Update On Employee Compensation
Plans Post-BAPCPA

Jordi Guso
Berger Singerman, Miami, FL

Paul A. Avron
Berger Singerman, Boca Raton, FL

2462148-4



A) Introduction

For a troubled company, maintaining employee morale is often an
important element to the success of a restructuring. One of the significant
amendments to the Bankruptcy Code (“Code”) from the enactment of the
Bankruptcy Abuse and Prevention and Consumer Protection Act of 2005
(“BAPCPA") relates to the restrictions on retention and severance plans for
key employees of a debtor (“KERPs”). The restrictions contained in the
statute are seen by some as a reaction to the overly generous retention
and severance plans approved in some prior cases. “Although there is
very little in the way of legislative history, it is widely acknowledged that the
[addition of Bankruptcy Code section 503(c)] was a response to perceived
abuses in the bankruptcy system by the executives of giant
companies...who lined their own pockets, but left thousands of employees
and retirees out in the cold.” Others conclude that Code section 503(c)
“was not intended to foreclose a Chapter 11 debtor from reasonably
compensating employees, including insiders, for their contribution to the
debtor’s reorganization.” These materials discuss the restrictions imposed
by BAPCPA and summarize recent decisions construing the statute.

B) Typical Features of Pre-BAPCPA KERPs"

Prior to BAPCPA, a typical KERP" may have included some or all of
the following payment structures:

1. Retention payments to eligible employees who remain employed
by the debtor through a particular date or through a certain event (e.g., the
filing or confirmation of reorganization plan or completion of an asset sale).
Occasionally, KERPs would provide for payments on an interim basis,
setting a schedule of milestones for the reorganizing debtor to reach and
providing compensation to the key employees who assist in reaching those
milestones.

2. Success bonuses payable to eligible employees upon the
occurrence of one or more specified events (such as achievement of a
targeted dividend to creditors, confirmation of a plan, sale of assets or
emergence from bankruptcy). Success bonuses may also be paid to
employees if the debtor is able to achieve pre-determined financial targets.
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3. Severance payments to eligible employees whose employment is
involuntarily terminated without cause; and

4. “Golden parachutes” payable to eligible employees in the event
of employment termination or a specified loss in status after a defined
change in control of the company.

A debtor’'s request for approval of a KERP would be premised on
Code section 363(b), and the debtor’s right to use property of the estate to
fund a retention plan. Often a KERP was the result of negotiation between
the key constituents to the reorganization: the debtor, its secured lender(s)
and any official committee(s). The KERP would often, but not always, be
presented as a negotiated resolution.  Therefore, the courts evaluated
whether the KERP represented a prudent exercise of the debtor’s business
judgment.

C) Enter The BAPCPA Amendments: section 503(c) and
section 548(a)(1)(B)(ii)(1V)

Through BAPCPA and the enactment of section 503(c), Congress
placed material limitations on a debtor's ability to implement a KERP.
Specifically, section 503(c) provides, in pertinent part, as follows:

(c) Notwithstanding subsection (b), there shall neither be allowed, nor
paid--

(1) a transfer made to, or an obligation incurred for the benefit of, an
insider of the debtor for the purpose of inducing such person to
remain with the debtor's business, absent a finding by the court
based on evidence in the record that--

(A) the transfer or obligation is essential to retention of the person
because the individual has a bona fide job offer from another
business at the same or greater rate of compensation;

(B) the services provided by the person are essential to the survival
of the business; and

(C) either--
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(i) the amount of the transfer made to, or obligation incurred for the
benefit of, the person is not greater than an amount equal to 10 times
the amount of the mean transfer or obligation of a similar kind given
to non-management employees for any purpose during the calendar
year in which the transfer is made or the obligation is incurred; or

(i1) if no such similar transfers were made to, or obligations were
incurred for the benefit of, such non-management employees during
such calendar year, the amount of the transfer or obligation is not
greater than an amount equal to 25 percent of the amount of any
similar transfer or obligation made to or incurred for the benefit of
such insider for any purpose during the calendar year before the year
in which such transfer is made or obligation is incurred;

(2) a severance payment to an insider of the debtor, unless--

(A) the payment is part of a program that is generally applicable to all
full-time employees; and

(B) the amount of the payment is not greater than 10 times the
amount of the mean severance pay given to nonmanagement
employees during the calendar year in which the payment is made; or

(3) other transfers or obligations that are outside the ordinary course
of business and not justified by the facts and circumstances of the
case, including transfers made to, or obligations incurred for the
benefit of, officers, managers, or consultants hired after the date of
the filing of the petition.

The plain language of the statute imposes a high burden on a debtor
seeking court approval of a KERP. The debtor must demonstrate that (a)
the “transfer or obligation” proposed by the KERP is “essential” to retaining
an insider employee who has already received another bona fide offer of
employment, (b) the services provided by the intended beneficiary are
“‘essential” to the reorganization, and (c) the amount of the transfer or
obligation does not exceed the cap set forth therein. The burden is on the
debtor to demonstrate, inter alia, that the services of the beneficiary are not
just in the “best interest of the estate”, or “will preserve going concern
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value” or “will enhance recoveries to creditors.” Of note, the statute does
not define “essential,” nor does it set forth criteria a court may consider in
determining whether services are “essential.”

Arguably to protect against the assumption of hefty employment
agreements with big signing bonuses executed on the eve of bankruptcy as
an “end around” the KERP restrictions contained in section 503(c),
BAPCPA also attempts to foreclose such planning tools through the
enactment of Code section 548(a)(1)(B)(ii))(IV). This statute authorizes a
trustee — who can establish the other elements of a constructive fraudulent
transfer under Code section 548(a)(1)(B) - to avoid a transfer or obligation
incurred for the benefit of an insider under an employment agreement and
not in the ordinary course of business. This provision is intended to
backstop Code section 503 and dissuade management of a troubled
company from entering into employment agreements with large signing
bonuses on the eve of a filing as a way of avoiding the higher scrutiny of
Code section 503.

D) Caselaw

(i) Who s an “insider” for purposes of section 503(c)?

The statute is intended to dissuade management from offering
insiders compensation arrangements that are outside a debtor’'s ordinary
course of business. So, who is an insider for purposes of Code section
503(c)? Inre CEP Holdings, LLC," is one of the early decisions interpreting
the statute. There, the court was asked to consider approval of a
performance based bonus plan. The bankruptcy court, which had
previously concluded that including certain insiders in a bonus plan did not
meet the standard set forth in Code section 503(c)(3), revisited the issue of
whether certain employees should be considered “insiders” as that term is
used in Code section 101(31)(B) and, hence, Code section 503(c). The
beneficiaries were: Senior Vice President of Operations; Chief Financial
Officer; Vice President of Purchasing; and Senior Vice President of Quality
and Lean. The court first explained that a person’s title is not necessarily
determinative."

The court relied upon NMI Systems v. Pillard (In re NMI Systems,
Inc.),” a pre-section 503(c) decision, for the proposition that the test for
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whether an employee is an “officer” and hence an “insider” is “whether [the
employee]... occupied a high position within the corporation making him
active in setting overall corporate policy or performing other important
executive duties of such a character that it is likely that he would be
accorded less than arms-length treatment in the payment of his antecedent
claim against the debtor....”" The court explained its belief that

in the context of Section 503(c)(3), insider status under the
“‘control” provision of Section 101(31)(B)(ii) should be
determined, at least in part, by reference to the payment
recipient's control of the specific transaction under
consideration and the impact of that transaction upon the
debtor's creditors. Phrased in terms of Section 503(c)(3), the
proposed payment recipient's control over the specific
transaction and its impact upon other creditors constitute “facts
and circumstances” that must be considered before determining
that the transaction is justified. With respect to payment
programs such as the Plan, the Court believes it is important to
know whether the potential plan recipient had significant input
into the negotiation of the plan (including the amount of
additional compensation that the employee would receive under
the plan).”

Similarly, in In_re Three A’s Holdings LLC,* the bankruptcy court
concluded that individuals with the title of Vice President were not “officers”
as contemplated by the definition of insider in Code section 101(31),
“because under the company’s by-laws, officers of the corporation were
appointed by the board of directors, and since those individuals did not
occupy such positions as defined by the bylaws, they were not officers of
the corporation under the statute.”

Other decisions have considered the issue of who is an insider for
purposes of section 503(c). In In re Refco, Inc., the court concluded that
based on the fact that the debtors were in a liquidation mode the
participants in the proposed plan lacked the quality or quantum of decision-
making power to render them insiders for purposes of Code section
503(c).”™ In In re L.G. Philips Displays USA Inc.,”" the court concluded that
even though an individual might have “important responsibilities in the
operation of a business [that] does not necessarily confer insider status” on
him or her.

In a recent decision, the court in Foothills Texas, after taking issue
with the reasoning of other courts in considering the extent of a person’s
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management authority in determining whether such person is an insider as
inconsistent with the plain meaning of Code section 503(c) held that “a
person holding the title of an officer...is presumptively what he or she
appears to be-an officer and, thus, an insider. To overcome that
presumption requires the submission of evidence sufficient to establish that
the officer does not, in fact, participate in the management of the debtor.”"

On the facts before it, the Foothills Texas court concluded that two
individuals with the title of vice-president, based on their management
responsibilities for critical components of the debtors’ business, were
insiders notwithstanding the debtors’ argument to the contrary.®™ In other
words, the court found that the debtors had not overcome the presumption
that the vice-presidents were officers and, therefore, insiders.”" The court
denied the relief requested - a request for authorization for the debtors to (i)
assume the modified employment agreements with the vice presidents
under section 365(a) and, if assumed, (i) make the contemplated
payments pursuant to section 363(b).”" The court explained that both
requests for relief were not a reasonable exercise of the debtors’ business
judgment because the sole basis for the requests was to make payments
prohibited by section 503(c)(1).

(i) s the proposed plan primarily incentive in nature?

As one commentator has noted, the issue of the true nature of a
proposed payment is problematic because “any payment to an employee,
including in regular wages, has at least a partial purpose of retaining the
employee™ and, therefore, is within the scope of Code section 503(c).
Hence, according to the court in Nellson Nutraceutical, a “materiality”
standard must be applied otherwise “all payments to insiders would be
subject to section 503(c)(1), which would be an absurd result.”™"
Accordingly, the court explained that it read Code section 503(c)(1) to
mean “a transfer made to...an insider of the debtor for the [primary]
purpose of inducing such person to remain with the debtor’s business.”*"

The court explained that its rationale was consistent with the holdings
in Dana Corp., supra, and In re Global Home Products, LLC,”" where the
former court held that “merely because a plan has some retentive effect
does not mean that the plan, overall, is retentive rather than incentivizing in
nature,”* and where the latter court explained that “the entire analysis
changes if a bonus plan is not primarily motivated to retain personnel.”*"
In short, even if a proposed plan has some retentive effect, if the primary or
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principal purpose of the plan is to incentivize employees, then the
limitations set forth in Code section 503(c)(1) or (c)(2), which present “high
hurdles,” " are inapplicable.

(i) Non-competition agreements meet the standard set forth in
section 503(c)

In one recent case, the matter before the court in In re Pilgrim’s Pride
Corp.,”™" was a motion brought pursuant to Code sections 363(b) and/or
503(c)(3) to retain as consultants two former insiders for three and four
months, respectively, and to compensate them at their pre-resignation
salaries.”™ The U.S. Trustee objected arguing that the proposed
agreements were violative of Code sections 503(c)(1) and (c)(2) and were
otherwise not sanctioned by Code sections 503(c)(3).” Interestingly, the
proposed consulting arrangements were not intended to facilitate services
being rendered to the debtor but, instead, to prevent the proposed former
insiders from soliciting the debtor’s customers so that the debtor's CRO
could establish relationships with those customers.

After the proposed consulting agreements were recharacterized as a
proposed purchase of time-limited non-competition agreements, the court
first concluded that the proposed agreements were not for retentive
purposes rendering section 503(c)(1) inapplicable.”™" Next, the court
concluded that the proposed payments were not for severance,
distinguishing a prior decision,”™" thus rendering 503(c)(1) inapplicable.™"
Next, the court found that the proposed recipients were insiders even
though they were no longer employed (since they were insiders as of the
petition date) and, therefore, section 503(c)(3) applied.”"

The court then rejected cases applying the business judgment rule to
Code section 503(c)(3) finding that court inquiry must be conducted
independent of a decision based upon the debtor’s business judgment.”"
Ultimately, the court concluded that the proposed agreements were justified
by the facts and circumstances of the case and in the best interests of the
debtors’ creditors and their estates as the debtors would be subject to
competition they otherwise had no right to prevent, which competition could
possibly cost them hundreds of millions of dollars.”" The court noted prior
decisions authorizing debtors to pay former insiders not to compete with
them.XXXV"i
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(iv) Section 503(c)(3) issues

A threshold issue under Code section 503(c)(3) is whether a
particular plan is outside the ordinary course of business. If not, then this
statute by its terms does not apply. As stated in Nellson Nutraceutical, after
finding that a proposed modification of a preexisting plan was in the
ordinary course of the debtor’s business, “under the plain meaning of the
statute, section 503(c)(3) is simply inapplicable....” ™™ In rejecting a
broader construction of the statute urged by the U.S. Trustee, the court
explained that its reading of the statute was “wholly consistent with section
363 of the Bankruptcy Code, which is the source of the distinction between
transfers within and outside the ordinary course of business...."™

As noted above in the discussion of Pilgrim’s Pride, supra, there is a
divergence of view as to the applicable standard to be applied in making a
determination as to whether the requirements of section 503(c)(3) have
been met. One court taking a contrary view is Dana Corp., supra, which set
forth what it described as a structure courts consider in determining if the
business judgment test applicable to section 503(c)(3) is met:

- The existence of a reasonable relationship between the proposed
plan and the results sought, i.e., will the key employee stick
around to facilitate a reorganization or sale or, in the situation
concerning a performance incentive, is the proposed plan
calculated to obtain the desired performance?

- Is the cost of the proposed plan reasonable in light of the debtor’s
assets, liabilities and earning potential?

- Is the scope of the proposed plan fair and reasonable and is it
applicable to all employees or does it discriminate unfairly?

- Is the proposed plan consistent with industry standards?

- The extent of the debtor’s due diligence in investigating the need
for the plan, analyzing which key employees need to be
incentivized, what is available and applicable in the industry?"

After conducting an extensive analysis, the court held that (i) section
503(c)(1) was inapplicable to a plan that was primarily incentive-based, (ii)
the plan limited severance payments to those appropriately made under
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section 503(c)(2), and (3) with certain exceptions, the proposed assumption
of certain employment agreements and the long term performance-based
incentive plan was a decision made within the scope of the debtor’s
business judgment.*”

A decision premised solely upon section 363(b) is In_re Mattress
Discounters Corp.”™ There, the debtors sought to adopt a pre-petition
severance plan for non-union employees which contemplated payments to
employees of the debtor’s plants in New England and the Mid-Atlantic, the
former of which were to be closed as part of the debtor’s restructuring
effort.*™ The plan was modified to address bankruptcy-related concerns
including providing that no payment violative of section 503(c) would be
made.” The debtors and the objecting parties agreed that the business
judgment standard applied but parted ways on whether that standard had
been met.™™ The court concluded that retaining the Mid-Atlantic employees
was essential to maximizing the value of the debtors’ estates and that
adoption of the severance plan as to them was a decision within the
debtors’ business judgment.™" However, the court rejected the proposed
severance plan for the New England employees, (most of which had
already been fired, with the balance to be employed by the proposed
purchasers or be terminated), explaining that there was no business
justification for payments to the New England employees.™"

E) Conclusion

Maintaining employee morale and a stable work force are important
elements of any successful restructuring. Section 503(c) places material
restrictions on implementation of retention plans for key employees.
Nonetheless, the statute does not foreclose or prohibit all employee plans.
As the case law demonstrates, the courts have adopted a flexible standard
in evaluating the appropriateness of these plans which will be considered
on a case-by-case basis.

"In_re Nellson Nutraceutical, Inc., 369 B.R. 787, 800 (Bankr. D. Del. 2007)
(citing In re Dana Corp., 358 B.R. 567, 575 (Bankr. S.D.N.Y. 2006) (quoting
Statement of Senator Edward Kennedy (March 1, 2005)).
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i David Carickhoff, Commercial Bankruptcy Litigation: Litigation Concerning
the Petition and First Day Motions, Comm. Bankr. Lit. 8 4.43 (June 2009)
(hereafter “Commercial Bankruptcy Litigation”) (citing Dana Corp., 358 B.R.
at 575).

i For a comprehensive analysis of KERPs and the debate that lead to the
enactment of code section 503(c), see Paul Steven Singerman and
Douglas A. Bates, Key Employee Retention Programs Under BAPCPA,
Thirty-Second Annual Southeastern Bankruptcy Law Institute (2006).

v The factors listed below derive from a review of various articles, including
the following: 1) Gary Kaplan, Executive Compensation Issues Under the
Bankruptcy Abuse Prevention and Consumer Protection Act of 2005,
August 2005 Benefits Practice Center Journal Reports: Law and Policy,
posted at www.howardrice.com; and 2) Robert J. Keach, The Case Against
KERPS, April 2003, posted at www.abiworld.org.

¥ 2006 WL 3422665 (Bankr. N.D. Ohio Nov. 28, 2006).

v See id., *1; In re Foothills Texas, Inc., 408 B.R. 573, 579 (Bankr. D. Del.
2009) (“...the mere title of a person does not end the inquiry.”).

i 179 B.R. 357 (Bankr. D. D.C. 1995).

it NMI Systems, 2006 WL 3422665, *.

x]d.

*Case No. 06-10886 (Bankr. D. Del. 2006).

i J. Kate Stickles and Patrick J. Reilley, Identifying Insiders for Purpose of
8 503(c), 28 Am. Bankr. Inst. J. (Oct. 2009) (hereafter “Insiders”) (citing
Three A’s Holdings, Transcript of Nov. 16, 2006 Hearing, pp. 81-82)).

i Case No. 06-60006 (Bankr. S.D.N.Y. 2006).

Wi Insiders, supra (citing Refco, Transcript of Jan. 10, 2006 Hearing, pp. 29-
32).

v Case No. 06-10245 (Bankr. D. Del. 2006).

» |nsiders, supra (citing L.G. Philips, Transcript of April 16, 2006 Hearing,
pp. 71-72).

~ Foothills Texas, 408 B.R. at 583. Cif. Office of the U.S. Trustee v.
Fieldstone Mtg. Co., 2008 WL 4826291, *4 (D. Md. Nov. 5, 2008) (in
reversing the bankruptcy court’s ruling that seven employees subject of a
proposed retention bonus plan were not officers under section
101(31)(B)(ii) and thus not insiders under section 503(c)(1) and, therefore,
the payment plan was permissible, the district court explained that “[ijnsofar
as the bankruptcy court understood the definition of ‘officer’ to require
additional ‘traditional’ elements, like major decision-making, it expanded the
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http://www.howardrice.com/
http://www.abiworld.org/

term beyond its ordinary legal meeting.” The district court stated that “the
logical reading of [section 101(31)(B)] is simply that those fitting the legal
definition of ‘officer’ are automatically insiders under the Code, regardless
of their degree of control over the company.” Id., *5).

vil Foothills Texas, 408 B.R. at 583-84.

wii |d, at 584.

i 1d. at 585.

|d.

» Commercial Bankruptcy Litigation, supra (quoting Nellson Nutraceutical,
Inc., 369 B.R. at 802).

»i Nellson Nutraceutical, Inc., 369 B.R. at 802.

xii |d, (Italics added by the court).

»v |n re Global Home Products, LLC, 369 B.R. 778 (Bankr. D. Del. 2007).

» Nellson Nutraceutical, Inc., 369 B.R. at 802 (quoting Dana Corp., supra,
358 B.R. at 571).

i |d. (quoting Global Home Products, 369 B.R. at 785).

it Global Home Products, 369 B.R. at 785 (“Sections 503(c)(1) and (2) are
plainly high hurdles to clear if payments are primarily designed for
retention.”).

wiit 401 B.R. 229 (Bankr. N.D. Tex. 2009).

»x401 B.R. at 233.

o |d,

xoi |d,

it |d, at 235.

wii The court distinguished In re Dana Corp., 351 B.R. 96 (Bankr. S.D.N.Y.
2006), where the court held that payments in exchange for non-competition
agreements were tied to a severance and thus prohibited by section
503(c)(2), on the grounds that the payments (i) involved a pre-termination
agreement whereas the proposed arrangement in the case at bar involved
a post-severance agreement, and (ii) were not for severance purposes. 401
B.R. at 235-36.

wivd, at 235.

v |d. at 236.

i |d, at 237; see also In re Nobex Corp., 2006 WL 4063024, *3 (Bankr. D.
Del. Jan. 19, 2006) (concluding that incentive-based plan premised on a
contemplated sale of substantially all of the debtor's assets was not
governed by sections 503(c)(1) or (2) and otherwise met the requirements
set forth in section 503(c)(3) as the plan incentivized the proposed
recipients to maximize the value of the debtor’'s assets for the benefit of the
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debtor’s creditors and the estate beyond any existing fiduciary duties they
had to the debtor and demonstrated a “sound business purpose”).

woi |d, at 237-38. The court noted that “[w]hile the payments...will be
substantial-totaling almost $500,000-the cost of the agreements...is
miniscule in comparison with the extent of the Debtors’ business [footnote
omitted] and the harm that might be done to Debtors’ reorganization
prospects and estates if the Motion is not granted and Debtors’ fears
respecting competition through [the former officers] are realized.” Id. at 238.
»viii Pilgrim’s Pride, 401 B.R. at 238 (citing In re Werner Holding Co., Inc. et
al., Case No. 06-10578 (Bankr. D. Del. 2006) and In re Footstar et al.,
Case No. 04-22350 (Bankr. S.D.N.Y. Dec. 20, 2004)).

wix Nellson Nutraceutical, Inc., 369 B.R. at 804.

X d.

“iDana Corp., 358 B.R. at 576-77 (citations omitted).

¥i|d. at 584.

Xit 2008 WL 4542989 (Bankr. D. Md. Oct. 10, 2008).

xlivﬁ’ *1.

xlv |d__’ *3.

xlviﬁ’ *4.

xIvii |d__’ *5

xlviiiﬁ
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