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From the
Executive Director’s Desk

THOMAS MORROW, CIRA
AIRA

It is a great feeling when months of effort,
coordination and hard work finally come to
fruition. Leading up to the conference we were
engaged in final preparations and anxious for
June 8th to arrive and to welcome everyone to
Coronado Island for the 32nd Annual Bankruptcy
& Restructuring Conferencel We were very

! fortunate this year to have a great planning
committee led by Co-chairs Tom Jeremiassen, CIRA (Berkeley Research
Group, LLC), Shirley Cho (Pachulski Stang Ziehl & Jones LLP) and Stacey
Elledge Chiang, CIRA (Squar Milner); and we are especially thankful for
the support and guidance of Judicial Co-chairs Hon. Margaret M. Mann
(U.S. Bankruptcy Court, SD Cal) and Hon. Barry Russell (U.S. Bankruptcy
Court, CD Cal).

In my opinion, the educational program was truly outstanding — an
interesting mix from small practitioner topics, such as a panel on family-
owned businesses, to significant current and industry topics including
oil and gas, grocery stores and newspapers. We received very positive
feedback that the topics were very relevant to the cases they were working
on. lTllow our challenge is to match this year's quality next year at AC17
in Dallas.

| was glad to see many of you on Wednesday morning, June 8, to get
things rolling with one of the information-packed Preconference seminars
— Bankruptcy Taxation and Financial Advisors’ Toolbox. The Bankruptc

Taxation track featured ten speakers who examined more than a Eal -
dozen detailed bankruptcy taxation issues. The Financial Advisors’
Toolbox track fielded 15 speakers covering current topics in restructuring,
including Plan Support Agreements, pre-packaged plans and contested
valuation hearings. | hope many of you enjoyed the dynamic luncheon
presentation by Aaron McDaniel enlightening us about millennials.

Speaking of dynamic presentations, we had a 5.2 earthquake near San
Diego at 1:00 am Friday morning, the same day Dr. Frank Vernon, a
seismologist from Scripps Institute, was scheduled to speak at lunch.
Dr. Vernon discussed the event in the context of the larger efforts he is
leading to collect and analyze long term data on seismic activity, wildfires,
tsunamis, and other natural disasters. How the planning committee
arranged the 1 am preview | still don't know.

The planning committee also put together a great selection of social
activities and excursions. What conference would be complete without
golf?  Thursday afternoon the golfers enjoyed a round at close-by
Coronado Golf Course. The afternoon sailing on an actual America’s Cup
Racing Yacht on San Diego Bay was a big hit; | saw quite a few sun-
burned faces and photos in the Conference App activity feed. Perhaps
the most fun was had by the group touring (and sampling!) three of the
best West Coast breweries.

The Annual Banquet again recognized the Zolfo Cooper award winners
for the highest scores on the CIRA exam (see p. 17). The highlight of the
entire week for me was when | had the honor and privilege of recognizin
Valda and Grant Newton for over three decades of service to AIRA. | thin
they were truly surprised by receiving this year's Manny Katten award.

In place of our traditional Friday night baseball game we enjoyed a
guided tour of the world-famous San Diego Zoo, followed by cocktails
and dinner. There were many photos posted on the Conference App of
the tigers, lions, jaguar, koalas, elephants and other animals we got cE)se
to. The zoo was extraordinarily hospitable providing a festive patio with
strolling buffet within sight of the elephants.

| am still recovering from a fun, successful, but exhausting week in San
Diego and we are already beginning to plan for next year at the Four
Seasons resort in Las Colinas (Dallas) Texas. My excitement is starting to
overtake my exhaustion. | already look forward to seeing everyone there.
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A Letter from
AIRA’s President

Grant Newton Receives Lifetime Achievement Award from Emory

Bankruptcy Developments Journal

ANGELA SHORTALL, CIRA
AIRA President
Protiviti, Inc.

>

Each year, Emory Bankruptcy
Developments Journal (EBDJ)
honors a member of the
bankruptcy field with the
Distinguished Service Award
for Llfetlme Achievement. This year’s recipient was
Grant W. Newton, PhD., CIRA, former AIRA Executive
Director and Professor Emeritus of Accounting at
Pepperdine University.

EDBJ’s annual reception and awards banquet took place
April 7, at Maggiano’s Buckhead restaurant in Atlanta.
The award was presented to Grant by Keith Shapiro,
founding supporter and advisor of Emory Bankruptcy
Developments Journal - also a longtime member
and Special Counsel of AIRA. | was pleased to be in
attendance at the ceremony along with AIRA Executive
Director, Tom Morrow; current and past Board members
Stephen Darr, S. Gregory Hays, James Lukenda, and
Grant Stein (accompanied by his wife, Janet Stein);
Professor Jack Williams; and Valda Newton.

Recently retired from his role as AIRA Executive Director,
Grant Newton taught accounting and finance courses
for over 20 years in Pepperdine’s MBA, Key Executive
and Seaver undergraduate programs, as well as teaching
at Calif. State University LA, University of Bridgeport,
and University of North Alabama. Among other

|

Pictured Left to Right, Grant Newton and Keith Sapiro.

accomplishments, Grant served on the AICPA Task Force
on Financial Reporting by Entities in Reorganization
under the Bankruptcy Code, which resulted in the
issuance of Statement of Position 90-7. He has advised
and served as expert witness on issues dealing with
financial reporting during and on emergence from
chapter 11, valuation, terms of plan, tax impact of plan,
tax issues related to the bankruptcy estate and recovery
of assets, among others. Grant has published numerous
books and articles including Bankruptcy and Insolvency
Accounting and Bankruptcy Taxation (both published
by John Wiley). He received his Ph.D. from New York
University, Master's from the University of Alabama,
and B.S. from University of North Alabama, from which
he received the Alumnus of the Year Award in 1992,
For more information about Grant's accomplishments,
especially related to his work with AIRA, see p. 16.

Pictured Left to Right, James Lukenda, Grant Newton, Valda Newton, S. Gregory Hays, Angela Shortall and Jack Williams.
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Baker Botts v. ASARCO:
Equal Opportunity Application of Supreme Court’s
Prohibition on Fee Defense Reimbursement

to All Bankruptcy Professionals

DAVID L. BURY, JR.
Stone & Baxter, LLP!

Imagine that you served as debtor’s counsel in one of
the most successful chapter 11 bankruptcies in history.
As a result of your efforts, you obtained a $7+ billion
judgment (likely the largest actual damages award ever)
which fueled a 100%, $3.56 billion payout to creditors.
Inexplicably, your client later objects to your application
for $144 million in fees (less than 2% of the judgment).
However, after 5 months of litigation, 2,440 hours of
review, 6 million pages of discovery, and $8 million in “fee-
defense” costs, the bankruptcy court overrules all of your
client’s objections. Are you entitled to be reimbursed for
your fee-defense costs? After Baker Botts, the answer is
“No.”

Specifically, on June 15, 2015, a 6-3 Supreme Court held
in Baker Botts, L.L.P. v. ASARCO, LLC (”"Baker Botts")
that bankruptcy professionals may not be reimbursed
out of the bankruptcy estate for fee-defense costs.?
Although much has been written about Baker Botts'
impact on bankruptcy attorneys, little has been written
about its impact on other bankruptcy professionals
(e.g., accountants, financial advisors, investment
bankers). Therefore, this article will summarize (i) what
all bankruptcy professionals need to know about Baker
Botts; (ii) evolution of Baker Botts in the lower courts; and
(iii) a pending appeal regarding Baker Botts' applicability
to non-attorney bankruptcy professionals.

Background

In 2005, ASARCO, one of the leading copper producers
in the U.S., filed a free-fall chapter 11 (in other words,
a traditional, stand-alone chapter 11 restructuring) in
the Southern District of Texas. ASARCO had everything
wrong with it: cash flow issues; potentially massive
environmental liabilities; corporate governance and
tax problems; a striking workforce; and a litigious
parent company.® Acting through its court-appointed,
independent board, ASARCO retained two law firms,
including Baker Botts, as its bankruptcy counsel.*

Baker Botts litigated a fraudulent transfer claim against
ASARCO's parents. As a result, ASARCO obtained a $7+

1 Theviews expressed in this article do not necessarily reflect the views of
the author’s firm or clients.

2 135S. Ct. 2158 (2015).

3 Baker Botts, 135 S. Ct. at 2163.

4 Id
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billion judgment against them.> The judgment funded a
100%, $3.56 billion creditor payout. In 2009, ASARCO
emerged from bankruptcy “with $1.4 billion in cash, little
debt, and resolution of its environmental liabilities.”¢ After
confirmation, Baker Botts and the other firm filed final
fee applications requesting $120 million in fees and a fee
enhancement for the successful outcome.’

However, back under the control of its parent, ASARCO
objected to the fee applications.? Following extensive
discovery, a 6-day trial, and $8 million in fee-defense
costs by Baker Botts, the Bankruptcy Court overruled
substantially all of ASARCO's objections. It awarded $120
million in compensation, a $4.1 million enhancement, and
$5 million in fee-defense costs. ASARCO appealed.?

Supreme Court’s Majority Opinion

Following an affirmance by the District Court and
a reversal by the Fifth Circuit, the Supreme Court
granted certiorari.’® The majority held that professionals
employed under § 327(a) are not entitled under § 330(a)
(1) to recover fee-defense costs incurred in “defending”
their fee applications. First, absent express statutory or
contractual language, the “American Rule” dictates that
each litigant pays its own attorneys’ fees." Second, §
327(a) and § 330(a): 1) do not expressly shift the burden
of fee-defense litigation to the bankruptcy trustee, and
2) only provide for reasonable compensation for actual,
necessary services rendered to a bankruptcy trustee in a
loyal and disinterested manner.'? Thus, Congress did not
intend to depart from the American Rule with respect to
bankruptcy fee-defense costs.

Baker Botts' prohibition on fee-defense reimbursement
relies on the majority’s construction of §§ 327(a) and 330.
Section 327 providesforthe employment of “disinterested”
professionals “to represent or assist the trustee in carrying
out the trustee’s duties.” The “professionals are hired
to serve the administrator of the estate for the benefit
of the estate.”’ Section 330(a)(1) permits “reasonable
compensation for actual, necessary services rendered.”
If, as the majority assumes, “services” refers to “labor
performed for another,” then “litigating a fee application
against the administrator of a bankruptcy estate cannot
be fairly described” as “labor performed” for, much less
"disinterested service” to, that administrator.'® Therefore,
fee defense is not a compensable “service” under § 330(a)
(1). Per the Court, if Congress had wanted to shift fee-

defense costs, then it “easily could have done so.”"

5 Id.
6 Id.
7 Id.
8 Id.
9 Id.
10 Id.

11 Id.at2164.
12 Id.at 2164-66.
13 Id.at2164.
14 Id.at 2164-65.
15  Id.at2165.
16 Id.at2166.
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Supreme Court’s Dissenting Opinion

The dissent concluded that fee defense might not
be a “service” under § 330(a)(1), but it is part of the
compensation for the “underlying services.”'” Therefore,
it is essential that a bankruptcy court retain its “broad
discretion” to determine “reasonable compensation”
based on all “relevant factors” (including the possible
need to award defense costs to maintain compensation
parity between bankruptcy and non-bankruptcy
professionals).'® For the dissent, that need is no different
than other factors warranting “increased compensation”
(e.g., "exceptionally protracted litigation”). Therefore,
additional compensation may be warranted.” The dissent
concluded that interpreting “reasonable compensation”
any other way “would undercut a basic objective of the
statute.”?

What is Compensable after Baker Botts?

Regardless of how one views Baker Botts, it is now the law
of the land. Therefore, it is useful to take stock of what
is compensable and what is not compensable after Baker
Botts.

Employment Applications; Compensation Procedures

To be sure, Baker Botts does not suggest that preparing
and/or defending an application to employ or a motion
to establish compensation procedures is no longer
compensable. One is a threshold requirement for
employment; the other benefits a host of constituencies,
not just the movant. Therefore, they reflect “necessary”
services.

Fee Statements; Fee Applications

The cost to prepare, serve, and/or file fee statements and
applications is likely recoverable under § 330(a)(6), which
deals with “preparation of a fee application.”?' However,
post-filing costs associated with objections, corrections,
explanations, negotiations, and research are likely not
recoverable after Baker Botts.

Compensation Hearings

The cost to prepare for, travel to, and/or participate in
any contested fee hearing is not recoverable. However,
Baker Botts is less clear about uncontested hearings. On
the one hand, the Court emphasizes adversarial litigation
as opposed to uncontested but court-ordered hearings.??
On the other hand, it stated that “work performed in
defending a fee application in court” is not compensable.
Thus, there is not a solid basis for treating uncontested

hearings differently.

17 Id.at 2169.

18  Id.at 2169-70.

19 Id.at 2170.

20 Id.

21 11 U.S.C. § 330(a)(6).

22 For example, the Court emphasizes that a court cannot “shift the costs
of adversarial litigation from one side to the other,” Baker Botts, 135 S. Ct. at
2165; that time “spent litigating a fee application against the administrator” is
not “disinterested service to” the administrator, /d.; that the term “services” does
not “encompass adversarial fee defense litigation,” Id. at 2166; and that parties
can “battle” over a fee invoice, Id. at 2167.
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Continuvued from

Arguing about Baker Botts

With the Court’s emphasis on the benefit to the estate,
professionals will likely also bear the expense of
challenging and testing Baker Botts.

Delaware Grapples with Baker Botts

Fighting an uphill battle against Baker Botts at their
own expense is exactly what the big firms are doing in
Delaware. Specifically, Andrew Vera, the Acting U.S.
Trustee in Delaware, has raised Baker Botts in at least
five Delaware chapter 11 bankruptcies, including (i) In re
Boomerang Tube, LLC; (ii) In re New Gulf Resources, LLC;
and (iii) Samson Resources Corporation.?®

In re Boomerang Tube, LLC

Judge Walrath weighed in on January 29, 2016, to
consider a retention provision proposing that, subject to
§§ 330 and 331, counsel for a creditors’ committee be
indemnified for fee-defense costs.? In an attempt to get
around Baker Botts (which dealt with § 327), the applicant
proposed the retention under § 328(a). However, Judge
Walrath rejected the attempt.

First, Judge Walrath concluded that, like § 330(a), § 328(a)
does not explicitly authorize fee shifting and, thus, does
not depart from the American Rule.?* Second, she viewed
the retention agreement as an indemnification agreement
between the committee and its proposed counsel only;
therefore, the committee and its lawyers could not bind
the estate.? Third, and most convincingly, Judge Walrath
concluded that the agreement remained subject to the
Code. After Baker Botts, fee defense is not a compensable
service; therefore, the proposed provision failed § 328(a)'s
“reasonable terms” requirement.? In other words, Judge
Walrath predicted the Supreme Court would have viewed
§ 328(a) like it viewed § 327. Finally, she concluded that
it makes no difference if one views fee defense as an
“expense” rather than a “fee.”?®

23 Delaware Bankruptcy Case Nos. 15-11247, 15-12566, and 15-11934,
respectively.
24 15-11247 at Dkt. 860.

25 Id.at5.

26 Id.at11.
27 Id.at8;13.
28 Id.at21.

ABOUT THE AUTHOR

In re New Gulf Resources, LLC

Judge Shannon adopted Judge Walrath's opinion on
February 1, 2016.?° In New Gulf, the debtors moved to
employ Baker Botts as counsel under § 327(a).* Unlike the
Boomerang Tube application, the New Gulf application is
rather exotic. Pointing out that it was charging hourly rates
that were 10-15% lower than usual, Baker Botts proposed
that it be paid a “Fee Premium” to account for bankruptcy
payment risk equal to 10% of its billings during the case,
with two conditions: (i) the fee would accrue during the
case, but not be payable until the court approved the final
fee application, and (ii) the court must determine that Baker
Botts incurred “material” fee-defense costs. However, if
the court determined that Baker Botts incurred material
fee-defense costs, then Baker Botts would earn the Fee
Premium “regardless of the outcome of the objection.”*'

Judge Shannon’s February 1 opinion letter suggested
that he was inclined to reject the Fee Premium. However,
he permitted Baker Botts to file another brief on March
2, 2016. In its brief, Baker Botts insisted that it was not
seeking compensation for fee defense. Rather, it was
merely seeking a payment risk premium.*? Although it
suggested that the premium merely brought its hourly
rates in line with the market,® there is no getting around
the fact that Baker Botts conditioned the premium on
the incurrence of material fee-defense costs. As the
U.S. Trustee put it, the premium is a “direct attack on
ASARCO, repackaged.”* On March 17, Judge Shannon
entered a follow-up letter, explaining that “I stand by my
earlier determination” that Baker Botts' proposal “runs
afoul of the holdings in Asarco and Boomerang Tube.”® It
was a “creative approach,” but there was no “meaningful
distinction” between the New Gulf and Boomerang.®

Samson Resources Corporation

On February 8, 2016, Judge Sontchi also adopted
Judge Walrath’s opinion.¥” Like the Boomerang Tube
application, the Samson application proposed fee-defense

29  15-12566 at Dkt. 228 at 1.
30 15-12566 at Dkt. 54 at 13.
31 Id.at9910-13.

32 15-12566 at Dkt. 344 at 3.
33 Id.at5.

34  15-12566 at Dkt. 116 at 6.
35 15-12566 at Dkt. 395 at 1.
36 /d.

37 15-11934 at Dkt. 641.

David L. Bury, Jr.

Photo copyrighted by, and used with permission from, Victoria Friend, The Photography Co.
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Mr. Bury is a Partner of Stone & Baxter, LLP, a commercial restructuring and bankruptcy firm in Macon,
Georgia. His primary focus is on the resolution of complex restructuring matters, both in and out of
court, with an emphasis on business-related bankruptcies. He also publishes “Plan Proponent” (www.
PlanProponent.com), a blog which emphasizes bankruptcy confirmation issues.
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reimbursement under § 328(a). Judge Sontchi agreed that
the Supreme Court would have viewed § 328(a) just like
it viewed § 327(a) — neither departs from the American
Rule.3

Applying Baker Botts to Non-Attorney Professionals

Whereas Delaware is considering Baker Botts in the
attorney context, an lllinois Bankruptcy Court considered
Baker Botts in the non-attorney context. In In re River Road
Hotel Partners, LLC, Judge Baer held that Baker Botts
applied to a financial advisor’s fee-defense costs even
though the advisor characterized its fee-defense costs as
“expenses” under § 330(a)(1)(B) rather than “fees” under
§ 330(a)(1)(A).*? That is, the prohibition on fee-defense
reimbursement applies equally to attorneys who defend
their own applications and to non-attorneys who must pay
attorneys for fee defense.

If you are familiar with RadLAX Gateway Hotel, LLC v.
Amalgamated Bank, one of the late Justice Antonin Scalia’s
last bankruptcy opinions,* then you might remember
that River Road and its affiliates filed a plan proposing
to auction their assets. Amalgamated Bank objected
because the plan prohibited credit bids. The Supreme
Court rejected the plan for prohibiting credit bidding.*
The Bankruptcy Court then confirmed Amalgamated’s
competing plan. The result: a “success fee” dispute.

Specifically, the debtors’ financial advisor, FBR Capital
Markets & Co., filed a final fee application for $2.5 million
in fees, $2.4 million of which amount was a “Restructuring
Fee.”* Amalgamated's post-confirmation entity claimed
that FBR had not earned the success fee. After extensive
litigation and a remand order from the District Court,
the Bankruptcy Court ruled that FBR was entitled to the
Restructuring Fee.® In FBR's amended fee application,
FBR sought a $2.5 million Restructuring Fee and an
additional $1.77 million for fee-defense costs.* Although
the Bankruptcy Court approved the Restructuring Fee, it
denied the fee-defense request pursuant to Baker Botts.*

The Bankruptcy Court Focused on Three Things

First, the retention order provided that expenses were
subject to review under § 330. After Baker Botts, § 330(a)
(1) does not permit fee-defense reimbursement. Second,
the Court concluded that there is “no distinction between
fees incurred by debtor’s counsel and those incurred by
a third party’s counsel.”# Third, the Court rejected FBR's

38 Id.at2.

39 536 B.R.228,239-42 (Bankr. N.D. lll. Aug. 31, 2015).

40  RadLAX Gateway Hotel, LLC v. Amalgamated Bank, 132 S. Ct. 2065 (2012).
41 Id. at 2073.

42  River Road, 536 at 230-31.

43 Id.at231.
44 Id.
45 Id.
46  Id.at 241.
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contract argument because (i) the fee-defense work arose
in litigation against, and did not benefit, the bankruptcy
estate and (ii) the indemnification clause did not overcome
the American Rule.?

Parties Cross-Appealed to the District Court*

On February 17, 2016, the United States filed an amicus
brief that mirrors its position in Delaware, as follows.*
First, like § 330(a)(1)(A), § 330(a)(1)(B) does not depart
from the American Rule. Second, it rejects FBR’s argument
that Baker Botts applies to attorney professionals only,
because § 330(a)(1) applies to any “professional person
employed under section 327 or 1103.”%° See also Baker
Botts at 2164 (referring to “compensation for fee-defense
litigation by professionals” rather than just attorneys)
(emphasis added). Finally, it relies on Boomerang Tube
to reject FBR's “contract argument” (i.e., even if the
engagement letter is a contract, the American Rule cannot
be altered by a contract that is inconsistent with the
Bankruptcy Code).

Conclusion

Some have questioned the Supreme Court’s insistence
on forcing the American Rule on the Bankruptcy Code.
Others have suggested that the Supreme Court failed
to read § 330 as a whole and, thus, articulated an overly-
narrow definition of “services” that is inconsistent with
the Code.

Nevertheless, Baker Botts is binding. Therefore, rather
than challenging Baker Botts head-on, professionals
are attempting to evade its reach. To that end, lawyers
in Delaware have (i) filed retention motions under § 328
rather than § 327; (ii) added fee-defense provisions to
their engagement letters as a contractual workaround;
and (i) even concocted exotic “fee premiums” to defray
otherwise non-compensable fee-defense costs. However,
three Delaware judges have rejected those challenges.

Similarly, one financial advisor attempted recently to
avoid Baker Botts' by (i) challenging whether Baker Botts
even applies to non-attorney professionals; (i) raising
the contract exception to the American Rule; and (iii)
characterizing its request for fee-defense reimbursement
as an “expense” rather than a “fee.” Those arguments
failed in the Bankruptcy Court and are now on appeal in the
District Court. However, it is difficult to imagine that the
District Court will reverse in the financial advisor's favor.
The bottom line for now: All bankruptcy professionals are
on their own with fee-defense costs.

47  Id.at239-42.

48  See Bletchley Hotel at O’Hare Field LLC v. FBR Capital Mkts., 1:15-cv-08063
(N.D. lll. Sep. 11, 2015).

49  See, generally, Id. at Dkt. 29.

50 11 U.S.C.§330(a)(1).
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Leveraged Lending
Guidelines, New Debt
Structures and Pitfalls
in Bankruptcy

LAURA APPLEBY, LARRY G. HALPERIN,
NICHOLAS WHITNEY AND SIMONE TATSCH
Chapman and Cutler LLP

Introduction

Intoday's regulatory regime, traditional banks have become
limited in their ability to provide certain leveraged loans
under lending guidelines jointly enforced by the Federal
Reserve System (the "Federal Reserve”), the Office of
the Comptroller of the Currency ("OCC") and the Federal
Deposit Insurance Corporation (“FDIC”, and together with
the Federal Reserve and OCC, the “Agencies”). Although
certain exceptions to these guidelines exist, the guidelines
have resulted in limiting the ability of traditional banks to
make loans deemed “risky” by federal regulators.

As a result of these new lending guidelines and the
limitations placed on traditional banks, highly levered
companies are being forced to turn to non-traditional
financing sources. Such sources include non-bank lenders,
such as hedge funds and business development companies
or “BDCs". In addition, the debt facilities provided by
these alternative lenders to highly levered companies
may be non-traditional, such as unitranche loan facilities.
These alternative sources of financing, however, come with
increased or different risks, especially when an over-levered
company opts to restructure or sell itself as a part of a
bankruptcy proceeding.

This article will discuss the leveraged lending guidelines,
unitranche facilities and the risks associated with unitranche
facilities, including with respect to “agreements among
lenders” as illustrated by the recent case of In re Radio
Shack Corporation (" RadioShack”).'

Leveraged Lending Guidelines
Origin and Goals

On March 22, 2013, the Agencies together issued new
guidance for agency-supervised institutions or “traditional
lenders” to address concerns relating to an increase in the
leveraged lending volumes since 2009 (the “Leveraged
Lending Guidelines” or the “Guidelines”).2 As summarized
by the Agencies in the Leveraged Lending Guidelines, the
guidance “outlines for agency-supervised institutions high-
level principles related to safe-and-sound leveraged lending

1 No. 15-10197 (Bankr. D. Del.). Another case, In re American Roads LLC, 496
B.R. 727 (Bankr. S.D.N.Y. 2013), considered an “insured unitranche” facility, which
presented issues that are different than those presented with a unitranche facility
associated with a financing and involving an agreement among lenders.

2 See Interagency Guidance on Leveraged Lending, 78 Fed. Reg. 17766-01
(March 22, 2013), available at https://www.gpo.gov/fdsys/pkg/FR-2013-03-22/
pdf/2013-06567.pdf.
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activities, including underwriting considerations, assessing
and documenting enterprise value, risk management
expectations for credit awaiting distribution, stress-
testing expectations, pipeline portfolio management,
and risk management expectations for exposures held by
the institution.”® These Guidelines superseded previous
guidelines issued by the Agencies in April 2001. As a
part of the Guidelines, the Agencies highlighted the
deterioration of prudent underwriting practices, including
the fact that a number of debt facilities no longer
contained early warning features such as maintenance
covenants. Although the Leveraged Lending Guidelines
are not formal rulemaking, traditional lenders who do not
comply with the Guidelines could subject themselves to a
broad range of potential informal and formal enforcement
measures.

Main Restrictions and Exceptions

The Leveraged Lending Guidelines require that each
financial institution’s credit policies and procedures for
leveraged lending address several areas including (i)
pipeline limits and hold levels, (ii) appropriate oversight
by senior management, along with adequate and timely
reporting to the institution’s board of directors and
(iii) effective underwriting practices for primary loan
origination and secondary loan acquisition.

Additionally, with respect to the underwriting standards,
the Guidelines provide that financial institutions should
analyze whether the borrower has capacity to repay a loan
facility and de-lever a sustainable level of the debt over
a reasonable period. As a general guide, the Guidelines
include provisions suggesting that each financial institution
consider whether base case cash flow projections
demonstrate the ability of a borrower to fully amortize
senior secured debt or repay a significant portion of total
debt over the medium term. The Guidelines also assert that
in most industries, debt serviced from operating cash flow
in excess of 6x total debt/EBITDA raises such concerns.
In addition, when identifying possible definitions for the
term “levered lending” to be included in the policies of
financial institutions, the Guidelines comprise a potential
combination of several elements including an even lower
leveraged threshold — total debt to EBITDA or senior debt
to EBITDA exceeding 4.0x or 3.0x, respectively, and clarify
that cash should not be netted against debt (commonly
referred to as “Net Leverage Ratios”) for purposes of the
calculations.

Although the Leveraged Lending Guidelines are
seemingly broad in their application, some exceptions do
apply. For instance, the Guidelines do not cover bonds
(including high-yield bonds). Additionally, traditional
asset-based loans (“ABL") are generally excluded from
the Leveraged Lending Guidelines, although any ABL that
is part of a leveraged borrower’s overall debt structure
may be subject to the Guidelines. Another important
exception to the Leveraged Lending Guidelines is the
“fallen angel exception.” Pursuant to this exception, a
financial institution is only required to classify a loan as a
“leveraged loan” in four events — when it is (i) originated,
(i) modified, (iii) extended or (iv) refinanced. As a result,

3 Id.atp.17766.
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if a loan becomes over-leveraged - a “fallen angel” - after
these events, it will not be covered by the definition of
“leveraged loan.” It is important to note, however, that if
a levered loan is modified or otherwise amended (such as
to address the deterioration in a borrower’s credit quality),
the Leveraged Lending Guidelines would then apply.

In November 2014, the Agencies issued answers to
frequently asked questions with respect to the Guidelines
(the "Additional Guidance").* Pursuant to the Additional
Guidance, the Agencies clarified that investments
by financial institutions related to collateralized loan
obligations (“CLO") should be treated as follows: (a) the
Guidelines apply when a financial institution markets its
loans through a BDC or funds a CLO through a warehouse
line and the CLO markets the institution’s own loans; (b)
the Guidelines do not apply when a financial institution has
indirect exposures arising from investments (i.e., in CLOs)
and (c) the Guidelines apply if the financial institution
funds a BDC or a CLO that holds leveraged loans.

Effect

As will be discussed next, due to the broad restrictions
of the Leveraged Lending Guidelines, these Guidelines
have acted as a catalyst to foster the development of non-
traditional lenders due to concerns of traditional lenders
regulated by one of the Agencies that they may run afoul
of the Guidelines.

Non-Traditional Financing Sources and
Structures — Unitranche Facilities

The restrictions imposed on traditional banks have resulted
in non-traditional lenders such as hedge funds and BDCs
stepping in to provide companies with over-levered
facilities. In doing so, a new market has emerged willing
to test new financing structures, such as unitranche loans,
the interpretation of which are untested in a bankruptcy
proceeding.

A unitranche facility combines what would otherwise be
separate first and second lien facilities into a single secured
loan facility provided by the same group of lenders and
documented through a single credit agreement with one
set of collateral documents. The facility may include both
aterm loan and a revolving loan component. A unitranche
facility differs from any other loan facility because rather
than a traditional intercreditor agreement to which the
borrower is a party, all of the lenders typically enter into
an agreement among lenders (the “Agreement Among
Lenders” or the “AAL") instead.

The primary advantage of the unitranche facility for a
borrower is to close the loan facility quickly under a single
set of loan documents while maintaining intercreditor
arrangements between the first-out lenders and the last-
out lenders. These arrangements are made through an
Agreement Among Lenders. The AAL divides a single
loan into two tranches usually defined as “first-out”
and “last-out”. The AAL also addresses certain issues

4 See Board of Governors of the Federal Reserve System, Federal Deposit
Insurance Corporation and Office of the Comptroller of the Currency, Frequently
Asked Questions (FAQ) for Implementing March 2013 Interagency Guidance on
Leveraged Lending (Nov. 7, 2014), available at http://www.federalreserve.gov/
newsevents/press/bcreg/bcreg20141107a3.pdf

Tol. 30 No. 2-2016 11



Continuvued from

among the lenders such as priority of payments, voting
arrangements, buy-out rights, remedy standstill provision,
assignments and bankruptcy treatment. Simply put, the
loan documents governing the unitranche facility provide
for a single lien on the borrower’s assets, which is granted
to one agent, with the priority of payments addressed in
the AAL.

Unitranche facilities are almost always used by lenders
in connection with financing provided to middle-market
companies.  Middle-market companies are generally
known in the market to cover companies with $5 million
of revenue on the low end, and up to $500 million on the
high end. These facilities are most often provided by a
smaller “club” of lenders and are typically not available for
use in largely syndicated loan facilities. Since each lender
in the unitranche facility is required to become party to the
AAL, the use of the unitranche facility is better suited for
a middle-market club deal as it would be too burdensome
to have all of the lenders in a broadly traded syndicated
loan facility to enter into an AAL.

Bankruptcy and the Unitranche Facility

Bankruptcy cases with respect to alternative sources of
financing such as unitranche facilities are still incipient;
therefore such alternatives do not come without risk.
While every bankruptcy proceeding is different, the
points discussed below provide a snapshot of issues that
have recently arisen for secured creditors in bankruptcy
proceedings.

Intercreditor Issues

The U.S. Bankruptcy Code and the bankruptcy courts
have long recognized the jurisdiction of the bankruptcy
courts to entertain intercreditor disputes surrounding
subordination agreements. Specifically, section 510 of
the Bankruptcy Code provides that a subordination
agreement is enforceable in a bankruptcy proceeding
to the same extent as under state law.® Indeed, the
bankruptcy courts have long recognized their jurisdiction
to hear disputes regarding subordination agreements
where “the equitable reordering of the debtor-creditor
and creditor-creditor relations cannot be accomplished
in [the] case without resolution of the intercreditor
dispute.”® It is commonplace for bankruptcy courts to
hear disputes involving issues of subordination arising
under intercreditor agreements executed as part of a
traditional financing facility.”

The Bankruptcy Code, however, has not caught up with
modern alternative sources of financing and this has
created uncertainty within the courts. Such lack of clarity
is most evident with unitranche facilities. As discussed,
unitranche facilities often include a separate Agreement
Among Lenders to which the borrower is not a party

5 11 US.C. § 510(a) (“A subordination agreement is enforceable in a case
under this title to the same extent that such agreement is enforceable under
applicable nonbankruptcy law.").

6 In re Best Products Co., Inc., 168 B.R. 35, 68 (Bankr. S.D.N.Y. 1994).

7 See, e.g., In re lon Media Networks, 419 B.R. 585 (Bankr. S.D.N.Y. 2009)
(interpreting intercreditor agreement as part of plan confirmation process); In re
MPM Silicones, LLC, 518 B.R. 740 (Bankr. S.D.N.Y. 2014) (interpreting intercreditor
agreement).
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that governs the relative agreed-to priorities among the
lenders. In such facilities, because the borrower typically is
not a party, it has remained unclear whether a bankruptcy
court would entertain an intercreditor dispute between
the first-out and last-out lenders under an AAL.

A recent bankruptcy case that considered issues arising
from an Agreement Among Lenders related to a unitranche
facility is RadioShack.®2  Although the RadioShack
proceeding sheds light on how bankruptcy courts may
interpret an AAL, unfortunately, it still remains unclear as
to whether U.S. bankruptcy courts will assert jurisdiction to
consider arguments arising under an AAL. In RadioShack,
all of the relevant parties in the case had consented to the
bankruptcy court's jurisdiction to consider the AAL in the
underlying dispute, thus allowing the court to disregard
the baseline issue of whether or not the court’s jurisdiction
over the AAL existed.

In re Radio Shack Corporation

In Radio Shack, in December 2013, RadioShack as part of
a turnaround plan had entered into a $585 million asset-
backed credit facility (the “ABL Facility”).? This ABL
Facility was acquired by affiliates of Standard General, L.P.
(“Standard General”) in October 2014 and the existing
debt was reallocated to a $275 million term-out revolving
loan facility, a $50 million term loan facility, a $120 million
letter of credit facility, and a $140 million revolving facility.
Standard General then assigned the $275 million term-out
revolving loan facility and the $50 million term loan facility
to a group of lenders (the “First-Out Lenders”). As part
of the transaction, the First-Out Lenders and Standard
General, as last-out lender, entered into an AAL. The AAL
set forth the respective intercreditor rights of Standard
General and the First-Out Lenders, including certain rights
of the parties in the event of a bankruptcy proceeding.
RadioShack was not a party to the AAL.

Pursuant to the AAL, the obligations owed to the First-
Out Lenders were senior to the obligations owed to
Standard General, as the last-out lender. The obligations
owed to the First-Out Lenders included the loans held
by the First-Out Lenders and all fees, costs, expenses,
other charges and indemnification obligations incurred
by the First-Out Lenders. Importantly, the underlying
ABL Facility, and the DIP Credit Agreement to which
the First-Out Lenders were a party, contained extensive
indemnification provisions. Additionally, pursuant to the
AAL, Standard General explicitly did not waive its right to
credit bid under the U.S. Bankruptcy Code, so long as the
credit bid was in an amount sufficient to pay out the First-
Out Lenders “in full” in cash.

As a part of the sale process, Standard General submitted
a credit bid for the Debtors’ assets (the “Standard
General Bid”) based on its last-out claims and proposed
to fully repay the principal and interest owed the First-Out
Lenders in cash. The First-Out Lenders recognized that
the Standard General Bid was the only realistic option to
preserve the debtors as a going concern. The First-Out

8 Case No. 15-10197 (Bankr. D. Del.).
9 The following background is based upon the pleadings filed by the
parties in the RadioShack proceeding.
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Lenders asserted, however, that the Standard General
Bid constituted a breach of the AAL, because the bid did
not account for potential indemnification claims made by
the First-Out Lenders for actions that could potentially
be brought by the unsecured creditors committee and
for an adversary action that had been brought by Salus
Capital Partners LLP. The First-Out Lenders argued that
the failure to cover the potential indemnification claims
was not a payment to the First-Out Lenders “in full.”

Over the course of a marathon four-day hearing, the
Delaware bankruptcy court heard arguments with respect
to the fairness of the Standard General Bid and the
relative treatment of the First-Out Lenders. Although the
bankruptcy court entertained arguments arising under the
AAL, it never had the opportunity to determine whether
it had jurisdiction to hear those arguments because the
parties consented to the court’s jurisdiction.'

Because it was not required to determine the jurisdictional
issues, the court considered the issue in dispute between
the First-Out Lenders and Standard General — “whether
or not [the AAL could] directly provide for the transfer of
assets free and clear of all of [the First-Out Lenders'] liens,
claims, encumbrances [including indemnification claims],”
given the language of the AAL."" The court noted: “to
me, it boils down to a question of treatment of a secured
creditor. That secured creditor has rights that must be
respected under the documents and rights that must
be respected under the Code.”" The court made these
statements in an effort to push the First-Out Lenders and
Standard General to settle their issues, which eventually
occurred, permitting the bankruptcy court to approve the
Standard General Bid."

While the bankruptcy court did consider the arguments of
the First-Out Lenders and Standard General with respect
to the AAL and the enforceability of that agreement, it only
provided guidance to the parties. The court did not issue
an opinion with respect to either its jurisdiction to hear
arguments with respect to the AAL or the enforceability of
that document. Thus, whether or not a bankruptcy court
has jurisdiction to hear issues arising under an AAL and
to enforce such agreements remains an unresolved issue.

Despite the RadioShack proceeding, it remains unclear
what a bankruptcy court would do when issues arising
under an AAL in a borrower’s bankruptcy proceeding are
actually litigated. It is unclear whether a bankruptcy court
would view issues arising under an agreement among
non-debtor entities as “core” to a debtor’s bankruptcy
proceeding, thus permitting the bankruptcy court to hear
the action. While the RadioShack case may be a helpful

10  Transcript of Record at 62:23-25, 63:1-3, In re RadioShack Corp., No. 15-
10197 (Bankr. D. Del.) (ECF No. 1746). The court provided:“l note, at the outset,
that the parties have acknowledged and consented to my jurisdiction to
construe and enforce the AAL and other loan documents in these cases.”

11 Id. at 86:23-25; 87:1.

12 Transcript of Record at 19:12-17, In re RadioShack Corp., No. 15-10197
(Bankr. D. Del.) (ECF No. 1746).

13 The parties ultimately settled on an expense reserve for $5 million and an
indemnification reserve of $7 million, while retaining any rights that they may
have against each other under the AAL and related documents. On March 31,
2015, as a result of this settlement and the resolution of other objections to the
sale process, the bankruptcy court approved Standard General’s credit bid.

14 See, e.g., Stern v. Marshall, 131 S.Ct. 2594 (2011) (discussing the relatively
narrow jurisdiction of the bankruptcy courts in so-called non-core matters).
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indication of how a bankruptcy court would interpret the
provisions of an AAL, whether or not a bankruptcy court
actually possesses jurisdiction to hear such claims has
been reserved for another day.

Conclusion

The Leveraged Lending Guidelines put pressure on the
ability of traditional banks to make loans to over-levered
companies. Hedge funds and BDCs have become
alternative sources of financing while traditional banks
have seen their participation in the levered lending market
decrease. With new sources of financing have come new
structures, such as unitranche facilities. Although these
financing innovations are welcome, their bankruptcy
treatment is still incipient and, therefore, such structures
are not without risks.

This article is intended to inform readers about legal matters of current interest.
It is not intended as legal advice. Readers should not act upon the information
contained in it without professional counsel.
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RECENT CASES 2016

Second Circuit Upholds
Bankruptcy “Safe Harbor”
for SecuritiesTransactions

WILLIAM H. SCHRAG AND SHAUN D. MCELHENNY
Thompson Hine LLP

The U.S. Court of Appeals for the Second Circuit recently ruled
that constructive fraudulent conveyance claims arising under state
law are preempted by the U.S. Bankruptcy Code, 11 U.S.C. § 101
et seq. (Code), where the transfers were made by or to financial
intermediaries effectuating settlement payments in securities
transactions or made in connection with a securities contract,
irrespective of whether the plaintiff is a debtor in possession,
bankruptcy trustee or other creditors’ representative.

The provision at issue, Code § 546(e), states that a trustee
may not avoid payments made in connection with securities
transactions, with the exception of claims for intentional fraudulent
conveyance.! In the case of In re: Tribune Company Fraudulent
Conveyance Litigation,> a group of unsecured creditors formed
a litigation trust to bring state law-based constructive fraudulent
conveyance claims, pursuant to Tribune’s confirmed plan of
reorganization, seeking to avoid over $8 billion in payments made
to Tribune Company shareholders as part of that company's 2007
leveraged buyout. The U.S. District Court for the Southern District
of New York denied the former shareholder defendants’ motion
to dismiss insofar as it relied on the Code § 546(e) safe harbor
for securities transactions, holding that the statute, by its plain
language, applies only to trustees and not creditors acting on
their own behalf. However, the district court granted the motion
to dismiss on an unrelated standing issue.

The Second Circuit overruled the district court’s decision upon a
de novo review.® After initially reversing on the standing issue,
the court held that despite language in Code § 546(e) barring
constructive fraudulent conveyance claims by the trustee, the
statute’s preemptive effect implicitly extends to creditors as well.
The court noted that federal law is preeminent in the bankruptcy
context, and further that the legislative history of Code § 546(e)
and its complete text demonstrate a clear objective to promote
stability in securities markets. As such, state law claims such as
those asserted by or on behalf of the creditors in Tribune would
be an obstacle to the legislative purpose of Code § 546(e), and
should be precluded. The court also noted that there would be no
intrusion into traditional areas of state concern.

The Tribune appeal presented the Second Circuit with a matter
of first impression at the appellate level, as only two district court
decisions had previously ruled on this issue: the lower court in
Tribune* and In re: Lyondell Chemical Company,® which extensively

1 As used in the statute, “trustee” also refers to a debtor in possession.

2 818F.3d 98 (2d Cir. 2016). A petition for rehearing or rehearing en banc
was filed by the plaintiffs on April 12, 2016 but has not been decided yet.

3 In an unusual series of steps, the Second Circuit withdrew a nearly
identical opinion entered several days earlier, stating that it had been published
in error, only to publish it one day later with relatively minor, non-substantive
changes.

4 499B.R.310(S.D.N.Y.2013).

5 500 B.R. 348 (Bankr. S.D.N.Y. 2014).
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cited the former decision. The use of state law constructive
fraudulent conveyance claims to unwind securities transactions
is a relatively novel litigation strategy devised by creditors
hoping to find a loophole in the Code that allows a trustee to
bring intentional fraudulent conveyance claims but prevents him
or her from bringing any other type of claim to avoid securities
transactions. The Second Circuit's expansive reading of the safe
harbor provision, however, decisively barred the creditors’ claims
in Tribune.®

It is important to note that the Tribune decision applies only to the
Code § 546(e) safe harbor, and does not affect all other types of
clawback actions.” A trustee or debtor in possession may still bring
claims of intentional fraudulent conveyance (which indeed are still
pending in Tribune and Lyondell), and even state law-based claims
may still be brought if securities transactions are not at issue.
Regardless, the decision will have a substantial limiting impact on
pending and future fraudulent conveyance actions, particularly
in view of the more stringent pleading standards applicable to
claims of intentional fraudulent conveyance.

Fraudulent conveyance claims may have a significant impact on
parties to bankruptcy proceedings, entities pursuing business
combinations regarding securities contracts and investors of all
stripes who may later see their securities sale proceeds become
the subject of a litigation claim, regardless of their level of
involvement in the transaction. As creditors continue to explore
the outer bounds and limits of fraudulent conveyance law, the
strategies of litigants and the reactions of regulators and courts
will continue to be closely monitored and reviewed.

This article is intended to inform readers about legal matters of current interest.
It is not intended as legal advice. Readers should not act upon the information
contained in it without professional counsel.

ABOUT THE AUTHORS

William H. Schrag

Bill is a partner in the Business
Restructuring, Creditors’ Rights

& Bankruptcy group. With more
than 30 years of experience, he
focuses his practice in the areas of
bankruptcy, commercial litigation
and creditors’ rights.
william.schrag@thompsonhine.com

Shaun D. McElhenny

Shaun’s practice encompasses a wide
variety of litigation matters including
arbitration, litigation, mediation,

and counseling on a broad range of
cases in state and federal court.
shaun.mcelhenny@thompsonhine.
com

6 In a summary order on an accompanying appeal arising out of the
SemGroup bankruptcy, the Second Circuit also held that, for substantially the
same reasons set forth in Tribune, constructive fraudulent conveyance claims
are preempted by Code § 546(g), which prohibits the avoidance of payments
made in connection with swap transactions. See Whyte v. Barclays Bank, Docket
No. 13-2653 (2d Cir. Mar. 24, 2016).

7 Aspreviously noted, the Tribune decision was also the basis for resolving
an accompanying appeal in SemGroup with respect to the safe harbor
provision for swap transactions in Code § 546(g).
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AIRA's Board selected Grant and Valda
Newton as the first-ever joint recipients of the
Manny Katten Award for service to AIRA and
the bankruptcy and restructuring community.
Working as a team since 1982, Grant and
Valda have been the face of AIRA, planning
their lives around the Association’s calendar.

When the Board was deliberating on this
award, there was a desire to recognize the
behind-the-scenes work Valda Newton has
carried out for AIRA. For years she helped
lead staff members in preparing for annual
conferences, putting together materials, etc.
Valda has also served as managing editor
of AIRA Journal, working to maintain high
standards in content and format — skills she
honed over many years working with Grant on
reports, articles and books. Finally, she has
been Grant's close confidant supporting AIRA
in all aspects of running the organization.

Recently retired from nearly 20 years as AIRA's
Executive Director, Grant's role has been critical to establishment of the Association and realization of its mission. In his 30+
years involvement with AIRA as a founding board member, leader, president and executive director, Grant's contributions
include development of the common body of knowledge for accountants and advisors in insolvency and reorganization;
creation of the three parts of the CIRA program; composing and grading the CIRA examinations; and assisting with
development of the Certification in Distressed Business Valuation (CDBV) body of knowledge, courses and exams. Almost
5,000 individuals have been taught by Grant in CIRA and CDBV classes.




Misael Natal Pabon,CIRA

RSM Puerto Rico

Misael is a CPA and Senior Consultant and Business Advisor with RSM Puerto Rico, in San
Juan, Puerto Rico. He received a Bachelor's degree in Accounting from the University of Puerto

Rico. In addition to the Gold Medal award, Misael received the CIRA certification in March
2016.

SILVER MEDAL

Abhimanyu “Abhi” Gupta, CIRA
Conway MacKenzie Inc.

Abhi is a Director with Conway MacKenzie in New York City. Prior to working for Conway
MacKenzie, he was an Associate with Silverman Consulting in lllinois. Abhi graduated from the
full time MBA program at NYU Stern in 2009 and was Dr. Edward Altman’s research assistant
during such time. Abhi received his CIRA certification in October of 2015.

BRONZE MEDAL

Aida Escribano, CIRA
BDO Puerto Rico, P.S.C.

Aida is a Manager with BDO Puerto Rico. Aida graduated from the University of Puerto Rico with
a Bachelor's degree and received the CIRA certification in March 2015.

BRONZE MEDAL

Bruce Budge
FTI Consulting

Bruce is a Senior Managing Director with FTI Consulting in Seattle, Washington. He received
his Bachelor's degree in Accounting from the University of Idaho.

Certificates of Distinguished Performance

Sabyasachi “Saby” Bose, CIRA Scott Ryan, CIRA
Walker Nell Partners, Inc. EPLG [,.11.C

Kevin McCoy, CIRA . Matthew Fleming, CIRA
KapilaMukamal, LLP Deloitte Financial Advisory
N Services LLP
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Zolfo Cooper is the world’'s pre-

eminent financial advisory and interim

' management firm, dedicated to

O LFO OO P E R providing restructuring leadership to

‘ companies and their stakeholders.

For over 30 years, Zolfo Cooper

professionals have helped clients

resolve their most complex, high-stakes business problems. Whether stepping in as interim management, advising

a company's lenders, leading a restructuring or identifying risks arising from disputes, Zolfo Cooper delivers results

— from maximizing value to enhancing a company’s long-term competitive advantage. With offices and affiliations in

the world'’s leading financial centers, Zolfo Cooper assists clients spanning the middle-market to the largest and most
complex cross-border situations.

o Deloitte CRG is a leader in helping organizations transform periods

of financial difficulty or crisis into opportunities for rejuvenation.

Having led both large multinational organizations and mid-market

companies through unprecedented challenges, we apply our

unrivalled experience and superior foresight to achieve successful outcomes for our clients, their creditors, and equity
holders. Whether the goal is to enhance the performance of a healthy company, assume an interim leadership role,

or guide stakeholders through complex bankruptcy reorganization, our team works closely with the client to quickly
understand their business and most pressing issues and then advise them on how to move ahead with confidence.

¢ __® Duane Morris LLP, a law firm with more than 750 attorneys in

uane Orrls offices across the United States and internationally, is asked by a

2 broad array of clients to provide innovative solutions to today’s

legal and business challenges. Throughout its more than 100-year
history, Duane Morris has fostered a collegial culture, where lawyers work with each other to better serve their clients.
Lawyers who are leaders in a range of legal disciplines and have diverse backgrounds join Duane Morris in order to use

the latest technology, professional support staff and other resources in pursuit of clients’ goals.

F T I ™ FTI Consulting, Inc. is a global business advisory firm dedicated to
helping organizations protect and enhance enterprise value in an

CONSULTING increasingly complex legal, regulatory and economic environment.

The Corporate Finance/Restructuring practice at FTI Consulting

has 700+ professionals situated around the world, who focus on strategic, operational, financial and capital needs
of businesses. As the #1 provider of crisis management services, our experts address the full spectrum of financial
and transactional challenges faced by companies, boards, private equity sponsors, creditors and other stakeholders,
whenever and wherever. Results oriented: Our success depends upon achieving optimal outcomes for our clients. Visit

fticonsulting.com.

Hur.n BUSiﬂeSS Advisor Huron Pusingss Advisory offers a full su.ite

y of services in key areas, including capital

advisory, dispute advisory, investment banking,

operational improvement, restructuring & turnaround, transaction advisory, and valuation. Our senior-level team

members possess deep operating experience in a range of industries, with many serving as C-level executives. This

enables us to efficiently analyze a situation and apply our knowledge to identify and implement value creation strategies.

Our breadth of expertise drives improvement at middle-market companies and larger businesses. We apply flexible
staffing models to deliver the best possible outcome for our clients.
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KCC, a Computershare company, is a leading claims and noticing agent

'{ providing administrative-support services to companies undergoing
‘( corporate restructurings. For more than a decade, KCC has set the
‘ standard for claims-administration services, with innovative technologies

and the most experienced staff in the market who offer in-depth expertise
and highly responsive client service. KCC provides claims administration, noticing, public securities services, strategic
communications, document production, ballot and tabulation, disbursement services, and a suite of eServices on mobile
and digital platforms. Our solutions streamline the chapter 11 and chapter 9 process while providing cost efficiencies
and greater data management.

Pachulski Stang Ziehl & Jones LLP (PSZJ) is the nation’s leading corporate
| RAN C HUL S KI restructuring boutique, with offices in Los Angeles, San Francisco, Wilmington
T o L T and New York. PSZJ attorneys are experienced in representing all major
STANG constituencies in bankruptcy proceedings and out-of-court workouts, including
debtors, committees, trustees, bondholders, asset purchasers, and third-
Z1IEHL party plan proponents. PSZJ also handles sophisticated business litigation and

transactional matters as part of its renowned U.S. News & World Report “Tier
] O NE S One" restructuring practice.

ot et ot Protiviti is a global consulting firm that helps companies solve problems in

® finance, operations, risk, technology, and governance. Our Restructuring &

Litigation Services Practice specializes in providing restructuring, insolvency

and crisis management services, litigation consulting, and forensicaccounting.

Our professionals have extensive experience and knowledge in developing

and implementing successful plans of reorganization, vendor and stakeholder negotiations, liquidating estate assets,
and providing a full range of valuation services and expert testimony. We represent debtors, committees of unsecured

creditors, secured lenders, fiduciaries and other interested parties. Protiviti, which employs 3,300 professionals in more
than 70 offices in over 20 countries, is a wholly owned subsidiary of Robert Half International Inc.

. Greenberg Traurig, LLP is an international firm with

GT G ree n be rgTrau rl g approximately 1900 attorneys serving clients from 38 offices
in the United States, Latin America, Europe, the Middle

East and Asia. The Business Reorganization & Financial

Restructuring Practice provides clients with the insight and knowledge that come with decades of advisory and
litigation experience. The team handles highly complex issues that arise in reorganizations, restructurings, workouts,
liquidations, and distressed acquisitions and sales, both domestically and in cross-border proceedings. We offer clients

a broad multidisciplinary approach, supported by a nationally recognized practice that has been engaged in many of
the key complex restructurings of our time.

Smart in your world® Arent Fox LLP, founded in 1942, is internationally recognized in core
practice areas where business and government intersect. As a result of
guiding principles centered on first-rate legal work and exceptional

re n X service, the firm has earned its reputation for providing clients with the
counsel they need to meet critical challenges in their “world.” Complex

problems require interdisciplinary solutions and should be approached with a practical perspective and managed with
maximum efficiency. With offices in Los Angeles, New York, San Francisco, and Washington, DC, Arent Fox provides

strategic legal counsel to clients that range from Fortune 500 corporations and start-ups, to trade associations and
foreign governments.
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\..‘--_,Qﬁ B E D E R S O N 9, Bederson LLPis a full service accounting and advisory firm. Established
S = — in 1937, Bederson has attained top recognition by NJ's legal community
in insolvency, litigation and other specialized areas of accounting and
consulting. The firm was voted “Best of” by the readers of the NJ Law
Journal for the past 4 years, most recently winning every accounting
category in the survey with 7 medals as Best Corporate Investigations Provider, Bankruptcy Valuation Provider,
Forensic Accounting Provider, Litigation Valuation Provider, Matrimonial Valuation Provider, Economic Damages
Valuation Provider and Best Business Accounting Provider in 2015. Bederson also provides accounting, domestic and
international tax and auditing services to small businesses, not-for-profits and high net worth individuals.

Enterprise Management Advisors is a boutique business restructuring and

rou enterprise performance improvement advisory firm that works in partnership with

 ENTERPRISE MANAGEMENT ADVISORS, LLC investment bankers, private equity, attorneys, accounting firms and other service
providers to solve transitional business issues. EMA combines identification and

Assisting Companies in Transition. implementation of operational improvements with financial advisory services;
tying out improvement in business operations through a tactical plan that can

be tracked to the income and cash flow statements. Services include developing and helping clients execute new
strategies in response to changing economic conditions. Past engagements include operational turnarounds, financial
restructurings, enterprise performance improvement, Chapter 11 proceedings, interim management, and wind-downs.

Accountants and Advisors since 1937

° ff Piper Jaffray Companies (NYSE: PJC) is a leading investment
P].p erJa ray REALIZE THE POWER  pank  focused on financial restructuring, mergers and
OF PARTNERSHIP.. acquisitions, public offerings, institutional research, sales &
trading and asset management. We offer a full suite of products to serve our clients’ business lifecycle needs, geographic
reach in an increasingly global market, and deep expertise in our core sectors: Healthcare, Energy, Consumer, Financial
institutions, Technology, Industrials, Agriculture, Clean Tech & Renewables and Financial sponsors. Founded in 1895,
the firm is headquartered in Minneapolis with 50 offices across the U.S. and in London, Aberdeen, Zurich and Hong
Kong. Learn more at piperjaffray.com.

Province is an industry-leading, nationally recognized consulting firm
PROVINCE of senior business leaders specializing in financial advisory, corporate
reorganization, and trustee-related services. Our team has extensive
expertise in accounting, tax, valuation, fraud examination, corporate and
leveraged finance, capital solutions, portfolio management, expert testimony, bankruptcy process, and trustee and
disbursing agent services. We have set the bar in working with enterprises to successfully tackle complex restructurings,

navigate business issues to provide creative, pragmatic solutions that generate optimal outcomes amid some of the
most complex circumstances, and maximize value for debtors and creditors alike.

Squar Milner is one of the largest Southern California based CPA firms with over

300 professionals with offices in Los Angeles, Newport Beach, San Diego, Encino

B and the Cayman Islands. Squar Milner has the distinction of being one of the nation'’s

. top 70 accounting and advisory firms. We are an independent member of Allinial

Sq ua rmllner Global (formerly PKF North America), an association of over 100 independent
accounting and consulting firms. Based in North America, Allinial Global offers

international support by connecting its member firms to providers and global

networks of accounting firms worldwide. For more information on our services, please visit our www.squarmilner.com.
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™ WeiserMazars LLP is a full service audit, accounting, tax and advisory firm with
@\ a reputation for excellence earned over a century of service. Our Bankruptcy
v and Restructuring Advisory group is deeply experienced in all aspects of the
reorganization and restructuring of financially troubled businesses. We work
‘ x T i hand-in-hand with our clients to solve their complex business and financial issues
elserMazarS by implementing focused and achievable strategies. Our clients turn to us for
guidance and direction that allows them to effectively navigate the business and

financial issues faced during challenging times.

YC YOUNG CON AWAY Young Conaway Stargatt & Taylor, LLP is one of Delaware’s

largest and most prestigious law firms with four offices, including
S&T STARGATI‘ & TAYLOR [.I.P Wilmington, Delaware and New York City. Young Conaway offers
clients sophisticated national bankruptcy, corporate, commercial
and intellectual property practices along with local and regional
tax, trust, employment, business law, commercial real estate, tort, and environmental practices. Young Conaway'’s
Bankruptcy and Corporate Restructuring Section has played a prominent role in some of the nation’s leading bankruptcy
cases, representing debtors, creditor committees, and other stakeholders. Our attorneys also provide private equity
funds with guidance on portfolio company management.

Attorneys at Law

” . AlixPartners is a leading global business advisory firm offering
/‘IIXPaI'meI'S comprehensive services across five main disciplines: turnaround and
restructuring, enterprise improvement, financial advisory, information

When it rea[[y matters. management, and leadership and organizational effectiveness. AlixPartners

is widely recognized for its long and successful record in helping companies

resolve urgent situations and implement rapid change. We work side by side with senior executives in a dynamic

restructuring environment to balance competing priorities, including closely managing liquidity, anticipating unforeseen
risks and opportunities, and communicating with key constituents. Learn more at www.alixpartners.com.

Alston & Bird LLP has grown to become a national AmLaw 50 firm while remaining

AL STO Q steeped in a culture with client service and teamwork as the cornerstones of all that
we do. We develop, assemble and nurture the strongest and broadest array of legal

&BI RD talent and expertise necessary to meet our clients’ needs in an ever—changing and
1.1.p fast-paced environment. Alston & Bird’s unique culture and core values have been

nurtured for more than a century. They define who we are and how we interact with

our clients and with each other. From the founding of the firm in the late 1800s, collegiality, teamwork, loyalty, diversity,

individual satisfaction, fairness and professional development have been guiding principles and values by which we
measure ourselves.

Companies, investors and government entities around the world turn to Alvarez & Marsal
(A&M) when conventional approaches are not enough to activate change and achieve results.
I A Privately-held since 1983, A&M is a leading global professional services firm that delivers

performance improvement, turnaround management and business advisory services to
organizations seeking to transform operations, catapult growth and accelerate results through
decisive action. Our senior professionals are experienced operators, world-class consultants
and industry veterans who draw upon the firm’s restructuring heritage to help leaders turn
ALVAREZ & MARSAL change into a strategic business asset, manage risk and unlock value at every stage.
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BMS provides bankruptcy trustees and restructuring fiduciaries end-to-end case administration
software and UST-approved depository services for pre- and post-confirmation funds. Our case
administration software allows your practice to: access all documents from courts through
PACER; automate routine tasks; track receivables; calculate error-free distributions; and easily
distribute fundsto claimants. Banking services offered through BMS include no-fee wire transfers,
the ability to view transactions at-a-glance, and thorough integration with our software. For
funds associated with pre- and post-confirmation Chapter 11 funds, Receiverships and Out-of-
Court workouts, we offer accounts with no bank fees and, on larger-balance deposits, better-
than-market yields.

F R I E D M A N L L P® Friedman LLP, headquarteredin Manhattan with locations throughout

New Jersey and in Long Island, Philadelphia and Beijing, has been
ACCOUNTANTS AND ADVISORS serving the accounting, tax and business consulting needs of public
and private companies since 1924. Our clients benefit from hands-on contact with our partners, cutting-edge technical
expertise and our understanding of their industry and their business. Our Corporate Recovery Services (CRS) group
offers specialized services to debtors, creditors, trustees and other parties-in-interest involved in various bankruptcy
and insolvency situations. Friedman'’s professionals have specific expertise in turnaround management, bankruptcy and
restructuring, advisory services for distressed companies, creditors, trustees and other stakeholders.

BMSadvantage.com

® Stradling Yocca Carlson & Rauth, PC is one of the West Coast’s leading business

Stra d I In law firms with 132 attorneys practicing in seven offices throughout California
and with offices in Reno, Denver and Seattle. Our corporate, bankruptcy and

Attorneys at Law restructuring, litigation and public finance practices are well known for their
depth and breadth of experience and service offerings. Clients include emerging

and high-growth public and private companies, private equity funds, venture capital groups and municipalities. The
bankruptcy and restructuring group, in particular, is one of the few nationally-recognized practices with hands-on
experience representing various constituents in all aspects of both complex corporate and municipal bankruptcy cases.
The firm has been recognized for its expertise, value, responsiveness and outstanding client service and receives annual

designations from U.S. News in its Best Lawyers “Best Law Firms"” rankings as well as Chambers and Partners. For more
information about Stradling, please visit our website at www.sycr.com.

Py Professionals at Berkeley Research Group, a leading global expert services and
.°... B R G consulting firm, have been providing financial and insolvency expertise for the past
e 0 several decades, including a combination of bankruptcy and insolvency services,
® fiduciary services, forensic and investigative accounting, litigation consulting,
corporate recovery and reorganization, valuation services, and tax services. With well-
defined areas of specialization and through years of experience, our professionals have developed unique expertise

and judgment in handling the complex issues that arise in these types of engagements.

C 0 H N @RE ZNIC K CohnReznick is a national audit, tax, and business advisory firm that

provides forward-thinking service across many industries and serves
ACCOUNTING * TAX * ADVISORY businesses ranging from multigenerational family-run enterprises to
public companies in the Fortune 1000. CohnReznick Advisory is comprised of a team of professionals who are dedicated
to helping organizations address many different challenges resulting from growth, economic issues, opportunities, or
crises. Troubled-business situations require responsiveness, technical skill, and industry expertise. Our dedicated,
highly credentialed, multi-disciplinary team of restructuring, turnaround, forensic, and valuation professionals will act
quickly to assess a situation and recommend a course of action both in and out of court.

Berkeley Research Group

22 Tol. 30 No. 2-2016 AIRA jJournal



GlassRatner Advisory & Capital Group LLC is a national specialty financial advisory
services firm providing solutions to complex business problems and board level agenda
items. The firm applies a unique mix of skill sets and experience to address matters of
‘1 the utmost importance to an enterprise such as managing through a business crisis
or bankruptcy, planning & executing a major acquisition or divestiture, pursuing a
GLASSRATNER fraud investigation or corporate litigation, and other top level non-typical business
ADVISORY & CAPITAL GROUP LLC challenges. The firm has consistently been named as one of the top crisis management
and restructuring firms by TheDeal.com. For more information, visit www.GlassRatner.com

[

Polsinelli is an AmLaw100 law firm with (i) a national footprint stretching from

. Delaware and New York across the heartland to Los Angeles, (ii) top ranked
POLSINELLI corporate restructuring, intellectual property, and health care practices, and

. (i) a mid-market rate structure. Polsinelli has represented numerous chapter

11 debtors, official committees, individual creditors, and bankruptcy litigants

across the country in both restructuring matters and their non-bankruptcy alternatives. Polsinelli's representative
engagements include (a) Delaware bankruptcy, regulatory, and conflicts counsel to the TCEH Creditors’ Committee
in Energy Future Holdings Corp. (seventh-largest bankruptcy ever filed) and The Standard Register Company, (b) co-
counsel to the Student Committee and CCI Student Trust in Corinthian Colleges, and (c) lead counsel to the Official

Committee of Unsecured Creditors in H. Krevit Incorporated, Open Range Communications, Crossroads Wireless, and
Ultimate Escapes.

PwC's Business Recovery Services practice is a leading advisor to stakeholders during out-
of-court financial restructurings, bankruptcies and turnaround situations. With its focus
on broad advisory, complex financial services and crisis management, the firm provides
end-to-end, strategic, operational and financial alternatives to preserve and restore value.
With a national presence, PwC delivers specific industry and technical experience with a

ch hands-on solution driven approach to help clients quickly identify problems, develop viable
solutions and implement them with sensitivity and precision.

RPA Advisors, LLC (“RPA") is a leader in providing restructuring, transaction advisory,
litigation support, forensic, and valuation services and solutions to lenders, companies and
investors. We are a full-service financial advisory and restructuring firm focused on providing
value and maximizing recoveries to clients. Our experienced approach and hands-on service
A D VIS O RS hashelped lead the turnaround process for hundreds of clients, from small businesses
to Fortune 500 companies. We provide operational, strategic and financial services that
help troubled companies overcome adversity and get back on track. RPA’s professionals have significant restructuring
experience across many industries, and have provided advisory services to lenders, companies and investors. We bring
big-firm experience and expertise along with the personal care of a boutique firm.

. . Melville Capital is a Life Settlement Broker focused on monetizing and
M eIV| | Ie Ca p|ta I liquidating existing Life Insurance Policies. Many people are unaware that
The Life Settlement Advisors a robust secondary market for life insurance even exists. Since 2005, our

team of licensed insurance professionals has represented Individual, Trust,
Corporate and Institutional sellers in everything from a single policy to a complex portfolio sale, handling all aspects of
the transaction. In insolvency-related matters where the insurance policy is unwanted, unnecessary or too expensive to
maintain, we represent individuals and/or companies in transition. We handle all aspects of the transaction, including
negotiating and accepting bids from competing Institutional Investors. The end result is that the client receives a
lump sum cash settlement that is, on average, 4 times more the Cash Surrender Value and is also relieved of all future
premium payments.
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B - _ RSM US LLP is the leading U.S. provider of assurance, tax and consulting services focused
on the middle market, with 8,000 professionals and associates in 80 cities nationwide.
RSM’s litigation consulting and dispute advisory practice is a team of credentialed,
seasoned professionals who provide objective insight and support to counsel and
their clients involved in high-stakes disputes, including complex litigation, business
valuation, regulatory actions, cross-border investigations and other forensic accounting matters. We also provide data
management and analysis, including database design, development, and data mining. Our professionals have advised
clients and testified as expert witnesses on some of the highest-profile litigation and arbitration matters in state,
federal and international courts and forums.

b h h Bean Hunt Harris & Company is a leading full service accounting and advisory firm

located in California. BHH provides personalized accounting services to individuals

bean hunt harris & company and businesses across many industries and throughout the United States. BHH

CERTITIED PUBLIC ACCOUNTANTS specializes in serving our clients’ needs in assurance services, tax compliance, forensic

and valuation services, tax agency representation, and financially distressed individuals and businesses. The firm has

over 30 years of experience in meeting the unique needs of our clients and assisting our clients in navigating the
treacherous world of business.

= D. R. Payne & Associates, Inc. D. R. Payne & Associates (DRPA), Business Valuators &
— Appraisers (BVA), and Renewal & Recovery Professionals (RRP)
can provide a complete array of products and services to assist managers, shareholders, legal advisors and businesses
with those key decisions. Our accredited professionals have the specialized training and experience to enhance the
journey, chart the course of action, assist those blown off course and provide interventions needed. Located in multiple
offices, member firms have successfully provided services to a broad range of industries and markets.

GOLENBOCK EISEMAN Golenbock Eiseman Assor Bell & Peskoe LLP is a full-service Manhattan

law firm of approximately 50 attorneys which has served its clients’ complex
ASSOR BELL & PESKOE.- litigation andpgorporate needs for over 30 years. The firm's general pracecice
areas include art law, bankruptcy, complex business fraud litigation, corporate, digital and mobile media, food,
beverage, and hospitality, intellectual property, real estate, securities, tax, trade secrets and trusts and estates. The
firm takes pride in its sophistication, experience, and the ability to take on major engagements for its domestic and
international clients while maintaining a hands-on, personalized approach to all matters.

. KapilaMukamal, LLP provides creative and innovative solutions to our clients’
KapllG/MUkamal needs. Our collective practical acumen and expertise focuses to analyze complex
business and litigation issues. The firm's professionals have gained prominence

CPAs, Forensic and Insalvency Advisors and distinction by rendering restructuring, insolvency, fiduciary, litigation support,
expert testimony, forensic and investigative consulting services to a wide spectrum of industries. KapilaMukamal, LLP

enjoys high credibility and recognition in providing quality and focused service.

Lefoldt & Company, P.A. was formed in 1989 and is presently located in
arC Ridgeland, Mississippi. We believe in the value of relationships. We view every
LEFOLT Co, PA.  (lient relationship like a partnership, and truly believe that our success is a result
CERTIFIED PUBLIC ACCOUNTANTS . , . A L

of our clients’ success. We are committed to close personal service and providing
exceptional financial and technical experience. Our firm offers a wide range of services to our individual and business
clients including financial statement preparation, bookkeeping, audits, reviews, compilations, tax planning and return
services, mergers and acquisitions, litigation, bankruptcies, employee benefit plans and consulting services.
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ﬁMALEKREM]AN LLC MalekRemian LLC is a team of corporate transaction, interim

T A T O [ e e management, valuation and litigation support professionals providing
services throughout the United States. We combine decades of experience with a hands-on client service model,
personal commitment and on-call attention, devoted to helping you solve your business challenges and move forward.
MalekRemian's senior level expertise drives value-added results across a range of industries, including energy and
power, financial services and real estate, healthcare, manufacturing, technology and transportation.

The The Deal is a media and technology company providing over 100,000 users with actionable

ideas from its two services - The Deal & BoardEx. Law firms, investment banks, private

equity firms and hedge funds use The Deal service to find their next deal and BoardEx to
connect the dots between their organizations and clients. The Deal has offices in New York, London, Washington, D.C.,
Petaluma, CA and Chennai, India. For more information, visit www.thedeal.com.

RER RN R

It'snot too soon to start planning for next year!
AlRA's-33rd-Annual Bankruptcy & Restructuring Conference
Four Seasons Resort & Club, Dallas at Las Colinas Dallas, TX.

June 7-10, 2017
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TAX SECTION 2016

Bankruptcy
Taxes

Tax Treatment of Bankruptcy
Related Expenses

PETER ENYART, SECTION EDITOR
RSM US LLP

Financially troubled businesses will likely incur legal and
professional fees (“transaction expenses”) as they proceed
through bankruptcy. The deductibility of these transaction
expenses for federal income tax purposes depends on the
nature of each expense and the facts and circumstances
related to the expense. Generally, an amount paid to
institute or administer a proceeding under chapter 11 of
the Bankruptcy Code' is capitalizable, which will defer the
tax deductibility of the expense until a subsequent capital
transaction (e.g., a liquidation event). This is because the
Treasury Regulations treat such costs as a restructuring,
recapitalization, or reorganization of the capital structure
of a business entity.? However, in certain circumstances, a
tax deduction may be recognized sooner if the underlying
cost is more appropriately classified as something
different; such as a business operational expense, a cost
of a taxable sale or a borrowing cost.

IRS Ruling Shines Light on Certain Costs

Consider the following example: A U.S. corporate
taxpayer (“Taxpayer”) voluntarily petitions for relief under
chapter 11 with the bankruptcy court, and its debtors file a
chapter 11 plan with the bankruptcy court. Here the court
approved a plan whereby the Taxpayer would: (i) refinance
with creditors pursuant to a debtor-in-possession (DIP)
financing facility, (ii) sell its business to a new entity created
by the creditors, and (iii) then liquidate. As a result, the
Taxpayer’s business was now owned by certain creditors
and all former shareholders surrendered their stock. The
facts from this example are similar to a private letter ruling®
(the “Ruling”) issued by the Internal Revenue Service
(IRS). The Ruling provides an analysis of how the IRS may
treat certain transaction expenses that a taxpayer would
incur in a bankruptcy. Specifically, the Ruling addresses
the Taxpayer’s ordinary operational expenses, expenses
related to the taxable sale of business assets, bankruptcy

administrative expenses and debt financing expenses.
Operational Expenses

In the Ruling, the Taxpayer continued to operate its
business and generated various operating expenses.

1 Unless otherwise noted, all references to Code sections pertain to the
Internal Revenue Code (26 U.S.C.).

2 Treas. Reg. §§1.263(a)-5(a)(4), 1.263(a)-5(c)(4).

3 Private Letter Ruling 201138022
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The Ruling identified wages, compensation, payments
for utilities, and overhead expenses from the Taxpayer's
daily business operations as operating expenses. The IRS
determined that the Taxpayer's bankruptcy trustee was
permitted to deduct its operating expenses as ordinary
and necessary business expenses under Internal Revenue
Code (IRC) Section 162 in the same manner and to the
same extent they would have been if the bankruptcy
proceeding had not been instituted. Therefore, it is
imperative to distinguish transaction expenses incurred
as a result of the bankruptcy from a business’ operating
expenses.

Expenses Related to Selling Business Assets

Pursuant to the bankruptcy plan, the Taxpayer in the Ruling
entered into an asset purchase agreement and sold its
assets to a newly-created entity owned by the creditors.
The Taxpayer represented in the Ruling that the asset
purchase agreement was structured to be a fully taxable
asset sale. The Taxpayer incurred costs for negotiating
and drafting an asset purchase agreement and for other
expenses to facilitate th-e sale of the Taxpayer’s assets.
The IRS applied the Treasury Regulations, which provide
that a taxpayer must capitalize an amount incurred to
facilitate an acquisition of assets that constitute a trade
or business (whether the taxpayer is the acquirer in or the
target of the acquisition).* As a result, the Taxpayer was
required to treat the costs of the taxable sale of assets as
a reduction of the amount realized on the sale of assets.
Therefore, these transaction expenses generated either a
reduced capital gain or a larger capital loss, depending on
the value of the assets being sold.

Additionally, from the Ruling, the Taxpayer represented
that the asset purchase agreement was a fully taxable
asset sale. However, business sales, including Bankruptcy
Code section 363 Sales (“363 Sales”), are not always
taxable. It is often advantageous to reorganize a
financially troubled corporation in a tax-free IRC section
368(a)(1)(G) reorganization (commonly referred to as a "G
Reorganization”) to minimize income tax from the sale
and to preserve tax attributes when the business emerges
from bankruptcy, such as net operating losses (NOLs).
Taxpayers may not elect whether the sale will be taxable
or nontaxable, even when in bankruptcy. Instead, the
tax treatment of the transaction costs will be determined
based on the form and substance of the transaction.

4 Treas. Reg. §1.263(a)-5(a)(1).
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Thus, a taxpayer needs to first determine whether or not a
transaction is a taxable transaction before it can properly
apply the tax rules with respect to its related transaction
expenses.

The capitalization rules would defer the tax deductibility
of capitalized transaction expenses incurred in a tax-
free sale until a subsequent recognition event (e.g., a
liquidation event). These reorganization costs share the
same capitalization rules with bankruptcy administrative
expenses discussed below.®

Bankruptcy Administrative Expenses

An amount paid to institute or administer a proceeding
under chapter 11 of the Bankruptcy Code by the
taxpayer-debtor constitutes an amount paid to facilitate
a reorganization.® The Ruling held that the Taxpayer’s
bankruptcy administrative expenses, including the
expenses incurred to negotiate and draft the bankruptcy
plan (and other documents required by the bankruptcy
proceedings), were therefore capitalizable expenditures.
Additionally, these capitalizable expenditures included
the Taxpayer’s costs to reconcile the creditor’s claims and
the costs to implement the automatic bankruptcy stay.

The amounts capitalized under these Treasury
Regulations’ are deductible under IRC section 165 if the
transaction is ultimately abandoned. Based on the facts
from the Ruling, the Taxpayer liquidated pursuant to its
bankruptcy plan in the year of the sale. As a result, the
Taxpayer was entitled to a loss equal to its capitalized
bankruptcy administrative expenses. Alternatively, had

5 Treas. Reg. §1.263(a)-5(a)(4).
6 Treas. Reg. §1.263(a)-5(c)(4).
7 Treas. Reg. §1.263(a)-5 in general.

ABOUT THE AUTHOR

the liquidation occurred in a later period (or not until some
unforeseen future event), the deduction of these costs
would be deferred. Again, consider a G Reorganization
where the taxpayer survives the reorganization for federal
income tax purposes. A Taxpayer that incurs bankruptcy
administrative expenses in a G Reorganization would
defer the tax deduction of its bankruptcy administrative
expenses (and other capitalizable transaction costs) until
the Taxpayer is liquidated.

Debt Financing Costs

In connection with the DIP financing facility, the Taxpayer
incurred borrowing costs. The borrowing costs included
costs of negotiating the terms of and preparing filings
related to the DIP financing facility. On a subsequent
date, the DIP financing facility was fully retired. The IRS
treated the costs as amounts paid to facilitate a borrowing,
which are treated as reducing the issue price, and thereby
creating (or increasing) the original issue discount (OID)
which gets deducted over the life of the loan. The Ruling
shows that the debt financing costs are costs to facilitate
a borrowing and should not be treated as capitalizable
bankruptcy administrative expenses.

Once the Taxpayer retired the DIP financing facility, any
unamortized portion of the capitalized borrowing costs
were deductible. However, even if the DIP financing facility
had not been retired early, the capitalized borrowing costs
would have been deductible over the life of the debt.

Conclusion

Businesses can incur a host of transaction expenses
during a bankruptcy proceeding. Some of these costs
may be directly related to the bankruptcy proceedings
while others may be indirectly related. Understanding
the nature of these expenses is critical for proper income
tax reporting. Although amounts paid to institute
or administer a bankruptcy proceeding are generally
capitalizable, a thorough analysis of the costs will likely
identify certain transaction expenses that are more
appropriately treated as something different, which can
lead to more advantageous tax treatment. Some of
these other costs could include typical business operation
expenses, costs of a sale, and/or a debt financing costs
as discussed in the Ruling. And while the Ruling may not
be used as precedent, it does provide a valuable analysis
which taxpayers can use to determine how various
bankruptcy transaction costs should be treated for federal
income tax purposes.

Peter Enyart

Peter Enyart is a tax manager in RSM's Mergers and Acquisitions Tax Practice. His experience includes
serving both publicly-traded (SEC) and closely-held clients on federal, international, and state and
local tax matters. Peter focuses on advising clients on the federal tax consequences of mergers,
acquisitions and dispositions, including tax structuring and tax modeling, tax due diligence, change
in control attribute analysis, transaction cost analysis, bankruptcy tax analysis and structuring, debt
restructuring, and stock basis and earnings and profits studies. Recently, Peter completed a rotation
with the firm's Washington National Tax office where he delivered advice and consultation regarding

complex corporate and partnership tax matters.
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Priority of Tax Liabilities in
Bankruptcy

JONATHAN BAKER
Balasa Dinverno Foltz LLC

When a company enters bankruptcy, it is likely to owe
money to a wide variety of creditors. These creditors
often include federal, state and local tax jurisdictions. The
effects bankruptcy has on the company’s tax liabilities,
both past and future, and the ability of the Internal
Revenue Service ("IRS") and other tax state and local tax
authorities to collect these liabilities is often an important
question. Unfortunately, the Internal Revenue Code and
the Bankruptcy Code were drafted at different times with
different goals, with little thought given to the coordination
of the two regimes. As a result, determining the status of
tax claims in bankruptcy can be difficult. Since there may
be substantial tax liabilities outstanding when a company
enters bankruptcy, thought should be given to the priority
these tax claims will receive and how to mitigate these
liabilities in the context of a bankruptcy restructuring.

History

The status of tax debts in bankruptcy has evolved over
time. Before 1966, tax debts were not dischargeable
in bankruptcy. From 1966 to 1978, tax debts could be
discharged in certain situations and tax claims were
generally afforded low priority in the distribution of
bankruptcy estates. After 1978, Congress, concerned
with the potential for tax avoidance, amended the statute
to grant priority status to tax debts incurred within three
years of the bankruptcy petition.’

Priority of Claims in General

In general, secured creditors (i.e. those with a lien on
property of the bankruptcy estate) are entitled to priority
in the distribution of property of the estate to the extent
of their lien.? After that, the Bankruptcy Code provides
that certain unsecured claims receive a priority in the
distribution of estate assets, in the following order: (1)
certain unsecured domestic support obligations, (2)
administrative expenses (which include tax obligations
incurred during the administration of the bankruptcy
estate), (3) certain unsecured claims arising in the ordinary
course of business prior to the appointment of a trustee
in an involuntary petition, (4) unsecured claims for certain
wages, (5) unsecured claims for certain employee benefits,
(6) certain unsecured claims of farmers and fishermen,
(7) certain unsecured claims of individuals arising from

1 11 USC §507(a)
2 11 USC §724(b)
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deposits for services not provided, (8) certain unsecured
claims of governmental units, including claims for taxes,
(9) unsecured claims by debtor to the Federal Deposit
Insurance Corporation (“FDIC") or other bank regulatory
agencies, (10) certain unsecured claims for death or
personal injuries related to a debtor's intoxication.?
Unsecured claims that do not fall in one of the above
priority claims come behind the priority claims in the
distribution of estate assets.*

Tax Claims Priority

The timing and nature of a tax claim will dictate whether
it will have a priority, and whether it can be discharged in

bankruptcy.

Tax Liens

Secured creditors have the strongest rights in a bankruptcy
proceeding. As a result, debtors often work to avoid
liens and reduce these secured creditors to the status of
general unsecured creditors. The Internal Revenue Code
provides that a tax lien automatically arises in favor of the
United States upon all the property of the taxpayer upon
assessment.> However, that lien is not perfected until the
IRS properly files a notice of lien.”

Once a tax lien has been properly filed and recorded,
it generally cannot be avoided. However, often other,
sometimes even unsecured, claims receive higher priority
than a secured tax claim. For example, in a chapter 7
proceeding, property of the bankruptcy estate subject
to a perfected and unavoidable tax lien is distributed in
the following order of priority: (1) Liens senior to the tax
lien, (2) certain unsecured claims under 11 USC §507(a)
(1)-(7) (i.e., administrative expenses, wage claims, etc.),
(3) secured tax claims (less amount of unsecured claims
entitled to prior payment), (4) liens junior to the tax
claim, and (5) the unpaid portion, if any, of secured tax
claims.® As you can see, even a secured tax claim will be
subordinated to certain unsecured claims deemed to have
higher priority.

In a chapter 11 proceeding, there is more flexibility. In
general, a claim is secured to the extent of the value

3 11 USC §507(a)

4 11 USC §726

5 Unless otherwise indicated, all “§” references are to the Internal Revenue
Code of 1986, as amended (the “Code” or “IRC"), and all “Treas. Reg. §,"“Temp.
Treas. Reg. §”and “Prop. Treas. Reg. §" references are to the final, temporary and
proposed Regulations, respectively, promulgated thereunder (the “Treasury
Regulations”), all as in effect as of the date of this memorandum. All“Service” or
“IRS" references are to the Internal Revenue Service.

6 §6321

7 §6323(f)

8 11 USC §724(b)(6)
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of its collateral.? As a result, valuation is often a point
of contention between the parties. Under chapter 11
procedures, a tax claim must be assigned to a class of
claims. Under the general rules of chapter 11, a bankruptcy
reorganization plan must be approved by each holder in
a class of claims if that class of claims receives less than it
would in a chapter 7 proceeding.’ In addition, any class
of claims that is not receiving full value for its claims must
have the plan approved by creditors holding at least two-
thirds in amount and one-half in number of claims for
the plan to be approved." Any class of claims that is not
impaired is deemed to have consented to the plan. As
a result, plans are often structured such that IRS claims
are unimpaired, obviating the need for IRS consent to
the plan. If planning around this is impossible, there are
a few limited options to force IRS acceptance of the plan
under the “cramdown” provisions, which can allow the
bankruptcy courts to modify loan terms that are subject to
certain conditions in an attempt to have the creditors fare
better than they would have without such modifications.?
Otherwise, IRS consent must be received for the plan to
be approved.

Unsecured Tax Claims

The priority of unsecured tax claims is largely dependent
on when the claim arises. Taxes incurred during the
administration of the estate are given second priority along
with other administrative expenses.” If an involuntary
petition was filed, tax claims arising in the ordinary course
of business, before either a trustee is appointed or an
order for relief is entered, are afforded third priority."
Payroll taxes associated with qualifying wage claims will
receive fourth priority. It should be noted that second and
third priority items (meaning administrative expenses,
including taxes incurred during the administration of the
estate, and taxes incurred after an involuntary petition
is filed in the ordinary course of business) must be paid
in cash on the effective date of the plan. Fourth priority
claimants must receive deferred cash payments equal to
the claim if the class approves the plan, or cash up front if
the class does not approve the plan.™

Income tax claims stemming from a taxable year ending
on or before the filing date of the bankruptcy petition for
which either (a) a return is due within three years prior to
the filing of the petition, (b) is assessed within 240 days
before the petition is filed, or (c) not assessed before, but
are still assessable after, commencement of the bankruptcy
proceedings are entitled to eighth priority." This priority
also extends to certain withholding taxes, property taxes
assessed and payable within one year before the petition
is filed, certain employment and excise taxes, certain
customs duties, and certain penalties."

9 11 USC §506(a)(1)

10 11USC§1129(a)(7)(A)

11 11 USC§1129(a)(8), 1126(c)
12 11 USC§1129(b)

13 11 USC§507(a)(2)

14 11 USC§507(a)(3)

15 11 USC§1129(a)(9)(A), (B)
16 11 USC507(a)(8)

17 Id.
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To the extent unsecured tax claims don't fall into the
above discussed priorities, they are treated as general
unsecured claims. However, if the IRS is deemed to be
a general unsecured debtor, and does not receive full
payment in the proposed plan of reorganization, for the
plan to be approved the IRS must receive at least as much
as it would have received in chapter 7 liquidation and the
class as a whole must accept the plan.™

Transferee Liability - A Trap for the Unwary

In general, when a company sells its assets, the buyer
is not responsible for the tax liabilities of the seller.
However, some courts have created the doctrine of
successor tax liability that may cause a buyer to be liable
for the tax liabilities of the seller’s assets in five situations:
(1) the purchaser expressly or impliedly agrees to assume
the obligation, (2) the transaction is a consolidation or de
facto merger,' (3) the purchasing corporation is merely a
continuation of the selling corporation, (4) the transaction
is fraudulently entered into to escape liability, and (5) the
transfer was made without adequate consideration. This
judicial doctrine, which has not gained full acceptance
by the courts, nevertheless creates some uncertainty on
the status of predecessor liabilities in the context of a
bankruptcy sale. As a result, when structuring an asset sale
as part of a bankruptcy proceeding, consideration should
be given to the potential application of the successor
liability doctrine.

Conclusion

As can be seen above, though even secured tax liabilities
are subordinate to certain unsecured claims, it is also
relatively difficult to have tax liabilities from the three
most recent taxable years discharged. As a result, the
timing of the filing of the bankruptcy petition can minimize
the amount of taxes that receive a priority. Consider, for
example, a corporation that files on a calendar year basis
and files its return timely, after extension, on September
15t of each year. It has liabilities outstanding for the years
ending 2012, 2013, 2014 and 2015. On August 20, 2016
the company is considering filing a bankruptcy petition. If
it files on September 1, 2016, the tax liabilities from 2012,
2013, 2014 and 2015 will receive priority status. However,
if the petition is not filed until October 1, 2015, the tax
liability form the 2012 return will not receive priority
status.

In addition, in the context of a chapter 11 plan, the
bankruptcy reorganization plan can be structured to
minimize the ability of the IRS to hold up the acceptance
of the plan, either through ensuring IRS claims are fully
funded and thus deemed to accept of the plan, or, in
more extreme circumstances, utilizing the “cramdown”
provisions.

By giving consideration to the above discussed priorities
and rules surrounding tax claims in bankruptcy, a company
can help reduce the amount of tax claims receiving
priority and give themselves more flexibility in bankruptcy
planning.

18 11 USC&1129(a)(7)
19  Commonwealth of Pa. v. William Lavelle, lll & Lavco, Inc., 555A.2d 218
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