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HEADNOTE

ARMSs and PDPs

STEVEN A. MEYEROWITZ

he first two articles in this issue explore different “alphabetical
I soups” of note to the bankruptcy world.

First, in “A Farewell to ARMs: Lessons from the Subprime
Origination Meltdown,” Jonathan W. Jordan, an attorney in the Financial
Restructuring Group in King & Spalding’s Atlanta office, explores
adjustable rate mortgages following the subprime mess. As Mr. Jordan
explains, the contraction of the American housing market in late 2006
sent off a chain reaction in U.S. and global capital markets that put a suc-
cession of housing, investment and retail industries in economic distress.
The first casualties to enter the Chapter 11 process were the mortgage
originators, and their experience with the bankruptcy courts may provide
insight that will prove useful to successive industries that go through the
restructuring and bankruptcy process during the next three years.

ABCs of PDPs

Since early 2004, the number and size of civil aircraft pre-delivery
payment (“PDP”) financings have increased dramatically. Airlines view
them as a way to enhance liquidity during the aircraft production cycle.
Bankers view them as a way to get short-term exposure to aviation assets
and deepen relationships. Manufacturers view them as a way to facilitate
sales. With significant recent appreciation in aircraft values, improved
customer credit and, in many cases, committed delivery financing in
place, these transactions have made increasing commercial sense.

In the last 18 months, however, manufacturers have been taking new
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approaches to limit their risk in light of this proliferation. In the next arti-
cle, “The ABCs of PDPs: Advance Rates, Bankruptcy Risks and
Collateral Management,” Mark N. Lessard, a senior associate at Pillsbury
Winthrop Shaw Pittman LLP, examines various legal aspects of negotiat-
ing, documenting and closing a PDP facility in this new setting. Mr.
Lessard begins with some brief background then summarizes the princi-
pal issues arising from the complex, tri-partite negotiations between the
borrower, the lender and the manufacturer.

The first section, entitled “Advance Rates,” looks at the core issues
that a lender should focus on in attempting to contain its exposure. The
second section, entitled “Bankruptcy Risks,” addresses the dynamics
between the manufacturer and lender in a default scenario. The last sec-
tion, entitled “Collateral Management,” focuses on issues of import to the
borrower in the management of its aircraft order during the life of the
facility.

And More....

We have more here, of course, including articles on Chapter 15,
Canadian insolvency law reform, and a lawsuit challenging the termina-
tion of insured credit default swaps.

Enjoy the issue!

Steven A. Meyerowitz

Editor
May 2008
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A Farewell to ARMs: Lessons from the
Subprime Origination Meltdown

JONATHAN W. JORDAN

The contraction of the American housing market in late 2006 set

off a chain reaction in U.S. and global capital markets that put a

succession of housing, investment and retail industries in econom-
ic distress. The first casualties to enter the Chapter 11 process
were the mortgage originators, and their experience with the
bankruptcy courts may provide insight that will prove useful to

successive industries that go through the restructuring and bank-

ruptcy process during the next three years.

current mortgage market contraction for years to come. But even

before the smoke clears, the wave of mortgage origination bank-
ruptcies that began in the Fall of 2006 and continued into 2008 has left its
legal and economic footprint on the Chapter 11 process. By looking back-
wards, at the causes and immediate effects of the mortgage origination
bankruptcies, the contours of future bankruptcies of financial services
providers may become clearer.

Creditors will be sorting out the financial and legal fallout from the

Jonathan W. Jordan is an attorney in the Financial Restructuring Group in King &
Spalding’s Atlanta office. He may be reached at jjordan@kslaw.com.
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PRELUDE TO A MELTDOWN

The base of the residential mortgage backed securities (“RMBS”)
pyramid was the humble subprime mortgage, underwritten through an
originator, with or without the help of a mortgage broker. Subprime loans,
which command higher than prime interest rates because they are extend-
ed to high risk borrowers, accounted for 8.6 percent of all residential
mortgages in 2001, a share that ballooned to 20 percent by 2006." Given
the overall size of the U.S. mortgage market, the resulting numbers were
huge; by mid-2007, the outstanding principal balance of subprime loans
totaled approximately $1.6 trillion.?

Of particular interest to many subprime borrowers was the adjustable
rate mortgage (“ARM”), a product that took advantage of low interest
rates facilitated by the Federal Reserve Board in the early 2000’s and
offered low initial interest rates for a certain period of time, say, two or
three years. After the introductory period, the loan would reset to a mar-
ket rate of interest, often prime plus two to eight percentage points.?
Because the initial payments under these mortgages were low, many buy-
ers purchased homes they could not otherwise afford because they either
did not understand the impact of the reset feature, or because they
believed that housing values would continue to climb, allowing them to
refinance their way into a conventional fixed rate mortgage before the
introductory period expired. By 2006, ARM loans accounted for 91 per-
cent of all subprime mortgages.*

Another distinguishing feature of the subprime boom was the high
incidence of 100 percent loan-to-value mortgages, in which have buyers
could obtain a loan with no money down. In cases of refinanced mort-
gages, professional appraisers allegedly were pressured by lenders to
inflate property values to support larger loan balances, and some lenders
offered higher interest lines of credit that were nominally unsecured.®
Some borrowers therefore were able to “cash out” home equity they did
not have to fund consumer purchases or pay off large credit card balances.

One distinct feature of the 2002-2007 subprime boom was the high
incidence of “low document/no document” loans, in which little or no evi-
dence of income or assets was required for loan approval. In 2006, one
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half of all subprime loans were of this minimal documentation type, up
from 28 percent just five years earlier.® In making these loans without the
usual due diligence, the ultimate investors — hedge funds, commercial
banks, investment banks, insurance companies, pension funds, and others
— bet on the same gamble the borrowers did: that housing prices would
continue to rise, ensuring that those with money at risk could look to a rel-
atively safe collateral package.

The intermediate level of the subprime pyramid was the mortgage
originator/seller. Large originators such as Aegis and New Century
underwrote billions of dollars of loans on a beautifully simple model: they
did not lend their own money. They immediately sold their loans (either
directly or packaged as RMBS) to a network of securitization arrangers —
principally investment banks or specialized financing arms of commercial
banks, and sometimes to financing arms of the originator, as in the cases
of Countrywide and American Business Financial Services.
Approximately 80 percent of all subprime loans originated in 2005 and
2006 were securitized, up from 50 percent in 2001,” and mortgage loans
sold to securitizers were subject to repurchase agreements providing for
their mandatory repurchase if the loans remained delinquent for a set peri-
od of time. Many origination companies also had loan servicing depart-
ments, which would service the loans for purchasers through contractual
arrangement. Originators obtained working capital through warehouse
lenders who held liens on mortgages that were awaiting securitization or
were in the process of closing (sometimes referred to as “pipeline loans™).

The securitization sale formed the apex of the pyramid and provided
the capital that drove the market’s explosive growth. Securitizations
could be structured in a wide variety of ways, but the general structure
was as follows: an arranger, such as a division of Bear Stearns, would then
fund a bankruptcy-remote trust or other special purpose vehicle (“SPV”)
whose only role was to hold the loans and issue securities backed by these
mortgages, called collateralized debt obligations (“CDQOs”).® The SPV
would divide the CDOs into tranches to accommodate varying risk toler-
ances. Senior tranches would be paid first and were therefore the safest
tranche; they were awarded the highest ratings and carried the lowest
interest rates. To ensure that senior tranches obtained investment grade
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ratings from Standard & Poor’s, Moody’s or one of the other recognized
ratings agencies, these tranches were generally insured by AAA-rated
credit insurers. Mezzanine (BBB-rated) and equity (junk grade) tranches
carried successively higher risk and interest rates.

After the RMBS were segregated into tranches, the SPV would sell
investment grade CDOs on the open market, while mezzanine and equity
tranches would be sold to risk friendly hedge funds, parked with cash
flush institutions such as foreign banks, or become repackaged into syn-
thetic CDOs through the creative use of credit default swaps or further
slicing and leveraging.

Thus, a discreet set of mortgages would be parceled out to potential-
ly thousands of individuals and institutions with varying rights and reme-
dies and a complex set of interlocking documents that governed the rela-
tionships. In this way, the creditworthiness of the subprime borrower —
traditionally the market’s least creditworthy prospect — supported a per-
vasive, trillion dollar sector of the credit market.

OILY RAGS, PAPER, AND MATCHES

The securitization wave of 2001-2007 represented a departure from
previous real estate booms in several respects. First, the ready supply of
securitization products altered the traditional relationship between home-
owner and immediate lender because the focus shifted from long term
investment to short term monetization. New home buyers began pur-
chasing more expensive homes than they could afford on a two or three
year refinance timetable, and existing homeowners began looking at their
homes as cash machines that could be tapped to pay short term debts.
Mortgage lenders, whose income derived from origination fees rather than
loan interest, lacked an incentive to safeguard the integrity of the loan
process because they did not intend to hold the loan or ensure that it would
remain current beyond the time frame set out in the repurchase agree-
ment’s representations and warranties. Critically, neither of the two par-
ties best able to police the transaction—the borrower and the mortgage
originator—put any money at risk, and both had an economic incentive to
close a deal. As a result of this systemic moral hazard, underwriting stan-
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dards for many loans deteriorated, and a foundation was laid for unrealis-
tic expectations further down securitization stream.®

A second factor that made the 2001-2007 subprime securitization
process different was the huge size of the market and the rapid rate at
which it ballooned during that six year period. From 2001 to 2005, annu-
al subprime loan originations leaped from roughly $190 billion to $625
billion; 2006 originations declined only slightly, to $600 billion.** The
result of this mortgage boom was a fourth quarter 2004-2007 home own-
ership rate that exceeded the 1981-1999 historical average of 64.5 per-
cent, peaking at 69.2 percent in 2004 and tapering off at 67.8 percent for
the first quarter of 2008."* The subprime CDO boom thus drove home
ownership to artificially high levels.

A final distinguishing factor was the lack of transparency up and
down the securitization chain. As the origination bankruptcies were to
show, many parties to complex CDO transactions did not know precisely
which mortgages they owned, much less have the documentation neces-
sary to support claims of legal or beneficial title. Moreover, the process
of blending, slicing and repackaging a blizzard of subprime paper —
much of which was carried off balance sheet in SPVs and in synthetic
CDOs — robbed the system of the sort of transparency that allows mar-
ket players to estimate their exposure when the market takes a sudden fall.
As one Lehman Brothers economist put it, high dollar products spawned
by the subprime boom included “parts of the capital markets that most of
us had never heard of.”*

The sole backstop to this financial tinderbox was an article of faith
supported by a trend dating back to 1995: that housing prices would con-
tinue to rise at healthy if not steep levels. Since 1981, housing prices
almost invariably rose on an annual basis, and from 1997 to 2006, home
prices rose 85 percent, an appreciation level not reached since the hous-
ing boom immediately following World War I1.** As long as home prices
went up, cornered borrowers could refinance their way out of high inter-
est rates when their ARMs adjusted, originators would not have to weath-
er repurchase demands, and CDOs would remain solidly collateralized
because the houses that backed them were worth the face amount of the
securities. Everyone was happy.
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THE FIRST DOMINOS

Of course, the housing market could not sustain such exponential (and
artificial) growth. Beginning in the second quarter of 2006 most major
U.S. markets began to flatten and decline.** Consumers whose incomes
could only support mortgages at the low introductory rates found them-
selves unable to afford large increases in their monthly payments when
their ARMs reset. By the end of 2007, one in five ARMs was seriously
delinquent, meaning either 90 days past due or in the foreclosure
process,* and subprime borrowers began defaulting on mortgage loans at
an estimated rate of 18 to 20 percent.*®* The Mortgage Bankers
Association recently concluded that delinquency rates have reached a
peak not witnessed since 1985."

As a result, foreclosures in January 2008 were up 60 percent over the
same period for 2007, and one tracking organization estimated that the
percentage of U.S. households in some state of the foreclosure process
rose from .58 percent in 2006 to one percent in early 2007.** In many
cases borrowers, having no equity in their homes, simply walked away
from their mortgages, leaving entire subdivisions of vacant houses and
burdening a housing market that already had 79,000 more vacant homes
for sale in 2007 than in 2006.%

The last quarter of 2007 witnessed a national median house price drop
of 5.8 percent, the steepest drop since the National Association of Realtors
began keeping records in 1979 — until the first quarter of 2008, which
racked up another 7.7 percent® The first institutions to feel the pinch
were the mortgage loan originators, which were besieged with repurchase
demands from loan purchasing clients, cease and desist orders from state
authorities, tighter warehouse lending criteria and less money for their
mortgages and RMBS. While a few of these institutions, such as
Countrywide Financial Corporation, were able to win a reprieve through
massive equity infusions, most had no choice but to shut their doors or, in
the case of companies with substantial assets, to file for bankruptcy pro-
tection.®> December 2006 therefore commenced a year long roster of
mortgage originator bankruptcies that reads like a “Who’s Who” of mid-
sized and large mortgage industry players:
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Debtor

Ownit Mortgage Solutions,
Inc.

Mortgage Lenders Network
USA, Inc.

ResMAE Mortgage
Corporation

LoriMac Inc.

People’s Choice Home Loan,
Inc.

New Century TRS Holdings,
Inc.

SouthStar Mortgage Funding,
LLC

Oak Street Mortgage LLC

Alliance Mortgage
Investments, Inc.

American Home Mortgage
Holdings, Inc.

HomeBanc Mortgage Corp.
Aegis Mortgage Corp.

First Magnus Financial Corp.
Quality Home Loans
Fieldstone Mortgage Co.
Delta Financial Corp.

First NLC Financial Services,
LLC

NovaStar Home Mortgage, Inc.

Date Filed

12/28/2006

02/05/2007

02/12/2007

02/13/2007
03/20/2007

04/02/2007

04/11/2007

06/08/2007
07/13/2007

08/06/2007

08/09/2007
08/13/2007

08/21/2007
08/21/2007
11/23/2007
12/17/2007
01/18/2008

01/23/2008

\enue

C.D. Cal.

D. Del.

D. Del.

N.D. Cal.
C.D. Cal.

D. Del.

N.D. Ga.

S.D. Ind.
D. Del.

D. Del.

D. Del.
D. Del.

D. Ariz.
C.D. Cal.
D. Md.
D. Del.
S.D. Fla.

W.D. Mo.

Case
No./Chapter

06-12579 (11)
07-10146 (11)

07-10177 (11)

07-30165 (7)
07-10765 (11)

07-10416 (11)

07-65842 (7)

07-05279 (11)
07-10941 (7)

07-11047 (11)

07-11079 (11)
07-11119 (11)

07-01578 (11)
07-13006 (11)
07-21814 (11)
07-11880 (11)
08-10632 (11)

08-40245 (7)
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MORTGAGE ORIGINATOR ISSUES

The mortgage originator cases of 2006-2008 yielded a wide variety of
nonstandard bankruptcy disputes between the originators, warehouse
lenders, loan purchasers, SPV trustees, credit insurers and buyers, in addi-
tion to more conventional bankruptcy disputes over items such as utilities
motions, lease rejections and key employee retention plans. While a
detailed review of the most contentious issues in each case would fill a
large tome, a sampling of the issues raised in these cases gives a fair idea
of the twists and turns this generation of Chapter 11 cases took.

Stay Relief

Warehouse lenders moved quickly to request stay relief on their col-
lateral, which naturally impacted each debtor’s ability to generate cash
from operations. For example, in the case of American Home Mortgage
Holdings — a debtor whose loans were predominantly prime and Alt-A
loans rather than subprime — its lender, Bank of America, moved for stay
relief to foreclose on some $584 million in mortgage loans, arguing that
cause for stay relief existed under Bankruptcy Code Section 362(d)(1)
because the market value for the loans was declining rapidly in the con-
tracting housing market.? Similarly, in HomeBanc Mortgage Corp.,
lender JPMorgan Chase moved on the first day of the case for adequate
protection for its $69 million prepetition loan secured by the debtor’s ser-
vicing rights, intangibles and deposit accounts.® In many cases, commin-
gling of funds and dispersed documentation complicated the adequate
protection analysis.

Another type of stay relief litigation arose in cases where the origina-
tor holds a junior mortgage under a foreclosing senior mortgagee. In
these cases, the delay imposed upon the senior, non-debtor mortgagee by
the automatic stay can impose costs on the debtor (a) by delaying fore-
closure in a declining housing market, and (b) by forcing the senior mort-
gagee to incur fees and expenses in obtaining stay relief, which costs may
be added to the indebtedness secured by the senior lien. To avoid the costs
of stay relief rebounding against the debtor, some debtors moved proac-
tively to modify the stay in those instances.*
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A third variation of stay relief litigation turns on whether the stay
applies at all. In American Home Mortgage, a counterparty to a “servic-
ing retained” master repurchase agreement moved for a declaratory judg-
ment that the agreement was not subject to the automatic stay by virtue of
Bankruptcy Code Sections 362(b)(7) and 559, which exempt repurchase
agreements from stay and executory contract termination prohibitions in
Bankruptcy Code Sections 362(a) and 365(e). (Section 546(f) also
exempts repurchase agreement counterparties from certain avoiding pow-
ers of a bankruptcy trustee.) American Home Mortgage contended that
the repurchase agreement was actually a disguised financing agreement
that fell outside the definition of repurchase agreement set forth in
Bankruptcy Code Section 101(47). In the alternative, the debtor argued
that, at a minimum, the servicing provisions did not constitute a repur-
chase agreement, and were severable from the rest of the agreement. The
court ultimately found that the agreement was both a repurchase agree-
ment under Section 101(47), and a securities contract under Section
741(7) (which provides similar safe harbor provisions for mortgage pur-
chases and other types of derivative transactions), but it also held that the
servicing provisions of the agreement were severable and remained prop-
erty of the estate. The repurchase agreement counterparty was therefore
entitled to enforce any setoff and liquidation rights available due to the
debtor’s bankruptcy filing — a trigger normally prohibited in executory
contracts by Bankruptcy Code Section 365(e)(1). Because the order in
this case did not adjudicate the dispute over the servicing rights, it was not
a final order, and the repurchase agreement party could not immediately
appeal the bankruptcy court’s order residual holding that the servicing
rights remained property of the debtor’s estate.”

Section 363 Asset Sales

Consistent with broader trends in large Chapter 11 cases, the goal of
most of mortgage lender cases was the liquidation of non-securitized or
“whole” loans, interests in securitization trusts, servicing agreement
rights, and other loan platform assets. Accordingly, Section 363 sales
played a large role in these cases. Of the 14 Chapter 11 cases noted here,
all but two of them resulted in sales of substantially all business assets
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within 10 months of the petition date. In cases where the assets have not
yet been approved for sale, the debtors are marketing them. In many
cases, the debtor moved for the sale or consummation of prepetition sales
on or near the first day of the case, or had sold most of their assets imme-
diately prior to filing.

Litigation
Litigation against warehouse lenders, parties to repurchase agree-

ments, insurers, directors/officers and professionals has also become a
standard feature of subprime originator bankruptcy cases.

Claims Against Mortgage Purchasers

In the Ownit Mortgage Solutions case, for instance, the debtor inves-
tigated or brought claims against JPMorgan Chase (for turnover of
account funds, conversion, wrongful participation in the collapse of the
debtor’s restructuring efforts, and improper use of confidential informa-
tion), Merrill Lynch (for conversion and/or turnover of purchased loans,
recharacterization of true sales as disguised financing transactions, avoid-
ance of allegedly unperfected security interests, equitable subordination,
turnover of funds paid by the debtor’s prepetition servicing agent, partic-
ipation in the collapsed restructuring efforts, and preferential transfers),
and the debtors’ loan servicer, Litton Loan Servicing (for wrongful pay-
ment to Merrill Lynch). In addition, JPMorgan Chase sued the debtor and
certain Merrill Lynch affiliates alleging senior rights in certain operating
accounts of the debtor.”

Fiduciary Duty Claims

Reflecting the wave of nonbankruptcy lawsuits directed at officers,
directors, arrangers and other parties to securitization transactions, bank-
ruptcy trustees and liquidation agents have begun looking at possible claims
against securitization players. In a hefty 581 page report, the examiner
appointed in the New Century TRS Holdings case found that the debtor’s
estate holds colorable claims against New Century’s auditor, as well as for-
mer directors and officers of the debtor for departing from proper account-
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ing practices, such as in the valuation of loss reserves, which aided and abet-
ted material misstatements of New Century’s financial status. The New
Century examiner’s report may provide a blueprint for other liquidating
agents and bankruptcy trustees to follow in future cases.”

Claims by Mortgage Purchasers

In some cases, parties to master repurchasing agreements have sued
debtors to obtain access to records of purchased mortgage loans, control
over the loans as required by their repurchasing agreements, and account-
ing of custodial funds collected by the debtors prior to their repurchase.
In the New Century case, the largest Chapter 11 case filed in 2007, repur-
chase agreement counterparty UBS Real Estate Securities and other pur-
chasers commenced adversary proceedings to obtain accountings of cus-
todial funds collected by New Century for purchased loans.? In the sec-
ond largest case of 2007, American Home Mortgage, Credit Suisse First
Boston Mortgage Capital, Bear Stearns Mortgage Capital Corporation,
and Morgan Stanley Mortgage Capital Holdings similarly filed adversary
proceedings to obtain control over certain purchased loans, recover loan
files and terminate the debtor’s servicing rights.®

Investor Claims

Where bonds are sold directly from the mortgage company to
investors, a bankruptcy trustee may have standing to pursue claims on
behalf of the investors. This situation arose from the Chapter 7 case of
American Business Financial Services, Inc., a subprime lender that secu-
ritized its loans through Bear Stearns, JPMorgan Chase, Morgan Stanley,
and Credit Suisse Group. The cause of ABFS’s collapse in 2005 was dif-
ferent from the current wave of subprime originator cases — ABFS had,
among other things, miscalculated prepayment rates — but the investment
bank group faced similar exposure under fraudulent conveyance and other
theories. The trustee’s lawsuit against the investment banks, filed in 20086,
has since been removed from Pennsylvania state court to federal court,
and as it plays out, it may provide some guidance as to the path other
bankruptcy trustees may follow in those cases where investors are direct
creditors of the originator.*
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Insurance Litigation

Because bond insurers are a critical part of the subprime securitization
structure, debtors and insurers have engaged in litigation when the insur-
er desires to cancel insurance policies or otherwise refuses to accede to
debtor demands. In the American Home Mortgage case, for example,
Federal Guaranty Insurance Company, a well known credit insurer for
complex financial products, sued the debtor to require the turnover of ser-
vicing rights to FGIC’s designated servicing successor.** In an analogous
adversary proceeding in the same case (although one not involving insur-
ance per se), one of the debtors’ SPVs sued Bank of America to enforce a
credit default swap that backstopped certain losses on the sale of mortgage
loans.®

Since director and officer (“D&0O”) claims have predictably risen
with the collapse of the subprime securitization market, D&O liability
insurers have become minor though important players in Chapter 11
cases. In the Delta Financial case, the debtor filed an adversary proceed-
ing to force its D&O liability carriers to fund the defense of the debtors’
officers and directors who were defendants in suits related to their work
for the defunct originator.®

People’s Choice: A Case Study

Fairly typical in this population is the case of People’s Choice Home
Loans, Inc., an Irvine, California-based mortgage company that owned
bankruptcy remote SPVs to facilitate the securitization of its mortgage
loans.* People’s Choice and its affiliates originated, funded, sold and ser-
viced loans through wholesale and retail channels. Financing for its lend-
ing operations was provided through warehouse facilities with Bear
Stearns, Credit Suisse First Boston, Deutsche Bank, Lehman Brothers,
Wachovia, Washington Mutual, Wells Fargo, and other well known finan-
cial institutions. On the petition date, these lenders asserted claims total-
ing $84 million and held some $26.5 million on deposit in margin call
accounts. People’s Choice also sold loans not for purposes of securitiza-
tion (called “whole loan” sales) with repurchase obligations to third par-
ties such as Citigroup Global Markets, DB Structured Products, Credit-
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Based Asset Servicing, UBS, Nomura, Merrill Lynch, and other institu-
tions, while retaining servicing rights on these loans to itself. The debtor’s
exposure under repurchase obligations for whole loan sales was around
$79 million. Finally, the debtor securitized about $3 billion in RMBS in
2004, and another $4 billion in RMBS in 2005.%

As the housing market began to slide in late 2006, the debtors began
receiving margin calls from warehouse lenders, repurchase demands from
loan purchasers, and reduced pricing offers from secondary buyers of
RMBS. Unable to finance their way out of this convergence of threats,
People’s Choice and its affiliates filed their Chapter 11 petitions on March
20, 2007.*

Cash Collateral Use

In addition to fairly standard Chapter 11 disputes, People’s Choice
confronted a variety of issues specific to its mortgage business. First, sev-
eral different warehouse loan participants claimed an interest in the
debtors’ commingled cash, which thwarted easy tracing of funds claims
by particular parties. This created problems for the provision of adequate
protection to the lenders for the debtor’s use of cash collateral under
Bankruptcy Code Section 363, a mess that had to be resolved through
consensual adequate protection carve-outs.”

Section 363 Sales

The debtor’s Chapter 11 strategy was to execute Section 363 sales of
its major assets, including:

» residual interests in securitization trusts (sold to PC Asset Acquisition
for $21 million);

e servicing interests (sold to Equity One, Inc. for $24 million);

» loan servicing and origination platforms (sold to UBS for $2.5 mil-
lion); and

e certain loans that it had been required to repurchase (referred to as
“scratch and dent loans™), which sold in small parcels for a total of
$1.7 million.
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The servicing agreement sale to Equity One proved the most con-
tentious, as the counterparty to the servicing agreement, EMC Mortgage
Corporation, objected to the sale, and the debtors and creditors committee
had to enter into settlement and transition services agreements with EMC
to pave the way for the sale.® These sales were consummated prior to the
confirmation of a Chapter 11 plan and drove the estimated 10 to 14 per-
cent return for most general unsecured creditors.*

Tax Issues

People’s Choice also had to address maintenance of its subsidiary’s
status as a real estate investment trust (“REIT”) under Sections 856
through 860 of the Internal Revenue Code, to avoid significant tax conse-
quences for tax year 2007, and to ensure that the four mortgage securiti-
zation trusts it set up for 2007 would continue to be treated as separate
legal entities. These tax considerations affected both the debtor’s corpo-
rate tax liability and the IRS’s proof of claim.®

D&O Litigation

In its disclosure statement, the debtor has raised claims against cer-
tain former directors, officers and shareholders on a variety of theories,
including:

e excessive compensation;

» fraudulent conveyance;

e illegal dividends;

e approving improper intercompany transfers;

» approving unsafe lending practices for subprime borrowers;

e approving stock repurchases, and;
e generally causing the company to fail.*

These claims have not yet been filed, and absent settlement, litigation

involving the debtors (or their successor), the directors and officers, and
the D&O insurance policy carrier will likely last well into 20009.
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Lender Litigation

As one of the debtor’s principle prepetition lenders, Washington
Mutual Bank claimed a security interest in certain prepetition tax refund
proceeds; when a dispute over this interest could not be worked out, the
debtor filed an adversary proceeding alleging preferential transfers,
breach of contract, conversion, and objection to Washington Mutual’s
claims. The complaint, which has not yet been resolved, also attempts to
avoid Washington Mutual’s security interest in the refund proceeds.
Absent settlement, litigation will continue well into 2008.%

The debtor also investigated avoidance claims against one of its ware-
house lenders, Residential Funding Company, LLC, which claimed an
interest in certain commingled funds in the debtors’ bank accounts, as well
as a security interest in the proceeds of certain scratch and dent loans.
Ultimately the two parties settled RFC’s claims for approximately 72
cents on the dollar.®

Substantive Consolidation

Because of the interconnected nature of the debtors’ securitization
businesses, the debtors and their financial advisors conducted an exten-
sive review of various intercompany transactions to determine whether
substantive consolidation was appropriate under the Second Circuit’s
Augie/Restivo test, as adopted by the Ninth Circuit* While the assets and
liabilities of the debtors were not hopelessly entangled, there were enough
factors favoring substantive consolidation — the creation of subsidiaries
for tax rather than business reasons, below market sales to subsidiaries,
consolidated liquidity management, and commonality of management, for
instance—that protracted litigation was a real threat. Ultimately, the
debtors and the creditors committee ultimately agreed not to press for sub-
stantive consolidation, subject to a number of allocation and administra-
tive conditions set forth in the debtor’s proposed plan.*

LESSONS FOR THE FUTURE, ECONOMIC AND LEGAL

The impact of the subprime contraction is likely to continue well into
2009 as 2005- and 2006-vintage ARMs reset themselves to higher inter-
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est rates over the next 12 months. Federal Reserve Chairman Ben
Bernanke cited estimates of 1.5 million ARM resets in 2008,* and one
study estimated that ARM resets in 2008 will raise mortgage payments by
an average of 32 percent.”” This will undoubtedly spawn a new wave of
defaults and foreclosures; a Congressional Joint Economic Committee
report predicted that by the end of 2009 home foreclosures will reach the
two million mark.*

As market players slowly become aware of the magnitude of 2007’s
biggest “black swan,” loss estimates continue to be revised. In July 2007
Chairman Bernanke estimated $100 billion of subprime-related write-
downs. That total grew to $120 billion in write-downs by major banks as
of February 2008, and lurking out there are another $123 billion in addi-
tional write-downs that UBS analysts warn may be necessary before all
losses are accounted for.* The OECD revised its “all in” total for the sub-
prime crisis at $350-420 billion, disputing an IMF worldwide estimate of
$1 trillion.*

The effects of the subprime debacle will not be limited to the resi-
dential mortgage industry; the home building and building materials
industries have been directly hurt by the housing glut (resulting in sever-
al large home builder filings in 2007 and 2008).** The relative collapse of
the subprime capital market has also spilled into other credit sub-indus-
tries, affecting bond insurance, credit default swaps, auction rate securi-
ties, synthetic CDOs, and other complex financial products, and the con-
traction in the availability of commercial paper has limited the ability of
businesses outside the housing industry, such as specialty retail chains and
airline companies, to refinance their way out of cash flow problems. A
few investment funds, such as First NLC Financial Services and Bear
Stearns High-Grade Structured Credit Strategies, have filed for bankrupt-
cy protection, and as many besieged hedge funds close their doors, others
are likely to consider their options in Chapter 11.

While the full impact of the subprime contraction is still murky, there
are some legal and economic conclusions that can be drawn from the
recent bankruptcy experiences of mortgage originators.
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The Post-BAPCPA Trend is Reversing, Temporarily

Business bankruptcy filings have been on a steep and steady decline
since the implementation of the 2005 amendments to the Bankruptcy
Code, which limited exclusivity, key employee retention plans, and debtor
leverage in areas such as reclamation rights and preference claims.® As
the subprime meltdown reaches into the lower tiers of corporate credit,
however, both consumer and business bankruptcy filings are beginning to
buck this trend, at least for 2008. Consumer filings were up 40 percent
from 2006 to 2007,% and public company filings during the last two years
rose from 66 in 2006 to 78 in 2007, on total Chapter 11 filings of 5,010
for 2006 and 6,236 in 2007.* Anecdotal evidence indicates that 2008
business filings will substantially exceed those of 2007 in both quantity
and claim amounts, and one source estimates that Chapter 11 filings
increased 16 percent during the first quarter of 2008.°

The Claims are Huge, but the Cases are Not

In terms of assets, mortgage lenders filed the five biggest public com-
pany bankruptcy cases of 2007.* But in these cases asset size does not
correlate with case duration or complexity. Most of the mortgage bank-
ruptcies of 2007 resulted in Section 363 sales of most business assets or
converted to Chapter 7 within four to ten months of filing. This result is
explained by the fact that (1) most mortgage lenders had few business
assets other than servicing agreements, which were sold off to distressed
investors or strategic buyers, (2) the major repurchase agreements will fall
within the safe harbor protections of Bankruptcy Code Sections 362(b)(7),
546(f) and 559, reducing bankruptcy entanglements for those counterpar-
ties, and (3) because none of the creditors — hedge funds and investment
banks, for the most part — had any real interest in preserving a debtor’s
going concern value. It is not unrealistic to believe that future Chapter 11s
in other financial services sectors will follow the blueprint of “carve up
and sell off.” Those rare companies that survive Chapter 11 will likely be
ones that have prearranged or prepackaged plans set on a fast judicial
track.
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The Biggest Legacy of These Bankruptcy Cases May Be Litigation

While in many Chapter 11 cases litigation revolves around basic
avoidance actions and low probability “kitchen sink” complaints filed by
committees against prepetition lenders, subprime-related lawsuits against
directors and officers, underwriters, insurers, lenders and audit profes-
sionals are likely to comprise a large part of creditor recovery. This liti-
gation, whether commenced inside or outside bankruptcy court, is likely
to trail the effective end of the bankruptcy cases for many years.

DIP and Exit Financing Will Become More Expensive

As the economic effects of the subprime contraction ripple through
capital markets, financing for distressed entities will become more expen-
sive. Ina seller’s market, DIP lenders can be expected to demand short-
er termination periods, more due diligence, wider rate spreads and higher
fees. Although a strict comparison of initial proposed DIP facilities is not
easily accomplished, a comparison of the 10 largest Chapter 11 cases for
2007 and 2008 generally indicates that rate spreads in DIP loans are
widening, meaning that financing — inside or outside the mortgage indus-
try — is becoming more expensive.”” Exit lenders, for their part, will be
more reluctant to wait until after closing to syndicate loan commitments
and will likely impose (and enforce) more restrictive covenants than in
previous deals.®
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The ABCs of PDPs: Advance Rates,
Bankruptcy Risks and Collateral
Management

MARK N. LESSARD

This article examines various legal aspects of negotiating, docu-
menting, and closing an aircraft pre-delivery payment facility,
addresses the dynamics between the manufacturer and lender in a
default scenario and focuses on issues of import to the borrower in
the management of its aircraft order during the life of the facility.

payment (“PDP”) financings have increased dramatically. Airlines

view them as a way to enhance liquidity during the aircraft produc-

tion cycle. Bankers view them as a way to get short-term exposure to avi-

ation assets and deepen relationships. Manufacturers view them as a way

to facilitate sales. With significant appreciation in aircraft values and

improvements in customer credit during this period, these transactions
made increasing commercial sense.

In the last 18 months, however, manufacturers have been taking new

approaches to limit their risk in light of this proliferation. This article

examines various legal aspects of negotiating, documenting and closing a

Since early 2004, the number and size of civil aircraft pre-delivery

Mark N. Lessard is a senior associate at Pillsbury Winthrop Shaw Pittman LLP
where he focuses his practice on transactional matters, with particular emphasis
on aviation and equipment finance. He may be contacted at mark.lessard@pills-
burylaw.com.
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PDP facility in this new setting. It begins with some brief background
then summarizes the principal issues arising from the complex, tri-partite
negotiations between the borrower, the lender and the manufacturer.

The first section, entitled “Advance Rates,” looks at the core issues that
a lender should focus on in attempting to contain its exposure. The second
section, entitled “Bankruptcy Risks,” addresses the dynamics between the
manufacturer and lender in a default scenario. The last section, entitled
“Collateral Management,” focuses on issues of import to the borrower in the
management of its aircraft order during the life of the facility.

BACKGROUND

A PDP financing involves the establishment of a credit facility in
favor of an aircraft purchaser to finance a portion of the significant
progress payments due on an aircraft order. These progress payments can
run into the hundreds of millions of dollars for large orders and are espe-
cially significant for Airbus and Boeing aircraft. Often, the facility
involves an initial draw to reimburse the borrower for a portion of the
PDPs it has previously deposited with the manufacturer. Further PDPs are
then partially funded by the lender directly to the manufacturer on each
PDP due date, with the aircraft purchaser making up any shortfall. The
loans for an aircraft typically mature on the delivery date for that aircraft.

The lender is secured by a first priority lien on portions of the aircraft
purchase agreement and has the right to step in and purchase the relevant
aircraft if the borrower defaults. In cases where there is a separate engine
purchase agreement, it must be assigned as well. PDP loans relating to
several aircraft are cross-collateralized so that the lender need only pur-
chase as much equipment as is necessary to cover the debt secured by that
facility. For legal purposes, this is a collateral assignment of contract
rights to purchase the aircraft, as opposed to a security interest in the air-
craft itself. This is because the borrower does not own the aircraft, or even
its constituent parts — the manufacturer does. One can also imagine the
difficulties involved in attempting to identify, trace and encumber the var-
ious aircraft parts during the production cycle and the unacceptable
restraints on the manufacturer’s operations that would entail.
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As a result, perfection of the lien in the United States is achieved by
filing a UCC-1 financing statement in the appropriate jurisdiction; no
FAA or Cape Town filings are required since these special notice systems
relate to aircraft or aircraft objects only. It is not easy in any jurisdiction
to determine with certainty how enforcement will take place, but it is
always important for a lender to seek advice from local counsel in the bor-
rower’s jurisdiction. Parties who set up a special purpose borrower in a
friendly enforcement jurisdiction to hold the purchase agreement rights
should be wary of consolidation issues and taxable gains on the transfer
of the purchase agreement.

The borrower, the lender and the manufacturer enter into a consent and
agreement, pursuant to which the assigned purchase agreement terms and the
rights of the parties are defined. Confidentiality, control over delivery slots
and aircraft pricing are the key drivers for the manufacturer, which typically
requires the right to buy-out the lender in a default scenario and imposes cer-
tain limitations on transfer of the asset. Negotiating this key document with
manufacturers can be trying if the customer and lender have limited leverage
against the manufacturer. But market standards are emerging.

“A” STANDS FOR “ADVANCE RATES”

In a PDP facility, the lender’s exposure is determined not only by the
rate of its advances against the PDPs, but by the purchase price the lender
ultimately would need to pay for possession of the aircraft (i.e., the loan-
to-cost ratio). The exact purchase price for the customer is highly confi-
dential and will usually not be disclosed to the lender. Instead, manufac-
turers typically offer a discount to the list price that makes it economical-
ly sensible for the lender to participate. But even with an agreed discount,
lenders should bear in mind a number of factors that can influence the
loan-to-cost ratio, including the following:

« Escalation: Have the escalation factors been locked down? If so, are
they assignable? If not, what are the variables? Does the agreed dis-
count apply before or after escalation? Does escalation apply during
an excusable delay in delivery of the aircraft?
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Equity and Set-Off: How much equity does the borrower have in the
form of paid-in PDPs? Has the manufacturer agreed not to set-off any
unrelated borrower obligations against the paid-in equity? Has the
borrower agreed that all PDP reimbursements will go directly to the
lender? Upon delivery of one aircraft, is the borrower equity released
or re-allocated to other aircraft?

Purchase Option: What time period does the manufacturer have to
exercise its right to buy-out the lender? When does that period com-
mence? What amounts, if any, are excluded from the buy-out price?
Are there any caps on interest?

Cherry-Picking: Can the lender assume the right to purchase less than
all of the relevant aircraft? Can the manufacturer exercise its buy-out
right with respect to less than all of the aircraft?

Standstill Period: How much notice must the manufacturer give to the
lender before terminating the purchase agreement as it relates to the
aircraft? Is the manufacturer required to enter into a substitute pur-
chase agreement?

Aircraft Options and Configuration: What is the maximum amount by
which the lender’s purchase price can be increased without its con-
sent? Can the borrower exceed that limit and fund the difference to the
manufacturer or to the lender as a prepayment of the loan? Does the
same standard apply for FAA-mandated or other regulatory changes?

Warranties and Product Support: Is the standard warranty and sup-
port package available to the lender and their potential transferees?
Are the engine warranties available through the airframe manufac-
turer or does the lender need an assignment from the engine manu-
facturer? Is the manufacturer offering performance guaranties or
remarketing assistance?

Just as each lender has its own pre-occupations, each deal has its

own characteristics and it sometimes takes a while for the parties to
achieve the right commercial balance. Escalation caps and performance
guaranties, if they exist in the first instance, are contract features that are
usually treated — like the purchase price itself — as highly confidential.
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As a result, these should be negotiated up front along with the purchase
price discount. The manufacturer waiver of its right to set-off any PDPs
against unrelated customer obligations is both standard and essential for
the protection of the lender, as is the cap on modifications resulting in a
purchase price increase. The exact wording and mechanics surrounding
the purchase option, cherry-picking and standstill period are heavily
negotiated in a typical PDP financing.

“B” STANDS FOR “BANKRUPTCY RISKS”

The most likely enforcement scenario for a PDP lender involves an
airline bankruptcy, and there has been no shortage of those since the early
1990s. Yet a recent search of the Westlaw and Lexis-Nexis databases
revealed no reported U.S. cases dealing with an adversarial enforcement
by a PDP lender. This can partially be explained by the fact that PDP
financings were out of fashion with U.S. airlines for a large part of the
1990s, but also by the fact that manufacturers typically prefer to restruc-
ture their purchase arrangements on a consensual basis (the manufactur-
er’s option to take out the lender can be helpful in this regard). In addi-
tion, assumption by a lender of the purchase contract carries significant
risks, including foreclosure risk and remarketing risk, and requires large
outlays for the purchase price balance and reconfiguration. But it is cer-
tainly possible the day will come when a bankruptcy court faces the com-
peting claims of the parties to a PDP financing.

Automatic Stay and Adequate Protection

In order to understand the risks to the parties in a U.S. bankruptcy sce-
nario, one should go back to the basics. The purchase contract, which has
been partially assigned as security, forms part of the debtor’s estate in a
Chapter 11 case. This includes any rights of the airline to obtain reim-
bursement of PDPs under the purchase contract, which rights have also
been pledged. Upon filing by an airline of a petition under Chapter 11,
the lender will be stayed from foreclosing on, or stepping into, the pur-
chase agreement. In addition, the manufacturer will be stayed from ter-
minating the purchase agreement itself. Section 1110 of the Bankruptcy
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Code, which mandates the expiration of the automatic stay for aircraft
after 60 days, does not apply to general intangibles such as the purchase
agreement rights.

The PDP lender will be treated like any other secured creditor in
bankruptcy. To the extent that the airline has equity in the purchase con-
tract (i.e., the combined value of the aircraft and the paid-in PDPs exceeds
the debt), or that the aircraft at issue will form core assets of the restruc-
tured entity, a lender will likely encounter difficulty lifting the stay on
remedies unless there is a risk of harm to the value of the collateral. U.S.
bankruptcy law allows a secured creditor to ask the court for adequate
protection against diminution in value or other harm in the value of the
property during the bankruptcy case. If the debtor fails to provide court-
ordered adequate protection, the court can terminate the automatic stay,
thereby permitting the secured creditor to repossess the collateral.

The principal scenario where the collateral could face diminution in
value is where the manufacturer is suffering or will imminently suffer
damages from the non-performance of the airline under the purchase
agreement (e.g., significant overdue PDPs, failure to take delivery). This
is because the lender, as assignee of purchase agreement, must make the
manufacturer whole to take the aircraft; thus the lender’s purchase price
increases with each claim for damages by the manufacturer under the pur-
chase agreement. In this situation, the manufacturer may petition to lift
the stay and terminate the purchase agreement so that it can proceed to
mitigate its losses. The lender may also petition to lift the stay on reme-
dies so that it can foreclose and prevent the accretion of damages. If man-
ufacturer damages truly are imminent (as in the case of an aircraft on the
tarmac), it is possible that a judge would require the airline either to
assume or reject the purchase agreement. It should be noted that bank-
ruptcy courts, as courts of equity, could allow a debtor to perform on an
aircraft-by-aircraft basis as they come up for delivery, even though the
purchase contract and PDP facility covers several aircraft. If the airline
assumes the purchase agreement as it relates to an aircraft, cures any
defaults and continues to perform, then the risk of immediate harm to the
manufacturer would abate and the automatic stay would remain in place.
If the airline’s assumption of the purchase agreement was not accompa-
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nied by an assumption of the related PDP loans, a lender would still need
to petition the court for the stay to be lifted or for the repayment of the
related PDP loans at delivery.

Rejection of the Purchase Contract and Enforcement Dynamics

When an airline rejects the purchase contract as it relates to an air-
craft, either the manufacturer will move to terminate or the lender will
move to exercise remedies. In the first case, the lender will have the
agreed upon standstill period to determine whether to assume the contract
as it relates to the affected aircraft. In both cases, the lender’s exercise of
remedies will trigger the manufacturer’s buy-out option.

If the manufacturer exercises the buy-out option, it will be free to
remarket the aircraft to a third party and claim damages, including inci-
dental costs and any shortfall between the contract price and the price
achieved in the market (subject to any legal duties to mitigate such dam-
ages). The PDPs held on account of such aircraft can be applied by the
manufacturer against any such damages. It appears unlikely that a manu-
facturer would be entitled to retain PDPs in excess of its actual damages,
either as liquidated damages or otherwise, although that would need to be
determined on a case-by-case basis. The lender would release its lien
upon receipt of the buy-out amount and retain an unsecured claim against
the borrower for any shortfall between the amount received and the out-
standing secured obligations relating to such aircraft.

If the manufacturer does not exercise the buy-out option, then the
lender will become bound to purchase the aircraft (to the extent it has so
elected). Assuming the airline’s right to receive PDP refunds is properly
pledged to the lender and that the manufacturer has agreed not to set-off
such PDPs against unrelated obligations, the lender should get credit for
all PDPs previously paid to the manufacturer on account of such aircraft.
However, until foreclosure occurs and the interest of the airline in the pur-
chase contract is extinguished, the airline can theoretically make a claim
for the return of its paid-in PDPs. Initially, the lender and the manufac-
turer would have competing claims to those funds, but the manufacturer’s
claim would become moot if the lender agrees to perform under the pur-
chase agreement. Clearly, the lender will seek to enforce its lien on those

416



THE ABCS OF PDPS

reimbursement rights and will argue with vigor that the rejection of the
purchase agreement constituted abandonment of its right to claim reim-
bursement of the PDP equity. After all, the lender is still bound to con-
duct commercially reasonable foreclosure proceedings and to account to
the airline as regards the proceeds of the collateral. However, this is
untested ground and there are no guarantees that the bankruptcy court will
rule in favor of the lender, especially if the court finds the lender to be
over-secured (though it may seem abhorrent for a lender to be over-
secured when it faces enforcement expenditures that dwarf the size of the
loans). Manufacturers are increasingly seeking to make sure they do not
get caught holding the bag if, after giving the lender credit for PDPs, the
bankruptcy court requires the manufacturer to disgorge them to the air-
line.

This so-called “claw-back” risk has become a sticky issue for many
lenders, who do not view bankruptcy litigation as part of their collateral
package. One should hope that lenders and manufacturers will realize that
their interests are aligned in ensuring that all PDPs be applied to the pur-
chase price and agree in the documentation to take all reasonable steps to
make it so.

Foreclosure and Remarketing

The Uniform Commercial Code prohibits a borrower from agreeing to
a strict foreclosure prior to the occurrence of a default. Therefore, an
“assumption” by the lender of the purchase contract after an event of
default pursuant to pre-negotiated agreements would technically remain
subject to the airline’s equity of redemption until such time as a foreclo-
sure is properly conducted. This generally entails a commercially rea-
sonable sale of the collateral. Given the nature of the collateral (a con-
tractual right to purchase an aircraft), commercial reasonableness could
require a targeted remarketing effort as opposed to a public sale, though
in both cases the lender would be entitled to bid in its debt. Alternatively,
the lender may seek a consensual foreclosure.

If no foreclosure is completed on the purchase agreement, the lender
may still as mortgagee-in-possession take delivery of the aircraft by
putting up the purchase price. At that point the collateral will include the
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aircraft and the secured obligations will increase with the lender’s expen-
ditures. However, the airline’s equity of redemption would remain intact.
Foreclosure would be effective upon completion of the sale of the aircraft,
at which point the proceeds would flow through the waterfall in the cred-
it agreement and go to reimburse the lender for all enforcement expenses
(including remarketing commissions) and all principal, default interest
and other fees and amounts due under the document. The remainder, if
any, would go the borrower.

If a foreclosure on the purchase agreement has properly been con-
ducted, the proceeds of the foreclosure sale would similarly flow through
the waterfall. However, the purchaser (which could be the lender so long
as the sale was commercially reasonable) would take the purchase agree-
ment rights free and clear of the borrower’s interest. The owner of the
purchase agreement would then be free to sell on the purchase agreement
(subject to transfer limitations) or to take delivery of the aircraft by
putting up the purchase price. In each case, any upside or downside
would be for the account of the purchaser.

“C” STANDS FOR “COLLATERAL MANAGEMENT”

The tenure of PDP facilities rarely exceeds two or three years, though
the average has been increasing in tandem with manufacturer backlogs.
From the time PDPs are advanced until the delivery date of the aircraft,
the airline and the manufacturer must work closely together to manage the
manufacturing process and prepare for the incorporation of the aircraft
into the airline’s fleet. In addition, the airline must arrange or finalize
long-term financing for the aircraft. All of this requires significant flexi-
bility for the airline in the management of its purchase agreement.

Amendments and Options

The crucial element for the manufacturer is that it have “one master”
at all times. If there has been no event of default, the guiding principle is
that the lender should not interfere with operational aspects. It is quite
common for an airline to make changes to the aircraft being delivered
under the purchase agreement prior to delivery. Whether it is by amend-
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ment, waiver or election, the airline and manufacturer must finalize the
aircraft configuration and options, address regulatory changes and perfor-
mance standards and coordinate the installation of buyer-furnished equip-
ment. Airlines need the flexibility to adapt the aircraft and lenders usual-
ly are willing to accept some fluctuation so long as the lender’s purchase
price is not increased by more than an agreed cap. If for any reason that
cap is exceeded as a result of a change, the airline can usually proceed and
pay the manufacturer up front or prepay the loans by the amount of the
excess (the latter choice makes more economic sense if the amounts are
not yet due to the manufacturer). The lender’s consent is nevertheless
required for major changes that have an impact on the nature or value of
the collateral, such as a change in aircraft type, cancellation of a delivery
slot or amending the PDP due dates or scheduled aircraft delivery dates.

Buyer-Furnished Equipment

Assigning security in the buyer-furnished equipment (“BFE”) purchase
agreements can be time consuming and, in some cases, futile. It is general-
ly not practical to get an assignment of all BFE contracts where they require
the consent of the BFE manufacturer. In addition, BFE is tailored for the
airline that is financing PDPs; the cabin configuration is likely to be altered
in the event of a repossession and disposition to a third party. For example,
the in-flight entertainment equipment may be incompatible and the seating
configuration sub-optimal. On the other hand, a passenger aircraft without
seats or galleys is of limited use. Where the BFE involved is core to the
operation of the aircraft in revenue service, a lender may wish to obtain a
security assignment of those two or three core purchase agreements so that
it has the option and benefit of the airline’s price. Airlines should take care
when negotiating BFE contracts to obtain the right to assign them as secu-
rity without the BFE manufacturer’s consent.

Take-Out Financing and Delivery

An airline entering into a PDP facility should make sure that its abil-
ity to secure long-term financing is not hampered by the lien on the pur-
chase agreement. Entry into a conditional sale or other financing com-
mitment during the term of the PDP facility should be a permitted encum-
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brance, so long as the consummation of such long-term financing trans-
action remains subject to payment of the amounts under the PDP facility
that relate to the relevant aircraft.

Since the timing of the delivery is never etched in stone, the airline
should have the option of rolling over the loans from the scheduled deliv-
ery date until the actual delivery date. Conversely, if the delivery takes
place early the airline may need to pay breakage, unless it has arranged for
a shortened interest period. Either way, the manufacturer will be keen to
make sure that when the aircraft comes up for delivery, the lender releas-
es its lien on the purchase agreement as it relates to that aircraft whether
or not it has received all payments owed under the facility. This can
sometimes result in discomfort for lenders who are not accustomed to
agreeing to release any liens until they are paid in full. But manufactur-
ers typically will not deliver an aircraft if the PDP lien remains in place
because it cannot take the risk of having any remaining obligations toward
the lender after the aircraft is delivered to the borrower. Ultimately, it is
the airline’s responsibility to make sure the lien on the purchase agree-
ment is released prior to delivery. Some airlines have found it practical to
repay the PDP loans out of available corporate funds a day or two before
the aircraft delivery in order to avoid last minute complications.

CONCLUSION

The principal factors involved in negotiating a PDP credit facility are:
containing a lender’s exposure, understanding bankruptcy risks and
allowing the airline to manage its assets. As deal volumes have increased,
parties have focused increased attention on getting the balance right.
Airbus and Boeing have recently adjusted their approach to these financ-
ings and market standards appear to be emerging. But for so long as the
model is untested in bankruptcy, each PDP facility will remain the prod-
uct of a unique negotiation.
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Offshore Hedge Funds and Chapter 15:
Can You Ever Really Go Home Again?

WILLIAM M. O'CONNOR, MATTHEW W. CHENEY, AND NOAH S. BLOOMBERG

In consideration of the possibility of seeking relief in (or being
forced into) foreign insolvency proceedings, troubled offshore funds
would do well to begin preparing for the fact-intensive nature of
seeking recognition of such foreign proceedings under Chapter 15.

unfold, hedge funds and other distressed debt investors are poised
as major participants in the gathering storm of business insolven-
cies. Many hedge funds are well-positioned as creditors. They will bring
new dynamics to bankruptcy proceedings as they act to protect their
unique interests and strategies." Others, however, will find themselves

'_\ s the well-publicized problems in the credit markets continue to
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unable to satisfy margin calls flowing from a lack of liquidity and the
devaluation of their asset portfolios.>

Some of those struggling hedge funds already have sought relief
under foreign insolvency laws, and their liquidators have filed Chapter 15
petitions for relief in U.S. Bankruptcy Courts. As the full measure of the
credit crisis is taken, other hedge funds also may seek bankruptcy relief in
the United States. Chapter 15 of the Bankruptcy Code presents new chal-
lenges for foreign business entities, particularly for the multitude of hedge
funds registered in the Cayman Islands. As discussed below, cross-border
insolvency matters for hedge funds require careful planning if the desired
insolvency and bankruptcy relief is to be obtained.

CAYMAN ISLANDS IS A HEDGE FUND HAVEN

More than 10,000 hedge funds are organized and registered in the
Cayman Islands.® Funds are registered in the Cayman Islands for a vari-
ety of reasons, including:

* No regulatory restriction on investment policies or strategies, com-
mercial terms (including performance and other fee arrangements) or
the choice of service providers;

e Tax neutral environment with no direct corporation, capital gains,
income, profits or withholding taxes applicable to funds;

» Speed of formation together with an efficient and simple registration
system with the Cayman Islands Monetary Authority (“CIMA”);

* No requirement to appoint local directors or service providers (except
for an approved auditor); and

* Aregulatory regime that focuses on full and transparent disclosure in
the offering document of all information necessary to enable a
prospective investor to make an informed decision as to whether or
not to invest in the fund and on an annual audit of the financial state-
ments by an independent auditor to approved by CIMA.*

Although the Cayman Islands present many attractive qualities, in
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today’s economic climate, hedge funds would be well advised to under-
stand the basic mechanics of Chapter 15. Advance planning may help to
minimize potential problems in obtaining bankruptcy relief in the U.S.
The recent decisions discussed below, which apply new Chapter 15 to off-
shore funds, underscore that obtaining relief in the U.S. is no longer a sim-
ple matter.

BACKDROP TO THE NEW CHAPTER 15

In an effort to keep pace with the continued globalization of the world
economy, the Bankruptcy Abuse Prevention and Consumer Protection Act
of 2005 (“BAPCPA”) created an entirely new chapter under title 11 of the
United States Code (hereinafter, the “Bankruptcy Code™) to address cross-
border insolvencies. Chapter 15 of the Bankruptcy Code, entitled
“Ancillary and Other Cross-Border Cases,” adopts nearly all of the 1997
Model Law on Cross-Border Insolvency (the “Model Law”) promulgated
by the United Nations Commission on International Trade Law (“UNCI-
TRAL”).°

The Model Law was a direct response to inconsistent treatment of
cross-border insolvencies around the world and sought to provide a uni-
form framework for their resolution.® In fact, this goal was so important
to the drafters of the Model Law that it served as the basis for the
Preamble to the Model Law, which provides:

The purpose of this Law is to provide effective mechanisms for deal-
ing with cases of cross-border insolvency so as to promote the objec-
tives of:

(a) Cooperation between the courts and other competent authorities
of this State and foreign States involved in cases of cross-border
insolvency;

(b) Greater legal certainty for trade and investment;

(c) Fair and efficient administration of cross-border insolvencies that
protects the interests of all creditors and other interested persons,
including the debtor;
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(d) Protection and maximization of the value of the debtor’s assets;
and

(e) Facilitation of the rescue of financially troubled businesses, there-
by protecting investment and preserving employment.’

By adopting most of the Model Law, Congress implemented signifi-
cant changes to the administration of cross-border insolvency matters in
the U.S. The move toward international cohesion regarding cross-border
insolvencies is evidenced by the first subsection of Chapter 15, wherein
Congress restated (almost verbatim) the Preamble to the Model Law in
setting forth Chapter 15’s purposes.®

CHAPTER 15 REPLACED SECTION 304

Prior to BAPCPA, foreign liquidators, representatives, trustees, and
similar parties seeking a unified process for the resolution of disputes and
distribution of assets of foreign entities sought relief in the United States
by filing a petition under Section 304 of the Bankruptcy Code. Upon the
filing of a Section 304 petition, a U.S. bankruptcy case ancillary to a for-
eign proceeding was commenced. In an ancillary case, certain relief could
be granted under Section 304. When determining whether to grant such
relief, bankruptcy courts considered a list of factors set out in Section
304(c). The required analysis under Section 304 was subjective, and
largely dependent on the application of the doctrine of comity to the
unique circumstances of each case.’

Under Chapter 15, a petition for recognition of a foreign proceeding
must be filed in accordance with Section 1515.*° Chapter 15 contains a
process for “recognition” of a foreign insolvency proceeding, under which
the court’s discretion is limited severely.** As a result, under the objective
test for recognition, granting of recognition is not automatic.

Pursuant to Section 1517, a foreign proceeding shall only be recog-
nized if it is a “foreign main proceeding” or “foreign nonmain proceed-
ing.” A foreign proceeding shall be recognized as a foreign main pro-
ceeding under Chapter 15 “if it is pending in the country where the debtor
has the center of its main interests [“COMI”].”** A foreign proceeding
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shall be recognized as a foreign nonmain proceeding under Chapter 15 “if
the debtor has an establishment within the meaning of Section 1502 in the
foreign country where the proceeding is pending.”

Section 1502(2) further defines “establishment” as “any place of
operations where the debtor carries out a nontransitory economic activi-
ty.” The determination of whether a foreign debtor has its COMI or, in the
alternative, an establishment in the foreign country in which the foreign
proceeding is pending is at the heart of Chapter 15. That determination
directly impacts the scope of available relief.*

Although the term “COMI” is not defined in the Model Law or the
Bankruptcy Code, Section 1516(c) of the Bankruptcy Code provides that
“[i]n the absence of evidence to the contrary, the debtor’s registered
office,..., is presumed to be the center of the debtor’s main interests.”*
Moreover, UNCITRAL advises that the COMI “should correspond to ‘the
place where the debtor conducts the administration of his interests on a
regular basis and is therefore ascertainable by third parties.””*¢ As the dis-
cussion of particular cases below indicates, however, the determination of
a debtor’s COMI and the interrelationship between the recognition provi-
sions of Section 1517 and the presumption contained in Section 1516(c)
are not nearly as simple as one would hope.*

THE APPLICATION OF CHAPTER 15 TO CAYMAN ISLAND
HEDGE FUNDS

As the problems in the credit markets began, a few hedge funds were
unable to satisfy margin calls. These funds sought relief under foreign
insolvency laws, followed by Chapter 15 petitions for relief in U.S.
Bankruptcy Courts. A discussion of three such cases involving funds reg-
istered in the Cayman Islands follows. These cases demonstrate the chal-
lenges of obtaining “recognition” under Chapter 15 and the importance of
proper pre-bankruptcy planning.

In re Amerindo Internet Growth Fund Ltd.*

Amerindo Internet Growth Fund Ltd. (“Amerindo”) is a Cayman
Islands hedge fund managed by Amerindo Investment Advisors, Inc.,
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based in San Francisco, California. In December 2006, Amerindo was
placed into foreign insolvency proceedings in the Cayman Islands due, in
part, to an investigation by the U.S. Securities and Exchange Commission
(“SEC”) into allegations of fraud, commingling and misappropriation of
funds, and other improprieties.

On February 9, 2007, the foreign liquidators for Amerindo filed a
Chapter 15 petition seeking recognition of the Cayman Islands insolvency
proceeding as a foreign main proceeding. In In re Amerindo Internet
Growth Fund Ltd., the foreign liquidators argued that Amerindo’s COMI
was in the Cayman Islands and, thus, the court must recognize the foreign
insolvency proceeding as a foreign main proceeding under Section
1517(b)(1).

In support of this position, the foreign liquidators alleged numerous
facts in the Chapter 15 petition indicating that the hedge fund’s COMI was
in fact located in the Cayman lIslands. For example, the liquidators
alleged that the administrator of the hedge fund, responsible for the day-
to-day operations of the hedge fund, was at all times a Cayman Islands
company.” Similarly, they alleged that the books and records of the hedge
fund were maintained and stored in the Cayman Islands and subject to
audits by a Cayman Islands company. According to the Amerindo
Verified Petition, the only evidence that the hedge fund’s COMI may not
be in the Cayman Islands was the fact that the assets of the hedge fund,
approximately $14 million, were held by the Bear Stearns Securities
Corporation in New York.*

In ruling on the foreign liquidators’ petition under Chapter 15, the
bankruptcy court did not undertake a lengthy analysis. Rather, the court
succinctly laid out its findings and conclusions.® The court held that the
foreign proceeding constituted a foreign main proceeding under 11 U.S.C.
§ 1517(b)(1).2

In re Bear Stearns High-Grade Structured Credit Strategies Master
Fund, Ltd., and In re Bear Stearns High-Grade Structured Credit
Strategies Enhanced Leverage Master Fund, Ltd.?

On July 31, 2007, the liquidators for two Cayman Islands hedge funds
managed by Bear Stearns filed Chapter 15 petitions in New York.** The
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two Bear Stearns’ funds suffered significant investment losses in 2007,
due in large part to the current sub-prime mortgage crisis.® As a result of
the devaluation of the asset portfolio arising from those losses, the respec-
tive boards of directors voted to wind up the funds pursuant to the
Companies Law of the Cayman Islands.

The opinions by Judge Burton R. Lifland in these cases present an
excellent analysis of the new framework under Chapter 15, in part
because Judge Lifland, an expert on cross-border insolvencies, is a prin-
cipal author of both the Model Law and Chapter 15.%

The petitioning liquidators sought recognition of the Cayman Islands
insolvency proceedings for Bear Stearns Funds as foreign main proceed-
ings. In stark contrast to the Amerindo Verified Petition, the Chapter 15
petitions in Bear Stearns Funds did not on their face support an argument
that the funds’ COMI was located in the Cayman Islands. Rather, the peti-
tions stated facts that supported a determination that the funds’ COMI was
in the United States.

Specifically, the Bear Stearns Verified Petitions reflected that the
administrator of the funds, who oversaw all day-to-day operations, was a
Massachusetts corporation and that the assets of the funds were located in
New York.” In addition, while the Bear Stearns Enhanced Fund Verified
Petition stated that the books and records of that fund were located in the
Cayman Islands,® the Bear Stearns Master Fund Verified Petition stated
that the books and records of that fund were kept in Delaware.” The court
ultimately determined that the books and records of both funds were
stored and maintained in Delaware.® Aside from the funds’ registration in
the Cayman Islands, the foreign representatives presented no evidence to
support a finding that the funds’ COMI was in the Cayman Islands.

Although no party in interest objected to the Chapter 15 petitions, the
bankruptcy court refused to rubber stamp the petitions with a determina-
tion of recognition, stating “[t]his court must make an independent deter-
mination as to whether the foreign proceeding meets the definitional
requirements of Sections 1502 and 1517 of the Bankruptcy Code.”*

The court first analyzed the relationship between the cases before it
and the presumption in Section 1516(c) that, “[i]n the absence of evidence
to the contrary, the debtor’s registered office,...is presumed to be the cen-
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ter of the debtor’s main interests.” The court found that “evidence to the
contrary” was supplied by the foreign representatives in the verified peti-
tions.® Specifically, the court found that the verified petitions stated that
the funds were administered in the United States by a Massachusetts cor-
poration, the funds’ books and records were located in Delaware, and the
funds’ assets were located in New York. As a result, the court denied
recognition as a foreign main proceeding.

Next, the court considered whether the funds maintained an “estab-
lishment” in the Cayman Islands and, if so, whether the foreign proceed-
ings constituted foreign nonmain proceedings. In its analysis, the court
focused on the funds’ registration in the Cayman Islands under the
Companies Law (2004 revision) of the Cayman Islands § 193.* Judge
Lifland found that, because Section 193 of the Companies Law (2004
Revision) of the Cayman Islands prohibited exempted companies from
“engaging in business in the Cayman Islands except in furtherance of their
business otherwise carried on outside of the Cayman Islands,” it would be
especially difficult for an exempted company, such as the funds at issue in
Bear Stearns Funds, to carry out a nontransitory economic activity there
sufficient to warrant the finding of an “establishment.”* The court thus
concluded that the petitioning liquidators had failed to demonstrate that
the funds had an “establishment” in the Cayman Islands. As a result,
recognition of the foreign proceedings as either foreign main or foreign
nonmain proceedings was denied.®

The petitioning liquidators appealed Judge Lifland’s decision to the
U.S. District Court.* They argued that the bankruptcy court erred in apply-
ing Chapter 15 in a rigid manner rather than the more pragmatic approach
utilized by the court in SPhinX.*" Specifically, the appellants argued:

e Chapter 15 provides a flexible framework for recognition, as opposed
to the more rigid analysis employed by the court;

» the court erroneously interpreted the COMI presumption contained in
Section 1516(c);

» the court incorrectly interpreted Section 193 of the Companies Law
(2004 revision) of the Cayman Islands in finding that, as exempted
companies, the funds did not have an “establishment” in the Cayman
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Islands; and

« the court’s interpretation of Chapter 15 should be rejected as it
“read[s] into Chapter 15 more onerous hurdles to recognition than for-
mer Section 304.”%

In response to the appellants’ brief, three of the principal authors of
Chapter 15 sought and were granted leave of court to file a Brief of Amici
Curiae (the “Opposition Brief”).* The Opposition Brief details the cor-
rectness of Judge Lifland’s application of Chapter 15, including a discus-
sion of the mechanics and legislative history of Chapter 15 and the flaws
in the arguments put forth by the petitioning liquidators on appeal.®® For
example, the amici argue that the objective approach employed by Judge
Lifland in reaching his decision to deny recognition to the funds was con-
sistent with both the Model Law and Chapter 15.*

The amici further argued that the foreign representatives could not
possibly demonstrate an “establishment” in the Cayman Islands as all of
the funds’ assets and operations were located in the United States.®
According to the Bear Stearns Verified Petitions, the only connection
between the funds and the Cayman Islands was their registration as
exempt companies.

The appellants subsequently filed a reply in which they largely restat-
ed the arguments made in their opening brief. In an attempt to rebut the
powerful effect of the amici’s statement of their intent as the drafters of
Chapter 15, the appellants argued that the amici’s arguments lacked a
basis in both law and fact. On May 27, 2008, the district court affirmed
the bankruptcy court's denial of recognition.®

In re Basis Yield Alpha Fund (Master)*

On August 29, 2007, the foreign liquidators for a Cayman Island
hedge fund managed by Basis Capital, based in Sydney, Australia, filed a
Chapter 15 petition for recognition of Cayman Islands insolvency pro-
ceedings as foreign main proceedings. In In re Basis Yield Alpha Fund
(Master)(*“Basis Yield”), the foreign liquidators further tested the pre-
sumption contained in Section 1516(c).

In response to the Chapter 15 petition, the court directed the petition-
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ers to produce evidence of the fund’s COMI and/or evidence as to whether
the fund had an “establishment” in the Cayman Islands.” After the evi-
dentiary hearing on recognition had been set, the foreign liquidators
moved for summary judgment. They argued that because the fund was
registered in the Cayman Islands and “because no evidence has been pre-
sented even suggesting that the [fund]’s COMI is in a jurisdiction other
than the Cayman Islands, recognition of the [foreign proceeding] as a for-
eign main proceeding is proper as a matter of law.” The foreign liquida-
tors also argued that Section 1516(c) should allow them, in the absence of
any objections to the assertion that the fund’s COMI is in the Cayman
Islands, to avoid the unnecessary expenditure of additional estate
resources to produce evidence as to the actual COMI of the funds.” The
foreign liquidators further argued that such an evidentiary determination
would be a waste of judicial resources.*

The foreign liquidators cited numerous cases, some of which have
been discussed here, in which a foreign proceeding was granted recogni-
tion.” None of the cases relied upon by the foreign liquidators, however,
involved a motion for summary judgment on the issue of recognition.
Instead, in all of the cited cases, the court made a factual determination as
to the location of the COMI based on the evidence, or lack thereof.

The bankruptcy court denied the Basis Yield Motion, agreeing with
Judge Lifland’s decision in Bear Stearns.*® The court in Basis Yield ruled
that “a court engaging in a recognition determination under Section 1517
is not bound by parties’ failure to object; may, if it is so advised, consider
any and all relevant facts (including facts not yet presented); and that the
circumstances here make further factual inquiry necessary and appropri-
ate.” In particular, the court found that no facts had been presented con-
cerning the fund’s COMI by any party.*

In considering the Basis Yield Motion, the court determined that the
fund’s registration under Section 193 of the Companies Law of the
Cayman Islands was sufficient to merit its declining “to use a Section
1516 presumption as a substitute for actual evidence.” In reaching this
determination, the court asked rhetorically, “[i]f the operation of
the...exempted company will be conducted mainly outside the Islands,
consistent with the representation required to be made under [the
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Companies Law of the Cayman Islands], is it clear, as a matter of law, in
the absence of additional facts, that the exempted company’s [COMI]
nevertheless is in the Islands?”*

The court acknowledged that a situation could arise in which an
exempted company could make a sufficient COMI showing. However,
the court refused to find as such in the context of a motion for summary
judgment. Ultimately, the court concluded that the Section 1516 pre-
sumption “does not tie the hands of a court to examine the facts more
closely in any instances where the court regards the issues to be suffi-
ciently material to warrant further inquiry.”*

As further support for the court’s determination that it was free to
require further evidence, the court found that under Section 1517 and
Federal Rule of Evidence 614, the court has the right to inquire into facts
so that it may satisfy itself that the requirements of Section 1517 are ful-
filled.® Specifically, the court said that “[t]he court’s power to ascertain
the facts cannot be sidestepped by failures to object. Nor can it be side-
stepped by elections not to plead or introduce inconvenient facts.”*

The court also determined that it was not bound by the failure of any
party to object. Relying on Judge Lifland’s decision in Bear Stearns and
in part on the Guide to Enactment of the UNCITRAL Model Law on
Cross-Border Insolvency, the court found that the presumption of Section
1516(c) need not be called into question by a party, but may be called into
question by the court.®® The court also observed that the policy underly-
ing Section 1517 permits a court to make its own determination as to the
COML.*

The court’s decision in Basis Yield is a strong indication that, even in
the absence of objections to recognition, the presumption under Section
1516(c) is not the final word. In denying summary judgment, Judge
Gerber found that “the petition was strikingly silent as to the nature or
extent of any business activity Basis Yield conducts (or in the relevant
times conducted) in the Cayman Islands. Likewise, it was silent, inter
alia, as to whether Basis Yield staffed any employees or managers in the
Cayman Islands; whether any of its assets were in the Cayman Islands;
and the location from which Basis Yield’s funds were in fact managed.”®

In denying the Basis Yield Motion, the court directed the petitioners
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to produce evidence regarding the issues specified in the Order Re
Upcoming Hearing on Motion for Recognition at a future hearing to be
scheduled by the court. Rather than present their argument at an eviden-
tiary hearing, however, the petitioners filed a motion seeking voluntary
dismissal of the case.® The motion was granted on April 30, and the case
was closed May 6, 2008.

RECOGNITION OF FOREIGN PROCEEDINGS REQUIRES
ADVANCE PLANNING

The foregoing cases reflect some of the challenges that offshore hedge
funds face when seeking relief under new Chapter 15. Unlike the flexi-
ble, discretionary standards under which courts could grant relief under
old Section 304 for reasons of comity, recognition of a foreign proceeding
under Chapter 15 requires the petitioners to satisfy an objective test.

A foreign proceeding may be recognized under Chapter 15 as either
main or nonmain. In light of the Bear Stearns and Basis Yield decisions,
Chapter 15 petitions should not rely solely on the presumption of Section
1516(c) to demonstrate a debtor’s COMI. In fact, for funds registered in
the Cayman Islands as exempt companies under Section 193 of the
Companies Law, that fact alone appears to rebut Section 1516(c)’s pre-
sumption. Thus, representatives of offshore hedge funds seeking Chapter
15 recognition should articulate a factual basis for recognition rather than
relying on a fund’s registration in the Cayman Islands and the presump-
tion in Section 1516(c).

Given that exempt companies are prohibited from engaging in busi-
ness in the Cayman Islands, it may be difficult to produce facts demon-
strating a COMI in Cayman Islands for recognition of a foreign main pro-
ceeding. Thus, it would be prudent for troubled offshore funds to engage
in pre-insolvency planning to better position themselves to obtain Chapter
15 relief.

Based on the Bear Stearns and Basis Yield opinions, it is crucial to
consider the locations where a fund can demonstrate that it has an “estab-
lishment” for purposes of recognition as a foreign nonmain proceeding.
Depending on the exigencies of the circumstances, offshore funds may be
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able to consider other planning alternatives. In any event, a stressed off-
shore fund should consider the following factors, among others, before the
fund becomes distressed: the locations of offices; the extent and scope of
business operations in such offices; and the location(s) of assets, books
and records, officers, directors, employees, fund administrators/managers,
and advisors.

CONCLUSION

As the scope and depth of the current credit crisis comes to light,
hedge funds will be participants in the resulting insolvency issues. Many
hedge funds are positioned to realize significant value as they help shake
out the unprecedented leverage placed on distressed assets. Others, how-
ever, may find themselves unable to satisfy margin calls or survive the
loss of investor confidence. In consideration of the possibility of seeking
relief in (or being forced into) foreign insolvency proceedings, troubled
offshore funds would do well to begin preparing for the fact-intensive
nature of seeking recognition of such foreign proceedings under Chapter
15. Such funds should consult with insolvency counsel to map out a strat-
egy, which should include considering options for whether and where to
file foreign insolvency proceedings and whether and where to file Chapter
15 or Chapter 11 proceedings in the United States.

NOTES
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matters under Chapter 15 are core proceedings under 28 U.S.C.
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2 11 U.S.C. 8 1517(b)(1), see also 11 U.S.C. § 1502(4).
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% In re Amerindo Internet Growth Fund Ltd., Case No. 07-10327 (RDD)
(Bankr. S.D.N.Y. 2007).

¥ Verified Petition for Recognition of Foreign Main Proceeding Pursuant to
Sections 1515 and 1517 of the Bankruptcy Code and Related Relief at 4, In
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2007), ECF 2, www.nysb.uscourts.gov. (“Amerindo Verified Petition”).
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Sections 1515 and 1517 of the Bankruptcy Code and Related Relief at 3, In
re Amerindo Internet Growth Fund Ltd., Case No. 07-10327 (Bankr. S.D.N.Y.
2007), ECF 7, www.nysb.uscourts.gov.
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Strategies Enhanced Leverage Master Fund, Ltd., Case No. 07-12384, ECF
2, www.nysh.uscourts.gov (“Bear Stearns Enhanced Fund Verified Petition,”
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% Amended Decision and Order Denying Recognition of Foreign
Proceeding, In re Bear Stearns High-Grade Structured Credit Strategies
Master Fund, Ltd., Case No. 07-12383, ECF 26, www.nysb.uscourts.gov and
In re Bear Stearns High-Grade Structured Credit Strategies Enhanced
Leverage Master Fund, Ltd.,, Case No. 07-12384, ECF 25,
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www.nysb.uscourts.gov (“Bear Stearns Amended Decision”).

2 Master Fund Verified Petition, { 9; Enhanced Fund Verified Petition, 6.
% Enhanced Fund Verified Petition, { 3.

» Master Fund Verified Petition, { 3.

* Bear Stearns Amended Decision, at 3 (stating “[t]he books and records of
the [flunds are maintained and stored in Delaware.”).

% Bear Stearns Amended Decision, at 5.

2 1d. at 10, 12.

% Companies Law (2004 Revision) of the Cayman Islands § 193 states that
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or corporation except in furtherance of the business of the exempted compa-
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be construed so as to prevent the exempted company effecting and conclud-
ing contracts in the Islands and exercising in the Islands all of its powers nec-
essary for the carrying on of its business outside the Islands.”

* Bear Stearns Amended Decision, at 15.

% |d. at 18-19.

* In re Bear Stearns High-Grade Structured Credit Strategies Master Fund,
Ltd., Civil Case No. 07-8730 (RWS) (S.D.N.Y. 2007); In re Bear Stearns
High-Grade Structured Credit Strategies Enhanced Leverage Master Fund,
Ltd., Civil Case No. 07-8746 (RWS) (S.D.N.Y. 2007).

¥ Appellants’ Opening Brief at 3-4, In re Bear Stearns High-Grade
Structured Credit Strategies Master Fund, Ltd., Civil Case No. 07-8730
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nificant criticism by commentators of the SPhinX decision. See, e.g.,
Glosband, supra note 21.

% |d. at 15-39.

% The three authors are Daniel M. Glosband, see supra note 21, Professor
Jay. L. Westbrook of the University of Texas School of Law, and Professor
Kenneth N. Klee of the UCLA School of Law. As mentioned earlier, anoth-
er author of both the Model Law and Chapter 15 was Judge Lifland, whose
decision was the subject of the appeal.

“ Brief of Amici Curiae, In re Bear Stearns High-Grade Structured Credit
Strategies Master Fund, Ltd., Civil Case No. 07-8730 (RWS) (S.D.N.Y.
2007); In re Bear Stearns High-Grade Structured Credit Strategies Enhanced
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Leverage Master Fund, Ltd., Civil Case No. 07-8746 (RWS) (S.D.N.Y.
2007).

“1d. at 25.

“ 1d. at 27-28.

“ QOpinion, In re Bear Stearns High-Grade Structured Credit Strategies
Master Fund, Ltd., Civil Case No. 07-8730 (RWS) (S.D.N.Y. 2008).

“In re Basis Yield Alpha Fund (Master), Case No. 07-12762 (REG) (Bankr.
S.D.N.Y. 2007).
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Alpha Fund (Master), Case No. 07-12762, ECF 16, www.nysh.uscourts.gov
(Bankr. S.D.N.Y. 2007). For the list of specific issues that the court directed
the foreign liquidators to address, please see the Order Re Upcoming Hearing
on Motion for Recognition.

“ Memorandum of Law in Support of Foreign Representatives’ Motion for
Summary Judgment Regarding Recognition of this Chapter 15 Case as a
Foreign Main Proceeding at 7, In re Basis Yield Alpha Fund (Master), Case
No. 07-12762, ECF 27, www.nysb.uscourts.gov (Bankr. S.D.N.Y. 2007)
(“Basis Yield Motion”).

“1d. at 10.

“1d.

*1d. citing SPhinX, supra note 21 (recognizing proceeding as a foreign non-
main proceeding); In re Bancredit Cayman Ltd. (In Liquidation), Case No.
06-11026 (SMB) (Bankr. S.D.N.Y. 2006) (recognizing proceeding as foreign
main proceeding); Amerindo, Case No. 07-10327 (RDD) (Bankr. S.D.N.Y.
2007) (recognizing proceeding as foreign main proceeding).

% Decision and Order on Motion for Summary Judgment Seeking
Recognition as Foreign Main Proceeding, In re Basis Yield Alpha Fund
(Master), Case No. 07-12762, ECF 37, www.nysb.uscourts.gov (Bankr.
S.D.N.Y. 2007) (“Basis Yield Order”).

]d. at 2.

2 |d. at 14.

% ]d. at 15.

% 1d. at 16 (internal quotations omitted).
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7 1d.
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% |d. at 21.

 1d.

8 Motion for Entry of an Order Dismissing the Foreign Debtors’ Chapter 15
Proceeding, In re Basis Yield Alpha Fund (Master), Case No. 07-12762, ECF
40, www.nysh.uscourts.gov (Bankr. S.D.N.Y. 2007).
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Canadian Insolvency Law Reform

STEVEN J. WEISZ AND JACKIE MOHER

This article provides an overview of amendments to the Canadian
Insolvency expected to come into force this year.

Commons. Bill C-55, entitled “An Act to Establish the Wage

Earner Protection Program Act, to amend the Bankruptcy and
Insolvency Act and the Companies’ Creditors Arrangement Act and to
make consequential amendments to other Acts,” proposed sweeping
changes to Canada’s principal insolvency statutes. It was passed into law
on November 25, 2005 and became Chapter 47 of the Statutes of Canada
2005 (the “2005 Amendments™). However, the legislation has yet to be
proclaimed into force, as the Standing Senate Committee on Banking,
Trade and Commerce (the “Senate Committee”) identified numerous
technical flaws in the legislation and declared that further study was need-
ed in a number of areas to ensure the effectiveness of Canada’s insolven-
cy legislation. It was understood that prior to coming into force, the leg-
islation would be subject to further review to resolve the identified tech-
nical issues. Accordingly, Parliament passed Bill C-12, the effect of
which was to amend the earlier version of the amendments passed in 2005
(the #2007 Revisions™).? The 2005 statute, as amended, (the “Legislative

On June 3, 2005, Bill C-55 was introduced in the House of

Steven J. Weisz is a partner and the practice group co-ordinator of the
Restructuring & Insolvency Group of Blake, Cassels & Graydon LLP. Jackie
Moher is an associate in the firm's Restructuring & Insolvency Group. The
authors can be reached at steven.weisz@blakes.com and
jackie.moher@blakes.com, respectively.
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Amendments”) is expected to come into force in 2008; however, a com-
ing into force date has not yet been tabled.

As mentioned, the amendments propose to amend Canada’s principal
insolvency statutes, namely the Bankruptcy and Insolvency Act® (the
“BIA”) and the Companies’ Creditors and Arrangement Act (“CCAA”).*

The BIA is the principal statute for the liquidation of an insolvent
debtor’s estate (both corporate and consumer) by the appointment of a
trustee in bankruptcy over the debtor’s assets. The BIA also provides for
the appointment of an interim receiver (discussed below). Further, the
BIA contains proposal provisions which allow a debtor to seek a compro-
mise of its debts with its creditors (a “BIA Proposal™). The BIA Proposal
provisions are typically used for smaller, less complicated matters.

The CCAA is Canada’s principal statute for the reorganization of
companies of significant size and complexity and only applies to debtors
(including affiliates) that have liabilities in excess of C$5 million. It is
currently only 22 sections in length. In order to be applied effectively,
vast judicial discretion and reliance on common law precedent (that is,
prior consideration of matters before the court) is required. Initial orders,
granting relief to debtors under the CCAA will, among other things:
impose a sweeping stay of proceedings against the debtor and its assets;
appoint a monitor as an officer of the court to be the eyes and ears of the
court in the restructuring; and authorize the debtor to file a plan of
arrangement or compromise with its creditors (a “CCAA Plan”). In many
ways, it is analogous to Chapter 11 of the United States Bankruptcy Code
(the “U.S. Code™).

The Legislative Amendments will create the Wage Earner Protection
Program Act (the “WEPPA”),> which will create the legislative framework
for the Wage Earner Protection Program (the “WEPP”), which will be dis-
cussed later.

This article provides a broad overview of the Legislative
Amendments as they relate to the WEPPA, the BIA and the CCAA.
Specifically, the article will address changes relating to:

e Cross-Border Insolvencies;
» Employee Protections;
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e Successor Employer Liability;

e DIP Financing;

e Eligible Financial Contracts;

e Disclaimer of Contracts;

e Assignment of Agreements;

e National Receivers;

e Equity Claims;

e |ncome Trusts;

e Transfers at Undervalue;

» Stay of Actions by Regulatory Authorities;
e Monitors, Receivers and Trustees;

»  Office of the Superintendent of Bankruptcy;
e Ipso Facto Clauses and Security Agreements;
* Aircraft Objects;

e Sale by Trustees;

* Removal of Directors;

e Asset Sales;

e Critical Suppliers;

e Professional Costs;

e 30 Day Goods; and

» Court-Ordered Charges.

CROSS-BORDER INSOLVENCIES

The United Nations Commission on International Trade Law or
“UNCITRAL” was established by the U.N. in 1966 to promote harmo-
nization of the law of international trade. UNCITRAL established the
UNCITRAL Model Law on Cross-Border Insolvencies (the “Model
Law”) in an effort to provide a co-operative territorial approach to insol-
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vency by encouraging and facilitating inter-state co-operation. The Model
Law does not propose to unify or change the substantive insolvency laws
of the enacting state, but seeks rather to change the procedural law of the
enacting state. The Model Law provides that foreign creditors may be
treated comparably to domestic general and secured creditors in local
insolvency proceedings and addresses the problem of concurrent and mul-
tiple proceedings. It offers solutions that help in several significant ways,
including: foreign assistance for an insolvency proceeding taking place in
the enacting state; foreign representative’s access to courts of the enacting
State; recognition of foreign proceedings; cross-border co-operation; and
co-ordination of concurrent proceedings.® The Legislative Amendments
will adopt the principles of the Model Law.’

The Legislative Amendments provide that a foreign representative
may apply to the court for recognition of a foreign proceeding. The court
shall specify in the order whether the foreign proceeding is a foreign
“main” proceeding or a foreign “non-main” proceeding.® A foreign pro-
ceeding will be a “main” proceeding if it is taking place in the jurisdiction
that is the centre of the debtor’s main interest.

On the making of an order recognizing a foreign proceeding as a
“main proceeding,” and provided that there are no insolvency proceedings
commenced in Canada in respect of the debtor, there will be an automat-
ic stay of proceedings and the debtor may not, outside the ordinary course,
dispose of its property.®

If the court orders recognition of foreign proceeding as “non-main,”
the stay of proceedings is not automatic, but the court may, in its discre-
tion, impose a stay of proceedings if the court is satisfied that such an
order is necessary for the protection of the debtor’s property or in the
interests of creditors.®

If the court believes that further relief is necessary to protect the
debtor’s property and the interests of creditors, the court may make an
order:

(1) permitting the examination of witnesses and the taking of evidence or

the delivery of information concerning the debtor’s property, affairs,
debts liabilities and obligations;
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(2) entrusting the administration or realization of all or part of the
debtor’s property in Canada to the foreign representative in a pro-
ceeding under the BIA;*

(3) authorizing the foreign representative to monitor the debtor compa-
ny’s business and financial affairs in Canada for the purposes of reor-
ganization in a proceeding under the CCAA.*2

After such a recognition order is granted, the foreign representative
must keep the court informed of any substantial changes or developments
in the foreign proceedings.®

Legislation based on the UNCITRAL Model Law on Cross-Border
Insolvency has been adopted in the British Virgin Islands, overseas terri-
tory of the United Kingdom of Great Britain and Northern Ireland (2005),
Colombia (2006), Eritrea, Great Britain (2006), Japan (2000), Mexico
(2000), Montenegro (2002), New Zealand (2006), Poland (2003),
Romania (2003), Serbia (2004), South Africa (2000), and the United
States of America (2005).*

As such, the adoption of the Model Law will bring Canada in line
with the foregoing countries with respect to procedures for dealing with
cross-border insolvencies.

EMPLOYEE PROTECTIONS
Employee Wages

As noted above, the Legislative Amendments will create the legisla-
tive framework for the WEPP, which will provide for the payment of out-
standing wages (up to C$3,000) to employees whose employment is ter-
minated as a result of a bankruptcy or receivership.*® The term “wages”
includes salary, commissions and vacation pay, but will not include a right
to payment on account of severance or termination pay.’* The onus is
placed on the trustee or receiver to determine the amount of wages owing
and to inform the employees of the existence of the program.” Following
any payments from the WEPP, the Minister will have a subrogated prior-
ity claim for a maximum of C$2,000 against the current assets of the
debtor.®® The 2007 Revisions clarified that “current assets” will include
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“cash, cash equivalent, inventory or accounts receivable or the proceeds
from any dealing with those assets.”*

While the WEPP is limited to those employees who are terminated as
a result of bankruptcy or receivership, an employee who is terminated in
respect of a BIA Proposal or a CCAA Plan, is to be paid immediately after
court approval/sanction of such proposal or plan.®

The 2007 Revisions created an express requirement that the debtor
must satisfy the court that outstanding wages will be paid before the court
may approve an asset sale in a restructuring proceeding.*

Unpaid Pension Contributions

In respect of receiverships and bankruptcies, pre-filing pension con-
tributions will be secured against of the assets of the debtor;* however, it
is not intended that an unfunded liability or special payments will have a
priority claim. For example, an employer can be in compliance with its
required contributions under the relevant statutes but, as a result of poor
investment return and low interest rates, there may be a net deficiency in
the plan, creating an unfunded liability.

While the priority for unpaid pension contributions does not apply to
BIA proposals or CCAA plans, any BIA proposal or CCAA Plan that does
not provide for payment of unpaid pension contributions, may not be
approved by the court until the parties to the pension plan have entered
into an agreement approved by the relevant pen