment advisors or managers for such
beneficial holders or discretionary accounts of such beneficial holders that hold Claims
(collectively, the "Consenting Verso Old Second Lien Noteholders") against the Verso
Debtors arising out of the 8.75% second priority senior secured notes due 2019 issued pursuant
to that certain Indenture, dated as of January 26, 2011, as amended from time to time, by and
among, inter alia. Verso Holdings and Co-Issuer, as issuers, and substantially all of the Verso
Subsidiaries, as guarantors, and Wilmington Trust, N.A., as trustee (the "Verso Old Second
Lien Debt Obligations" arid together with the Verso Second 1.5 Lien Debt Obligations and the
Verso Second Lien Debt Obligations, the "Total Verso Second Lien Debt Obligations");
(g)
the undersigned beneficial holders or investment advisors or managers for such
beneficial holders or discretionary accounts of such beneficial holders that hold Claims
(collectively, the "Consenting Verso Unsecured Noteholders") against the Verso Debtors
arising out of (Y) the adjustable senior subordinated notes due 2020 issued pursuant to that
certain Indenture dated as of August 1, 2014, as amended from time to time, by and among, inter
alia. Verso Holdings and Co-Issuer, as issuers, and substantially all of the Verso Subsidiaries, as
guarantors, and Wilmington Trust, N.A., as indenture trustee and (Z) the 11.375%) senior
subordinated notes due 2016 issued pursuant to that certain Indenture dated as of August 1, 2006,
as amended from time to time, by and among, inter alia. Verso Holdings and Co-Issuer, as
issuers, and substantially all of the Verso Subsidiaries, as guarantors, and the Wilmington Trust,
N.A., as indenture trustee (collectively, the "Total Verso Unsecured Debt Obligations", and
together with the Verso First Lien Debt Obligations, the Verso 1.5 Lien Debt Obligations, the
Verso Second Lien Debt Obligations, the Verso Old Second Lien Debt Obligations and the Total
Verso Unsecured Debt Obligations, the "Verso Debt Obligations"); and
(h)
the undersigned beneficial holders or investment advisors or managers for such
beneficial holders or discretionary accounts of such beneficial holders that hold Claims
(collectively, the "Consenting NewPage Creditors") against the NewPage Debtors under that
certain Credit Agreement, dated as of February 11, 2014, as amended from time to time, by and
among, inter alia, NewPage, as borrower, and NewPage Holdings and substantially all of the
NewPage Subsidiaries, as guarantors, Wilmington Trust, N.A., as successor administrative agent
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and collateral agent and the lenders from time to time party thereto (the "NewPage Debt
Obligations").
Each of the signatories hereto shall be referred to herein as a "Party" (and collectively referred
to herein as the "Parties"); the Consenting Verso First Lien Creditors, Consenting Verso 1.5
Lien Noteholders, Consenting Verso Second Lien Noteholders, Consenting Verso Old Second
Lien Noteholders and Consenting Verso Unsecured Noteholders shall collectively be referred to
herein as the "Consenting Verso Creditors" and the Consenting Verso Creditors, together with
the Consenting NewPage Creditors shall be referred to as the "Consenting Creditors" (and each
a "Consenting Creditor").
RECITALS
WHEREAS, the Debtors have determined that a restructuring (the "Restructuring") of,
among other things, their obligations under the Verso Debt Obligations and the NewPage Debt
Obligations and certain other interests in and obligations of the Debtors is necessary and would
be in the best interests of the Debtors and their stakeholders;
WHEREAS, the Parties have negotiated in good faith certain agreed elements of the
terms of the Restructuring as described in this Agreement and the Term Sheet (the "Term
Sheet") attached hereto as Exhibit A;
WHEREAS, the Restructuring will be effected through the commencement of the
Bankruptcy Cases for the Debtors in the United States Bankruptcy Court for the District of
Delaware (the "Bankruptcy Court");
WHEREAS, the Parties desire to work together to complete the negotiation of the
additional terms of the Restructuring and the terms and conditions of a consensual Plan.
AGREEMENT
NOW, THEREFORE, in consideration of the promises and the mutual covenants and
agreements set forth herein, and for other good and valuable consideration, the receipt and
sufficiency of which are hereby acknowledged, each Party, intending to be legally bound, agrees
as follows:
Section 1.

Effective Date of Agreement.

This Agreement shall be immediately effective and binding on each Party upon the
execution and delivery by such Party to the other Parties, pursuant to Section 10.8 hereof, of a
signature page of this Agreement, whether such execution or delivery occurs before or after the
filing of this Agreement with the Bankruptcy Court.
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Definitions and Interpretations; Exhibits Incorporated by Reference.

Definitions and Interpretations.

Unless otherwise defined in this Agreement or in the Term Sheet, all defined terms shall
have the meanings set forth in Exhibit B hereto.
The word "include" and its various forms shall be read as if followed by the phrase
"without limitation". "Will" and "shall" have the same meaning. Where appropriate in context,
terms used in this Agreement shall include both the singular and the plural. Unless the context
otherwise requires, references herein to "this Agreement" (or similar terms) shall be deemed to
include terms contained in the Term Sheet.
2.2

Exhibits Incorporated by Reference.

Each of the exhibits attached hereto is expressly incorporated herein and made a part of
this Agreement, and all references to this Agreement shall include the exhibits hereto. In the
event of any inconsistency between this Agreement and the Plan, the Plan shall govern. In the
event of any inconsistency between this Agreement (without reference to the exhibits) and the
exhibits other than the Plan, this Agreement (without reference to the exhibits) shall govern.
Section 3.
3.1

Commitments Regarding the Plan and Restructuring Transactions.

Commitments of the Consenting Creditors.

During the period beginning on the Agreement Effective Date and ending on the earlier
to occur of the Restructuring Support Termination Date (as defined in Section 7 hereof) and the
Agreement Termination Date (as defined in Section 8 hereof) applicable to the Party (such
period, the "Restructuring Support Effective Period"), each Consenting Creditor (except in
the case of any investment advisor or manager of or with power and/or authority to bind any
Owned Debtor Claims/Interests, then solely for the period within which such power and/or
authority was held; provided, however, that such Owned Debtor Claims/Interests shall continue
to be subject to this Agreement) agrees, severally and not jointly, that:
(a)
subject to receipt of the Disclosure Statement approved by the Bankruptcy Court
as containing "adequate information" as such term is defined in section 1125 of the Bankruptcy
Code, and the other solicitation materials approved by the Bankruptcy Court, it shall:
(i)
to the extent a class of claims or interests against or in the Debtors (the
"Debtor Claims/Interests") is permitted to vote to accept or reject the Plan, vote each
such claim or interest it holds in such class to accept the Plan by delivering its duly
executed and completed ballot(s) accepting the Plan on a timely basis following the
commencement of the solicitation;
(ii)
to the extent it is permitted to elect whether to opt out of the releases set
forth in the Plan, not elect to opt out of the releases set forth in the Plan by timely
delivering its duly executed and completed ballot(s) indicating such election; and
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(iii)
not change or withdraw (or cause to be changed or withdrawn) any such
vote or election;
(b)
it shall (i) use commercially reasonable efforts to assist the Debtors in obtaining
entry of the DIP Orders, the Disclosure Statement Order, the SSA Order and the Confirmation
Order and consummation of the Plan as soon as reasonably practicable in accordance with the
Bankruptcy Code and on terms consistent with this Agreement, including within the time frames
contemplated in this Agreement, and (ii) execute and deliver any other agreements reasonably
required to effectuate and consummate the Plan and a transaction or transactions to be
implemented to effectuate and consummate the Restructuring (the "Restructuring
Transactions");
(c)
it shall not directly or indirectly, or encourage any other entity to directly or
indirectly, (i) object to, delay, impede, or take any other action or any inaction to interfere with
the acceptance, implementation, consummation, or amendment (whether before or after
confirmation, provided that such amendment is consistent with this Agreement, including
Section 9) of the Plan; (ii) propose, file, support, vote for, or take any other action in furtherance
of any restructuring, workout, plan of arrangement, or plan of reorganization for the Debtors
other than the Plan, including, for the avoidance of doubt, making or supporting any filings with
the Bankruptcy Court or any regulatory agency, or making or supporting any press release, press
report or comparable public statement, or filing with respect to any restructuring, workout, plan
of arrangement, or plan of reorganization for the Debtors other than the Plan; or (iii) exercise any
right or remedy for the enforcement, collection, or recovery of any claim against the Debtors or
any direct or indirect subsidiaries of the Debtors that are not Debtors other than as expressly
permitted by the Plan; provided, however, that notwithstanding the foregoing, each Party may
file with the Bankruptcy Court all documents necessary to obtain entry and approval of each of
the Confirmation Order, the Disclosure Statement Order, the DIP Orders, and the SSA Order;
and, provided, however, that neither (i) the exercise of rights and remedies specifically reserved
under the DIP Orders, the DIP Credit Agreements, and the SSA Order (including rights to
initiate adversary proceedings or contested matters reserved therein, whether before or after the
Standstill Period) nor (ii) any response to or issuance of informal discovery or an examination
under Bankruptcy Rule 2004 regarding the matters or claims that would form the basis of a
Challenge Proceeding, shall constitute a violation of this Agreement;
(d)
it shall not direct any administrative agent, collateral agent, or indenture trustee
(as applicable) to take any action inconsistent with such Party's respective obligations under this
Agreement, and if any applicable administrative agent, collateral agent, or indenture trustee takes
any action inconsistent with a Party's obligations under this Agreement, such Party shall
promptly direct such administrative agent, collateral agent, or indenture trustee to cease and
refrain from taking any such action, but such Party shall not have any obligation to indemnify
such administrative agent, collateral agent or indenture trustee with respect to such action;
(e)
each of the Consenting Creditors hereby covenants and agrees to (i) timely vote or
cause to be voted all such Claims that it holds, controls, or has the ability to control, to accept the
Plan by delivering its duly executed and completed ballot accepting the Plan upon solicitation of
the Plan in accordance with sections 1125 and 1126 of the Bankruptcy Code; (ii) not change or
withdraw such vote (or cause or direct such vote to be changed or withdrawn); provided,
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however, that the votes of the Consenting Creditors shall be immediately revoked and deemed
void ab initio upon termination of this Agreement; and (iii) not "opt out" of any releases under
the Plan;
(f)
each of the Consenting Creditors hereby covenants and agrees not to take any
action (or encourage or instruct any other party to take any action) in respect of any potential,
actual, or alleged occurrence of any default or alleged default under each such Consenting
Creditor's respective obligations or instruments or agreements governing any such obligation,
including any default that would be triggered as a result of the commencement of the Chapter 11
Cases or the undertaking of any Debtor to implement the terms of this Agreement or the Plan;
and
(g)
each of the Consenting Creditors hereby covenants and agrees to not take any
action that is (i) inconsistent with the satisfaction of the conditions precedent set forth in this
Agreement or (ii) inconsistent in any material respect with this Agreement, the Term Sheet, the
SSA Order or, after the Plan is filed, the Plan; in each case which would reasonably be expected
to have the effect of interfering with the approval and consummation of the Restructuring
Transactions set forth in this Agreement.
3.2

Commitments of the Debtors.
During the Restructuring Support Effective Period, the Debtors shall:

(a)
use commercially reasonable efforts to: (i) file, as soon as reasonably practicable,
the Plan, and the Disclosure Statement; (ii) take all steps reasonably necessary or desirable to
obtain orders of the Bankruptcy Court (A) approving the Disclosure Statement, (B) approving
the SSA Order, and (C) confirming the Plan; (iii) support and take all steps reasonably necessary
or desirable to consummate, as soon as reasonably practicable, the Plan and Restructuring
Transactions in accordance with this Agreement, including the preparation, execution (where
applicable) and filing of the Definitive Restructuring Documents prior to the dates provided
herein; (iv) execute and deliver any other agreements reasonably required to effectuate and
consummate the Plan and Restructuring Transactions as soon as reasonably practicable; (v) take
all steps reasonably necessary to obtain any and all required regulatory and/or third-party
approvals for the Restructuring Transactions as soon as possible; (vi) file motions pursuant to
sections 363 and 364 of the Bankruptcy Code to authorize the Debtors to obtain post-petition
secured financing pursuant to the terms and conditions of the DIP Credit Agreements (the "DIP
Motions"); (vii) support and take all actions reasonably necessary or requested by the
Consenting Creditors to obtain approval of each of the DIP Motions on an interim basis by entry
of orders of the Bankruptcy Court (collectively, the "Interim DIP Orders") as soon as
reasonably practicable; (viii) support and take all actions reasonably necessary or requested by
the Consenting Creditors to obtain approval of each of the DIP Motions on a final basis by entry
of orders of the Bankruptcy Court (collectively, the "Final DIP Orders," and together with the
Interim DIP Orders, the "DIP Orders") as soon as reasonably practicable and in no event later
than the date that is seventy (70) days after date of the Interim DIP Order; (ix) not object to,
delay, impede, or take any other action or any inaction that is inconsistent with or is intended to
interfere with acceptance, implementation, consummation, or amendment (whether before or
after confirmation, provided that such amendment is consistent with this Agreement, including
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Section 9) of the Plan and Restructuring Transactions; and (x) not propose, file, support, or take
any other action in furtherance of any restructuring, workout, plan of arrangement, or plan of
reorganization for the Debtors other than the Plan, including, for the avoidance of doubt, making
or supporting any filings with the Bankruptcy Court or any regulatory agency, or making or
supporting any public statements with respect to any restructuring, workout, plan of
arrangement, or plan of reorganization for the Debtors other than the Plan; provided, however,
that notwithstanding the foregoing, the Debtors may file with the Bankruptcy Court all
documents necessary to obtain entry of the Disclosure Statement Order, the Confirmation Order,
the SSA Order, and the DIP Orders;
(b)
the Debtors will use commercially reasonable efforts to provide to counsel to the
Consenting Creditors, draft copies of all material motions, pleadings and other documents that
the Debtors intend to file with any court or regulatory body (including the Bankruptcy Court)
relating to the Plan and Restructuring Transactions at least two (2) Business Days before the date
on which the Debtors intend to file any such document; provided, however, that all Parties
acknowledge such two (2) Business Day period, as applicable, may not be reasonably practicable
in all cases, and that in such cases the Debtors shall provide as much advance notice as is
reasonably practicable; provided, further, that, notwithstanding anything herein to the contrary,
(i) the Definitive Restructuring Documents, including any motions or orders related thereto, (ii)
the "first day" motions and orders, including the DIP Orders, and (iii) the motion and order
related to the SSA, shall be consistent with this Agreement and the Term Sheet in all respects
and otherwise shall be in form and substance reasonably satisfactory to the Required Consenting
Verso First Lien Creditors and the Required Consenting NewPage Creditors;
(c)
act in good faith to respond promptly to the reasonable diligence requests of the
professional advisors to the Consenting Creditors during the Chapter 11 Cases;
(d)
timely file a formal objection to any motion filed with the Bankruptcy Court by a
third party seeking the entry of an order (i) directing the appointment of a trustee or examiner
(with expanded powers beyond those set forth in section 1106(a)(3) and (4) of the Bankruptcy
Code) in the Chapter 11 Cases, (ii) converting the Chapter 11 Cases to cases under chapter 7 of
the Bankruptcy Code, or (iii) dismissing the Chapter 11 Cases;
(e)
timely file a formal objection to any motion filed with the Bankruptcy Court by a
third party seeking the entry of an order modifying or terminating the Debtors' exclusive right to
file and/or solicit acceptances of a plan of reorganization;
(f)
not take any action that is (i) inconsistent with the satisfaction of the conditions
precedent set forth in this Agreement or (ii) inconsistent in any material respect with this
Agreement, the Term Sheet, the SSA Order or, after the Plan is filed, the Plan; in each case
which would reasonably be expected to have the effect of interfering with the approval and
consummation of the Restructuring Transactions set forth in this Agreement;
(g)
during the Restructuring Support Effective Period, pay or reimburse when due: (i)
for the Consenting Verso Creditors, the reasonable and documented professional fees and
expenses of (A) Milbank, Tweed, Hadley & McCloy LLP, as counsel to the Consenting Verso
Creditors and (B) Houlihan Lokey, as financial advisor to the Consenting Verso Creditors and
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(ii) for the Consenting NewPage Creditors, the reasonable and documented professional fees and
expenses of (A) Ropes & Gray LLP, as counsel to the Consenting NewPage Creditors and (B)
Ducera Partners, as financial advisor to the Consenting NewPage Creditors; and
(h)
maintain the Affiliate Transactions Oversight protocol outlined in Section 17(c) of
the Interim DIP Order for the Verso Debtors.
3.3

Commitments of the Debtors and the Consenting Creditors.

The Debtors and the Consenting Creditors represent and warrant to each of the other
Parties that there are no currently effective agreements (oral or written) or understandings, with
respect to any plan of reorganization or liquidation, proposal, offer, dissolution, winding up,
liquidation, reorganization, merger, consolidation, business combination, joint venture,
partnership, sale of assets or equity interests or restructuring (other than the Definitive
Restructuring Documents, and any other proposals, agreements, or understandings relating to the
Plan) involving the Debtors, or any of their assets, properties or businesses (an "Alternative
Proposal"). If the Debtors receive a written proposal or expression of interest regarding an
Alternative Proposal during the Restructuring Support Effective Period that is reasonably likely
to lead to a Superior Proposal, the Debtors shall promptly notify counsel to the other Parties of
any such proposal or expression of interest relating to an Alternative Proposal, with such notice
to include the material terms thereof, including (unless prohibited by a separate agreement) the
identity of the person or group of persons involved. The Debtors shall promptly furnish counsel
to the Parties with copies of any written offer or other information that they receive relating to an
Alternative Proposal and shall promptly inform counsel to the Parties of any material changes to
such Alternative Proposal. The Debtors shall not enter into any confidentiality agreement with a
party proposing an Alternative Proposal unless such party consents to identifying and providing
to counsel to the Parties (under a reasonably acceptable confidentiality agreement) the
information contemplated under this Section 3.3.
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Transfers of Supporting Claims/Interests.

Permitted Transfers.

During the period beginning on the Agreement Effective Date and ending on the
Agreement Termination Date (as defined in Section 8.5 hereof) applicable to the Party (such
period, the "Agreement Effective Period"), no Consenting Creditor (except in the case of any
investment advisor or manager of or with power and/or authority to bind any Owned Debtor
Claims/Interests, then solely for the period within which such power and/or authority was held;
provided, however, that such Owned Debtor Claims/Interests shall continue to be subject to this
Agreement) shall sell, use, pledge, assign, transfer, or otherwise dispose of (each, a "Transfer")
any ownership (including any beneficial ownership)1 in its respective Debtor Claims/Interests, or
interests in any Debtor (the "Supporting Claims/Interests"), unless the intended transferee
executes and delivers to counsel to the other Parties on the terms set forth below an executed
joinder agreement in the form attached hereto as Exhibit C (a "Joinder Agreement") before
such Transfer is effective (a transfer that satisfies such requirements, a "Permitted Transfer,"
and such transferee, a "Permitted Transferee").
Notwithstanding the foregoing, so long as a Transfer by a Consenting Creditor (i) is to another
Consenting Creditor that is not in breach of its obligations under this Agreement and remains a
Party to this Agreement, and (ii) would comply with this Section 4.1, then such Transfer shall be
a Permitted Transfer, and such transferee a Permitted Transferee, without the requirement of
executing and delivering a Joinder Agreement.
4.2

Other Permitted Transfers.

Notwithstanding anything to the contrary herein, (i) the foregoing provisions shall not
preclude a Consenting Creditor from settling or delivering securities or bank debt that would
otherwise be subject to the terms of this Agreement to settle any confirmed transaction pending
as of the date of such Party's entry into this Agreement (subject to compliance with applicable
securities laws and it being understood that such securities or bank debt so acquired and held
(i.e., not as a part of a short transaction) shall be subject to the terms of this Agreement; (ii) a
Qualified Marketmaker2 that acquires any of the Supporting Claims/Interests with the purpose
and intent of acting as a Qualified Marketmaker for such Supporting Claims/Interests, shall not
be required to execute and deliver a Joinder Agreement or otherwise agree to be bound by the
terms and conditions set forth in this Agreement if such Qualified Marketmaker Transfers such
Supporting Claims/Interests (by purchase, sale, assignment, participation, or otherwise) as soon
as reasonably practicable, and in no event later than the earlier of (A) one (1) Business Day prior
As used herein, the term "beneficial ownership" means the direct or indirect economic ownership of, and/or
the power, whether by contract or otherwise, to direct the exercise of voting rights and the disposition of, the
Supporting Claims/Interests or the right to acquire such Supporting Claims/Interests.
As used herein, the term "Qualified Marketmaker" means an entity that (a) holds itself out to the public or the
applicable private markets as standing ready in the ordinary course of business to purchase from customers and
sell to customers Supporting Claims/Interests (or enter with customers into long and short positions in
Supporting Claims/Interests), in its capacity as a dealer or market maker in Supporting Claims/Interests and (b)
is, in fact, regularly in the business of making a market in claims against issuers or borrowers (including debt
securities or other debt).
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to any voting deadline established by the Bankruptcy Court with respect to the Plan (solely if the
Qualified Marketmaker acquires such Supporting Claims/Interests prior to such voting deadline)
and (B) twenty (20) Business Days of its acquisition, to a Permitted Transferee and the Transfer
otherwise is a Permitted Transfer (including, for the avoidance of doubt, the requirement that
such transferee execute a Joinder Agreement in accordance with Section 4.1); (iii) to the extent
any Party is acting solely in its capacity as a Qualified Marketmaker, it may Transfer any
ownership interests in the Supporting Claims/Interests that it acquires from a holder of such
Supporting Claims/Interests that is not a Party to a transferee that is not a Party at the time of
such Transfer without the requirement that such transferee be or become a signatory to this
Agreement or execute a Joinder Agreement; and (iv) a Consenting Creditor may Transfer any
Supporting Claims/Interests pursuant to or in connection with any repurchase transaction, reverse
repurchase transaction, or any swap or other derivative transaction without satisfying the
requirements set forth in this Section 4 only if, in connection with such Transfer, the Consenting
Creditor (or a wholly-owned subsidiary controlled by it) retains the contractual right to exercise
any voting right or other direction that may be made on account of such Supporting
Claims/Interests, and such Consenting Creditor exercises (or causes its wholly-owned subsidiary
controlled by it to exercise) such rights so that the Transferred Supporting Claims/Interests are
voted in accordance with this Agreement and the transferee thereof does not otherwise take any
action inconsistent with such Consenting Creditor's obligations under this Agreement. For
purposes of subclause (iv), a Person shall be deemed to "control" another person if such person
possesses, directly or indirectly, the power to direct or cause the direction of the management
and policies of such other Person, whether through the ownership of voting securities, by
contract, or otherwise.
4.3

Acquisition of Additional Supporting Claims/Interests.

This Agreement shall in no way be construed to preclude any Consenting Creditor from
acquiring additional Supporting Claims/Interests; provided, however, that such acquired
Supporting Claims/Interests shall automatically and immediately upon acquisition by a
Consenting Creditor be deemed subject to the terms of this Agreement (regardless of when or
whether notice of such acquisition is given to the other Parties); provided further, however, that
any such acquisition shall not cause such Consenting Creditor to breach Section 4.1. For the
avoidance of doubt, any acquisition or ownership of NewPage Roll-Up DIP Term Loan Claims
shall be subject to this Section 4.3.
4.4

Cleansing.

This Section 4 shall not impose any obligation on any Debtor to issue any "cleansing
letter" or otherwise publicly disclose information for the purpose of enabling a Party to Transfer
any Supporting Claims/Interests. Notwithstanding anything to the contrary herein, to the extent
the Debtors and another Party have entered into a separate agreement with respect to the issuance
of a "cleansing letter" or other public disclosure of information in connection with any proposed
restructuring transactions the terms of such confidentiality agreement shall continue to apply and
remain in full force and effect according to its terms.
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Unpermitted Transfers.

Any Transfer made in violation of this Section 4 shall be void ab initio. Upon satisfaction
of the requirements set forth in Section 4.1, the applicable Permitted Transferee shall be and
shall be deemed to be a Party hereunder solely to the extent of such transferred Supporting
Claims/Interests and not, for the avoidance of doubt, with respect to any other Debtor
Claims/Interest held by such Permitted Transferee at the time of such Transfer unless already
subject to this Agreement. Any Party that effectuates a Permitted Transfer to a Permitted
Transferee shall have no liability under this Agreement arising from or related to the failure of
the Permitted Transferee to comply with the terms of this Agreement.
Section 5.
5.1

Representations and Warranties.

Representations and Warranties of the Consenting Creditors.

Each Consenting Creditor, severally, and not jointly, represents and warrants that, during
the Agreement Effective Period (except in the case of any investment advisor or manager of or
with power and/or authority to bind any Owned Debtor Claims/Interests, then solely for the
period within which such power and/or authority was held), except as otherwise provided below:
(a)
it is, as of the Agreement Effective Date or, if after the Agreement Effective Date,
the date upon which it delivers its executed signature page to this Agreement, the beneficial
owner (including pursuant to any swap or derivative transaction) of the face amount of the
Debtor Claims/Interests, or is the nominee, investment manager, or advisor for beneficial holders
of or discretionary accounts holding the Debtor Claims/Interests, and of no other Debtor
Claims/Interests, as applicable, as reflected in such Party's signature block to this Agreement
(such Debtor Claims/Interests, the "Owned Debtor Claims/Interests");
(b)
it has the full power and authority to act on behalf of, vote and consent to matters
concerning the Owned Debtor Claims/Interests or, with respect to any Owned Debtor
Claims/Interests beneficially held through any swap or derivative transaction, it has the right (i)
to demand the counterparty thereof retransfer such Owned Debtor Claims/Interests to the
applicable Party and/or (ii) to instruct (directly or indirectly) the counterparty thereof with
respect to the exercise of any voting right or other direction that may be made on account of such
Owned Debtor Claims/Interests;
(c)
such Owned Debtor Claims/Interests are not subject to any pledge, lien, security
interest, charge, claim, equity, option, proxy, voting restriction, right of first refusal, or other
limitation on disposition, transfer, or encumbrances of any kind, that could reasonably be
expected to adversely affect in any way such Party's ability to perform any of its obligations
under this Agreement at the time such obligations are required to be performed;
(d)
(i) it is either (A) a qualified institutional buyer as defined in Rule 144A of the
Securities Act of 1933, as amended (the "Securities Act"), (B) an institutional accredited
investor (as defined in Rule 501(a)(1), (2), (3), or (7) under the Securities Act), (C) a non-U.S.
person under Regulation S of the Securities Act, or (D) the foreign equivalent of (A) or (B)
above, and (ii) any securities of any Debtor acquired by the applicable Party in connection with
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the Plan and Restructuring Transactions, will have been acquired for investment and not with a
view to distribution or resale in violation of the Securities Act; and
(e)
as of the date hereof, it has no actual knowledge of any event that, due to any
fiduciary or similar duty to any other person or entity, would prevent it from taking any action
required of it under this Agreement.
5.2

Mutual Representations and Warranties of All Parties.
Each Party, severally, and not jointly, represents and warrants that:

(a)
it is validly existing and in good standing under the laws of the state of its
organization, and this Agreement is a legal, valid, and binding obligation of such Party,
enforceable against it in accordance with its terms, except as enforcement may be limited by
applicable laws relating to bankruptcy or limiting creditors' rights generally or by equitable
principles relating to enforceability;
(b)
except as expressly provided in this Agreement (including the exhibits hereto) or
the Bankruptcy Code (and subject to necessary Bankruptcy Court approval and/or regulatory
approvals associated with the Plan and Restructuring Transactions), no consent or approval is
required by any other person or entity for it to effectuate the Plan and Restructuring Transactions
contemplated by, and perform the respective obligations under, this Agreement;
(c)
except as expressly provided in this Agreement (including the exhibits hereto) or
the Bankruptcy Code (and subject to necessary Bankruptcy Court approval and/or regulatory
approvals associated with the Plan and Restructuring Transactions), it has all requisite corporate
or other power and authority to enter into, execute, and deliver this Agreement and to effectuate
the Plan and Restructuring Transactions contemplated by, and perform its respective obligations
under, this Agreement;
(d)
except as expressly provided in this Agreement (including the exhibits hereto) or
the Bankruptcy Code and with respect to the Debtors' performance of this Agreement (and
subject to necessary Bankruptcy Court approval and/or regulatory approvals associated with the
Plan and Restructuring Transactions), the execution, delivery, and performance by it of this
Agreement does not, and shall not, require any registration or filing with, consent or approval of,
or notice to, or other action to, with or by, any federal, state, or other governmental authority or
regulatory body; and
(e)
subject to necessary Bankruptcy Court approval and/or regulatory approvals
associated with the Plan and Restructuring Transactions the execution, delivery, and
performance of this Agreement does not and shall not: (i) violate any provision of law, rules, or
regulations applicable to it or any of its subsidiaries in any material respect to the best of its
actual knowledge; (ii) violate its certificate of incorporation, bylaws, or other organizational
documents or those of any of its subsidiaries; or (iii) conflict with, result in a breach of, or
constitute (with due notice or lapse of time or both) a default under any contractual obligation to
which it is a party, which conflict, breach, or default, would have a material and adverse effect
on the Plan and Restructuring Transactions to the best of its actual knowledge.
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Acknowledgement.

Notwithstanding any other provision herein, this Agreement is not and shall not be
deemed to be an offer with respect to any securities or solicitation of votes for the
acceptance of a plan of reorganization for purposes of sections 1125 and 1126 of the
Bankruptcy Code or otherwise. Any such offer or solicitation will be made only in
compliance with all applicable securities laws and provisions of the Bankruptcy Code. The
relevant Parties will not solicit acceptances of the Plan from the relevant Parties in any
manner inconsistent with the Bankruptcy Code or applicable non-bankruptcy law.
Section 7.

Termination of Support for Plan and Restructuring Transactions.

The Parties' commitments and obligations with respect to the Plan and Restructuring
Transactions, as set forth in Section 3 hereof, shall terminate automatically, and without further
action by any Party, upon the occurrence and continuation of any of the following events and
after delivery by the Debtors, the Required Consenting Verso First Lien Creditors or the
Required Consenting NewPage Creditors, to the other Parties of a written notice (a
"Restructuring Support Termination Notice") in accordance with Section 10.8 hereof, setting
forth the particular relevant facts and circumstances, upon the occurrence and during the
continuation of any of the following (each a "Restructuring Support Termination Event," and
the date upon which a Restructuring Support Termination Event occurs, the "Restructuring
Support Termination Date"):
(a)
the Bankruptcy Court shall not have entered the Interim DIP Orders, without any
modification that is not in form and substance reasonably satisfactory to the Required
Consenting Verso First Lien Creditors and the Required Consenting NewPage Creditors, on or
before the date which is five (5) days after the Petition Date, provided that nothing in this clause
shall be deemed or construed to amend or modify the consent rights of any of the lenders under
the DIP Credit Agreements as set forth in the Interim DIP Orders; and provided, further, that
entry of any such order shall be deemed to occur upon an oral indication by the Bankruptcy
Court that it is approving such order;
(b)
the Bankruptcy Court shall not have entered the Final DIP Orders that is not in
form and substance reasonably satisfactory to the Required Consenting Verso First Lien
Creditors and the Required Consenting NewPage Creditors, on or before the date which is forty
five (45) days after the Interim DIP Order, provided that nothing in this clause shall be deemed
or construed to amend or modify the consent rights of any of the lenders under the DIP Credit
Agreements as set forth in the Final DIP Orders; and provided, further, that entry of any such
order shall be deemed to occur upon an oral indication by the Bankruptcy Court that it is
approving such order;
(c)
the Bankruptcy Court shall not have entered the SSA Order on or before the date
which is twenty eight (28) days after the Petition Date, provided that entry of any such order
shall be deemed to occur upon an oral indication by the Bankruptcy Court that it is approving
such order;
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(d)
the Debtors shall not have filed the Disclosure Statement or Plan, in each case in a
form and substance reasonably satisfactory to the Required Consenting Verso First Lien
Creditors and the Required Consenting NewPage Creditors, on or before the date which is sixty
(60) days after the Petition Date;
(e)
the Bankruptcy Court shall not have entered the Disclosure Statement Order on or
before the date which is one hundred and five (105) days after the Petition Date (the "Disclosure
Statement Milestone"), provided that entry of such order shall be deemed to occur upon an oral
indication by the Bankruptcy Court that it is approving the Disclosure Statement;
(f)
the Bankruptcy Court shall not have entered the Confirmation Order on or before
the date which is one hundred and sixty (160) days after the Petition Date (the "Confirmation
Milestone"), provided that entry of any such order shall be deemed to occur upon an oral
indication by the Bankruptcy Court that it is approving confirmation of the Plan;
(g)
the Effective Date is not on or before thirty (30) days after the Bankruptcy Court
has entered the Confirmation Order; or
(h)
upon the entry of an order by the Bankruptcy Court, which order is not, within
fourteen (14) calendar days after entry (or, if on such fourteenth (14th) calendar day the
Bankruptcy Court is not open, the next succeeding day on which the Bankruptcy Court is open),
subject to a stay of its effectiveness pending appeal, (i) dismissing the Chapter 11 Cases, (ii)
converting the Chapter 11 Cases to a case under chapter 7 of the Bankruptcy Code, (iii)
appointing a trustee or examiner (with expanded powers beyond those set forth in section
1106(a)(3) and (4) of the Bankruptcy Code) in the Chapter 11 Cases or (iv) the effect of which
would demonstrably render the Plan incapable of consummation on the terms set forth herein.
A Restructuring Support Termination Notice may only be issued by the Debtors, the Required
Consenting Verso First Lien Creditors or the Required Consenting NewPage Creditors, and no
such Party may issue a Restructuring Support Termination Notice if such Party (or any fellow
Required Consenting Verso First Lien Creditor or Required Consenting NewPage Creditor, as
applicable) failed to perform or comply in all material respects with the terms and conditions of
this Agreement, and such failure to perform or comply caused, or resulted in, the occurrence of
the applicable Restructuring Support Termination Event.
Section 8.
8.1

Agreement Termination Events.

Consenting Creditor Termination Events.

This Agreement may be terminated as between the Consenting Creditors and the other
Parties upon five (5) Business Days' prior written notice to the other Parties, delivered in
accordance with Section 10.8 hereof, by either the Required Consenting Verso First Lien
Creditors or the Required Consenting NewPage Creditors, in the exercise of their discretion,
upon the occurrence and during the continuation of any of the following events:
(a)
(i) in the case of the Required Consenting Verso Creditors, the material breach by
any of the Consenting NewPage Creditors, (ii) in the case of the Required Consenting NewPage
Creditors, the material breach by any of the Consenting Verso Creditors and (iii) in the case of
14
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either the Required Consenting Verso First Lien Creditors or the Required Consenting NewPage
Creditors, the material breach by the Debtors, in each case of any of the representations,
warranties, or covenants of such breaching Party as set forth in this Agreement that would
prevent, and result in a material adverse effect on, the consummation of the Plan in accordance
with this Agreement; provided, however, that the Parties seeking to terminate this Agreement
shall include in such notice the details of any such breach, and if such breach is capable of being
cured, the Parties shall have ten (10) Business Days after receiving such notice to cure any such
breach;
(b)
if the Debtors seek to sell any mills without the prior written consent of the
Required Consenting Verso First Lien Creditors and the Required Consenting NewPage
Creditors, unless otherwise contemplated by the DIP Orders;
(c)
if any debtor-in-possession financing is materially modified or refinanced, in
whole or in part, on terms that are not reasonably satisfactory to the Required Consenting Verso
First Lien Creditors and the Required Consenting NewPage Creditors;
(d)
if the Debtors file any Definitive Restructuring Document, motion or proposed
order, or any amendments, modifications, or supplements thereto that included terms that are
materially inconsistent with this Agreement and the Term Sheet or are otherwise in a form and
substance that is not reasonably satisfactory to the Required Consenting Verso First Lien
Creditors or the Required Consenting NewPage Creditors and such filed document has not been
withdrawn within five (5) Business Days of the Debtors receiving written notice of the same
from the Required Consenting Verso First Lien Creditors or the Required Consenting NewPage
Creditors, as applicable;
(e)
if the Debtors fail to maintain the Affiliate Transactions Oversight protocol
outlined in Section 17(c) of the Interim DIP Order for the Verso Debtors;
(f)
if the NewPage Debtors do not, pursuant to the Interim DIP Order of the
NewPage Debtors, use the proceeds of the NewPage ABL DIP Loans, in each case within two
(2) Business Days after the closing date of the NewPage ABL DIP Loan, to (i) repurchase from
Verso Maine Power Holdings LLC, the stores and supplies inventory sold to Verso Maine Power
Holdings LLC by the NewPage Debtors on or about January 6, 2016 and (ii) reimburse Verso
Maine Power Holdings LLC for the NewPage Debtors' allocable share of amounts paid to CN
Railway on January 25, 2016;
(g)
if any Debtor brings a Loan Party Challenge Proceeding or any other party,
having been granted standing by the Bankruptcy Court, brings a Challenge Proceeding with
respect to the Liens or Claims of Consenting Creditors; or
(h)
the issuance by the Bankruptcy Court or any governmental authority, including
any regulatory authority or court of competent jurisdiction, of a final order (or other comparable
final and non-appealable injunction, judgment, decree, charge, ruling or order issued by a
regulatory authority) permanently enjoining or otherwise preventing the consummation of the
Plan in accordance with this Agreement; provided, however, that the Parties shall have thirty (30)
Business Days after issuance of such final order (or other comparable final and non-appealable
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injunction, judgment, decree, charge, ruling or order issued by a regulatory authority) to obtain
relief that would allow consummation of the Plan in accordance with this Agreement.
8.2

Debtors' Termination Events.

A Debtor may terminate this Agreement as to it upon five (5) Business Days' prior
written notice to the other Parties, delivered in accordance with Section 10.8 hereof, upon the
occurrence and during the continuation of any of the following events:
(a)
the material breach by any of the Consenting Creditors of any of the
representations, warranties, or covenants of such breaching Party as set forth in this Agreement
that would prevent and result in a material adverse effect on the consummation of the Plan in
accordance with this Agreement; provided, however, that the Debtors seeking to terminate this
Agreement shall include in such notice the details of any such breach, and if such breach is
capable of being cured, the Parties shall have ten (10) Business Days after receiving such notice
to cure any such breach;
(b)
the issuance by any governmental authority, including any regulatory authority or
court of competent jurisdiction, of a final order (or other comparable final and non-appealable
injunction, judgment, decree, charge, ruling or order issued by a regulatory authority)
permanently enjoining or otherwise preventing the consummation of the Restructuring in
accordance with this Agreement; provided, however, that the Parties shall have thirty (30)
Business Days after issuance of such final order (or other comparable final and non-appealable
injunction, judgment, decree, charge, ruling or order issued by a regulatory authority) that would
allow consummation of the Plan in accordance with this Agreement; or
(c)
the board of directors, board of managers, or such similar governing body of any
Debtor determines in good faith after consultation with its outside financial advisors and outside
legal counsel, and based on the advice of such counsel, that proceeding with the Plan and
Restructuring Transactions would be inconsistent with its applicablefiduciaryduties.
8.3

Mutual Termination.

This Agreement, and the obligations of all Parties hereunder, may be terminated during
the Restructuring Support Effective Period, by mutual written agreement among the Debtors and
each of the Required Consenting Verso Creditors and the Required Consenting NewPage
Creditors.
8.4

Termination Upon Consummation of the Plan.

This Agreement shall terminate automatically without any further required action or
notice with respect to all Parties on the Effective Date of the Plan.
8.5

Effect of Termination.

No Party may terminate this Agreement, and no Party may be counted among the
Required Consenting Verso First Lien Creditors or the Required Consenting NewPage Creditors,
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as applicable, for purposes of terminating this Agreement if such Party failed to perform or
comply in all material respects with the terms and conditions of this Agreement, and such failure
to perform or comply caused, or resulted in, the occurrence of one or more termination events
specified herein. The date on which termination of this Agreement as to a Party is effective in
accordance with Section 8 shall be referred to as an "Agreement Termination Date." Upon the
occurrence of an Agreement Termination Date as to a Party (but only as to such Party), except as
expressly provided in this Agreement, (i) this Agreement shall be of no further force and effect
with respect to such Party, (ii) each Party subject to such termination shall be released from its
commitments, undertakings, and agreements under this Agreement and shall have the rights that
it would have had, had it not entered into this Agreement, and shall be entitled to take all actions,
whether with respect to the Restructuring Transactions or otherwise, that it would have been
entitled to take had it not entered into this Agreement, and (iii) the remaining Parties to this
Agreement, if any, shall be released from any commitments, undertaking, and agreements owed
to such terminated Party under this Agreement; provided, however, that this Section 8.5, Section
10.4, Section 10.6, Section 10.8, Section 10.10, Section 10.12, Section 10.14 and Section 10.15
shall survive termination of this Agreement. Notwithstanding anything to the contrary in this
Agreement, the foregoing shall not be construed to prohibit any of the Parties from contesting
whether any such termination is in accordance with the terms of this Agreement. Except as
expressly provided in this Agreement, nothing herein is intended to, or does, in any manner
waive, limit, impair, or restrict any right of any Party, or the ability of any Party to protect and
preserve its rights, remedies, and interests, including its claims against any Debtor or any other
Party. Nothing in this Section 8.5 shall restrict any Debtor's right to terminate this Agreement in
accordance with Section 8.2(c).
In addition, and for the avoidance of doubt, the termination rights and effect of
termination provided for under this Section 8 apply only to this Agreement (without reference to
the exhibits). The applicable termination rights and effect of termination of other agreements
between or among any of the Parties, including those attached to this Agreement as exhibits, are
governed according to the respective terms and conditions of such agreements.
8.6

No Violation of Automatic Stay.

The automatic stay applicable under section 362 of the Bankruptcy Code shall not
prohibit a Party from taking any action necessary to effectuate the termination of this Agreement
pursuant to and in accordance with the terms hereof.
8.7

Individual Party Termination Right.

Notwithstanding anything herein to the contrary, any individual Party shall have the right
to terminate this Agreement, as to itself only, by providing three (3) Business Days prior written
notice to the other Parties hereto of such Party's intention ,to terminate this Agreement in the
event that (i) (a) the Term Sheet or any Definitive Restructuring Documents implementing the
Term Sheet or the Plan is, or is amended, modified or altered in a manner that is, inconsistent
with the economic terms of the Term Sheet or materially and adversely to such Party inconsistent
with the non-economic terms of the Term Sheet, (b) with respect to any shareholders agreement
that may be entered into, is not satisfactory to such Party, or (c) with respect to any material
provisions or material documents that are not addressed in the Term Sheet, if such provision or

17

PAGE 1060

363

Case 16-10163-KG

Doc 35-1

Filed 01/26/16

Page 19 of 103

document is materially adverse to such Party and is not reasonably satisfactory to such Party or
(ii) any deadline set forth in Section 7 hereof is extended, whether by one or in a series of
extensions, by more than ninety (90) days from the date set forth herein. In such event, such
termination shall be effective as to such Party only and shall not affect any of the rights or
obligations of any other Party to this Agreement; provided, however, if the exercise of
termination rights under this Section 8.7 causes the Consenting Verso First Lien Creditors'
aggregate holdings or the Consenting NewPage Creditors' aggregate holdings to decrease to less
than fifty percent (50%) of the Verso First Lien Debt Obligations or the NewPage Debt
Obligations, as applicable, then the Debtors may terminate this Agreement upon three (3)
Business Days prior written notice to the other Parties hereto of the Debtors' intention to
terminate this Agreement.
Section 9.

Amendments.

This Agreement may not be modified, amended, or supplemented in any manner, except
in writing signed by (i) the Required Consenting Verso First Lien Creditors; (ii) the Required
Consenting NewPage Creditors; and (iii) each of the Debtors; provided, however, that if the
proposed modification, amendment, or supplement has a material, disproportionate, and adverse
effect on any Party (in any capacity), then the consent of each such disproportionately affected
Party shall also be required to effectuate such modification, amendment, or supplement; and
provided, further, that no modification, amendment, or supplement shall impose any material
financial obligation inconsistent with the Term Sheet on any Party without such Party's consent.
Any proposed modification, amendment, or supplement that is not approved in
accordance with this Section 9 shall be ineffective and void ab initio. For the avoidance of doubt,
the limitations and requirements for amendment, modification or supplementation provided for
in this Section 9 apply only to this Agreement (without reference to the exhibits).
Notwithstanding anything to the contrary in this Agreement, the applicable limitations and
requirements to modify, amend, supplement, or waive any provision of other agreements
between or among any of the Parties, including those attached to this Agreement as exhibits, are
governed according to the respective terms and conditions of such agreements and must also
comply with Section 2.1 hereof.
Section 10.
10.1

Miscellaneous.

Further Assurances.

Subject to the other terms of this Agreement, the Parties agree to execute and deliver such
other instruments and perform such acts, in addition to the matters herein specified, as may be
reasonably appropriate or necessary, or as may be required by order of the Bankruptcy Court,
from time to time, to effectuate the Plan and the Restructuring Transactions.
10.2

Complete Agreement.

This Agreement, including any exhibits, annexes, and/or schedules hereto and the
exhibits, annexes, and/or schedules thereto, constitutes the entire agreement among the Parties
with respect to the subject matter hereof and supersedes and nullifies all prior agreements, oral or
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written, among the Parties with respect thereto, including any agreements related to Alternative
Proposals.
10.3

Headings.

The headings of all sections of this Agreement are inserted solely for the convenience of
reference and are not a part of and are not intended to govern, limit, or aid in the construction or
interpretation of any term or provision hereof.
10.4

Governing Law; Jurisdiction; Waiver of Jury Trial.

(a)
This Agreement shall be construed and enforced in accordance with, and the
rights of the Parties shall be governed by, the laws of the State of Delaware, without giving
effect to the conflict of laws principles thereof. Each Party hereto agrees that it shall bring any
action or proceeding in respect of any claim arising out of or related to this Agreement in the
United States Bankruptcy Court for the District of Delaware (the "Chosen Court"), and solely in
connection with claims arising under this Agreement: (i) irrevocably submits to the exclusive
jurisdiction and the authority of the Chosen Court; (ii) waives any objection to laying venue in
any such action or proceeding in the Chosen Court; and (iii) waives any objection that the
Chosen Court is an inconvenient forum, does not have jurisdiction over any Party hereto, or
lacks the constitutional authority to enter final orders (or other comparable final and nonappealable injunction, judgment, decree, charge, ruling or order issued by a regulatory authority)
in connection with such action or proceeding.
(b)
Each Party hereby waives, to the fullest extent permitted by applicable law, any
right it may have to a trial by jury in any legal proceeding arising out of, or relating to, this
Agreement or the transactions contemplated hereby (whether based on contract, tort, or any other
theory). Each Party (i) certifies that no representative, agent, or attorney of any other Party has
represented, expressly or otherwise, that such other Party would not, in the event of litigation,
seek to enforce the foregoing waiver and (ii) acknowledges that it and the other Parties have been
induced to enter into this Agreement by, among other things, the mutual waivers and
certifications in this Section 10.4.
10.5

Execution of Agreement.

This Agreement may be executed and delivered in any number of counterparts and by
way of electronic signature and delivery, each such counterpart, when executed and delivered,
shall be deemed an original, and all of which together shall constitute the same agreement.
Except as expressly provided in this Agreement, each individual executing this Agreement on
behalf of a Party has been duly authorized and empowered to execute and deliver this Agreement
on behalf of such Party.
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Interpretation and Rules of Construction.

This Agreement is the product of negotiations among the Parties and in the enforcement
or interpretation hereof, is to be interpreted in a neutral manner, and any presumption with regard
to interpretation for or against any Party by reason of that Party having drafted or caused to be
drafted this Agreement, or any portion hereof, shall not be effective in regard to the
interpretation hereof. The Parties were each represented by counsel during the negotiations and
drafting of this Agreement and continue to be represented by counsel. In addition, this
Agreement shall be interpreted in accordance with section 102 of the Bankruptcy Code.
10.7

Successors and Assigns.

This Agreement is intended to bind and inure to the benefit of the Parties and their
respective successors and permitted assigns, as applicable. There are no third party beneficiaries
under this Agreement, and the rights or obligations of any Party under this Agreement may not
be assigned, delegated, or transferred to any other person or entity except as otherwise expressly
permitted herein.
10.8

Notices.

All notices hereunder shall be deemed given if in writing and delivered, if sent by
electronic mail, courier, or registered or certified mail (return receipt requested) to the following
addresses (or at such other addresses as shall be specified by like notice):
(a)

if to the Debtors, to:

Verso Corporation
6775 Lenox Center Court, Suite 400
Memphis, Tennessee 38115-4436
Attention: Peter Kesser
(901)369-4100
With a copy to (which shall not constitute notice):
O'Melveny & Myers LLP
Times Square Tower
7 Times Square
New York, New York 10036
Attention: George Davis and Andrew Parlen
gdavis@omm.com and aparlen@omm.com
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if to the Consenting Verso First Lien Noteholders, to:

Milbank, Tweed, Hadley & McCloy LLP
28 Liberty Street
New York, New York 10005
Attention: Dennis F. Dunne, Samuel A. Khalil, and Gregory Bray
ddunne@milbank.com, skhalil@milbank.com, and gbray@milbank.com
(c)

if to the Consenting NewPage Creditors:

Ropes & Gray LLP
1211 Avenue of the Americas
New York, New York 10036-8704
Attention: Keith H. Wofford and Stephen Moeller-Sally
keith.wofford@ropesgray.com and ssally@ropesgray.com
or such other address as may have been furnished by a Party to each of the other Parties by
notice given in accordance with the requirements set forth above. Any notice given by delivery,
mail, or courier shall be effective when received.
10.9

Independent Due Diligence and Decision Making.

Each Party hereby confirms that its decision to execute this Agreement has been based
upon its independent investigation of the operations, businesses, financial and other conditions,
and prospects of the Debtors with the advice of its own counsel and advisors.
10.10 Waiver.
If the Plan is not consummated, or if this Agreement is terminated for any reason, the
Parties fully reserve any and all of their rights, except as otherwise expressly set forth in this
Agreement. Pursuant to Federal Rule of Evidence 408 and any other applicable rules of
evidence, this Agreement and all negotiations relating hereto, including with respect to the Plan
and Restructuring Transactions shall not be admissible into evidence in any proceeding other
than a proceeding to enforce its terms or to pursue the consummation of the Plan and
Restructuring Transactions.
10.11 Specific Performance.
It is understood and agreed by the Parties that money damages would be an insufficient
remedy for any breach of this Agreement by any Party, that such breach would represent
irreparable harm, and that each non-breaching Party shall be entitled to specific performance and
injunctive relief (without the posting of any bond and without proof of actual damages), but no
other form of equitable relief, including consequential, special or punitive damages, as the sole
and exclusive remedy of any such breach, including an order of the Bankruptcy Court or other
court of competent jurisdiction requiring any Party to comply promptly with any of its
obligations hereunder. For the avoidance of doubt, the remedies provided for in this Section
10.11 apply only to this Agreement (without reference to the exhibits). The applicable remedies
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for breaches of other agreements between or among any of the Parties, including those attached
to this Agreement as Exhibits, are governed according to the terms of such agreements.
10.12 Several, Not Joint. Claims.
The agreements, representations, warranties, and obligations of the Parties under this
Agreement are, in all respects, several and not joint.
10.13 No Third-Party Beneficiaries.
This Agreement is intended for the benefit of the Parties hereto and no other person shall
have any rights hereunder.
10.14 No Waiver of Participation and Preservation of Rights.
Except as expressly provided in this Agreement, nothing herein is intended to, does or
shall be deemed in any manner to waive, limit, impair, or restrict the ability of each of the Parties
to protect and preserve its rights, remedies, and interests, including its Debtor Claims/Interests
and its full participation in the Chapter 11 Cases so long as, in each case, such actions are not
inconsistent with the Party's obligations under this Agreement, the Plan, the other Definitive
Restructuring Documents. Furthermore, nothing in this Agreement shall be construed to prohibit
any Party from appearing as a party in interest in any matter to be adjudicated in the Chapter 11
Cases, so long as such appearance and the positions advocated in connection therewith are
consistent with this Agreement and are not for the purpose of, and could not reasonably be
expected to have the effect of, hindering, delaying, or preventing the timely consummation of the
Plan.
10.15 Relationship Among Parties.
Each of the Consenting Creditors acknowledge and agree that, notwithstanding any prior
history, pattern, or practice of sharing confidences among or between the Consenting Creditors,
no Consenting Creditor shall have any responsibility for any trading, investment, or voting
decision with respect to any security by any other entity by virtue of this Agreement. The
Consenting Creditors hereby represent and warrant they have no agreement, arrangement, or
understanding with respect to acting together for the purpose of acquiring, holding, voting, or
disposing of any equity securities of the Debtors and do not constitute a "group" within the
meaning of Rule 13d-5 under the Securities Exchange Act of 1934, as amended. No action taken
by any Consenting Creditor pursuant to this Agreement shall be deemed to constitute or to create
a presumption by any of the Parties that the Consenting Creditors are in any way acting in
concert or as such a "group."
10.16 Severability and Construction.
If any provision of this Agreement shall be held by a court of competent jurisdiction to be
illegal, invalid, or unenforceable, the remaining provisions shall remain in full force and effect if
essential terms and conditions of this Agreement for each Party remain valid, binding, and
enforceable.
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IN WITNESS WHEREOF, the Parties have caused this Agreement to be executed and
delivered by their respective duly authorized officers, solely in their respective capacity as
officers of the undersigned and not in any other capacity, as of the date first set forth above.
[Signature Pages Follow]
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Debtors Signature Page
VERSO CORPORATION
VERSO PAPER FINANCE HOLDINGS ONE LLC
VERSO PAPER FINANCE HOLDINGS LLC
VERSO PAPER HOLDINGS LLC
VERSO PAPER INC.
NEWPAGE HOLDINGS INC.
NEW PAGE INVESTMENT COMPANY LLC
NEWPAGE CORPORATION
BUCKSPORT LEASING LLC
CHILLICOTHE PAPER INC.
ESCANABA PAPER COMPANY
LUKE PAPER COMPANY
NEWPAGE CONSOLIDATED PAPERS INC.
NEWPAGE ENERGY SERVICES LLC
NEWPAGE WISCONSIN SYSTEM INC.
NEXTIER SOLUTIONS CORPORATION
RUMFORD PAPER COMPANY
UPLAND RESOURCES, INC.
VERSO ANDROSCOGGIN LLC
VERSO FIBER FARM LLC
VERSO PAPER FINANCE HOLDINGS INC.
VERSO PAPER LLC
VERSO MAINE ENERGY LLC
VERSO QUINNESEC LLC
VERSO QUINNESEC REP HOLDING INC.
VERSO SARTELL LLC
WICKLIFFE PAPER COMPANY LLC

By:.
Name: David J.\ Paterson
Title: President and Chief Executive Officer
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FINAL VERSION

THIS TERM SHEET IS NOT AN OFFER WITH RESPECT TO ANY SECURITIES OR A
SOLICITATION OF ACCEPTANCES OF A CHAPTER 11 PLAN WITHIN THE MEANING OF
SECTION 1125 OF THE BANKRUPTCY CODE. ANY SUCH OFFER OR SOLICITATION
WILL COMPLY WITH ALL APPLICABLE SECURITIES LAWS AND/OR PROVISIONS OF
THE BANKRUPTCY CODE. NOTHING CONTAINED IN THIS TERM SHEET SHALL BE AN
ADMISSION OF FACT OR LIABILITY OR, UNTIL THE OCCURRENCE OF THE
AGREEMENT EFFECTIVE DATE ON THE TERMS DESCRIBED HEREIN AND IN THE
RESTRUCTURING SUPPORT AGREEMENT, DEEMED BINDING ON ANY OF THE
PARTIES HERETO.
VERSO CORPORATION ET AL.
CHAPTER 11 PLAN TERM SHEET
This Term Sheet,' which is Exhibit A to the Restructuring Support Agreement, describes the proposed
terms of the Restructuring. The Debtors will implement the Restructuring through a plan of
reorganization under chapter 11 of the Bankruptcy Code, which shall be consistent with the terms of this
Term Sheet and the Restructuring Support Agreement (as it may be amended or supplemented from time
to time in accordance with the terms of the Restructuring Support Agreement, the "Plan"). This Term
Sheet incorporates the rules of construction set forth in section 102 of the Bankruptcy Code.
This Term Sheet does not include a description of all of the terms, conditions, and other provisions that
are to be contained in the Definitive Restructuring Documents, which remain subject to discussion and
negotiation in accordance with the Restructuring Support Agreement. The Definitive Restructuring
Documents will contain terms and conditions that are dependent on each other, including those described
in this Term Sheet.
OVFJIVIEW OF THE RESTRUCTURING
In general, the Restructuring contemplates the following:
(a) the reorganization of the Debtors under chapter 11 of the Bankruptcy Code as a going concern that
will permit the Debtors to complete the integration of Verso and NewPage;
(b) the unification of the Debtors' capital structures and the elimination of the SSA; and
(c) the deleveraging of approximately $2.4 billion of debt through the equitization of such
indebtedness.
DEBT TO BE RESTRUCTURED
Verso Debt

Verso Cash Flow Revolver
Verso 2012 First Lien Notes
Verso 2015 First Lien Notes
Verso 1.5 Lien Notes
Verso Second Lien Notes
Verso Old Second Lien Notes
Verso Senior Unsecured Notes

1

Capitalized terms used but not otherwise defined in this Term Sheet have the meanings ascribed to such terms in
Exhibit B to the Restructuring Support Agreement.
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•

Verso Subordinated Unsecured Notes

NewPage Debt

•

NewPage Term Loan

Plan Equity Consideration

The Plan Equity Consideration consists of 100% of the Reorganized
Verso2 Common Equity distributed as of the Effective Date before giving
effect to any dilution caused by the Plan Warrants and the New Equity
Incentive Plan.

Plan Warrants

Warrants for 5% of Reorganized Verso Common Equity on a fully diluted
basis (subject to dilution for the New Equity Incentive Plan), with a strike
price of $1.04 billion equity value. The Warrants shall have a seven (7)
year term, have customary protection in the event of a change of control
after the Effective Date but prior to such full seven-year term and be
subject to customary adjustment based on any future dividends and
distributions.

Verso Plan Consideration

The Verso Plan Consideration consists of (i) 53% of the Plan Equity
Consideration and (ii) 100% of the Plan Warrants.

NewPage Plan
Consideration

The NewPage Plan Consideration consists of 47% of the Plan Equity
Consideration.

PLAN CONSIDERATION

TREATMENT OF CLAIMS AND FOUITY INTERESTS UNDER THE PLAN
( lass
No.

ItniMif C I.11111

IriMlmenl

'. .
\ otuii!

N/A

Unclassified Non-Voting Claims Against the Debtors
Verso ABL DIP
On the Effective Date, the Verso ABL DIP Loan shall be N/A
Loan Claims
refinanced by the Exit ABL Loan.

N/A

NewPage ABL
DIP Loan Claims

On the Effective Date, the NewPage ABL DIP Loan shall
be refinanced by the Exit ABL Loan.

N/A

N/A

NewPage Term
DIP Loan Claims

On the Effective Date, the NewPage New Money DIP
Term Loan Claims shall be paid in full in cash or shall
receive such other treatment as the lenders under such
facility agree.

N/A

On the Effective Date, the NewPage Roll-Up DIP Term
Loan Claims shall be treated in Class N3.
N/A

Administrative
Claims

On the Effective Date, each holder of an allowed N/A
Administrative Claim shall receive, in full satisfaction of
its claim, payment in full in cash.

N/A

Priority Tax
Claims

On the Effective Date, each holder of an allowed Priority

N/A

2

Reorganized Verso shall mean Reorganized Verso Corp. or such other entity (which may be a new entity) that will
hold, directly or indirectly, substantially all of the assets of Verso and NewPage.
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TREATMENT OF CLAIMS AND EQUITY INTERESTS UNDER THE PLAN
Class
No.

l\ni > ol ( liiim

IrviitmiMit

.' ,
\ollll!»

Tax Claim shall receive, in full satisfaction of its claim,
payments in cash in a manner consistent with section
1129(a)(9)(C) of the Bankruptcy Code.
Classified Claims and Equity Interests of the Verso Debtors3
Class
VI

Verso Other
Secured Claims

On the Effective Date, each holder of an allowed Verso Unimpaired;
Other Secured Claim shall receive, in full satisfaction of deemed to
its claim, at the option of the Debtors: (a) payment in full accept.
in cash; (b) delivery of the collateral securing any such
claim and payment of any interest required under section
506(b) of the Bankruptcy Code; (c) reinstatement of such
claim; or (d) other treatment rendering such claim
unimpaired.

Class
V2

Verso Other
Priority Claims

On the Effective Date, each holder of an allowed Verso
Other Priority Claim shall receive, in full satisfaction of
its claim, at the option of the Debtors: (a) payment in full
in cash or (b) other treatment rendering such claim
unimpaired.

Class
V3

Verso First Lien
Claims

On the Effective Date, each holder of an allowed Verso Impaired;
First Lien Claim shall receive, in full satisfaction of its entitled to
claim, (i) its pro rata share of 50% of the Plan Equity vote.
Consideration and (ii) 100% of the Plan Warrants. 4

Class
V4

Verso Senior Debt
Claims

On the Effective Date, each holder of an allowed Verso
Senior Debt Claim shall receive, in full satisfaction of its
claim, its pro rata share of 2.85% of the Plan Equity
Consideration.

Impaired;
entitled to
vote.

Class
V5

Verso
Subordinated
Debt Claims

On the Effective Date, each holder of an allowed Verso
Subordinated Debt Claim shall receive, in full satisfaction
of its claim, its pro rata share of 0.15% of the Plan Equity
Consideration.

Impaired;
entitled to
vote.

Class
V6

Verso General
Unsecured Claims

To be determined for all Verso Debtors on terms
satisfactory to the Debtors, the Required Consenting
Verso Creditors, and the Required NewPage Consenting
Creditors.

TBD.

Unimpaired;
deemed to
accept.

3

The Plan may include sub-classes for the Verso Debtors in order to implement the treatment identified herein.
The Debtors reserve the right, subject to agreement by the Required Consenting Verso Creditors and the Required
Consenting NewPage Creditors, to offer holders of claims in Class V3, Class N3 and Class N4 debt to be issued as
an exchange note at a discount to the value of the corresponding Plan Equity Consideration in exchange for Verso
Plan Consideration and NewPage Plan Consideration, respectively.
4
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TREATMENT OF CLAIMS AND EQUITY INTERESTS UNDER THE PLAN
l\iH'of( laim

"1 rcatnient

." .
\ oliiia
Unimpaired;
deemed to
accept
or
Impaired;
entitled to
vote.

Class
V7

Verso
Intercompany
Claims

On the Effective Date, Verso Intercompany Claims shall
be, at the option of the Debtors: (a) reinstated in full or in
part or (b) cancelled, extinguished, and discharged.

Class
V8

Equity Interests in
Verso Subsidiaries

On the Effective Date, equity interests in the Verso Unimpaired,
Subsidiaries shall be, at the option of the Debtors: deemed to
(a) reinstated and otherwise unaffected by the Plan, (b) accept.
transferred to Reorganized Verso or (c) cancelled,
extinguished, and discharged.

Class
V9

Equity Interests in
Verso Corp

Holders of equity interests in Verso Corp will not receive
or retain any recovery, and the equity interests in Verso
Corp, on the Effective Date, shall be cancelled,
extinguished and discharged.

Impaired;
deemed to
reject.

Classified Claims and Equity Interests 6f the NewPage Debtors5
Class
Nl

NewPage Other
Secured Claims

On the Effective Date, each holder of an allowed Unimpaired;
NewPage Other Secured Claim shall receive, in full deemed to
satisfaction of its claim, at the option of the Debtors: accept.
(a) payment in full in cash; (b) delivery of the collateral
securing any such claim and payment of any interest
required under section 506(b) of the Bankruptcy Code;
(c) reinstatement of such claim; or (d) other treatment
rendering such claim unimpaired.

Class
N2

NewPage Other
Priority Claims

On the Effective Date, each holder of an allowed
NewPage Other Priority Claim shall receive, in full
satisfaction of its claim, at the option of the Debtors: (a)
payment in full in cash or (b) other treatment rendering
such claim unimpaired.

Unimpaired;
deemed to
accept.

Class
N3

NewPage Roll-Up
DIP Term Loan
Claims

On the Effective Date, each holder of an allowed
NewPage Roll-Up DIP Term Loan Claim shall receive, in
full satisfaction of its claim, such portion of the NewPage
Plan Consideration having a value equal to the allowed
amount of such holder's claim as of the Confirmation
Date. For the avoidance of doubt, the NewPage Roll-Up
DIP Term Loan Claims (i) may be compromised under a
plan of reorganization only by a class vote, (ii) shall
receive a senior distribution from any plan consideration
available to the Prepetition Term Lenders, and (iii) may

Impaired;
entitled to
vote.

5

The Plan may include sub-classes for the NewPage Debtors in order to implement the treatment identified herein.
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TREATMENT OF CLAIMS AND EOUITY INTERESTS UNDER THE PLAN
Class
No.

1

I t p c o f ( laim

,rt s,tnK ,,t

'

'

Imp.iii-nicnl '
\ollne

not be crammed down under a plan of reorganization
pursuant to Section 1129(b)(2)(A) of the Bankruptcy
Code.
Class
N4

NewPage First
Lien Claims

On the Effective Date, each holder of an allowed
NewPage First Lien Claim shall shall receive, in full
satisfaction of its claim its pro rata share of the NewPage
Plan Consideration remaining after distribution to holders
of Claims in Class N3. 6

Impaired;
entitled to
vote.

Class
N5

NewPage General
Unsecured Claims

To be determined for all NewPage Debtors on terms
satisfactory to the Debtors, the Required Consenting
Verso Creditors, and the Required NewPage Consenting
Creditors.

TBD.

Class
N6

NewPage
Intercompany
Claims

On the Effective Date, NewPage Intercompany Claims
shall be, at the option of the Debtors: (a) reinstated in full
or in part or (b) cancelled, extinguished, and discharged.

Unimpaired;
deemed to
accept
or
Impaired;
entitled to
vote.

Class
N7

Equity Interests in
NewPage
Subsidiaries

On the Effective Date, equity interests in the NewPage
Subsidiaries shall be, at the option of the Debtors:
(a) reinstated and otherwise unaffected by the Plan, (b)
transferred to Reorganized Verso or (c) cancelled,
extinguished, and discharged.

Unimpaired,
deemed to
accept.

GENERAL PROVISIONS REGARDING THE PLAN
SSA

Upon the Effective Date, the SSA shall be terminated.

Executory Contracts and
Unexpired Leases

Except as otherwise provided in this Term Sheet, the Plan shall provide for
the Debtors to assume or reject, as the case may be, executory contracts
and unexpired leases identified in the Plan Supplement to the extent that
any such executory contracts and unexpired leases have not been
otherwise assumed or rejected.

6

The Debtors reserve the right, subject to agreement by the Required Consenting Verso Creditors and the Required
Consenting NewPage Creditors, to offer holders of claims in Class V3, Class N3 and Class N4 debt to be issued as
an exchange note at a discount to the value of the corresponding Plan Equity Consideration in exchange for Verso
Plan Consideration and NewPage Plan Consideration, respectively.
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Compensation and Benefit
Plans

On the Effective Date, the Debtors shall assume the employment,
confidentiality, and non-competition agreements, bonus, gainshare and
incentive programs (other than awards of stock options, restricted stock,
restricted stock units, and other equity awards), vacation, holiday pay,
severance, retirement, supplemental retirement, executive retirement,
pension, deferred compensation, medical, dental, vision, life and disability
insurance, flexible spending account, and other health and welfare benefit
plans, programs, and arrangements, and all other wage, compensation,
employee expense reimbursement, and other benefit obligations of the
Debtors.

New Equity Incentive Plan

Up to ten (10)% of the Reorganized Verso Common Equity outstanding
immediately after the Effective Date shall be reserved to implement a new
equity incentive plan with all decisions on issuance and allocation to be
made by the Board of Directors of Reorganized Verso.

Releases, Indemnification,
and Exculpation

To the fullest extent permitted by applicable law, the Plan shall provide for
comprehensive exculpation, indemnification, and mutual releases from
and for the benefit of the Debtors, the Consenting Creditors and their
investment managers or similar entities, other creditors, and all of their
respective direct and indirect sponsors, shareholders, affiliates, current and
former officers and directors, advisory board members, principals,
managers, managing members, partners, and employees, in each case
serving in such capacity as of the Petition Date and the attorneys,
professionals, representatives and advisors of each of the foregoing;
provided, however, that sponsors and shareholders shall only receive
releases under the Plan to the extent they do not object to the Plan in any
manner.

Indemnification of
Prepetition Directors,
Officers, Managers, et al.

The Plan shall provide that, consistent with applicable law all
indemnification provisions currently in place (whether in the by-laws,
certificates of incorporation or formation, limited liability company
agreements, other organizational documents, board resolutions,
indemnification agreements, employment contracts, or otherwise) for the
current and former direct and indirect sponsors, directors, officers,
managers, employees, attorneys, accountants, investment bankers, and
other professionals of the Debtors, as applicable, shall be reinstated and
remain intact and irrevocable and shall survive the effectiveness of the
Restructuring.

Charter, Bylaws, and
Corporate Governance

Corporate governance for the Reorganized Debtors, including charters,
bylaws, operating agreements, or other organization documents and the
composition of the Reorganized Verso Board shall be as provided in the
Plan and Plan Supplement, in each case, in form and substance as agreed
by the Debtors, the Required Consenting Verso First Lien Creditors and
the Required Consenting NewPage Creditors.
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Exemption from SEC
Registration

The issuance of all securities under the Plan will be exempt from SEC
registration under applicable law.

Tax Considerations

The Debtors and the Consenting Creditors will cooperate to structure the
Plan and the reorganized company in the most tax efficient manner for the
Debtors, Reorganized Verso and the Consenting Creditors.

Conditions Precedent to
Restructuring

The following shall be conditions to consummation of the Restructuring:
(a) the Debtors shall have obtained all authorizations, consents,
regulatory approvals, rulings, or documents that are necessary to
implement and effectuate the Plan, including the Exit ABL Loan;
(b) the final version of the Plan Supplement and all of the schedules,
documents, and exhibits contained therein shall have been filed in
a manner consistent in all material respects with the Restructuring
Support Agreement, this Term Sheet, and the Plan;
(c) the Restructuring Support Agreement shall remain in full force and
effect;
(d) all professional fees and expenses approved by the Bankruptcy
Court shall have been paid in full or amounts sufficient to pay
such fees and expenses after the Effective Date have been placed
in a professional fee escrow pending approval by the Bankruptcy
Court; and
(e) the Bankruptcy Court shall have entered the Confirmation Order,
which shall authorize, among other things, all actions as may be
necessary or appropriate to effect any transaction described in,
approved by, contemplated by, or necessary to effectuate the Plan.
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EXHIBIT B
DEFINITIONS
Term
Administrative Claim

Definition
A claim incurred by the Debtors on or after the Petition Date and
before the Effective Date for a cost or expense of administration
of the Chapter 11 Cases described in sections 503(b) or
1129(a)(4) of the Bankruptcy Code and entitled to priority under
sections 507(a)(2) or 507(b) of the Bankruptcy Code.

Agreement Effective Date

As defined in the Restructuring Support Agreement.

Agreement Effective Period

As defined in the Restructuring Support Agreement.

Agreement Termination Date

As defined in the Restructuring Support Agreement.

Alternative Proposal

As defined in the Restructuring Support Agreement.

Bankruptcy Code

Title 11 of the United States Code, 11 U.S.C. §§ 101-1532, as
amended from time to time.

Bankruptcy Court

As defined in the Restructuring Support Agreement.

Beneficial Ownership

As defined in the Restructuring Support Agreement.

Business Days

Any day, other than a Saturday, Sunday, or any other day that is
a legal holiday or a day on which banking institutions in New
York, New York are authorized by law or other governmental
action to close.

Challenge Proceeding

As defined in the Interim DIP Order for the NewPage Debtors.

Chapter 11 Cases

When used with reference to a particular Debtor, the case
pending for that Debtor under chapter 11 of the Bankruptcy Code
in the Bankruptcy Court, and when used with reference to all the
Debtors, the procedurally consolidated and jointly administered
chapter 11 cases pending for the Debtors in the Bankruptcy
Court.

Chosen Court

As defined in the Restructuring Support Agreement.

Claim

As defined in section 101(5) of the Bankruptcy Code against a
Debtor.

Co-Issuer

As defined in the Restructuring Support Agreement.

Confirmation Date

The date upon which the Bankruptcy Court enters the
Confirmation Order.

Confirmation Milestone

As defined in the Restructuring Support Agreement.

Confirmation Order

The order entered by the Bankruptcy Court confirming the Plan.

Consenting Creditors

As defined in the Restructuring Support Agreement.
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Term
Consenting NewPage Creditors

Definition
As defined in the Restructuring Support Agreement.

Consenting Verso 1.5 Lien
Noteholders

As defined in the Restructuring Support Agreement.

Consenting Verso Creditors

As defined in the Restructuring Support Agreement.

Consenting Verso Old Second Lien
Noteholders

As defined in the Restructuring Support Agreement.

Consenting Verso First Lien
Creditors

As defined in the Restructuring Support Agreement.

Consenting Verso First Lien
Noteholders

As defined in the Restructuring Support Agreement.

Consenting Verso Second Lien
Noteholders

As defined in the Restructuring Support Agreement.

Consenting Verso Unsecured
Noteholders

As defined in the Restructuring Support Agreement.

Debtor Claims/Interests

As defined in the Restructuring Support Agreement.

Debtors

Verso Corporation; Verso Paper Finance Holdings One LLC;
Verso Paper Finance Holdings LLC; Verso Paper Holdings LLC;
Verso Paper Finance Holdings Inc.; Verso Paper Inc.; Verso
Paper LLC; nexTier Solutions Corporation; Verso Androscoggin
LLC; Verso Quinnesec REP Holding Inc.; Verso Maine Energy
LLC; Verso Quinnesec LLC; Bucksport Leasing LLC; Verso
Sartell LLC; Verso Fiber Farm LLC; NewPage Holdings Inc.;
NewPage Investment Company LLC; NewPage Corporation;
NewPage Consolidated Papers Inc.; Escanaba Paper Company;
Luke Paper Company; Rumford Paper Company; Wickliffe
Paper Company LLC; Upland Resources, Inc.; NewPage Energy
Services LLC; Chillicothe Paper Inc.; and NewPage Wisconsin
System Inc.

Definitive Restructuring
Documents

The Plan, Disclosure Statement, Plan Supplement, and any
ancillary documents related thereto.

DIP Credit Agreements

Those certain credit agreements described in the DIP Motions.

DIP Motions

As defined in the Restructuring Support Agreement.

DIP Orders

As defined in the Restructuring Support Agreement.

Disclosure Statement

The disclosure statement for the Plan, including all exhibits and
schedules thereto and references therein that relate to the Plan
that is prepared and distributed in accordance with this Term
Sheet, the Bankruptcy Code, the Federal Rules of Bankruptcy
Procedure, and any other applicable law.
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Term
Disclosure Statement Milestone

Definition
As defined in the Restructuring Support Agreement.

Disclosure Statement Order

The order entered by the Bankruptcy Court approving the
Disclosure Statement as containing, among other things,
"adequate information" as required by section 1125 of the
Bankruptcy Code.

Effective Date

The date on which the Restructuring is substantially
consummated.

Exit ABL Loan

That certain asset-based revolving lending facility, in an amount
to be determined, to be entered into by Reorganized Verso Corp
or one or more of the Reorganized Debtors on the Effective Date.

Final DIP Orders

As defined in the Restructuring Support Agreement.

General Unsecured Claim

Any claim against any of the Debtors that is (a) not an
Administrative Claim, Priority Tax Claim, Other Priority Claim,
Verso First Lien Claim, Verso Other Debt Claim, NewPage First
Lien Claim, Verso ABL DIP Loan Claim, NewPage ABL DIP
Loan Claim, NewPage Term DIP Loan Claim, Other Secured
Claim, or Intercompany Claim or (b) otherwise determined by
the Bankruptcy Court to be a General Unsecured Claim.

Holdings One

As defined in the Restructuring Support Agreement.

Intercompany Claim

A claim held by (a) a Debtor against another Debtor or (b) a nonDebtor subsidiary of a Debtor against a Debtor.

Interim DIP Orders

As defined in the Restructuring Support Agreement.

Joinder Agreement

As defined in the Restructuring Support Agreement.

Joining Party

As defined in the Restructuring Support Agreement.

Liens

As defined in the Interim DIP Order for the NewPage Debtors.

Loan Party Challenge Proceeding

As defined in the Interim DIP Order for the NewPage Debtors.

New Equity Incentive Plan

As defined in the Term Sheet.

NewPage

NewPage Corporation

NewPage ABL DIP Loan

That certain Superpriority Debtor-in-Possession Asset-Based
Revolving Credit Agreement, by and among, inter alia,
NewPage, NewPage Holdings, certain of the other NewPage
Debtors, the lenders party thereto, Barclays Bank PLC, as the
administrative agent and collateral agent, and BMO Harris Bank
N.A., as co-collateral agent.
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NewPage ABL DIP Loan Claims

Any and all claims arising under or related to the NewPage ABL
DIP Loan.

NewPage Consideration

As defined in the Term Sheet.

NewPage Debt Obligations

As defined in the Restructuring Support Agreement.

NewPage Debtors

NewPage Investment Company LLC; NewPage Corporation;
NewPage Consolidated Papers Inc.; Escanaba Paper Company;
Luke Paper Company; Rumford Paper Company; Wickliffe
Paper Company LLC; Upland Resources, Inc.; NewPage Energy
Services LLC; Chillicothe Paper Inc.; and NewPage Wisconsin
System Inc.

NewPage DIP Term Loan

That certain Superpriority Debtor-in-Possession Term Loan
Agreement, by and among, inter alia, NewPage, NewPage
Holdings, certain of the NewPage Debtors, the lenders party
thereto, and Barclays Bank PLC, as the administrative agent and
collateral agent.

NewPage First Lien Claims

Any and all claims arising under or related to the NewPage Term
Loan.

NewPage Holdings

As defined in the Restructuring Support Agreement.

NewPage New Money DIP Term
Loan Claims

Any and all claims arising under or related to the new money
portion of the NewPage DIP Term Loan.

NewPage Roll-Up DIP Term Loan
Claims

Any and all claims arising under or related to the roll-up portion
of the NewPage DIP Term Loan.

NewPage Subsidiaries

As defined in the Restructuring Support Agreement.

NewPage Term DIP Loan Claims

NewPage New Money DIP Term Loan Claims and NewPage
Roll-Up DIP Term Loan Claims.

NewPage Term Loan

That certain First Lien Credit Agreement, dated as of February
11, 2014, as amended from time to time, by and among, inter
alia, NewPage as borrower, NewPage Holdings and substantially
all of the NewPage Subsidiaries, as guarantors, Wilmington
Trust, N.A., as successor administrative agent and collateral
agent, and the lenders from time to time party thereto.

Other Priority Claim

Any claim, other than an Administrative Claim or a Priority Tax
Claim, entitled to priority in right of payment under section
507(a) of the Bankruptcy Code.

Other Secured Claim

Any secured claim against any of the Debtors, except: (a) Verso
First Lien Claims; (b) Verso Other Debt Claims; (c) NewPage
First Lien Claims; (d) Verso ABL DIP Loan Claims; (e)
NewPage ABL DIP Loan Claims; and (f) NewPage Term DIP
Loan Claims.
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Term
Owned Debtor Claims/Interests

Definition
As defined in the Restructuring Support Agreement.

Parties

As defined in the Restructuring Support Agreement.

Permitted Transfer

As defined in the Restructuring Support Agreement.

Permitted Transferee

As defined in the Restructuring Support Agreement.

Petition Date

The date on which the Debtors commence the Chapter 11 Cases.

Plan

As defined in the Term Sheet.

Plan Equity Consideration

As defined in the Term Sheet.

Plan Supplement

The compilation of documents and forms of documents,
schedules, and exhibits to the Plan filed by the Debtors.

Plan Warrants

As defined in the Term Sheet.

Priority Tax Claims

Claims of governmental units of the type described in section
507(a)(8) of the Bankruptcy Code.

Pro Rata

The proportion that a claim or equity interest in a particular class
bears to the aggregate amount of the claims or equity interests in
that class, or the proportion of the claims or equity interests in a
particular class and other classes entitled to share in the same
recovery as such claim or equity interest under the Plan.

Qualified Marketmaker

As defined in the Restructuring Support Agreement.

Reorganized Debtors

Any Debtor and any successors or assigns thereto, by merger,
consolidation, or otherwise on or after the Effective Date.

Reorganized Verso Common
Equity

The newly-issued common equity of Reorganized Verso Corp.

Reorganized Verso Corp

Verso Corp, or any successor thereto, by merger, consolidation,
or otherwise on or after the Effective Date, it being understood
that, as of the Effective Date, Reorganized Verso Corp shall be a
corporation organized under the laws of the state of Delaware.

Reorganized Verso Corp Board

The initial board of directors of Reorganized Verso Corp on and
after the Effective Date.

Required Consenting NewPage
Creditors

Consenting NewPage Creditors, on a combined basis and voting
as a single class, holding in the aggregate at least 66 2/3%) in
principal amount of the aggregate principal amount of claims of
the Consenting NewPage Creditors, calculated at such time as
any related determination under the Restructuring Support
Agreement is to be made.
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Term
Required Consenting Verso
Creditors

Definition
Consenting Verso Creditors, on a combined basis and voting as a
single class, holding in the aggregate at least 66 2/3% in
principal amount of the aggregate principal amount of the claims
of the Consenting Verso Creditors, calculated at such time as any
related determination under the Restructuring Support
Agreement is to be made.

Required Consenting Verso First
Lien Creditors

Consenting Verso First Lien Creditors, on a combined basis and
voting as a single class, holding in the aggregate at least 66 2/3%
in principal amount of the aggregate principal amount of the
claims of the Consenting Verso First Lien Creditors, calculated
at such time as any related determination under the Restructuring
Support Agreement is to be made.

Restructuring

As defined in the Restructuring Support Agreement.

Restructuring Support Agreement

The Restructuring Support Agreement to which this Term Sheet
is attached as Exhibit A, pursuant to which the Debtors, the
Consenting Creditors, and Permitted Transferees (if any) agree to
pursue and implement the Restructuring, consistent in form and
substance in all material respects with this Term Sheet and the
Plan.

Restructuring Support Effective
Period

As defined in the Restructuring Support Agreement.

Restructuring Support
Termination Date

As defined in the Restructuring Support Agreement.

Restructuring Support
Termination Event

As defined in the Restructuring Support Agreement.

Restructuring Support
Termination Notice

As defined in the Restructuring Support Agreement.

Restructuring Transactions

Those mergers, amalgamations, consolidations, arrangements,
continuances, restructurings, transfers, conversions, dispositions,
liquidations, dissolutions, or other corporate transactions that the
Debtors and the Consenting Creditors reasonably determine to be
necessary to implement the Plan.

SEC

The Securities and Exchange Commission.

Securities Act

As defined in the Restructuring Support Agreement.

SSA

That certain Shared Services Agreement, dated as of January 7,
2015, by and among Verso Corp, NewPage, and NewPage
Holdings Inc.

SSA Order

The order of the Bankruptcy Court approving an interim SSA
protocol.

StandstUI Period

As defined in the SSA Order.
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Term

Definition

Superior Proposal

A proposal regarding an Alternative Proposal that the Board of
Directors of Verso Corporation, after considering all relevant
factors, including execution risk (i.e., the ability to consummate
such Alternative Transaction through an out-of-court transaction
(s) or chapter 11 proceedings) and treatment of claims,
determines in good faith that such Alternative Transaction
would, if consummated, better maximize the total enterprise
value of the Debtors for, and provide better recoveries to,
applicable stakeholders in the Debtors than the Restructuring
Transactions.

Supporting Claims/Interests

As defined in the Restructuring Support Agreement.

Term Sheet

As defined in the Restructuring Support Agreement.

Total Verso First Lien Debt
Obligations

The Verso First Lien Debt Obligations and the Verso Cash Flow
Revolver.

Total Verso Second Lien Debt
Obligations

As defined in the Restructuring Support Agreement.

Total Verso Unsecured Debt
Obligations

As defined in the Restructuring Support Agreement.

Transfer

As defined in the Restructuring Support Agreement.

Total Verso 1.5 Lien Debt
Obligations

As defined in the Restructuring Support Agreement.

Verso 1.5 Lien Notes

The 11.75%i senior secured notes due 2019 issued pursuant to
that certain Indenture, dated as of May 11, 2012, as amended
from time to time, by and among, inter alia. Verso Holdings and
Co-Issuer, as issuers, substantially all of the Verso Subsidiaries,
as guarantors, and Wilmington Trust, N.A., as trustee.

Verso 2012 First Lien Notes

The 11.75% senior secured notes due 2019 issued pursuant to
that certain Indenture, dated as of March 21, 2012, as amended
from time to time, by and among, inter alia. Verso Holdings and
Co-Issuer, as issuers, substantially all of the Verso Subsidiaries,
as guarantors, and Wilmington Trust, N.A., as trustee.

Verso 2015 First Lien Notes

The 11.75% senior secured notes due 2019 issued pursuant to
that certain Indenture, dated as of January 7, 2015, as amended
from time to time, by and among, inter alia. Verso Holdings and
Co-Issuer, as issuers, substantially all of the Verso Subsidiaries,
as guarantors, and Wilmington Trust, N.A., as trustee.

Verso ABL DIP Loan

That certain Superpriority Secured Debtor-in-Possession Credit
Agreement, by and among, inter alia, Verso Holdings, Verso
Finance, certain of the other Verso Debtors, the lenders party
thereto, and Citibank, N.A., as the administrative agent and
collateral agent.
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lerm
Verso ABL DIP Loan Claims

Definition
Any and all claims arising under or related to the Verso ABL
DIP Loan.

Verso Cash Flow Revolver

The revolving credit facility under that certain Credit Agreement,
dated as of May 4, 2012, as amended from time to time, by and
among, inter alia, Verso Holdings, as borrower, and substantially
all of the Verso Subsidiaries, as guarantors, Credit Suisse AG
Cayman Islands Branch, as administrative agent and collateral
agent, and the lendersfromtime to time party thereto.

Verso Consideration

As defined in the Term Sheet.

Verso Corp

As defined in the Restructuring Support Agreement.

Verso Debt Obligations

As defined in the Restructuring Support Agreement.

Verso Debtors

Verso Corporation; Verso Paper Finance Holdings One LLC;
Verso Paper Finance Holdings LLC; Verso Paper Holdings LLC;
Verso Paper Finance Holdings Inc.; Verso Paper Inc.; Verso
Paper LLC; nexTier Solutions Corporation; Verso Androscoggin
LLC; Verso Quinnesec REP Holding Inc.; Verso Maine Energy
LLC; Verso Quinnesec LLC; Bucksport Leasing LLC; Verso
Sartell LLC; Verso Fiber Farm LLC; and NewPage Holdings
Inc.

Verso Finance

As defined in the Restructuring Support Agreement.

Verso First Lien Claims

Any claim arising under or related to: (a) the Verso Cash Flow
Revolver, (b) the Verso 2012 First Lien Notes, and (c) the Verso
2015 First Lien Notes.

Verso First Lien Debt Obligations

As defined in the Restructuring Support Agreement.

Verso Holdings

As defined in the Restructuring Support Agreement.

Verso Old Second Lien Debt
Obligations

As defined in the Restructuring Support Agreement.

Verso Second Lien Debt
Obligations

As defined in the Restructuring Support Agreement.

Verso Second Lien Notes

The adjustable rate second priority senior secured notes due
2020, issued pursuant to that certain Indenture, dated as of
August 1, 2014, as amended from time to time, by and among,
inter alia. Verso Holdings and Co-Issuer, as issuers, substantially
all of the Verso Subsidiaries, as guarantors, and Wilmington
Trust, N.A., as trustee.

Verso Senior Debt Claims

Any claim arising under or related to: (a) the Verso 1.5 Lien
Notes, (b) the Verso Second Lien Notes or (c) the Verso Old
Second Lien Notes.
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Term
Verso Subordinated Debt Claims

Definition
Any claim arising under or related to: (a) the Verso 2016
Subordinated Unsecured Notes or (b) the Verso 2020
Subordinated Unsecured Notes.

Verso Subsidiaries

As defined in the Restructuring Support Agreement.

Verso 2016 Subordinated
Unsecured Notes

The 11.375% senior subordinated notes due 2016 issued
pursuant to that certain Indenture, dated as of August 1, 2006, as
amended from time to time, by and among, inter alia. Verso
Holdings and Co-Issuer, as issuers, substantially all of the Verso
Subsidiaries, as guarantors, and the Wilmington Trust, N.A., as
trustee.

Verso 2020 Subordinated
Unsecured Notes

The adjustable senior subordinated notes due 2020 issued
pursuant to that certain Indenture, dated as of August 1, 2014, as
amended from time to time, by and among, inter alia. Verso
Holdings and Co-Issuer, as issuers, substantially all of the Verso
Subsidiaries, as guarantors, and Wilmington Trust, N.A., as
trustee.
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EXHIBIT C
FORM OF JOINDER AGREEMENT
This Joinder Agreement to the Restructuring Support Agreement, dated as of [
],
2016 (as amended, supplemented, or otherwise modified from time to time, the "Agreement"),
by and among the Parties is executed and delivered by
(the "Joining Party") as of
, 2016. Each capitalized term used herein but not
otherwise defined shall have the meaning set forth in the Agreement.
1.
Agreement To Be Bound. The Joining Party hereby agrees to be bound by (a) all
of the terms of the Agreement, a copy of which is attached to this Joinder Agreement as Annex I
(as the same has been or may be hereafter amended, restated, or otherwise modified from time to
time in accordance with the provisions thereof), and (b) the vote with respect to the Plan of the
transferor of the Supporting Claims/Interests to be acquired in connection with the execution of
this Joinder Agreement, if such vote was cast before the effectiveness of the transfer of such
Supporting Claims/Interests. The Joining Party shall hereafter be deemed to be a "Party" under
the Agreement solely with respect to any Supporting Claims/Interests transferred to such Joining
Party in connection with this Joinder Agreement and not, for the avoidance of doubt, with
respect to any other Debtor Claims/Interests held by such Joining Party at the time of such
Transfer, unless already subject to the Agreement.
2.
Representations and Warranties. The Joining Party hereby makes the
representations and warranties of the Consenting Creditors set forth in the Agreement to each
other Party to the Agreement.
3.
Governing Law. This Joinder Agreement shall be governed by, and construed in
accordance with, the internal laws of the State of Delaware, without regard to any conflict of
laws provisions which would require the application of the law of any other jurisdiction.
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IN WITNESS WHEREOF, the Joining Party has caused this Joinder Agreement to be
executed as of the date first written above.
[JOINING PARTY]
By:
Name:
Title:
Notice information:

Owned Debtor Claims/Interests:
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Interim Shared Services Agreement Protocol
A.

Defined Terms: As used herein:1
i.

"Parties" shall refer to Verso Corporation on behalf of itself and its direct
and indirect subsidiaries ("Verso") (excluding NewPage, as that term is
defined herein), on the one hand, and NewPage Corporation on behalf of
itself, its parent NewPage Investment Company LLC, and its direct and
indirect subsidiaries ("NewPage"). Verso and NewPage together shall be
referred to as the "Parties."

ii.

"Shared Services Agreement" shall refer to the Shared Services
Agreement, dated as of January 7,2015, by and between Verso Paper
Corporation, NewPage Holdings, Inc. and NewPage Corporation.

B.
Term: Other than as set forth herein, this Interim Protocol shall govern the
Parties' rights with respect to the Shared Services Agreement for the period commencing on the
Petition Date until 90 days after the Petition Date (the "Standstill Period"), unless extended by
mutual agreement of the Parties and approved by the Bankruptcy Court.
B.
Performance: Other than as set forth herein, during the Standstill Period, the
Parties shall continue performing under the Shared Services Agreement in accordance with its
terms.
C.
Interim Payments: During the Standstill Period and for a period of up to an
additional 90 days thereafter (solely to the extent Verso continues to provide services under the
Shared Services Agreement), NewPage will pay $3,500,000 per month (each month's payment,
an "Interim Payment") into the Verso Collection Account (as defined in the Debtors' Motion for
Entry of Interim and Final Orders (I) Authorizing Continued Use of the Debtors' Existing Cash
Management System and Bank Accounts; (11) Waiving Certain United States Trustee
Requirements; (III) Authorizing Continued Performance of Intercompany Transactions; and (IV)
Granting Related Relief). If an Interim Payment is not made by NewPage during the Standstill
Period, then, notwithstanding the pendency of the Standstill Period, within five business days of
Verso sending notice of such a default (copies of which shall be sent to the Notice Parties), both
Verso and NewPage shall submit to the Court for resolution of the question of whether Verso
will be required to continue providing services to NewPage under the Shared Services
Agreement.
D.
SSA Litigation: At any time after the date that is 30 days from the Petition Date,
Required Lenders under the NewPage Term Loan or holders of a majority in principal amount of
the Verso First Lien Notes may give notice to Verso and NewPage (a "Claim Determination
Notice") requiring a determination of the amount due under applicable law on account of the
services provided by Verso to NewPage under the Shared Services Agreement during the
Standstill Period (the "Determined Claim"); provided that NewPage's rights to argue that the
1

Capitalized terms used but not defined in this Interim Protocol have the meanings used in the Motion.
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Determined Claim should be reduced by the costs of the services provided by NewPage to Verso
under the Shared Services Agreement during the Standstill Period shall be reserved expressly.
Within 7 days of the delivery of the Claim Determination Notice, counsel for Verso, NewPage,
their respective disinterested directors, the Verso Ad Hoc Group, the NewPage Ad Hoc Group
and the Revolving DIP Agent (as defined in the NewPage DIP Order) shall meet and confer in
good faith to establish an expedited schedule for an adversary proceeding or contested matter
before the Bankruptcy Court to obtain a judgment regarding the Determined Claim within 90
days from the date of the Claim Determination Notice.
E.
Treatment of Determined Claim: If the Determined Claim is greater or less than
the sum of Interim Payments, any amount owing on account of the difference between the
Determined Claim and the sum of the Interim Payments (the "SSA True-Up Claim") shall be
accorded the treatment and priority accorded to it in the DIP Orders.
If the SSA True-Up Claim exceeds the Verso True-Up Cap, as against Verso, or the
NewPage True-Up Cap, as against NewPage, the excess shall be deemed an allowed claim with
administrative expense status pursuant to Bankruptcy Code section 503(b)(1)(A) or other similar
priority (excluding any superpriority under section 507(b) of the Bankruptcy Code) (the "SSA
Excess Claim"). If the SSA Excess Claim is not paid within five business days' of the date when
the Bankruptcy Court enters a judgment or final order regarding the Determined Claim, all
Parties rights are reserved to seek relief from this Court to compel payment of the SSA Excess
Claim, to terminate the Shared Services Agreement, or to obtain other relief; provided, however,
that all rights under Bankruptcy Code section 506(c) are waived as provided for in the DIP
Orders.
F.
Standstill Period: Other than as and to the extent provided herein during the
Standstill Period, no Party shall:
(i) directly or indirectly, or encourage or cause any other entity to directly or indirectly,
file or support any motion or application to assume, reject, or compel performance under
the Shared Services Agreement,
(ii) directly or indirectly, or cause or encourage any other entity to directly or indirectly,
initiate, commence, or continue any lawsuit, litigation, contested matter, or proceeding to
determine any rights, obligations, remedies, or claims arising under or relating to the
Shared Services Agreement.
G.

Reservation of Rights: All rights are reserved with respect to:

(i) the assumption, rejection, and enforceability of the Shared Services Agreement;
(ii) the allowed amount of any claims arising under the Shared Services Agreement;
(iii) the priority of any claims arising under the Shared Services Agreement, other than as
provided herein; and
(iv) the amounts previously paid under the Shared Services Agreement.
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Nothing in the Interim Protocol, nor the Parties' performance under the Shared Services
Agreement during the Standstill Period, shall prejudice, impair or otherwise compromise any
rights, claims or defenses any Party may have under the Shared Services Agreement, nor shall
the Interim Payments constitute a determination or be reflective of the actual amount either Party
may or may not be obligated to pay or may or may not be entitled to receive under the Shared
Services Agreement during these cases. Neither Party will use the failure to file a motion or
application to assume or reject the Shared Services Agreement (as applicable) during the Term as
a reason or justification for opposing such an application.
Nothing herein shall be an admission,findingor determination with respect to the issue
of which of Verso Corp. or its direct and indirect subsidiaries (other than NewPage) shall be
entitled to the Interim Payment, the SSA True-Up Claim, and the SSA Lien. The rights, claims
and defenses of each of the Verso Debtors is reserved expressly with respect to that issue.
H.
No Amendment to Shared Services Agreement: For the avoidance of doubt,
nothing in this Interim Protocol modifies, amends, or alters the Shared Services Agreement, any
terms thereof, or any of the Parties' rights or obligations thereunder.
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IN THE UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF DELAWARE
x
Chapter 11

In re:

Case No. 16-10163 (KG)

VERSO CORPORATION, et al.}
Debtors.

Jointly Administered
Re: Docket No. 49

FINAL ORDER (I) AUTHORIZING NEWPAGE DEBTORS
(A) TO OBTAIN POSTPETITION FINANCING PURSUANT TO
11 U.S.C. §§ 105,361,362,363,364(c)(1), 364(c)(2), 364(c)(3), 364(d)(1) AND 364(e)
AND (B) TO UTILIZE CASH COLLATERAL PURSUANT TO 11 U.S.C. § 363,
AND (II) GRANTING ADEQUATE PROTECTION TO PREPETITION
SECURED PARTIES PURSUANT TO 11 U.S.C. SS 361.362.363.364 AND 507(b)
Upon the motion (the "Motion") of NewPage Corporation (the "Borrower" or
"NewPage"), NewPage Investment Company, LLC ("Holdings"), and each of NewPage's
subsidiaries that is a debtor and debtor-in-possession in the above captioned cases (collectively
with NewPage and Holdings, the "NewPage Debtors"; the NewPage Debtors, collectively with
the other debtors and debtors-in-possession in the above-captioned cases, the "Debtors"; the
Debtors other than the NewPage Debtors, the "Verso Debtors"), pursuant to sections 105, 361,
362, 363, 363(c)(2), 364(c)(1), 364(c)(2), 364(c)(3), 364(d)(1), 364(e) and 507 of title 11 of the
United States Code, 11 U.S.C. §§ 101, et seq. (the "Bankruptcy Code"), and Rules 2002,4001,
1

The Debtors in these cases, along with the last four digits of each Debtor's federal tax identification number, are
Verso Corporation (7389); Verso Paper Finance Holdings One LLC (7854); Verso Paper Finance Holdings LLC
(7395); Verso Paper Holdings LLC (7634); Verso Paper Finance Holdings Inc. (7851); Verso Paper Inc. (7640);
Verso Paper LLC (7399); nexTier Solutions Corporation (1108); Verso Androscoggin LLC (7400); Verso
Quinnesec REP Holding Inc. (2864); Verso Maine Energy LLC (7446); Verso Quinnesec LLC (7404); Bucksport
Leasing LLC (5464); Verso Sartell LLC (7406); Verso Fiber Farm LLC (7398); NewPage Holdings Inc. (5118);
NewPage Investment Company LLC (5118); NewPage Corporation (6156); NewPage Consolidated Papers Inc.
(8330); Escanaba Paper Company (5598); Luke Paper Company (6265); Rumford Paper Company (0427); Wickliffe
Paper Company LLC (8293); Upland Resources, Inc. (2996); NewPage Energy Services LLC (1838); Chillicothe
Paper Inc. (6154); and NewPage Wisconsin System Inc. (3332). The address of the Debtors' corporate headquarters
is 6775 Lenox Center Court, Suite 400, Memphis, Tennessee 38115-4436.
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6004 and 9014 of the Federal Rules of Bankruptcy Procedure (the "Bankruptcy Rules"), and
the local rules for the District of Delaware (the "Local Bankruptcy Rules"), seeking, among
other things:
A.

authorization for the Borrower to obtain up to $675 million in postpetition

financing (the "DIP Financing"), and for the other NewPage Debtors (collectively with any of
their respective subsidiaries from time to time party to the DIP Financing as guarantors, the
"Guarantors" and, together with the Borrower, the "Loan Parties") to guaranty the Borrower's
and each other Loan Party's obligations in connection with the DIP Financing, consisting of (i) a
senior secured asset-based revolving credit facility (the "Revolving DIP Facility") in an
aggregate principal amount of up to $325 million, including a $100 million letter of credit
subfacility (the "Revolving DIP L/C Subfacility") (the actual available principal amount at any
time being subject to borrowing base and availability requirements and such other conditions as
may be set forth in the Revolving DIP Documents (as defined below)), from the Revolving DIP
Lenders (as defined below), with Barclays Bank PLC ("Barclays"), acting as Administrative
Agent and Collateral Agent (as such terms are defined in the Revolving DIP Credit Agreement
(as defined below)) (in such capacities, the "Revolving DIP Agent"), and BMO Harris Bank
N.A., acting as Co-Collateral Agent (as defined in the Revolving DIP Credit Agreement) (in
such capacity, the "Revolving DIP Co-Collateral Agent"), all on the terms and conditions set
forth in the Interim Order, this Final Order (as defined below), and the Revolving DIP
Documents (each as defined below); and (ii) a senior secured superpriority multiple draw term
loan facility (the "Term DIP Facility" and, together with the Revolving DIP Facility, the "DIP
Facilities") in an aggregate principal amount of up to $350 million, consisting of $175 million in
respect of new money funding (the "New Money Term DIP Loans") and a dollar-for-dollar roll
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up of $175 million in respect of Prepetition Term Debt (as defined below) beneficially owned by
the applicable Term DIP Lenders (as defined below) (or Related Lenders thereof (as defined in
the Term DIP Credit Agreement)) (the "Roll Up Term DIP Loans"), on a dollar of New Money
Term DIP Loans for a dollar of Roll Up Term DIP Loans basis from the Term DIP Lenders (or
Related Lenders thereof (as defined in the Term DIP Credit Agreement)), with Barclays, acting
as Administrative Agent and Collateral Agent (as such terms are defined in the Term DIP Credit
Agreement (as defined below)) (in such capacities, the "Term DIP Agent" and, together with
the Revolving DIP Agent, in their respective capacities, the "DIP Agents"), all on the terms and
conditions set forth in the Interim Order, this Final Order and the Term DIP Documents (as
defined below);
B.

authorization for the Loan Parties to execute and enter into: (i) the Superpriority

Senior Debtor-In-Possession Asset-Based Revolving Credit Agreement, among the Borrower,
the Guarantors, the lenders from time to time party thereto (including the fronting and issuing
banks under the Revolving DIP L/C Subfacility, and including their respective successors and
assigns, the "Revolving DIP Lenders", and together with the Revolving DIP Agent, the
Revolving DIP Co-Collateral Agent and the other "Secured Parties" as defined in the Revolving
DIP Credit Agreement, the "Revolving DIP Secured Parties"), the Revolving DIP Agent and
the Revolving DIP Co-Collateral Agent, substantially in the form attached to the Motion as
Exhibit A (as amended, supplemented or otherwise modified from time to time in accordance
with the terms hereof and thereof, and together with the schedules and exhibits attached thereto,
the "Revolving DIP Credit Agreement" and, all agreements, documents, instruments and/or
amendments executed and delivered in connection therewith, including, without limitation, the
Guarantee and Collateral Agreement among the Loan Parties and the Revolving DIP Agent, the
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DIP Intercreditor Agreement (as defined below) and the other Loan Documents (as defined in the
Revolving DIP Credit Agreement), all as amended, supplemented or otherwise modified from
time to time in accordance with the terms hereof and thereof, the "Revolving DIP Documents"),
and to perform all such other and further acts as may be required in connection with the
Revolving DIP Documents, including to cash collateralize from time to time letters of credit
issued or deemed issued pursuant to the Revolving DIP Credit Agreement; and (ii) the
Superpriority Senior Debtor-In-Possession Term Loan Agreement, among the Borrower, the
Guarantors, the lenders from time to time party thereto (including their respective successors and
assigns, the "Term DIP Lenders" and, together with the Revolving DIP Lenders, the "DIP
Lenders"; the Term DIP Lenders together with the Term DIP Agent and the other "Secured
Parties" as defined in the Term DIP Credit Agreement, the "Term DIP Secured Parties"; and
the Term DIP Secured Parties together with the Revolving DIP Secured Parties, the "DIP
Secured Parties"), and the Term DIP Agent, substantially in the form attached to the Motion as
Exhibit B (as amended, supplemented or otherwise modified from time to time in accordance
with the terms hereof and thereof, and together with the schedules and exhibits attached thereto,
the "Term DIP Credit Agreement"; the Term DIP Credit Agreement together with the
Revolving DIP Credit Agreement, the "DIP Credit Agreements"; the Term DIP Credit
Agreement and all agreements, documents, instruments and/or amendments executed and
delivered in connection therewith, including, without limitation, the Guarantee and Collateral
Agreement among the Loan Parties and the Term DIP Agent, the DIP Intercreditor Agreement
and the other Loan Documents (as defined in the Term DIP Credit Agreement), all as amended,
supplemented or otherwise modified from time to time in accordance with the terms hereof and
thereof, the "Term DIP Documents" and, together with the Revolving DIP Documents, the
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"DIP Documents"), and to perform all such other and further acts as may be required in
connection with the Term DIP Documents;
C.

approval of the form and substance of the Termination Agreement, by and among

the NewPage Debtors and the Prepetition ABL Agent (as defined below) in the form attached to
the Motion as Exhibit C (the "Prepetition ABL Payoff Letter");
D.

authorization for the Loan Parties to (i) immediately use proceeds of the DIP

Financing and Cash Collateral (as defined below) to, simultaneously with the initial draw under
the DIP Financing, (A) refinance and discharge the Prepetition ABL Debt (as defined below) in
full, including interest through the date of repayment (at the non-default contract rate, to the
extent so refinanced substantially concurrently with the closing of and initial funding under the
DIP Financing) and fees through the date of repayment, which refinancing and discharge shall be
indefeasible upon the occurrence of the ABL Discharge (as defined below) and (B) immediately
obtain letters of credit under the Revolving DIP Facility to backstop or replace letters of credit
issued under the Prepetition ABL Credit Agreement (as defined below); (ii) simultaneously with
the initial draw under the Term DIP Facility, use any remaining proceeds of such draw following
the refinancing of the Prepetition ABL Debt to pay down the Revolving DIP Facility to create
borrowing availability; and (iii) to otherwise use proceeds of the DIP Financing and Cash
Collateral solely as expressly permitted in the DIP Documents and in accordance with the
Interim Order and this Final Order;
E.

the grant of adequate protection to the Adequate Protection Parties (as defined

below) under or in connection with the Existing Agreements (as defined below), including the
grant of adequate protection to the Prepetition Term Agent (as defined below) and the lenders
party to the Prepetition Term Credit Agreement (as defined below) from time to time

PAGE 1099

402

Case 16-10163-KG

Doc 372 Filed 03/02/16

Page 6 of 103

(collectively, in such capacities, the "Prepetition Term Lenders") under or in connection with:
(i) that certain First Lien Credit Agreement, dated as of February 11,2014 (as amended,
supplemented or otherwise modified prior to the date hereof, the "Prepetition Term Credit
Agreement"), by and among the Borrower, Holdings, other Loan Parties, the Prepetition Term
Lenders and Wilmington Trust, National Association, as administrative agent and collateral
agent (in such capacities, the "Prepetition Term Agent" and, together with the Prepetition Term
Lenders and the other "Secured Parties" as defined in the Prepetition Term Credit Agreement,
the "Prepetition Term Secured Parties"), and (ii) that certain Guarantee and Collateral
Agreement, dated as of February 11,2014, among the Borrower, Holdings, the Prepetition Term
Agent and the other Loan Parties (as amended, supplemented or otherwise modified prior to the
date hereof, and, collectively with the Prepetition Term Credit Agreement and the mortgages
granted pursuant thereto and all other agreements and documentation executed in connection
therewith, including the ABL Intercreditor Agreement (as defined below) and all other "Loan
Documents" (as defined in the Prepetition Term Credit Agreement), the "Prepetition Term
Agreements"), whose liens and security interests are being primed by certain of the DIP Liens
and the SSA Lien (each as defined below);
F.

authorization for the Loan Parties to continue to use Cash Collateral (as defined

below) and all other Prepetition Collateral (as defined below) in which any of the Prepetition
Secured Parties (as defined below) have an interest in accordance with the Interim Order and this
Final Order, and the granting of adequate protection to the Prepetition Secured Parties with
respect to, inter alia, such use of their Cash Collateral and the other Prepetition Collateral;
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subject to certain challenge rights of the NewPage Debtors and parties in interest,

approval of certain stipulations by the Loan Parties with respect to the Existing Agreements (as
defined below) and the liens and security interests arising therefrom;
H.

the grant of superpriority claims pursuant to section 364(c)(1) of the Bankruptcy

Code to the DIP Secured Parties and the grant of security interests and liens (which shall be
automatically perfected upon the grant thereof) to the DIP Agents, for the benefit of the DIP
Secured Parties, pursuant to section 364(c) of the Bankruptcy Code and priming liens pursuant to
section 364(d) of the Bankruptcy Code on, all prepetition and postpetition property of the Loan
Parties' estates and all proceeds thereof (including, subject only to and effective upon entry of
this Final Order, any Avoidance Proceeds (as defined below)) (in each case having the relative
priorities set forth in the Interim Order and this Final Order and in that certain DIP Intercreditor
Agreement (the "DIP Intercreditor Agreement"), dated as of January 28, 2016, by and among
the Revolving DIP Agent and the Term DIP Agent, and acknowledged by the Loan Parties),
subject only to the Carve-Out (as defined below);
I.

the grant of superpriority claims pursuant to section 364(c)(1) of the Bankruptcy

Code to the Verso Debtors on account of the SSA True-Up Claim (as defined below), payable
from, and secured by liens pursuant to section 364(c)(2) and 364(c)(3) of the Bankruptcy Code
and certain priming liens pursuant to section 364(d) of the Bankruptcy Code;
J.

authorizing the NewPage Debtors to use the DIP Financing to complete certain

pending transactions with their affiliate. Verso Maine Power Holdings ("VMPH");
K.

subject only to and effective upon entry of this Final Order, the waiver of the

Loan Parties' ability to surcharge the Prepetition Collateral and the Collateral (as defined below)
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pursuant to section 506(c) of the Bankruptcy Code and any "equities of the case" exception in
section 552(b) of the Bankruptcy Code;
L.

vacating and modifying of the automatic stay to the extent set forth herein and in

the DIP Documents;
M.

pursuant to Bankruptcy Rule 4001 and Local Rule 4001-2, an interim hearing (the

"Interim Hearing") on the Motion to be held before this Court to consider entry of an order
granting the Motion on an interim basis (the "Interim Order"), which Interim Hearing was held,
and which Interim Order was entered, on January 27,2016 (D.I. 105); and
N.

that this Court schedule a final hearing (the "Final Hearing") to be held within 30

days of the entry of the Interim Order to consider entry of this final order (the "Final Order")
approving the relief granted herein on a final basis and authorizing the Borrower to forthwith
borrow from the DIP Secured Parties under the DIP Documents up to the full amount of the DIP
Financing and the Guarantors to guaranty, on a joint and several basis, all obligations owing to
the DIP Secured Parties under the DIP Documents;
and due and appropriate notice of the Motion and the Final Hearing having been served by the
NewPage Debtors in accordance with paragraph 53 of the Interim Order; and it appearing that no
other or further notice need be provided; and the Court having reviewed the Motion; and the
Interim Hearing having been held by this Court on January 27,2016; and the Final Hearing
having been held on February 25,2016 and continued on March 1,2016; and the relief requested
in the Motion being in the best interests of the NewPage Debtors, their creditors and their estates
and all other parties-in-interest in these cases; and the Court having determined that the relief
requested in the Motion is necessary to avoid immediate and irreparable harm; and the Court
having determined that the legal and factual bases set forth in the Motion establish just cause for
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the relief granted herein; and upon the record made by the NewPage Debtors in the Motion,
Steven M. Zelin 's Declaration In Support of the DIP Financing Motions (the "DIP
Declaration") (Docket No. 50), Allen J. Campbell's Declaration in Support of Debtors' Chapter
11 Petitions and First Day Pleadings (Docket No. 20) (together with the DIP Declaration, the
"Declarations"), and at the Interim Hearing and Final Hearing, and after due deliberation and
sufficient cause appearing therefor;
IT IS FOUND, DETERMINED, ORDERED AND ADJUDGED, that:
1.

Disposition. The relief requested in the Motion is granted on a final basis in

accordance with the terms of this Final Order. Any and all objections to the Motion with respect
to the entry of this Final Order that have not been withdrawn, waived or resolved, and all
reservations of rights, are hereby denied and overruled on the merits. This Final Order shall
become effective immediately upon its entry.
2.

Jurisdiction. This Court has core jurisdiction over the Cases (as defined below),

this Motion, and the parties and property affected hereby pursuant to 28 U.S.C. §§ 157(b) and
1334. Venue is proper before this Court pursuant to 28 U.S.C. §§ 1408 and 1409.
3.

Notice. Proper, timely, adequate and sufiRcient notice of the Motion, the Final

Hearing and the Final Order has been provided in accordance with the Interim Order, the
Bankruptcy Code, the Bankruptcy Rules and the Local Bankruptcy Rules, and no other or further
notice of the Motion, the Final Hearing or this Final Order shall be required.
4.

Loan Parties' Stipulations. Without prejudice to the rights of the Loan Parties or

any other party in interest as and to the extent such rights are set forth in paragraphs 26 and 27
below (but subject to the limitations thereon contained in paragraphs 26 through 28 below), the
Loan Parties acknowledge, represent, admit, stipulate and agree that:
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(i) as of the date (the "Petition Date") of the filing of the Loan Parties'

chapter 11 cases ("Cases"), the Borrower and the Guarantors were truly, justly and lawfully
indebted and liable to (A) the lenders and issuing banks (collectively, in such capacities, the
"Prepetition ABL Lenders" and, together with the Prepetition Term Lenders, the "Prepetition
Lenders") party to, Barclays, as administrative agent and collateral agent under (in such
capacities, the "Prepetition ABL Agent", and together with the Prepetition Term Agent, the
"Prepetition Agents"), BMO Harris, N.A., as co-collateral agent under (in such capacity, the
"Prepetition ABL Co-Collateral Agent"), and the other "Secured Parties" (as defined in the
Prepetition ABL Credit Agreement) under (collectively with the Prepetition ABL Lenders, the
Prepetition ABL Agent and the Prepetition ABL Co-Collateral Agent, the "Prepetition ABL
Secured Parties"; the Prepetition ABL Secured Parties together with the Prepetition Term
Secured Parties, the "Prepetition Secured Parties"), that certain Asset-Based Revolving Credit
Agreement, dated as of February 11,2014 (as amended, supplemented or otherwise modified
prior to the date hereof, the "Prepetition ABL Credit Agreement"), without defense,
counterclaim, recoupment or offset of any kind, in the aggregate principal amount of not less
than $201,215,059.56 in respect of loans made and $51,050,933.83 in respect of undrawn letters
of credit issued by the Prepetition ABL Lenders (and, if applicable, unpaid borrowings as a result
of any drawing on any letters of credit), pursuant to, and in accordance with the terms of (x) the
Prepetition ABL Credit Agreement, (y) that certain Guarantee and Collateral Agreement, dated
as of February 11, 2014, between the Borrower, Holdings, the other Loan Parties and the
Prepetition ABL Agent (as amended, supplemented or otherwise modified prior to the date
hereof, the "ABL Security Agreement") and (z) the mortgages pursuant thereto and all other
agreements and documentation executed in connection therewith, including the ABL
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Intercreditor Agreement and all other "Loan Documents" (as defined in the Prepetition ABL
Credit Agreement) (collectively with the Prepetition ABL Credit Agreement and the ABL
Security Agreement, the "Prepetition ABL Agreements"; the Prepetition ABL Agreements
together with the Prepetition Term Agreements, the "Existing Agreements"), plus accrued and
unpaid interest thereon and fees, expenses (including any attorneys', accountants', appraisers',
field examiners', consultants', financial advisors' and other advisors fees and expenses, in each
case, that are chargeable or reimbursable under the Prepetition ABL Agreements), charges,
indemnities and other costs and obligations (including any Loan Obligations (as defined in the
Prepetition ABL Credit Agreement) and any Surviving Obligations (as defined in the Prepetition
ABL Payoff Letter)), of any kind or nature, whether or not evidenced by any note, agreement or
other instrument, whether or not contingent, whenever arising, accrued, accruing, due, owing, or
chargeable in respect of any of the NewPage Debtors' obligations under the Prepetition ABL
Agreements (collectively, the "Prepetition ABL Debt"), which Prepetition ABL Debt has been
guaranteed on a joint and several basis by all of the Guarantors (which Guarantors, other than
Holdings, constitute all of the material wholly-owned domestic subsidiaries of the Borrower (but
excluding Consolidated Water Power Company, which is a regulated utility)); (B) the Prepetition
Term Secured Parties without defense, counterclaim, recoupment or offset of any kind, in the
aggregate principal amount of approximately $731,250,000 in respect of loans made by the
Prepetition Term Lenders pursuant to, and in accordance with the terms of, the Prepetition Term
Agreements, plus accrued and unpaid interest thereon, including, for the avoidance of doubt,
unpaid interest due to have been paid on January 14,2016, and fees, expenses (including any
attorneys', accountants', appraisers', consultants' and financial advisors' fees and expenses of
the Prepetition Term Lenders and Prepetition Term Agent, in each case, that are chargeable or
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reimbursable under the Prepetition Term Agreements), charges, indemnities and other costs and
obligations (including any Loan Obligations (as defined in the Prepetition Term Credit
Agreement)), of any kind or nature, whether or not evidenced by any note, agreement or other
instrument, whether or not contingent, whenever arising, accrued, accruing, due, owing, or
chargeable in respect of any of the NewPage Debtors' obligations under the Prepetition Term
Agreements (collectively, the "Prepetition Term Debt" and, together with the Prepetition ABL
Debt, the "Prepetition Debt"), which Prepetition Term Debt has been guaranteed on a joint and
several basis by all of the Guarantors (which Guarantors, other than Holdings, constitute all of
the material wholly-owned domestic subsidiaries of the Borrower (but excluding Consolidated
Water Power Company, which is a regulated utility)); (ii) the Prepetition Debt constitutes the
legal, valid and binding obligations of the Borrower and the Guarantors, enforceable in
accordance with its terms (other than in respect of the stay of enforcement arising from section
362 of the Bankruptcy Code); and (iii) no portion of the Prepetition Debt or any payments made
to the Prepetition Secured Parties or applied to or paid on account of the obligations owing under
the Existing Agreements prior to the Petition Date is subject to any contest, avoidance,
recharacterization, subordination (whether equitable, contractual or otherwise), recovery,
reduction, recoupment, disallowance, impairment, rejection, attack, effect, counterclaim,
crossclaim, offset, defense or any other Claim (as defined in the Bankruptcy Code) of any kind,
cause of action or any other challenge of any nature under the Bankruptcy Code or any other
applicable law or regulation or otherwise (except to the extent the Prepetition Debt is expressly
subordinated in right of payment in accordance with the provisions of this Final Order and
except for the rights and remedies set forth in the ABL Intercreditor Agreement of the
Prepetition Secured Parties party thereto or bound thereby) and the Loan Parties do not possess.
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and shall not assert, any claim, counterclaim, setoff or defense of any kind, nature or description
which would in any way affect the validity, enforceability and non-avoidability of any
Prepetition Debt;
(b)

pursuant to and in connection with the Prepetition ABL Agreements, each

Loan Party granted to the Prepetition ABL Agent, for the benefit of the Prepetition ABL Secured
Parties, continuing liens on and security interests in (the "Prepetition ABL Liens") all of the
"Collateral" (as defined in the Prepetition ABL Credit Agreement) (subject to certain exclusions
as set forth in the Prepetition ABL Agreements only to the extent such lien or security interest
did not attach as of the Petition Date to the property purported to be subject to such exclusions),
including: (i) valid, binding, properly perfected, enforceable, nonavoidable first-priority liens and
security interests in the "ABL Priority Collateral" (as defined in that certain ABL Intercreditor
Agreement) (the "ABL Priority Collateral"); and (ii) valid, binding, properly perfected,
enforceable, non-avoidable second-priority liens and security interests in the "Non-ABL Priority
Collateral" (as defined in the ABL Intercreditor Agreement) (the "Term Priority Collateral")
(the foregoing collectively, "Prepetition ABL Collateral"), which Prepetition ABL Liens (x)
secure all of the Prepetition ABL Debt, (y) are not subject to any contest, avoidance,
recharacterization, subordination (whether equitable, contractual or otherwise) (except as
expressly set forth in subclause (z) below), recovery, reduction, attachment, recoupment,
disallowance, impairment, rejection, attack, effect, counterclaim, crossclaim, offset, defense or
any other Claim (as defined in the Bankruptcy Code) of any kind, cause of action or any other
challenge of any nature under the Bankruptcy Code or any other applicable law or regulation or
otherwise; and (z) are and remain senior in priority over any and all other liens on and security
interests in the Prepetition ABL Collateral subject only to (A) the Revolving DIP Liens on the
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ABL Priority Collateral in the manner set forth herein, (B) the DIP Liens on the Term Priority
Collateral in the manner set forth herein, (C) the Carve-Out, to which the DIP Liens are subject,
(D) the SSA Lien with respect to the Term Priority Collateral, (E) in the case of the Term
Priority Collateral, the liens and security interests in favor of the Prepetition Term Secured
Parties and the Adequate Protection Liens in accordance with the provisions of this Final Order
and the ABL Intercreditor Agreement, and (F) valid, perfected and unavoidable liens permitted
under the Prepetition ABL Agreements to the extent that such liens or security interests were as
of the Petition Date senior to or pari passu with the Prepetition ABL Liens;
(c)

pursuant to and in connection with the Prepetition Term Agreements, each

Loan Party granted to the Prepetition Term Agent, for the benefit of the Prepetition Term
Secured Parties, continuing liens on and security interests in (the "Prepetition Term Lender
Liens" and, together with the Prepetition ABL Liens, the "Prepetition Liens") all of the
"Collateral" (as defined in the Prepetition Term Credit Agreement) (subject to certain exclusions
as set forth in the Prepetition Term Agreements only to the extent such lien or security interest
did not attach as of the Petition Date to the property purported to be subject to such exclusions),
including; (i) valid, binding, properly perfected, enforceable, nonavoidable second-priority liens
and security interests in the ABL Priority Collateral; and (ii) valid, binding, properly perfected,
enforceable, non-avoidable first-priority liens and security interests in the Term Priority
Collateral (the foregoing collectively, "Prepetition Term Collateral" and together with the
Prepetition ABL Collateral, the "Prepetition Collateral"), which Prepetition Term Lender Liens
(x) secure all of the Prepetition Term Debt, (y) are not subject to any contest, avoidance,
recharacterization, subordination (whether equitable, contractual or otherwise) (except as
expressly set forth in subclause (z) below), recovery, reduction, attachment, recoupment,
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disallowance, impairment, rejection, attack, effect, counterclaim, crossclaim, offset, defense or
any other Claim (as defined in the Bankruptcy Code) of any kind, cause of action or any other
challenge of any nature under the Bankruptcy Code or any other applicable law or regulation or
otherwise; and (z) are and remain senior in priority over any and all other liens on and security
interests in the Prepetition Term Collateral subject only to (A) the Term DIP Liens on the Term
Priority Collateral in the manner set forth herein, (B) the DIP Liens on the ABL Priority
Collateral in the manner set forth herein, (C) the Carve-Out, to which the DIP Liens are subject,
(D) the SSA Lien, (E) in the case of the ABL Priority Collateral, prior to the ABL Discharge, the
liens and security interests in favor of the Prepetition ABL Secured Parties (including any
Adequate Protection Liens), and (F) valid, perfected and unavoidable liens to the extent that such
liens or security interests were as of the Petition Date senior to or pari passu with the Prepetition
Term Lender Liens;
(d)

the Loan Parties and the Prepetition Agents are parties to that certain ABL

Intercreditor Agreement, dated February 11, 2014 (as amended, supplemented or otherwise
modified from time to time, the "ABL Intercreditor Agreement"), which governs, among other
things, the relative priorities of the Prepetition Liens in respect of the applicable Prepetition
Collateral. The ABL Intercreditor Agreement provides that the (i) Prepetition ABL Liens have
priority over and are senior to the Prepetition Term Lender Liens with respect to the ABL
Priority Collateral and (ii) Prepetition Term Lender Liens have priority over and are senior to the
Prepetition ABL Liens with respect to the Term Priority Collateral, and nothing in this Final
Order shall modify the rights of the Prepetition Secured Parties under the ABL Intercreditor
Agreement;
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the aggregate value of the Prepetition ABL Secured Parties' interest in the

ABL Priority Collateral subject to the Prepetition ABL Liens substantially exceeds the aggregate
amount of the Prepetition ABL Debt;
(f)

as of the Petition Date, other than as expressly permitted under the

Existing Agreements, there were no liens on or security interests in the Prepetition Collateral
other than the Prepetition Liens;
(g)

none of the DIP Secured Parties or the Prepetition Secured Parties control

the Loan Parties or their properties or operations, have authority to determine the manner in
which any Loan Party's operations are conducted or are control persons or insiders of the Loan
Parties by virtue of any of the actions taken with respect to, in connection with, related to or
arising from the Existing Agreements;
(h)

effective as of the date of entry of this Final Order, the NewPage Debtors

hereby absolutely and unconditionally release and forever discharge and acquit the Prepetition
ABL Secured Parties and their respective Representatives (as defined below) (collectively, the
"Released Parties") from any and all obligations and liabilities to the NewPage Debtors (and
their successors and assigns) and from any and all claims, counterclaims, demands, debts,
accounts, contracts, liabilities, actions and causes of action arising prior to the Petition Date
(collectively, the "Released Claims") of any kind, nature or description, whether known or
unknown, foreseen or unforeseen or liquidated or unliquidated, arising in law or equity or upon
contract or tort or under any state or federal law or otherwise, arising out of or related to (as
applicable) the Existing Agreements or the Prepetition ABL Debt, the obligations owing and the
financial obligations made thereunder, the negotiation thereof and of the deal reflected thereby,
and the obligations and financial obligations made thereunder, in each case that the NewPage
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Debtors at any time had, now have or may have, or that their successors or assigns hereafter can
or may have against any of the Released Parties for or by reason of any act, omission, matter,
cause or thing whatsoever arising at any time on or prior to the date of this Final Order, whether
such Released Claims are matured or unmatured or known or unknown;
(i)

no claims or causes of action exist against, or with respect to, the

Prepetition Secured Parties under or related to the Prepetition Debt, the Prepetition Liens, or any
agreements by and among the Loan Parties and any such party that is in existence as of the
Petition Date, whether arising at law or at equity, including, without limitation, any challenge,
recharacterization, subordination, avoidance or other claims arising under or pursuant to sections
105, 510, 541 or 542 through 553, inclusive, of the Bankruptcy Code; and
(j)

all cash, securities or other property of the Loan Parties (and the proceeds

therefrom) as of the Petition Date, including, without limitation, all cash, securities or other
property (and the proceeds therefrom) and other amounts on deposit or maintained by the Loan
Parties in any account or accounts with any depository institution (collectively, the "Depository
Institutions") were subject to the Prepetition Secured Parties' rights of set-off and valid,
binding, properly perfected, enforceable, nonavoidable (i) first-priority liens and security
interests for the benefit of the Prepetition ABL Secured Parties securing the Prepetition ABL
Debt and (ii) second-priority liens and security interests for the benefit of the Prepetition Term
Secured Parties securing the Prepetition Term Debt under the Existing Agreements and
applicable law. All proceeds of the Prepetition Collateral (including cash on deposit at the
Depository Institutions as of the Petition Date, securities or other property, whether subject to
control agreements or otherwise, in each case that constitutes Prepetition Collateral) are "cash
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collateral" of the Prepetition Secured Parties within the meaning of section 363(a) of the
Bankruptcy Code (the "Cash Collateral").
5.

Findings Regarding the DIP Financing.
(a)

Good and sufficient cause has been shown for the entry of this Final Order

and authorization for the Loan Parties to obtain financing pursuant to the DIP Facilities.
(b)

The Loan Parties have an immediate and critical need to obtain the DIP

Financing and continue to use the Prepetition Collateral (including Cash Collateral) in order to
permit, among other things, the orderly continuation of the operation of their businesses, to
maintain business relationships with vendors, suppliers and customers, to make payroll, to make
capital expenditures, to repay the Prepetition ABL Debt, to provide back-to-back or replacement
letters of credit in respect of the letters of credit currently outstanding under the Prepetition ABL
Credit Agreement and to satisfy other working capital and operational needs, in any such case,
which will be used in accordance with the terms of this Final Order. The access of the Loan
Parties to sufficient working capital and liquidity through the use of Cash Collateral and other
Prepetition Collateral, incurrence of new indebtedness under the DIP Documents and other
financial accommodations provided under the DIP Documents are necessary and vital to the
preservation and maintenance of the going concern values of the Loan Parties and to a successful
reorganization of the Loan Parties. Without the use of the DIP Financing and the use of Cash
Collateral, the Loan Parties will not have sufficient liquidity to be able to continue to operate
their businesses. Entry of this Final Order will preserve the assets of each Loan Party's estate and
its value and is in the best interests of the Loan Parties, their creditors and their estates. The
terms of the proposed financing are fair and reasonable, reflect each Loan Party's exercise of
business judgment, and are supported by reasonably equivalent value and fair consideration. The
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adequate protection provided herein and other benefits and privileges contained herein are
consistent with and authorized by the Bankruptcy Code. Absent authorization to immediately use
the DIP Financing and Cash Collateral, the Loan Parties, the estates and their creditors would
suffer immediate and irreparable harm.
(c)

Despite diligent efforts, the Loan Parties are unable to obtain financing on

more favorable terms from sources other than the DIP Lenders under the DIP Documents and are
unable to obtain adequate unsecured credit allowable under sections 364(b) or 503(b)(1) of the
Bankruptcy Code as an administrative expense. The Loan Parties are also unable to obtain
secured credit allowable under section 364(c) of the Bankruptcy Code without the Loan Parties
(i) granting to the DIP Secured Parties, subject to the Carve-Out, the DIP Liens and the DIP
Superpriority Claims (as defined below) and incurring the Adequate Protection Obligations, in
each case, under the terms and conditions set forth in this Final Order and in the DIP Documents,
(ii) discharging the Prepetition ABL Debt in full upon entry of the Interim Order, such discharge
being a requirement by the DIP Secured Parties for the DIP Financing, and (iii) allowing the
Term DIP Lenders (or, as applicable, Related Lenders thereof) to provide Roll Up Term DIP
Loans on a dollar-for-dollar basis with such Term DIP Lender's New Money Term DIP Loans
and allocating the corresponding Commitments, New Money Term DIP Loans and Roll-Up
Entitlements (each as defined in the Term DIP Credit Agreement) upon the terms set forth herein
and in the Term DIP Credit Agreement and the Allocation Procedures (as defined below).
(d)

Based on the Motion, the declarations filed in support of the Motion, and

the record presented to the Court at the Interim Hearing, the terms of the DIP Financing and the
terms on which the Loan Parties may continue to use the Prepetition Collateral (including Cash
Collateral) pursuant to this Final Order and the DIP Documents are fair and reasonable, reflect
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the Loan Parties' exercise of prudent business judgment consistent with their fiduciary duties,
constitute reasonably equivalent value and fair consideration, and represents the best financing
presently available.
(e)

The Prepetition Secured Parties have agreed to not object to the Loan

Parties' use of Cash Collateral and the other Prepetition Collateral, and the Loan Parties' entry
into the DIP Documents in accordance with and subject to the terms and conditions in this Final
Order and the DIP Documents.
(f)

The DIP Financing, including the Roll Up Term DIP Loans, and the use of

the Prepetition Collateral (including Cash Collateral) have been negotiated in good faith and at
arm's length between the Loan Parties, on the one hand, and the DIP Secured Parties, on the
other. All of the Loan Parties' obligations and indebtedness arising under, in respect of, or in
connection with, the DIP Financing and the DIP Documents, including, without limitation: (A)
(i) all loans made to and guarantees issued by the Loan Parties pursuant to the Revolving DIP
Documents; (ii) any "Cash Management Obligations", "Secured Hedge Obligations" and any
other "Obligations" (as such terms are defined in the Revolving DIP Credit Agreement); and (iii)
all other liabilities and obligations of any Loan Party under the Interim Order or this Final Order,
in each case owing to any Revolving DIP Secured Party or any of its respective banking affiliates
(all of the foregoing in clauses (A)(i)(f) through (iii) collectively, the "Revolving DIP
Obligations") and (B) (i) all loans made to and guarantees issued by the Loan Parties pursuant to
the Term DIP Documents, including the Roll Up Term DIP Loans; (ii) any "Cash Management
Obligations", "Secured Hedge Obligations" and any other "Obligations" (as such terms are
defined in the Term DIP Credit Agreement); and (iii) all other liabilities and obligations of any
Loan Party under the Interim Order or this Final Order, in each case owing to any Term DIP

20

PAGE 1114

417

C a s e 16-10163-KG

Doc 372

Filed 03/02/16

Page 2 1 of 103

Secured Party or any of its respective banking affiliates (all of the foregoing in clauses (B)(i)(f)
through (iii) collectively, the "Term DIP Obligations" and together with the Revolving DIP
Obligations, the "DIP Obligations"), shall be deemed to have been extended by the DIP Secured
Parties and their respective affiliates in good faith, as that term is used in section 364(e) of the
Bankruptcy Code and in express reliance upon the protections offered under the Interim Order
and this Final Order and by section 364(e) of the Bankruptcy Code. The DIP Secured Parties
(and the successors and assigns thereof) shall be entitled to the full protection of section 364(e)
of the Bankruptcy Code in the event that the Interim Order, this Final Order or any other order or
any provision hereof or thereof is vacated, reversed or modified, on appeal or otherwise. The
Prepetition Secured Parties have acted in good faith regarding the DIP Financing and the Loan
Parties' continued use of the Prepetition Collateral (including the Cash Collateral) to fund the
administration of the Loan Parties' estates and continued operation of their businesses (including
the incurrence and payment of the Adequate Protection Obligations and the granting of the
Adequate Protection Liens), in accordance with the terms hereof, and the Prepetition Secured
Parties (and the successors and assigns thereof), shall be entitled to the full protection of section
364(e) of the Bankruptcy Code in the event that the Interim Order or this Final Order or any
provision hereof or thereof is vacated, reversed or modified, on appeal or otherwise. The Verso
Debtors have acted in good faith with respect to entry into the Interim SSA Protocol and
providing the potential extensions of credit to the NewPage Debtors contemplated thereby, and
shall be entitled to the full protection of section 364(e) of the Bankruptcy Code in the event that
the Interim Order, this Final Order or any other order or any provision hereof or thereof is

2

"Interim SSA Protocol" means the "Interim Protocol" as defined in the Motion Under 11 U.S.C.
§ 363, 364 and 105(a) for Immediate Entry ofan Order Approving Interim Shared Services Agreement Protocol
[D.I. 38].
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vacated, reversed or modified, on appeal or otherwise, including with respect to any SSA TrueUp Claim and/or SSA Lien. Therefore the claims, superpriority claims, security interests, liens,
and other protection granted pursuant to the Interim Order, this Final Order and the DIP
Documents should be preserved to the extent provided for by paragraph 25 of this Final Order.
(g)

The Prepetition Secured Parties have acted in good faith regarding the DIP

Facility and the NewPage Debtors' use of the Prepetition Collateral (including the Cash
Collateral) and the Prepetition Secured Parties are entitled to the adequate protection provided in
this Final Order as and to the extent set forth herein pursuant to §§ 361, 362, 363 and 364 of the
Bankruptcy Code. Based on the Motion, the Declarations and on the record presented to the
Court, the terms of the proposed adequate protection arrangements and of the use of the
Prepetition Collateral (including the Cash Collateral) are fair and reasonable, reflect the Loan
Parties' prudent exercise of business judgment and constitute reasonably equivalent value and
fair consideration for the use of Cash Collateral; provided that nothing in this Final Order or the
other DIP Documents shall (x) be construed as the affirmative consent by any of the Prepetition
Secured Parties for the use of Cash Collateral, other than on the terms set forth in this Final
Order and in the context of the DIP Financing authorized by this Final Order, (y) be construed as
a consent by any party to the terms of any other financing or any other lien encumbering the
Prepetition Collateral (whether senior or junior) or (z) prejudice, limit or otherwise impair the
rights of any of the Prepetition Secured Parties in any way, subject to any applicable provisions
of the ABL Intercreditor Agreement, including their right to seek new, different or additional
adequate protection for any diminution in value of their interest in the Prepetition Collateral from
and after the Petition Date or assert the interests of any of the Prepetition Secured Parties.
Nothing in this Order shall be construed as a finding regarding the amount of any diminution in
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value of the interest of the Prepetition Secured Parties in the Prepetition Collateral from and after
the Petition Date.
(h)

Payment of the Prepetition ABL Debt is fair and reasonable under the

circumstances and reflects the Loan Parties' exercise of prudent business judgment consistent
with their fiduciary duties.
(i)

The grant of the SSA Lien and allowance of the SSA True-Up Claim, on

the terms set forth herein, are necessary to implement the Interim SSA Protocol. Implementation
of the Interim SSA Protocol, the grant of the SSA Lien, and allowance of the SSA True-Up
Claim is in the best interests of the NewPage Debtors, their estates, and creditors because it will
preserve operational stability and maximize the value of the NewPage Debtors' assets, without
prejudicing the NewPage Debtors' rights with respect to the SSA. To the extent the Verso
Debtors hold an SSA True-Up Claim, such claim constitutes an extension of postpetition credit
under section 364 of the Bankruptcy Code. The grant of the SSA Lien and allowance of the SSA
True-Up Claim satisfy the standards governing to the incurrence of superpriority postpetition
financing secured by liens and priming liens under sections 364(c) and (d) of the Bankruptcy
Code.
(j)

Absent granting the relief set forth in this Final Order, the Loan Parties'

and their estates will be immediately and irreparably harmed. Entry of this Final Order,
consummation of the DIP Financing and the use of Prepetition Collateral, including Cash
Collateral, in accordance with this Final Order and the DIP Documents are in the best interests of
the Loan Parties', their estates and their creditors. The terms of this Final Order and the DIP
Facilities are fair and reasonable under the circumstances, reflect the Loan Parties' exercise of
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prudent business judgment consistent with fiduciary duties and are supported by reasonably
equivalent value and fair consideration.
6.

Authorization of the DIP Financing and the DIP Documents.
(a)

The Loan Parties are hereby authorized to execute, incur, enter into and

perform all obligations under the DIP Documents (with such changes, if any, as were made prior
to or as a result of the Interim Hearing or Final Hearing or are otherwise authorized to be made
as amendments to any of the DIP Documents in accordance with this Final Order). The
Borrower is hereby authorized to forthwith borrow money and obtain letters of credit pursuant to
the DIP Credit Agreements, and the Guarantors are hereby authorized to guaranty the Borrower's
obligations with respect to such borrowings and letters of credit, up to an aggregate principal or
face amount equal to (i) $325 million under the Revolving DIP Facility, (ii) $175 million in New
Money Term DIP Loans under the Term DIP Facility (of which, $125 million was authorized on
an interim basis pursuant to the Interim Order), and (iii) $175 million in Roll Up Term DIP
Loans under the Term DIP Facility, in each case together with applicable interest, protective
advances, expenses, fees and other charges payable in connection with each such DIP Facility
and other DIP Obligations, and subject in each case to any limitations on borrowing under the
applicable DIP Documents, which borrowing shall be used for all purposes permitted under the
applicable DIP Documents, including, without limitation, to refinance the Prepetition ABL Debt
as provided herein and to provide back-to-back or replacement letters of credit in respect of the
letters of credit currently outstanding under the Prepetition ABL Credit Agreement, to provide
working capital for the Loan Parties and to pay interest, fees, expenses and other obligations in
accordance with the Interim Order and this Final Order and the applicable DIP Documents
(including any indemnification obligations).
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In furtherance of the foregoing and without further approval of this Court,

each Loan Party is authorized to perform all acts, to make, execute and deliver all instruments,
documents and agreements (including, without limitation, the execution or recordation of
security agreements, mortgages, deeds of trust and financing statements), and to pay all fees that
may be reasonably required or necessary for the Loan Parties' to implement the terms of,
perform their obligations under or effectuate the purposes of and transactions contemplated by
the Interim Order and this Final Order or the DIP Financing, including, without limitation:
(i)

the execution and delivery of, and performance under, each of the

(ii)

subject to paragraph 49 hereof, the execution and delivery of, and

DIP Documents;

performance under, one or more amendments, waivers, consents or other modifications to and
under the DIP Documents, in each case, in such form as the Loan Parties, the applicable DIP
Agent and the applicable requisite DIP Lenders may agree;
(iii)

the non-refundable payment to the DIP Agents or the DIP Lenders,

as the case may be, of all fees (which fees shall not be subject to any contest, attack, rejection,
recoupment, reduction, defense, counterclaim, offset, subordination, recharacterization,
avoidance or other claim, cause of action or other challenge of any nature under the Bankruptcy
Code, under applicable non-bankruptcy law or otherwise) and any amounts due (or that may
become due) in respect of the indemnification obligations, in each case referred to in any of the
DIP Credit Agreements (and in any separate letter agreements between the Loan Parties, on the
one hand, and any DIP Secured Party, on the other, in connection with the DIP Financing) and
the costs and expenses as may be due from time to time, including, without limitation, the fees
and expenses of the professionals retained by any of the DIP Secured Parties, in each case, as
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provided for in the DIP Documents, without the need to file retention motions or fee applications
or to provide notice to any party, except as otherwise provided herein;
(iv)

the execution and delivery of such documents and the taking of all

acts as shall be necessary or desirable in order to effect transactions contemplated by Sections
2.01(c) and 2.01(d) of the Term DIP Credit Agreement, including, without limitation, the roll up
and conversion into Roll Up Term DIP Loans of certain Prepetition Term Debt beneficially
owned by the applicable Term DIP Lenders (x) as of 1:00 p.m. on January 28,2016, with respect
to any roll up and conversion into Initial Roll-Up Loans (as defined in the Term DIP Credit
Agreement), and (y) as of the Record Date (as defined in the Allocation Procedures (as defined
below)), with respect to any roll up and conversion into Delayed Draw Roll-Up Loans (as
defined in the Term DIP Credit Agreement); and
(v)

the performance of all other acts required under or in connection

with the DIP Documents.
(c)

The allocation of Commitments, Loans (as defined in the Term DIP Credit

Agreement) and Roll-Up Entitlements set forth on Schedule 2.01(c) to the Term DIP Credit
Agreement, including the establishment of (i) a reserve of 30% of the aggregate amount of
Commitments, New Money Term DIP Loans and related Roll-Up Entitlements to be allocated to
the Backstop Parties (as defined in Schedule 2.01(c) to the Term DIP Credit Agreement);
provided, that, subject to the second sentence of the last paragraph of Section 10.04(b)(ii) of the
Term DIP Credit Agreement, but notwithstanding anything else to the contrary in the Term DIP
Credit Agreement, the Backstop Parties' respective rights, obligations and interests with respect
to any of the foregoing may be shared with or reallocated to other entities approved by the
Backstop Parties in their sole discretion (whether by way of assignment, including assignments
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through the Term DIP Agent, its affiliates or another broker or agent engaged for any such
purposes by any Backstop Parties, or through other transactions to effect such reallocation)
(collectively, the "Backstop Tranche") and (ii) a general tranche (the "General Tranche"),
consisting of 70% of the aggregate amount of Commitments and related Roll-Up Entitlements to
be allocated to Prepetition Term Lenders as of the Record Date (as defined in the Allocation
Procedures) (such Prepetition Term Lenders, to the extent constituting "Eligible Subscribers" in
accordance with the Allocation Procedures, the "Eligible Subscribers") (including, with respect
to any General Tranche Shortfall, allocation to Eligible Crossholder Parties and/or the Backstop
Parties (each as defined in Schedule 2.01(c) to the Term DIP Credit Agreement) in accordance
with Schedule 2.01(c) to the Term DIP Credit Agreement), is hereby approved in all respects.
The Backstop Parties and approved entities with respect to the allocation of the Backstop
Tranche are set forth on Exhibit B hereto.
(d)

The procedures for making allocations of the New Money Term DIP

Loans (and any commitments in respect thereof) and the Roll Up Term DIP Loans in the General
Tranche set forth in the commitment procedures and standard terms, substantially in the form
annexed hereto as Exhibit A (collectively, the "Allocation Procedures"), are hereby approved.
Allocations of the New Money Term DIP Loans (and commitments in respect thereof) and the
Roll Up Term DIP Loans made by the Term DIP Agent in accordance with the Allocation
Procedures, paragraph 6 of this Final Order and/or Section 2.01 of the Term DIP Credit
Agreement, as applicable, shall be final and binding, and any minimum assignment amount
requirements pursuant to Section 10.04(b)(ii)(A) of the Term DIP Credit Agreement shall not
apply to any assignments made to effect such allocations. Notwithstanding anything to the
contrary in the Term DIP Credit Agreement, the Loan Parties are hereby authorized to repay

27

PAGE 1121

424

Case 16-10163-KG

Doc 372 Filed 03/02/16

Page 28 of 103

Initial NM Term Loans (as defined in the Term DIP Credit Agreement) and increase (and borrow
pursuant to) the Delayed Draw NM Term Loan Commitments by an amount equal to the
principal amount of Initial NM Term Loans so repaid in order to effectuate the allocation of
Commitments (as defined in the Term DIP Credit Agreement), New Money Term DIP Loans
and Roll-Up Entitlements contemplated by Section 2.01 of the Term DIP Credit Agreement or
otherwise contemplated by paragraph 6 of this Final Order, in any such case, pursuant to
procedures agreed to by the Term DIP Agent and any Term DIP Lender whose Term DIP Loans
are to be so repaid; provided, that, notwithstanding anything to the contrary in the Term DIP
Credit Agreement, (i) any such repayment of Initial NM Term Loans shall be net of any Upfront
Fees (as defined in the Term DIP Credit Agreement) previously paid thereon, (ii) no break
funding payments shall be made or required in connection with such repayment, and (iii) Upfront
Fees shall be payable in connection with the funding of such additional Delayed Draw NM Term
Loan Commitments on the same terms applicable to any existing Delayed Draw NM Term Loan
Commitments. On the Roll-Up Date (as defined in the Term DIP Credit Agreement and
modified by the immediately following sentence), the principal amount of the Prepetition Term
Debt corresponding to each Term DIP Lender's (or, as applicable, its Related Lender's) allocated
Roll Up Entitlements shall be rolled up into Roll Up Term DIP Loans and such Prepetition Term
Debt shall be reduced on a dollar-for-dollar basis by the principal amount of the Roll Up Term
DIP Loans held by such Term DIP Lender; provided, however, that the foregoing is subject to
the proviso in the last sentence of paragraph 6(e) hereof and to paragraphs 26 and 27 hereof with
respect to any rights of the Loan Parties or other parties in interest to bring Loan Parties'
Challenge Proceedings or Challenge Proceedings, as applicable. Notwithstanding anything to
the contrary in the Term DIP Credit Agreement, (i) the Roll-Up Date with respect to the Initial
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Roll-Up Entitlements (as defined in the Term DIP Credit Agreement) shall be the earlier of the
Delayed Draw NM Funding Date (as defined in the Term DIP Credit Agreement) and March 11,
2016, (ii) in the event any Delayed Draw NM Loans (as defined in the Term DIP Credit
Agreement) are funded after the Delayed Draw NM Funding Date in connection with the failure
to fund of a Defaulting Subscriber in accordance with Paragraph 6(i), the Roll-Up Date with
respect to the related Delayed Draw Roll-Up Entitlements (as defined in the Term DIP Credit
Agreement), shall be retroactive to the Delayed DrawNM Funding Date, and (iii) in any event
any Delayed Draw NM Loans (as defined in the Term DIP Credit Agreement) are funded by the
Term DIP Agent (including pursuant to Section 2.04(b) of the Term DIP Credit Agreement) or
any Term DIP Lender acting as a "fronting lender" (or similar role), the related Delayed Draw
Roll-Up Loans (as defined in the Term DIP Credit Agreement) shall be deemed issued to the
applicable Prepetition Term Lender (or designated affiliate thereof for such purpose) upon the
settlement of such fronting arrangements, and the Roll-Up Date with respect thereto shall be
retroactive to the Delayed Draw NM Funding Date. Notwithstanding anything to the contrary in
paragraph 6(i) of this Final Order, in the event Barclays Bank PLC (whether in its capacity as
Term DIP Agent, including pursuant to Section 2.04(b) of the Term DIP Credit Agreement, or
otherwise) funds any portion of New Money Term DIP Loans on the Delayed Draw NM
Funding Date, such funding shall be as a "Related Lender" and shall not (i) cure any failure to
fund such amounts by any subscriber, Related Lender thereof or other entity to whom New
Money Term DIP Loans (and/or any commitments in respect thereof) have been allocated
pursuant to Section 2.01(c) of the Term DIP Credit Agreement or paragraph 6 of this Final
Order, or (ii) relieve any subscriber. Related Lender thereof or other entity of any obligation such
entity may have to fund such amounts directly or indirectly (e.g., through the satisfaction of such
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fronting arrangements). Wilmington Trust, National Association and its affiliates, in connection
with the Prepetition Term Agreements, shall have no liability whatsoever solely in their
respective capacities as Administrative Agent, Collateral Agent (each as defined in the
Prepetition Term Agreements) or otherwise under the Prepetition Term Agreements, or to any
successor to any such capacity under the Prepetition Term Agreements, with respect to any
alleged claim, disgorgement, counterclaim, recoupment, offset or other cause of action under any
theory at law or in equity arising under or in any way related to actions they undertake to
effectuate, or to the administration of, the Roll Up Term DIP Loans or the transactions described
in Section 2.01(c) or Schedule 2.01(c) of the Term DIP Credit Agreement. Barclays Bank PLC
and its affiliates shall have no liability whatsoever solely in their respective capacities as Term
DIP Agent, Lead Arranger (as defined in the Term DIP Credit Agreement), a "fronting lender"
(or similar role) or as a counterparty to any assignments or reallocations effected through
Barclays Bank PLC or its affiliates as a broker or agent, or to any successor to any such capacity
under the Term DIP Documents, with respect to any alleged claim, disgorgement, counterclaim,
recoupment, offset or other cause of action under any theory at law or in equity arising under or
in any way related to actions they undertake to effectuate, or to the administration of, the Roll Up
Term DIP Loans or the transactions described in Section 2.01(c) or Schedule 2.01(c) of the Term
DIP Credit Agreement.
(e)

Each of the DIP Documents shall constitute valid, binding and

unavoidable obligations of the Loan Parties, enforceable against each Loan Party party thereto in
accordance with the terms of such DIP Document, the Interim Order, and this Final Order.
Except as provided in the proviso at the end of this paragraph 6(e) and subject in all respects to
payment of the Carve-Out, no obligation, payment, roll up or repayment thereof or recovery on
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or in respect thereof, or transfer or grant of security under the DIP Documents, the Interim Order
or this Final Order to any of the DIP Secured Parties shall be stayed, restrained, voided, voidable
or recoverable under the Bankruptcy Code or under any applicable law (including, without
limitation, under sections 502(d), 544, 548 or 549 of the Bankruptcy Code or any applicable state
Uniform Fraudulent Transfer Act, Uniform Fraudulent Conveyance Act or similar statute or
common law), or subject to any defense, reduction, setoff, recoupment, claim or counterclaim;
provided, however, that the Court reserves the right to unwind, after notice and hearing, the Roll
Up Term DIP Loans, or a portion thereof, solely in the event that there is a timely and successful
Loan Parties' Challenge Proceeding or Challenge Proceeding, pursuant to and subject to the
limitations contained in paragraphs 26 and 27, challenging the validity, enforceability, extent,
perfection or priority of the Prepetition Term Debt or the Prepetition Term Lender Liens, as and
only to the extent that the Court may determine.
(f)

No DIP Lender or DIP Agent shall have any obligation or responsibility to

monitor any Loan Party's use of the DIP Financing, and each DIP Lender or DIP Agent may rely
upon each Loan Party's representations that the amount of DIP Financing requested at any time,
and the use thereof, are in accordance with the requirements of this Final Order, the DIP
Documents, and Bankruptcy Rule 4001(c)(2).
(g)

The Term DIP Agent may, in connection with allocations of the

Commitments and the Roll-Up Entitlements (as defined in the Term DIP Credit Agreement) in
the General Tranche and any other allocations contemplated to be made pursuant to paragraph 6
of this Final Order and/or Section 2.01(c) or 2.01(d) of the Term DIP Credit Agreement,
conclusively rely on, and shall have no liability whatsoever in respect of, record date ownership
information with respect to Prepetition Term Debt provided to it. The Term DIP Agent and the
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Prepetition Term Agent may conclusively rely on and act on, and shall have no liability
whatsoever in respect of, the representations, warranties, acknowledgments, confirmations, and
agreements made by, and the other information provided by, any subscriber (or, if applicable.
Related Lender thereof) for the Commitments or Roll-Up Entitlements pursuant to the Allocation
Procedures or for any other allocations contemplated to be made pursuant to paragraph 6 of this
Final Order and/or Section 2.01(c) or 2.01(d) of the Term DIP Credit Agreement. In connection
with the roll-up of the Roll Up Term DIP Loans, the Prepetition Term Agent is hereby
authorized to (i) provide the Term DIP Agent and counsel and advisors to the Backstop Parties
(as defined in Schedule 2.01(c) to the Term DIP Credit Agreement) with information or
documents concerning holdings of Prepetition Term Debt as set forth in the Record Date
Register (as defined in the Allocation Procedures), and (ii) act and rely upon (and shall be fully
protected in acting and relying upon) instructions and/or information from the Term DIP Agent,
the "Required Lenders" under the Prepetition Term Credit Agreement and their counsel and
advisors, and/or the Borrower to effectuate the roll-up on behalf of the participating Eligible
Subscribers (as defined in Schedule 2.01(c) to the Term DIP Credit Agreement) or to otherwise
facilitate or implement the transactions contemplated by, and documents under, the Allocation
Procedures, the Interim Order, this Final Order, and/or the Term DIP Credit Agreement.
Without limiting the foregoing, each of the NewPage Debtors, the Term DIP Agent, the Term
DIP Lenders, the Prepetition Term Agent, and any necessary third party is hereby authorized to
take such actions as may be reasonably necessary or appropriate to effectuate the roll-up of the
Roll Up Term DIP Loans or to otherwise facilitate or implement the transactions contemplated
by this Final Order, by the Allocation Procedures, or under the Term DIP Credit Agreement.
The performance by any of the NewPage Debtors, the Term DIP Agent, the Prepetition Term
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Agent, the Backstop Parties and/or any of their respective agents or advisors of such acts as set
forth in the Allocation Procedures, paragraph 6 of this Final Order and related documentation is
hereby authorized and approved.
(h)

Each of the NewPage Debtors shall, jointly and severally, (i) indemnify

and hold harmless the DIP Term Agent, the Prepetition Term Agent, their affiliates and each of
the respective directors, trustees, officers, employees, advisors, counsel, and agents of the
foregoing (and any other person acting on behalf of or in cooperation with the DIP Term Agent,
the Prepetition Term Agent or any of their respective affiliates in connection with the syndication
and/or reallocation of General Tranche Commitments and/or Roll-Up Entitlements or any other
allocation or transaction contemplated by paragraph 6 of this Final Order) (each, an
"Indemnified Person") from and against any and all losses, claims, demands, judgments,
obligations, penalties, fees, costs, expenses (including counsel fees and disbursements), damages
or liabilities (or actions, suits, litigation, investigation or other proceedings commenced or
threatened in respect thereof, whether or not any Indemnified Person is a party thereto and
regardless of whether such matter is initiated by any NewPage Debtor or by any other Person) of
any kind or nature whatsoever that in any way relate to, result from, arise out of or are in
connection with (x) the Allocation Procedures, the DIP Facility General Tranche Commitment
Standard Terms, the Commitment Confirmation (as such terms are defined in the Allocation
Procedures), the transactions contemplated by paragraph 6 of this Final Order or any other
documents delivered by any subscriber (or Related Lender thereof) pursuant to the Allocation
Procedures, and (y) the design, development, negotiation, documentation, closing, execution, or
implementation of any of the transactions contemplated by any of the foregoing or under the
Term DIP Credit Agreement (including, without limitation, in connection with the preparation of
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the Record Date Register (as defined in the Allocation Procedures), any Allocation Procedures,
the roll-up, transfer or designation of the Roll-Up Term DIP Loans and any allocations in
connection with the General Tranche Commitments (as defined in the Allocation Procedures),
the Backstop Tranche or otherwise in connection with any portion of the Term DIP Facility); and
(ii) reimburse each Indemnified Person promptly upon its written demand for any legal or other
expenses incurred in connection with investigating, preparing to defend or defending against, or
participating in, any such loss, claim, demand, judgment, obligation, penalty, fee, cost, expense,
damage, liability, action, suit, litigation, investigation or other proceeding (whether or not any
Indemnified Person is a party thereto and regardless of whether such matter is initiated by any
NewPage Debtor or by any other Person); provided, that any such obligation to indemnify, hold
harmless and reimburse an Indemnified Person shall not be applicable to the extent determined
by a final, non-appealable judgment of a court of competent jurisdiction to have resulted solely
and directly from the willful misconduct of such Indemnified Person (it being understood and
agreed that (A) any action taken in accordance with, pursuant to or in reliance upon instructions
and/or information from the DIP Term Agent, the Prepetition Term Agent, the counsel or
advisors to the Backstop Parties, the Borrower, the "Required Lenders" under the Term DIP
Credit Agreement (or such other number or percentage of the Term DIP Lenders as shall be
required by the Term DIP Documents) or their counsel or advisors, and/or the "Required
Lenders" under the Prepetition Term Credit Agreement (or such other number or percentage of
the Prepetition Term Lenders as shall be required by the Prepetition Term Agreements) or their
counsel or advisors, or (B) the design, development, negotiation, documentation, closing,
execution or implementation of the transfer or designation of the Roll Up Term DIP Loans, in
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any such case for purposes of this paragraph, shall in no event in and of itself be deemed to
constitute willful misconduct).
(i)

In the event (x) a subscriber, Related Lender thereof, or other entity fails

to fund (either directly or through the satisfaction of any applicable fronting arrangements) any
allocated General Tranche Commitment (as defined in the Allocation Procedures) on the
Delayed Draw NM Funding Date (as defined in the Term DIP Credit Agreement) or (y) any
entity fails to fund (either directly or through the satisfaction of any applicable fronting
arrangements) any portion of the Backstop Tranche that such entity has committed to fund on the
Delayed Draw NM Funding Date (in any case of the foregoing, other than as a result of a failure
for any applicable condition in Section 4.01 or 4.03 of the Term DIP Credit Agreement to the
occurrence of the Delayed Draw NM Funding Date to be satisfied (or waived by the Required
Lenders (as defined in the Term DIP Credit Agreement)) (such subscriber, Related Lender
thereof, or other entity, a "Defaulting Subscriber"), the unfunded Delayed Draw NM
Commitments (as defined in the Term DIP Credit Agreement) related thereto shall not be
cancelled as of the Delayed Draw NM Funding Date. If such failure to fund (either directly or
through the satisfaction of any applicable fronting arrangements) is not cured by the Defaulting
Subscriber within four Business Days of the Delayed Draw NM Funding Date, then such
Defaulting Subscriber's unfunded Delayed Draw NM Commitments (and/or, if applicable, rights
to any New Money DIP Term Loans funded on behalf of such Defaulting Subscriber pursuant to
fronting arrangements) shall be immediately and automatically surrendered without
compensation or reimbursement of any kind to the Defaulting Subscriber, and such unfunded
Delayed DrawNM Commitments shall be funded either (i) by the Backstop Parties or (ii) as may
be otherwise agreed by the Backstop Parties, the Term DIP Agent and NewPage, in each case in
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accordance with procedures agreed to among the Backstop Parties, the Term DIP Agent and
NewPage. Nothing in this paragraph 6(i) shall be deemed to prejudice any claims that the
Borrower, the DIP Administrative Agent or any other Term DIP Lender may have against any
Defaulting Subscriber.
7.

Payment of the Prepetition ABL Debt. The execution of the Prepetition ABL

Payoff Letter and performance of the transactions and undertakings set forth therein were
approved in the Interim Order and are hereby confirmed on a final basis in all respects. At the
initial closing of the DIP Financing, the NewPage Debtors paid in cash in full all the Prepetition
ABL Debt or, solely with respect to any letters of credit that had not expired or been cancelled
and that constituted Prepetition ABL Debt, provided one or more replacement or backstop letters
of credit issued under the Revolving DIP Credit Agreement and/or provided that any such letters
of credit under the Prepetition ABL Credit Agreement were deemed to be issued under the
Revolving DIP Credit Agreement. The foregoing transactions in respect of the Prepetition ABL
Debt shall be indefeasible upon expiration of the Challenge Period (as defined below) if no
Challenge Proceeding against the Prepetition ABL Secured Parties (as defined below) is timely
and properly commenced prior to the end of the Challenge Period as provided in paragraph 26
hereof (or, in the event that such a Challenge Proceeding is timely and properly commenced, on
the date on which any order entered by the Court in favor of the Prepetition ABL Secured Parties
in such proceeding becomes final and non-appealable) (the time at which the transactions
described in this paragraph become indefeasible, the "ABL Discharge"). The Prepetition ABL
Liens shall be automatically released and terminated upon such ABL Discharge. The Surviving
Obligations (as defined in the Prepetition ABL Payoff Letter), including the indemnification of
the Prepetition ABL Secured Parties by the NewPage Debtors as and to the extent provided for in
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the Prepetition ABL Agreements, shall continue and survive the ABL Discharge and the other
transactions described in this paragraph. If (i) any portion of the Prepetition ABL Debt is
subsequently reinstated after repayment thereof, including without limitation in respect of any
amounts that are required to be returned or repaid to the Loan Parties, (ii) the NewPage Debtors
make payments of postpetition interest on such reinstated Prepetition ABL Debt (including,
without limitation, as a result of the Prepetition ABL Debt being reinstated after the repayment
thereof because such payment (or any portion thereof) is required to be returned or repaid to the
Loan Parties or the DIP Lenders) and (iii) the Court determines, in a final, nonappealable order,
that the total amount of Prepetitioh ABL Debt and postpetition interest payments thereon
exceeds the value of the Prepetition ABL Secured Parties' interests in the Prepetition Collateral,
then the Creditors' Committee shall be entitled to seek an order of this Court recharacterizing
any payments of postpetition interest on account of the reinstated Prepetition ABL Debt as
repayments of principal to the extent such payments of postpetition interest, when taken together
with the Prepetition ABL Debt, exceed the value of the Prepetition ABL Secured Parties'
interests in the Prepetition Collateral; provided that the Creditors' Committee shall not be
entitled to seek to recharacterize any payments of fees and expenses of the Prepetition ABL
Agent payable to the Prepetition ABL Agent under the Prepetition ABL Agreements.
8.

DIP Superpriority Claims.
(a)

Pursuant to section 3 64(c)( 1) of the Bankruptcy Code, all of the DIP

Obligations shall constitute allowed superpriority administrative expense claims against the Loan
Parties (without the need to file any proof of claim) with priority over any and all claims against
the Loan Parties, now existing or hereafter arising, of any kind whatsoever including, without
limitation, all administrative expenses of the kind specified in sections 503(b) and 507(b) of the
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Bankruptcy Code and any and all administrative expenses or other claims arising under sections
105, 326, 328, 330, 331, 364, 365, 503(b), 506(c), 507(a), 507(b), 726,1113 or 1114 of the
Bankruptcy Code (including the 507(b) Claims (as defined below)) and, whether or not such
expenses or claims may become secured by a judgment lien or other non-consensual lien, levy or
attachment, which allowed claims (the "DIP Superpriority Claims") shall for purposes of
section 1129(a)(9)(A) of the Bankruptcy Code be considered administrative expenses allowed
under section 503(b) of the Bankruptcy Code, and which DIP Superpriority Claims shall be
payable from and have recourse to all pre- and postpetition property of the Loan Parties and all
proceeds thereof (excluding Avoidance Actions (as defined below) but including Avoidance
Proceeds), subject only to the liens on such property and the Carve-Out; provided, that
notwithstanding the foregoing, any DIP Superpriority Claims in respect of the Roll Up Term DIP
Obligations shall be junior in priority to any SSA True-Up Claim. The DIP Superpriority Claims
shall be entitled to the full protection of section 364(e) of the Bankruptcy Code in the event that
the Interim Order or this Final Order or any provision thereof or hereof is vacated, reversed,
amended or otherwise modified, on appeal or otherwise. The DIP Superpriority Claims in
respect of the Revolving DIP Obligations and Term DIP Obligations shall rank equal and pari
passu with one another.
(b)

For purposes hereof, the "Carve-Out" means an amount equal to the sum

of (i) all fees required to be paid to the clerk of the Court and to the Office of the U.S. Trustee
under section 1930(a) of title 28 of the United States Code plus interest at the statutory rate
(without regard to the notice set forth in clause (iii) below); (ii) fees and expenses of up to
$50,000 incurred by a trustee under section 726(b) of the Bankruptcy Code (without regard to the
notice set forth in clause (iii) below); and (iii) allowed and unpaid claims against the NewPage
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Debtors' estates for unpaid fees, costs, and expenses (the "Professional Fees") incurred by
persons or firms retained by the NewPage Debtors, including any persons or firms retained
jointly by the NewPage Debtors and Verso Debtors, or an official committee of unsecured
creditors in the Cases (the "Creditors' Committee"), if any, whose retention is approved by the
Court pursuant to section 327 and 1103 of the Bankruptcy Code, subject to the terms of the
Interim Order, this Final Order and any other interim or other compensation order entered by the
Court that are incurred (A) at any time before delivery by a DIP Agent of a Carve-Out Trigger
Notice (as defined below), whether allowed by the Court prior to or after delivery of a Carve-Out
Trigger Notice, subject to any limits imposed by the Interim Order, this Final Order or otherwise
on Professional Fees permitted to be incurred in connection with any permitted investigations of
claims and defenses against any Prepetition Secured Parties; and (B) after the occurrence and
during the continuance of an Event of Default (or any event resulting in the termination of the
NewPage Debtors' right to use Cash Collateral) and delivery of written notice (the "Carve-Out
Trigger Notice") thereof (which may be by email) to the NewPage Debtors, the NewPage
Debtors' counsel, the U.S. Trustee, the other DIP Agent and lead counsel for the Creditors'
Committee, if any, in an aggregate amount not to exceed $5,0 million (the amount set forth in
this clause (iii)(B) being the "Post-EoD Carve-Out Amount"); provided that nothing herein
shall be construed to impair the ability of any party to object to the fees, expenses,
reimbursement or compensation described in clauses (i), (ii), (iii)(A) or (iii)(B) above, on any
grounds.
(c)

Notwithstanding the foregoing, the Carve-Out shall not include, apply to

or be available for any fees or expenses incurred by any party in connection with (a) the
investigation (other than as expressly permitted by paragraph 28 hereof), initiation or prosecution
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of any claims, causes of action, adversary proceedings or other litigation (i) against any of the
Prepetition Secured Parties or the DIP Secured Parties, or, other than as set forth in the Interim
Order or this Final Order, as applicable, the holders of any indebtedness with respect to the
Prepetition Debt (whether in such capacity or otherwise), or (ii) challenging the amount, validity,
perfection, priority or enforceability of or asserting any defense, counterclaim or offset to, the
obligations and the liens and security interests granted under the DIP Documents or, other than
as set forth in the Interim Order or this Final Order, as applicable, under the Existing
Agreements, (whether in such capacity or otherwise), including, in each case, without limitation,
for lender liability or, other than as set forth in the Interim Order or this Final Order, as
applicable, pursuant to section 105, 510, 544, 547, 548, 549, 550, or 552 of the Bankruptcy
Code, applicable non-bankruptcy law or otherwise; (b) attempts to modify any of the rights
granted to any of the DIP Secured Parties or the Prepetition Secured Parties hereunder; (c)
attempts to prevent, hinder or otherwise delay any of the DIP Secured Parties' assertion,
enforcement or realization upon any Collateral in accordance with the DIP Documents, the
Interim Order or this Final Order other than to seek a determination that an Event of Default has
not occurred or is not continuing; (d) paying any amount on account of any claims arising before
the commencement of the Cases unless such payments are approved by an order of the Court; (e)
after delivery of a Carve-Out Trigger Notice, any success, completion, back-end or similar fees
(other than any success fee payable to the NewPage Debtors' current financial advisor, PJT
Partners, engaged pursuant to its existing engagement letter with the NewPage Debtors, the
payment of which shall not reduce the Post-EoD Carve-Out Amount, regardless of whether such
success fee is earned prior to or after delivery of a Carve-Out Trigger Notice; provided, that such
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success fee shall be paid solely from DIP Non-ABL Priority Collateral and/or the proceeds
thereof); and/or (f) anything else prohibited by the DIP Documents.
(d)

Notwithstanding anything to the contrary herein or in the DIP Documents,

the Carve-Out shall be senior to all liens and claims granted under the Interim Order, this Final
Order and the DIP Documents, any Adequate Protection Liens, any SSA Lien, the Adequate
Protection Claims, the SSA True-Up Claim, and any and all other liens or claims securing the
DIP Obligations (it being understood and agreed that the Carve-Out shall, except with respect to
fees payable to PJT Partners described in paragraph 8(c) above, be allocated pro rata among the
DIP ABL Priority Collateral and DIP Non-ABL Priority Collateral; provided that, for the
avoidance of doubt, such allocation shall not affect the funding of the Carve-Out, and all
Collateral shall be available to fund the Carve-Out except with respect to fees payable to PJT
Partners described in paragraph 8(c) above.
9.

Continuation of Prepetition Liens. Until the payment in full of the Prepetition

Term Debt, all liens and security interests of the Prepetition Term Secured Parties securing the
Prepetition Term Debt (including, without limitation, liens granted for adequate protection
purposes), and any Prepetition Term Debt that is reinstated as a result of a successful Challenge
Proceeding or Loan Parties' Challenge Proceeding resulting in the unwinding of all or a portion
of the Roll Up DIP Loans pursuant to the proviso in paragraph 6(e) (unless the Court orders
otherwise in connection with such Challenge Proceeding or Loan Parties' Challenge
Proceeding), shall remain valid and enforceable with the same continuing priority as described
herein. Until the ABL Discharge, all liens and security interests of the Prepetition ABL Secured
Parties securing the Prepetition ABL Debt (including, without limitation, liens granted for
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adequate protection purposes) shall remain valid and enforceable with the same continuing
priority as described herein.
10.

Revolving DIP Liens. As security for the Revolving DIP Obligations, effective

and perfected upon the date of the Interim Order and continuing to be effective pursuant to this
Final Order, and without the necessity of the execution, recordation of filings by the Loan Parties
of mortgages, security agreements, control agreements, pledge agreements, financing statements
or other similar documents, or the possession or control by any of the Revolving DIP Secured
Parties of, or over, any Collateral (as defined below), the following security interests and liens
are hereby granted to the Revolving DIP Agent, for the benefit of the Revolving DIP Secured
Parties in each Loan Party's rights, title and interest in or to all tangible and intangible pre- and
postpetition property and assets, whether existing on the Petition Date or thereafter acquired or
arising, whether real or personal property, including, without limitation, any and all cash
(whether maintained with any DIP Agent or otherwise) and any investment of such cash,
inventory, accounts receivable, other rights to payment whether arising before or after the
Petition Date, contracts, properties, plants, fixtures, machinery, equipment, general intangibles,
documents, instruments, securities, chattel paper, interests in leaseholds, real properties, deposit
accounts, securities accounts, patents, copyrights, trademarks, trade names, rights under license
agreements and other intellectual property, capital stock of subsidiaries, tax attributes and taxrelated claims or receivables (whether statutory, contractual or otherwise), including, without
limitation, net operating losses, capital losses, unrealized built-in losses and tax and business
credits, tax refunds and other tax savings, wherever located, and the proceeds, products, rents
and profits of the foregoing, whether arising under section 552(b) of the Bankruptcy Code or
otherwise, of all the foregoing, in each case other than: (i) the Excluded Assets (as defined in the
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DIP Documents), but including any proceeds of Excluded Assets; and (ii) the Loan Parties'
claims and causes of action under sections 502(d), 544, 545, 547, 548 and 550 of the Bankruptcy
Code, or any other avoidance actions under the Bankruptcy Code (collectively, "Avoidance
Actions"), but including any proceeds or property recovered, unencumbered or otherwise from
Avoidance Actions, whether by judgment, settlement or otherwise ("Avoidance Proceeds") (all
of the foregoing property and assets being collectively referred to as the "Collateral"; all such
liens and security interests granted to the Revolving DIP Agent, for the benefit of the Revolving
DIP Secured Parties, pursuant to the Interim Order, this Final Order and the Revolving DIP
Documents, the "Revolving DIP Liens"), subject only to the payment of the Carve-Out:
(a)

Pursuant to Section 364(c)(2) of the Bankruptcy Code, be secured by (i) a

valid, perfected, continuing, enforceable, non-avoidable first priority security interest and lien on
the ABL Priority Collateral (as defined in the DIP Intercreditor Agreement, and referred to
herein as the "DIP ABL Priority Collateral") of each Loan Party and (ii) a valid, perfected,
continuing, enforceable, non-avoidable junior priority security interest and lien on the Non-ABL
Priority Collateral (as defined in the DIP Intercreditor Agreement, and referred to herein as the
"DIP Non-ABL Priority Collateral") of each Loan Party subject as to priority in the case of
this subparagraph (ii) only to (A) the senior security interest and lien on the DIP Non-ABL
Priority Collateral of each Loan Party securing the Term DIP Obligations on a senior basis in
accordance with the DIP Intercreditor Agreement, (B) the Adequate Protection Liens on the DIP
Non-ABL Priority Collateral granted to the Prepetition Term Secured Parties by the Interim
Order or this Final Order, and (C) the SSA Lien; in each case of this subparagraph (a), (x) to the
extent such DIP ABL Priority Collateral or DIP Non-ABL Priority Collateral, as applicable, is
not subject to valid, perfected and non-avoidable liens as of the Petition Date or becomes
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unencumbered by any such liens in effect as of the Petition Date as a result of the repayment of
Prepetition Debt with the proceeds of any extensions of credit under any of the DIP Credit
Agreements and (y) excluding claims and causes of action under sections 502(d), 544, 545, 547,
548 and 550 of the Bankruptcy Code (collectively "Avoidance Actions") (it being understood
that notwithstanding such exclusion of Avoidance Actions, such lien shall attach to any
Avoidance Proceeds).
(b)

Pursuant to Section 364(c)(3) of the Bankruptcy Code, be secured by (i) a

valid, perfected, continuing, enforceable, non-avoidable security interest and lien on the DIP
ABL Priority Collateral of each Loan Party, senior in priority to the SSA Lien and security
interests and liens on the DIP ABL Priority Collateral of each Loan Party securing the Term DIP
Obligations or any Prepetition Debt and (ii) a valid, perfected, continuing, enforceable, nonavoidable security interest and lien on the DIP Non-ABL Priority Collateral of each Loan Party
subject as to priority to (A) the security interest and lien on the DIP Non-ABL Priority Collateral
of each Loan Party securing the Term DIP Obligations on a senior basis in accordance with the
DIP Intercreditor Agreement, (B) the SSA Lien, (C) the Adequate Protection Liens granted to the
Prepetition Term Secured Parties by the Interim Order or this Final Order, and (D) the
Prepetition Term Lender Liens, in each case of this subparagraph (b), to the extent that such DIP
ABL Priority Collateral or DIP Non-ABL Priority Collateral, as applicable, is subject to (x)
valid, perfected and unavoidable liens in favor of third parties that were in existence immediately
prior to the Petition Date, or (y) valid and unavoidable liens in favor of third parties that were in
existence immediately prior to the Petition Date that were perfected subsequent to the Petition
Date as permitted by Section 546(b) of the Bankruptcy Code (such liens and security interests
referred to in subclauses (x) and (y) above, but excluding the liens and security interests referred
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to in the proviso to this subparagraph (b), the "ABL Specified Prepetition Prior Liens"),
subject as to priority to the ABL Specified Prepetition Prior Liens; provided that this
subparagraph (b) shall not apply to the existing liens (A) on any Collateral that secure any
Prepetition ABL Debt or (B) on any DIP ABL Priority Collateral that secure any Prepetition
Term Debt, which existing liens will be primed by the liens described in subparagraph (c) or
subparagraph (d) below, as applicable.
(c)

Pursuant to Section 364(d)(1) of the Bankruptcy Code, be secured by a

valid, perfected, continuing, enforceable, non-avoidable first priority priming security interest
and lien on the DIP ABL Priority Collateral of each Loan Party, senior to the SSA Lien and
existing liens that secure (i) any Prepetition ABL Debt or (ii) any Prepetition Term Debt, which
priming liens pursuant to this subparagraph (c) shall, for the avoidance of doubt, be senior to any
current and future liens granted on the DIP ABL Priority Collateral to or for the benefit of any
Prepetition Secured Parties (including, without limitation, to provide adequate protection);
provided that the liens pursuant to this subparagraph (c) shall be subject as to priority only to (w)
the Carve-Out, (x) Liens3on the DIP ABL Priority Collateral that are valid, binding, enforceable,
properly perfected, nonavoidable, and senior in priority to the Prepetition ABL Liens as of the
Petition Date (other than those referred to in the foregoing clauses (i) and (ii)), (y) Liens
permitted under Sections 6.02(c), (d), (i), (1), (n), (p), (r), (s), (u), and (v) of the Revolving DIP
Credit Agreement that are not junior or subordinated to the Revolving DIP Liens (pursuant to
any express agreement, applicable law or otherwise) and (z) Permitted Liens (as defined in the
Revolving DIP Credit Agreement) on cash collateral securing Cash Management Agreements
with a Cash Management Bank (each as defined in the Revolving DIP Credit Agreement).

3

As used in this paragraph 10 only, "Liens" has the meaning assigned in the Revolving DIP Credit
Agreement.
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Pursuant to Section 364(d)(1) of the Bankruptcy Code, be secured by a

valid, perfected, continuing, enforceable, non-avoidable junior priority priming security interest
and lien on the DIP Non-ABL Priority Collateral of each Loan Party, senior to existing liens that
secure any Prepetition ABL Debt; provided that the liens pursuant to this subparagraph (d) shall
be (i) subject as to priority only to (s) the Carve-Out, (t) the SSA Lien, (u) the priming security
interest and lien on the DIP Non-ABL Priority Collateral securing the Term DIP Obligations, (v)
the existing Prepetition Term Lender Liens, (w) Adequate Protection Liens granted to the
Prepetition Term Secured Parties, (x) Liens on the DIP Non-ABL Priority Collateral that are
valid, binding, enforceable, properly perfected, nonavoidable and senior in priority to the
Prepetition ABL Liens as of the Petition Date (other than those referred to in the following
clause (ii)), (y) Liens permitted under Sections 6.02(c), (d), (g), (h), (i), (k), (1), (n), (o), (p), and
(v) of the Revolving DIP Credit Agreement that are not junior or subordinated to the Revolving
DIP Liens (pursuant to any express agreement, applicable law or otherwise), and (z) Permitted
Liens (as defined in the Revolving DIP Credit Agreement) on cash collateral securing Cash
Management Agreements with a Cash Management Bank (each as defined in the Revolving DIP
Credit Agreement) and (ii) senior to any current and future liens granted on the DIP Non-ABL
Priority Collateral to or for the benefit of any Prepetition ABL Secured Parties (including,
without limitation, to provide adequate protection).
11.

New Money Term DIP Liens. As security for the Term DIP Obligations

(excluding any Roll-Up Loan Obligations (as defined in the Term DIP Credit Agreement as of
the date hereof), the obligations so excluded, the "Roll Up Term DIP Obligations"; all Term
DIP Obligations other than the Roll Up Term DIP Obligations, the "New Money Term DIP
Obligations")), effective and perfected upon the date of the Interim Order and continuing to be
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effective pursuant to this Final Order, and without the necessity of the execution, recordation of
filings by the Loan Parties of mortgages, security agreements, control agreements, pledge
agreements, financing statements or other similar documents, or the possession or control by any
of the Term DIP Secured Parties of, or over, any Collateral, the following security interests and
liens are hereby granted to the Term DIP Agent, for the benefit of the Term DIP Secured Parties
in each Loan Party's rights, title and interest in or to the Collateral (all such liens and security
interests granted to the Term DIP Agent, for the benefit of the Term DIP Secured Parties,
pursuant to this Final Order and the Term DIP Documents, the "New Money Term DIP
Liens"), subject only to the payment of the Carve-Out (and subject in all respects to paragraph
13 hereof):
(a)

Pursuant to Section 364(c)(2) of the Bankruptcy Code, be secured by (i) a

valid, perfected, continuing, enforceable, non-avoidable first priority security interest and lien on
the DIP Non-ABL Priority Collateral of each Loan Party and (ii) a valid, perfected, continuing,
enforceable, non-avoidable junior priority security interest and lien on the DIP ABL Priority
Collateral of each Loan Party subject as to priority only to (A) the senior security interest and
lien on the DIP ABL Priority Collateral of each Loan Party securing the Revolving DIP
Obligations and (B) the Adequate Protection Liens on the DIP ABL Priority Collateral granted to
the Prepetition ABL Secured Parties by the Interim Order and this Final Order; in each case of
this subparagraph (a), (x) to the extent such DIP Non-ABL Priority Collateral or DIP ABL
Priority Collateral, as applicable, is not subject to valid, perfected and non-avoidable liens as of
the Petition Date or becomes unencumbered by any such liens in effect as of the Petition Date as
a result of the repayment of Prepetition Debt with the proceeds of any extensions of credit under
any of the DIP Credit Agreements and (y) excluding Avoidance Actions (it being understood that
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notwithstanding such exclusion of Avoidance Actions, such lien shall attach to any Avoidance
Proceeds).
(b)

Pursuant to Section 364(c)(3) of the Bankruptcy Code, be secured by (i) a

valid, perfected, continuing, enforceable, non-avoidable security interest and lien on the DIP
Non-ABL Priority Collateral of each Loan Party, senior in priority to the SSA Lien and security
interests and liens on the DIP Non-ABL Priority Collateral of each Loan Party securing the
Revolving DIP Obligations or any Prepetition Debt and (ii) a valid, perfected, continuing,
enforceable, non-avoidable security interest and lien on the DIP ABL Priority Collateral of each
Loan Party subject as to priority to (A) the senior security interest and lien on the DIP ABL
Priority Collateral of each Loan Party securing the Revolving DIP Obligations, (B) the
Prepetition ABL Liens, and (C) the Adequate Protection Liens granted to the Prepetition ABL
Secured Parties by the Interim Order and this Final Order, in each case of this subparagraph (b),
to the extent that such DIP Non-ABL Priority Collateral or DIP ABL Priority Collateral, as
applicable, is subject to (x) valid, perfected and unavoidable liens in favor of third parties that
were in existence immediately prior to the Petition Date, or (y) valid and unavoidable liens in
favor of third parties that were in existence immediately prior to the Petition Date that were
perfected subsequent to the Petition Date as permitted by Section 546(b) of the Bankruptcy Code
(such liens and security interests referred to in subclauses (x) and (y) above, but excluding the
liens and security interests referred to in the proviso to this subparagraph (b), the "Term
Specified Prepetition Prior Liens"), subject as to priority to the Term Specified Prepetition
Prior Liens; provided that this subparagraph (b) shall not apply to the existing liens (A) on any
Collateral that secure any Prepetition Term Debt or (B) on any DIP Non-ABL Priority Collateral

48

PAGE 1142

445

Case 16-10163-KG

Doc 372 Filed 03/02/16

Page 49 of 103

that secure any Prepetition ABL Debt, which existing liens will be primed by the liens described
in subparagraph (c) or subparagraph (d) below, as applicable.
(c)

Pursuant to Section 364(d)(1) of the Bankruptcy Code, be secured by a

valid, perfected, continuing, enforceable, non-avoidable first priority priming security interest
and lien on the DIP Non-ABL Priority Collateral of each Loan Party, senior to the SSA Lien and
existing liens that secure (i) any Prepetition Term Debt or (ii) any Prepetition ABL Debt, which
priming liens pursuant to this subparagraph (c) shall, for the avoidance of doubt, be senior to any
current and future liens granted on the DIP Non-ABL Priority Collateral to or for the benefit of
any Prepetition Secured Parties (including, without limitation, to provide adequate protection),
provided that the liens pursuant to this subparagraph (c) shall be subject as to priority only to (w)
the Carve-Out, (x) Liens4on the DIP Non-ABL Priority Collateral that are valid, binding,
enforceable, properly perfected, nonavoidable and senior in priority to the Prepetition Term
Lender Liens as of the Petition Date (other than those referred to in the foregoing clauses (i) and
(ii)), (y) Liens permitted under Sections 6.02(c), (d), (g), (h), (i), (k), (1), (n), (o), (p) and (v) of
the Term DIP Credit Agreement that are not junior or subordinated to the New Money Term
DIP Liens (pursuant to any express agreement, applicable law or otherwise), and (z) Permitted
Liens (as defined in the Term DIP Credit Agreement) on cash collateral securing Cash
Management Agreements with a Cash Management Bank (each as defined in the Term DIP
Credit Agreement).
(d)

Pursuant to Section 364(d)(1) of the Bankruptcy Code, be secured by a

valid, perfected, continuing, enforceable, non-avoidable junior priority priming security interest
and lien on the DIP ABL Priority Collateral of each Loan Party, senior to the SSA Lien and

4

As used in this paragraph 11 only, "Liens" has the meaning assigned in the Term DIP Credit Agreement.
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existing liens that secure any Prepetition Term Debt; provided that the liens pursuant to this
subparagraph (d) shall be (i) subject as to priority only to (t) the Carve-Out, (u) the first priority
priming security interest and lien on the DIP ABL Priority Collateral securing the Revolving DIP
Obligations, (v) the existing Prepetition ABL Liens, (w) Adequate Protection Liens granted to
the Prepetition ABL Secured Parties by the Interim Order and this Final Order, (x) Liens on the
DIP ABL Priority Collateral that are valid, binding, enforceable, properly perfected,
nonavoidable and senior in priority to the Prepetition Term Lender Liens as of the Petition Date
(other than those referred to in the following clause (ii)), (y) Liens permitted under Sections
6.02(c), (d), (i), (1), (n), (p), (r), (s), (u), and (v) of the Term DIP Credit Agreement that are not
junior or subordinated to the Term DIP Liens (as defined below) (pursuant to any express
agreement, applicable law or otherwise), and (z) Permitted Liens (as defined in the Term DIP
Credit Agreement) on cash collateral securing Cash Management Agreements with a Cash
Management Bank (each as defined in the Term DIP Credit Agreement), and (ii) senior to any
current and future liens granted on the DIP ABL Priority Collateral to or for the benefit of any
Prepetition Term Secured Parties (including, without limitation, to provide adequate protection).
12.

Roll Up Term DIP Liens. As security for the Roll Up Term DIP Obligations,

effective and perfected upon the date of this Final Order and without the necessity of the
execution, recordation of filings by the Loan Parties of mortgages, security agreements, control
agreements, pledge agreements, financing statements or other similar documents, or the
possession or control by any of the Term DIP Secured Parties of, or over, any Collateral, the
following security interests and liens are hereby granted to the Term DIP Agent, for the benefit
of the Term DIP Secured Parties in each Loan Party's rights, title and interest in or to the
Collateral (all such liens and security interests granted to the Term DIP Agent, for the benefit of
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the Term DIP Secured Parties, pursuant to this Final Order and the Term DIP Documents, the
"Roll Up Term DIP Liens", and together with the New Money Term DIP Liens, the "Term
DIP Liens"; the Term DIP Liens together with the Revolving DIP Liens, the "DIP Liens"),
subject only to the payment of the Carve-Out (and subject in all respects to paragraph 13 hereof):
(a)

Pursuant to Section 364(c)(2) of the Bankruptcy Code, be secured by (i) a

valid, perfected, continuing, enforceable, non-avoidable junior priority security interest and lien
on the DIP Non-ABL Priority Collateral of each Loan Party, subject only to the New Money
Term DIP Liens and the SSA Lien, and (ii) a valid, perfected, continuing, enforceable, nonavoidable junior priority security interest and lien on the DIP ABL Priority Collateral of each
Loan Party subject as to priority only to (A) the senior security interest and lien on the DIP ABL
Priority Collateral of each Loan Party securing the Revolving DIP Obligations, (B) the New
Money Term DIP Liens, (C) the SSA Lien, and (D) the Adequate Protection Liens on the DIP
ABL Priority Collateral granted to the Prepetition ABL Secured Parties by the Interim Order and
this Final Order; in each case of this subparagraph (a), (x) to the extent such DIP Non-ABL
Priority Collateral or DIP ABL Priority Collateral, as applicable, is not subject to valid, perfected
and non-avoidable liens as of the Petition Date or becomes unencumbered by any such liens in
effect as of the Petition Date as a result of the repayment of Prepetition Debt with the proceeds of
any extensions of credit under any of the DIP Credit Agreements and (y) excluding Avoidance
Actions (it being understood that notwithstanding such exclusion of Avoidance Actions, such
lien shall attach to any Avoidance Proceeds).
(b)

Pursuant to Section 364(c)(3) of the Bankruptcy Code, be secured by (i) a

valid, perfected, continuing, enforceable, non-avoidable security interest and lien on the DIP
Non-ABL Priority Collateral of each Loan Party, junior in priority to the New Money Term DIP
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Liens and SSA Lien, and senior in priority to the security interests and liens on the DIP NonABL Priority Collateral of each Loan Party securing the Revolving DIP Obligations or any
Prepetition Debt and (ii) a valid, perfected, continuing, enforceable, non-avoidable security
interest and lien on the DIP ABL Priority Collateral of each Loan Party subject as to priority to
(A) the senior security interest and lien on the DIP ABL Priority Collateral of each Loan Party
securing the Revolving DIP Obligations, (B) the Prepetition ABL Liens, (C) the Adequate
Protection Liens granted to the Prepetition ABL Secured Parties by the Interim Order and this
Final Order, (D) the New Money Term DIP Liens and (E) the SSA Lien, in each case of this
subparagraph (b), to the extent that such DIP Non-ABL Priority Collateral or DIP ABL Priority
Collateral, as applicable, is subject to any Term Specified Prepetition Prior Liens, subject as to
priority to the Term Specified Prepetition Prior Liens; provided that this subparagraph (b) shall
not apply to the existing liens (X) on any Collateral that secure any Prepetition Term Debt or (Y)
on any DIP Non-ABL Priority Collateral that secure any Prepetition ABL Debt, which existing
liens will be primed by the liens described in subparagraph (c) or subparagraph (d) below, as
applicable.
(c)

Pursuant to Section 364(d)(1) of the Bankruptcy Code, be secured by a

valid, perfected, continuing, enforceable, non-avoidable junior priming security interest and lien
on the DIP Non-ABL Priority Collateral of each Loan Party, senior to existing liens that secure
(i) any Prepetition Term Debt or (ii) any Prepetition ABL Debt, which priming liens pursuant to
this subparagraph (c) shall, for the avoidance of doubt, be senior to any current and future liens
granted on the DIP Non-ABL Priority Collateral to or for the benefit of any Prepetition Secured
Parties (including, without limitation, to provide adequate protection), provided that the liens
pursuant to this subparagraph (c) shall be subject as to priority only to (u) the Carve-Out, (v) the
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New Money Term DIP Liens, (w) the SSA Lien, (x) Liens5 on the DIP Non-ABL Priority
Collateral that are valid, binding, enforceable, properly perfected, nonavoidable and senior in
priority to the Prepetition Term Lender Liens as of the Petition Date (other than those referred to
in the foregoing clauses (i) and (ii)), (y) Liens permitted under Sections 6.02(c), (d), (g), (h), (i),
(k), (1), (n), (o), (p) and (v) of the Term DIP Credit Agreement that are not junior or
subordinated to the Term DIP Liens (pursuant to any express agreement, applicable law or
otherwise), and (z) Permitted Liens (as defined in the Term DIP Credit Agreement) on cash
collateral securing Cash Management Agreements with a Cash Management Bank (each as
defined in the Term DIP Credit Agreement).
(d)

Pursuant to Section 364(d)(1) of the Bankruptcy Code, be secured by a

valid, perfected, continuing, enforceable, non-avoidable junior priority priming security interest
and lien on the DIP ABL Priority Collateral of each Loan Party, senior to existing liens that
secure any Prepetition Term Debt; provided that the liens pursuant to this subparagraph (d) shall
be (i) subject as to priority only to (r) the Carve-Out, (s) the first priority priming security interest
and lien on the DIP ABL Priority Collateral securing the Revolving DIP Obligations, (t) the
existing Prepetition ABL Liens, (u) Adequate Protection Liens granted to the Prepetition ABL
Secured Parties by the Interim Order or this Final Order, (v) the New Money Term DIP Liens,
(w) the SSA Lien, (x) Liens on the DIP ABL Priority Collateral that are valid, binding,
enforceable, properly perfected, nonavoidable and senior in priority to the Prepetition Term
Lender Liens as of the Petition Date (other than those referred to in the following clause (ii)), (y)
Liens permitted under Sections 6.02(c), (d), (i), (1), (n), (p), (r), (s), (u), and (v) of the Term DIP
Credit Agreement that are not junior or subordinated to the Term DIP Liens (pursuant to any

' As used in this paragraph 12 only, "Liens" has the meaning assigned in the Term DIP Credit Agreement.
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express agreement, applicable law or otherwise), and (z) Permitted Liens (as defined in the Term
DIP Credit Agreement) on cash collateral securing Cash Management Agreements with a Cash
Management Bank (each as defined in the Term DIP Credit Agreement), and (ii) senior to any
current and future liens granted on the DIP ABL Priority Collateral to or for the benefit of any
Prepetition Term Secured Parties (including, without limitation, to provide adequate protection).
13.

Priority of DIP Liens in Sale Proceeds. Notwithstanding anything to the contrary

in paragraph 11,12 or 22 of this Final Order or in the Term DIP Documents, solely as between
the New Money Term DIP Liens and Roll Up Term DIP Liens, with respect to any Collateral
consisting of the proceeds of any sale, transfer, or other disposition of Collateral, the relative
priorities of the New Money Term DIP Liens and Roll Up Term DIP Liens shall be reversed in
all respects, and (a) the Roll Up Term DIP Liens shall be entitled to the priorities otherwise
applicable New Money Term DIP Liens, (b) the New Money Term DIP Liens shall be entitled to
the priorities otherwise applicable to Roll Up Term DIP Liens and (c) the priorities of all other
liens set forth in paragraphs 10 through 12 and 22 shall be preserved and not be modified or
affected in any way by this paragraph.
14.

Relative Priorities of Revolving DIP Liens and Term DIP Liens; Preservation of

DIP Secured Parties' Rights With Respect To Specified Prepetition Prior Liens.
Notwithstanding anything to the contrary herein, (i) the relative priorities of the Revolving DIP
Liens and the Term DIP Liens granted under the Interim Order or this Final Order, solely as
between the Revolving DIP Liens and the Term DIP Liens, shall be subject in all respects to the
terms of the DIP Intercreditor Agreement, (ii) any provisions herein relating to ABL Specified
Prepetition Prior Liens shall not limit the rights and remedies of the Revolving DIP Secured
Parties under the Revolving DIP Documents to the extent such liens and security interests are not
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permitted by the Revolving DIP Credit Agreement, and (iii) any provisions herein relating to
Term Specified Prepetition Prior Liens shall not limit the rights and remedies of the Term DIP
Secured Parties under the Term DIP Documents to the extent such liens and security interests are
not permitted by the Term DIP Credit Agreement.
15.

Automatic Effectiveness of Liens. The automatic stay imposed under section

362(a) of the Bankruptcy Code is hereby vacated and modified to permit the Loan Parties to
grant the liens and security interests to the DIP Agents, the other DIP Secured Parties and the
Prepetition Agents, for the benefit of the applicable Prepetition Secured Parties, in any such case,
contemplated by the Interim Order, this Final Order and the other DIP Documents.
16.

Maintenance of Letters of Credit. To the extent permitted by the DIP Documents,

the Loan Parties are authorized to maintain, amend, extend and renew letters of credit issued or
deemed issued under the Revolving DIP Credit Agreement on an uninterrupted basis and to take
all actions reasonably appropriate with respect thereto on an uninterrupted basis, including,
without limitation, to cash collateralize from time to time any such letters of credit pursuant to
the Revolving DIP Credit Agreement.
17.

Protection of DIP Secured Parties' Rights.
(a)

Unless (x) all DIP Obligations shall have been indefeasibly paid in full in

cash, (y) all Commitments (as defined in the DIP Credit Agreements) under any of the DIP
Credit Agreements and any other commitment of any DIP Agent or DIP Lender to make
extensions to any of the Loan Parties shall have been terminated or expired and (z) all letters of
credit issued or deemed issued under the Revolving DIP Credit Agreement have been canceled
or have expired, and all amounts drawn thereunder have been reimbursed in full in cash (or other
arrangements with respect thereto satisfactory to the Revolving DIP Agent and the Revolving
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DIP Lenders shall have been made) (the foregoing with respect to the DIP Obligations (or, as the
context may require, any class thereof) shall be referred to as, "Payment in Full")6, the
Prepetition Secured Parties and the Verso Debtors (in their capacities as holders of the SSA Lien,
if any) shall: (i) have norightto and shall take no action to foreclose upon, or recover in
connection with, the liens granted thereto pursuant to the Existing Agreements, the Interim Order
or this Final Order, or otherwise seek to exercise or enforce any rights or remedies against any
Collateral, including in connection with the SSA Lien and Adequate Protection Liens; (ii) be
deemed to have consented to any transfer, disposition or sale of, or release of liens on. Collateral
(but not any proceeds of such transfer, disposition or sale to the extent remaining after Payment
in Full), to the extent such transfer, disposition, sale or release is authorized under the DIP
Documents or otherwise agreed to by the DIP Agents in writing; (iii) notfileany further
financing statements, trademarkfilings,copyrightfilings,patent filings, mortgages, deeds of
trust, notices of lien or similar instruments, or otherwise take any action to perfect their security
interests in the Collateral unless, solely as to this clause (a), the DIP Agent or the DIP Lenders
for any DIP Facilityfilefinancing statements or other documents to perfect the liens granted
pursuant to the Interim Order, this Final Order, or except as may be required by applicable state
law to continue or maintain the perfection of valid and unavoidable liens or security interests as
of the Petition Date and (iv) at the reasonable request of the DIP Agents, deliver or cause to be
delivered, at the Loan Parties' cost and expense, any termination statements, releases and/or
assignments in favor of any of the DIP Agents, for the benefit of the Revolving DIP Lenders
and/or Term DIP Lenders, as applicable, or other documents necessary to effectuate and/or
6

Notwithstanding the definition of "Payment in Full", any reference in this Final Order to Payment in Full
of the Roll Up Term DIP Obligations or words of similar import shall mean, to the extent not paid in full in cash,
satisfaction of the Roll Up Term DIP Obligations in accordance with Section 29 of this Final Order, subject to the
proviso in the last sentence of paragraph 6(e) with respect to the Roll Up Term DIP Loans.
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evidence the release, termination and/or assignment of liens on any portion of the Collateral
subject to any transfer, sale or disposition or in connection with the ABL Discharge.
(b)

To the extent the Prepetition ABL Agent, the Prepetition Term Agent or

any other Prepetition Secured Party has possession of any Collateral or has control with respect
to any Collateral, then such Prepetition Secured Party shall be deemed to maintain such
possession or exercise such control as gratuitous bailee and/or gratuitous agent for perfection for
the benefit of the DIP Secured Parties, at the Loan Parties' cost and expense, shall comply with
the reasonable instructions of the DIP Agents with respect to the transfer, sale or other
disposition of such Collateral in the possession of a Prepetition Secured Party or the exercise of
such control, as applicable.
(c)

The automatic stay imposed under section 362 of the Bankruptcy Code is

hereby vacated and modified to the extent necessary to permit the DIP Secured Parties in respect
of any DIP Facility to take any or all of the following actions, at the same or different times, in
each case without further order or application of the Court, immediately upon the occurrence or
during the continuance of an Event of Default (as defined in the applicable DIP Credit
Agreement) under the applicable DIP Credit Agreement: (i) declare the termination, reduction or
restriction of any further Commitment (as defined in such DIP Credit Agreement) to the extent
any such Commitment remains, (ii) declare all DIP Obligations under the DIP Documents for
such DIP Facility to be immediately due, owing and payable, without presentment, demand,
protest, or other notice of any kind, all of which are expressly waived by the Loan Parties,
notwithstanding anything herein or in any DIP Document to the contrary, (iii) declare the
termination of the applicable DIP Documents as to any future liability or obligation of the
applicable DIP Agent and the applicable DIP Lenders (but, for the avoidance of doubt, without
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affecting any of the DIP Liens or the DIP Obligations), including, without limitation, with
respect to the Revolving DIP Facility, the termination of any obligation of any issuing bank
thereunder to issue, extend or renew letters of credit, (iv) with respect to the Revolving DIP
Facility, demand cash collateral in accordance with the Revolving DIP Credit Agreement,
without presentment, demand, protest, or other notice of any kind, all of which are expressly
waived by the Loan Parties, notwithstanding anything herein or in any DIP Document to the
contrary, and (v) whether or not the maturity of any of the DIP Obligations shall have been
accelerated, proceed to protect, enforce and exercise all rights and remedies of the DIP Secured
Parties under the DIP Documents for such DIP Facility or applicable law, including, but not
limited to, by suit in equity, action at law or other appropriate proceeding, whether for the
specific performance of any covenant or agreement contained in any such DIP Document or any
instrument pursuant to which such DIP Obligations are evidenced, and, if such amount shall have
become due, by declaration or otherwise, proceed to enforce the payment thereof or any other
legal or equitable right of any of such DIP Secured Parties; provided that, with respect to (x) the
enforcement of any DIP Liens for such DIP Facility or the exercise of any other rights or
remedies of such DIP Secured Parties with respect to the Collateral (including rights to set off or
apply any amounts in any bank accounts that are a part of the Collateral) or (y) withdrawal of
consent to the Loan Parties' continued use of Cash Collateral, the DIP Agent for such DIP
Facility shall provide the Borrower with at least five days' written notice prior to taking the
action contemplated thereby (which shall run concurrently with any notice required to be
provided under the DIP Documents) (the "Remedies Notice Period"), to be sent via email to the
Borrower, the other DIP Agent, counsel to the Loan Parties, and counsel to the Creditors'
Committee and to the U.S. Trustee; provided, further, that no notice shall be required for any
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exercise of rights or remedies (A) to block or limit withdrawals from any bank accounts that are
a part of the Collateral (including, without limitation, by sending any control activation notices to
depositary banks pursuant to any control agreement), subject to the following subparagraph (d),
or (B) in the event the Payment in Full of the DIP Obligations with respect to any DIP Facility
(other than contingent indemnification obligations as to which no claim has been asserted) shall
have not occurred on the applicable "Scheduled Termination Date" (as defined in the DIP Credit
Agreements).
(d)

During the Remedies Notice Period, in accordance with the "DIP Budget"

(as defined in the DIP Credit Agreements) then in effect (without giving effect to any updates
thereto after delivery of such notice, unless consented to by the DIP Agents in their sole
discretion, and subject to conditions to be agreed in the case of other payments to the Loan
Parties' affiliates or insiders), the Loan Parties shall be permitted to continue to use Cash
Collateral in the ordinary course of business, including, without limitation, for the purchase and
sale of raw materials and work-in-process and finished goods inventory from affiliates and to
fund the Carve-Out In any hearing regarding any exercise of rights or remedies with respect to
the DIP Liens or Collateral, the only issue that may be raised by the Debtors and the Prepetition
Secured Parties in opposition thereto shall be whether, in fact, an Event of Default has occurred
and is continuing, and neither the Debtors (unless otherwise ordered by the Court) nor any of the
Prepetition Secured Parties shall be entitled to seek relief, including, without limitation, under
section 105 of the Bankruptcy Code, to the extent that such relief would in any way impair or
restrict the rights and remedies of the DIP Secured Parties set forth in the Interim Order, this
Final Order or the DIP Documents. In no event (i) shall any DIP Secured Party or the
Prepetition Secured Parties be subject to the equitable doctrine of "marshaling" or any similar
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doctrine with respect to the Collateral or (ii) shall the "equities of the case" exception in section
552(b) of the Bankruptcy Code apply to the secured claims of the Prepetition Secured Parties.
(e)

No rights, protections or remedies of the DIP Secured Parties granted by

the provisions of the Interim Order, this Final Order or the DIP Documents shall be limited,
modified or impaired in any way by: (i) any actual or purported withdrawal of the consent of any
party to the Loan Parties' authority to use Cash Collateral; (ii) any actual or purported
termination of the Loan Parties' authority to use Cash Collateral; or (iii) the terms of any other
order or stipulation related to the Loan Parties' use of Cash Collateral or the provision of
adequate protection to any party.
(f)

The DIP Secured Parties (each in their capacities as such) shall not be

subject to any obligations under the ABL Intercreditor Agreement, and neither the DIP Credit
Agreements nor the DIP Obligations shall be subject to the terms of the ABL Intercreditor
Agreement.
18.

Limitation on Charging Expenses Against Collateral. Except to the extent of the

Carve-Out, no costs or expenses of administration of the Cases or any future proceeding that may
result therefrom, including liquidation in bankruptcy or other proceedings under the Bankruptcy
Code, shall be charged against or recovered from the Collateral (including Cash Collateral)
pursuant to section 506(c) of the Bankruptcy Code or any similar principle of law, without the
prior written consent of the DIP Agents, the Prepetition ABL Agent, or the Ad Hoc Term Lender
Group (as defined below), as the case may be, with respect to their respective interests, and no
such consent shall be implied from any other action, inaction, or acquiescence by any DIP
Secured Party or Prepetition Secured Party, and nothing contained in the Interim Order or this
Final Order shall be deemed to be a consent by any DIP Secured Parties or the Prepetition
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Secured Parties to any charge, lien, assessment or claim against the Collateral under section
506(c) of the Bankruptcy Code or otherwise.
19.

Payments Free and Clear. Any and all payments or proceeds remitted (a) subject

only to the Carve-Out, to a DIP Secured Party pursuant to the provisions of the Interim Order,
this Final Order or any subsequent order of this Court or (b) subject only to (i) the Carve-Out and
(ii) the potential challenges as permitted by paragraphs 26 and 27 below (but subject to the
limitations thereon contained in paragraphs 26 through 28 below and any other limitations
contained herein on the use of Cash Collateral or proceeds of the DIP Financing), to any
Prepetition Secured Party pursuant to the provisions of this Final Order, shall be received free
and clear of any claim, charge, assessment or other liability, including, without limitation, any
such claim or charge arising out of or based on, directly or indirectly, Sections 506(c) of the
Bankruptcy Code or the "equities of the case" exception of 552(b) of the Bankruptcy Code.
20.

Use of Cash Collateral. The Loan Parties are hereby authorized, subject to the

terms and conditions of this Final Order, to use all Cash Collateral and the Prepetition Secured
Parties are directed promptly to turn over to the Loan Parties all Cash Collateral received or held
by them; provided that (a) the Prepetition Secured Parties are granted the adequate protection as
hereinafter set forth and (b) except on the terms and conditions of this Final Order, the Loan
Parties shall be enjoined and prohibited from at any times using the Cash Collateral absent
further order of the Court.
21.

Adequate Protection of Prepetition Secured Parties. The Prepetition Secured

Parties and any other secured party primed by the DIP Liens (together, the "Adequate
Protection Parties") are entitled to, pursuant to sections 361, 363(e), 364(d)(1) and 507 of the
Bankruptcy Code or otherwise, and are hereby granted adequate protection of their interests in
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the Prepetition Collateral, for the diminution in the value of the Adequate Protection Parties'
prepetition valid, perfected and unavoidable security interests in the Prepetition Collateral from
and after the Petition Date, if any, including, without limitation, any such diminution resulting
from the sale, lease or use by the Loan Parties (or any other decline in value) of the Prepetition
Collateral (including Cash Collateral, whether pursuant to the Budget or otherwise), the priming
of such prepetition secured parties' security interests and liens in the Prepetition Collateral
pursuant to the DIP Documents, the Interim Order, and this Final Order, the Carve-Out, the
imposition of the automatic stay pursuant to section 362 of the Bankruptcy Code or the
Contingent Prepetition ABL Debt (the "Adequate Protection Claim"). As adequate protection
of the Adequate Protection Claim, the Adequate Protection Parties are hereby granted the
following (the "Adequate Protection Obligations"):
(a)

Prepetition Secured Parties Adequate Protection Liens. The Adequate

Protection Parties are hereby granted (effective and perfected upon the date of the Interim Order
and continuing to be effective pursuant to this Final Order, and without the necessity of the
execution, recordation, or other filing of any mortgages, deeds of trust, security agreements,
control agreements, pledge agreements, financing statements or other agreements or possession
or control by the Adequate Protection Parties), a security interest in and lien upon all of the
Collateral, subject and subordinate only to: (i) the DIP Liens and any liens to which the DIP
Liens are junior (including the ABL Specified Prepetition Prior Liens and Term Specified
Prepetition Prior Liens, as applicable); (ii) the SSA Lien; and (iii) the Carve-Out (the
"Adequate Protection Liens") (it being understood that the Adequate Protection Liens shall
attach to Avoidance Proceeds on an equal and ratable basis); provided that, notwithstanding the
foregoing, solely with respect to the DIP ABL Priority Collateral, the Adequate Protection Liens
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granted to the Prepetition ABL Secured Parties shall not be subject or subordinate to the SSA
Lien or the Term DIP Liens. Notwithstanding anything to the contrary herein, the Adequate
Protection Liens shall retain the same priority between and among the Adequate Protection
Parties as the liens such parties held prior to the Petition Date.
(b)

Prepetition Secured Parties Section 507(b) Claim. The Adequate

Protection Parties are hereby granted, subject to the Carve-Out, a superpriority administrative
expense claim provided for in section 507(b) of the Bankruptcy Code, junior only to the DIP
Superpriority Claims and the SSA True-Up Claim (the "507(b) Claim"). The 507(b) Claim shall
have recourse to and be payable from all of the Collateral including, without limitation, the
Avoidance Proceeds, subject and subordinate only to the Carve-Out, the DIP Superpriority
Claims, the SSA True-Up Claim, and liens on the Collateral. Except to the extent expressly set
forth in the Interim Order, this Final Order or the DIP Credit Agreements, the Adequate
Protection Parties shall not receive or retain any payments, property or other amounts in respect
of the 507(b) Claim unless and until Payment in Full of the DIP Obligations (other than
contingent indemnification obligations as to which no claim has been asserted) and any SSA
True-Up Claim has occurred, and any claims having a priority superior to or pari passu with the
DIP Superpriority Claims have indefeasibly been paid in cash in full.
(c)

Prepetition Term Secured Parties Fees and Expenses. The Prepetition

Term Agent shall receive from the Loan Parties, for its benefit and the benefit of the Prepetition
Term Lenders, current cash payments of all reasonable and documented fees and expenses
payable to the Prepetition Term Agent under the Prepetition Term Agreements, including, but
not limited to, the reasonable and documented prepetition and postpetition fees and
disbursements of professionals promptly upon receipt of invoices therefor, which payments shall
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be made in the manner provided for in paragraph 21(e) below. In addition. Ropes & Gray LLP,
Cole Schotz, P.C. and Ducera Partners, as attorneys and financial advisor for the Ad Hoc Group
of Prepetition Term Lenders (the "Ad Hoc Term Lender Group") shall receive from the Loan
Parties, for the benefit of the Prepetition Term Lenders, current cash payments of all reasonable
and documented fees and disbursements, whether accrued prior to or following the Petition Date,
including, in respect of Ducera Partners, the "Completion Fee" set forth in Ducera's engagement
letter with the members of the Ad Hoc Term Lender Group, which payments shall be made in the
manner provided for in paragraph 21(e) below.
(d)

Prepetition ABL Agent Fees and Expenses: Contingent Prepetition ABL

Debt. The Prepetition ABL Agent shall receive from the Loan Parties, for the benefit of the
Prepetition ABL Lenders, current cash payments of all reasonable and documented fees and
expenses payable to the Prepetition ABL Agent under the Prepetition ABL Agreements,
including, but not limited to, the reasonable and documented prepetition and postpetition fees
and disbursements of professionals promptly upon receipt of invoices therefor, which payments
shall be made in the manner provided for in paragraph 21(e) below. "Contingent Prepetition
ABL Debt" shall mean any amount of the Prepetition ABL Debt subsequently reinstated after the
discharge thereof because such payment (or any portion thereof) is required to be returned or
repaid to any of the NewPage Debtor or DIP Secured Parties. In the event that the Prepetition
ABL Agent or any other Prepetition ABL Secured Parties (each in their capacities as such) are
ordered by the Court to disgorge, refund or in any manner repay to any of the NewPage Debtors
or their estates any amounts ("Disgorged Amounts") leading to Contingent Prepetition ABL
Debt, the Disgorged Amounts, unless otherwise ordered by the Court, shall be placed in a
segregated interest bearing account, pending a further final, non-appealable order of a court of
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competent jurisdiction regarding the distribution of such Disgorged Amounts (either returning
the Disgorged Amounts to the Prepetition ABL Agent and the Prepetition ABL Secured Parties,
distributing such amounts to the NewPage Debtor or otherwise).
(e)

Payment of Fees and Expenses. The payment of the fees, expenses and

disbursements set forth in paragraph 21(c) or 21(d) of this Final Order shall be made within ten
(10) days (which time period may be extended by the applicable professional) after the receipt by
the Loan Parties, the Creditors' Committee and the U.S. Trustee (the "Review Period") of
invoices therefor (the "Invoiced Fees") and without the necessity of filing formal fee
applications, including such amounts arising before or after the Petition Date. The invoices for
such Invoiced Fees shall include the number of hours billed and a reasonably detailed description
of services provided and the expenses incurred by the applicable professional; provided,
however, that any such invoice may be redacted to protect privileged, confidential or proprietary
information. The Loan Parties, the Creditors' Committee and the U.S. Trustee may object to any
portion of the Invoiced Fees (the "Disputed Invoiced Fees") within the Review Period by filing
with the Court a motion or other pleading, on at least ten (10) days' prior written notice to the
Prepetition Term Agent and the Prepetition Term Lenders or, as applicable, the Prepetition ABL
Agent and the Prepetition ABL Lenders of any hearing on such motion or other pleading, setting
forth the specific objections to the Disputed Invoiced Fees in reasonable narrative detail and the
bases for such objections; provided, that payment of any undisputed portion of Invoiced Fees
shall not be delayed based on any objections thereto. For the avoidance of doubt, the Creditors'
Committee shall not be entitled to seek to recharacterize any payments of fees, expenses or
disbursements pursuant to paragraphs 21(c) or 21(d) of this Final Order.
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Reporting and Information Rights. The Prepetition Term Agent and

Prepetition Term Lenders shall be entitled to the same reporting, notification and other
information rights as the DIP Secured Parties under the DIP Documents.
(g)

Affiliate Transactions Oversight. NewPage Investment Company LLC or

its subsidiaries (collectively, the "NewPage Entities") shall not make any non-recurring transfer
of cash or property of value to any of Verso Corporation or its subsidiaries (collectively, the
"Verso Entities"), to any stockholder of Verso Corporation, or to any controlled affiliate of such
stockholder without either (i) the approval of Dennis Stogsdill, acting solely in his capacity as a
consultant to the Debtors, based on Mr. Stogsdill's good-faith determination that such transfer is
in the best interests of the NewPage Entities and their stakeholders as a whole or (ii) the approval
of the applicable NewPage Entity's board of directors, provided that counsel to the Ad Hoc Term
Lender Group and the DIP Agents shall be provided at least two business days prior written
notice of any board meeting to approve a transfer that was not approved by Mr. Stogsdill. Mr.
Stogsdill is generally familiar with and approves of the types of recurring transfers of cash or
property that are permitted by the cash management order entered in these cases [D.I. 95], and
therefore not subject to this paragraph. Transactions with affiliates as have historically been
disclosed in Verso Corporation's securities disclosures shall not be subject to this paragraph. For
the avoidance of doubt, nothing in this paragraph shall affect in any way the rights and
obligations of the DIP Secured Parties and Loan Parties under the Revolving DIP Agreement and
the Term DIP Agreement, as applicable.
22.

SSA True-Up Claim; SSA Lien.
(a)

Solely to the extent that any Verso Debtor is or becomes entitled to any

SSA True-Up Claim (as defined in the Interim SSA Protocol and subject in all respects to the
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limitations set forth therein, including the "Verso True-Up Cap" and "NewPage True-Up Cap",
each as defined therein, an "SSA True-Up Claim") against any of the NewPage Debtors, such
SSA True-Up Claim shall, pursuant to section 364(c)(1) of the Bankruptcy Code, constitute
allowed superpriority administrative expense claims against all of the NewPage Debtors (without
the need to file any proof of claim) with priority over any and all claims against such NewPage
Debtors, now existing or hereafter arising, of any kind whatsoever (other than the DIP
Superpriority Claims in respect of the Revolving DIP Obligations and the New Money Term DIP
Obligations), including, without limitation, all administrative expenses of the kind specified in
sections 503(b) and 507(b) of the Bankruptcy Code and any and all administrative expenses or
other claims arising under sections 105, 326, 328, 330,331, 365, 503(b), 506(c), 507(a), 507(b),
726,1113 or 1114 of the Bankruptcy Code (including the 507(b) Claims), subject only to
whether or not such expenses or claims may become secured by a judgment lien or other nonconsensual lien, levy or attachment, which allowed SSA True-Up Claim shall for purposes of
section 1129(a)(9)(A) of the Bankruptcy Code be considered an administrative expense allowed
under section 503(b) of the Bankruptcy Code, and which SSA True-Up Claim shall be payable
from and have recourse to all pre- and postpetition property of the Loan Parties and all proceeds
thereof (excluding Avoidance Actions (as defined below) but including Avoidance Proceeds),
subject only to the liens on such property, the DIP Superpriority Claims in respect of the
Revolving DIP Obligations and the New Money Term DIP Obligations, and the Carve-Out. Any
SSA True-Up Claim shall be entitled to the full protection of section 364(e) of the Bankruptcy
Code in the event that this Final Order or any provision hereof is vacated, reversed or modified,
on appeal or otherwise.
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As security for the SSA True-Up Claim, effective and perfected upon the

date of this Final Order and without the necessity of the execution, recordation of filings by the
Loan Parties of mortgages, security agreements, control agreements, pledge agreements,
financing statements or other similar documents, or the possession or control by any of the Verso
Debtors of, or over, any Collateral, the following security interests and liens are hereby granted
to the Verso Debtors in each Loan Party's rights, title and interest in or to the Collateral (all such
liens and security interests granted to the Verso Debtors pursuant to this Final Order,
collectively, the "SSA Lien"), subject only to the payment of the Carve-Out and certain liens as
set forth below:
(i)

Pursuant to Section 364(c)(2) of the Bankruptcy Code, be secured

by (1) a valid, perfected, continuing, enforceable, non-avoidable junior priority security interest
and lien on the DIP ABL Priority Collateral of each Loan Party, subject only to the Revolving
DIP Liens and New Money Term DIP Liens, and (2) a valid, perfected, continuing, enforceable,
non-avoidable junior priority security interest and lien on the DIP Non-ABL Priority Collateral
of each Loan Party subject as to priority with respect to DIP Non-ABL Priority Collateral only to
the New Money Term DIP Liens; in each case of this subparagraph (b)(i), (x) to the extent such
DIP Non-ABL Priority Collateral or DIP ABL Priority Collateral, as applicable, is not subject to
valid, perfected and non-avoidable liens as of the Petition Date or becomes unencumbered by
any such liens in effect as of the Petition Date as a result of the repayment of Prepetition Debt
with the proceeds of any extensions of credit under any of the DIP Credit Agreements and (y)
excluding Avoidance Actions (it being understood that notwithstanding such exclusion of
Avoidance Actions, such lien shall attach to any Avoidance Proceeds).
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Pursuant to Section 364(c)(3) of the Bankruptcy Code, be secured

by (1) a valid, perfected, continuing, enforceable, non-avoidable security interest and lien on the
DIP ABL Priority Collateral of each Loan Party, junior in priority to (A) the Revolving DIP
Liens, (B) the Adequate Protection Liens granted to the Prepetition ABL Secured Parties under
the Interim Order or this Final Order, (C) the Prepetition ABL Liens, and (D) New Money Term
DIP Liens, and senior in priority to the Roll Up Term DIP Liens, any Prepetition Term Debt, or
any Adequate Protection Liens granted to the Prepetition Term Secured Parties under the Interim
Order or this Final Order, and (2) a valid, perfected, continuing, enforceable, non-avoidable
security interest and lien on the DIP Non-ABL Priority Collateral of each Loan Party subject as
to priority with respect to DIP Non-ABL Priority Collateral to the New Money Term DIP Liens,
in each case of this subparagraph (b)(ii), to the extent that such DIP Non-ABL Priority Collateral

or DIP ABL Priority Collateral, as applicable, is subject to any Term Specified Prepetition Prior
Liens, then the SSA Lien pursuant to this subparagraph (b)(ii) shall be subject as to priority to
such Term Specified Prepetition Prior Liens; provided that this subparagraph (b)(ii) shall not
apply to the existing liens (A) on any Collateral that secure any Prepetition Term Debt or (B) on
any DIP Non-ABL Priority Collateral that secure any Prepetition ABL Debt, which existing liens
will be primed by the liens described in subparagraph (b)(iii) or subparagraph (b)(iv) below, as
applicable.
(iii)

Pursuant to Section 364(d)(1) of the Bankruptcy Code, be

secured by a valid, perfected, continuing, enforceable, non-avoidable junior priming security
interest and lien on the DIP Non-ABL Priority Collateral of each Loan Party, senior to liens that
secure (1) any ABL DIP Obligations, (2) any Roll Up Term DIP Obligations, (3) any Prepetition
Term Debt or (4) any Prepetition ABL Debt, which priming liens pursuant to this subparagraph
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(b)(iii) shall, for the avoidance of doubt, be senior to any current and future liens granted on the
DIP Non-ABL Priority Collateral to or for the benefit of any Prepetition Secured Parties
(including, without limitation, to provide adequate protection), provided that the liens pursuant to
this subparagraph (b)(iii) shall be subject as to priority only to (u) the Carve-Out, (v) the New
Money Term DIP Liens, (x) Liens7 on the DIP Non-ABL Priority Collateral that are valid,
binding, enforceable, properly perfected, nonavoidable and senior in priority to the Prepetition
Term Lender Liens as of the Petition Date (other than those referred to in the foregoing clauses
(2) and (3)), (y) Liens permitted under Sections 6.02(c), (d), (g), (h), (i), (k), (1), (n), (o), (p) and
(v) of the Term DIP Credit Agreement that are not junior or subordinated to the New Money
Term DIP Liens (pursuant to any express agreement, applicable law or otherwise), and (z)
Permitted Liens (as defined in the Term DIP Credit Agreement) on cash collateral securing Cash
Management Agreements with a Cash Management Bank (each as defined in the Term DIP
Credit Agreement);
(iv)

Pursuant to Section 364(d)(1) of the Bankruptcy Code, be

secured by a valid, perfected, continuing, enforceable, non-avoidable junior priority priming
security interest and lien on the DIP ABL Priority Collateral of each Loan Party, senior to
existing liens that secure any Prepetition Term Debt and the Roll Up Term DIP Liens; provided
that the liens pursuant to this subparagraph (b)(iv) shall be (1) subject as to priority only to (s)
the Carve-Out, (t) the first priority priming security interest and lien on the DIP ABL Priority
Collateral securing the Revolving DIP Obligations, (u) the existing Prepetition ABL Liens, (v)
Adequate Protection Liens granted to the Prepetition ABL Secured Parties by the Interim Order
and this Final Order, (w) the New Money Term DIP Liens, (x) Liens on the DIP ABL Priority

7

As used in this paragraph 22 only, "Liens" has the meaning assigned in the Term DIP Credit Agreement.
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Collateral that are valid, binding, enforceable, properly perfected, nonavoidable and senior in
priority to the Prepetition Term Lender Liens as of the Petition Date (other than those referred to
in the following clause (2)), (y) Liens permitted under Sections 6.02(c), (d), (i), (1), (n), (p), (r),
(s), (u) and (v) of the Term DIP Credit Agreement that are not junior or subordinated to the Term
DIP Liens (pursuant to any express agreement, applicable law or otherwise), and (z) Permitted
Liens (as defined in the Term DIP Credit Agreement) on cash collateral securing Cash
Management Agreements with a Cash Management Bank (each as defined in the Term DIP
Credit Agreement), and (2) senior to any Roll Up Term DIP Liens and any current and future
liens granted on the DIP ABL Priority Collateral to or for the benefit of any Prepetition Term
Secured Parties (including, without limitation, to provide adequate protection).
23.

Reservation of Rights of Pre-Petition Secured Parties. Under the circumstances

and given that the above-described adequate protection is consistent with the Bankruptcy Code,
including section 506(b) thereof, the Court finds that the adequate protection provided herein is
reasonable and sufficient to protect the interests of the Prepetition Secured Parties; provided that
any of the Prepetition Secured Parties, upon a material change in circumstances, may request
further or different adequate protection, and the Loan Parties or any other party may, consistent
with the terms of the Existing Agreements, contest any such request.
24.

Perfection of DIP Liens and Adequate Protection Liens.
(a)

The DIP Secured Parties, the Verso Debtors (in their capacities as holders

of the SSA Lien, if any) and the Prepetition Secured Parties are hereby authorized, but not
required, to file or record (and to execute in the name of the Loan Parties, as their true and lawful
attorneys, with full power of substitution, to the maximum extent permitted by law) financing
statements, trademark filings, copyright filings, patent filings, mortgages, deeds of trust, notices
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of lien or similar instruments in any jurisdiction, or take possession of or control over cash or
securities, or take any other action in order to validate and perfect the liens and security interests
granted to them hereunder. Whether or not any of the DIP Agents, on behalf of applicable the
DIP Secured Parties, the Verso Debtors or the Prepetition Secured Parties shall, in their sole
discretion, choose to file such financing statements, trademark filings, copyright filings, patent
filings, mortgages, deeds of trust, notices of lien or similar instruments, or take possession of or
control over any cash, securities or any other property of the Loan Parties, or take any action that
otherwise may be required under federal, state or local law in any jurisdiction to validate and
perfect a security interest or lien, in any such case, the DIP Liens, SSA Lien and Adequate
Protection Liens shall be deemed valid, perfected, allowed, enforceable, non-avoidable and not
subject to challenge, dispute or subordination (subject to the priorities set forth in the Interim
Order and this Final Order), at the time and on the date of entry of the Interim Order and this
Final Order or thereafter. Upon the request of any DIP Agent, each of the Prepetition Secured
Parties (at the Loan Parties' cost and expense) and the Loan Parties, without any further consent
of any party, is authorized to take, execute, deliver and file such instruments (in each case,
without representation or warranty of any kind except, with respect to the Loan Parties, as set
forth in the DIP Documents) to enable such DIP Agent to further validate, perfect, preserve and
enforce the DIP Liens of such DIP Agent provided for under the Interim Order or this Final
Order and the applicable DIP Documents. All such documents will be deemed to have been
recorded and filed as of the Petition Date.
(b)

A certified copy of this Final Order may, in the discretion of any DIP

Agent, be filed with or recorded in filing or recording offices in addition to or in lieu of such
financing statements, mortgages, deeds of trust, notices of lien or similar instruments, and all
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filing offices are hereby authorized to accept such certified copy of this Final Order for filing
and/or recording, as applicable. The automatic stay of section 362(a) of the Bankruptcy Code
shall be modified to the extent necessary to permit the DIP Agents to take all actions, as
applicable, referenced in this subparagraph (b) and the immediately preceding subparagraph (a),
(c)

To the extent that any Prepetition Secured Party is the secured party under

any account control agreements, listed as loss payee or additional insured under any of the Loan
Parties' insurance policies or is the secured party under any Existing Agreement, each of (i) the
Revolving DIP Agents, on behalf of the Revolving DIP Secured Parties, and (ii) the Term DIP
Agent, on behalf of the Term DIP Secured Parties, are also deemed to be the secured party under
such account control agreements, loss payee or additional insured under the Loan Parties'
insurance policies and the secured party under each such Existing Agreement (in any such case
with the same priority of liens and claims thereunder relative to the priority of (x) the Prepetition
Liens and Adequate Protection Liens and (y) the other DIP Agent's DIP Liens, in each case, as
set forth in paragraphs 10 through 12 of this Final Order), and shall have all rights and powers in
each case attendant to that position (including, without limitation, rights of enforcement, but
subject in all respects to the terms of the Interim Order and this Final Order), and shall, subject to
the terms of the Interim Order and this Final Order, act in that capacity and distribute any
proceeds recovered or received in accordance with the terms of the Interim Order and this Final
Order and the other DIP Documents. The Prepetition Term Agent or the Prepetition ABL Agent,
as applicable, shall serve as agent for the applicable DIP Agent for purposes of perfecting such
DIP Agent's security interests in and liens on all Collateral that is of a type such that perfection
of a security interest therein may be accomplished only by possession or control by a secured
party.
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Preservation of Rights Granted Under This Final Order.
(a)

Other than the Carve-Out and other claims and liens expressly granted by

the Interim Order or this Final Order, no claim or lien having a priority superior to or pari passu
with those granted by the Interim Order or this Final Order to the DIP Secured Parties, the
Prepetition Secured Parties, or the Verso Debtors, respectively, shall be granted or allowed
while any of the DIP Obligations, the Adequate Protection Obligations, or the Commitments
under the DIP Facilities remain outstanding, and, except to the extent otherwise expressly
provided in the Interim Order or this Final Order, the DIP Liens, the Adequate Protection Liens,
SSA Lien and the Prepetition Liens shall not be: (i) subject or junior to any lien or security
interest that is avoided and preserved for the benefit of the Loan Parties' estates under section
551 of the Bankruptcy Code; (ii) subordinated to or made pari passu with any other lien or
security interest, whether under section 364(d) of the Bankruptcy Code or otherwise; (iii)
subordinated to or made pari passu with any liens arising after the Petition Date including,
without limitation, any liens or security interests granted in favor of any federal, state, municipal
or other domestic or foreign governmental unit (including any regulatory body), commission,
board or court for any liability of the Loan Parties; and (iv) subject or junior to any intercompany
or affiliate liens or security interests of the Loan Parties.
(b)

Subject to the proviso in the last sentence of paragraph 6(e) with respect to

the Roll Up Term DIP Loans and to paragraphs 26 and 27 with respect to the Prepetition Term
Debt and Prepetition Term Lender Liens (but in no event with respect to any DIP Obligations
other than the Roll Up Term DIP Obligations), unless the Payment in Full of all DIP Obligations
(other than contingent indemnification obligations as to which no claim has been asserted) shall
have occurred, the Loan Parties shall not seek, and it shall constitute an Event of Default and
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terminate the right of the Loan Parties to use Cash Collateral if any of the Loan Parties seeks,
proposes or supports, or if there is entered or confirmed (in each case, as applicable): (i) any
modifications, amendments or extensions of the Interim Order or this Final Order (without the
prior written consent of each DIP Agent (acting under the terms of the respective DIP Credit
Agreement)), and no such consent shall be implied by any other action, inaction or acquiescence
by any party; (ii) any other order granting adequate protection or authorizing the use of Cash
Collateral without the prior written consent of the DIP Agents, and no such consent shall be
implied by any other action, inaction or acquiescence by any party, (iii) an order converting or
dismissing any of the Cases without the prior written consent of the DIP Agents, (iv) an order
appointing a chapter 11 trustee in any of the Cases without the prior written consent of the DIP
Agents, (v) an order appointing an examiner with enlarged powers in any of the Cases without
the prior written consent of the DIP Agents, (vi) an order approving a plan of reorganization
other than an Acceptable Plan of Reorganization (as defined in each DIP Credit Agreement),
(vii) an order approving the sale or other disposition of all or substantially all of the assets of the
Loan Parties (except to the extent permitted under the DIP Documents), which does not provide
for the Payment in Full (other than contingent indemnification obligations as to which no claim
has been asserted) of all DIP Obligations upon the consummation thereof, (viii) authorizing
debtor in possession financing pursuant to section 364(c) or (d) of the Bankruptcy Code that does
not provide for the Payment in Full (other than contingent indemnification obligations as to
which no claim has been asserted) of all DIP Obligations upon the consummation thereof, or (ix)
any modification or extension of the Interim Order or this Final Order with respect to the Cash
Collateral without the prior written consent of the DIP Agents, and no such consent shall be
implied by any other action, inaction or acquiescence by any party. Notwithstanding any order
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that may be entered dismissing any of the Cases under section 1112 of the Bankruptcy Code or
otherwise is at any time entered: (i) the DIP Superpriority Claims, the 507(b) Claims, the SSA
True-Up Claim, the Adequate Protection Obligations, the DIP Liens, the SSA Lien and the
Adequate Protection Liens shall continue in full force and effect and shall maintain their
priorities as provided in the Interim Order and this Final Order until the Payment in Full of all
DIP Obligations (other than contingent indemnification obligations as to which no claim has
been asserted), and the payment in full of any SSA True-Up Claim and all Adequate Protection
Obligations shall have occurred (and that such DIP Superpriority Claims, SSA True-Up Claim,
507(b) Claims, Adequate Protection Claims, DIP Liens, SSA Lien and Adequate Protection
Liens shall, notwithstanding such dismissal, remain binding on all parties in interest, including
the priorities set forth herein and in the DIP Documents); (ii) the other rights granted by the
Interim Order and this Final Order shall not be affected; and (iii) this Court shall retain
jurisdiction, notwithstanding such dismissal, for the purposes of enforcing the claims, liens and
security interests referred to in this paragraph and otherwise in this Final Order.
(c)

If any or all of the provisions of this Final Order are hereafter reversed,

modified, vacated or stayed, such reversal, modification, vacation or stay shall not affect: (i) the
validity, priority or enforceability of any DIP Obligations, SSA True-Up Claim, or Adequate
Protection Obligations incurred prior to the actual receipt of written notice by the DIP Agents,
the Prepetition ABL Agent, or the Prepetition Term Agent, as applicable, of the effective date of
such reversal, modification, vacation or stay; or (ii) the validity, priority or enforceability of the
DIP Liens, SSA Lien or the Adequate Protection Liens. Notwithstanding any such reversal,
modification, vacation or stay of any use of Cash Collateral, any DIP Obligations, SSA True-Up
Claim or any Adequate Protection Obligations incurred by the Loan Parties to the DIP Secured
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Parties, the Verso Debtors or the Prepetition Secured Parties, as the case may be, prior to the
actual receipt of written notice by the DIP Agents, the Prepetition ABL Agent, or the Prepetition
Term Agent, as applicable, of the effective date of such reversal, modification, vacation or stay
shall be governed in all respects by the original provisions of the Interim Order and this Final
Order, and the DIP Secured Parties and the Prepetition Secured Parties shall be entitled to all the
rights, remedies, privileges and benefits granted in section 364(e) of the Bankruptcy Code
(including, without limitation, in respect of any payments received in connection with the
discharge of the Prepetition ABL Debt), the Interim Order, this Final Order and the DIP
Documents.
(d)

Except as expressly provided in the Interim Order, this Final Order or in

the DIP Documents, the DIP Liens, the DIP Superpriority Claims, the SSA Lien, the SSA TrueUp Claim, the DIP Obligations, the Adequate Protection Claims and the Adequate Protection
Obligations and all other rights and remedies of the DIP Secured Parties, the Prepetition Secured
Parties and the Verso Debtors granted by the provisions of the Interim Order, this Final Order
and the DIP Documents shall survive, and shall not be modified, impaired or discharged by: (i)
the entry of an order converting any of the Cases to a case under chapter 7, dismissing any of the
Cases, terminating the joint administration of these Cases, substantively consolidating any of the
Cases with another Case or by any other act or omission; (ii) the entry of an order approving the
sale of any Collateral pursuant to section 363(b) of the Bankruptcy Code (except to the extent
permitted by the DIP Documents); or (iii) the entry of an order confirming a chapter 11 plan in
any of the Cases (except an Acceptable Plan of Reorganization (as defined in each DIP Credit
Agreement)) and, pursuant to section 1141(d)(4) of the Bankruptcy Code, the Loan Parties have
waived any discharge as to any remaining DIP Obligations, SSA True-Up Claim or Adequate
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Protection Claims; provided, however, that the Roll Up Term DIP Obligations may be
discharged so long as the requirements of paragraph 29 hereof are satisfied with respect to the
Roll Up Term DIP Obligations. The terms and provisions of the Interim Order, this Final Order
and the DIP Documents shall continue in these Cases, in any successor cases if these Cases cease
to be jointly administered and in any superseding chapter 7 cases under the Bankruptcy Code,
and the DIP Liens, the DIP Superpriority Claims, the DIP Obligations, the SSA Lien, the SSA
True-Up Claim, the Adequate Protection Claims and the Adequate Protection Obligations and all
other rights and remedies of the DIP Secured Parties and the Prepetition Secured Parties granted
by the provisions of the Interim Order, this Final Order and the DIP Documents shall continue in
full force and effect until the Payment in Full of all DIP Obligations (other than contingent
indemnification obligations as to which no claim has been asserted) and the indefeasible
payment in full of the Prepetition Debt and Adequate Protection Obligations shall have occurred.
26.

Effect of Stipulations on Third Parties.
(a)

Each of the Loan Parties' stipulations, admissions, agreements and

releases contained in this Final Order, including, without limitation, in paragraph 4 of this Final
Order, shall be binding upon such Loan Party and any successor thereto (including, without
limitation, any chapter 7 or chapter 11 trustee or examiner appointed or elected for any of the
Loan Parties) under all circumstances and for all purposes, subject only to the Loan Parties'
rights under paragraph 27 of this Final Order. Each of the Loan Parties' stipulations, admissions,
agreements and releases contained in this Final Order, including, without limitation, in paragraph
4 of this Final Order, shall be binding upon all other parties in interest, including, without
limitation, any statutory or non-statutory committees appointed or formed in these Cases
(including a Creditors' Committee, if any) and any other person or entity acting or seeking to act
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on behalf of the Loan Parties' estates, including any chapter 7 or chapter 11 trustee or examiner
appointed or elected for any of the Loan Parties, in all circumstances and for all purposes unless:
(a) such committee or any other party in interest (subject in all respects to any agreement or
applicable law that may limit or affect such entity's right or ability to do so), in each case, with
requisite standing granted by the Court, has timely and properly filed an adversary proceeding or
contested matter (subject to the limitations contained herein, including, inter alia, in this
paragraph 26) (i) objecting to or challenging the amount, validity, perfection, enforceability,
priority or extent of the Prepetition Debt or the Prepetition Liens, or (ii) otherwise asserting or
prosecuting any action for preferences, fraudulent transfers or conveyances, other avoidance
power claims or any other claims, counterclaims or causes of action, objections, contests or
defenses (collectively, a "Challenge Proceeding") against the Prepetition Secured Parties or
their respective subsidiaries, officers, directors, managers, principals, employees, agents,
financial advisors, attorneys, accountants, investment bankers, consultants, representatives and
other professionals and the respective successors and assigns thereof, in each case in their
respective capacity as such (collectively, the "Representatives") in connection with matters
related to the Existing Agreements, the Prepetition Debt, the Prepetition Liens and the
Prepetition Collateral, by no later than a date that is the latest of (i) in the case of a party in
interest with requisite standing (other than the Creditors' Committee and the Loan Parties), 75
days after entry of the Interim Order (i.e., April 11,2016) or any such later date as has been
agreed to, in writing, by (A) the Prepetition ABL Agent, with respect to any Challenge
Proceeding against any Prepetition ABL Secured Parties, or (B) the Ad Hoc Term Lender Group,
with respect to any Challenge Proceeding against any Prepetition Term Secured Parties; (ii) with
respect to any Challenge Proceeding against any Prepetition ABL Secured Party by the
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Creditors' Committee, the later of (A) 60 days after the filing of notice of appointment of the
Creditors' Committee (i.e., April 8,2016) and (B) any such later date agreed to in writing by the
Prepetition ABL Agent in its sole discretion, provided, that, in the event that the Creditors'
Committee files a motion seeking standing to pursue a Challenge Proceeding against any
Prepetition ABL Secured Party on or prior to April 8,2016, the Challenge Period (as defined
below) shall be extended, solely with respect to the Challenge Proceeding for which the
Creditors' Committee seeks standing, to the date that is two (2) business days after the Court
rules on such standing motion; (iii) with respect to any Challenge Proceeding against any
Prepetition Term Secured Parties by (A) the Creditors' Committee, as set forth in paragraph
26(b) below, or (B) the Loan Parties, as set forth in paragraph 27(a) below, and (iv) any such
later date ordered by the Court for cause shown after notice and an opportunity to be heard,
provided that such order is entered before the expiration of any applicable period as set forth in
clauses (i) through (iii) of this sentence (as applicable with respect to each of clauses (i) through
(iv), the "Challenge Period"); and (b) there is a final and non-appealable order in favor of the
plaintiff in any such timely filed Challenge Proceeding. Any complaint or motion for standing
filed in, or in connection with, any Challenge Proceeding shall set forth with specificity the basis
for such challenge or claim and any challenges or claims not so specified prior to the expiration
of the Challenge Period shall be deemed forever, waived, released and barred. For the avoidance
of doubt, any informal discovery or examination conducted pursuant to Bankruptcy Rule 2004
relating to the foregoing matters or claims shall not be deemed or construed to be a Challenge
Proceeding; provided, however, that such informal discovery or examination shall be subject to
the Investigation Budget (as defined below) and shall, with respect to any investigation of
potential Avoidance Challenge Proceedings against Prepetition Term Secured Parties, be

80

PAGE 1174

477

C a s e 16-10163-KG

Doc 372

Filed 03/02/16

Page 81 of 103

conducted in a manner materially consistent with the Investigation Protocol (as defined below).
If no such Challenge Proceeding is timely and properly filed during the Challenge Period or the
Court does not rule in favor of the plaintiff in any such proceeding, then, subject only to the Loan
Parties' rights under paragraph 27 of this Final Order: (a) the Loan Parties' stipulations,
admissions, agreements and releases contained in the Interim Order and this Final Order,
including, without limitation, those contained in paragraph 4 of the Interim Order and this Final
Order shall be binding on all parties in interest, including, without limitation, the Creditors'
Committee; (b) the obligations of the Loan Parties under the Existing Agreements, including the
Prepetition Debt, shall constitute allowed claims not subject to defense, claim, counterclaim,
recharacterization, subordination, offset or avoidance, for all purposes in these Cases, and any
subsequent chapter 7 case(s); (c) the Prepetition Liens shall be deemed to have been, as of the
Petition Date, legal, valid, binding, perfected, security interests and liens, not subject to
recharacterization, subordination, avoidance or other defense; (d) the discharge of the Prepetition
ABL Debt shall be irrevocable and shall not be subject to restitution, disgorgement or any other
challenge under any circumstances and (e) the Prepetition Debt and the Prepetition Liens shall
not be subject to any other or further claim or challenge by the Creditors' Committee, any nonstatutory committees appointed or formed in these Cases, or any other party in interest acting or
seeking to act on behalf of the Loan Parties' estates and any defenses, claims, causes of action,
counterclaims and offsets by the Creditors' Committee, any non-statutory committees appointed
or formed in these Cases, or any other party acting or seeking to act on behalf of the Loan
Parties' estates, whether arising under the Bankruptcy Code or otherwise, against any of the
Prepetition Secured Parties and their Representatives arising out of or relating to the Existing
Agreements shall be deemed forever waived, released and barred. If any such Challenge
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Proceeding is timely filed during the Challenge Period, then subject only to the rights of the
Loan Parties under paragraph 27 of this Final Order, the stipulations, admissions, agreements and
releases contained in the Interim Order and this Final Order, including, without limitation, those
contained in paragraph 4 of the Interim Order and this Final Order, shall nonetheless remain
binding and preclusive on the Creditors' Committee and on any other person or entity, except to
the extent that such stipulations, admissions, agreements and releases were expressly and
successfully challenged in such Challenge Proceeding as set forth in a final, non-appealable
order of a court of competent jurisdiction. Nothing in this Final Order vests or confers on any
Person (as defined in the Bankruptcy Code), including any Creditors' Committee or any nonstatutory committees appointed or formed in these Cases, standing or authority to pursue any
claim or cause of action belonging to the Loan Parties or their estates, including, without
limitation. Challenge Proceedings with respect to the Existing Agreements, the Prepetition Debt
or the Prepetition Liens. For the avoidance of doubt none of the foregoing challenge provisions
set forth in this paragraph shall apply to any DIP Secured Party, in their capacities as such, and in
no event shall the DIP Facilities, DIP Obligations or DIP Liens be subject to challenge pursuant
to this paragraph on avoidance or any other grounds by any party. For the avoidance of doubt,
any trustee appointed or elected in these Cases shall, until the expiration of the Challenge Period,
and thereafter for the duration of any adversary proceeding or contested matter commenced
pursuant to this paragraph (whether commenced by such trustee or commenced by any other
party in interest on behalf of the NewPage Debtors' estates), be deemed to be a party other than
the NewPage Debtors and shall not, for purposes of such adversary proceeding or contested
matter, be bound by the acknowledgments, admissions, confirmations and stipulations of the
Debtors in the Interim Order and this Final Order.
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Notwithstanding anything to the contrary in paragraph 26(a) above:
(i)

with respect to any Challenge Proceeding against Prepetition Term

Secured Parties by the Creditors' Committee objecting to or challenging the amount, validity,
perfection, enforceability, priority or extent of the liens or claims of the Prepetition Term
Secured Parties, other than on the grounds set forth in chapter 5 of the Bankruptcy Code or based
on any equitable theory, including, without limitation, equitable subordination, equitable
disallowance or unjust enrichment (such a Challenge Proceeding, a "Lien Challenge
Proceeding"), the Challenge Period shall expire on the latest of (A) the date that is 60 days after
the filing of notice of appointment of the Creditors' Committee (i.e., April 8,2016), provided,
that, in the event that the Creditors' Committee files a motion seeking standing to pursue a Lien
Challenge Proceeding against any Prepetition Term Secured Party on or prior to April 8,2016,
the Challenge Period shall be extended, solely with respect to the Lien Challenge Proceeding for
which the Creditors' Committee seeks standing, to the date that is two (2) business days after the
Court rules on such standing motion, (B) any such later date agreed to in writing by the Ad Hoc
Term Lender Group, in its sole discretion, or (C) any such later date ordered by the Court for
cause shown after notice and an opportunity to be heard, provided that such order is entered
before the expiration of any applicable period as set forth in clauses (A) and (B) of this sentence;
and
(ii)

with respect to any Challenge Proceeding against the Prepetition

Term Secured Parties by the Creditors' Committee that is not a Lien Challenge Proceeding
(including, without limitation, Challenge Proceedings asserting avoidance claims under chapter 5
of the Bankruptcy Code or based on any equitable theory, including, without limitation, equitable
subordination, equitable disallowance, or unjust enrichment) (an "Avoidance Challenge
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Proceeding"), the Challenge Period shall expire on the latest of (A) April 22,2016, provided,
that, in the event that the Creditors' Committee files a motion seeking standing to pursue an
Avoidance Challenge Proceeding against any Prepetition Term Secured Party on or prior to April
22,2016, the Challenge Period shall be extended, solely with respect to the Avoidance Challenge
Proceeding for which the Creditors' Committee seeks standing, to the date that is two (2)
business days after the Court rules on such standing motion, (B) any such later date agreed to in
writing by the Ad Hoc Term Lender Group, in its sole discretion, or (C) any such later date
ordered by the Court for cause shown after notice and an opportunity to be heard, provided that
such order is entered before the expiration of any applicable period as set forth in clauses (A) and
(B) of this sentence.
27.

Loan Parties' Limited Reservation of Rights and Bar of Challenge and Claims.
(a)

Notwithstanding anything to the contrary in this Final Order, the Loan

Parties shall retain the right to file an adversary proceeding or contested matter during the
Challenge Period (A) objecting to or challenging the amount, validity, perfection, enforceability,
priority or extent of the Prepetition Term Debt or the Prepetition Term Lender Liens, or (B)
otherwise asserting or prosecuting any action for preferences, fraudulent transfers or
conveyances, other avoidance power claims or any other claims, counterclaims or causes of
action, objections, contests or defenses (collectively, a "Loan Parties' Challenge Proceeding")
against the Prepetition Term Secured Parties or their Representatives (but not, for the avoidance
of doubt, any of the Prepetition ABL Secured Parties or their Representatives) in connection with
the Prepetition Term Debt, it being understood that any informal discovery or examination
conducted pursuant to Bankruptcy Rule 2004 relating to the foregoing matters or claims shall not
be deemed or construed to be a Challenge Proceeding; provided that any complaint filed in any
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Loan Parties' Challenge Proceeding shall set forth with specificity the basis for such challenge or
claim and any challenges or claims not so specified prior to the expiration of the Loan Parties'
Challenge Period (as defined below) shall be deemed forever, waived, released and barred and
(b) any Loan Parties' Challenge Proceeding must be commenced by no later than the date that is
the latest of (i) April 8,2016, in the case of any Loan Parties' Challenge Proceeding that is a
Lien Challenge Proceeding, (ii) April 22,2016, in the case of any Loan Parties' Challenge
Proceeding that is an Avoidance Challenge Proceeding, (iii) any such later date agreed to in
writing by the Ad Hoc Term Lender Group in its sole discretion and (iv) any such later date
ordered by the Court for cause shown after notice and an opportunity to be heard, provided that
such order is entered before the expiration of any applicable period as set forth in clauses (i)
through (iii) of this sentence (as applicable with respect to each of clauses (i) through (iv), the
"Loan Parties' Challenge Period"). If the Loan Parties fail to properly commence a Loan
Parties' Challenge Proceeding during the Loan Parties' Challenge Period, or the Court does not
enter a final non-appealable order in favor of the Loan Parties in any such Loan Parties'
Challenge Proceeding, then subject only to the rights of a Creditors' Committee and other parties
in interest in paragraph 26 of this Final Order: (a) the Loan Parties' stipulations, admissions,
agreements and releases contained in the Interim Order and this Final Order, including, without
limitation, those contained in paragraph 4 of the Interim Order and this Final Order shall be
binding on all parties in interest, including, without limitation, the Creditors' Committee; (b) the
obligations of the Loan Parties under the Existing Agreements, including the Prepetition Debt,
shall constitute allowed claims not subject to defense, claim, counterclaim, recharacterization,
subordination, offset or avoidance, for all purposes in these Cases, and any subsequent chapter 7
case(s); (c) the Prepetition Liens shall be deemed to have been, as of the Petition Date, legal.
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valid, binding, perfected, security interests and liens, not subject to recharacterization,
subordination, avoidance or other defense; and (d) the Prepetition Debt and the Prepetition Liens
shall not be subject to any other or further claim or challenge by the Creditors' Committee, any
non-statutory committees appointed or formed in these Cases or any other party in interest acting
or seeking to act on behalf of the Loan Parties' estates and any defenses, claims, causes of action,
counterclaims and offsets by a Creditors' Committee, any non-statutory committees appointed or
formed in these cases or any other party acting or seeking to act on behalf of the Loan Parties'
estates, whether arising under the Bankruptcy Code or otherwise, against any of the Prepetition
Secured Parties and their Representatives arising out of or relating to the Existing Agreements
shall be deemed forever waived, released and barred. If any such Loan Parties' Challenge
Proceeding is timely and properly filed during the Loan Parties' Challenge Period, the
stipulations, admissions, agreements and releases contained in the Interim Order and this Final
Order, including, without limitation, those contained in paragraph 4 of the Interim Order and this
Final Order, shall nonetheless remain binding and preclusive on any Creditors' Committee and
on any other person or entity, except to the extent that such stipulations, admissions, agreements
and releases were expressly and successfully challenged in such Loan Parties' Challenge
Proceeding as set forth in a final, non-appealable order of a court of competent jurisdiction. For
the avoidance of doubt none of the foregoing challenge provisions set forth in this paragraph
shall apply to any DIP Secured Party or Prepetition ABL Secured Party, in their capacities as
such, and in no event shall the DIP Facilities, DIP Obligations, DIP Liens, Prepetition ABL
Agreements, Prepetition ABL Debt, or Prepetition ABL Liens be subject to challenge pursuant to
this paragraph on avoidance or any other grounds by the Loan Parties.
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Notwithstanding anything to the contrary in this Final Order or any order

of the Court granting standing to the Creditors' Committee or any other party in interest to
pursue any Challenge Proceeding, the Loan Parties shall retain the right to settle and/or
compromise any and all claims belonging to the Loan Parties' estates, whether or not such claims
have been or could be asserted in any Challenge Proceeding or Loan Parties' Challenge
Proceeding; provided, that nothing herein shall limit or otherwise affect the rights of the
Creditors' Committee, the Loan Parties or any other party in interest to oppose any proposed
settlement of claims belonging to the Loan Parties' estates.
28.

Limitation on Use of DIP Financing Proceeds and Collateral.

Notwithstanding anything herein or in any other order by this Court to the contrary, no loans or
other extensions of credit under the DIP Facilities ("DIP Extensions of Credit"), Cash
Collateral, Collateral, Prepetition Collateral, proceeds of any of the foregoing or the Carve-Out
may be used for any of the following (except to the extent otherwise expressly agreed in writing
by both DIP Agents in response to a written request from the Borrower specifying the proposed
use): (a) for professional fees, disbursements, costs or expenses incurred by any party in
connection with any litigation or threatened litigation (whether by contested matter, adversary
proceeding or otherwise, including any investigation in connection with litigation or threatened
litigation) against any of the DIP Secured Parties or the Prepetition Secured Parties or for the
purpose of objecting to or challenging the validity, perfection, enforceability, extent or priority of
any claim, lien or security interest held or asserted by any of the DIP Secured Parties or the
Prepetition Secured Parties or the validity or enforceability of the Interim Order or this Final
Order or asserting any defense, claim, cause of action, counterclaim, or offset with respect to the
DIP Obligations, the Prepetition Debt (including, without limitation, for lender liability or
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pursuant to section 105, 510, 544, 547, 548, 549, 550 or 552 of the Bankruptcy Code, applicable
non-bankruptcy law or otherwise), the DIP Liens or the Prepetition Liens or against any of the
DIP Secured Parties, the Prepetition Secured Parties or their respective Representatives; (b) to
prevent, hinder or otherwise delay any of the DIP Secured Parties' or the Prepetition Secured
Parties' assertion, enforcement or realization on the Prepetition Collateral or the Collateral in
accordance with the DIP Documents, the Existing Agreements, the Interim Order or this Final
Order other than to seek a determination that an Event of Default has not occurred or is not
continuing; (c) to seek to modify any of the rights granted to the DIP Secured Parties or the
Prepetition Secured Parties under the Interim Order or this Final Order or under the DIP
Documents or the Existing Agreements; (d) pay any amount on account of any claims arising
prior to the Petition Date unless such payments are (i) approved by an order of this Court that is
in form and substance satisfactory to the DIP Agents and (ii) permitted under the DIP
Documents; or (e) objecting to, contesting, delaying, preventing or interfering with in any way
with the exercise of rights or remedies by any DIP Secured Party or Prepetition Secured Party
with respect to any Collateral or Prepetition Collateral after the occurrence and during the
continuance of an Event of Default; provided that, notwithstanding anything to the contrary in
this paragraph 28 (but subject in all respect to the last proviso to this paragraph 28), the Loan
Parties and the Creditors' Committee may use DIP Extensions of Credit, Cash Collateral,
Collateral, Prepetition Collateral, proceeds of any of the foregoing or the Carve-Out to
investigate, in each case (to the extent applicable) in a manner materially consistent with the
investigation protocol attached hereto as Exhibit D (the "Investigation Protocol"), (i) the
claims and liens of the Prepetition Secured Parties, solely to the extent set forth in paragraphs 26
and 27, (but not to litigate, object to or challenge any of the foregoing) and (ii) potential claims.
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counterclaims, causes of action or defenses against the Prepetition Secured Parties, solely to the
extent set forth in paragraphs 26 and 27, (but not to litigate any of the foregoing); provided
further that no more than an aggregate of $200,000 of the DIP Extensions of Credit, Cash
Collateral, Collateral, Prepetition Collateral, proceeds of any of the foregoing and the Carve-Out
may be used by the Creditors' Committee in respect of the investigations set forth in the
preceding proviso (the "Investigation Budget"); provided further that the Loan Parties shall not
use DIP Extensions of Credit, Cash Collateral, Collateral, Prepetition Collateral, proceeds of any
of the foregoing or the Carve-Out to (A) investigate any claims or liens, or claims,
counterclaims, causes of action or defenses against the Prepetition ABL Secured Parties or (B)
investigate any claims or liens, claims, counterclaims, causes of action or defenses against any
other Prepetition Secured Parties, except (in the case of this subclause (B)) to the extent
necessary (i) to assist and consult in the Creditors' Committee investigation as set forth in the
Investigation Protocol and (ii) to evaluate such claims or liens, or claims, counterclaims, causes
of action or defenses in connection with (A) any motion by the Creditors' Committee for
standing to commence a Challenge Proceeding and (B) a Plan (as defined in the Restructuring
Support Agreement), which assistance, consultation and evaluation shall expressly exclude any
discovery by the Loan Parties; provided further that no DIP Extensions of Credit, Cash
Collateral, Collateral, Prepetition Collateral, proceeds of any of the foregoing or the Carve-Out
shall be used by any party to commence, continue, or otherwise pursue any Challenge
Proceeding or Loan Parties' Challenge Proceeding against any of the Prepetition Secured Parties.
29.

Limitations in Respect of the Roll Up Term DIP Loans. The Roll Up Term DIP

Loans will not be required to be repaid in cash on the effective date of a chapter 11 plan if, and
only if, (a) the class of claims under such plan comprised of the holders of Roll Up Term DIP
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Loans votes to accept (in accordance with section 1126 of the Bankruptcy Code) such plan and
the treatment set forth therein and (b) such plan provides that holders of Roll Up Term DIP
Loans shall receive a senior distribution from any plan consideration prior to any distributions
being made to the Prepetition Term Secured Parties (in their capacities as such). For the
avoidance of doubt, no chapter 11 plan may be "crammed down" on the holders of Roll Up Term
DIP Loans by providing holders of Roll Up Term DIP Loans with any of the forms of treatment
specified under section 1129(b)(2)(A) of the Bankruptcy Code. The provisions of this paragraph
29 shall be subject to the proviso in the last sentence of paragraph 6(e) hereof.
30.

Budget. The budget annexed hereto as Exhibit C (and as it may be updated

periodically in accordance with the DIP Credit Agreements, the "Budget") is approved on a final
basis. Proceeds of the DIP Facilities and Cash Collateral under this Final Order shall be used by
the Loan Parties in accordance with the DIP Credit Agreements and this Final Order and
materially consistent with the Budget or as otherwise agreed by the DIP Agents. None of the
DIP Secured Parties' consent (if any) to, or acknowledgement of, the Budget shall be construed
as consent to use of the proceeds of the DIP Facilities or Cash Collateral beyond the respective
maturity dates set forth in the DIP Credit Agreements, regardless of whether the aggregate funds
shown on the Budget have been expended, or construed as an assumption of the SSA or waiver
of any requirement in the DIP Documents relating to the SSA.
31.

Order Governs. In the event of any inconsistency between the provisions of this

Final Order, on the one hand, and the DIP Documents or Interim Order, on the other, the
provisions of this Final Order shall govern.
32.

Binding Effect; Successors and Assigns. The DIP Documents and the provisions

of this Final Order, including all findings herein, shall be binding upon all parties in interest in
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these Cases, including, without limitation, the DIP Secured Parties, the Prepetition Secured
Parties, the Creditors' Committee, any non-statutory committees appointed or formed in these
Cases, the Loan Parties and their respective successors and assigns (including any chapter 7 or
chapter 11 trustee hereinafter appointed or elected for the estate of any of the Loan Parties, an
examiner appointed pursuant to section 1104 of the Bankruptcy Code, or any other fiduciary
appointed as a legal representative of any of the Loan Parties or with respect to the property of
the estate of any of the Loan Parties) and shall inure to the benefit of the DIP Secured Parties, the
Prepetition Secured Parties and the Loan Parties and their respective successors and assigns;
provided that the DIP Secured Parties and the Prepetition Secured Parties shall have no
obligation to permit the use of the Collateral or Prepetition Collateral (including Cash Collateral)
or to extend any financing to any chapter 7 trustee, chapter 11 trustee or similar responsible
person appointed for the estates of the Loan Parties.
33.

Consensual Plan Treatment in Respect of the DIP Agents and DIP Lenders. To

the extent any obligations under the DIP Facilities remain outstanding on the date of
confirmation of any plan for one or more of the Loan Parties under chapter 11 of the Bankruptcy
Code, such obligations shall be repaid in cash or such other treatment as agreed-to by the
respective required DIP Lenders, and, with respect to obligations owing to the DIP Agents, shall
be repaid in cash.
34.

Survival of Order. Solely with respect to the DIP Secured Parties and the

Prepetition Secured Parties to whom any Adequate Protection Obligations are owed, the
provisions of the Interim Order and this Final Order and any actions taken pursuant hereto (a)
shall survive the entry of any order: (i) confirming any plan of reorganization in any of the
Cases; (ii) converting any of the Cases to a case under Chapter 7 of the Bankruptcy Code; or (iii)
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dismissing any of the Cases; and (b) shall continue in full force and effect notwithstanding the
entry of any such order described in clause (a) above, and the claims, liens, and security interests
granted pursuant to the Interim Order and this Final Order shall maintain their priority as
provided by the Interim Order and this Final Order, in any such case, until (x) the Payment in
Full of all DIP Obligations (other than contingent indemnification obligations as to which no
claim has been asserted) shall have occurred, and (y) all of the Prepetition Debt and Adequate
Protection Obligations owed to the Prepetition Secured Parties are indefeasibly paid in full. The
DIP Obligations shall not be discharged by the entry of any order confirming any plan of
reorganization in any of the Cases that does not provide for Payment in Full of all DIP
Obligations (other than contingent indemnification obligations as to which no claim has been
asserted).
35.

Limitation of Liability. In determining to make any loan or other extension of

credit under the DIP Credit Agreements, to permit the use of Cash Collateral or in exercising any
rights or remedies as and when permitted pursuant to this Final Order, the DIP Documents or the
Existing Agreements, as applicable, the DIP Secured Parties and the Prepetition Secured Parties
or any successor of any of the foregoing shall not (i) be deemed to be in "control" of the
operations of the Loan Parties or any of their affiliates; (ii) owe any fiduciary duty to the Loan
Parties, their respective creditors, shareholders or estates; and (iii) be deemed to be acting as a
"Responsible Person" or "Owner" or "Operator" with respect to the operation or management of
the Loan Parties or any of their affiliates (as such terms or similar terms are used in the United
States Comprehensive Environmental Response, Compensation and Liability Act, 29 U.S.C. §§
9601, et seq.. as amended, or any similar federal or state statute). Furthermore, nothing in the
Interim Order, this Final Order, the DIP Documents, or the Existing Agreements shall in any way
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be construed or interpreted to impose or allow the imposition upon the DIP Secured Parties or
the Prepetition Secured Parties, or any successor of any of the foregoing, of any liability for any
claims arising from the prepetition or postpetition activities of the Loan Parties or any of their
affiliates.
36.

Exculpation. Nothing in the Interim Order, this Final Order, the DIP Documents,

the Existing Agreements or any other documents related to the transactions contemplated hereby
shall in any way be construed or interpreted to impose or allow the imposition upon any DIP
Secured Party or any Prepetition Secured Party any liability for any claims arising from the
prepetition or postpetition activities of the Loan Parties in the operation of their businesses, or in
connection with their restructuring efforts. In addition, (a) the DIP Secured Parties and the
Prepetition Secured Parties shall not, in any way or manner, be liable or responsible for (i) the
safekeeping of the Collateral, (ii) any loss or damage thereto occurring or arising in any manner
or fashion from any cause, (iii) any diminution in the value thereof, or (iv) any act or default of
any carrier, servicer, bailee, custodian, forwarding agency, or other person, and (b) all risk of
loss, damage, or destruction of the Collateral shall be borne by the Loan Parties.
37.

VMPH Transactions.
(a)

Stores Inventory Repurchase. The Loan Parties were authorized and

directed pursuant to the Interim Order, and continue to be authorized under this Final Order, to
use the proceeds of the DIP Financing, subject to the applicable terms and conditions thereof, to
repurchase from their affiliate, Verso Maine Power Holdings LLC ("VMPH"), the stores and
supplies inventory sold to VMPH by NewPage on or about January 6,2016, in a manner
materially consistent with the Budget, no later than two business days after the Closing Date (as
defined in each DIP Credit Agreement).
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Canadian National Railway Reimbursement. The Loan Parties were

authorized and directed pursuant to the Interim Order, and continue to be authorized under this
Final Order, to use the proceeds of the DIP Financing, subject to the applicable terms and
conditions thereof and in a manner materially consistent with the Budget, to promptly reimburse
VMPH for its allocable share of the $1 million VMPH paid to Canadian National Railway on
January 25,2016, to ensure uninterrupted deliveries to certain of the Loan Parties' mills.
38.

DIP Fees and Expenses. The Loan Parties are authorized to pay all fees and

expenses of the DIP Secured Parties in connection with the DIP Facilities, as applicable, as
provided in the applicable DIP Documents, whether or not incurred prepetition or postpetition,
including, without limitation, the professional fees and expenses of Skadden, Arps, Slate,
Meagher & Flom LLP (counsel to the DIP Agents), promptly upon receipt of professional
invoices which may be redacted for privileged information. The Loan Parties shall pay such
invoice within ten days (if no written objection is received with such ten day period) after such
professional has delivered such invoice to the Loan Parties. The Loan Parties may deliver
written objections to payment of such fees and expenses within ten days following receipt of
such invoice for such fees and expenses. If an objection to a professional's invoice is timely
received, the Loan Parties shall be required to promptly pay the undisputed amount of the
invoice and this Court shall have jurisdiction to determine the disputed portion of such invoice if
the parties are unable to resolve the dispute consensually.
39.

Waiver of Requirement to File Proofs of Claim
(a)

The DIP Secured Parties shall not be required to file proofs of claim in the

Cases or any successor case in order to maintain their respective claims for payment of the DIP
Obligations under the Interim Order, this Final Order or applicable DIP Documents. The
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statements of claim in respect of the DIP Obligations set forth in the Interim Order, this Final
Order, together with the evidence accompanying the Motion and presented at the Interim
Hearing and Final Hearing are deemed sufficient to and do constitute proofs of claim in respect
of such obligations and such secured status.
(b)

The Prepetition Secured Parties shall not be required to file proofs of

claim in the Cases or any successor case in order to maintain their respective claims for payment
of the Prepetition Debt under the applicable Existing Agreements or for payment and
performance of the Adequate Protection Obligations. The statements of claim in respect of the
Prepetition Debt and the Adequate Protection Obligations set forth in this Final Order, together
with the evidence accompanying the Motion and presented at the Interim Hearing and Final
Hearing are deemed sufficient to and do constitute proofs of claim in respect of such obligations
and such secured status. For the avoidance of doubt, nothing in this paragraph shall affect the
rights of the Loan Parties and other parties in interest to commence a Challenge Proceeding with
respect to any Prepetition Debt under paragraphs 26 and 27 hereof (but subject to the limitations
thereon contained in paragraphs 26 through 28 hereof).
40.

Effectiveness. This Final Order shall constitute findings of fact and conclusions

of law and shall take effect and be fully enforceable nunc pro tunc to the Petition Date
immediately upon entry hereof. Notwithstanding any Bankruptcy Rule, any Local Bankruptcy
Rule, or any Federal Rule of Civil Procedure, this Final Order shall be immediately effective and
enforceable upon its entry and there shall be no stay of execution or effectiveness of this Final
Order.
41.

No Third Party Rights. Except as explicitly provided for herein, this Final Order

does not create any rights for the benefit of any party, creditor, equity holder or other entity other
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than (i) the DIP Secured Parties, the Prepetition Secured Parties, and their respective
Representatives, (ii) the Loan Parties, and (iii) the respective successors and assigns of each of
the foregoing.
42.

Intercreditor Issues. Except as expressly set forth in this Final Order, nothing in

this Final Order shall be construed to convey on any individual DIP Lender or Prepetition
Secured Party any consent, voting or other rights beyond those (if any) set forth in the DIP
Documents and the Existing Agreements, as applicable.
43.

Headings. Section headings used herein are for convenience only and are not to

affect the construction of or to be taken into consideration in interpreting this Final Order.
44.

Payments Held in Trust. Except as expressly permitted in the Interim Order, this

Final Order or the DIP Documents, in the event that any person or entity receives any payment
on account of a security interest in Collateral, receives any proceeds of Collateral or receives any
other payment with respect thereto from any other source prior to Payment in Full of all DIP
Obligations (other than contingent indemnification obligations as to which no claim has been
asserted), such person or entity shall be deemed to have received, and shall hold, any such
payment or proceeds of Collateral in trust for the benefit of the DIP Secured Parties and shall
immediately turn over such proceeds to the DIP Agents, or as otherwise instructed by this Court,
for application in accordance with the DIP Documents, the Interim Order and this Final Order.
45.

Credit Bidding. Subject in all respects to the DIP Intercreditor

Agreement, the DIP Secured Parties shall have the right to credit bid up to the full amount of
their respective DIP Obligations in any sale of the Collateral as provided for in section 363(k) of
the Bankruptcy Code, without the need for further Court order authorizing the same and whether
any such sale is effectuated through section 363 or 1129 of the Bankruptcy Code, by a chapter 7

96

PAGE 1190

493

C a s e 16-10163-KG

Doc 372

Filed 03/02/16

Page 97 of 103

trustee under section 725 of the Bankruptcy Code, or otherwise; provided, that notwithstanding
the foregoing, the Creditors' Committee preserves and reserves its rights to object to any credit
bid put forth by the Prepetition Secured Parties or the Term DIP Secured Parties (solely with
respect to any credit bid of Roll Up Term DIP Obligations) at a hearing to approve such credit
bid, so long as (a) the Challenge Period applicable to the claims and liens being credit bid shall
not have expired without any Challenge Proceeding in respect of such claims or liens having
been commenced, and (b) any Challenge Proceeding commenced in respect of such claims or
liens shall not have been dismissed by final, nonappealable order of a court of competent
jurisdiction.
46.

Bank Liens. To the extent any of the Loan Parties' banks have valid and

enforceable rights of setoff or Hens in cash present in a bank account belonging to any Loan
Party on the Petition Date (such cash, the "Petition Date Cash"), and to the extent such cash is
thereafter used by such Loan Party subject to further agreement between such Loan Party and
such bank, such bank is hereby granted (a) a replacement lien in the Loan Parties' cash, and such
replacement lien shall be of the same extent and priority as such bank's interest, as of the Petition
Date, in the Petition Date Cash subsequently used by the Loan Parties; and (b) an administrative
expense claim to the extent of any diminution of Petition Date Cash after the Petition Date.
47.

Termination of DIP Facility and Use of Cash Collateral. Unless otherwise agreed

to by the DIP Agents in writing, the Loan Parties' right to use any of the DIP Facilities and Cash
Collateral shall terminate upon the earlier of (a) the scheduled maturity date for such DIP
Facility as set forth in the applicable DIP Credit Agreement, (b) subject to, if applicable, the
expiration of the Remedies Notice Period, any other maturity date for such DIP Facility as set
forth in the applicable DIP Credit Agreement and (c) subject to, if applicable, the expiration of
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the Remedies Notice Period, the exercise of remedies in respect of such DIP Facility terminating
such right.
48.

Events of Default. Except as otherwise provided in this Final Order, any

violation of any of the terms of this Final Order or any occurrence of an "Event of Default"
under and as defined in the DIP Credit Agreements shall constitute an event of default (each, an
"Event of Default"). Interest, including, where applicable, default interest, shall accrue and be
paid as set forth in the DIP Credit Agreements.
49.

Modification of DIP Documents and Budgets. The Loan Parties are hereby

authorized, without further order of this Court, but upon notice to counsel for each of the
Prepetition Agents and the Creditors' Committee, to enter into agreements with the DIP Secured
Parties providing for any consensual non-material modifications to the Budget or the DIP
Documents, or of any other modifications to the DIP Documents necessary to conform the terms
of the DIP Documents to the Interim Order or this Final Order, it being understood that no
further approval of the Court shall be required for modifications to the DIP Documents (and any
fees paid in connection therewith) that do not (a) shorten the stated maturity of the loans made
thereunder or increase the maximum aggregate principal amount of commitments thereunder
(other than as expressly contemplated by paragraph 6(d) of this Final Order) or the rate of
interest payable under either of the Revolving DIP Facility or Term DIP Facility (other than as a
result of application of any default rate of interest contemplated by the Revolving DIP Credit
Agreement or the Term DIP Credit Agreement, as applicable, as in effect on the date of this
Final Order), (b) increase existing fees or add new fees under the Revolving DIP Facility or
Term DIP Facility (excluding, for the avoidance of doubt, any amendment, consent or waiver fee
or any reimbursement or indemnification obligations relating to fees and expenses; provided, that
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notwithstanding anything to the contrary in this paragraph 49, the Debtors shall provide
commercially reasonable advance notice of any amendment including such a fee to, and
reasonably consult with, the Creditors' Committee prior to entering into such amendment),
(c) modify Section 2.11 of the Revolving DIP Credit Agreement or Section 2.08 of the Term DIP
Credit Agreement in a manner materially adverse to the Loan Parties, (d) modify the definition
of "Borrowing Base" in the Revolving D P Facility (or the definitions used therein in a manner
that would be reasonably expected to materially increase or materially decrease the amounts
available to be borrowed under the Revolving DIP Credit Agreement by the Borrower) (it being
understood and agreed that this clause (d) shall not affect the rights of the Revolving DIP Agent
and/or the Revolving DIP Co-Collateral Agent to (i) change, establish or eliminate reserves in
accordance with the DIP Documents or (ii) to otherwise take or omit to take any actions pursuant
to their Permitted Discretion (as defined in the Revolving DIP Credit Agreement) or make
determinations of the Borrowing Base, in each case, in accordance with the DIP Documents, (e)
shorten the stated number of days to satisfy any case milestone set forth in Section 5.14 of the
Revolving DIP Credit Agreement to a period that would be shorter than the stated number of
days applicable to satisfy any similar case milestone set forth in Section 5.14 of the Term DIP
Credit Agreement, or (f) modify Section 8.02 of the Term DIP Credit Agreement or the
definition of Restructuring Trigger Event (or the definitions used therein in a manner that
materially modifies the definition of Restructuring Trigger Event), in any case, in a manner
materially adverse to the Loan Parties (such authorizations, amendments, waivers, consents or
other modifications not requiring further approval of the Court, "Immaterial Amendments").
Prior to entering into material amendments, waivers, consents or other modifications to the DIP
Documents (other than Immaterial Amendments), the NewPage Debtors shall provide
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commercially reasonable advance notice to, and reasonably consult with, the Creditors'
Committee. In the event that the Creditors' Committee does not support any such amendment,
waiver, consent or other modification the NewPage Debtors shall be required to obtain Court
approval of such amendment, waiver, consent or other modification on notice and hearing before
such amendment, waiver, consent or other modification may become effective. For the
avoidance of doubt, however, the Creditors' Committee reserves any and all of its rights
including the right to object and be heard with respect to (i) any amendment, waiver, consent or
other modification to a DIP Credit Agreement that does not constitute an Immaterial
Amendments and (ii) whether or not an amendment, waiver, consent or other modification to a
DIP Credit Agreement constitutes an Immaterial Amendment. Notwithstanding the foregoing
but subject to the last sentence of this paragraph, updates and supplements to the Budget required
to be delivered by the Loan Parties under the DIP Documents and extensions of the maturity date
of the DIP Credit Agreements in accordance therewith shall constitute Immaterial Amendments.
50.

Instructions to Prepetition Term Agent. In any instance where the Prepetition

Term Agent is indicated as having given its consent in this Final Order, the Prepetition Term
Agent shall be deemed to have given its consent at the direction of the Required Lenders (as
defined in the Prepetition Term Credit Agreement), it being understood that the Ad Hoc Term
Lender Group has also given its consent, constitutes the Required Lenders, and can direct the
Prepetition Term Agent in taking actions in connection with the Prepetition Term Credit
Agreement. Nothing in this Final Order shall be construed to limit or affect the Prepetition Term
Agent's right to request instructions from Required Lenders in accordance with Article 9 of the
Prepetition Term Credit Agreement.
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DIP Non-ABL Priority Collateral Bank Account. Within 10 business days after

entry of this Final Order (or such later time agreed to by the Required Lenders (as defined in the
Term DIP Credit Agreement)), the Loan Parties shall have established one or more deposit
accounts designated for the sole purpose of holding proceeds of DIP Non-ABL Priority
Collateral now owned or at any time hereafter acquired by the Borrower or any other Loan Party,
which deposit account(s) and the amounts on deposit therein from time to time shall constitute
DIP Non-ABL Priority Collateral (each, a "Non-ABL Priority Collateral Account"). Within
30 days after entry of this Final Order (or such later time agreed to by the Required Lenders (as
defined in the Term DIP Credit Agreement)), the Loan Parties shall have caused each such NonABL Priority Collateral Account to be subject to an account control agreement in favor of the
Term DIP Agent for the benefit of the Term DIP Secured Parties, which account control
agreement shall be in form and substance reasonably satisfactory to the Term DIP Agent. So
long as no Event of Default has occurred and is continuing, the Loan Parties may direct, and
shall have sole control over, the manner of disposition of funds in the Non-ABL Priority
Collateral Accounts (subject to any mandatory prepayment requirements set forth in the DIP
Documents in connection with any sale, transfer or other disposition of DIP Non-ABL Priority
Collateral). No Loan Party shall be permitted to deposit any DIP ABL Priority Collateral (or
proceeds thereof) into any Non-ABL Priority Collateral Account. The Loan Parties shall
promptly provide written notice to the DIP Agents of the establishment and designation of any
Non-ABL Priority Collateral Account (together with the details of any such Non-ABL Priority
Collateral Account). For the avoidance of doubt, each Non-ABL Priority Collateral Account
shall be subject to the Liens8 of all parties holding Liens on the Collateral, which liens shall have

8

As used in this sentence, the terms "Liens" and "Collateral" have the meanings assigned to such terms in
the Term DIP Credit Agreement.
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the same relative priorities applicable to the Collateral generally, and such Liens on each NonABL Priority Collateral Account shall be perfected automatically without the need for any
further action by such parties.
52.

Committee Reporting Rights. Subject to the Creditors' Committee's entry into a

confidentiality agreement with the NewPage Debtors or other arrangements acceptable to the
NewPage Debtors, the Creditors' Committee shall receive all reporting that is required to be and
actually is delivered to the DIP Agents under the DIP Documents.
53.

Upfront Fees Tax Treatment. The Term DIP Secured Parties and the NewPage

Debtors agree to treat the upfront fees paid to the Term DIP Lenders pursuant to section 2.12(e)
of the Revolving DIP Credit Agreement and section 2.09(c)(iii) of the Term DIP Credit
Agreement as reductions to the fundings solely for the purpose of determining the "issue price"
of the New Money Term DIP Loans for federal, state and local income tax purposes.
54.

Amendments to Article 4 of the DIP Credit Agreements.
(a)

Section 4.03(f) of the Term DIP Credit Agreement is hereby amended to

provide that the Delayed Draw NM Funding Date shall occur no later than four (4) Business
Days after the entry of the Final Financing Order.
(b)

Section 4.01 (g) of the Revolving DIP Credit Agreement is hereby deleted

in its entirety and replaced with the following:
(g) Solely with respect to Credit Events occurring on or after the date that
is four Business Days after the expiration of the cure period specified in
the second sentence of paragraph 6(i) of the Final Financing Order, the
funding of the portion of the DIP Term Loan Facility not available on the
Closing Date shall have occurred.
55.

Rights Reserved. Notwithstanding anything herein to the contrary, the entry of

this Final Order is without prejudice to, and does not constitute a waiver of, expressly or
implicitly (a) any of the DIP Secured Parties' and any of the Prepetition Secured Parties' right to
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seek any other or supplemental relief in respect of the Loan Parties, including the right to seek
new, different or additional adequate protection, as applicable, or the Loan Parties' rights to
oppose such relief, or (b) any of the rights of the Loan Parties, the DIP Secured Parties, or the
Prepetition Secured Parties under the Bankruptcy Code or applicable nonbankruptcy law.
56.

The Interim Order. Except as specifically amended, supplemented or otherwise

modified hereby, all of the provisions of the Interim Order shall remain in effect and are hereby
ratified by this Final Order.
57.

Bankruptcy Rules. The requirements of Bankruptcy Rules 4001, 6003, and 6004,

in each case to the extent applicable, are satisfied by the contents of the Motion.
58.

Necessary Action. The Loan Parties are authorized to take all such actions as are

necessary or appropriate to implement the terms of this Final Order.
59.

Retention of Jurisdiction. The Court shall retain jurisdiction to enforce the

provisions of this Final Order, the DIP Facility and the DIP Documents and this Court shall
retain jurisdiction over all matters pertaining to the implementation, interpretation and
enforcement of this Final Order, the DIP Facility and the DIP Documents.
Dated:

March [ £ ] , 2016
Wilmington, Delaware

THE HONORABLE KE t l N GROSS
UNITED STATES BANKRUPTCY JUDGE

103

PAGE 1197

500

Educational Materials
Saturday, October 29, 2016 | 8:00 AM – 9:00 AM
Presented by:

TO TELL THE TRUTH: BANKRUPTCY
ETHICS ARE COMPLICATED

San Francisco
PAGE 1198

To Tell the Truth: Bankruptcy Ethics are Complicated
National Conference of Bankruptcy Judges
Plenary Session, Saturday, October 29, 2016
San Francisco, California
Honorable Sheri Bluebond, Chief Judge, Moderator
U.S. Bankruptcy Court for the Central District of California
Honorable Arthur B. Federman
U.S. Bankruptcy Court for the Western District of Missouri
Professor Lois R. Lupica
University of Maine School of Law
Susan M. Freeman
Lewis Roca Rothgerber Christie LLP
Phoenix, Arizona

Table of Contents
I.

Disclosure Issues and Certifications Required of Counsel ............................................... 3

II.

Fee and Employment Issues ............................................................................................ 10

III.

Lawyers and Social Media .............................................................................................. 11

IV.

Recusals ........................................................................................................................... 13

V.

Protecting the Attorney-Client Privilege ......................................................................... 17

VI.

E-Discovery in a Bankruptcy Case: The Duty of Competency....................................... 19

VII.

Bankruptcy Disclosure Of Connections Between And Among Counsel ........................ 23

VIII.

Limited Services Representation in Consumer Bankruptcy Practice .............................. 24

IX.

Soliciting Creditors About Committee Counsel Representation ..................................... 29

X.

Exemption Planning ........................................................................................................ 31

XI.

Client Controls and Duty to the Court............................................................................. 33

XII.

Advertising and Client Solicitation ................................................................................. 34

XIII.

Conflicts of Interest: Divorce and Bankruptcy................................................................ 36
Appendix A ..................................................................................................................... 39

2
PAGE 1199

I.

DISCLOSURE ISSUES AND CERTIFICATIONS REQUIRED OF COUNSEL
A.

What is the Mortgage Balance?

You regularly do work for a mortgage lender in chapter 13 cases. Another firm in town
also does some work for the same client. The client requires all motions for relief from stay to
be filed within seven days after local counsel receives authorization. Your client has advised you
that the debtor has missed five post-petition payments totaling $10,000, and that the lender has
also incurred expenses for inspections and real estate taxes totaling $3,700. Even with those
missed payments, the loan balance your client provides is significantly higher than it appears on
the debtor’s schedules. When you ask for a payment history, your client representative says that
other firms do not require that, and they remind you that if the motion is not timely filed, you
will lose them as a client. What would you do?
Attorney #1: I'd file the motion, and tell them I need a payment history prior to the
hearing.
Attorney #2: I'd contact the debtor's attorney, and ask that attorney what the scheduled
loan balance amount was based on.
Attorney #3: I'd tell them that I will not file the motion until they provide a payment
history.
Background for the Panel Discussion:
Attorneys for both debtors and mortgagees complain that they are often unable to get a payment
history or other relevant information from mortgagees. Mortgagee attorneys often appear at
hearings asking for continuances because there is a dispute about the amount owed and they have
not been provided updated information by their clients. Similarly, many mortgagees do not send
all the information needed for an accurate escrow analysis in the new Proof of Claim form,
leading to confusion as to whether the outstanding escrow balance is or is not included in the
monthly payment amount. It is difficult, if not impossible in some cases, to provide a requesting
debtor attorney with copies of paid bills for such items as inspections. From speaking with
mortgagee attorneys, there is a race to the bottom. Firms are under increasing pressure to handle
assignments with less than perfect information or risk losing revenue. Similar issues exist with
respect to dischargeability complaints, for example, on credit card debt. See, e.g., Target Nat’l
Bank v. Nelson (In re Nelson), 503 B.R. 466 (Bankr. C.D. Cal. 2013) (imposing monetary and
non-monetary sanctions under Rule 9011 for filing a complaint without conducting an
objectively reasonable investigation into the facts and circumstances surrounding the allegations
in the credit card non-dischargeability complaint), aff’d in part, rev’d in part, 2016 WL 3018830
(9th Cir. May 26, 2016) (affirming monetary sanctions but reversing non-monetary sanction due
to lack of due process warnings that such sanctions might be imposed).
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Relevant Cases:
In re Taylor, 655 F.3d 274 (3d Cir. 2011) (The Third Circuit addressed the extent to which
attorneys may rely on their clients’ computerized data under Rule 9011. It noted that attorneys
constantly and appropriately rely on information from their clients’ records and cannot be
expected to independently investigate every factual representation. It is usually reasonable for a
lawyer to rely on information provided by the client, especially if it is superficially plausible and
the client provides its own records that appear to confirm the information. But the lawyer must,
exercising independent professional judgment, make a reasonable effort to determine what facts
are likely to be relevant to a particular court filing and to obtain those facts from the client. The
lawyer may not ignore clear warning signs as to the accuracy of data received, which may come
from opposing counsel's filings).
In re Nelson, 503 B.R. 466 (Bankr. C.D. Cal. 2013) (sanction for pattern of frivolous nondischargeability complaints based on computer program analyzing indicia of fraud. Rule 9011
due diligence requires inquiry at the § 341 meeting or otherwise into subjective intentions of the
debtor).
B.

Should You Take the Case?

At 4:30 in the afternoon you are contacted by a man who says the two duplexes he owns
are being foreclosed upon the next morning at 9:00 a.m. He says his tenants pay regularly, but
he got behind on mortgage payments because he had to help his son with some financial
problems. He also says he has a job at a car assembly plant. He has been talking to the bank and
he thought they were going to enter into a work-out arrangement before the foreclosure. He
represents that he has just been advised that the bank is not willing to give him any more time.
He assures you that he is current on filing his tax returns and that his other bills are current. You
tell him that you do not file chapter 11 cases without a retainer of at least $10,000, plus the filing
fee, and he says he can bring you that amount in cash that evening. Should you file the case?
Attorney #1: Yes, and tell him what information you will need to properly fill out
schedules and other documents within the fourteen-day deadline.
Attorney #2: Send him away and let him lose his properties.
Attorney #3: Tell him that you will only file the case if he brings you his most recent tax
returns, six months of pay stubs and bank statements, leases on his duplexes, and other
documents by 8:00 the next morning.
Background for the Panel Discussion:
As a young lawyer, in a similar situation, I (Judge Federman) filed a chapter 11 case for a
couple who said they owned farmland. While they did in fact own farmland, their real business
was gambling. What documents should I have reviewed in order to satisfy my Rule 9011
obligations prior to filing the bankruptcy case? In a perfect world, I would have obtained and
reviewed six months worth of pay stubs and bank statements, at least two years of tax returns, all
lawsuits, correspondence from creditors, a credit report, a budget, and other items. But the world
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debtors live in is not perfect, so lawyers sometimes file cases without knowing what they are
getting into.
Applicable Rules:
Rule 9011(b):
By presenting to the court (whether by signing, filing, submitting, or later advocating) a petition,
pleading, written motion, or other paper, an attorney or unrepresented party is certifying that to
the best of the person’s knowledge, information, and belief, formed after an inquiry reasonable
under the circumstances, -(1) it is not being presented for any improper purpose, such as to harass or to cause
unnecessary delay or needless increase in the cost of litigation;
(2) the claims, defenses, and other legal contentions therein are warranted by existing law
or by a non-frivolous argument for the extension, modification, or reversal of existing
law or the establishment of new law;
(3) the allegations and other factual contentions have evidentiary support or, if
specifically so identified, are likely to have evidentiary support after a reasonable
opportunity for further investigation or discovery; and
(4) the denials of factual contentions are warranted on the evidence or, if specifically so
identified, are reasonably based on a lack of information or belief.
ABA Model Rule 3.1: A lawyer shall not bring or defend a proceeding, or assert or controvert
an issue therein, unless there is a basis in law and fact for doing so that is not frivolous, which
includes a good faith argument for an extension, modification or reversal of existing law. . . .
Comment:
[2] The filing of an action or defense or similar action taken for a client is not frivolous
merely because the facts have not first been fully substantiated or because the lawyer
expects to develop vital evidence only by discovery. What is required of lawyers,
however, is that they inform themselves about the facts of their clients' cases and the
applicable law and determine that they can make good faith arguments in support of their
clients' positions. Such action is not frivolous even though the lawyer believes that the
client's position ultimately will not prevail. The action is frivolous, however, if the lawyer
is unable either to make a good faith argument on the merits of the action taken or to
support the action taken by a good faith argument for an extension, modification or
reversal of existing law.
ABA Model Rule 1.1: A lawyer shall provide competent representation to a client.
Competent representation requires the legal knowledge, skill, thoroughness and
preparation reasonably necessary for the representation.
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Comment:
[3] In an emergency a lawyer may give advice or assistance in a matter in which the
lawyer does not have the skill ordinarily required where referral to or consultation or
association with another lawyer would be impractical. Even in an emergency, however,
assistance should be limited to that reasonably necessary in the circumstances, for illconsidered action under emergency conditions can jeopardize the client's interest.
ABA Model Rule 1.2:
(a) Subject to paragraphs (c) and (d), a lawyer shall abide by a client's decisions concerning the
objectives of representation and, as required by Rule 1.4, shall consult with the client as to the
means by which they are to be pursued. A lawyer may take such action on behalf of the client as
is impliedly authorized to carry out the representation. A lawyer shall abide by a client's decision
whether to settle a matter. In a criminal case, the lawyer shall abide by the client's decision, after
consultation with the lawyer, as to a plea to be entered, whether to waive jury trial and whether
the client will testify.
***
(c) A lawyer may limit the scope of the representation if the limitation is reasonable under the
circumstances and the client gives informed consent.
Comment:
[1] Paragraph (a) confers upon the client the ultimate authority to determine the purposes
to be served by legal representation, within the limits imposed by law and the lawyer's
professional obligations. The decisions specified in paragraph (a), such as whether to
settle a civil matter, must also be made by the client. See Rule 1.4(a)(1) for the lawyer's
duty to communicate with the client about such decisions. With respect to the means by
which the client's objectives are to be pursued, the lawyer shall consult with the client as
required by Rule 1.4(a)(2) and may take such action as is impliedly authorized to carry
out the representation.
[2] On occasion, however, a lawyer and a client may disagree about the means to be used
to accomplish the client's objectives. Clients normally defer to the special knowledge and
skill of their lawyer with respect to the means to be used to accomplish their objectives,
particularly with respect to technical, legal and tactical matters. Conversely, lawyers
usually defer to the client regarding such questions as the expense to be incurred and
concern for third persons who might be adversely affected. Because of the varied nature
of the matters about which a lawyer and client might disagree and because the actions in
question may implicate the interests of a tribunal or other persons, this Rule does not
prescribe how such disagreements are to be resolved. Other law, however, may be
applicable and should be consulted by the lawyer. The lawyer should also consult with
the client and seek a mutually acceptable resolution of the disagreement. If such efforts
are unavailing and the lawyer has a fundamental disagreement with the client, the lawyer
may withdraw from the representation. See Rule 1.16(b)(4). Conversely, the client may
resolve the disagreement by discharging the lawyer. See Rule 1.16(a)(3).
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[3] At the outset of a representation, the client may authorize the lawyer to take specific
action on the client's behalf without further consultation. Absent a material change in
circumstances and subject to Rule 1.4, a lawyer may rely on such an advance
authorization. The client may, however, revoke such authority at any time.
[6] The scope of services to be provided by a lawyer may be limited by agreement with
the client or by the terms under which the lawyer's services are made available to the
client. When a lawyer has been retained by an insurer to represent an insured, for
example, the representation may be limited to matters related to the insurance coverage.
A limited representation may be appropriate because the client has limited objectives for
the representation. In addition, the terms upon which representation is undertaken may
exclude specific means that might otherwise be used to accomplish the client's objectives.
Such limitations may exclude actions that the client thinks are too costly or that the
lawyer regards as repugnant or imprudent.
[7] Although this Rule affords the lawyer and client substantial latitude to limit the
representation, the limitation must be reasonable under the circumstances. If, for
example, a client's objective is limited to securing general information about the law the
client needs in order to handle a common and typically uncomplicated legal problem, the
lawyer and client may agree that the lawyer's services will be limited to a brief telephone
consultation. Such a limitation, however, would not be reasonable if the time allotted was
not sufficient to yield advice upon which the client could rely. Although an agreement for
a limited representation does not exempt a lawyer from the duty to provide competent
representation, the limitation is a factor to be considered when determining the legal
knowledge, skill, thoroughness and preparation reasonably necessary for the
representation. See Rule 1.1.
[13] If a lawyer comes to know or reasonably should know that a client expects
assistance not permitted by the Rules of Professional Conduct or other law or if the
lawyer intends to act contrary to the client's instructions, the lawyer must consult with the
client regarding the limitations on the lawyer's conduct. See Rule 1.4(a)(5).
ABA Model Rule 1.3: A lawyer shall act with reasonable diligence and promptness in
representing a client.
Comment:
[1] A lawyer should pursue a matter on behalf of a client despite opposition, obstruction
or personal inconvenience to the lawyer, and take whatever lawful and ethical measures
are required to vindicate a client's cause or endeavor. A lawyer must also act with
commitment and dedication to the interests of the client and with zeal in advocacy upon
the client's behalf. A lawyer is not bound, however, to press for every advantage that
might be realized for a client. For example, a lawyer may have authority to exercise
professional discretion in determining the means by which a matter should be pursued.
See Rule 1.2. The lawyer's duty to act with reasonable diligence does not require the use
of offensive tactics or preclude the treating of all persons involved in the legal process
with courtesy and respect.
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[2] A lawyer's work load must be controlled so that each matter can be handled
competently.
[3] Perhaps no professional shortcoming is more widely resented than procrastination. A
client's interests often can be adversely affected by the passage of time or the change of
conditions; in extreme instances, as when a lawyer overlooks a statute of limitations, the
client's legal position may be destroyed. Even when the client's interests are not affected
in substance, however, unreasonable delay can cause a client needless anxiety and
undermine confidence in the lawyer's trustworthiness. A lawyer's duty to act with
reasonable promptness, however, does not preclude the lawyer from agreeing to a
reasonable request for a postponement that will not prejudice the lawyer's client.
[4] Unless the relationship is terminated as provided in Rule 1.16, a lawyer should carry
through to conclusion all matters undertaken for a client. If a lawyer's employment is
limited to a specific matter, the relationship terminates when the matter has been
resolved. If a lawyer has served a client over a substantial period in a variety of matters,
the client sometimes may assume that the lawyer will continue to serve on a continuing
basis unless the lawyer gives notice of withdrawal. Doubt about whether a client-lawyer
relationship still exists should be clarified by the lawyer, preferably in writing, so that the
client will not mistakenly suppose the lawyer is looking after the client's affairs when the
lawyer has ceased to do so. For example, if a lawyer has handled a judicial or
administrative proceeding that produced a result adverse to the client and the lawyer and
the client have not agreed that the lawyer will handle the matter on appeal, the lawyer
must consult with the client about the possibility of appeal before relinquishing
responsibility for the matter. See Rule 1.4(a)(2). Whether the lawyer is obligated to
prosecute the appeal for the client depends on the scope of the representation the lawyer
has agreed to provide to the client. See Rule 1.2.
ABA Model Rule 1.16:
(b) Except as stated in paragraph (c), a lawyer may withdraw from representing a client if:
(1) withdrawal can be accomplished without material adverse effect on the interests of
the client;
***
(4) the client insists upon taking action that the lawyer considers repugnant or with which
the lawyer has a fundamental disagreement;
(5) the client fails substantially to fulfill an obligation to the lawyer regarding the
lawyer's services and has been given reasonable warning that the lawyer will withdraw
unless the obligation is fulfilled; [or]
***
(7) other good cause for withdrawal exists.
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(c) A lawyer must comply with applicable law requiring notice to or permission of a tribunal
when terminating a representation. When ordered to do so by a tribunal, a lawyer shall continue
representation notwithstanding good cause for terminating the representation.
(d) Upon termination of representation, a lawyer shall take steps to the extent reasonably
practicable to protect a client's interests, such as giving reasonable notice to the client, allowing
time for employment of other counsel, surrendering papers and property to which the client is
entitled and refunding any advance payment of fee or expense that has not been earned or
incurred. The lawyer may retain papers relating to the client to the extent permitted by other law.
Comment:
[1] A lawyer should not accept representation in a matter unless it can be performed
competently, promptly, without improper conflict of interest and to completion.
Ordinarily, a representation in a matter is completed when the agreed-upon assistance has
been concluded. See Rules 1.2(c) and 6.5. See also Rule 1.3, Comment [4].

ABA Model Rule 3.3(a)(1): A lawyer shall not knowingly. . . make a false statement of fact or
law to a tribunal or fail to correct a false statement of material fact or law previously made to the
tribunal by the lawyer . . . .
Comment:
[3] An advocate is responsible for pleadings and other documents prepared for litigation,
but is usually not required to have personal knowledge of matters asserted therein, for
litigation documents ordinarily present assertions by the client, or by someone on the
client's behalf, and not assertions by the lawyer. Compare Rule 3.1. However, an
assertion purporting to be on the lawyer's own knowledge, as in an affidavit by the
lawyer or in a statement in open court, may properly be made only when the lawyer
knows the assertion is true or believes it to be true on the basis of a reasonably diligent
inquiry. There are circumstances where failure to make a disclosure is the equivalent of
an affirmative misrepresentation. The obligation prescribed in Rule 1.2(d) not to counsel
a client to commit or assist the client in committing a fraud applies in litigation.
Regarding compliance with Rule 1.2(d), see the Comment to that Rule. See also the
Comment to Rule 8.4(b).
Relevant Cases:
In re Villa Madrid, 110 B.R. 919, 924 (B.A.P. 9th Cir. 1990) (“The importunities of a desperate
client do not relieve an attorney of the affirmative duty of reasonable inquiry imposed by Rule
9011. The evident warning flags and the inadequate time available to make such inquiry should
have impelled [the attorney] to consider the ever-present option of declining a questionable
engagement.”).
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II.

FEE AND EMPLOYMENT ISSUES

A small firm personal injury lawyer has been representing a plaintiff for over one year
now on a contingency basis. The attorney has been negotiating to resolve the suit with the
insurance company. The limitations period expires on Monday and the complaint is ready to
file, but the client has just told the lawyer that she filed bankruptcy six months ago and her
bankruptcy lawyer has taken care of everything, so just WIN, please. The personal injury lawyer
calls the bankruptcy lawyer, who tells him: “don’t worry, all’s fine.” Maybe it is all fine, but the
personal injury attorney has been stung before. He has his secretary churn out a form disclosure
that he holds no adverse claim against the debtor and will continue to represent her on the same
40% pretrial settlement/60% trial or later resolution fee basis agreed to originally. He sends the
disclosure form to the client’s bankruptcy lawyer. Should the personal injury lawyer file his
client’s complaint on Monday?
Attorney #1: You bet I will. I’m not bankruptcy counsel and should not do his job. I’m
doing my job, and that means filing a complaint that benefits everybody. If he screws this up, he
committed malpractice and I’ll sue him.
Attorney #2: I cannot trust some bankruptcy hack I’ve never met. I’ll make him show me
what he filed to obtain court approval or I won’t do anything more. Then the statute of
limitations will run and they will all be sorry.
Attorney #3: Come on. Why now, when I’m so busy? Now I have to get my client to
give me more bankruptcy paperwork to find out if there’s a trustee and then deal with that trustee
as well as the bankruptcy lawyer and get them to talk to me. I still better file something on
Monday.
Background for Panel Discussion:
Ordinary course and special counsel need to make sure their employment is authorized.
Can they simply depend on bankruptcy counsel to do it? If this was a chapter 7 case, would
counsel also need trustee approval? Should the cause of action be scheduled as an asset,
regardless of the type of bankruptcy proceeding? However, should the lawyer wait to file the
lawsuit, letting the limitations period run? If he were sued for malpractice for doing so, could he
recover from bankruptcy counsel?
Applicable Rules:
Model Rule of Professional Responsibility 1.1 Competence
Model Rule of Professional Responsibility 1.16 Declining or Terminating Representation
Relevant cases:
In re Grant, 507 B.R. 306 (Bankr. E.D. Ca. 2014) (efforts to preserve collection rights on a
prepetition contingency fee agreement may create an adverse interest).
In re Crook, 79 B.R. 475 (B.A.P. 9th Cir. 1987) (special counsel cannot simply rely on the DIP's
primary bankruptcy counsel to handle necessary filings).
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In re Gorski, 519 B.R. 67 (Bankr. S.D.N.Y. 2014) (reduced sanction when divorce attorney with
limited knowledge of bankruptcy law and late knowledge of bankruptcy case inadvertently failed
to disclose).
Matter of CF Holding Corp., 164 B.R. 799 (Bankr. D. Conn. 1994) (general bankruptcy counsel
sanctioned for failure to disclose lack of disinterestedness of other estate professionals).
III.

LAWYERS AND SOCIAL MEDIA

You maintain a profile on LinkedIn and Facebook. Your LinkedIn public profile includes
the high school, college (Cornell, Go Big Red) and law school you attended. It also includes
your work history, current area of practice, a list of skills (“Specializing in helping business and
consumer debtors conquer their debt”) and a list of endorsements written by former clients and
professional colleagues. One of the endorsements from a former business client says, “The best
bankruptcy lawyer I’ve ever hired. My business sailed through bankruptcy, and yours will too!”
Another endorsement reads, “I worked with her for 10 years and found her to be an excellent
lawyer.” You also include a summary that reads: I am a lawyer with 20 years of experience
representing business and consumer debtors. If you are experiencing financial distress, call me
for a free consultation.”
Your Facebook post includes a profile picture of you with your son at his college
graduation. The page also lists your education, the name and location of your current law firm,
your practice area and city of residence. In the private area of the page, you periodically post
links to news articles describing the crazy things being said in the run-up to the presidential
election, and links to scholarly articles you have written about payday lending abuses. You wake
up every day to news feeds posted by your 20 Facebook “friends.”
Does your LinkedIn or Facebook profile or other content constitute attorney advertising?
Attorney # 1: No, the information in both profiles is so general that it does not rise to the
level of attorney advertising. As such, I’m not required to comply with any Rules of
Professional Conduct.
Attorney # 2: Yes and No. My LinkedIn profile and content rise to the level of attorney
advertising, but my Facebook profile does not.
Attorney # 3: Yes, both my LinkedIn profile and content and my Facebook page are
considered attorney advertising.
Background for Panel Discussion:
According to a recent New York state ethics opinion, a LinkedIn profile that contains
only a person’s college and graduate school and employment history does not constitute
Attorney Advertising. The more information that is included about an attorney’s practice,
however, may cross the line and constitute attorney advertising. If the profile is deemed to be
advertising, all information included must be truthful and not misleading, which would include
any endorsements and recommendations.
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If an attorney holds herself out to be a “specialist,” then that statement must be truthful. If
the statement includes a representation that the attorney is “specializing” in a particular practice
area, is that the equivalent of identifying herself as a “specialist?” To make such a statement as a
bankruptcy attorney, must the attorney be certified by the American Board of Certification?
The New York ethics opinion states:
Attorney’s individual LinkedIn profile or other content constitutes attorney advertising
only if it meets all five of the following criteria: (a) it is a communication made by or on
behalf of the lawyer; (b) the primary purpose of the LinkedIn content is to attract new
clients to retain the lawyer for pecuniary gain; (c) the LinkedIn content relates to the legal
services offered by the lawyer; (d) the LinkedIn content is intended to be viewed by
potential new clients; and (e) the LinkedIn content does not fall within any recognized
exception to the definition of attorney advertising.1
The Association of the Bar of the City of New York Committee on Professional Ethics,
Formal Opinion 2015-7: Application of Attorney Advertising Rules to LinkedIn, December
2015.
ABA Standing Committee on Ethics and Professional Responsibility, Formal Opinion 10457, August 5, 2010.
New York County Lawyers Association Professional Ethics Committee, Formal Opinion
748, March 10, 2015.
Applicable Rules:
ABA Model Rule 7.1 Communications Concerning a Lawyer's Services
A lawyer shall not make a false or misleading communication about the lawyer or the lawyer's
services. A communication is false or misleading if it contains a material misrepresentation of
fact or law, or omits a fact necessary to make the statement considered as a whole not materially
misleading.
ABA Model Rule 7.2 Advertising
(a) Subject to the requirements of Rules 7.1 and 7.3, a lawyer may advertise services through
written, recorded or electronic communication, including public media.
(b) A lawyer shall not give anything of value to a person for recommending the lawyer's services
except that a lawyer may
(1) pay the reasonable costs of advertisements or communications permitted by this Rule;

1

The Association of the Bar of the City of New York Committee on Professional Ethics, Formal Opinion 2015-7:
Application of Attorney Advertising Rules to LinkedIn, December 2015.
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(2) pay the usual charges of a legal service plan or a not-for-profit or qualified lawyer referral
service. A qualified lawyer referral service is a lawyer referral service that has been approved by
an appropriate regulatory authority;
(3) pay for a law practice in accordance with Rule 1.17; and
(4) refer clients to another lawyer or a non-lawyer professional pursuant to an agreement not
otherwise prohibited under these Rules that provides for the other person to refer clients or
customers to the lawyer, if
(i) the reciprocal referral agreement is not exclusive, and
(ii) the client is informed of the existence and nature of the agreement.
(c) Any communication made pursuant to this rule shall include the name and office address of at
least one lawyer or law firm responsible for its content.
ABA Model Rule 7.4 Communication of Fields of Practice and Specialization
(a) A lawyer may communicate the fact that the lawyer does or does not practice in particular
fields of law.…
(d) A lawyer shall not state or imply that a lawyer is certified as a specialist in a particular field
of law, unless:
(1) the lawyer has been certified as a specialist by an organization that has been approved by an
appropriate state authority or that has been accredited by the American Bar Association; and
(2) the name of the certifying organization is clearly identified in the communication.
IV.

RECUSALS
A.

How to Offend a Judge

You are debtor's counsel in a long-running chapter 11 case. You regularly appear before
the judge assigned to this case. You have just learned that the judge has become romantically
involved with an accountant in the accounting firm that the debtor retained for this case. What
should you do?
Attorney #1: I’d file a motion to disqualify the judge from the case and, if the judge
refuses, report the judge to the appropriate authority.
Attorney #2: Because I believe bringing up the subject would irritate the judge
(negatively affecting his view of me in other or future cases), I’d do nothing at all, not even tell
my client.
Attorney #3: Since I know the judge well, I’d ask for a private chambers conference with
the judge to find out the facts.
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Background for Panel Discussion:
If a judge shares a household and intimate relationship with another person, that person is
treated as a spouse for purposes of disqualification. See Commentary to Canon 3C of the Code
of Conduct for United States Judges. We are not sure if the nature of the relationship between
the judge and accountant fits this definition. Should we ask? Does it matter if the accountant is a
partner in the firm or a non-partner? Does it matter if the accountant has actually performed
services for this debtor? How should you obtain these additional facts? If you request a private
conference with the judge, will you run afoul of the rules against ex parte communications?
What else could you do? Do you have an obligation to disclose this issue to your client?
Applicable Rules:
Canon 3A(4) of the Code of Conduct for United States Judges states:
A judge should accord to every person who has a legal interest in a proceeding, and that
person’s lawyer, the full right to be heard according to law. Except as set out below, a judge
should not initiate, permit, or consider ex parte communications or consider other
communications concerning a pending or impending matter that are made outside the presence of
the parties or their lawyers. If a judge receives an unauthorized ex parte communication bearing
on the substance of a matter, the judge should promptly notify the parties of the subject matter of
the communication and allow the parties an opportunity to respond, if requested. A judge may:
(a) initiate, permit, or consider ex parte communications as authorized by law;
(b) when circumstances require it, permit ex parte communication for scheduling,
administrative, or emergency purposes, but only if the ex parte communication does not
address substantive matters and the judge reasonably believes that no party will gain a
procedural, substantive, or tactical advantage as a result of the ex parte communication;
(c) obtain the written advice of a disinterested expert on the law, but only after giving
advance notice to the parties of the person to be consulted and the subject matter of the
advice and affording the parties reasonable opportunity to object and respond to the
notice and to the advice received; or
(d) with the consent of the parties, confer separately with the parties and their counsel in
an effort to mediate or settle pending matters.
ABA Model Rule 8.2(a): “A lawyer shall not make a statement that the lawyer knows2 to be
false or with reckless disregard as to its truth or falsity concerning the qualifications or integrity
of a judge, adjudicatory officer or public legal officer, or of a candidate for election or
appointment to judicial or legal office.”

2

The term “knows” “denotes actual knowledge of the fact in question. A person’s knowledge may be inferred
from circumstances.” Rule 1.0(f).
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Comment:
[1] Assessments by lawyers are relied on in evaluating the professional or personal
fitness of persons being considered for election or appointment to judicial office and to
public legal offices, such as attorney general, prosecuting attorney and public defender.
Expressing honest and candid opinions on such matters contributes to improving the
administration of justice. Conversely, false statements by a lawyer can unfairly
undermine public confidence in the administration of justice.
***
[3] To maintain the fair and independent administration of justice, lawyers are
encouraged to continue traditional efforts to defend judges and courts unjustly criticized.
ABA Model Rule 8.3(b): “A lawyer who knows that a judge has committed a violation of
applicable rules of judicial conduct that raises a substantial3 question as to the judge’s fitness for
office shall inform the appropriate authority.”
Comment:
[1] Self-regulation of the legal profession requires that members of the profession initiate
disciplinary investigation when they know of a violation of the Rules of Professional
Conduct. Lawyers have a similar obligation with respect to judicial misconduct. An
apparently isolated violation may indicate a pattern of misconduct that only a disciplinary
investigation can uncover. Reporting a violation is especially important where the victim
is unlikely to discover the offense.
[2] A report about misconduct is not required where it would involve violation of Rule
1.6 [concerning client confidentiality]. However, a lawyer should encourage a client to
consent to disclosure where prosecution would not substantially prejudice the client's
interests.
[3] If a lawyer were obliged to report every violation of the Rules, the failure to report
any violation would itself be a professional offense. Such a requirement existed in many
jurisdictions but proved to be unenforceable. This Rule limits the reporting obligation to
those offenses that a self-regulating profession must vigorously endeavor to prevent. A
measure of judgment is, therefore, required in complying with the provisions of this Rule.
The term “substantial” refers to the seriousness of the possible offense and not the
quantum of evidence of which the lawyer is aware. A report should be made to the bar
disciplinary agency unless some other agency, such as a peer review agency, is more
appropriate in the circumstances. Similar considerations apply to the reporting of judicial
misconduct.

3

“’Substantial’ when used in reference to degree or extent denotes a material matter of clear and weighty
importance.” Rule 1.0(l).
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[4] The duty to report professional misconduct does not apply to a lawyer retained to
represent a lawyer whose professional conduct is in question. Such a situation is
governed by the Rules applicable to the client-lawyer relationship.
[5] Information about a lawyer's or judge's misconduct or fitness may be received by a
lawyer in the course of that lawyer's participation in an approved lawyers or judges
assistance program. In that circumstance, providing for an exception to the reporting
requirements of paragraphs (a) and (b) of this Rule encourages lawyers and judges to
seek treatment through such a program. Conversely, without such an exception, lawyers
and judges may hesitate to seek assistance from these programs, which may then result in
additional harm to their professional careers and additional injury to the welfare of clients
and the public. These Rules do not otherwise address the confidentiality of information
received by a lawyer or judge participating in an approved lawyers’ assistance program;
such an obligation, however, may be imposed by the rules of the program or other law.
ABA Model Rule 8.4:
It is professional misconduct for a lawyer to:
(a) violate or attempt to violate the Rules of Professional Conduct, knowingly assist or
induce another to do so, or do so through the acts of another;
(b) commit a criminal act that reflects adversely on the lawyer's honesty, trustworthiness
or fitness as a lawyer in other respects;
(c) engage in conduct involving dishonesty, fraud, deceit or misrepresentation;
(d) engage in conduct that is prejudicial to the administration of justice;
(e) state or imply an ability to influence improperly a government agency or official or to
achieve results by means that violate the Rules of Professional Conduct or other law; or
(f) knowingly assist a judge or judicial officer in conduct that is a violation of applicable
rules of judicial conduct or other law.
Comment:
[1] Lawyers are subject to discipline when they violate or attempt to violate the Rules of
Professional Conduct, knowingly assist or induce another to do so or do so through the
acts of another, as when they request or instruct an agent to do so on the lawyer's behalf.
Paragraph (a), however, does not prohibit a lawyer from advising a client concerning
action the client is legally entitled to take.
[2] Many kinds of illegal conduct reflect adversely on fitness to practice law, such as
offenses involving fraud and the offense of willful failure to file an income tax return.
However, some kinds of offenses carry no such implication. Traditionally, the distinction
was drawn in terms of offenses involving “moral turpitude.” That concept can be
construed to include offenses concerning some matters of personal morality, such as
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adultery and comparable offenses that have no specific connection to fitness for the
practice of law. Although a lawyer is personally answerable to the entire criminal law, a
lawyer should be professionally answerable only for offenses that indicate lack of those
characteristics relevant to law practice. Offenses involving violence, dishonesty, breach
of trust, or serious interference with the administration of justice are in that category. A
pattern of repeated offenses, even ones of minor significance when considered separately,
can indicate indifference to legal obligation.
[3] A lawyer who, in the course of representing a client, knowingly manifests by words
or conduct, bias or prejudice based upon race, sex, religion, national origin, disability,
age, sexual orientation or socioeconomic status, violates paragraph (d) when such actions
are prejudicial to the administration of justice. Legitimate advocacy respecting the
foregoing factors does not violate paragraph (d). A trial judge's finding that peremptory
challenges were exercised on a discriminatory basis does not alone establish a violation
of this rule.
[4] A lawyer may refuse to comply with an obligation imposed by law upon a good faith
belief that no valid obligation exists. The provisions of Rule 1.2(d) concerning a good
faith challenge to the validity, scope, meaning or application of the law apply to
challenges of legal regulation of the practice of law.
[5] Lawyers holding public office assume legal responsibilities going beyond those of
other citizens. A lawyer's abuse of public office can suggest an inability to fulfill the
professional role of lawyers. The same is true of abuse of positions of private trust such
as trustee, executor, administrator, guardian, agent and officer, director or manager of a
corporation or other organization.
V.

PROTECTING THE ATTORNEY-CLIENT PRIVILEGE

A chapter 11 debtor sold substantially all of its assets in a § 363 sale to Business Buyer,
using a standard Asset Purchase Agreement. Your client, Business Buyer, is now complaining
that the Debtor not only breached its representations and warranties in the Asset Purchase
Agreement, but it may even have made fraudulent misrepresentations. It has found a few emails
on the Debtor's computers it purchased that just might make that case.
If you file an adversary proceeding to recover damages, can you depose chapter 11
counsel on the basis that Business Buyer now holds the Debtor’s attorney-client privilege or that
the privilege has been waived?
Attorney #1: Absolutely. The privilege is an asset; you bought all the assets and you can
now use all assets, including asserting control over this privilege. Alternatively, when a debtor
sells its “unscrubbed” computers, any argument that the content found on the computer is
privileged, will be deemed waived.
Attorney #2: This was a § 363 sale, not a corporate merger. The buyer is not the
successor-in-interest in a § 363 sale. DIP counsel will be able to assert that any privileged
documents residing on the purchased computers would be considered inadvertent and not a
waiver of the privilege.
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Attorney #3: Business Buyer has an obligation to return inadvertently produced emails
instead of using them. When the Debtor failed to “scrub” its computers, it did so in order to
allow Business Buyer have access to emails needed to collect receivables and run the business,
but it never intended to waive the attorney-client privilege. Moreover, I sure wouldn’t advise my
client to spend time and money litigating a claim to have acquired the Debtor’s privilege either –
it’s very unlikely we’d win.
Background for Panel Discussion:
Does a sale of all business assets results in a transfer of the privilege in same way that it does
with a corporate merger? Does it depend on whether the asset purchase agreement covers this
issue explicitly? Or in the Order Authorizing Sale itself? If a § 363 sale transfers the privilege to
the buyer, does it do so for all purposes? Including for purposes of discovery against the seller?
Does a lawyer for the buyer and his client have any obligations with respect to receipt of
privileged documents that may have been inadvertently produced?
Applicable Rules:
Model Rule of Professional Responsibility 4.4 Respect for rights of others
Federal Rule of Evidence 502
Federal Rule of Civil Procedure 26(b)(5)(B)
Relevant Cases:
CFTC v Weintraub, 471 U.S. 343, 349 (1985) (the attorney-client privilege passes to corporate
successors who can assert or waive it, including bankruptcy trustees).
Great Hill Equity Partners IV, LP v. SIG Growth Equity Fund I, LLLP, 80 A.3d 155 (Del. Ch.
2013) (The purchaser or a corporation’s stock/merger successor generally acquires the previous
owner’s attorney-client privileges, including the seller’s privileged communications about that
very transaction, unless the parties negotiated for different post-closing ownership of the
privileged communications. Emails on transferred computers belonged to the successor by
merger and could be used against the seller in litigation).
Tekni-Plex, Inc. v. Meyner & Landis, 674 N.E.2d 663, 668 (N.Y. 1996) (The successor-bymerger acquired the right to assert the attorney-client privilege with respect to business
operations, but not merger negotiations. The rule turns on the practical consequences rather than
the formalities of a particular transaction).
Schleicher v. Wendt, 2010 WL 1948218 (S.D. Ind. May 14, 2010) (acquirer of substantially all of
a debtor’s business operations in a bankruptcy asset purchase, which continues to operate the
debtor-seller’s business, acquires the right to assert or waive the attorney-client privilege).
Coffin v. Bowater, Inc., 2005 WL 5885367 (D. Me. May 13, 2005) (the practical consequences
of an asset sale that included all of the seller’s right, title and interest in all assets and rights of
any kind, tangible or intangible in connection with the operation of the business was to transfer
control of the business, including the right to waive the attorney-client privilege).
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United States v. Stewart, 287 F.Supp.2d 461 (S.D.N.Y. 2003) (Martha Stewart waived the
attorney-client privilege when she forwarded to her daughter an email she had sent to her
attorney. However, it was prepared in anticipation of litigation and thus, protected by the work
product doctrine).
VI.

E-DISCOVERY IN A BANKRUPTCY CASE: THE DUTY OF COMPETENCY

Your client, Canon Foundry Corporation (“CFC”) is a manufacturer, specializing in
forging iron hardware for custom home construction. On your advice, CFC instituted a document
retention policy in 2015 that included a detailed description of how e-mails and other electronic
documents are to be purged and retained. The policy required automatic deletion of current emails after 90 days, unless the employee was notified of a “litigation hold.” The litigation hold
and notice would come into effect whenever CFC became aware of potential litigation. Although
all employees were notified of this policy at the outset of their employment, CFC does not
otherwise routinely remind its employees of the policy and it is fair to say that most employees
routinely ignore the policy. In 2013, CFC’s largest customer, Décor Garage (“DG”) filed for
bankruptcy. CFC is DG’s largest trade creditor and, at the time of filing, DG owed CFC
approximately $5 million. However, DG disputes the amount owed and is embroiled in litigation
with CFC regarding its claim.
DG filed suit against CFC in a judicial district that specifically addresses e-discovery4 in
its formal case management orders. When DG’s counsel requested the production of e-discovery,
you met with DG’s counsel to reach an agreement on the appropriate search terms. Your joint
proposal also included a “clawback” provision that would permit CFC to retrieve any
inadvertently produced “Electronic Stored Information” or “ESI” that would otherwise be
“protected by law” (“protected ESI”). Upon submission of the joint proposal, the Judge
incorporated it into a Case Management Order.
When you received a copy of the data retrieved by the search, you put it in your desk
drawer without reviewing it. You were unconcerned about what exactly was produced because
you knew you could simply clawback anything inappropriately produced, asserting “inadvertent”
production. At the next Case Management Conference, you assure the Judge that you have
reviewed everything and the e-discovery is in full compliance with the Court Order and CFC’s
discovery obligations.
Two weeks after that hearing, you receive a letter from DG’s counsel accusing CFC of
destruction and spoliation of evidence. You then, for the first time, attempt to open your copy of
the data search report. You recognize that you do not know how to analyze the production and
that you need to hire an e-discovery expert (“Expert”). The Expert conducts a forensic search,
and tells you that it appears that CFC has deleted potentially responsive non-protected ESI in
accordance with it normal document retention policy, without regard to any litigation holds,
resulting in gaps in the document production.
Expert also advises you that due to the breadth of the jointly agreed search terms, it
appears that DG’s counsel received both privileged information, as well as highly proprietary
4

Electronic Stored Information (“ESI”) is information that is stored in technology having electrical, digital,
magnetic, wireless, optical, electromagnetic, or similar capabilities.
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information about CFC’s upcoming product lines, even though such proprietary information was
not relevant to the issues in the lawsuit.
Did You Violate The Duty of Competence Arising From Your Own Acts and Omissions?
Attorney # 1: No, I’m a lawyer, not a computer scientist. And most of my cases don’t
involve e-discovery so I don’t need to understand Electronic Stored Information or any of that
digital stuff. It is enough that I understands the rules of evidence.
Attorney # 2: Yes, I breached my duty of competence in the manner in which I handled
the e-discovery in this case.
Attorney # 3: Yes, I risked breaching my duty of competence but I mitigated my error
when I hired an e-discovery Expert. Bullet dodged!
Background for Panel Discussion:
In today’s world, almost every litigation matter involves e-discovery issues. The chances
are great that a party or a witness has used email or other electronic communication and stores
information digitally. The ethical duty of competence requires an attorney to assess at the outset
of each case what electronic discovery issues might arise during the litigation, including the
likelihood that e-discovery will be sought by the other side.
The attorney should then assess his or her own skills and resources as part of the duty to
provide the client with competent representation.
According to a recent California ethics opinion, an attorney handling e-discovery should
be able to perform the following:


Initially assessing e-discovery needs and issues, if any;



Implementing/causing implementation of appropriate preservation;



Analyzing and understanding a client’s ESI systems and storage;



Advising a client on available options for collection and preservation of ESI;



Engaging in competent and meaningful “meet and confer” sessions with opposing counsel
concerning an e-discovery plan (as required by federal rules and many state cognates);



Performing data searches;



Collecting ESI in a manner that preserves the integrity of the ESI (including such metadata
as may be relevant or necessary); and
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Producing responsive and non-privileged ESI in a recognized and appropriate manner (for
example, including redaction or other special treatment of personal information).5
Even if the Attorney in the case at hand had a “generally acceptable degree of competence
for an average case, the duty of competence may require a higher level of technical
knowledge and ability, depending on the e-discovery issues involved in a matter, and the
nature of the ESI. Competency may require even a highly experienced attorney to seek
assistance in some litigation matters involving ESI.”6
If the attorney determines he lacks the requisite skills, the Formal Opinion (tracking the
basic rule on competence) states that the attorney has three choices: (1) acquire sufficient
learning and skill before performance is required; (2) associate with another ESI-competent
attorney or consult a technical consultant; or (3) decline the client representation.7
If the attorney decides to associate with an ESI Expert, the attorney also has an obligation
under ABA Model Rules at 5.1 and 5.3. The obligation of competency belongs “to the
attorney who is counsel in the litigation, and who remains the one primarily answerable to
the court.”8 The attorney responsible for the litigation cannot simply sub-contract the ediscovery responsibility to an Expert, and get off the hook. As the California opinion
concludes: “Attorneys who handle litigation may not ignore the requirements and
obligations of electronic discovery.”9

Applicable Rules:
The State Bar of California Standing Committee on Professional Responsibility and
Conduct, Formal Opinion Interim No. 11-0004 (discussed above)
ABA Model Rule 1.1: Competence
A lawyer shall provide competent representation to a client. Competent representation requires
the legal knowledge, skill, thoroughness and preparation reasonably necessary for the
representation.
Official Comments:
Legal Knowledge and Skill
[1] In determining whether a lawyer employs the requisite knowledge and skill in a particular
matter, relevant factors include the relative complexity and specialized nature of the matter, the
lawyer's general experience, the lawyer's training and experience in the field in question, the
preparation and study the lawyer is able to give the matter and whether it is feasible to refer the
5

The State Bar of California Standing Committee on Professional Responsibility and Conduct, Formal Opinion
Interim No. 11-0004.
6
Id.
7
Id.
8
Id.
9
Id.
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matter to, or associate or consult with, a lawyer of established competence in the field in
question. In many instances, the required proficiency is that of a general practitioner. Expertise
in a particular field of law may be required in some circumstances.
Maintaining Competence
[8] To maintain the requisite knowledge and skill, a lawyer should keep abreast of changes in the
law and its practice, including the benefits and risks associated with relevant technology, engage
in continuing study and education and comply with all continuing legal education requirements
to which the lawyer is subject.
ABA Model Rule 5.1 Responsibilities of Partners, Managers, and Supervisory Lawyers
(a) A partner in a law firm, and a lawyer who individually or together with other lawyers
possesses comparable managerial authority in a law firm, shall make reasonable efforts to ensure
that the firm has in effect measures giving reasonable assurance that all lawyers in the firm
conform to the Rules of Professional Conduct.
(b) A lawyer having direct supervisory authority over another lawyer shall make reasonable
efforts to ensure that the other lawyer conforms to the Rules of Professional Conduct.
(c) A lawyer shall be responsible for another lawyer's violation of the Rules of Professional
Conduct if:
(1) the lawyer orders or, with knowledge of the specific conduct, ratifies the conduct involved; or
(2) the lawyer is a partner or has comparable managerial authority in the law firm in which the
other lawyer practices, or has direct supervisory authority over the other lawyer, and knows of
the conduct at a time when its consequences can be avoided or mitigated but fails to take
reasonable remedial action.
ABA Model Rule 5.3 Responsibilities Regarding Nonlawyer Assistance
With respect to a nonlawyer employed or retained by or associated with a lawyer:
(a) a partner, and a lawyer who individually or together with other lawyers possesses comparable
managerial authority in a law firm shall make reasonable efforts to ensure that the firm has in
effect measures giving reasonable assurance that the person's conduct is compatible with the
professional obligations of the lawyer;
(b) a lawyer having direct supervisory authority over the nonlawyer shall make reasonable
efforts to ensure that the person's conduct is compatible with the professional obligations of the
lawyer; and
(c) a lawyer shall be responsible for conduct of such a person that would be a violation of the
Rules of Professional Conduct if engaged in by a lawyer if:
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(1) the lawyer orders or, with the knowledge of the specific conduct, ratifies the conduct
involved; or
(2) the lawyer is a partner or has comparable managerial authority in the law firm in which the
person is employed, or has direct supervisory authority over the person, and knows of the
conduct at a time when its consequences can be avoided or mitigated but fails to take reasonable
remedial action.
VII. BANKRUPTCY DISCLOSURE OF CONNECTIONS BETWEEN AND AMONG
COUNSEL
A Big Law firm was debtor’s counsel in a chapter 11 case. “Solo” was renowned solo
practitioner, representing an important creditor, who claimed a secured position in the debtor’s
assets, but was probably “out of the money.” After a lengthy and unproductive negotiating
session over an acceptable Plan Support Agreement with Solo, the lawyers called it quits for the
evening and headed to a bar together. In the morning, the DIP lawyer groggily recalls discussing
his unhappiness with a certain lawyer with whom he was currently sending referrals, promising
to refer all future cases to the creditor’s lawyer, and agreeing that Solo’s client qualified for
payment in full under § 1111(b). Does DIP counsel need to file a supplemental disclosure with
the bankruptcy court of this conversation?
Attorney #1: Collegiality and cross-referrals are important to the smooth functioning of
the bankruptcy system. Everybody does it and even if disclosure is technically required, nobody
bothers to make such disclosures.
Attorney #2: Yes, if the creditor’s lawyer remembers the same promises and they agree it
wasn’t an inebriated mistake.
Attorney #3: Yes, but only if and when he actually follows through by referring the
creditor’s lawyer a significant case.
Background for Panel Discussion:
Disclosure obligations regarding “connections” with other professionals are hard to pin
down and frequently ignored. When does the supplemental disclosure need to be made? When
the adversity arises, which may be at the negotiation stage of a relevant deal, or only when final
terms are agreed upon? Is the referral promise the only issue here? What about the “agreement”
that a creditor should be paid in full under 1111(b) when that treatment might be disputed
because of the creditor’s collateral position having “insignificant value?”
Applicable Rules:
Bankruptcy Rule 2014
Model Rule 1.7 Conflict of interest current clients
Model Rule 1.1 Competence
Model Rule 1.2 Scope of representation and allocation of authority
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Relevant Cases:
In re West Delta Oil Co., Inc., 432 F.3d 347 (5th Cir. 2005) (Special counsel took steps to
acquire an interest in debtor that was not consummated but was nevertheless held to be an
adverse interest requiring full disgorgement of fees. “The ultimate success of these efforts is
irrelevant. The active pursuit of success is sufficient to give rise to an adverse interest here.”)
Matter of Arlan's Dept. Stores, Inc., 615 F.2d 925, 932 (2d Cir. 1979) (When DIP counsel argued
that the predecessor to Rule 2014 required “disclosure only of present connections ‘that are
adverse to the debtor’” and that “every large New York firm has had prior relations with almost
every other large New York firm, and to require the specifications of all of these past
associations would engulf the court in trivia, the court responded that the undisclosed fee sharing
agreement at issue in the case was a connection that was “hardly trivia,” and indeed could
reasonably be construed as trafficking in bankruptcy appointments.”)
In re US Bentonite, Inc., 536 B.R. 948 (Bankr. D. Wy. 2015) (delinquent disclosure of DIP
counsel lawyer’s acceptance of employment at creditor’s counsel’s firm).
In re Digerati Techs, Inc., 2015 Bankr. LEXIS 123 (Bankr. S.D. Tex.) (investment banker
sanctioned for failure to disclose that DIP counsel represented him in appeal of adverse fee
ruling; professional-client relationship must be disclosed).
KLG Gates v. Brown, 506 B.R. 177 (E.D.N.Y. 2014) (bankruptcy court sanctions for failure to
disclose professional relationships with counsel for insiders was reversed on due process
grounds).
In re eToys, Inc., 331 B.R. 176, 195-98 (Bankr. D. Del. 2005) (participating as professionals in
the same cases was not a relationship that needed to be disclosed, but hiring a professional as a
consultant in previous cases and the professional being a joint owner with committee counsel of
an LLP providing asset disposition services for troubled companies did need to be disclosed).
In re Condor Systems, Inc., 302 B.R. 55, 70-72 (Bankr. N.D. Cal. 2003) (separate business
venture negotiations with debtor’s shareholders is a connection that must be disclosed).
In re Rusty Jones, Inc., 134 B.R. 321, 344 (Bankr. N.D. Ill. 1991) (It was not necessary for
debtor's counsel to disclose that he had owned a hot dog stand 20 years before with one of the
debtor's indirect owners, because that connection was remote, de minimus, and irrelevant to a
Code §327 analysis. What is important are connections that presently exist or recently existed
between the attorney and the parties in interest, and also past connections of a business or
personal nature that are either related to the bankruptcy proceedings or could reasonably have an
effect on the attorney's judgment in the case).
VIII. LIMITED SERVICES REPRESENTATION IN CONSUMER BANKRUPTCY
PRACTICE
You are a consumer bankruptcy lawyer. Mr. Canberra, 82 years old and in deteriorating
health, approaches you about helping him file a bankruptcy petition. Canberra warns you that he
had very little cash on hand to pay your fee. You agree to help him under a Limited
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Representation Agreement (“LSR”) (permitted in the jurisdiction in which you practice) and you
tell him, “don’t worry, I’ll take care of you.” In a nine-page, 8-point-type, single-spaced contract,
you agree to counsel Canberra concerning which chapter to file under (chapter 7 was your
advice) and to help him determine which assets to retain or surrender and which to exempt. You
also agree to provide Canberra with information about completing his Statement of Financial
Affairs. For these services, you charge Mr. Canberra only $500. However, you do not sign or
file the petition, do not formally appear in the case, or attend the meeting of creditors. At the
creditors’ meeting, the trustee obtained Mr. Canberra’s signature on a turnover stipulation. Mr.
Canberra did not really understand what he was signing and when he failed to turn over certain
documents and his tax refund, he lost his discharge.
Have you met your duty of professional responsibility? What if anything should you have
done differently in your effort to provide low-cost representation to Mr. Canberra?
Attorney # 1: No, I did not meet my duty of professional responsibility. In consumer
bankruptcy practice, when you represent a client, it is your duty to be in, or be out. You can’t
represent your client half-way and then disappear. If a client can’t afford your services, you can
discount your fee or do the case pro bono. But in this case I did my client a disservice by not
staying in the case.
Attorney #2: Yes and no. In my district, a Limited Services Representation (“LSR”) is
permitted. It is recognized as a good alternative to a pro se filing. But I am not sure that I fully
complied with the Court’s rules and my ethical duties in entering into the LSR in this case.
Attorney # 3: Yes, I performed the services that required judgment and advice enabling
client decision-making. Chapter selection requires the weighing and balancing of numerous
factors, as does the selection of exemptions. Retention and surrender of assets is another
determination that is aided by professional representation. I complied with applicable ethical and
court rules regarding LSR arrangements. I should be applauded for providing a low-cost
alternative to what otherwise would have been a pro se debtor.
Background for Panel Discussion:
As described in the ABI Ethics Task Force Report on Limited Services Representation in
Consumer Cases:
LSR on behalf of a consumer debtor typically consists of the provision by an attorney of a
subset of legal services in connection with the filing of a consumer bankruptcy case. LSR is in
contrast to the plenary representation of a debtor, where the lawyer is paid a full fee to
represent a debtor with respect to all aspects of his bankruptcy case—from pre-filing
counseling to post-discharge proceedings. LSR is undertaken to achieve a lower overall cost,
and typically in lieu of filing pro se or filing with the assistance of a petition preparer. This
arrangement allows for legal representation by an attorney for cost containment purposes.10

10

The Task Force discussed at length the issue of consumers’ access to the bankruptcy system, and the tension
between the time and skill it takes to responsibly and ethically represent a consumer debtor, and the legal fee the
consumer can afford and the market will support. Ultimately the Task Force decided to limit the scope of its report
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The problem of the high cost of consumer bankruptcy representation is well documented.11
The recent Consumer Bankruptcy Fee Study revealed a 24% increase in attorney fees postBAPCPA for Chapter 13 cases, with mean fees in some jurisdictions approaching $5,000.12
For no-asset cases filed under Chapter 7, mean attorney fees have increased 48%—as high as
$1,500 at the mean in some jurisdictions. . . .13
The problem of pro se representation is … compelling in Chapter 7 …
The burden that pro se debtors place on the court system has been widely recognized.14
Judges, trustees, and court staff have detailed the extra time and system resources eaten up by
aiding pro se debtors who are attempting to navigate the complexities of the bankruptcy
process.15 Moreover, these efforts and resource expenditures are often for naught. The chance
that a pro se debtor’s case will be dismissed because of a failure to comply with the dictates
of the Bankruptcy Code and Rules is considerably higher than if the debtor were
represented.16
In considering the issue of Limited Services Representation, the Task Force recognizes the
necessity of reconciling the need to protect debtors from receiving inadequate and ineffective
representation, even for a limited fee, and the interest of providing debtors with the option of
limited legal representation in lieu of self-help resources or non-legal assistance. . . .
The Model Rules of Professional Conduct, largely adopted in some form in most states,
permit Limited Scope Representation under certain, defined circumstances. Rule 1.2(c) reads,
“[a] lawyer may limit the scope of representation if the limitation is reasonable under the
circumstances and the client gives informed consent.”17 The Official Comments to Rule
1.2(c) provide:
The scope of services to be provided by a lawyer may be limited by agreement
with the client or by the terms under which the lawyer’s services are made
available to the client . . . . A limited representation may be appropriate
because the client has limited objectives for the representation. In addition, the
terms upon which representation is undertaken may exclude specific means
that might otherwise be used to accomplish the client’s objectives. Such
limitations may exclude actions that the client thinks are too costly or that the
lawyer regards as repugnant or imprudent.18
The comments to Rule 1.2 further state that lawyers and clients may enjoy “substantial
addressing access to the consumer bankruptcy system to a discussion of the issue of Limited Services
Representation.
11
Lois R. Lupica, The Consumer Bankruptcy Fee Study: Final Report, 20 AM. BANKR. INST. L. REV. 17 (2012)
[hereinafter Lupica].
12
Id. at 30.
13
Id.
14
Lupica, supra note Error! Bookmark not defined., at 102.
15
Id.
16
Id. at 103.
17
Model Rules of Prof’l Conduct R. 1.2(c) (2011).
18
Id. at R. 1.2 cmt. 5.
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latitude to limit the representation,” so long as the proposed limitations are “reasonable under
the circumstances.” The Official Comment [7] offers the following illustration.
If, for example, a client’s objective is limited to securing general information
about the law the client needs in order to handle a common and typically
uncomplicated legal problem, the lawyer and client may agree that the
lawyer’s services will be limited to a brief telephone consultation. Such a
limitation, however, would not be reasonable if the time allotted was not
sufficient to yield advice upon which the client could rely.19
Model Rule 1.0(h) defines “reasonable” as being consistent with the “conduct of a reasonably
prudent and competent lawyer.20 In determining the reasonableness of a proposed
representation, the legal knowledge, skill, thoroughness and preparation required is informed
by the nature of the unbundled representation.21
Currently, dozens of federal judicial districts have adopted a local rule of bankruptcy
procedure or written an opinion addressing LSR. The degree of enthusiasm for LSR by courts,
who have examined this issue, ranges from high to very low. Some courts have embraced
LSR as a tool to address the growing problem of pro se debtors.22 As reported above, legal
fees have increased in almost every jurisdiction, pricing some debtors out of legal
representation. Moreover, diminished funding for legal services organizations has decreased
the availability of low- or no-cost legal representation for low-income debtors. Although the
incidence of pro se debtors varies from jurisdiction to jurisdiction, at all levels pro se cases
are reported to add to the already considerably administrative burdens on the courts and the
trustees.23
Other courts, however, have viewed the practice of unbundling more skeptically.24 Those
courts that have viewed limited scope representation less favorably have expressed concern
19

Id. at R. 1.2 cmt. 7; see also In re Minardi, 399 B.R. 841, 851-52 (Bankr. N.D. Okla. 2009) (examining the
reasonableness requirement based on the nature of the case and the financial circumstances facing a chapter 7
debtor).
20
Model Rules of Prof’l Conduct R. 1.0(h) (2011).
21
Id. at R. 1.2 cmt. 7.
22
See Hale v. United States Trustee, 509 F.3d 1139, 1148 (9th Cir. 2007) (agreeing with the bankruptcy court’s
determination that bankruptcy counsel may not exclude from representation of the debtor “critical and necessary
services”); In re Johnson, 291 B.R. 462, 469 (Bankr. D. Minn. 2003) (attorneys representing individual debtors in
chapter 7 cases may not “unbundle the core package of ordinary legal representation reasonably anticipated in every
case”); In re DeSantis, 395 B.R. 162, 169 (Bankr. M.D. Fla. 2008) (counsel for an individual chapter 7 debtor in a
consumer case may not exclude from the scope of representation certain essential services; debtor’s counsel “must
advise and assist their client in complying with their responsibilities assigned by Section 520 of the Bankruptcy
Code, including helping their clients decide whether to surrender collateral or instead reaffirm or to redeem secured
debts.”); In re Burton, 442 B.R. 421, 452-53 (Bankr. W.D. N.C. 2009) (disapproving of an attempt to limit
representation to file lien avoidances or defend against stay relief motions on the basis that these constitute “key
services” to the bankruptcy case).
23
Lupica, supra note Error! Bookmark not defined., at 102.
24
See In re Egwim, 291 B.R. 559, 578 (Bankr. N.D. Ga. 2003); In re Carvajal, 365 B.R. 631, 631 (Bankr. E.D. Va.
2007); In re Hodges, 342 B.R. 616, 61920 (Bankr. E.D. Wa. 2006). Despite differing views as to the degree to
which unbundling is permissible, no court appears to have allowed the exclusion of all post-petition services
altogether. See In re Wagers, 340 B.R. 391, 398 (Bankr. D. Kan. 2006).
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that LSR leaves debtors without guidance in the thick of the bankruptcy case, when they are
most vulnerable.25 Moreover, some judges see full service representation as necessary to
meet the minimum standards of a lawyer’s professional responsibility. Yet others have noted
that what falls under the umbrella of “basic services” is fact-intensive and varies from case to
case.
Although both sides of the argument have merit, the Task Force is viewing the LSR Proposal
as a needed alternative to a debtor’s pro se representation. The Proposed Rule should be used
as a guide for measuring the reasonableness of a particular Chapter 7 bankruptcy
representation arrangement.
In recognizing that the concept of reasonableness is both fact-intensive and situation-specific,
the Restatement (Third) of Law Governing Lawyers offers the following guidelines: (i) a
client must be informed of and consent to any “problems that might arise related to the
limitation,” (ii) a contract limiting the representation is construed “from the standpoint of a
reasonable client,” (iii) if any fee is charged, it must be reasonable in light of the scope of the
representation, (iv) changes to representation made after an unreasonably long time after
beginning representation must “meet the more stringent tests…for post inception contracts or
modifications,” and (v) the limitation’s terms must be reasonable in light of the client’s
sophistication level and circumstances.26
In the case at hand, while Attorney provided Mr. Canberra some sound advice, the
agreement as described did not provide adequate disclosure for him to provide fully informed
consent. In most jurisdictions, the informed consent disclosure offered under these facts was
inadequate. Moreover, Attorney should have, at a minimum, signed the petition, filed the
petition, formally appeared in the case and attended the 341 meeting with her client.
Applicable Rules:
ABA Model Rule 1.2(c)
“[a] lawyer may limit the scope of representation if the limitation is reasonable under the
circumstances and the client gives informed consent.”27
Official Comments:
The scope of services to be provided by a lawyer may be limited by agreement
with the client or by the terms under which the lawyer’s services are made
available to the client . . . . A limited representation may be appropriate
because the client has limited objectives for the representation. In addition, the
terms upon which representation is undertaken may exclude specific means
that might otherwise be used to accomplish the client’s objectives. Such
25

In re Bulen, 375 B.R. 858, 866 (Bankr. D. Minn. 2007) (observing that unbundled legal representation is akin to
putting a “Band-aid on a gun shot” and leads to an “unraveled legal process, no increased access to justice.”); see
also In re Cuddy, 322 B.R. 12, 17 018 (Bankr. D. Mass. 2005).
26
Restatement (Third) of Law Governing Lawyers § 19 cmt. c. (2000).
27
Model Rules of Prof’l Conduct R. 1.2(c) (2011).
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limitations may exclude actions that the client thinks are too costly or that the
lawyer regards as repugnant or imprudent.28
The comments to Rule 1.2 further state that lawyers and clients may enjoy “substantial
latitude to limit the representation,” so long as the proposed limitations are “reasonable under the
circumstances.”
Rule 9011. Signing of Papers; Representations to the Court; Sanctions; Verification and
Copies of Papers
(a) SIGNATURE. Every petition, pleading, written motion, and other paper, except a list, schedule,
or statement, or amendments thereto, shall be signed by at least one attorney of record in the
attorney's individual name. A party who is not represented by an attorney shall sign all papers.
Each paper shall state the signer's address and telephone number, if any. An unsigned paper shall
be stricken unless omission of the signature is corrected promptly after being called to the
attention of the attorney or party.
(b) REPRESENTATIONS TO THE COURT. By presenting to the court (whether by signing, filing,
submitting, or later advocating) a petition, pleading, written motion, or other paper, an attorney
or unrepresented party is certifying that to the best of the person's knowledge, information, and
belief, formed after an inquiry reasonable under the circumstances,
(1) it is not being presented for any improper purpose, such as to harass or to cause
unnecessary delay or needless increase in the cost of litigation;
(2) the claims, defenses, and other legal contentions therein are warranted by existing law or
by a nonfrivolous argument for the extension, modification, or reversal of existing law or the
establishment of new law;
(3) the allegations and other factual contentions have evidentiary support or, if specifically
so identified, are likely to have evidentiary support after a reasonable opportunity for further
investigation or discovery; and
(4) the denials of factual contentions are warranted on the evidence or, if specifically so
identified, are reasonably based on a lack of information or belief.
SEE APPENDIX A FOR MODEL FORMS AND RULES ON LIMITED SERVICES
REPRESENTATION.
IX.
SOLICITING CREDITORS ABOUT COMMITTEE COUNSEL
REPRESENTATION
In most parts of the country, it is a rare chapter 11 case that can handle the expense of a
creditors’ committee and its counsel. But a Big Case was just filed in your district and your
partner wants to call everyone on the Top 20 creditors list to: (1) tout the firm’s expertise as
potential committee counsel, (2) encourage each of these creditors to express interest to the U.S.
28

Id. at R. 1.2 cmt. 5.
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Trustee in serving on the committee, and (3) line up proxies to represent them at the first meeting
of creditors. She also wants to join forces with a local accountant, urging the creditors to hire
both firms, and asking the accounting firm to send out its own targeted calls and emails. Can you
do it?
Attorney #1: No problem; no committee has been formed yet so there is no “client” that
is being solicited. Besides, the Constitution protects such communications.
Attorney #2: If I don’t make the calls, some big L.A. or N.Y. firm will line up the
representation before the committee even hears from me. They need to know I can serve them
just as well before this judge and I’m a lot cheaper. Judges here don’t care about calling
creditors – it’s okay.
Attorney #3: I can contact anybody my firm has dealt with, and the GCs or outside
lawyers for the creditors that I track down online, and even to ask one to circulate my letter. And
I can team up with an accounting firm, where we plug each other, as long as the accountant
doesn’t get out of line.
Background for panel discussion:
Committees generally choose their counsel shortly after members are appointed and it is
common for counsel desiring committee representation to approach potential committee
members once the list of 20 largest creditors is filed. An attorney asking for consideration as
potential counsel approaches creditors in their capacity as potential committee members, so it is
likely that state bar authorities would consider restrictions on prospective client solicitation as
applicable.
Applicable Rules:
Model Rule of Professional Responsibility 7.1 Communications concerning a lawyer’s services
Model Rule of Professional Responsibility 7.2 Advertising
Model Rule of Professional Responsibility 7.3 Solicitation of clients
Relevant Cases:
In re Universal Bldg. Products, 486 B.R. 650 (Bankr. D. Del. 2010) (court rejected arguments
that solicitation of committee members was protected by the Constitution, and held that the
lawyers violated Professional Conduct Rule 7.3 through an intermediary. The court held that the
lawyers could communicate with creditors with whom they had an existing professional
relationship, but not acting together with another to “cold call creditors” with the intention of
being retained by them to attend the committee formation meeting and cast proxies in favor of
the law firm. The court rejected the debtor's argument that the lawyers were not disinterested on
account of advice given to creditors about their claims in the course of soliciting their committee
membership, since 11 U.S.C.A. §1103 does not disqualify counsel based on representation of an
individual creditor pre-appointment. The court held that counsel's failure to disclose all
“connections” warranted disqualification and that the supplemental declarations were
insufficient to cure the initial inadequacies.)
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In re ABC Automotive Products Corp., 210 B.R. 437 (Bankr. E.D. Pa. 1997) (proposed
committee counsel disqualified because of the nature of his involvement in the solicitation of
committee members).
Edenfield v. Fane, 507 U.S. 761 (1993) (Court struck down a state statute which flatly prohibited
CPAs from directly soliciting accounting clients, noting that business clients are different from
the “unsophisticated, injured or distressed lay person” often targeted by attorney's solicitations.
However, in rendering its decision, the Edenfield Court cited and did not overrule Shapero.)
Shapero v. Kentucky Bar Ass'n, 486 U.S. 466, 472 (1988) (Addressing an earlier version of
Model Rule 7.3 in the context of letters targeted to potential foreclosure suit defendants, the
Court held that States cannot categorically prohibit lawyers from soliciting business for
pecuniary gain by sending truthful and non-deceptive letters to potential clients known to face
particular legal problems, but the Court also said it is permissible for a State Bar to regulate
targeted solicitation letters to such potential clients. Current Model Rule 7.3 and the versions
applicable in most states appear to meet the parameters of appropriate regulation described by
the Court in Shapero.)
X.

EXEMPTION PLANNING

Jack Orman is the defendant in an arbitration proceeding brought by his former business
partner. His litigation attorney told him that the case was frivolous, so he is surprised when,
although the arbitrator has not yet issued a ruling, the arbitrator forecasted that she will likely
make a significant award against Orman. Quite upset, Orman calls you for advice as to whether
he should consider filing bankruptcy if the arbitrator rules against him. At your meeting with
him, you learn that he does not have a retirement plan, but that he holds a carryback note in the
amount of $1.245 million from the sale of a prior home. He tells you that he has been counting
on the note payments to pay for his grandchildren's education. What should you do?
Attorney # 1: I’d tell him to come back if the arbitrator rules against him.
Attorney #2: I’d tell him to sell the note if he can, and use the money to buy an IRA
(after paying your fee), since IRA's are exempt under your state law.
Attorney #3: I’d tell him that he shouldn't do anything, because moving assets around
could be fraudulent and lead to denial of his discharge in a bankruptcy proceeding.
Applicable Rules:
ABA Model Rule Preamble:
[9] In the nature of law practice, however, conflicting responsibilities are
encountered. Virtually all difficult ethical problems arise from conflict between a
lawyer’s responsibilities to clients, to the legal system and to the lawyer’s own
interest in remaining an ethical person while earning a satisfactory living. The
Rules of Professional Conduct often prescribe terms for resolving such conflicts.
Within the framework of these Rules, however, many difficult issues of
professional discretion can arise. Such issues must be resolved through the
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exercise of sensitive professional and moral judgment guided by the basic
principles underlying the Rules. These principles include the lawyer’s obligation
zealously to protect and pursue a client’s legitimate interests, within the bounds of
the law, while maintaining a professional, courteous and civil attitude toward all
persons involved in the legal system.
“A familiar but squirmingly uncomfortable area for an insolvency lawyer is the space between,
on the one hand, the lawyer’s obligation to provide counsel to imminently insolvent clients about
their legal rights to shelter or protect their assets from the reach of rapacious creditors, and, on
the other, the potential for ethical violation or civil liability for the lawyer who aids a client in a
scheme to hinder, delay or defraud his or her creditors.” Joseph A. Dworetzky, Counterpoint: A
Caution for Counsel, 14-OCT Bus. L. Today 27 (September/October 2004).
“Debtors who engage in prebankruptcy planning to convert nonexempt property into exempt
property play a high-risk game. The rewards for playing are shielding assets as exempt property,
and the punishment for crossing the nebulous line of improper prebankruptcy planning is the
denial of discharge for all debts or denial of the exemption. In light of some of the seemingly
inconsequential conduct that is characterized as fraud for purposes of denying discharge, this
punishment seems harsh, especially so in light of great divergence of opinions on the matter.
Often the result will depend on the circuit in which the case arises and the inclinations of the
judge before whom the matter is heard.” Peter Spero, Prebankruptcy Planning—Generally,
Asset Protection: Legal Planning, Strategies and Forms ¶ 12.02.
Law v. Siegel, 134 S.Ct. 1188 (2014) (suggesting, in dicta, that bankruptcy courts lack the
equitable power to deny exemptions based on a debtor’s bad faith conduct).
Exemption Strategies After Law v. Siegel, 070915 ABI-CLE 525 (American Bankruptcy
Institute, the Northeast 10th Annual Consumer Forum, July 9-11, 2015) (citations omitted).
In re Delcorso, 382 B.R. 240 (Bankr. E.D. Pa. 2007) (sanctioning attorney for advising debtor to
execute and record a deed transferring title to her home from herself to herself and her spouse as
tenants-by-the-entirety on the eve of bankruptcy).
In In re Addison, 540 F.3d 805 (8th Cir. 2008), the Eighth Circuit held that there must be
“extrinsic evidence” of fraud, besides keeping assets out of the hands of creditors, to deny an
exemption. Such “extrinsic evidence” includes borrowing money to place in exempt assets;
buying a new home – as opposed to paying down a loan on an existing home; obtaining goods on
credit, selling them, and placing into exempt property; and/or concealing the transfers.
Generally, it is “conduct intentionally designed to materially mislead or deceive creditors about
the debtor’s position or use of credit to buy exempt property.” The Eighth Circuit also looks at
the size of the exemption planning, i.e., the “when a pig becomes a hog it is slaughtered”
analysis. Note that the “principle of too much” has been criticized by some. In In re Tveten, on
which Addison relied, the dissenting judge pointed out that exemption amounts should be
decided by legislatures, not bankruptcy judges. 848 F.2d 871 (8th Cir. 1988). See also In re
Crater, 286 B.R. 756 (Bankr. D. Ariz. 2002) (“Debtors deserve more definite answers than each
bankruptcy judge’s sense of proportion.”) (quoting Judge Arnold’s dissent in Tveten); In re
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Stern, 345 F.3d 1036 (9th Cir. 2003) (holding that exemption planning was not fraudulent, even
though made with the intent to keep nonexempt assets away from creditor).
XI.

CLIENT CONTROLS AND DUTY TO THE COURT

After getting the DIP CEO’s agreement, DIP counsel executed a cash collateral
stipulation with Lender requiring net proceeds of any Going Out of Business (“GOB”) sales to
be segregated from normal inventory sales and used as adequate protection payments to pay
down Lender’s secured claim. The DIP lawyer skimmed and filed monthly operating reports
signed by the CFO. While the DIP had hoped to be able to return to profitability by shedding
unprofitable store locations, its strategy does not seem to be working. Lender has moved for
conversion or appointment of a trustee. When preparing the CFO for his deposition, DIP counsel
learned that he didn’t get a clear message from the CEO about the GOB sale proceeds. He used
them not only for payroll and payroll taxes for employees working those sales, but for all
employees – to avoid responsible person liability if the employee taxes weren’t paid. Now what?
Attorney #1: Well, this was clearly a misunderstanding, not a defalcation. I did
everything anyone would expect me to do. Let’s all stay calm.
Attorney #2: OMG. I should have scrutinized the MORs for their treatment of the
GOBs. I should never have relied on the CEO instead of the CFO. Now I’m SOL on my FEES.
Attorney #3: I’m not my client’s policeman or big brother. This is the CEO’s fault or
the CFO’s fault, but it’s not my fault.
Applicable Rules:
Model Rule of Professional Responsibility 1.2 Scope of representation
Model Rule of Professional Responsibility 1.4 Communications
Model Rule of Professional Responsibility 1.13 Organization as a client
Relevant Cases:
Hansen, Jones & Leta, P.C. v. Segal, 220 B.R. 434 (D. Utah 1998) (The first and still most
thorough court analysis of legal theories underpinning claims of fiduciary duties by DIP counsel
to the bankruptcy estate. The court concludes that duties of loyalty and care are owed to the DIP
client and that ethical duties (including candor) and duties imposed under the Bankruptcy Code,
Bankruptcy Rules (including 2014, 2016 and 9011) are owed to the court. But the bankruptcy
estate is not the client and DIP counsel does not owe duties to estate beneficiaries).
ICM Notes, Ltd. v. Andrews & Kurth, L.L.P., 278 B.R. 117 (S.D. Tex. 2002), aff'd, 324 F.3d 768
(5th Cir. 2003) (adopts reasoning of Hansen, and holds that DIP counsel does not owe a
fiduciary duty to a particular creditor, although counsel may owe a general fiduciary duty to
preserve the bankruptcy estate).
In re Macco Properties, Inc., 540 B.R. 793 (Bankr. W.D. Okla. 2015) (chapter 11 trustee’s
counsel owed fiduciary duties to trustee client, and not to creditors, equity holders, or other
constituents or beneficiaries of the estate).
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In re Count Liberty, LLC, 370 B.R. 259 (Bankr. C.D. Cal. 2007) (rejects Hansen, reasons that
DIP counsel owes duties to the estate, but also acknowledges that DIP counsel's duty “may not
rise to the level of a policeman for the debtor's postpetition conduct,” and holds that counsel
must advise the DIP of its responsibilities under the Code and assist its management in
discharging those responsibilities).
In re Food Management Group, LLC, 380 B.R. 677 (Bankr. S.D. N.Y. 2008) (follows Count
Liberty, and adds as a framework for interpreting DIP counsel’s duties based on Restatement
(Third) of the Law Governing Lawyers § 51(4) regarding when a lawyer owes a duty of care and
may be liable for a breach of such duty to a non-client).
See also S. Freeman, Are DIP and Committee Counsel Fiduciaries for Their Clients'
Constituents or the Bankruptcy Estate? What is a Fiduciary, Anyway?, 17 Amer. Bankr. Inst. L.
Rev. 291 (Winter 2009).
XII.

ADVERTISING AND CLIENT SOLICITATION
A.

Should You Rat on a Sleazy Lawyer?

As a consumer debtors' lawyer, you pay attention to the social media presence of your
competitors. One lawyer in your city blogs that he files more bankruptcy cases than any other
lawyer in town, which you think is probably not true. He also advertises on television and social
media sites that he handles Chapter 7 cases for $500 up front, plus the filing fee. Yet, while
waiting in the hallway for § 341 meetings, you have heard that lawyer tell clients that he won't
represent them at their 341 meeting without an additional payment. What should you do?
Attorney #1: I'd notify the bar and our judges that the lawyer is engaged in false and
deceptive advertising practices.
Attorney #2: I'd ask the lawyer for proof as to the number of cases he has filed, and also
ask if he advises his clients that any obligation to him for fees is being discharged in their
bankruptcy case.
Attorney #3: I'd probably stew about it for a while, and do nothing.
Background for Panel Discussion:
Lawyers may of course advertise, including on social media, but not in a way that creates
unjustified expectations for their prospective clients, and of course not by misrepresenting facts.
One local lawyer told me of another, no longer practicing, whose website referred to a $197
charge for bankruptcy cases but that, after clients showed up, they were told that that was a typo
and the actual charge is $1,097. Also, attorneys may compare themselves to other attorneys, but
only if they are able to back up their claims with proof. The facts given may or may not provide
sufficient factual information with which to make a bar complaint but, if not, the question might
be under what circumstances a lawyer is obligated to inquire further as to the conduct of another
lawyer.
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Applicable Code and Rules:
11 U.S.C. § 526(a)(2).
ABA Model Rule 7.1: A lawyer shall not make a false or misleading communication about the
lawyer or the lawyer's services. A communication is false or misleading if it contains a material
misrepresentation of fact or law, or omits a fact necessary to make the statement considered as a
whole not materially misleading.
Comment:
[1] This Rule governs all communications about a lawyer's services, including
advertising permitted by Rule 7.2. Whatever means are used to make known a lawyer's
services, statements about them must be truthful.
[2] Truthful statements that are misleading are also prohibited by this Rule. A truthful
statement is misleading if it omits a fact necessary to make the lawyer's communication
considered as a whole not materially misleading. A truthful statement is also misleading
if there is a substantial likelihood that it will lead a reasonable person to formulate a
specific conclusion about the lawyer or the lawyer's services for which there is no
reasonable factual foundation.
[3] An advertisement that truthfully reports a lawyer's achievements on behalf of clients
or former clients may be misleading if presented so as to lead a reasonable person to form
an unjustified expectation that the same results could be obtained for other clients in
similar matters without reference to the specific factual and legal circumstances of each
client's case. Similarly, an unsubstantiated comparison of the lawyer's services or fees
with the services or fees of other lawyers may be misleading if presented with such
specificity as would lead a reasonable person to conclude that the comparison can be
substantiated. The inclusion of an appropriate disclaimer or qualifying language may
preclude a finding that a statement is likely to create unjustified expectations or otherwise
mislead the public.
ABA Model Rule 7.2(a): Subject to the requirements of Rule 7.1 and 7.3, a lawyer may
advertise services through written, recorded or electronic communication, including public
media.
Comment:
[1] To assist the public in learning about and obtaining legal services, lawyers should be
allowed to make known their services not only through reputation but also through
organized information campaigns in the form of advertising. Advertising involves an
active quest for clients, contrary to the tradition that a lawyer should not seek clientele.
However, the public's need to know about legal services can be fulfilled in part through
advertising. This need is particularly acute in the case of persons of moderate means who
have not made extensive use of legal services. The interest in expanding public
information about legal services ought to prevail over considerations of tradition.
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Nevertheless, advertising by lawyers entails the risk of practices that are misleading or
overreaching.
[2] This Rule permits public dissemination of information concerning a lawyer's name or
firm name, address, email address, website, and telephone number; the kinds of services
the lawyer will undertake; the basis on which the lawyer's fees are determined, including
prices for specific services and payment and credit arrangements; a lawyer's foreign
language ability; names of references and, with their consent, names of clients regularly
represented; and other information that might invite the attention of those seeking legal
assistance.
[3] Questions of effectiveness and taste in advertising are matters of speculation and
subjective judgment. Some jurisdictions have had extensive prohibitions against
television and other forms of advertising, against advertising going beyond specified facts
about a lawyer, or against “undignified” advertising. Television, the Internet, and other
forms of electronic communication are now among the most powerful media for getting
information to the public, particularly persons of low and moderate income; prohibiting
television, Internet, and other forms of electronic advertising, therefore, would impede
the flow of information about legal services to many sectors of the public. Limiting the
information that may be advertised has a similar effect and assumes that the bar can
accurately forecast the kind of information that the public would regard as relevant. But
see Rule 7.3(a) for the prohibition against a solicitation through a real-time electronic
exchange initiated by the lawyer.
Relevant Cases:
In re Congoleum Corp., 426 F.3d 675 (3d Cir. 2005) (The Third Circuit recognized concerns
about the tactical use of disqualification motions. While the court explicitly did not decide if a
noncreditor’s (insurer’s) lawyer had a duty to disclose a conflict of interest on the part of special
counsel, it held counsel had standing, and the right to raise the issue of a conflict under state
Rules of Professional Conduct, and require adjudication of the conflict issue by the court. The
court went on to state that counsel has a responsibility, if not a duty, to alert the court to ethical
conflicts on the part of other counsel. The court cited Model Rule 8.3 to explain its ruling in a
case where a lawyer had a conflict of interest from inadequately disclosed representation of
creditors and the debtor in possession as special counsel.
XIII. CONFLICTS OF INTEREST: DIVORCE AND BANKRUPTCY
You were retained by Gordon to represent her in a divorce proceeding. While the divorce
was still pending, Gordon and her soon-to-be ex-husband, Fisher, discussed with you the
possibility of both of them filing bankruptcy to resolve some of their outstanding financial
problems. Mindful of the couple’s financial stressors, you advised the couple it would be
"cheaper and easier" if you were to represent both of them in a joint chapter 7 filing.
Just before filing the petition, you disclosed the possibility of a potential conflict of
interest arising from your joint representation of them in their chapter 7. You did not, however,
cease representing Gordon in the divorce proceedings. You sought and received a waiver from
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both Gordon and Fisher concerning the joint bankruptcy representation and the divorce
representation. Each party paid you $1,000 and you filed a joint chapter 7 bankruptcy petition on
their behalf.
Can you represent both Gordon and Fisher in their joint Chapter 7 case?
Attorney # 1: Yes, because I disclosed the potential for a conflict of interest and sought
and received waivers from both parties. I should be applauded for providing help to a couple
who cannot afford separate counsel.
Attorney # 2: No, because representing a wife in the bankruptcy case and in the divorce
proceeding placed me at direct adversity to another client of mine, the soon-to-be-ex-husband,
and also materially limited my ability to represent both the wife and the ex-husband in their
chapter 7.
Attorney # 3: Maybe, it depends on the facts of the case.
Background for Panel Discussion:
An attorney has the duty not to represent one client if that representation would be
directly adverse to the interests of another client. In addition, an attorney may not represent a
client if the representation of that client would be materially limited by an attorney's
responsibility to another client.29 Given the nature of a divorce, a bankruptcy attorney should see
a big red flag when considering whether to represent a divorcing husband and wife in a joint
chapter 7 case, at the same time he is representing one of the parties in the divorce case. Even if
an attorney believes that the interests of a divorcing couple are not adverse when they file a joint
chapter 7, a divorce can get adversarial very quickly. The attorney must consider whether he
will be limited in his representation of either the husband or the wife by his professional duties to
the other party. Finally, attorneys have the duty to maintain confidences of clients. Although
most of the information in a bankruptcy case will ultimately be public information, there may be
certain confidences of the divorce client that an attorney might have to take steps to protect (or
get a waiver). In theory, it may be possible under these facts for an attorney to represent both the
husband and wife in a pre-divorce joint chapter 7 bankruptcy. Waivers of conflicts are
commonly used. A waiver only works, however, if the attorney:
(1) reasonably believes that the lawyer will be able to provide competent and diligent
representation to each affected client;
(2) the representation is not prohibited by law;
(3) the representation does not involve the assertion of a claim by one client against another
client represented by the lawyer in the same litigation or other proceeding before a tribunal. 30
Under the facts of a given case, if an attorney believes the amount of adversity between
the husband and wife is so severe that it will adversely affect or materially limit the attorney's
29
30

Model Rule of Professional Conduct 1.7.
Id.
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ability to represent one or both of the individuals in a joint chapter 7, then the attorney is
ethically prohibited from undertaking that representation.
Applicable Rules:
Rule 1.7 Conflict Of Interest: Current Clients
(a) Except as provided in paragraph (b), a lawyer shall not represent a client if the representation
involves a concurrent conflict of interest. A concurrent conflict of interest exists if:
(1) the representation of one client will be directly adverse to another client; or
(2) there is a significant risk that the representation of one or more clients will be materially
limited by the lawyer's responsibilities to another client, a former client or a third person or by a
personal interest of the lawyer.
(b) Notwithstanding the existence of a concurrent conflict of interest under paragraph (a), a
lawyer may represent a client if:
(1) the lawyer reasonably believes that the lawyer will be able to provide competent and diligent
representation to each affected client;
(2) the representation is not prohibited by law;
(3) the representation does not involve the assertion of a claim by one client against another
client represented by the lawyer in the same litigation or other proceeding before a tribunal; and
(4) each affected client gives informed consent, confirmed in writing.
Rule 1.8 Conflict Of Interest: Current Clients: Specific Rules
(b) A lawyer shall not use information relating to representation of a client to the disadvantage of
the client unless the client gives informed consent, except as permitted or required by these
Rules.
Rule 1.6 Confidentiality of Information
(a) A lawyer shall not reveal information relating to the representation of a client unless the
client gives informed consent, the disclosure is impliedly authorized in order to carry out the
representation …
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APPENDIX A
Best Practices for Limited Services Representation in Consumer Cases
Final Report of the American Bankruptcy Institute National Ethics Task Force (April 21, 2013)
Reprinted with Permission from the American Bankruptcy Institute
Given the fact-specific nature of limited scope representation in the context of consumer
bankruptcy, it is difficult to design the contours of a limited scope representation that fully
addresses the client’s needs for affordable counsel and that also meets the standard of competent
representation.31 Best practices, at a minimum, require the following:
1. The initial client interview and counseling should make clear the expected scope of
representation and the expected limited fee.
2. Attorneys counseling unsophisticated consumer debtors must be mindful, when gathering
initial information to assess a case, to avoid the formation of the debtor’s perception that
a full-scale attorney-client relationship is being formed.
3. An engagement letter and informed consent should be prepared in plain language and
carefully reviewed with the debtor. This letter must clearly and conspicuously set forth
the services being provided, the services not being provided, and the potential
consequences of the limited services arrangement.
4. The engagement letter must also clearly describe the fee arrangement, including a
statement of how fees for additional services will be charged.32
5. All documents and disclosures filed with the bankruptcy court should be done with full
candor consistent with the attorney’s duty of confidentiality, disclosing the exact nature
of the representation and the calculation of fees for services being provided.

31

In re Castorena, 270 B.R. at 530 (noting the difficulty of predicting which services would be deemed to “part and
parcel” of any debtor-engagement, but that “the closer to heart of the matter—the debtors’ desire to obtain
bankruptcy relief and the process necessary to do so—the less likely exclusion is appropriate.” The court identified
the following services as core: (i) proper filing of required schedules, statements, and disclosures, including any
required amendments thereto; (ii) attendance at the section 341 meeting; (iii) turnover of assets and cooperation with
the trustee; (iv) compliance with tax turnover and other orders of the bankruptcy court; (v) performance of the duties
imposed by section 521(1), (3) and (4); (v) counseling in regard to and the reaffirmation, redemption, surrender or
retention of consumer goods securing obligations to creditors, and assisting the debtor in accomplishing these aims;
(vi) responding to issues that arise in the basic milieu of the bankruptcy case, such as violations of stay and stay
relief requests, objections to exemptions and avoidance of liens impairing exemptions.). See also In re Kieffer, 306
B.R. 197, 207 (Bankr. N.D. Ohio 2004) (characterizing the following matters as “routine”: (i) motion for turnover of
tax refund, (ii) Rule 2004 examination, (iii) objection to exemption, (iv) objection to motion for relief from stay, and
(v) simple notice of sale); In re Wagers, 340 B.R. at 398–99 (observing that objections to exemptions, objections to
discharge based on the schedules and statements and motion to dismiss for substantial abuse under section 707(b)
likely “are so closely related to the advice the attorney gave the pre-petition preparation for filing that the attorney
would at least be morally bound, and might be legally bound, to defend the debtor’s position against such attacks.”).
32
There are always risks with asking the client to pay, post-petition, for fees incurred pre-petition as part of the
engagement. If the Proposed Rule suggested in this Best Practices Statement is not enacted, then perhaps a better
approach would be that taken by a case in the Middle District of Florida. In that case, the court approved a payment
system in which “the client execute[d] separate fee agreements for prepetition and postpetition services.” See
Walton v. Clark & Washington, 469 B.R. 383, 384 (Bankr. M.D. Fla. 2012).

39
PAGE 1236

6. In the event that withdrawal from the unbundled representation becomes warranted,
attorneys must be mindful of protecting their client’s interests to the fullest extent
practical when exiting the case.
7. As is the case with all legal representation, if the attorney becomes aware of a legal
remedy, problem, or alternative outside of the scope of his or her representation, the
client must be promptly informed. The attorney has the further obligation to provide his
or her client with a thorough explanation of the potential benefits and harms implicated,
in order for the client to make an informed decision as to how to proceed.
In considering the range of tasks and services an attorney typically provides to consumer debtors,
the Task Force recognized a distinction between the representation of Chapter 7 individual
debtors with secured consumer debts, and those Chapter 7 debtors with only unsecured consumer
debt.
Even in the context of providing limited services representation, a lawyer representing a Chapter
7 debtor must comply with all of the relevant governing Rules of Professional Conduct. These
rules include the requirements of (i) competency (Rule 1.1.),33 (ii) diligence (Rule 1.3),34 (iii)
communication (Rule 1.4),35 (iv) confidentiality (Rule 1.6)36 , and (v) conflicts of interest (Rules
1.7,37 1.8,38 1.9,39 1.10,40 and 1.1141 ).42

33

“A lawyer shall provide competent representation to a client. Competent representation requires the legal
knowledge, skill, thoroughness and preparation reasonably necessary for the representation.” Model Rules of Prof’l
Conduct R. 1.1 (2011). The issue of attorney competency in the bankruptcy context will be further addressed
elsewhere in the Task Force’s Reports.
34
“A lawyer shall act with reasonable diligence and promptness in representing a client.” Id. at R. 1.3.
35
(a) A lawyer shall:
(1) promptly inform the client of any decision or circumstance with respect to which the client's informed consent,
as defined in Rule 1.0(e), is required by these Rules;
(2) reasonably consult with the client about the means by which the client's objectives are to be accomplished;
(3) keep the client reasonably informed about the status of the matter;
(4) promptly comply with reasonable requests for information; and
(5) consult with the client about any relevant limitation on the lawyer's conduct when the lawyer knows that the
client expects assistance not permitted by the Rules of Professional Conduct or other law.
(b) A lawyer shall explain a matter to the extent reasonably necessary to permit the client
to make informed decisions regarding the representation.
Id. at R. 1.4.
36
“(a) A lawyer shall not reveal information relating to the representation of a client unless the client gives informed
consent, the disclosure is impliedly authorized in order to carry out the representation or the disclosure is permitted
by paragraph (b).” Id. at R. 1.6.
37
Id. at 1.7 (prohibiting representation of current clients whose interests conflict with other current clients).
38
Id. at 1.8 (prohibiting the representation of clients whose interests conflict with the lawyer’s personal or business
interests).
39
Id. at 1.9 (prohibiting the representation of current clients’ whose interests conflict with former clients).
40
Id. at 1.10 (imputing certain conflicts of interest to other members of a lawyer’s law firm).
41
Id. at 1.11 (addressing conflicts of interest when an attorney leaves government service and enters private sector
practice).
42
For example, it is a breach of the obligations of competence and diligence to have non-lawyer staff to counsel a
debtor. See generally In re Sledge, 353 B.R. 742, 749 (Bankr. E.D.N.C. 2006); In re Pinkins, 213 B.R. 818, 820-21
(Bankr. E.D. Mich. 1997).
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Proposed Rule Providing for Limited Scope
Representation in Consumer Bankruptcy Cases
(1)

If permitted by the governing Rules of Professional Conduct, a lawyer may limit the
scope of the representation of an individual debtor (or debtors in a joint case),43 whose
debts are primarily consumer debts, if the limitation is reasonable under the
circumstances and the client gives informed consent in writing.

(2)

Limited Services Representation for Individual Chapter 7 Debtors with No Secured
Debts.
A.

With respect to a Chapter 7 case filed by an individual debtor, whose debts are
primarily consumer debts, where such debtor has no secured debt listed on the
bankruptcy schedules or statements, reasonable limited representation includes all
of the following:
1.

2.
3.

4.
5.
6.
7.
8.
B.

An initial meeting with the debtor to explain the bankruptcy process and
discuss pre-bankruptcy planning (including exemptions) as well as nonbankruptcy alternatives.
Advice to the debtor concerning the debtor’s obligations and duties under
the Bankruptcy Code and Rules and applicable court orders.
Preparation and filing of the documents and disclosures required by the
Bankruptcy Code, including performance of the duties imposed by Section
521 of the Code.
Provision of assistance with the debtor’s compliance with Section
707(b)(4) of the Bankruptcy Code.
Preparation and filing of the petition, the Statement of Financial Affairs,
and the necessary schedules.
Attendance at the Section 341(a) meeting.
Communication with the debtor after the Section 341(a) meeting.
Monitoring the docket for issues related to discharge.

In addition to the limited service representation in a Chapter 7 case, as it is
defined above, the representation may also include the following services, to be
indicated with a check on the Model Agreement:




Representation of the debtor in connection with a motion by the Chapter 7
Trustee to reopen the case for the inclusion of newly discovered assets.
Representation of the debtor in connection with a challenge to the debtor’s
discharge and/or the dischargeability of certain debts.
Preparation and filing of all motions required to protect the debtor’s
interests.

43

As used herein, the term “debtor” shall include an individual debtor, as well as debtors in a joint case. Counsel
should be particularly careful in joint debtor cases to ensure that both debtors are fully cognizant of the limitations of
LSR. Counsel should also be mindful of the danger of joint debtors implicating conflict of interest concerns.
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(3)

Representation of the debtor with respect to defending objections to
exemptions.
Preparation and filing of responses to all motions filed against the debtor.
Representation of the debtor in connection with a motion for relief from
stay.
Representation of the debtor in connection with a motion for relief from
stay that is resolved by agreement.
Representation of the debtor in connection with a motion seeking
dismissal of the case.
Other ___________________________________________________

Limited Services Representation for Chapter 7 Debtors with Listed Secured Debts.
A.

With respect to a Chapter 7 case filed by an individual debtor, whose debts are
primarily consumer debts, where such debtor has listed secured debt on the
bankruptcy schedules or statements, reasonable limited representation includes all
of the following:
1.

2.
3.

4.
5.
6.

7.
8.
9.
B.

An initial meeting with the debtor to explain the bankruptcy process and
discuss pre-bankruptcy planning (including exemptions) as well as nonbankruptcy alternatives.
Advice to the debtor concerning debtor’s obligations and duties under the
Bankruptcy Code and Rules and applicable court orders.
Preparation and filing of the documents and disclosures required by and
performance of the duties imposed by Section 521 of the Bankruptcy
Code.
Provision of assistance with the debtor’s compliance with Section
707(b)(4) of the Bankruptcy Code.
Preparation and filing of the petition, the Statement of Financial Affairs,
and the necessary schedules.
Representation of the debtor (including counseling) with respect to the
reaffirmation, redemption, surrender, or retention of consumer goods
securing obligations to creditors.
Attendance at the Section 341(a) meeting.
Communication with the debtor after the Section 341(a) meeting.
Monitoring the docket for issues related to discharge.

In addition to the limited service representation in a Chapter 7 case, as it is
defined above, the representation may also include the following services, to be
indicated with a check on the Model Agreement:



Representation of the debtor in connection with a motion by the Chapter 7
Trustee to reopen the case for the inclusion of newly discovered assets.
Representation of the debtor in connection with a challenge to debtor’s
discharge and/or the dischargeability of certain debts.
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Preparation and filing of all motions required to protect the debtor’s
interests.
Representation of the debtor with respect to defending objections to
exemptions.
Preparation and filing of responses to all motions filed against the debtor.
Representation of the debtor in connection with a motion for relief from
stay.
Representation of the debtor in connection with a motion for relief from
stay that is resolved by agreement.
Representation of the debtor in connection with a motion seeking
dismissal of the case.
Other __________________________________________________
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Model Agreement and Consent to Limited Representation in Consumer
Bankruptcy Cases
In order to provide you with reasonable and affordable representation in connection with
your consumer bankruptcy case, I, ________________________, attorney-at-law, licensed in the
State of ___________, Bar No. __________, agree to provide you, for a limited fee (as described
in Section III below, hereinafter referred to as the “Fee”), with some, but not all, of the services
and advice you may need in connection with your bankruptcy case.
You agree that I am being hired to provide you limited bankruptcy-related representation
and recognize that at any time between now and when your case is concluded (either because
you receive a discharge, your case is converted to a case under another chapter, or because your
case is dismissed), circumstances may arise that require additional legal advice and/or legal
services. In such event, you have the option of engaging my services for an additional fee, hiring
another attorney, or representing yourself.
You understand that you are seeking legal representation under Section ___ (I OR II)
below.
Within the scope of my representation, I agree to act in your best interest at all times, and
agree to provide you with competent legal services.
I. For Chapter 7 Debtors Who Have No Secured Debts.
If you have no secured debts and are filing for bankruptcy under Chapter 7, the Fee
includes all of the following services:
1.

2.
3.
4.
5.
6.
7.
8.

An initial meeting with you to explain the bankruptcy process and discuss prebankruptcy planning (including exemptions) as well as non-bankruptcy
alternatives.
Advice to you concerning your obligations and duties under the Bankruptcy Code
and Rules and applicable court orders.
Preparation and filing of the documents and disclosures required by and
performance of the duties imposed by Section 521 of the Bankruptcy Code.
Provision of assistance with respect to your compliance with Section 707(b)(4) of
the Bankruptcy Code.
Preparation and filing of the petition, Statement of Financial Affairs, and the
necessary schedules.
Attendance at the Section 341(a) meeting.
Communication with you after the Section 341(a) meeting.
Monitoring the docket for issues related to discharge.
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If you have no secured debts and are filing for bankruptcy under Chapter 7, the Fee does
not include any of the following services unless the box next to the service is checked.
If a box next to a service is checked, that service will be included in the Fee.









II.

Representation of your interests in connection with a motion by the
Chapter 7 Trustee to reopen the case for the inclusion of newly discovered
assets.
Representation of your interests in connection with a challenge to your
discharge and/or the dischargeability of certain debts.
Preparation and filing of all motions required to protect your interests.
Representation of your interests with respect to defending objections to
exemptions.
Preparation and filing of responses to all motions filed against you.
Representation of your interests in connection with a motion for relief
from stay.
Representation of your interests in connection with a motion for relief
from stay that is resolved by agreement.
Representation of you in connection with a motion seeking dismissal of
the case.
Other

For Chapter 7 Debtors Who Have Secured Debts.
If you have secured debts and are filing for bankruptcy under Chapter 7, the Fee
includes all of the following services:
1.

2.
3.
4.
5.
6.

7.
8.
9.

An initial meeting with you to explain the bankruptcy process and discuss prebankruptcy planning (including exemptions) as well as non-bankruptcy
alternatives.
Advice to you concerning your obligations and duties under the Bankruptcy Code
and Rules and applicable court orders.
Preparation and filing of the documents and disclosures required by and
performance of the duties imposed by Section 521 of the Bankruptcy Code.
Provision of assistance with respect to your compliance with Section 707(b)(4) of
the Bankruptcy Code.
Preparation and filing of the petition, Statement of Financial Affairs, and the
necessary schedules.
Representation of your interests (including counseling) with respect to the
reaffirmation, redemption, surrender or retention of consumer goods securing
obligations to creditors.
Attendance at the Section 341(a) meeting.
Communication with you after the Section 341(a) meeting.
Monitoring the docket for issues related to discharge.
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If you have secured debts and are filing for bankruptcy under Chapter 7, the Fee
does not include any of the following services unless the box next to the service is
checked. If a box next to a service is checked, that service will be included in the Fee.










Representation of your interests in connection with a motion by the
Chapter 7 Trustee to reopen the case for the inclusion of newly discovered
assets.
Representation of your interests in connection with a challenge to your
discharge and/or the dischargeability of certain debts.
Preparation and filing of all motions required to protect your interests.
Representation of your interests with respect to defending objections to
exemptions.
Preparation and filing of responses to all motions filed against you.
Representation of your interests in connection with a motion for relief
from stay.
Representation of your interests in connection with a motion for relief
from stay that is resolved by agreement.
Representation of your interests in connection with a motion seeking
dismissal of the case.
Other

III. The Fee
Because you have agreed to a limited services representation arrangement, I have agreed to a
limited fee (the “Fee”). You shall pay for the services described and indicated in Section ___ (I
or II ) above as follows:
 A flat fee of $ _______, plus $___ for out of pocket expenses,44 OR
 An hourly fee. The current hourly fee that I charge is $______. The current hourly fee
that my legal assistant charges is $_____. I expect your case will take about ____ hours.
The total Fee you will be charged will be capped at $ ____, plus $____ for expenses.
In the event that you ask me to provide additional services (in addition to those services set forth
in Section ____ (I or II) above) after I have begun representing you, there shall be an additional
fee paid to me to be calculated as follows: _______________________
You acknowledge that the fee for additional services (on top of those services set forth in Section
____ (I or II) above) requested after your bankruptcy petition is filed must be paid from funds
that are not part of your bankruptcy estate (such as your post-petition earnings).
You understand that I will exercise my best judgment while performing the limited legal
services described in Section _____ (I or II) above, and you also understand:
a.

that I am not promising any particular outcome;

44

These expenses may include long-distance telephone and fax costs, photocopy expenses, and postage. Costs such
as filing fees, if any, and debtor counseling and debtor education fees shall be paid directly by you.
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b.

that you entered into this agreement for limited services because I am charging
you a Fee that is less than a fee would be for full-service legal representation in
connection with your bankruptcy case;

c.

that issues may arise in your case that are not covered by the list of core tasks. If
that happens, you have the option of (i) representing yourself with respect to the
new issues, (ii) entering into another agreement with me, whereby I will continue
to represent you for an additional fee, or (iii) hiring another lawyer to represent
you; and

d.

that I have no further obligation to you after completing the above-described
limited legal services unless and until we enter into another written representation
agreement.

Except as required by law, I have not made any independent investigation of the facts and I am
relying entirely on your limited disclosure of the facts necessary to provide you with the services
described in Section ___ (I or II) above.
If any dispute arises under this agreement concerning the payment of the Fee, we shall submit
the dispute for fee arbitration in accordance with [______________]. This arbitration shall be
binding upon both parties to this agreement.
YOU ACKNOWLEDGE THAT YOU HAVE READ THE ABOVE AGREEMENT
BEFORE SIGNING IT. YOU FURTHER ACKNOWLEDGE THAT I HAVE
ANSWERED ANY QUESTIONS YOU HAVE ABOUT THE LIMITED SERVICE
REPRESENTATION ARRANGEMENT INTO WHICH WE ARE ABOUT TO ENTER.
Signature of client/s 1.____________________________________________
2.____________________________________________
Signature of attorney ____________________________________________
Date:

___________________
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Hypothetical for “Tell It to the Judge” Roundtable Discussion
Presentation by: Judge Scott Clarkson (Bankr. C. D. Cal.); Judge Dennis Dow (Bankr. W.
D. Mo.); Judge Erithe Smith (Bankr. C. D. Cal.)

Factual and Procedural Background
Our hypothetical involves NCAA Athletes Exploitations, LLC (“NAE”)—a company that
is in the business of acquiring the images of NCAA college athletes and putting those images on
coffee mugs, tee-shirts, and bar drink coasters, which are then sold to colleges, universities,
parents and memorabilia collectors. NAE pays no money to the student athletes for the use of
those images. In fact, if the athletes were to take money from NAE, they could jeopardize their
amateur standings and their scholarships.
NAE fell on hard times in 2013, and has been running losses since that time.
Complicating its financial misfortune, former student athlete and one-time professional football
player, Bin Bebow, decided to become the lead plaintiff in a class action against NAE filed in
state court alleging, among other things, deprivation of right to publicity.
Shortly after the filing of the class action complaint, and approval of class certification by
the state court, NAE filed a Chapter 11 petition in the United States Bankruptcy Court for the
Central District of Burbank. Thereafter, NAE removed the case, whereupon (for reasons
completely unimaginable) both NAE and Bebow consented to adjudication by the bankruptcy
court and waived their jury trial rights.
Following the first status conference before Bankruptcy Judge Rockne, discovery began
and events began to unfold.
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For instance:
(1) NAE alleged that during his deposition, Bebow refused to answer a number of
relevant questions claiming they violated attorney client privileges he might hold.
(2) NAE alleged that Bebow has provided wholly incomplete and non-responsive
Responses to Interrogatories and Request for Production of Documents asserting
work product protection.
(3) Bebow alleged that NAE’s counsel have threatened currently enrolled college class
members with notices to their respective colleges and universities of their “bad acts”
in seeking money related to their sports activities.
(4) Bebow has started a scorched earth effort, flooding NAE with requests for documents
involving tenuous and possibly irrelevant matters, as well as issuing notices of
depositions and subpoenas to over one hundred corporations and individuals still
doing business with NAE. NAE alleges that Bebow is taking these actions to have
NAE’s customers put pressure on NAE to settle.
Scenario 1 – Discovery Conference
The parties have asked to consult with the court about the above disputes relating to
discovery in the case. The judge set the hearing at 7:00 a.m. on the Friday morning before the
Memorial Day weekend. She joins the call one-half hour late indicating that her racket ball
game ran longer than expected. The judge begins the call by asking what the dispute is all about.
(The parties had previously submitted briefs describing the issues.)
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Bebow argues that the requirement of the local rule that there be a consultation before
seeking the intervention of the court has not been certified. The judge responds by indicating
that she will hear the matter anyway.
One of the key issues is whether interrogatories submitted by Defendant NAE were
improper for invading the work product privilege. NAE cites a prior opinion of the judge to the
effect that they are not. This opinion is consistent with that of her colleagues in the district.
However, the judge announces that, in the meantime, she has changed her mind and so ruled in
an opinion not reduced to writing.
As to the remaining issues (related to whether certain deposition questions posed to
Bebow invaded the attorney client privilege), the judge indicates some impatience and orders the
parties to confer before she is willing to indicate an opinion. This delay will likely cause
rescheduling of the Bebow deposition which the parties tried for weeks to schedule.
During the conference, NAE complains about Bebow’s discovery tactics as described
above. The court indicates it can do nothing about the practice in the absence of a concrete
dispute presented to it in the form of a motion with specific requests for relief.
Scenario 2 – The Trial
In a discussion of preliminary issues occurring immediately before the commencement of
trial, the judge permits last minute amendments to the complaint and additions to the lists of
witnesses and exhibits.
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Defendant NAE submits a motion in limine which the judge declines, indicating an
unwillingness to exclude evidence, commenting that she never does so and just gives the
evidence whatever weight it may be due.
All of the above rulings favor the plaintiff and the judge appears favorable to counsel for
plaintiff. She comments about a prior case in which the court and counsel were both involved,
noting that plaintiff’s firm was given a fee enhancement for the excellent work it did in that
matter.
In addition to the trial, the judge had set argument on a motion for partial summary
judgment at the same time. Without giving counsel an opportunity to present argument beyond
that set forth in the papers, the judge indicates an inclination to rule on the motion based on an
issue raised by the court, not discussed in the pleadings and about which counsel were not
previously notified.
During the evidentiary phase, after questioning of Bebow by counsel, which did not
include reference to damages sought, the judge asked Bebow what damage he claims to have
incurred and what evidence he had of these losses.
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