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company files for Chapter 11 bankruptcy
Aunder the United States Bankruptcy Code in

order to reorganize its business operations.
While a company is in Chapter 11 bankruptcy pro-
tection, creditors may not pursue collections against
the company for debt incurred prior to the bank-
ruptcy filing, and thus, Chapter 11 provides the
company with time to reorganize without constant
threats from creditors." Under Chapter 11, distressed
companies can restructure the debt on their balance
sheets and exit from bankruptcy stronger and with
leaner liabilities.

Overall, for the year 2017, large companies filed for
Chapter 11 bankruptcy protection less than the previ-
ous two years.? The total number of Chapter 11 filings
has been approximately 7,000 cases for each of the last
four years.? For the third year in a row, in 2017, com-
panies in the oil and gas sector had the highest number
of Chapter 11 filings.* Retailers had an unusually high
number of Chapter 11 filings during 2017.° At least 30
major retailers filed for bankruptcy in 2017.6

Recently, private equity firms have been linked
to several retail bankruptcies, including Payless Shoe

Source, True Religion Apparel, and Toys “R” Us.”
In 2005, the private equity firms Kohlberg Kravis
Roberts & Co. L.P (KKR), Bain Capital, and
Vornado Realty Trust led a leveraged buyout (LBO)
of Toys “R” Us. In an LBO transaction, most of the
financing comes from a loan funded by the target
company in order to buyout the existing public

shareholders.®

As a result of the LBO, Toys “R” Us was highly
leveraged and struggled to pay down the debt, which
led to its filing for Chapter 11 on September 18,
2017.° In March of this year, after failing to reach a
debt restructuring deal with creditors and unable to
find a buyer or investor such as a private equity firm
willing to provide new financing, Toys “R” Us was
unable to reorganize in Chapter 11 and announced
that it would sell or close all of its US stores.™
However, according to reports, it is still possible that
a new buyer or investor may emerge in time to res-
cue Toys “R” Us."

In and out of Chapter 11, private equity firms
and hedge funds frequently employ distressed
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investing strategies. Distressed investing includes the
buying or selling of equity or debt securities, bank
debt, credit default swaps, or credit claims of com-
panies under financial distress." This article will dis-
cuss private equity firms’ and hedge funds’ distressed
investing strategies in Chapter 11 court proceedings
and out-of-court transactions, including strategies
for acquiring control of distressed companies and
other distressed investing strategies.™

Distressed M&A

For the purposes of distressed mergers and acqui-
sitions (M&A), the term “distress” means a company
that is experiencing difficulty handling its liabilities,
such as making required payments on its loans, receiv-
ing or paying down trade credit, dealing with debt
covenant breaches, or raising additional debt to deal
with liquidity needs.™ There are several different ways
that a private equity firm or investor may acquire con-
trol of a target company, which is distressed, includ-
ing buying assets, buying existing debt or providing
new debt with the view that the debt will convert to
equity of the newly reorganized company, merging
with the target, or buying existing or newly issued
stock.” Distressed M&A transactions can take many
forms, including in-court and out-of-court M&A
transactions.’ Structuring a distressed transaction
can depend on the target company’s debt and capital
structure, such as whether there is a single or multiple
classes of secured debt, the urgency and degree of the
target company’s financing needs, how long the target
company can preserve its relations with key employ-
ees, suppliers, and customers, consent rights of con-
tractual parties such as lenders, lessors, and customers,
and timing of loan or bond defaults.”

Although out-of-court M&A transactions often
are quicker and less costly than in-court transac-
tions, out-of-court transactions frequently require
approval from shareholders or creditors and parties
who do not consent to such transactions, and thus,
are usually not bound to changes in their fundamen-
tal rights.” In contrast, an in-court M&A transac-
tion can bind parties without their consent and does

not require approval from shareholders. Thus, in-
court transactions frequently are used for companies
in financial distress.” Hybrid strategies—such as
“prepackaged” and “pre-negotiated” reorganization
plans—can be used for a distressed company with
sufficient time to undergo out-of-court negotiations
before entering court by filing for Chapter 11 reor-
ganization.?® Hybrid strategies often are quicker and
less costly and result in less friction between parties
and less risk of harm to the company, such as the risk
of losing suppliers, employees and the risk of harm
to the company’s reputation with customers.”’ The
threat posed by a distressed company’s willingness to
file for bankruptcy can be sufficient to induce dis-
senting creditors into agreeing to an out-of-court
transaction.?? Asset sales during bankruptcy, referred
to as 363 sales, may be executed under §363 of the
US Bankruptcy Code in an expedited manner.?

Control-Oriented Strategies

A private equity firm or investor has several
methods for obtaining control of the distressed com-
pany, including:

1. “loan-to-own” transactions,

2. purchasing the main assets of the company via
an asset purchase agreement, and

3. filing a competing plan of reorganization.?*

In the private equity firm KKR’s Form 10-K, it
states that KKR seeks to “make opportunistic invest-
ments largely in distressed companies” through its
“special situations investment strategy.”? This strat-
egy includes “distressed investments (including post-
restructuring equity), control-oriented opportunities,
rescue financing (debt or equity investments made
to address covenant, maturity or liquidity issues),
debtor-in-possession or exit financing, and other
event-driven investments in debt or equity.”?® KKR
reports that it had assets under management of $7.4
billion in this strategy as of December 31, 2017.7

A company that enters into Chapter 11 for
corporate reorganization is referred to as the



“debtor-in-possession.” Many companies go bank-
rupt because of a lack of immediate liquidity.?®
Debtor-in-possession (DIP) financing is new debt
that a target company obtains while reorganizing
under Chapter 11.?° The DIP financing has priority

over existing debt, equity, and other credit claims.>

*Loan-to-Own" Transactions

Frequently, private equity firms and other inves-
tors engage in loan-to-own transactions. Loan-
to-own transactions have many forms, including
buying existing debt claims from creditors of the
company or providing DIP financing to the dis-
tressed company with the view of the debt convert-
ing to a controlling equity position in the company
after it reorganizes and emerges from bankruptcy
under Chapter 11.3' By buying a strategic position
in existing debt or providing DIP financing, the
investor may obtain leverage in reorganization plan
negotiations and help the investor with gaining
control of the company.??

An investor engaging in a loan-to-own strat-
egy via acquiring existing debt must first deter-
mine which debt security or instrument is the
“fulcrum security.”®® The fulcrum security is the
security that will convert into equity once the
distressed company has reorganized. In order to
determine which security or instrument is likely
the fulcrum security, an investor must determine
the value of the distressed company and identify
the debt security or instrument that will receive
the new equity issued by the reorganized com-
pany. Determining the fulcrum security is more
of an art than a science.

Depending on the capital structure of the com-
pany and company’s valuation, the fulcrum security
could be first or second lien debt, senior unsecured
bonds, subordinated bonds, or trade claims.3*
Private equity firms and hedge funds often carry out
aloan-to-own strategy by buying second lien secured
debt.*® However, debt acquisition strategies for con-
trol depend on the unique capital structure and valu-
ation of a distressed company.® Thus, depending on
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the financial circumstances of a distressed company,
a private equity firm or hedge fund may buy differ-
ent classes of debt of the target company.

An investor who purchases debt that is too
senior is at risk of receiving only cash or assets from
the distressed company without receiving an equity
stake. An investor who purchases debt that is too
junior is at risk of receiving less or no equity in the
target company once it reorganizes. To mitigate these
risks, investors often purchase different classes of
debt of the target company. Determining the likely
fulcrum security is complex and several factors influ-
ence which class of debt security or instrument will
eventually be the fulcrum security. Some of these
factors include (1) the target company’s cash flow
and liquidity, (2) the rights of debt holders under
the debt agreements (for example, to call default or
accelerate debt), (3) the relative rights of senior and
junior creditors under intercreditor agreements, and
(4) whether the debt holders are willing to partici-
pant in a reorganization.*”

Sometimes, a bank lender reluctantly ends up
holding the fulcrum security.?® For example, Bank of
America and other first lien lenders ended up receiv-
ing all of the new equity of the bankrupt company
UTGR Inc. that operates the Twin River Casino in
Lincoln, RI.** When the bankrupt company was
unable to find a buyer, Bank of America and other
first lien lenders become the sole equity holders
when the federal bankruptcy court approved UTGR
Inc.s bankruptcy plan to give all its new equity,
which is issued by UTGR Inc. after it reorganizes,
to the lenders in exchange for forgiving $442.4 mil-
lion in debt and a new senior secured first lien credit
facility of $300 million.*°

While the target company is moving through its
reorganization process and negotiations, its earnings
before interest, taxes, depreciation, and amortiza-
tion (EBITDA) and underlying circumstances may
change, and thus the valuation of the company may
change. As a result, the fulcrum security may change
during the reorganization process.*! Also if the pri-
vate equity firm or other investor’s valuation analysis
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is not accurate, a different debt class of creditors may
hold the fulcrum security.*?

An investor that buys a sufficient amount of the
fulcrum security can attain a “blocking position,”
and as a result, the investor may be in a position to
negotiate the reorganization plan with the company
and creditors committee.*® To approve a reorganiza-
tion plan, there must be approval of at least two-
thirds of the dollar amount of the debt claims and the
majority in number of debt claims for each accepting
class.** Thus, an investor that purchases one-third
in amount of the debt claims has significant influ-
ence on reorganization plan negotiations because
the investor is in position to block the acceptance
of the plan.** Frequently, a blocking position may
be obtained by an investor with less than one-third
of the total amount of debt claims because only debt
claims that are actually voted count.*® However, if
an investor obtains a blocking or control position
and uses that position in a manner that is solely for
its benefit without a benefit to the class to which it
belongs, the investor runs the risk that the investor’s
votes may be disqualified and considered to be cast

in bad faith.*

Loan-to-Own via DIP Financing

DIP financing is new financing that the dis-
tressed company can obtain while in Chapter 11
bankruptcy, provided that the bankruptcy court
approves such financing.*®* Most companies in
Chapter 11 require DIP financing in order for the
company to continue operating during the Chapter
11 case and maintain the value of the enterprise.*
Often, the distressed company will require new
money via DIP financing to address its liquidity
needs.”® Existing debt instruments may place restric-
tions on how new financing is provided.

The US Bankruptcy Code allows a distressed
company to place liens on its property that are senior
to existing liens, provided that the existing lenders
are adequately protected.”’ Also, if there is any defi-
ciency in the value of collateral that secures the DIP
financing, the DIP lender is given a claim that is

of greater priority status for recovery in bankruptcy
than pre-Chapter 11 and post-Chapter 11 unse-
cured debt.® As a result, the risk of loss for a DIP
lender is low, and it is rare for a DIP lender to not
be repaid in full.*® Frequently, in a Chapter 11 reor-
ganization case, an investor will have an opportunity
to finance the Chapter 11 plan via DIP financing,
which can allow the investor to gain control of the
distressed company.>*

Potential Debt-to-Equity
Conversion Methods

A private equity firm or other investor engaging
in a loan-to-own strategy, and thus acting as a creditor,
should consider the potential best method of convert-
ing the acquired debt into equity including: (1) out-
of-court exchange offers, (2) prepackaged Chapter
11 bankruptcy plans, (3) pre-negotiated Chapter 11
plans, and (4) post-bankruptcy debt acquisitions.>

The first option, an out-of-court exchange offer,
allows consenting creditors, such as private equity
firms or hedge funds who purchased debt or pro-
vided DIP financing to the company, to exchange
their debt for equity.®® An exchange offer can be reg-
istered or unregistered.”” In the case of a public com-
pany, exchange offers can be further complicated if
the company is required to generally solicit votes of
shareholders via a proxy statement.®® Second, in a
prepackaged Chapter 11 bankruptcy plan, impaired
classes of creditors, which may include a private
equity firm or hedge fund, agree prior to a filing for
bankruptcy to convert their debt to equity in accor-
dance with a plan of reorganization that is solicited
and approved by creditors prior to filing for bank-
ruptcy.”® A prepackaged bankruptcy may be quicker
and less expensive than a traditional bankruptcy.®®
However, as explained later, prepackaged bankrupt-
cies have potential complications; a pre-negotiated
plan may be a better option.

Third, in a pre-negotiated Chapter 11 bank-
ruptcy plan, impaired classes of creditors, which
may include a private equity firm or other inves-
tor, agree to the basic terms of a reorganization plan



prior to the filing for reorganization under Chapter
11 by signing a plan support agreement, as discussed
below.®! Fourth, in a post-bankruptcy debt acquisi-
tion, existing creditors and other investors buy debt
claims after a filing for bankruptcy for the purpose
of gaining some influence over the reorganization
plan process, such as voting rights with the intent
of converting the purchased debt into newly issued
equity in the company after it reorganizes.®

Asset Sale Deal Structuring Options

An investor may opt to structure the acquisition
as a purchase of a distressed company’s assets rather
than buying debt or equity. An out-of-court asset sale
is a sale via an asset purchase agreement that can be
a good option provided that the target company has
a simple debt structure, consent is not needed from
third parties and the government or such consent
can readily be obtained, and the target company’s
fiduciaries see low risk of liability posed to them by
approving such a sale.®® Under such circumstances,
an out-of-court sale can allow the parties to keep
transaction costs to a minimum and quickly close
the transaction.®

Another option is an in-court “363 sale” of
assets pursuant to §363 of the US Bankruptcy Code.
For a 363 sale of assets, in the first step, the com-
pany obtains the bankruptcy court’s approval of the
auction procedures, such as the bid protections for
a “stalking horse” bidder.®® A “stalking horse” is an
initial bidder, which may be a private equity firm or
other creditor, that makes an offer for the target com-
pany’s assets and the target company uses such offer
to solicit competing offers, typically in an auction
process.®® The stalking horse bidder and distressed
company negotiate an asset purchase agreement that
includes the terms and conditions of the initial bid.®”
In the next step of a 363 sale, the distressed company
holds an auction for bidders, including the stalking
horse bidder.%® During the first and second steps,
the company and proposed buyer should negotiate

an asset purchase agreement, conduct due diligence,
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and, if necessary, obtain financing and regulatory
approval.®®

In a 363 sale of assets, the bankruptcy court
will approve the highest and most qualified bidder
as the purchaser.”® If the stalking horse bidder loses
to a competing bidder, the stalking horse bidder will
receive its breakup fee and expense reimbursement.”
In addition to being typically completed quickly, a
primary advantage of a 363 sale of assets is that the
sale will be free of liens, claims, and interests and
well protected from challenges because it has the
approval of a bankruptcy court.”

An investor that acquires control of the com-
pany by providing DIP financing of a reorganization
plan may have more flexibility than via a 363 sale of
assets. In contrast to a 363 sale of assets, a Chapter
11 plan permits liabilities to be satisfied in exchange
for newly issued equity and new debt agreements.”
Unlike a Chapter 11 plan financing, in a 363 sale of
assets, generally, the buyer can purchase the assets
only with cash.” However, generally, the disadvan-
tages of the Chapter 11 plan process are that it takes
substantially more time and that it is more compli-
cated and expensive than a 363 sale of assets.”®

Proposing a Competing Plan

In certain situations, a creditor may propose a
competing reorganization plan in opposition to the
company’s proposed plan.”® An investor should keep
in mind that the Chapter 11 process is heavily in
favor of the distressed company when considering to
propose a non-consensual plan.”

The distressed company has several advantages,
including access to information, having the incum-
bent management and board, and an exclusive
period of up to 18 months after the bankruptcy
filing date. During the exclusive period, only the
distressed company is allowed to propose a plan
of reorganization; with the exception of the case
where the exclusive period is terminated for cause,
which in practice is difficult to obtain.”® After the
exclusive period ends, an investor may propose a
competing plan of organization, which can give the

Copyright © 2018 by CCH Incorporated. All Rights Reserved.
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investor significant leverage in the negotiations of a
consensual plan.”

By formulating the Chapter 11 plan of reorgani-
zation of a distressed company to execute a loan-to-
own strategy via debt acquisition or DIP financing,
a private equity firm works with the management
team of the company to decide on a plan for the
newly reorganized company’s balance sheet, includ-
ing post-restructuring debt and equity.®® A plan of
reorganization is subject to court approval and is
required to designate classes of claims; generally, the
classes will be: (1) secured creditors, (2) unsecured
creditors, and (3) equity security holders.®” The US
Bankruptcy Code requires that, for the court to
confirm a plan, the reorganization plan must (1) be
accepted by at least one class of non-insiders who
hold impaired claims, which are claims that will not
be paid entirely or for which some legal, equitable,
or contractual right is altered, (2) not unfairly dis-
criminate, and (3) be equitable and fair.®?

Generally, only claims that are “impaired” under
§1124 of the US Bankruptcy Code may vote on
the confirmation of the plan.®2® A claim is deemed
to be unimpaired if the plan “leaves unaltered the
legal, equitable, and contractual rights to which such
claim or interest entitles the holder of such claim or
interest.”®* The bankruptcy court can confirm a plan
consensually by approval of all the impaired claim
holders. A plan that a court confirms non-consensu-
ally is called a “cramdown.”® Cramdown allows for
the court to confirm a reorganization plan despite
one or more classes of creditors or equity holders
rejecting the plan.®®

Valuation Disputes

Disputes over valuation arise frequently in dis-
tressed investing. Valuations are subject to differing
methodologies and party interests.?” Valuation is
often the most disputed element in corporate bank-
ruptcy.®® Particularly when the stakes are high, valu-
ation can be manipulated to serve the interests of a
party in bankruptcy, such as a private equity firm or
hedge fund.®® Since the class of debt that ends up

being the fulcrum security depends on the valuation
of the distressed company, a private equity firm or
hedge fund engaging in a loan-to-own strategy has
self interest in a valuation fight.®®

The basic methods of valuation of a distressed
company are based on: (1) what buyers have paid for
a similar company previously, (2) discounted future
cash flows, (3) company earnings, (4) market price
of the target company’s equity and debt securities,
and (5) a combination of these methods, a hybrid
approach.”

Valuation of the distressed company’s enter-
prise value depends on several factors, including the
uncertainty of future circumstances.?? Faced with
such uncertainty, the value of the company in the
plan becomes a subject of negotiation.”® A bank-
ruptcy court assesses whether the valuations in a
proposed plan are reasonable, and as a result, many
reorganization plans within a range of values for the
distressed company are confirmable.**

Intercreditor Agreements

Private equity firms and hedge funds have played
a major role in the development of the second lien
loan market.”® A second lien loan is a loan that is
secured by collateral, but is less senior than a first
lien loan in priority of recovery. Second lien loans
are secured debt and are next in priority after a first
lien loan, but with greater priority of recovery than
unsecured creditors. Typically, the first lien lender
seeks to recover the principal and interest of the
loan. Often, the first lien lender will receive the total
residual value of the distressed company, and thus
making the second lien loans the fulcrum security to
receive the new equity of the reorganized company
emerging from bankruptcy.®® Frequently, private
equity firms and hedge funds as lenders provide sec-
ond lien loans with detailed intercreditor agreements
that try to control and direct the rights and remedies
of the holders of first and second lien loans.” For
instance, an intercreditor agreement could include
detailed provisions concerning insolvency, refinanc-
ing, a liquidity event, and default.?®



Intercreditor agreements are frequently used to
define the relationships between secured creditors
at differing levels of seniority such as the first and
second lien loan holders.*® An intercreditor agree-
ment defines the rights of each creditor with respect
to the priority of payment or liens and could be mul-
tiple agreements or a single agreement.' Thus, it is
imperative for a private equity firm or other inves-
tor to review the intercreditor agreement if they are
seeking to invest in debt of a distressed company
that has multiple levels of secured debt.™’

Typically, a first lien lender’s foremost priority
in an intercreditor agreement is to ensure that it will
obtain payment from the collateral of principal and
interest before the second lien lenders.'® In order to
accomplish this, first lien lenders often try to stop
the second lien lenders from being able to enforce
their remedies until the first lien debt is completely
satisfied.’® Also, first lien lenders frequently try to
limit second lien lenders ability to take action that
would obstruct the first lien lenders control of the
collateral after a default or during bankruptcy.’**

Intercreditor agreements are considered to be
subordination agreements.® Under §510(a) of the
US Bankruptcy Code, a subordination agreement is
enforceable just as it would be enforced under non-
bankruptcy law."°® Thus, bankruptcy courts gener-

ally enforce intercreditor agreements.'”’

PIPE Investment Offerings

Another option for raising capital that a dis-
tressed company may seek is a private investment
in public equity (PIPE) investment offering.””® A
PIPE investment offering is a private placement of
securities of an already public company that usu-
ally is made to institutional accredited investors,
such as a private equity firm or hedge fund.'” In
a PIPE investment, usually an investor buys new
securities from the distressed company at a discount
to the current market price.”® The new securities
could be common stock, preferred stock, unsecured
notes, which are convertible to common stock, or
other securities." The private equity firm or other
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investor may receive governance rights that include
a right to designate one or more directors on the dis-
tressed company’s board of directors.™?

Credit Default Swaps

Private equity firms that employ distressed
investing strategies may purchase credit default
swaps to hedge against the risk of debt default if
they own the underlying debt or to speculate if they
do not own the underlying debt. In the Form ADV
for KKR Credit Advisors (U.S.) LLC, it states that
KKR’s credit funds “may invest in credit default
swaps for hedging and investment purposes.”™ A
credit default swap is an agreement between two
parties that transfers the risk of loss if a debt issuer,
such as a distressed company, fails to timely pay
principal or interest under a debt agreement or files
for bankruptcy.™

Stated another way, a credit default swap
is a contract between two parties, a buyer and
a seller, typically a bank or insurance company;
the seller is providing a financial product, which
functions like insurance, to the purchasing party
who will be paid in the event that a debt issuer,
or a financial instrument, fails.” In KKR’s Form
ADV, it states that KKR’s credit funds may buy
credit default swaps even when KKR’s credit
funds do not own the underlying debt security
or instrument if there is high likelihood of credit
defaule.m®

Competing Agendas & Objectives
in Distressed Situations

A distressed company and its advisors are often
subject to many parties, including private equity
firms, hedge funds, bondholders, secured lenders,
trade creditors, and shareholders, with competing
agendas and objectives.” Investors buy distressed
debt for many reasons, including when such debt
is perceived to be under-valued or as part of a strat-
egy to takeover a distressed company."® Distressed
debt is debt obligations that are in default or are
perceived as near default.™ Distressed debt can be

Copyright © 2018 by CCH Incorporated. All Rights Reserved.



8 THE INVESTMENT LAWYER

secured or unsecured debt and can be any debr,
such as trade claims, contract claims, or funded
debt.® Private equity firms or other investors may
buy distressed debt to apply leverage over distressed
companies and lenders.™ For instance, if a private
equity firm buys a substantial amount of secured
debt of a target company, the private equity firm
may be able to influence the target company to file
for Chapter 11 and influence the decisions of the
secured lenders.'?

Lenders frequently demand substantial infor-
mation about a company and its restructuring by
means of the rights provided in the original loan
documents or in an agreement to forbear on their
rights after a company is in default on its loan
obligations.”® For instance, bondholders often
include two different groups: par holders, which
purchased the originally issued bonds, and “vul-
ture investors,” which are typically private equity
firms and hedge funds.™ Bondholder groups can
use numerous means to exert pressure on a dis-
tressed company, including:

1. Threatening litigation if the debtor company
does not adhere to their demand and/or fails to
run the company or restructuring to the advan-
tage of the bondholders,

2. Seeking to limit any new financing that could
harm the future recoveries of bondholders,

3. Demanding that the bondholders’ favored crisis
manager be hired to run the company,

4. Threatening to file an involuntary reorganiza-
tion under Chapter 11, and

5. Soliciting outside M&A interest in the debtor
company.'?®

As required under the terms provided in credit
agreements, secured lenders have access to new and
continuing material non-public financial informa-
tion from the borrowing company.™® Thus, secured
lenders typically know of impending financial and
operational issues before bondholders, trade credi-
tors, and shareholders.’™

The existing sharcholders, also referred to as
“old equity,” are usually more passive than the other
constituency groups. However, for private compa-
nies with shareholders that have controlling equity
positions, such shareholders may have influence on
the board of directors.’?®

Prepackaged & Pre-Negotiated
Plans of Reorganization

In a prepackaged plan of reorganization, the
solicitation and voting occur before the petition for
bankruptcy is filed."® A prepackaged bankruptcy
plan that involves the offering of new securities
raises an unsettled issue as to whether the new secu-
rities offering would be exempt from the registra-
tion requirements of the Securities Act of 1933."°
Section 1145(a) of the US Bankruptcy Code pro-
vides an exemption from registration for a securities
offering. Under the Securities Act, a new securities
offering must either be registered or have an exemp-
tion from registration.” There is uncertainty as to
whether the §1145 exemption applies to a solicita-
tion of votes that is conducted before petitioning
for bankruptcy because the text of §1145 exempts
only “a security of the debtor” from registration, and
under the US Bankruptcy Code, an issuer is not a
“debtor” until a Chapter 11 case commences.’

Unlike a prepackaged plan of reorganization, in
a pre-negotiated reorganization plan the solicitation
and voting take place after the petition for bank-
ruptcy is filed, and thus the pre-negotiated plan is
not subject to the uncertainty as to the application
of §1145.” The SEC Staff informally has stated
previously that the §1145 exemption is unavailable
for prepackaged bankruptcy plans.”* In addition
to securities law considerations, prepackaged bank-
ruptcy plans may violate certain requirements of
the US Bankruptcy Code concerning bankruptcy
plans, such as the requirement of soliciting benefi-
cial holders of securities and also that record hold-
ers need to demonstrate that they have authority
to vote securities that are in their names.” Given
that a prepackaged plan’s disclosure and solicitation



process, which takes place pre-bankruptcy, raises
issues of legal uncertainty and has the potential to
be rejected by a court, in recent years, distressed
practitioners have moved toward the use of pre-
negotiated plans.™®

Plan Support Agreement

A pre-negotiated plan of reorganization is typi-
cally conducted with a plan support agreement. A
plan support agreement, also called a lock-up agree-
ment or restructuring support agreement, is an
agreement between creditors or between creditors
and a debtor company that controls how the credi-
tors’ claims will be voted or otherwise supported for
a particular reorganization plan in Chapter 11 or in
a 363 sale of assets.”’

Also, a plan support agreement may restrict
creditors from taking other actions, such as the fil-
ing of objections in Chapter 11."® Further, such
agreements restrict a creditor’s ability to trade its
debt claims.”™ Such a restriction usually requires
any buyer of a debt claim to agree to be bound to
the terms of the plan support agreement.™® Thus,
a potential buyer of a debt claim, as part of its due
diligence, should determine whether the seller is a
party to a plan support agreement, and if so, the
buyer should review the terms of the agreement
with care.™

Equity holders, particularly in a closely or
privately held company, can be required by par-
ties to the negotiation to be a party in the plan
support agreement."? Equity holders will likely
recover nothing if the company is insolvent.
However, equity holders likely have control of
the distressed company via the board of direc-
tors.™® In the closely or privately held company;,
the equity holders have the power to vote for and
put a new board of directors in place that reflects
the views of the equity holders.™* Thus, in the
closely or privately held company, the group of
creditors to a plan support agreement will likely
consider including equity holders as a party to the
agreement in an attempt to avoid issues with the
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board and preempt the equity holders from taking
opposing positions.™®

In general, directors of the board have a fiduciary
duty to ensure that the maximum value of the dis-
tressed company is recovered for the stakeholders.™®
By agreeing to the terms of the plan support agree-
ment, the board is required to determine that the
terms provided in the agreement will allow the board
to fulfill its fiduciary duty.” Nevertheless, circum-
stances may change substantially.™® For instance, the
value of the distressed company changes over time,
and thus the fulcrum security may shift to a different
debt security or instrument.’ In such case, the board
may be required to take action that is not consistent
with the terms of the plan support agreement.”® As
a matter of law, the agreement must allow the board
to fulfill its fiduciary duty.” Typically, the agreement
will provide a “fiduciary out.”™®? However, the terms
to which the board may exercise its fiduciary duty
vary in plan support agreements.™? In some cases, the
plan support agreement provides that, if the board
determines that it must terminate such an agreement
for the board to exercise its fiduciary duty, then the
board may do so.”*

Acquisition Risks

In order to manage risk, a private equity firm,
hedge fund, or other investor should, if feasible,

1. undergo thorough research to evaluate whether
a debt claim is subject to any legal issues or
actions by creditors or other stakeholders;

2. negotiate to obtain appropriate representations,
warranties, covenants, and indemnities from
the seller in the transaction and assignment
documents;

b

negotiate for a purchase price holdback;™?
4. buy an option instead of buying the debt claim;
and

5. deal with sellers who are creditworthy.™®

Commonly used distressed debt sale docu-
mentation includes representations, warranties,

Copyright © 2018 by CCH Incorporated. All Rights Reserved.
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covenants, and indemnities; however, additional
or amended representations, warranties, covenants,
and indemnities may be appropriate depending on
the facts and circumstances.”™’

Private equity firms, hedge funds, and other
investors face potential acquisition risks via law-
suits based on claims of fraudulent conveyance,
lender liability, equitable subordination, and/or
recharacterization. In distressed company situations,
creditors frequently pursue litigation strategies to
increase their recoveries.”® One of the most com-
monly used litigation strategies that creditors use is
fraudulent conveyance.™ A fraudulent conveyance
occurs when a debtor company transfers value or
incurs an obligation that is actually or constructively
fraudulent by having the effect of transferring value
from the debtor company that otherwise would be
available for the company’s creditors.” In bank-
ruptcy, the US Bankruptcy Code or applicable state
law will apply; in contrast, outside of bankruptcy,
only state law will apply with respect to fraudulent
conveyance.'®’

A private equity firm or investor acquiring
debt or assets is subject to the risk that a court may
find that the purchase price was less than “reason-
ably equivalent value” and invalidate the sale on the
grounds of a fraudulent conveyance.' For instance,
in the case in re Bridgeport Holdings Inc., the
Delaware bankruptcy court referred to the distressed
company’s sale as a “fire sale” of a significant portion
of assets with the sale occurring only one day prior
to the bankruptey filing.®® The Trustee brought a
suit against the buyer on a claim of fraudulent con-
veyance, and the buyer ended up settling for $25
million, a substantial amount especially since the
initial purchase price was $28 million."* Prior to
the sale of assets, the buyer had valued the assets to
be worth $126 million; over four times the purchase
price.’® Further, in the Bridgeport case, the court
also held that the directors of the board, officers of
Bridgeport, and an outside advisor had breached

their fiduciary duties of loyalty and care in the asset
sale.’ The court held that the directors breached

their duty of care by failing to obtain a valuation of
the assets that were sold and by failing to sufficiently
market the assets.'’

There are many strategies to help mitigate the
risk of litigation from a sale or spin-off of distressed
assets.’® For instance, the transacting parties should
make efforts to ensure a record of a sale process that is
conducted in a reasonable manner and in good faith
at arm’s length terms.’® It may be helpful as part of
the sale process for the company and the acquirer
to obtain a capital adequacy, solvency, and/or valu-
ation opinion from an expert third party. Such an
opinion may be helpful in defending the sale against
claims of fraudulent conveyance.”® Further, a sol-
vency opinion may be useful in demonstrating that
a director approved a transaction in good faith ful-
filling the director’s fiduciary duties under Delaware
state law."!

Lender liability is damages that are recoverable
from a creditor where a court found the creditor to
have acted unreasonably with exercising its remedies
and may arise if a creditor’s bad faith or negligence
results in damage to a company."? For instance, a
situation where lender liability occurs may include
a creditor putting new management in place that
mismanages the company or colludes with the credi-
tor.” Creditors to a distressed company including
a private equity firm or other investor may try to
impose restrictions or coerce the company to take
certain actions.” Such coerced actions may result in
lender liability for the creditor, including liability for
fraud, breach of fiduciary duty, breach of contract,
or breach of implied covenant of good faith and fair
dealing."

The US Bankruptcy Code allows a bankruptcy
court to “equitably subordinate” all or part of a cred-
itor’s claim, resulting in a lower priority status for
recovery, in relation to the claims of other creditors
to remedy harm due to inequitable conduct.”® A
private equity firm, affiliate, or insider of the target
company which purchases debt of the target com-
pany can be subject to a creditor’s lawsuit claiming
that such debt should be “equitably subordinated”



if the company files for bankruptcy for reasons that
the purchasing party controlled the target company
and is culpable for the company’s insolvency or some
other misconduct.”” In addition to the risk of equi-
table subordination, a private equity firm, affiliate,
or insider of the target company, who purchases debt
of the target company can also be subject to the risk
that a bankruptcy court may recharacterize the pur-
chased debt as equity; resulting in a lower priority
status for recovery in bankruptcy.”®

The securities laws apply to trading debt claims
that are based on securities.”® Some debt claims are
not based on securities including, generally, trade
debt and bank debt.”® However, the definition
of “security” under federal law as provided in the
Securities Act of 1933 is perhaps sufficiently broad
to include bank debt because it includes “any note”
or “evidence of indebtedness.”’® Thus, investors and
claims traders should consider the risks of trading
any debt claims while holding material non-public
information about a company.’ Also, investors that
buy debt claims may be subject to lawsuits based on
private state law fraud claims.™3

Members of an official committee of unsecured
creditors owe fiduciary duties to each other and the
constituencies that they represent.’®* For instance, if
a private equity firm becomes a member of a com-
mittee of unsecured creditors and the private equity
firm obtains material non-public information and
based on such information buys or sells securities or
other financial instruments, it may violate its fidu-
ciary duties or securities laws."®

Generally, securities, which a reorganized com-
pany issues or sells pursuant to a Chapter 11 plan in
exchange for debt claims against or interest in the
company, are exempt from the registration require-
ments of the securities laws."®® However, an investor
that owns a substantial equity portion in the reor-
ganized company or has significant influence over
the company that results in the investor possibly
being considered an “affiliate” of the company may
not be permitted to make use of the exemption from
registration.'®’
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Big Boy Letter

For a purchase of debt or other securities where
the seller or buyer has nonpublic information the
parties should consider entering into a big boy let-
ter agreement to mitigate the chance of, and protect
against, alawsuit.”®® A bigboy letterisa letter agree-
ment where the counterparty acknowledges that
(1) it is a sophisticated actor in the market, (2)
the insider may hold material non-public infor-
mation, (3) the counterparty will not sue the
insider concerning the insider’s alleged use of
material non-public information in the sale trans-
action, and (4) the counterparty is relying solely
on its own research and analysis in entering in the
purchase transaction.’ However, there is a lack
of case law addressing whether a big boy letter
will be effective in protecting against liability.™°
Generally, law opposes any waiver of fraud claims
in advance.

A big boy letter can help protect insider pur-
chasers and sellers from liability to counterparties
for claims based on common law fraud.”" A claim
of common law fraud generally has the elements of:
(1) misrepresentation or concealment of a fact that
is material, (2) scienter, (3) for which the other party
justifiably relies on, and (4) results in injury."®? In a
big boy letter, the counterparty acknowledges that
it is a sophisticated party not relying on the insider
for information. This acknowledgement makes it
more difficult for a party to prove that reliance was
justifiable.’®® The elements of a private securities
fraud claim are generally the same as a common law
fraud claim including scienter and reliance. As with
a common law fraud claim, in a private securities
fraud claim, because the counterparty acknowledges
that it is not relying on the insider for information
the counterparty may have difficulty proving reli-
ance was justifiable.”*

If the buyer or seller is a fiduciary, this raises
additional concerns, such as the debt claim being
subject to equitable subordination and/or reduction
or disallowance.”® Usually, fiduciaries have access

Copyright © 2018 by CCH Incorporated. All Rights Reserved.
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to non-public information, and as such their debt
claims have an increased likelihood than unaffiliated
creditors to be examined, objected to or lead to liti-
gation.”® An investor that receives inside informa-
tion from an insider likely will cause the investor to
become “restricted” and potentially considered to be
an “insider,” which will result in the investor being
unable to trade or having trading restrictions. ' In
such case, a trade of a debt claim made with a big
boy letter agreement may mitigate the chance of,
and protect against, litigation.™®

Insiders have a much greater chance of being
the target of investigation for potential civil and
criminal liability. Thus, the investor should under-
take diligence on a seller who is an insider.”® The
investor’s acquisition may be subject to equitable
subordination and/or reduction or disallowance if
the seller’s debt claim would have been subject to
it.?°® Thus, a private equity firm or investor, who
intends to buy claims or interests of a distressed
company in a Chapter 11 reorganization may be in
a better position by not serving on a committee.?”'
Nevertheless, committees frequently play a crucial
role in shaping the reorganization of a Chapter 11
distressed company, and thus, an investor should
consider this as well.? In such case, by using a big
boy letter agreement, an investor that buys from a
fiduciary may mitigate the possibility of, and protect

against, litigation.?®®

Tax Attributes

When the distressed company’s debt is can-
celed, forgiven, or discharged, the tax code gen-
erally provides that the company is required to
include the amount of the canceled debt in its gross
income, commonly referred to as cancellation of
debt (COD) income subject to some exceptions.?**
There is an insolvency exception that provides
that the COD income will not count as taxable
income to the extent that the distressed company
is insolvent immediately before the cancellation of
debt.?® For instance, under the insolvency excep-
tion, a company with liabilities of $100 and assets

of $90 before $20 of the company’s debt is can-
celed by its lender via an out-of-court restructur-
ing will result in a recognized income of only $10
of taxable COD income despite $20 of debt that
was canceled.?% Likewise, the tax code exempts any
COD income occurring in a reorganization case
under Chapter 11.2%

Often, a company restructures its debt so that
new consideration provided by the company is
worth substantially less than the face amount of the
original debt.?®® As a result, the tax gain is equal to
the value differential and can be offset by certain tax
assets including net operating losses (NOLs) in both
in-court and out-of-court restructurings.?®®> NOLs
represent prior losses that may be used to offset
against taxable income in the future, and thus may
be used to decrease a company’s taxable income after
it comes out of bankruptcy.?'

While NOLs can be of great significance to
minimize taxes for the restructured company, the
company’s ability to make use of NOLs is subject
to rules concerning certain changes in equity own-
ership of the company under the Internal Revenue
Code.”" Bankruptcy courts have often ruled in favor
of restricting the transfer of debt and equity because
such transfer may put the company at risk of losing
its NOLs.?"™ A private equity firm or investor with a
view to acquire a controlling position should assess
the facts and circumstances of the purchase as it con-
cerns NOLs.?”

Conclusion

Private equity firms, hedge funds, and other
investors have several different deal structuring
options to choose from in carrying out a distressed
investing strategy. These options include whether to
purchase debt, assets, or equity in the target com-
pany and whether to undergo an out-of-court or in-
court acquisition strategy via loan-to-own strategies
or purchasing assets or stock.

Given the complexity and factors involved in
each distressed investing situation, careful analysis of
the surrounding facts and circumstances, including



the existing creditor agreements, relevant federal and
state statutory and case law, valuation and tax issues,
and other relevant legal and economic issues, as well
as the stakeholder dynamics, is crucial to arrive at a
well-conceived acquisition strategy.

Peter Michael Allen is Principal Attorney at
Allen Law Group PC., a boutique law firm,
practicing in corporate and securities transac-
tions, corporate bankruptcy and restructuring,
private equity, venture capital, and investment

management.
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