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IN THE UNITED STATES DISTRICT COURT
FOR THE SOUTHERN DISTRICT OF TEXAS
HOUSTON DIVISION

Inre:
Civil Action No. 4:24-cv-02001
CONVERGEONE HOLDINGS, INC., et al.,!
Bankruptcy Case No. 24-90194

Debtors.
Ad Hoc Group of Excluded Lenders,

Appellant.
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BRIEF FOR APPELLANT
THE AD HOC GROUP OF EXCLUDED LENDERS

! The Debtors in these chapter 11 cases, together with the last four digits of each
Debtor’s federal tax identification number, are as follows: AAA Network Solutions,
Inc. (7602); ConvergeOne Dedicated Services, LLC (3323); ConvergeOne
Government Solutions, LLC (7538); ConvergeOne Holdings, Inc. (9427);
ConvergeOne Managed Services, LLC (6277); ConvergeOne Systems Integration,
Inc. (9098); ConvergeOne Technology Utilities, Inc. (6466); ConvergeOne Texas,
LLC (5063); ConvergeOne Unified Technology Solutions, Inc. (2412);
ConvergeOne, Inc. (3228); Integration Partners Corporation (7289); NetSource
Communications Inc. (6228); NuAge Experts LLC (8150); Providea Conferencing,
LLC (7448); PVKG Intermediate Holdings Inc. (4875); Silent IT, LLC (7730); and
WrightCore, Inc. (3654). The Debtors’ mailing address is 10900 Nesbitt Avenue
South, Bloomington, Minnesota 55437.
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CORPORATE DISCLOSURE STATEMENT

Pursuant to Federal Rule of Bankruptcy Procedure 8012(a), Appellant the

Ad Hoc Group of Excluded Lenders hereby states that:

Cerberus Capital Management, L.P. does not have a parent corporation.
Craig Court GP, LLC owns 10% or more of Cerberus Capital Management,
L.P. Craig Court GP, LLC is owned by Craig Court, Inc., a New York
corporation. Craig Court, Inc. does not have a parent corporation and is
wholly owned by an individual.

Blue Owl Liquid Credit Advisors LLC’s parent corporation is Blue Owl
Capital Inc, a public company. No publicly held corporation owns 10% or
more of Blue Owl Liquid Credit Advisors LLC’s stock.

Ellington CLO Management LLC is wholly owned by EMG Holdings, L.P.
That holding company does not have any parent, as it is a partnership made
up of individual partners. No public company owns 10% of any of these
entities.

Livello Capital Management does not have a parent corporation and no
publicly held corporation owns 10% or more of its stock.

Palmer Square Capital Management does not have a parent corporation and
no publicly held corporation owns 10% or more of its stock.

Steele Creek Investment Management does not have a parent corporation
and no publicly held corporation owns 10% or more of its stock.



Case 4:24-cv-02001 Document 30 Filed on 08/02/24 in TXSD Page 3 of 37

TABLE OF CONTENTS

Page
CORPORATE DISCLOSURE STATEMENT ......oooiiiiiiiee e i
PRELIMINARY STATEMENT ..ottt 1
JURISDICTIONAL STATEMENT ..ottt 4
QUESTIONS PRESENTED AND STANDARD OF REVIEW .......ccccooiiiininens 5
STATEMENT OF THE CASE ...ttt 5
A, The DEDLOTS ...coouiiiiiiiiiieeee et 5
B, The Plan.......ooooii e 7
C.  The Impact of the Plan’s Discriminatory Terms........cccccceecueerivenninenne. 8
D.  Plan Confirmation ........cc.ccooceerieriieinienieiieeieeeesite e 9
SUMMARY OF ARGUMENT ..ottt 9
ARGUMENT ...ttt ettt ettt et e b e b 10

THE PLAN DISCRIMINATES AMONG CLASS 3 MEMBERS
AND THEREFORE SHOULD NOT HAVE BEEN CONFIRMED............ 10
A.  The Plan Violates § 1123(2)(4) .cccovreeeeeeiieee e 12

B.  The Bankruptcy Court’s Attempt to Distinguish LaSalle

IS UNAVaIlINg .....vviiiiiiiieiiceeee ettt et 20
CONCLUSION .....oeiieeiteeee ettt ettt ee s e e be e teesteesaaessaeenseenseeseesseeensesnseenses 28
CERTIFICATE OF COMPLIANCE......ccctiiitiitiieiiereeeeteee et 30
CERTIFICATE OF SERVICE ......ooooiiiiiiieeee ettt 31

1



Case 4:24-cv-02001 Document 30 Filed on 08/02/24 in TXSD Page 4 of 37

TABLE OF AUTHORITIES

Page(s)

CASES
Ad Hoc Comm. of Non-Consenting Creditors v. Peabody Energy

Corp. (In re Peabody Energy Corp.),

933 F.3d 918 (8th Cir. 2019) ..coueiiiieiieieeeeeeee e 17, 18
Am. Nat’l Bank v. MortgageAmerica Corp. (In re MortgageAmerica

Corp.),

714 F.2d 1266 (5th Cir. 1983) ..eeiiiiiiieeeeeeeeee et 12
Bank of Am. Nat’l Tr. & Sav. Ass’nv. 203 N. LaSalle St. P’ship,

526 U.S. 434 (1999)...ueeiieeeeeeeee e e passim
Begier v. IRS,

496 U.S. 53 (1990) ...ttt ettt s 12
Braun v. Am.-CV Station Grp., Inc. (In re Am.-CV Station Grp., Inc.),

56 F.4th 1302 (11th Cir. 2023) c.eeeieiieeeeee et 21,23
Czyzewski v. Jevic Holding Corp.,

580 ULS. 45T (2017) ittt 17
Harrington v. Purdue Pharma L.P.,

144 S. Ct. 2071 (2024) c.eeeeeeeeeeeeet ettt 14
In re Acis Cap. Mgmt., L.P.,

604 B.R. 484 (N.D. TeX. 2019) c.eeeiiiiiiiiiieeeee et 25
In re AOV Indus. Inc.,

792 F.2d 1140 (D.C. Cir. 1986)....cciiuiieiieiieeiieeie ettt 13
In re Castleton Plaza, LP,

707 F.3d 821 (7th Cir. 2013) c.eeieiieeiieeee et 25,26
In re Nat’l Energy & Gas Transmission, Inc.,

492 F.3d 297 (4th Cir. 2007) cecueeeeiieeieeeeeeeeeee ettt ettt 14

In re NNN Parkway 400 26, LLC,
505 B.R. 277 (Bankr. C.D. Cal. 2014) ....coeoreieeiieeeeee e 25

111



Case 4:24-cv-02001 Document 30 Filed on 08/02/24 in TXSD Page 5 of 37

In re Pac. Drilling S.A.,

No. 17-bk-13193, 2018 WL 11435661 (Bankr. S.D.N.Y. Oct. 1, 2018)............ 18
In re TPC Grp. Inc.,

No. 22-bk-10493 (Bankr. D. Del. July 29, 2022) ......ooeeeeiiieeieeecieeeeiee e 18
In re Union Fin. Servs. Grp., Inc.,

303 B.R. 390 (Bankr. E.D. M0. 2003)......ccciiiiiiiiienieeeeeeree et 26
Inre WR. Grace & Co.,

729 F.3d 311 (BA Cir. 2013) ettt 12
Mabey v. Sw. Elec. Power Co. (In re Cajun Elec. Power Co-op., Inc.),

150 F.3d 503 (5th Cir. 1998) ....ooiiiiiieeeeeee e 27,28
Ovation Servs., LLC v. Morgan,

689 F. Supp. 3d 417 (S.D. TeX. 2023) .cnieiiiieiiieeieeeeeeeeeee e 5
Truck Ins. Exch. v. Kaiser Gypsum Co.,

144 'S, Ct. 1414 (2024) ..ottt et 12
United Refin. Co. v. Dorrion,

688 F. Supp. 3d 558 (S.D. TeX. 2023) .ccuurieiieeiieeiieeeeeeeeeee e 5
STATUTES
IT U.S.CL§ T123(Q)(4) ettt e et e e e e e e s seareaaeeaes passim
LT USICl§ T126() coniieiiieeiieeeeeeee ettt st et 27
LT USICl§ T126(Z) ceeueveeiieeiieeeieeeee ettt 21,22
LT US.Cl§ T129(2)(1) ettt 10, 23
LT U.SiCl§ T129(D)(2)eeieieiiieeiee ettt 16,17, 18, 21
11 U.S.C. § T129(D)(2)(B)(I1) weeuvveerureeniieeiieeiieesiieeeite ettt ettt 3,4
28 U.S.C. § I5T(Q) curteentieiiieeee ettt et ettt et st e e e e ens 4
28 U.S.C. § IS8(A) (1) eutteiiiieiit ettt et ettt e e ens 5
28 U.S.C. § 1334 ettt et ettt et e st 4

v



Case 4:24-cv-02001 Document 30 Filed on 08/02/24 in TXSD Page 6 of 37

OTHER AUTHORITIES

David A. Skeel, Jr., Bankruptcy’s ldentity Crisis,

171 U. Pa. L. ReV. 2097 (2023) cvvveereeeeeeeeeeeeseeeeeeeeseseeeeeeeeeeeseeseeeseeseeeseeee

For, Merriam-Webster.com Dictionary,
https://www.merriam-webster.com/dictionary/for...........cccceeeerveeecreeeennnen.

Stephen J. Lubben, Holdout Panic,
96 Am. Bankr. L.J. 1 (2022) ..cuviioeieeiee et



Case 4:24-cv-02001 Document 30 Filed on 08/02/24 in TXSD Page 7 of 37

PRELIMINARY STATEMENT

A fundamental policy of bankruptcy is to ensure that similarly situated
creditors are treated equally. The reorganization plan (the “Plan”) of ConvergeOne
Holdings, Inc. and its affiliates (collectively, the “Debtors™) flouts that principle by
giving preferred creditors investment opportunities that were not extended to other
creditors holding identical claims. Specifically, the Plan offered only certain first-
lien lenders in class 3 (the “Majority Lenders”™), including an affiliate of the
Debtors’ private-equity sponsor (the “Insider”), an exclusive opportunity to
purchase steeply discounted equity in the reorganized company. This resulted in
those favored parties receiving millions of dollars in enhanced recovery under the
Plan. Appellant the Ad Hoc Group of Excluded Lenders (the “Excluded Lenders™)
requested the same opportunity to purchase discounted equity but was rebuffed.?
Consequently, the Majority Lenders’ and Insider’s recoveries exceeded the
Excluded Lenders’ recovery by more than 30%—even though they were all
members of the same class.

The Bankruptcy Code forbids a reorganization plan from discriminating

among members of the same class in this manner. See 11 U.S.C. § 1123(a)(4)

2 The Excluded Lenders are: (i) Blue Owl Liquid Credit Advisors LLC;

(if) Cerberus Capital Management, L.P.; (iii) Ellington CLO Management LLC;
(iv) Livello Capital Management; (v) Palmer Square Capital Management; and
(vi) Steele Creek Investment Management. See Bankr. Dkt. No. 233.
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(“[A] plan shall . . . provide the same treatment for each claim or interest of a
particular class[.]”). The Debtors effectively bought the votes they needed for
confirmation by siphoning value from the Excluded Lenders to the Majority
Lenders and Insider using an exclusive investment opportunity. If the Plan had
expressly provided for the Majority Lenders and Insider to receive a 30% greater
recovery on their claims than the Excluded Lenders, it clearly would not have been
confirmable. The result should be no different where the Debtors accomplished
the same result by providing the Majority Lenders and Insider with an exclusive
investment opportunity that enhanced their recoveries. Critically, the Debtors did
not market the exclusive investment opportunity to the investing community
generally (i.e., they did not conduct a market test) and instead bound themselves
contractually to provide it only to the Majority Lenders and Insider.

Under the Supreme Court’s decision in Bank of America National Trust
& Savings Association v. 203 N. LaSalle St. Partnership, 526 U.S. 434 (1999), an
investment opportunity provided by a plan and not subject to a market test is part
of the treatment of a creditor’s claim. The Plan was thus required to offer the
opportunity to purchase discounted equity either to all class 3 members or to none
of them. The Debtors were not permitted to pick winners and losers within class 3,

however, which is precisely what they did.
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The question presented in this appeal is a purely legal one: Was the Plan’s
grant of an exclusive opportunity to buy equity “treatment for” the Majority
Lenders’ and Insider’s claims within the meaning of 11 U.S.C. § 1123(a)(4), or
was it consideration for a separate commitment? LaSalle provides the answer.
There (like here), the Supreme Court considered whether a plan’s grant of an
exclusive opportunity to buy reorganized equity was treatment for a stakeholder’s
pre-existing equity interest or separate consideration for the stakeholder’s
commitment to purchase the equity. There (like here), the debtor argued that the
stakeholder received the opportunity to buy discounted equity on account of its
commitment to infuse capital into the reorganized entity and not on account of its
pre-existing equity interest. The Supreme Court disagreed, however, holding that
when a plan provides a stakeholder with an opportunity to purchase a reorganized
debtor’s equity, the opportunity itself is “property” that constitutes a distribution
on account of a pre-existing claim or interest (unless the investment opportunity
had been market-tested). LaSalle controls here. Its holding means that the
investment opportunity offered exclusively to the Majority Lenders and Insider
was treatment for their claims, not separate consideration for their commitment to
backstop a new equity offering.

The bankruptcy court tried to distinguish LaSalle by noting that the Supreme

Court was interpreting 11 U.S.C. § 1129(b)(2)(B)(i1), whereas this case concerns



Case 4:24-cv-02001 Document 30 Filed on 08/02/24 in TXSD Page 10 of 37

11 U.S.C. § 1123(a)(4). But that is a distinction without a difference because the
operative language and the underlying rationale of the two provisions are
substantively the same. Section 1129(b)(2)(B)(ii) permits confirmation over a
senior creditor’s objection as long as a junior stakeholder does not receive a
distribution “on account of” its claim or interest. The question under § 1123(a)(4)
here is whether the Plan favored the Majority Lenders and Insider by giving them
better treatment “for” their claims. If an exclusive investment opportunity is
treatment “on account of” a claim under § 1129(b)(2)(B)(ii), it is also treatment
“for” a claim under § 1123(a)(4).

Under § 1123(a)(4), the Debtors had a choice: Either give all class 3
members the same opportunity to buy discounted equity in the reorganized entity
or expose the investment opportunity to a market test. They did neither.
Accordingly, the Plan violates § 1123(a)(4), and confirmation was improper.

JURISDICTIONAL STATEMENT

The bankruptcy court had jurisdiction over the Debtors’ chapter 11 cases
under 28 U.S.C. § 1334 and this Court’s automatic referral under 28 U.S.C.
§ 157(a). See In re Order of Reference to Bankr. Judges, General Order 2012-6
(S.D. Tex. May 24, 2012).

This Court has jurisdiction over the Excluded Lenders’ appeal from the

bankruptcy court’s final order confirming the Plan (the “Confirmation Order”)
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under 28 U.S.C. § 158(a)(1). The bankruptcy court entered the Confirmation
Order on May 23, 2024. App.845-909. The following day, the Excluded Lenders

filed their notice of appeal, as amended on May 25. App.910-85.

QUESTION PRESENTED AND STANDARD OF REVIEW

Does a plan of reorganization violate 11 U.S.C. § 1123(a)(4) when it offers
an investment opportunity to some class members but not others without a debtor
first conducting a market test?

The question presented is a pure question of law, which this Court reviews
de novo. See United Refin. Co. v. Dorrion, 688 F. Supp. 3d 558, 562 (S.D. Tex.
2023) (““A district court functions as an appellate court when reviewing the
decision of a bankruptcy court as to a core proceeding, and so applies the same
standard of review as would a federal appellate court. Findings of fact are thus
reviewed for clear error, while conclusions of law and mixed questions of fact and
law are reviewed de novo.” (citation omitted)); see also Ovation Servs., LLC v.
Morgan, 689 F. Supp. 3d 417, 419 (S.D. Tex. 2023) (applying same standard when
reviewing an order confirming a plan of reorganization).

STATEMENT OF THE CASE

A. The Debtors

ConvergeOne is a global information technology services company.

App.37-38. Along with certain affiliates, it sought bankruptcy protection earlier
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this year after facing liquidity challenges due to a highly leveraged capital structure
that became unsustainable. App.38-39.

Before filing their chapter 11 cases, the Debtors privately negotiated the
terms of a proposed restructuring with the Majority Lenders, a select group of
creditors that collectively held approximately 81% of the Debtors’ first-lien claims.
App.751-53; App.1186. One of the entities participating in the negotiations was a
lender owned and controlled by the Debtors’ controlling shareholder — i.e., the
Insider. App.51. The Excluded Lenders—who together hold approximately
$164 million of first-lien claims—sought to participate but were shut out of the
negotiations. App.1124-27; App.731-47. The terms of the restructuring
negotiated between the Debtors and the Majority Lenders and Insider were
memorialized in a Restructuring Support Agreement (the “RSA”), which, in turn,
was incorporated into the Plan. See App.357-97; App.213—14 (discussing the
RSA and its terms); App.524 (noting that the Plan may be modified only “in
accordance with the [RSA]”). The negotiated Plan was presented to the
bankruptcy court as a fait accompli. See App.213—15.

The transactions at the heart of the RSA and Plan were offered only to the
Majority Lenders and Insider. See App.473—-74; App.39; App.64. The Debtors

made no effort to market those investment opportunities to anyone else at any time.
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B. The Plan

The RSA (and, thus, the Plan) provided for the Debtors to raise $245 million
to fund Plan distributions and provide working capital for the reorganized business.
App.518; App.528; App.473—74. The Plan contemplated that the Debtors would
raise the $245 million by selling equity in the reorganized entity at a 35% discount
to its assumed value. App.524.

The Plan classified all holders of first-lien claims against the Debtors—
including the Majority Lenders, the Insider, and the Excluded Lenders—as
members of class 3. App.538-39. The Plan did not treat all class 3 members alike,
however.

Although the Plan offered all class 3 members the opportunity to purchase
$159 million in discounted equity on a pro rata basis (the “Open Equity
Allocation”), the remaining $86 million of discounted equity was reserved
exclusively for purchase by the Majority Lenders and Insider (the “Exclusive
Equity Allocation™).? App.528-29; App.539; see also App.518. The Plan further
provided the Majority Lenders and Insider with the opportunity to purchase any
discounted equity not sold in the Open Equity Allocation (the “Backstop

Investment Opportunity”) and paid them a fee worth $37.7 million. See App.515;

3 This is sometimes referred to as the “Direct Allocation’ or “Stated Holdback.”
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App.526; App.473-77.* In exchange for the Exclusive Equity Allocation, the
Backstop Investment Opportunity, and the $37.7 million fee, the Majority Lenders
and Insider committed to voting for the Plan and purchasing any unsold equity
from the Open Equity Allocation. See App.374—75. The Excluded Lenders were
willing to make the same commitments in exchange for the same investment
opportunities, but the Debtors refused to extend to them the terms offered to the
Majority Lenders and Insider.

C. The Impact of the Plan’s Discriminatory Terms

The Exclusive Equity Allocation, the Backstop Investment Opportunity, and
the $37.7 million fee (collectively, “Exclusive Investment Opportunities”) resulted
in the Majority Lenders and Insider recovering approximately 31% more for their
first-lien claims than the Excluded Lenders did. See App.753.

After the Plan was filed and they learned of the Exclusive Investment
Opportunities, the Excluded Lenders offered the Debtors an alternative
restructuring proposal that treated all class 3 members alike. App.754-55,

App.762-73. The Debtors rejected the proposal, however, contending that it was

* The Majority Lenders and Insider held approximately 81% of first-lien claims
and were thus only at risk of backstopping about $31 million—or 19%—of the
$159 million Open Equity Allocation. App.753—54. Yet they received a
backstopping fee valued at nearly $38 million (in addition to the opportunity to
participate in the Exclusive Equity Allocation). Id.

8
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not executable in part because the Majority Lenders and Insider would not vote to
confirm a plan that treated all class 3 claims equally. App.1085; App.840—44.

D. Plan Confirmation

The Excluded Lenders objected to the Plan, arguing that the unequal
treatment of class 3 members violated 11 U.S.C. § 1123(a)(4). The Excluded
Lenders argued that because the Plan offered the Exclusive Investment
Opportunities to only the Majority Lenders and Insider, those creditors received
preferential treatment relative to other class 3 members. In support, the Excluded
Lenders cited LaSalle, where the Supreme Court held that an investment
opportunity that is not market tested constitutes property offered to a stakeholder
on account of its claim or interest.

At a hearing on May 23, 2024, the bankruptcy court orally overruled the
Excluded Lenders’ objections. App.1172-97. The court confirmed the Plan the
next day. App.845-909.

SUMMARY OF ARGUMENT

Section 1123(a)(4) of the Bankruptcy Code provides that “a plan shall
provide the same treatment for each claim . . . of a particular class.” 11 U.S.C.
§ 1123(a)(4). The Plan provided the Majority Lenders and Insider with a

substantially higher recovery for their claims than the Excluded Lenders even
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though they are all members of the same class. The Plan thus violates
§ 1123(a)(4).

The bankruptcy court justified that discrimination by holding that the
Majority Lenders and Insider received preferential treatment not for their claims
but for agreeing to purchase any unsold shares in the Open Equity Allocation. But
the Plan provided only the Majority Lenders and Insiders (and not the Excluded
Lenders) with the Exclusive Investment Opportunities in exchange for
backstopping the Open Equity Allocation, and the Debtors did not offer those
opportunities to the market. Under LaSalle, the Exclusive Investment
Opportunities were part of the treatment of the Majority Lenders’ and Insider’s
claims. And because that same treatment was not given to the Excluded Lenders’
claims, the Plan did not treat all class 3 members equally. The bankruptcy court
thus erred by confirming the Plan.

ARGUMENT

THE PLAN DISCRIMINATES AMONG CLASS 3 MEMBERS AND
THEREFORE SHOULD NOT HAVE BEEN CONFIRMED.

The bankruptcy court should not have confirmed the Plan because it did not
treat all members of class 3 alike. The Bankruptcy Code authorizes confirmation
of a reorganization plan only if the plan satisfies 11 U.S.C. § 1123(a)(4). See
11 U.S.C. § 1129(a)(1). Section 1123(a)(4) requires that a plan “provide the same

treatment for each claim or interest of a particular class, unless the holder of a

10
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particular claim or interest agrees to a less favorable treatment of such particular
claim or interest.” Id. § 1123(a)(4).>

The Plan violated § 1123(a)(4) because it provided certain rights to purchase
discounted equity in the reorganized Debtors to some class 3 members but not
others. As a result, the Majority Lenders and Insider received a substantially
higher recovery than the Excluded Lenders even though they all held the same
claims and are all members of the same class.

The bankruptcy court confirmed the Plan because it mistakenly believed that
the Debtors gave the Majority Lenders and Insider the exclusive right to purchase
discounted equity as consideration for their agreement to backstop the Open Equity
Allocation, not as treatment for their claims. App.1191. But that misses the key
point: The Excluded Lenders wanted the same opportunity that the Plan gave the
Majority Lenders and Insider—namely, the opportunity to participate in the
Exclusive Investment Opportunities on the same terms that the Plan offered to the
Majority Lenders and Insider. But that opportunity was given only to the Majority
Lenders and Insider, not to the Excluded Lenders. Because the Plan provided the
opportunity to only some class 3 members but not others, it did not treat all class 3

members equally. As the Supreme Court explained in LaSalle, an exclusive

5> The Excluded Lenders did not agree to a less favorable treatment.

11
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opportunity that is not market-tested constitutes treatment of a claim or interest
under a plan of reorganization.

A. The Plan Violates § 1123(a)(4).

Equality of distribution among similarly situated creditors is “a central
policy of the Bankruptcy Code.” Begier v. IRS, 496 U.S. 53, 58 (1990); see also
Am. Nat’l Bank v. MortgageAmerica Corp. (In re MortgageAmerica Corp.),

714 F.2d 1266, 1274 (5th Cir. 1983) (noting that the policy of “equality of
distribution among creditors” permeates the Code). This policy is designed to
prevent the possibility that “a few insiders, whether representatives of management
or major creditors, [will] use the reorganization process to gain an unfair
advantage.” Truck Ins. Exch. v. Kaiser Gypsum Co., 144 S. Ct. 1414, 1425 (2024)
(citing LaSalle, 526 U.S. at 444). Section 1123(a)(4) of the Bankruptcy Code
codifies that policy by requiring that a plan “provide the same treatment for each
claim . .. of a particular class[.]” 11 U.S.C. § 1123(a)(4). The “same treatment”
requirement means that all claimants within a given class must have “the same
opportunity for recovery.” In re W.R. Grace & Co., 729 F.3d 311, 327 (3d Cir.
2013) (quotation marks omitted).

The Plan violated the statute and the fundamental policy of equal treatment
because it provided the Majority Lenders and Insider with valuable investment

opportunities that were withheld from the Excluded Lenders even though they all

12
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held the same claims and are all members of the same class. As a result of the
Plan’s unequal treatment of class 3 members, the Majority Lenders and Insider
recovered over 30% more for their first-lien claims than the Excluded Lenders
received for the same first-lien claims. Cf. In re AOV Indus. Inc., 792 F.2d 1140,
1152 (D.C. Cir. 1986) (“[T]he most conspicuous inequality” that § 1123(a)(4)’s
equal-treatment rule “prohibits is payment of different percentage settlements to
co-class members.”).

To be sure, the Debtors disguised the Plan’s discrimination by jerry-rigging
an arrangement whereby the Majority Lenders and Insider were given the
exclusive opportunity to backstop the Open Equity Allocation in exchange for
significant additional compensation. But offering a sweetheart deal to the Majority
Lenders and Insider and not to other class 3 members is precisely the type of
unequal treatment that the Bankruptcy Code forbids. See Stephen J. Lubben,
Holdout Panic, 96 Am. Bankr. L.J. 1, 23 (2022) (“Overpaying for a backstop that
will never likely be used is one obvious way of bypassing the intra-class equity
requirement of section 1123(a)(4).”). It would elevate form over substance to
allow a plan to transfer additional value to a subset of class members using an

exclusive investment opportunity when it could not provide that same subset of

13
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creditors with additional value by paying them a greater recovery on their claims.®
This is especially so where, as here, the exclusive benefits were never offered to
the market.

The Supreme Court recognized as much when it held that an exclusive
opportunity to purchase equity provided by a plan to a stakeholder is given on
account of the stakeholder’s claim or interest unless that opportunity is market
tested. See LaSalle, 526 U.S. at 454-58. The issue in LaSalle was nearly identical
to the one presented here—namely, whether a chapter 11 plan’s grant to the
debtor’s stakeholders of an exclusive opportunity to buy reorganized equity was
(7)) given “on account of” the stakeholders’ pre-existing interests or (if) part of a
separate transaction under which the stakeholders agreed to infuse the debtor with

new capital in exchange for the new equity. Id. at 453-58.7

6 See Harrington v. Purdue Pharma L.P., 144 S. Ct. 2071, 2085-86 (2024) (“[Plan
proponents] ask us to look the other way. Whatever limits the code imposes on
debtors and discharges mean nothing, they say, because the Sacklers seek a
‘release,’ not a ‘discharge.” But word games cannot obscure the underlying
reality.” (citation omitted)); In re Nat’l Energy & Gas Transmission, Inc.,

492 F.3d 297, 303—04 (4th Cir. 2007) (Wilson, J., concurring) (“[T]he overarching
issue in this appeal is reduced to this: does [the creditor’s] contractual right with
[guarantor] . . . to call payments from that guarantor what it wants to call them,
preclude the Bankruptcy Court from calling those payments what they are vis-a-vis
the bankrupt debtor. . . . In my view, to do so is simply to call a rose by another
name.”).

" The favored stakeholders in LaSalle were equityholders, not creditors, but the
rationale applies equally to favored creditors and insiders.

14
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The Supreme Court held that the answer turns on whether the opportunity to
purchase equity was on the best obtainable terms for the debtor. Id. at 456. If it
was, then no favoritism is involved, and the investment opportunity is merely a
separate transaction unrelated to the stakeholders’ pre-existing interest. But if not,
then the investment opportunity is being offered as a favor to the stakeholders on
account of their pre-existing interests. /d.

The Court then explained that the only way to ensure that an investment
opportunity offered to a stakeholder contains the best possible terms for the debtor
is to see what others would be willing to pay for it on the open market. Id.
Because the investment opportunity in LaSalle had not been subject to any such
market test, the Court held that it was provided to the favored stakeholders on
account of their pre-existing interests. Id. at 456-58.

LaSalle’s analysis and holding apply foursquare here. As in LaSalle, the
Plan offered a select group of stakeholders an exclusive opportunity—here, the
opportunity to backstop the Open Equity Allocation in exchange for the Exclusive
Investment Opportunities. See App.524. As in LaSalle, the exclusive opportunity
was not market-tested. Accordingly, the only “apparent reason” for giving the
Majority Lenders and Insider the exclusive opportunity was “at least in part, to do
[them] a favor,” LaSalle, 526 U.S. at 456—not to provide them with legitimate

consideration for the new funding they provided. If the opportunity had been
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market-tested, there would have been no reason to restrict the opportunity solely to
the Majority Lenders and Insider, who would not have needed “the protection of
exclusiveness.” Id.

Under LaSalle, then, the Exclusive Investment Opportunities are property
that was offered to the Majority Lenders and Insider on account of their first-lien
claims. This is a textbook case of favored creditors and an insider “us[ing] the
reorganization process to gain an unfair advantage” over others. Id. at 444.

In denying the earlier stay motion, this Court suggested that LaSalle is
inapposite because it discusses 11 U.S.C. § 1129(b)(2), not § 1123(a)(4). See Dkt.
No. 28 at 7. Respectfully, that is beside the point. The central issue in LaSalle was
whether an exclusive investment opportunity provided under a plan was “on
account of” a stakeholder’s pre-existing claim or interest or resulted from a
separate agreement. 526 U.S. at 449-54. LaSalle thus concerned the causal link
between an exclusive investment opportunity provided under a plan and a favored
stakeholder’s claim or interest. /d. at 451 (“[T]he better reading of subsection
[1129](b)(2)(B)(ii) recognizes that a causal relationship between holding the prior
claim or interest and receiving or retaining property is what activates
[§ 1129(b)(2)].”); see also id. at 460 (Thomas, J., concurring in the judgment)
(explaining that “the phrase ‘on account of” . . . obviously denotes some type of

causal relationship between the junior interest and the property received or
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retained”). That is the same question presented here. Just as the absolute priority
rule of § 1129(b)(2) prohibits junior stakeholders from receiving property ahead of
senior stakeholders “on account of” their claims or interests, the equal treatment
rule of § 1123(a)(4) prohibits a plan from providing certain class members
preferential treatment on account of their claims or interests. Cf. Czyzewski v.
Jevic Holding Corp., 580 U.S. 451, 455 (2017) (explaining that both §§ 1123 and
1129 “set[] out the framework™ for “distribution of valuable assets” under a plan).
In other words, the causation issues under § 1129(b) and § 1123(a)(4) are identical.
See also pages 20-21, infra (further explaining why the analysis under § 1129(b)
and § 1123(a)(4) should be the same).

This Court also suggested that other courts have permitted the type of
discrimination contained in the Plan, citing the Eighth Circuit’s decision in Ad Hoc
Commiittee of Non-Consenting Creditors v. Peabody Energy Corp. (In re Peabody
Energy Corp.), 933 F.3d 918 (8th Cir. 2019). Dkt. No. 28 at 7-8. But the
investment opportunity in Peabody was not offered exclusively to only certain
creditors. 933 F.3d at 926. To the contrary, the objecting creditors there had the
same opportunity for recovery as other creditors in their class. Id. So Peabody
does not speak to the issue in this appeal. If anything, Peabody supports the

Excluded Lenders’ position because the Eighth Circuit did not accept the argument
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raised in the briefing that LaSalle applies only to § 1129(b)(2).® Instead, the court
carefully distinguished LaSalle on its facts, which suggests that it believed LaSalle
applies to § 1123(a)(4). 933 F.3d at 926-27.

Other courts, without deciding the issue, have expressed concerns about the
legality of arrangements in which opportunities are offered exclusively to certain
creditors as part of a backstopping agreement:

The problem with special allocations in rights offerings, or
with private placements that are limited to the bigger
creditors who sat at the negotiating table, or big backstop
fees that are paid to the bigger creditors who sat at the
negotiating table but that are not even open to other
creditors (and in particular to other creditors in the same
class), is that it is far too easy for the people who sit at the
negotiating table to use those tools primarily to take for

themselves a bigger recovery than smaller creditors in the
same classes will get.

In re Pac. Drilling S.4., No. 17-bk-13193, 2018 WL 11435661, at *2 (Bankr.
S.D.N.Y. Oct. 1, 2018) (reproduced at Add.1-5); see also In re TPC Grp. Inc.,
No. 22-bk-10493, Dkt. No. 565 at 188—89 (Bankr. D. Del. July 29, 2022)

(reproduced at Add.6—11) (expressing concerns about a similar exclusive

8 See Brief for Appellee Official Committee of Unsecured Creditors of Peabody
Energy Corp., et al. at 17-22, In re Peabody Energy Corp., 933 F.3d 918 (8th Cir.
2018) (No. 18-1302), 2018 WL 3304222, at *17-22.
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backstopping and rights-offering scheme and noting that “LaSalle is highly
relevant” to deciding its legality).’

This Court should reject the practice of using backstopping arrangements to
transfer value to favored creditors, which is merely discrimination by another
name. Endorsing the Plan’s scheme would render § 1123(a)(4) toothless and
undermine the equal-treatment principle that is fundamental to the reorganization
process. See, e.g., David A. Skeel, Jr., Bankruptcy’s ldentity Crisis, 171 U. Pa. L.
Rev. 2097, 2101-02 (2023) (criticizing restructuring support agreements
“negotiated by insiders” that “benefit the insiders by compensating them in a
variety of ways, such as paying them to ‘backstop’ the sale of new stock when a
company emerges from Chapter 11” because such arrangements raise “concerns
that Chapter 11 no longer works as intended” and “exacerbate both the perception
and the reality of insider control”); Lubben, supra page 13, at 24 (stating that

backstop agreements ‘“‘hide unequal treatment in a plan”).

? To the extent that a handful of bankruptcy courts have confirmed plans with
similar arrangements, those courts did not address the LaSalle argument raised by
Appellants here.
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B. The Bankruptcy Court’s Attempt to Distinguish LaSalle 1s
Unavailing.

In confirming the Plan and concluding that it complies with § 1123(a)(4), the
bankruptcy court held that LaSalle does not apply for five reasons, none of which
withstands scrutiny.

First, the court tried to distinguish LaSalle on the basis that it addressed
§ 1129, not § 1123(a)(4). App.1190. That is irrelevant for the reasons discussed
above. See pages 1617, supra.

The bankruptcy court thought it was significant that § 1129 uses the phrase
“on account of [a] claim or interest,” whereas § 1123(a)(4) requires “the same
treatment for each claim or interest.” 11 U.S.C. § 1123(a)(4) (emphasis added);
App.1190. But that is a distinction without a difference because “on account of”
and “for” both aim at determining whether a causal relationship exists between
something given and something received. It is thus unsurprising that the Supreme
Court construed “on account of”” to mean “because of.” LaSalle, 526 U.S. at 450.
The meaning of “for” is also “because of.” See For, Merriam-Webster Dictionary,
https://www.merriam-webster.com/dictionary/for (last visited Aug. 1, 2024). The
definitional and functional similarities of “for”” and “on account of” undercut the
bankruptcy court’s reliance on a minor wording difference between the provisions.

Indeed, the Debtors recognized the interchangeability of the terms “on
account of” (in § 1129) and “for” (in § 1123(a)(4)) in their brief supporting Plan
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confirmation: “[T]he law is clear that creditors can receive value on account of
new-money commitments that is not provided to all creditors in a class. The only
requirement is that this value be provided in exchange for the new-money
commitment.” Bankr. Dkt. No. 324 at 4 7 (emphasis added). There was simply no
basis for the bankruptcy court to treat the word “for” in § 1123(a)(4) differently
from how the Supreme Court construed “on account of” in § 1129.

Second, the bankruptcy court incorrectly held that LaSalle is limited to
“cram down” cases under § 1129(b)(2). App.1190-91. Nothing about the
reasoning of LaSalle suggests such a limitation. And the Eleventh Circuit rejected
the notion of such a limitation when it applied LaSalle’s reasoning in the context of
determining whether a class of shareholders was deemed to have rejected a plan
under 11 U.S.C. § 1126(g). See Braun v. Am.-CV Station Grp., Inc. (In re Am.-CV
Station Grp., Inc.), 56 F.4th 1302, 1309—11 (11th Cir. 2023).

The plan in America-CV Station Group provided four shareholders with the
exclusive right to buy new equity. Id. at 1306. The plan was then modified to
provide that exclusive right to only one of those shareholders. /d. at 1306—-07. The
three excluded shareholders, who were stripped of their right to buy equity,
objected to confirmation, arguing that the plan had been modified, which required
a new disclosure statement and a re-solicitation of votes. Id. at 1305, 130708,

1311.
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The bankruptcy court determined that the objecting shareholders were
deemed to have voted to reject the plan under 11 U.S.C. § 1126(g) and were
therefore not entitled to additional disclosure or another opportunity to vote. /d. at
1307. In the bankruptcy court’s view, the objectors were not going to receive any
property under the original plan and therefore were deemed to have rejected the
plan under § 1126(g).

The Eleventh Circuit disagreed, holding that the opportunity to purchase
equity was property that the objectors would have received under the original plan.
Id. 1310-11. Section 1126(g) therefore did not apply. The Eleventh Circuit noted
that the central question in the case was causation, and LaSalle provided the
answer:

[I]f the unmodified plans did entitle the Class 3 interest
holders to receive property on account of their pre-petition
equity interests, then § 1126(g) does not apply—meaning
the bankruptcy court could not deem the [excluded
shareholders] to have rejected the plans. So the question
i1s whether the [excluded sharcholders] were entitled to
receive or retain property under the unmodified plans on
account of their interests.

Answering that question, it turns out, is straightforward
because of Supreme Court precedent. In [LaSalle], the
Court analyzed a similar Chapter 11 plan in which the
former partners of the debtor received ownership in a
reorganized partnership in exchange for capital
contributions. . . . [T]he question was whether the former
partners . . . had received or retained property on account
of their interests—the same question at issue here. The
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Court said yes; it characterized the former partners as
having received an exclusive opportunity to obtain equity
in the reorganized entity. And that opportunity qualified
as a property interest received on account of their
partnership interest in the pre-petition entity.

Id. at 1309-10 (citing LaSalle, 526 U.S. at 437, 442, 455-56).

Notably, the Eleventh Circuit further found that the modified plan had
“serious problems” under § 1123(a)(4). Id. at 1312. By stripping the right to
purchase equity from three of the four shareholders in the class, “one member
received property under the plan and the others received nothing. That was
improper. All modifications, including this one, must comply with § 1123.” Id.
at 1312. “Had the bankruptcy court recognized that the class 3 interest holders
received property under the plans, it could not have granted the modification or
confirmed the modified plans because the [favored shareholder group] was treated
more favorably than the rest of class 3. See 11 U.S.C. §§ 1129(a)(1), 1123(a)(4).”
Id. The Eleventh Circuit’s decision in America-CV Station Group thus establishes
three critical points: (i) LaSalle is not limited to cramdown cases; (ii) LaSalle is
not limited to 11 U.S.C. § 1129; and (ii7) a plan that provides some class members
but not others with an opportunity to purchase equity violates § 1123(a)(4).

Third, the bankruptcy court conflated the reorganized equity offered under
the Plan and the exclusive opportunity to purchase that equity. The bankruptcy

court stated, “[e]quity is not being offered . . . for nothing. Here, the participating
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parties are putting new money and backstopping a deal. We don’t have a LaSalle
problem here.” App.1191. That fundamentally misses the point. The Plan
provided the Majority Lenders and Insider with the exclusive opportunity to
backstop the Open Equity Allocation in exchange for additional value. Under
LaSalle, that investment opportunity is a separate property interest that is part of
the treatment given on account of the Majority Lenders’ and Insider’s claims.

526 U.S. at 455 (At the moment of the plan’s approval the Debtor’s partners
necessarily enjoyed an exclusive opportunity . ... This opportunity should, first of
all, be treated as an item of property in its own right.”). By focusing on the quid
pro quo of the backstopping agreement, the bankruptcy court failed to recognize
that the opportunity to enter into the backstopping agreement in the first place was
preferential treatment provided only to the Majority Lenders and Insider but not
other class 3 members.

Fourth, the bankruptcy court incorrectly thought that the financing proposal
offered by the Excluded Lenders shortly before the confirmation hearing, which
was swiftly rejected by the Debtors, constituted a “market test” for purposes of
LaSalle. App.1193. But a market test requires a test of the market—i.e., an open
competition to determine whether market participants would be willing to buy
discounted equity on terms more favorable to the debtor than those offered to the

exclusive group. See LaSalle, 526 U.S. at 457 (“Under a plan granting an
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exclusive right, making no provision for competing bids or competing plans, any
determination that the price was top dollar would necessarily be made by a judge
in bankruptcy court, whereas the best way to determine value is exposure to a
market.”); see also In re Castleton Plaza, LP, 707 F.3d 821, 821 (7th Cir. 2013)
(“[Clompetition is the way to tell whether a new investment makes the senior
creditors (and the estate as a whole) better off.”). The alternate financing proposal
did not do that.

The Excluded Lenders’ proposal was not a response to an offer to the
market. Rather, it was made after the cake was already baked: An RSA for a pre-
packaged Plan had already been agreed to, the RSA had a speedy timeline for the
conclusion of the chapter 11 case, votes for the pre-packaged Plan had already
been solicited, and DIP financing was already in place. To satisfy LaSalle’s
market test, a debtor cannot merely passively wait for a counterproposal; instead, it
must “open[] the bankruptcy process to competing plan proposals,” In re Acis
Cap. Mgmt., L.P., 604 B.R. 484, 538 (N.D. Tex. 2019), aff’d sub nom. Matter of
Acis Cap. Mgmt., L.P., 850 F. App’x 302 (5th Cir. 2021), engage in “a systematic
effort designed to ‘market test’ the deal,” In re NNN Parkway 400 26, LLC, 505
B.R. 277, 283 (Bankr. C.D. Cal. 2014), and affirmatively “extend[] an opportunity
to anyone else either to compete for [reorganized] equity or propose a competing

reorganization plan,” LaSalle, 526 U.S. at 454. The Debtors did none of that.
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What’s more, a special committee of the Debtors’ board did not reject the
Excluded Lenders’ proposal based on its economic terms but because the Majority
Lenders and Insider would not support it. App.1085; App.840—44. According to
the special committee, if the Debtors were to adopt the Excluded Lenders’
proposal, the Plan would not have the votes to be confirmed, the Debtors’ stay in
chapter 11 would be extended, and they would incur expenses for which they had
not budgeted. App.1085. All of that speaks only to whether the Excluded
Lenders’ proposal was feasible, not whether the exclusive opportunity was offered
to the Majority Lenders and Insider on the best obtainable terms for the Debtors.
The only way to answer that question would have been for the Debtors to offer the
investment opportunity to the market, which they did not do. Cf. In re Union Fin.
Servs. Grp., Inc., 303 B.R. 390, 423-26 (Bankr. E.D. Mo. 2003) (confirming “new
money” plan where opportunity to invest was sufficiently marketed, including two
separate solicitations for debtors’ equity, broad search for competing bids, full
marketing process, and flexible timing for offer submissions); Castleton Plaza, 707
F.3d at 824 (ordering debtor to “open the proposed plan of reorganization to
competitive bidding” to meet LaSalle’s market-test requirement because the
stakeholder receiving the debtor’s equity under the challenged plan was an

insider).
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b

If anything, the special committee’s decision to reject the Excluded Lenders
alternative proposal confirms that the opportunity to backstop the Open Equity
Allocation in exchange for the Exclusive Investment Opportunities was offered on
account of the Majority Lenders’ and Insider’s claims. According to the
committee, the alternative proposal lacked sufficient votes because the Majority
Lenders and Insider would have deprived themselves of the Exclusive Investment
Opportunities by voting for it. In other words, to receive the Exclusive Investment
Opportunities, the Majority Lenders and Insider had to vote for the Plan (and not
any other proposal). And they could vote for the Plan only because they held
claims. See 11 U.S.C. § 1126(a) (“The holder of a claim . . . may accept or reject a
plan.”). There is thus a direct line of causation between the Majority Lenders’ and
Insider’s claims and the Exclusive Investment Opportunities.

Fifth, the bankruptcy court incorrectly believed that the Fifth Circuit had
addressed the question presented in Mabey v. Southwestern Electric Power Co.

(In re Cajun Electric Power Co-op., Inc.), 150 F.3d 503 (5th Cir. 1998).
App.1194. But Cajun Electric (which did not involve an exclusive investment
opportunity) did not address LaSalle because it was decided a year before LaSalle.

Cajun Electric 1s also readily distinguishable. Cajun was an electric utility
cooperative, with twelve members who were also power purchasers. The plan at

issue was the product of a robust auction that led to the submission of three
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competing chapter 11 plans. Cajun Electric, 150 F.3d at 507-08. Each plan
provided for the reimbursement of legal expenses of a committee of certain
members (“CCM”). Id. at 507, 518-19. The district court concluded that the
plan’s payment of legal fees for the CCM’s members constituted discriminatory
treatment relative to stakeholders in the same class in violation of § 1123(a)(4).
Id. at 512.

The Fifth Circuit disagreed and found no § 1123(a)(4) violation because (i) a
third party (not the debtor) was reimbursing the CCM’s members’ legal fees, and
(i) ““as the bankruptcy court found, the payments were not made in satisfaction of
the CCM members’ claims against Cajun, but rather as reimbursement for plan and
litigation expenses incurred in the bankruptcy case.” 150 F.3d at 518—19. Cajun
Electric thus did not involve a plan’s grant of an exclusive investment opportunity
(unlike here); involved payments from a third party, not the debtor (unlike here);
and did not consider LaSalle, which had not yet been decided. Not only does
Cajun Electric not control the outcome here, but it has nothing to say on the
question presented.

CONCLUSION

For the foregoing reasons, the Excluded Lenders request that the Court
reverse the Confirmation Order and remand for proceedings consistent with the

Court’s decision.
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BENCH DECISION REGARDING
MOTION FOR APPROVAL OF TERMS
OF EQUITY RIGHTS OFFERING AND

EQUITY COMMITMENT AGREEMENT

MICHAEL E. WILES, UNITED STATES BANKRUPTCY
JUDGE

*1 This is the final version of a bench decision that the Court
announced in open court on September 25, 2018.

Before me is the Debtors’ motion for approval of the terms
under which additional equity capital will be raised in
connection with the proposed plan of reorganization. I will
not keep everybody in suspense: I am going to approve the
arrangements, but not without a great deal of misgivings,
which I am going to explain.

The proposed arrangements were negotiated during the
course of a mediation supervised by former Judge Peck.
The participants in the mediation included certain holders
of fully secured obligations, a separate ad hoc group of
holders of three classes of secured debts that apparently
are undersecured, and Quantum Pacific, the majority equity
owner, which I shall refer to as “QP.”

As originally proposed in early August, the structure was
similar to one that has become increasingly common in
Chapter 11 cases. More particularly, the proposal called for
$400 million to be raised through a rights offering. The
opportunity to participate in the rights offering would be
provided only to holders of the three classes of undersecured
debts. Those holders would be given the opportunity to buy
common stock at a 46.9 percent discount to the stipulated and
expected value of that equity under the plan.

In addition, the proposal called for a private placement of
$100 million pursuant to which the so-called Ad Hoc Group
would have the exclusive right to buy additional stock, which
would be sold for $100 million but at the same 46.9 percent
discount to expected plan value.
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The Ad Hoc Group also proposed to provide a backstop under
which the Ad Hoc Group guaranteed its own purchases of
stock and under which the Ad Hoc Group would have the
exclusive right to buy any shares that other eligible holders
did not subscribe to purchase pursuant to the rights offering.
The backstop would ensure that the full $500 million would
be raised under the various equity sales, and in exchange the
proposal called for a backstop fee equal to 8 percent of the
amount of stock to be issued pursuant to the offering, payable
in common stock. Eight percent of $500 million is $40 million
but since the eight percent fee was to be payable in the form
of a percentage of the steeply discounted stock to be issued,
the fee actually had an expected value of much greater than
$40 million.

When this proposed structure was first before the Court early
August, it was met with strong opposition from QP, which
had its own proposal that it wanted to make. The QP proposal
also contemplated a $500 million equity raise but it differed
from the Ad Hoc Group proposal in at least three ways.
First, the proposed backstop fee would be 7 percent rather
than 8 percent. Second, the backstop premium would be
available to any creditor participating in the rights offering
who committed to make a purchase on or before an early
election deadline that was to be established, but that was not
described any further in the papers that I received. Third, QP
proposed a $100 million private placement in which it, not the
Ad Hoc Group, would be the buyer, but it proposed a slightly
higher buy-in price than was proposed in the Ad Hoc Group
proposal.

*2 1 raised questions about the proposals on August 9 and
expressed some skepticism about the structure and the fees.
I asked if the Debtors had explored the option of raising
equity in the markets and whether the Debtors had done their
homework, so to speak, as to whether better terms might be
available in the market. The answer at that time in so many
words was that the Debtors had not done so. The Debtors
have offered different explanations since then as to why they
agreed to this structure, but at least on August 9th the answer
essentially was that this was being proposed because it raised
the amount of money the Debtors wanted and it was the
structure that the Ad Hoc Group wanted.

I also asked why the private placements were being set aside
either for the Ad Hoc Group (under its proposal) or for QP
(under its proposal); why there was a need for a backstop at
all, since the parties in front of me seem to be fighting for the
chance to buy the equity at the proposed discounted price; and

why such a large backstop fee of eight percent was needed in
light of the fact that equity was to be sold at a very large 46.9
percent discount to expected value.

I did not get answers at that time that were very specific
or very satisfactory, though in fairness to the parties, the
structure had just been agreed to and was not actually before
me for approval on that date. I noted on August 9th that rights
offering structures like this can be a proper and useful way of
raising financing, and that backstop fees can be appropriate
when real risks are taken and when the fees are proportionate
to those risks, but that like every other tool that has been
invented they can be misused.

The theory of the Bankruptcy Code is that when the big
creditors sit in a room and negotiate a deal, the little creditors
who are in the same boat get the same deal. The Bankruptcy
Code does not permit the unequal treatment of creditors
in the same class; it also does not permit the payment of
extra compensation to large creditors in exchange for their
commitment to vote for a plan. The problem with special
allocations in rights offerings, or with private placements that
are limited to the bigger creditors who sat at the negotiating
table, or big backstop fees that are paid to the bigger creditors
who sat at the negotiating table but that are not even open
to other creditors (and in particular to other creditors in the
same class), is that it is far too easy for the people who sit
at the negotiating table to use those tools primarily to take
for themselves a bigger recovery than smaller creditors in
the same classes will get. The Code allows for reasonable
financing terms but they must be reasonable, and they cannot
just be a disguised means of giving bigger creditors a
preferential recovery. I therefore made clear that to the extent
that these terms were being presented to me as reasonable
financing terms, the parties would need to convince me that
the terms were reasonable as a financing matter and were
better than other options.

After the August 9th hearing, the parties returned to
mediation, and since that time they have resolved their
differences. The size of the proposed rights offering was
changed to $350 million. In addition to the proposed $100
million private placement for the Ad Hoc Group, the parties
proposed a separate $50 million private placement to QP
on the same terms. The proposed backstop arrangement
remained the same: the Ad Hoc Group would be paid an eight
percent fee, payable on stock, with respect to the entire $500
million offering. The parties also entered into a Plan Support
Agreement, which as I have noted previously, has not been
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presented for my approval and which contains some terms
that I have previously said I would not approve.

*3 Last week, on September 18th, the parties appeared
before me with their request for approval of the backstop fees
and rights offering procedures. I heard evidence in the form
of the testimony of Mr. Celentano of Evercore, the Debtor's
investment banker. At the conclusion of the hearing, I made
a few rulings.

First, I ruled that no legitimate justification had been offered
for the proposed separate private placement to the Ad Hoc
Group. I noted that the terms were to be the same as
the proposed terms under the rights offering, and that in
substance, if not in form, the proposed private placement was
just a way of giving the Ad Hoc Group a disproportionate
share of the rights offering. Counsel to the Ad Hoc Group
agreed that the private placement would be eliminated and
that the shares that would have been covered by the private
placement to the Ad Hoc Group would instead be part of the
rights offering for which all holders would be eligible.

Second, I ruled last week that the Debtors had failed to show
the reasonableness of the proposed backstop fee, or the need
for it in certain instances. During the hearing, the Debtors
pointed to other bankruptcy cases in which large backstop
fees have been paid. But Mr. Celentano readily acknowledged
that he could think of no out-of-bankruptcy market context in
which people who are being given the exclusive opportunity
to buy stock at an expected 46.9 percent discount were
nevertheless also paid an eight percent fee in exchange for
their willingness to take advantage of that golden opportunity.
In addition, Mr. Celentano acknowledged that even in prior
bankruptcy cases there were few instances, if any, in which
equity was offered at so steep a discount and in which parties
nevertheless were paid such a high fee as the eight percent fee
that was being proposed.

Some prior decisions have justified backstop fees by
reference to put options since the backstop includes a
commitment to buy at a fixed price no matter what the real
value turns out to be. But there are several flaws in that
analogy.

First, in most of the cases where these structures have been
proposed the equity is offered at a steep discount to expected
value. In this case, for example, the proposed discount is 46.9
percent. That means that the put option is very much out of

the money. The more out of the money a put option is, the less
the premium that it ought to command.

Second, there are features to the typical backstop arrangement
that are far different from a typical put option. In a straight
put option, the seller of the option takes the risk that it will
have to buy the security if prices fall below the exercise price.
But if prices stay above the exercise price, then the option will
not be exercised. In that case, the seller of the put option gets
nothing except the right to retain the option premium, and the
option premium is paid in exchange for the risk that the price
might fall.

In this case, though, and in other bankruptcy cases where
similar structures have been proposed, the party who provides
the backstop also is being given an exclusive right to buy at
a discount. In other words, the backstop provider does not
merely take the risk of a lower price. Instead, the backstop
party also gets the benefit of the expected discount. That is
more akin to being given a call option. It is a right that has
additional value that ought to be valued and taken into account
in determining, as a reasonable financing matter, whether a
backstop fee is needed at all, or what a reasonable backstop
fee should be.

*4 Here, the evidence that I received last week did not
suggest that a backstop fee was needed or proper. I ruled
after considering the evidence that the eight percent fee could
be paid with respect to shares for which no commitments
were yet in place, but that the fee had not been justified
as a financing matter as to other portions of the proposed
offering, including those to which QP and other creditors
had committed and to which the Ad Hoc Group itself
had committed. However, I also scheduled this further
hearing today in case the parties wished to present additional
evidence.

In advance of this hearing the parties have submitted a revised
proposal that eliminates the proposed private placement to
the Ad Hoc Group and that provides that $460 million of
equity will be raised to a rights offering in which all members
of the three impaired secured classes will be entitled to
participate. They have also proposed that the Ad Hoc Group
be paid a backstop fee equal to 8 percent of the uncommitted
portions of the equity offering and 5 percent as to the rest.
Again, that fee would be payable in stock. The parties have
submitted an additional brief and an additional declaration
that emphasizes the benefits to the Debtors of having obtained
committed equity financing, and that repeats arguments that
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were previously made regarding the risks that allegedly are
involved in providing the backstop. Mr. Celentano has also
provided additional evidence as to not only fees approved in
other bankruptcy cases but regarding committed underwriting
fees that have been paid in a number of out-of-bankruptcy
financings.

I have considered the additional evidence that has been
provided and the revised terms of the proposed arrangements.
As I'said at the outset of my remarks here, I have misgivings. I
have misgivings mainly because I am not completely satisfied
with the evidence that I have as to the reasonableness of the
proposed fee. There are tools that investment bankers and
securities professionals use to calculate option values. There
are option formulas that take account of how the exercise price
compares to the current value (which in this case would be
the expected plan value) and that take account of potential
market volatility. As a general matter, the higher the market
volatility, the higher the option value. In this case, the parties
have made many submissions in which they have trumpeted
the risks that oil prices might decline, but nobody has made
any effort to calculate the actual degree of risk involved here,
or to calculate the actual value of the put option portion of
the backstop fee, or to calculate just how volatile the markets
would have to be in order to justify an option fee of the size
that has been proposed, given how out-of-the-money the put
option would be.

I have been provided with evidence of committed
underwriting fees that have been charged in cases outside
bankruptcy. It is true, as the Debtors suggest, that in those
cases the commitments usually were made only a few
days before the sales of the relevant securities, and that
significantly reduced the risks to the parties providing the
commitments. But it is also the case that the prices to which
the parties committed themselves in those instances were
much closer to the expected values, as opposed to the steep
46.9 percent discounts that are being offered here.

I have also been given evidence of backstop fees that courts
have approved in some other bankruptcy cases, but many
of those were uncontested, and nobody has pointed me to
any prior decision in which a court has approved these fees
with any actual discussion of the evidence as to the economic
reasonableness of a particular backstop fee, or as to how the
reasonableness of such a fee should properly be evaluated.

*5 The parties have also urged me to approve the eight
percent fee in reliance on the Debtors’ business judgment.

But in considering such arguments courts should not lose
sight of the fact that these fees are typically payable in stock.
As a result, they have no practical effect on the Debtors
themselves. The real effect is on other creditors, because the
issue of the added shares dilutes the value of the shares that
those other creditors will receive.

Furthermore, the principle to be guarded here is one that
requires equal treatment of similarly situated creditors, which
is more a matter of bankruptcy philosophy than it is a matter
of business judgment. As I said last week, as a business matter
the Debtors just want to get out of bankruptcy. They can agree
to reasonable fees as part of a financing, but it is for the courts
to decide whether fees are reasonable or not and to decide
whether, in effect, some larger creditors are really being given
an unequal and preferential treatment that is disguised as a
financing term.

I cannot help but continue to be skeptical based on the
evidence I have as to the proposed backstop fee and the
alleged need for it in this case. That is particularly true as to
the Ad Hoc Group's own commitments to exercise their rights
in the rights offering. They have ample economic incentive to
exercise those rights and, in fact, participated in structuring
those rights to make them attractive to themselves. They have
already committed to exercise their rights as part of a Plan
Support Agreement with other parties. I am concerned that
nobody else was given a similar opportunity, which raises the
possibility again that the backstop fee is really just an extra
payment and an extra recovery rather than a reasonable, stand-
alone financing term.

But, on the other hand, while I have expressed my own
concerns many times over the past several weeks in the
hearings on this matter, not one of the relevant indenture
trustees and not a single holder of any of the relative debts has
come forward to complain about the proposed terms. Instead,
the Debtors and all of the other parties have in unison asked
me to approve these revised arrangements.

I may be skeptical about what the evidence would show if
objections were filed. I hope that in the future when these
structures are presented, the parties will explore in more detail
the issues and concerns that I have raised. But this is the
wrong case in which to make rulings, particularly based only
on skepticism. I have to rule on the evidence that is actually
before me. While I have strong doubts, those doubts are not
enough, without more and without any objections, for me to
reject the terms that the parties have negotiated and for which
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they have sought approval today. So I will approve the revised
arrangements that have been presented.

All Citations

Not Reported in B.R. Rptr., 2018 WL 11435661

End of Document © 2024 Thomson Reuters. No claim to original U.S. Government Works.
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(Proceedings commence at 10:00 a.m.)

THE COURT: Good morning, everyone. This is Judge
Goldblatt. We are on the record in In Re TPC Group, Inc.,
which is Case Number 22-10493.

We are proceeding this morning by Zoom. As a
result, I ask that folks leave your microphones muted, unless
you're addressing the Court; that, when you do address the
Court, you introduce yourselves for the record each time; and
as I see folks already are, to have folks leave their cameras
off, unless you're either addressing the Court or wish to be
recognized.

So, with that, why don't I pass the baton to Mr.
Prince to take us through the agenda.

MR. PRINCE: Good morning, Your Honor. Jim Prince
of Baker Botts here on behalf of the debtors. With me are my
partners Scott Bowling and Kevin Jacobs. Mr. Bowling is
going to handle Item Number 1, which is the DIP motion. And
of course, Mr. Jacobs, he handles our evidence and he will be
doing that function again today. We also have our co-counsel
Morris Nichols on the line, our -- as part of the hearing.

Turning to the agenda, Your Honor, we have the DIP
motion. That's the big game or the big show. We have some
miscellaneous sealing motions, which are Items 2 through 6.
I'm pleased to report that those are all either resolved or

moot. So, really, we just have one item, which is the --
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anything to harm the company, but the only request that I
would make is, can that language exist or do you need us to
report back to you by 5 o'clock?

THE COURT: So this language has been in this
draft order since the beginning of the case and, if you had
an objection to it, you could have raised it and haven't.
And I think, by giving you a half an hour, I'm giving you a
half an hour longer than I needed to.

MR. HILLMAN: Thank you, Your Honor.

THE COURT: Okay. So I do have a few additional
points that I want to add. Before that anyone here feels as
if the wind is now at their sails, I thought I should say a
word about a lingering concern that I have.

So, as discussed, this DIP loan incorporates the
RSA milestones and, as a result, the failure to meet those
milestones becomes an event of default. So, to the extent
there are concerns about the plan, they are at least a
relevant consideration of the approval of the DIP loan. And
there's a concern that I have, without prejudging any issue,
that I thought it appropriate to highlight in view of the
evidence that I heard today.

During the cross-examination of Mr. Jamal, there
was evidence that the members of the ad hoc group would under
the plan receive substantial value that is not described as a

payment on account of their prepetition secured claim or
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payment under the DIP, but is instead essentially described
as fees for backstopping the rights offering and the exit
facility. And on hearing that testimony, it really jumped
out and underscored that this question of whether that wvalue
is on account of the prepetition debt or on account of those
plan transactions will be important to whether the plan
comports with the requirement of the Bankruptcy Code that
similarly-situated creditors be treated alike.

And at some level it does seem as 1f, for example,

the Supreme Court's decision in 203 North LaSalle is highly

relevant to that question and that, when you're asked is the
reason a party, a creditor or interest holder receiving
certain treatment on account of their claim or interest, on
the one hand, or on account of a plan transaction on the
other, that the way that's answered is by market testing.

And I've got some concerns that these transactions here
aren't market tested, which, if right, would counsel in favor
of the view that it's actually consideration being given on
account of the claims, which would give rise to claims of
discriminatory treatment.

Now, I say that not to answer any of these
questions today, but because I had concerns about approving
the DIP that, if that turns out to be a problem, the case
could be in trouble, I ended up satisfying myself that no one

can exercise default remedies without approval from the Court
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1 ||and that, with the quality of the parties here, there may be
2 |lan opportunity to work through those issues between here and
3 [|there. But I did want -- and, again, nothing I've said, you
4 || know, 1is intended to prejudge anything and everything I said
5 ||lon this topic could well be entirely mistaken. And so no one
6 || should take this as I've decided anything, it's just that, as
7 {|I heard the evidence, I became concerned about it and thought
8 ||it only appropriate to share the concern, so that the parties
9 ||can all proceed appropriately.
10 So, with that, let me ask this question. Are
11 ||there any questions about what I just said that I can help

12 |[|address?

13 (No verbal response)

14 THE COURT: Okay. If not, what I would propose
15 ||then is that the objectors reach out to the debtor -- well,
16 ||let me ask the question this way. Can we -- I just want to

17 ||puzzle through the question of timing of the entry of this
18 ||order and how -- we are obviously happy to enter an

19 ||appropriate order, you know, in the evening, over the

20 |[|weekend, whenever it's -- whenever we're in a position to
21 ||enter it, but I would be interested in hearing from the

22 ||parties about how much time sensitivity there is from an
23 |[|operational business perspective as to when the order is
24 ||lentered.

25 (Pause)
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