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BANKRUPTCY UPDATE 
BUT WHAT DID YOU PAY FOR IT? 
THE STORY OF THE AD HOC COMMITTEE, 
RULE 2019, AND THE NORTHWEST 
DISCOVERY DISPUTE THAT WENT AWRY 

Does Federal Rule of Bankruptcy Procedure 2019(a) (Rule 2019) require members 
of an ad hoc creditor group to disclose when they acquired their claims and how 
much they paid for them?  One bankruptcy court recently sent shockwaves through 
the distressed trading markets by answering “yes.”  In re Northwest Airlines Corp., 
Case No. 05-17930, Docket # 5032 (Bankr. S.D.N.Y. Feb. 26, 2007).   

The decision in the Northwest case (the 2019 Decision) arose out of a hostile 
discovery dispute between Northwest Airlines and an ad hoc group of equity holders 
who dubbed themselves the “Ad Hoc Committee of Equity Security Holders” (the 
Ad Hoc Committee).  The Ad Hoc Committee’s members, which included hedge 
funds that acquired their equity stake in Northwest during its Chapter 11 case, pooled 
their resources and hired a common attorney to represent the group.  Along with their 
equity stake, the Ad Hoc Committee members held significant unsecured claims in 
Northwest.  The Ad Hoc Committee likely put little thought into their moniker, but 
the inclusion of the word “committee” would come back to haunt them. 

Starting in late 2006, the Ad Hoc Committee began requesting discovery of financial 
information from Northwest.  Northwest opposed these requests as overly 
burdensome and sought a stay of discovery until after Northwest filed its disclosure 
statement on February 15, 2006.  The bankruptcy court granted the stay, but the Ad 
Hoc Committee continued to request discovery under different rationales.  Seeing 
this as an end-run around the bankruptcy court’s orders, Northwest filed an 
emergency motion to sanction the Ad Hoc Committee for discovery abuses. 

In its motion, and almost as an afterthought, Northwest argued that the Ad Hoc 
Committee’s Rule 2019 disclosure was insufficient and sought an order compelling 
the Ad Hoc Committee to comply with Rule 2019(a)’s requirement that 
“committees” disclose “with reference to the time of … the organization or 
formation of the committee … the amounts of claims or interests owned by … the 
members of the committee, … the times when acquired, the amounts paid therefore, 
and any sales or other disposition thereof.”  Fed.R.Bankr.P. 2019(a)(4) (Emphasis 
added).  The counsel for the Ad Hoc Committee’s Rule 2019 disclosure had only 
provided the names of the Ad Hoc Committee members and, on an aggregate basis, 
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the number of Northwest common stock shares and the value of the claims held by the members (not “the 
amounts paid therefore”). 

The Ad Hoc Committee opposed, but the bankruptcy court sided with Northwest and entered the 2019 Decision.  
The decision required the Ad Hoc Committee to file a Rule 2019 disclosure detailing when its members acquired 
their claims and the price paid for such claims.  The bankruptcy court based its decision on (a) its interpretation 
of the historical meaning of Rule 2019, (b) the plain meaning of Rule 2019, and (c) the fact that the Ad Hoc 
Committee, “[b]y appearing as a ‘committee’ of shareholders,” had “purported to speak for a group and 
implicitly ask the court and other parties to give their positions a degree of credibility appropriate to a unified 
group with large holdings.” 

The Ad Hoc Committee responded by filing an emergency motion to seal its Rule 2019 disclosure, which the Ad 
Hoc Committee proposed to make available solely to the bankruptcy court and the U.S. Trustee.  The Ad Hoc 
Committee members explained that, as hedge funds, the amount of their claims and the price they paid for them 
is confidential and proprietary information, the disclosure of which would damage the members’ ability to 
negotiate payment on or resale of their claims.  Northwest, the official creditors’ committee and Bloomberg 
News opposed the motion, arguing that sealing the disclosure would defeat the disclosure of information to the 
public as intended by Rule 2019. 

Once again, the bankruptcy court sided with Northwest, denying the motion to seal.  In re Northwest Airlines 
Corp., Case No. 05-17930, Docket # 5220 (Bankr. S.D.N.Y. Mar. 9, 2007).  In its ruling, the bankruptcy court 
noted that the imposition of the Rule 2019 requirements on the Ad Hoc Committee members “is not unfair 
because their negotiating decisions as a Committee should be based on the interest of the entire shareholders’ 
group, not their individual financial advantage.”  This statement suggests that the bankruptcy court’s ruling was 
motivated, at least in part, by a perception that the Ad Hoc Committee had fiduciary duties to the other 
Northwest equity holders. 

The day before the bankruptcy court entered its order denying the motion to seal, three of the Ad Hoc Committee 
members (the Three Funds) moved for reconsideration of the 2019 Decision.  Using separate counsel, the Three 
Funds suggested that the bankruptcy court had misinterpreted the term “committee” in Rule 2019.  Based on a 
detailed historical review of Rule 2019, the Three Funds argued that Rule 2019 only governs “committees” that 
purport to represent others in a fiduciary capacity.  Though the Ad Hoc Committee identified itself using the term 
“committee,” the Three Funds argued that the Ad Hoc Committee was more accurately described as a 
“consortium” because it represents only its members and owes no fiduciary duties to anyone.  The Three Funds 
concluded that the Ad Hoc Committee is not a “committee” for purposes of Rule 2019, and therefore no 
disclosure of the pricing information is required. 

At a hearing on reconsideration held March 15, 2007, the bankruptcy court upheld its previous 2019 Decision 
and denied the reconsideration motion.  Discretion being the better part of valor, the Ad Hoc Committee 
thereafter filed its Verified Amended Rule 2019(a) Statement, dated March 21, 2007, in compliance with the 
court’s order.  Notwithstanding that filing, the Ad Hoc Committee also filed appeals from the 2019 Decision and 
the court’s decision denying the application of the Ad Hoc Committee to file its Rule 2019 Statement under seal.  

Ad hoc groups of claim and equity holders have become common in large Chapter 11 cases, as like-minded 
parties have found it efficient to take an active role by pooling their resources.  Often, the parties who take such 



 
roles purchased either some or all of their claims or equity interests in the respective debtor either shortly before 
or during the debtor’s bankruptcy case. 

The 2019 Decision is likely to be used by other debtors as a tool against ad hoc groups in future cases.  Such ad 
hoc groups may think twice before donning the mantle of “committee,” although only time and further case law 
will determine whether a more circumspect choice of name will preserve the proprietary rights that members of 
ad hoc groups appear so keen to protect. 

At least one court already has entered an order at odds with the ruling in Northwest Airlines Corp. On April 17, 
2007, Bankruptcy Judge Richard S. Schmidt of the U.S. Bankruptcy Court in Corpus Christi, Texas, ruling from 
the bench, denied the Debtor’s motion to force an Ad Hoc Noteholders Committee to disclose what they paid for 
the Debtor’s securities in the chapter 11 case of Scotia Pacific Company LLC. In re Scotia Pacific Company 
LLC, Case No. 07-20032-c-11, jointly administered under In re Scotia Development LLC, Case No. 07-20027-C-
11. Judge Schmidt specifically noted that this group of hedge funds, although acting in concert, was not an 
official committee and so was not required to make the Rule 2019 disclosures.  

Stay tuned . . .. 

To view the In re Northwest Airlines Corp., Case No. 05-17930, Docket # 5032 opinion, please visit 
www.akingump.com/docs/publication/962.pdf. 

To view the In re Northwest Airlines Corp., Case No. 05-17930, Docket # 5220 opinion, please visit 
www.akingump.com/docs/publication/963.pdf. 

To view the Northwest transcript, please visit www.akingump.com/docs/publication/964.pdf. 

To view the In re Scotia Development LLC, Case No. 07-20027-C-1 opinion, please visit 
http://www.akingump.com/docs/publication/972.pdf. 

For further information, please contact: 

Fred S. Hodara 
212.872.8040 
fhodara@akingump.com 
Financial Restructuring Practice 
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The Delaware Chancery Court (Chancery Court ) recently bolstered the rights of minority common stockholders.  
In Esopus Creek Value LP v. Hauf,1 the Chancery Court was asked to decide whether a solvent Delaware 
corporation could accomplish a sale of substantially all of its assets without prior shareholder approval – 
requirements set forth both in section 271 of the Delaware Corporation Code and in the corporation’s own 
certificate of incorporation – by seeking approval of the sale in a bankruptcy case.  The answer was “No.” 

                                                           
1  2006 WL 3499526 (Del. Ch. Nov. 29, 2006). 

http://www.akingump.com/docs/publication/962.pdf
http://www.akingump.com/docs/publication/963.pdf
http://www.akingump.com/docs/publication/964.pdf
http://www.akingump.com/docs/publication/972.pdf
mailto:fhodara@akingump.com
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Metromedia International Group (Metromedia) was approached by an investor group interested in acquiring its 
principal asset – a majority ownership interest in the leading mobile telecommunications provider in the republic 
of Georgia.  The proposed offer far exceeded previous unsolicited offers, and Metromedia decided to negotiate 
with the investor group.  As negotiations progressed, Metromedia was advised that it would be impossible for the 
company to call a meeting of shareholders or solicit votes as required under section 271 of the Delaware 
Corporation Code because Metromedia was delinquent in its reporting obligations under the Securities Exchange 
Act of 1934.  Metromedia was advised that section 14(c) of the 1934 Act bars a reporting company from calling 
a stockholder meeting or soliciting proxies if a company is not current on all reporting obligations.  Thus, at least 
in the board of directors’ view, compliance with state law voting requirements was not a viable option. 

Undeterred by its perceived inability to comply with state law, Metromedia attempted to implement a four-step 
plan predicated upon a pre-negotiated Chapter 11 case.  The steps were as follows: (1) execute definitive sale 
documentation, (2) file a voluntary petition under Chapter 11, (3) seek approval of the sale transaction under 
section 363 of the Bankruptcy Code, and (4) distribute the proceeds from the sale transaction pursuant to a pre-
negotiated Chapter 11 plan.  Needing an impaired accepting class for cram-down purposes, Metromedia 
negotiated with and entered into voting lock-up agreements with the primary beneficiaries of the sale transaction 
– holders of roughly 80 percent of Metromedia’s 7.25 percent convertible preferred stock (the Preferred 
Stockholders).  Metromedia and the Preferred Stockholders negotiated the terms of a plan of reorganization and, 
according to the Chancery Court, the Preferred Stockholders were able to exert their bargaining power to 
guarantee a highly favorable treatment for the preferred shares. 

Lawsuits were brought in the Chancery Court by holders of roughly 8 percent of Metromedia’s common stock 
shortly after the company publicly announced its execution of the lock-up agreements with the Preferred 
Stockholders and its letter of intent with the investor group.  The common stockholders sought issuance of a 
preliminary injunction to prevent Metromedia from, among other things, executing definitive sale documentation 
absent an affirmative vote of the majority of the company’s common stockholders.   

Addressing an issue of first impression, the Chancery Court held that the board’s decision to structure the sale 
transaction in bankruptcy as opposed to outside of bankruptcy was, though legally permissible, fundamentally 
inequitable to common stockholders.  The Chancery Court held that the proposed bankruptcy process “works a 
profound inequity upon the company’s common stockholders” due to the sound financial condition of 
Metromedia and the increasing value of the asset to be sold.  The Chancery Court also questioned whether 
Metromedia’s bankruptcy case would be dismissed as not being filed in “good faith,” stating that it would seem 
to be an “abuse of the bankruptcy process for a robust and healthy company, encumbered by virtually no debt, to 
seek out the vast and extraordinary relief a bankruptcy court is capable of providing.”  While the Chancery Court 
recognized that the Supremacy Clause of the U.S. Constitution and federal preemption jurisprudence prevented it 
from issuing an order enjoining a bankruptcy filing, the Chancery Court held that it had the unquestionable 
power to prevent the board of directors from binding Metromedia to the sale transaction without first obtaining 
shareholder approval. 

Structuring the sale transaction as a section 363 asset sale was equally disconcerting to the Chancery Court 
because it inequitably reallocated control over the corporate enterprise from common stockholders to the 
Preferred Stockholders.  In structuring the sale transaction as it did, the Chancery Court explained that the board 
of directors expanded the rights of Preferred Stockholders beyond their contractual or statutory entitlements, and, 
as a result, relegated common stockholders to the sidelines of a process they were contractually and statutorily 
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entitled to control.  The Chancery Court dismissed the defendants’ argument that the right of the common 
stockholders to object to the sale transaction during the bankruptcy case was an effective substitute for a 
shareholder vote, reasoning that the bankruptcy process is designed to protect creditor interests, not equity 
interests.  When a debtor is insolvent, explained the Chancery Court, the failure to obtain shareholder approval of 
an asset sale is not inequitable because equity interest holders have no residual interest in the sales proceeds.   

Finally, the Chancery Court was bothered by the board of directors’ failure to seek relief from the SEC for an 
exemption from the rule that prohibited the company from calling a shareholder meeting in order to allow a 
shareholder vote in connection with the sale transaction.  Compounding the Chancery Court’s concern was 
Metromedia’s stated reason for the reporting delinquency:  small disagreements between the company and its 
auditor, the consequence of which did not greatly affect shareholder value.  The Chancery Court would not 
countenance the board’s disenfranchisement of common stockholders where the obstacle to conducting a section 
271 vote appeared capable of being easily rectified through an exemptive order from the SEC.  

Following oral argument on the preliminary injunction motion, Metromedia conceded its position and agreed 
that it would seek (i) shareholder approval of the sale transaction prior to executing definitive sale 
documentation and (ii) exemptive relief from the SEC to permit the company to solicit votes and to provide 
common stockholders with sufficient information to make an informed vote.  Shortly after the opinion was 
issued, however, the remaining investors terminated the letter of intent, thus ending the potential sale transaction. 

Esopus Creek is instructive to equity interest holders and creditors of Delaware corporations for several reasons.  
First, the opinion demonstrates the power and willingness of the Delaware Chancery Court to protect the 
statutory and contractual franchise of minority common stockholders with respect to material corporate 
transactions.  More than 80 percent of the Preferred Stockholders and at least 44 percent of the common 
stockholders supported the sale transaction and implementation strategy.  Second, the Chancery Court relied 
upon its equitable powers to prevent a transaction that it conceded was theoretically within the letter of the law.  
The Chancery Court was offended by the perceived advantage-taking of the Preferred Stockholders and the fact 
that the Preferred Stockholders had negotiated and stood to greatly benefit from a transaction they otherwise 
would have no influence over outside of bankruptcy.  Finally, Esopus Creek may lead boards of directors to 
expend greater efforts to correct legal non-compliance issues of a technical nature that could prevent the board, 
by reason of a technicality, from completing a substantive transaction. 

To view the Esopus Creek Value LP v. Hauf opinion, please visit www.akingump.com/docs/publication/961.pdf. 

For further information, please contact: 
Scott L. Alberino 
202.887.4027 
salberino@akingump.com 
Financial Restructuring Practice 

Peter J. Gurfein 
310.552.6696 
pgurfein@akingump.com 
Financial Restructuring Practice 

http://www.akingump.com/docs/publication/961.pdf
mailto:salberino@akingump.com
mailto:pgurfein@akingump.com
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A recent Supreme Court opinion, Travelers Casualty & Surety Co. of America v. Pacific Gas & Electric Co., 127 
S.Ct. 1199 (2007), will allow creditors’ claims for attorneys’ fees incurred post-petition, even if the fees were 
incurred litigating issues “peculiar to federal bankruptcy law.”  In overturning the long-standing 9th Circuit rule, 
announced in In re Fobian, 951 F.2d 1149 (9th Cir. 1991), which had disallowed such claims, the Supreme Court 
reaffirmed the principle that a bankruptcy claim must be determined initially by reference to applicable state law, 
and then generally shall be allowed unless an express provision of the Bankruptcy Code requires its 
disallowance. 

Travelers concerned several claims filed by an unsecured creditor seeking to recover attorneys’ fees incurred in 
connection with a Chapter 11 debtor’s bankruptcy case.  The claims were based on the creditor’s contractual 
rights pursuant to specific indemnity agreements executed by the debtor prepetition.  Relying on the Fobian rule, 
the bankruptcy court disallowed the claims merely because they sought fees incurred post-petition litigating 
bankruptcy-related issues.  The district court and 9th Circuit Court of Appeals affirmed. 

In a unanimous opinion, the Supreme Court rejected the 9th Circuit’s decision, finding that “[t]he Fobian rule 
finds no support in the Bankruptcy Code, either in § 502 or elsewhere.”  The Court noted that, in rejecting the 
claims for contractual attorneys’ fees, the court of appeals did not find that the claims were unenforceable under 
either Section 502(b)(1), or any other provision of the Bankruptcy Code, but instead rejected the claims based 
solely on a rule of the court’s own creation.  Finding that this “absence of textural support is fatal for the Fobian 
rule,” the Court reaffirmed that the courts should “generally presume that claims enforceable under state law will 
be allowed in bankruptcy unless they are expressly disallowed” by the Bankruptcy Code. 

The Supreme Court expressly refused to decide whether, following the demise of the Fobian rule, other 
principles of bankruptcy law might provide an independent basis for disallowing a contractual claim for 
attorneys’ fees incurred post-petition.  In particular, the Court refused to address the argument that Section 
506(b) requires disallowance of all unsecured claims for post-petition attorneys’ fees by “explicit negation.” 

Following this decision, unsecured creditors with contractual rights to attorneys’ fees should include such fees as 
part of their claims against a debtor’s estate. 

To view the Travelers Casualty & Surety Co. of America opinion, please visit 
www.akingump.com/docs/publication/965.pdf.  

For further information, please contact: 

David P. Simonds 
310.552.6692 
dsimonds@akingump.com 
Financial Restructuring Practice 

http://www.akingump.com/docs/publication/965.pdf
mailto:dsimonds@akingump.com
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The substantive consolidation of the assets and liabilities of affiliated entities has long been a tool in bankruptcy 
lawyers’ toolkits, and is used by debtors and creditors alike.  In 2005 the 3rd Circuit struck a considerable blow 
to substantive consolidation by issuing its critical decision, In re Owens Corning, 419 F.3d 195 (3d Cir. 2005).  
In Owens Corning, the 3rd Circuit denounced case law that permitted substantive consolidation without adequate 
proof for the need for this extraordinary remedy, and articulated a stringent standard to be satisfied before 
substantive consolidation may be granted.  In its holding, the 3rd Circuit also stated that substantive 
consolidation may be used defensively to remedy harm resulting from entangled corporate affairs, but may not 
be used offensively to disadvantage a group of creditors or alter creditor rights.  After Owens Corning, some 
bankruptcy practitioners considered substantive consolidation to be all but dead in the 3rd Circuit. 

If it was dead, a recent decision from the U.S. District Court for the District of New Jersey, In re Lisanti Foods, 
Inc.,2 appears to have resurrected substantive consolidation in the 3rd Circuit.  In May 2005 the bankruptcy court 
in the Lisanti Foods Chapter 11 case confirmed a plan of reorganization that substantively consolidated three 
debtor entities, each a wholesale distributor of Italian specialty foods and related products.  Absent precedent 
from the 3rd Circuit, the bankruptcy court had relied upon precedent from the D.C. Circuit3 and from the 2nd 
Circuit4 in approving substantive consolidation of the debtors’ estates.  Several interested parties appealed the 
bankruptcy court’s decision in Lisanti Foods, claiming that one of the debtors had a lower debt-to-asset ratio 
than the other companies, and therefore the creditors of the former would obtain a diluted recovery by being 
forced to share, pro rata, in proceeds from the consolidated estate. 

On August 9, 2005, the district court upheld the bankruptcy court’s order,5 and the appellants filed a notice of 
appeal to the 3rd Circuit.  Thereafter, the parties learned of the 3rd Circuit’s ruling in Owens Corning, and 
contacted the district court.  In Owens Corning the 3rd Circuit had made clear that it preferred the more stringent 
test enunciated in Augie/Restivo over the more flexible test set forth in Auto-Train.   After a conference with the 
parties, the district court invited appellants to seek relief from its August 9 order in light of the Owens Corning 
decision. 

After hearing argument from the parties, and considering its opinion in light of the Owens Corning decision, the 
district court once again upheld the bankruptcy court’s order.  This time around, the district court considered the 
facts of the case under both the standard used by the Lisanti Foods bankruptcy court and the heightened standard 
set forth in Owens Corning and held that substantive consolidation was appropriate under both standards.  In 
support of its holding, the district court found that there was "ample evidence" to uphold the bankruptcy court’s 
order substantively consolidating the estates, including evidence that the debtors had the same directors and 
officers, conducted virtually identical business operations under similar names, performed all of their accounting 
functions from a centralized location, engaged in intercompany dealings without adhering to corporate 
formalities, and were regarded by creditors as a single entity when extending credit terms.  The district court also 

                                                           
2 Lisanti v. Lubetkin (In re Lisanti Foods, Inc.), 2006 U.S. Dist. LEXIS 76844 (D.N.J. Oct. 11, 2006). 
3 In re Auto-Train Corp., 810 F.2d 270, 276 (D.C. Cir. 1987). 
4 In re Augie/Restivo Baking Co., Ltd., 860 F.2d 515, 518-19 (2d Cir. 1991). 
5 Lisanti v. Lubetkin (In re Lisanti Foods, Inc.), 329 B.R. 491 (D.N.J. 2005); rehearing denied by Lisanti v. Lubetkin (In re 

Lisanti Foods, Inc.), 2006 U.S. Dist. LEXIS 76844 (D.N.J., Oct. 11, 2006). 



 
noted the bankruptcy court’s finding that consolidation would benefit creditors by eliminating the need to 
determine professional fees on a case-by-case basis and the difficulties of administering the estates separately. 

The Lisanti Foods decision suggests that substantive consolidation is not quite dead in the 3rd Circuit, 
notwithstanding its clearly disfavored position in the eyes of the appellate court. 

To view the In re Lisanti Foods, Inc. opinion, please visit www.akingump.com/docs/publication/967.pdf. 

For further information, please contact: 
Charles R. Gibbs 
214.969.4710 
cgibbs@akingump.com 
Financial Restructuring Practice 
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We previously reported on the impact of new Code Bankruptcy section 503(c) upon “Key Employee Retention 
Programs” (KERPs).  The purported purpose of a KERP is to retain crucial employees who are necessary to the 
effective operation of the company and its successful reorganization.  Section 503(c) was enacted in 2005 in an 
attempt to address the “glaring abuses of the bankruptcy system by the executives of giant corporations … [who] 
… lined their own pockets, but left thousands of employees and retirees out in the cold.”  See In re Dana Corp., 
2006 WL 3479406 at *5 (Bankr. S.D.N.Y.) (quoting Sen. Edward Kennedy on the Bankruptcy Bill (Mar. 1, 
2005)).  Its purpose was to limit the scope of KERPs and other programs providing incentives to management of 
the debtor as a means of inducing management to remain employed by the debtor.  Section 503(c) covers three 
general areas: (i) section 503(c)(1) prohibits transfers made to an insider of the debtor for the purposes of 
retention, (ii) section 503(c)(2) prohibits severance payments to an insider of the debtor, and (iii) section 
503(c)(3) prohibits transfers or obligations that are outside the ordinary course of business and not justified by 
the facts and circumstances of the case.6  The introduction of section 503 has caused much hand-wringing, as 
entities in Chapter 11 who are looking to retain employees find themselves on unsure ground as to what is 
required under section 503(c) for an incentive plan to be approved.  However, a set of cases in which Dana 
Corporation first failed, and then succeeded, in instituting an incentive plan for its executives may shed some 
light on this issue. 

In In re Dana Corp. et al., 351 B.R. 96 (Bankr. S.D.N.Y. 2006) (Dana I), several parties raised objections to the 
executive incentive compensation plan proposed by Dana Corporation.  In rejecting the plan, the Court noted the 
following:  

• The plan provided for a completion bonus that was to be paid automatically to executives upon 
emergence from Chapter 11.  The court found this to be a poorly disguised retention bonus that merely 
triggered payment when the case was completed, noting that the plan “walks [like], talks [like] and is a 
retention bonus” in violation of section 503(c)(1).  Id. at 102 

                                                           
6 These provisions contain various exceptions not relevant to an article of this scope. 

http://www.akingump.com/docs/publication/967.pdf
mailto:cgibbs@akingump.com
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• The plan also provided for an enterprise value bonus that was supposedly tied to performance.  
However, the court noted that the bonus actually set targets at lower economic levels than the company 
was already meeting and was thus also retentive, and not incentivizing, in nature.   

However, the court opined that incentivizing plans with some components that arguably have a retentive effect 
do not necessarily violate section 503(c).  Id. 

Dana tried its hand again at crafting a KERP, and this time got it right, in In re Dana Corp, 2006 WL 3479406 
(Bankr. S.D.N.Y.) (Dana II).  In  Dana II, Dana filed a motion to reconsider its proposed incentive plan, this time 
submitting a vastly different plan.  In approving the vast majority of this plan over various objections, the court 
noted that the completion and emergence incentive bonuses, which were virtually automatic in the Dana I plan, 
were now replaced by a long-term incentive plan (LTIP) that based its bonuses on difficult EBITDA minimum 
benchmarks and truly incentivized its executives to perform at a superior level.  As noted by the court: 

[T]he benchmarks for the LTIP are difficult targets to reach and are clearly not “lay-ups”…achievement of 
the EBITDA benchmarks is uncertain, at best…In sum the LTIP is not a KERP, but is a program designed to 
incentivize [the executives], and may be assumed by the Debtors if it is a fair and reasonable exercise of 
business judgment.  

Id. at *11. 

Dana I made it clear that a debtor could not submit a compensation plan that simply presented a thinly veiled 
retention plan or maintained incentive targets which were so readily achievable that they presented no challenge 
for recovery of the requested bonus; for a program to be approved, the performance targets must be both 
legitimate and specific.  Dana I’s benchmarks were a virtual formality, with goals set so low that it was a virtual 
impossibility not to attain them.  In contrast, the court viewed the plan in Dana II as a truly incentivizing plan for 
its executives which required the attainment of difficult performance benchmarks that ensured return of value to 
the enterprise and as an appropriate exercise of Dana’s business judgment under section 363 of the Code. 

In the end, Section 503(c) should be read not as a roadblock to KERPs so much as a road map for formulating 
benefit or retention plans that meet the Code requirements and encourage policies which promote the 
reorganization process. 

To view the In re Dana Corp. et al. opinion, please visit www.akingump.com/docs/publication/960.pdf. 

For further information, please contact: 

Lisa G. Beckerman 
212.872.8012 
lbeckerman@akingump.com 
Financial Restructuring Practice 

http://www.akingump.com/docs/publication/960.pdf
mailto:lbeckerman@akingump.com
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A secured creditor’s right to share its property with some junior creditors was recently reaffirmed in the 
Delaware bankruptcy case of World Health Alternatives, Inc.7  In World Health, Judge Walsh spurned the U.S. 
Trustee’s (Trustee) attempt to extend the Armstrong World Industries holding to any settlement that calls for 
junior classes to be paid before higher priority classes are paid in full. 

Armstrong World Industries, Inc.8 involved a cram-down confirmation fight.  In Armstrong, the 3rd Circuit Court 
of Appeals held that the absolute priority rule9 prevented confirmation of a plan that provided for the class of 
equity holders to receive warrants while the senior dissenting class of unsecured creditors was not paid in full.  
The 3rd Circuit found that the Armstrong plan violated the absolute priority rule even though it used a clever 
device to make it appear that the warrants would not be issued directly to the equity holders.  The plan provided 
that the warrants would first be issued to a class of personal injury claimants, which class would then 
automatically waive receipt of the warrants.  The rejected warrants would then be issued to the equity holders.  
The 3rd Circuit found that the Armstrong plan resulted in equity holders getting paid ahead of dissenting 
impaired creditors and therefore violated the absolute priority rule.  However, the 3rd Circuit took care to 
distinguish the Armstrong plan from other arrangements whereby senior creditors agree to give up part of their 
collateral for the benefit of a junior class. The 3rd Circuit noted that the cases holding that such arrangements 
were acceptable involved (1) cases under Chapter 7, which therefore did not trigger 11 U.S.C. § 1129(b)(2)(B), 
(2) cases where the senior creditor had a perfected security interest, meaning that the property was not subject to 
distribution under the Bankruptcy Code’s priority scheme, and (3) cases where the distribution was a “carve 
out,” a situation where a party whose claim is secured by assets in the bankruptcy estate allows a portion of its 
lien proceeds to be paid to others.  The 3rd Circuit stated that such arrangements are acceptable, but “do not 
stand for the unconditional proposition that creditors are generally free to do whatever they wish with the 
bankruptcy proceeds they receive.  Creditors must also be guided by the statutory prohibitions of the absolute 
priority rule ….” 

Perhaps in reliance on the above-quoted language from the Armstrong opinion, the Trustee recently sought to 
extend the Armstrong holding to deny a consensual global settlement in the World Health Alternatives case.  The 
proposed World Health settlement, among other things, addressed the concerns of the Official Committee of 
Unsecured Creditors (the Committee) regarding the proposed auction and sale of substantially all of the debtors’ 
assets by providing the Committee with a definite recovery.  The Trustee was offended by the proposed 
settlement because it provided that the secured creditor would carve out $1,624,000 from its collateral and pay 
that amount to the unsecured creditors10 while priority tax claims went unpaid.  However, none of the priority 
creditors, nor any other party in interest, objected to the settlement.  The only objection was filed by the Trustee.  
The World Health court disagreed with the Trustee’s objections. 

The World Health court noted that, under Rule 9019(a), a bankruptcy court has the authority to approve a 
compromise or settlement and that settlements are generally favored in bankruptcy.  In addition, the court noted 

                                                           
7 In re World Health Alternatives, Inc., No. 06-10166 (Bankr. Del. July 7, 2006). 
8 In re Armstrong World Industries, Inc., 432 F.3d 407 (3d Circuit 2005). 
9 The absolute priority rule is codified in 11 U.S.C. § 1129(b)(2)(B). 
10 The $1,624,000 was to be used for distribution to the holders of allowed general unsecured claims or for use in 

investigating and prosecuting estate causes of action against parties other than the secured creditor. 



 

This document is distributed for informational use only; it does not constitute legal advice and should not be used as such. 
© 2007 Akin Gump Strauss Hauer & Feld LLP 
 11 

that both the Trustee and the debtors had filed motions to convert the cases to Chapter 7.  Accordingly, the World 
Health court found that Code section 1129(b)(2)(B) was not implicated because the settlement did not arise in 
the context of a plan of reorganization and it did not appear that a plan of reorganization would ever be filed.  
The World Health court declined to extend the statutory requirements for cram-down plan confirmation to a 
consensual settlement in a case that would shortly be converted to Chapter 7. 

But the World Health court went further, pointing out that under existing precedent, even if the settlement had 
been proposed as a part of a Chapter 11 plan of reorganization, it would not offend the absolute priority rule.  
The court noted that Armstrong expressly distinguished cases that were factually similar to the World Health 
Alternatives case, indicating that, contrary to the Trustee’s assertion, Armstrong did not support denial of the 
settlement.  These other cases – specifically, SPM Manufacturing,11 MCorp,12 and Genesis Health Ventures,13 
involved transfers of property subject to a secured creditor’s perfected security interest, which the 3rd Circuit 
had recognized as property “not subject to distribution under the Bankruptcy Code’s priority scheme.”14  The 
World Health court stated that in the World Health case, like in SPM Mfg., the secured lender has “a substantive 
right to dispose of its property, including the right to share the proceeds subject to its lien with other classes.”  In 
addition, the World Health court noted that an ordinary carve-out would not violate the absolute priority rule 
because “the property belongs to the secured creditor – not the estate.”15 

The World Health opinion may leave open the door for secured creditors to maneuver creatively within the 
context of a liquidation and support plans that, at least on their face, permit distributions to “skip” classes. 

To view the World Health Alternatives, Inc. et al. opinion, please visit 
www.akingump.com/docs/publication/966.pdf. 

For further information, please contact: 

Peter J. Gurfein 
310.552.6696 
pgurfein@akingump.com 
Financial Restructuring Practice 

                                                           
11 Official Committee of Unsecured Creditors v. Stern (In re SPM Mfg. Corp.), 984 F.2d 1305 (1st Cir. 1993). 
12 In re MCorp Fin., Inc., 160 B.R. 941 (S.D. Tex. 1993). 
13 In re Genesis Health Ventures, Inc., 266 B.R. 591 (Bankr. D. Del. 2001). 
14 World Health Alternatives at 16 (citing Armstrong, 432 F.3d at 514). 
15 Id. at 17. 

http://www.akingump.com/docs/publication/966.pdf
mailto:pgurfein@akingump.com


 

This document is distributed for informational use only; it does not constitute legal advice and should not be used as such. 
© 2007 Akin Gump Strauss Hauer & Feld LLP 
 12 

 

 

CONTACT INFORMATION 
If you have questions about these topics, please contact any of the lawyers listed below: 

Editor in Chief 

Peter J. Gurfein .................... 310.552.6696......................pgurfein@akingump.com .................... Los Angeles 

Managing Editor  

Scott L. Alberino.................. 202.887.4027......................salberino@akingump.com ...........Washington, D.C. 

Contributing Editors 

J. Meritt Crosby Jr................ 214.969.4255......................mcrosby@akingump.com ..............................Dallas 
Patrick J. Ivie ....................... 310.728.3326......................pivie@akingump.com.......................... Los Angeles 
Ryan C. Jacobs..................... 212.872.7434...................... rjacobs@akingump.com ..........................New York 
David W. Nelson.................. 310.728.3020......................dnelson@akingump.com ..................... Los Angeles 
Joanna F. Newdeck .............. 202.887.4549...................... jnewdeck@akingump.com...........Washington, D.C. 
Sara J. L. Wahl..................... 214.969.2845......................swahl@akingump.com...................................Dallas 
James A. Wright III.............. 212.872.8182...................... jawright@akingump.com.........................New York 

Austin Beijing Dallas Dubai Houston London Los Angeles Moscow 

New York Philadelphia San Antonio San Francisco Silicon Valley Taipei Washington, D.C. 


	Ad Hoc Committee
	Solvent Corporations
	Travelers Casualty & Surety
	Substantive Consolidation
	KERPs
	Secured Creditor's Right
	Contact Information


<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


