Pearl Meyer

ARTICLE
| APR 2020

Executive :
Compensation In Margaret H. Black
Bankruptcy: VANAGING DIRECTOR
Moativating Key

Employeesthrough

Corporate Financial

Distress

When a company fallsinto financial distress, maintaining senior leader ship can be one of
the board’s primary worries; facing uncertain futures, lackluster bonuses, and dwindling
long-term equity values, key employees may be tempted to “ abandon ship” towork for a
mor e stable employer.

Whileretention may be key to maintaining ongoing business and shareholder values, some
of the most common retention tools, such as management retention bonuses and sever ance
benefits, can be severely restricted for “insiders’ of companiesfiling and reorganizing
under Chapter 11 of the Bankruptcy Code as aresult of the addition of Section 503(c) to
the Code. Both pre-filing and post-filing pay decisionsareriddled with obstacles.
Adjusting the pay of corporate insiders pre-filing requiresless oversight, but in turbulent
timesit may be met with heavy skepticism by creditors and the general public and could
be clawed back into the bankruptcy estate. Post-filing changes will be heavily scrutinized
and subject to specific bankruptcy court oversight.

Given the many executive pay landmines, boards of financially troubled entities should
become well versed in the underlying concepts gover ning key employee pay of bankrupt
companies. Below we provide a background on some of the key elements, concepts, and
rules underlying key employee pay packages of financially distressed companies.

Key Employee Retention Plans (KERPS) and Severance For Executives: The Impact of
Section 503(c)

Thelandscape for employees of companiesfiling for bankruptcy changed dramatically
with the passage of the Bankruptcy Abuse Prevention and Consumer Protection Act of
2005 (BAPCPA), which amended the Bankruptcy Code by adding Section 503(c). The
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following sections discuss practices before and after thisimportant amendment.
Pre-BAPCA (before 2005)

Befor e 2005, Key Employee Retention Plans (KERPs) wer e central to most chapter 11
bankruptcy compensation packages of senior management—complementing, modifying, or
INn some cases replacing sever ance programs, annual incentive plans, and pension
modifications. KERPstypically provide for the payment of cash lump sums (on a one-time
basisor afixed, regular basis) to a set group of key employeesfor remaining with the
company through a reorganization. In order to be eligible to receive payments,
participants must stay employed by the debtor through a date certain, or through an event
certain.

While KERPs were mainstream in bankruptcies, not everyone was a fan of the plans.
Organized labor and creditors felt KERPs were unnecessary for senior management given
their ongoing fiduciary obligations to the corporation. The programs were viewed as
inequitable given the sacrifices often asked of the rank-and-file, such asworkfor ce
reductions and wage and benefit concessions. Many viewed KERPs as enriching the very
manager s that should be held responsible for the businessfailuresthat led to bankruptcy.

Prior to 2005, obligations for KERPs also had the benefit of being treated as
administrative expense priority claimsunder Section 503 of the Bankruptcy Code.
Administrative status gave these claims a great deal of leverage, particularly because a
Chapter 11 plan cannot be confirmed unlessthe claims are paid in full or the claimant
agreesotherwise. Thispriority status essentially guaranteed retention payments
determined in the discretion of the company, no matter how big or in what for mat.

Post-BAPCA (2005 and beyond)

Implemented by Congressin the wake of headline grabbing bankruptcies such as Enron,
World-Com, and K-Mart, BAPCA added Section 503(c) to the Bankruptcy Code, imposing
significant restrictions on the use of retention plans and sever ance payments for
“insiders.”[1]

Section 503(c) limitsthe allowance and payment of certain priority administrative expense
claims. It effectively:

= Prohibitsretention or KERP paymentsfor insiders (Section 503(c)(1));

= Places limitations on severance paymentsto insiders (Section 503(c)(2)); and

» Establishes standardsfor benefitsthat are not neatly characterized asretention or
sever ance benefitsto insiders, provided thetransfersor obligations are outside the
ordinary course of the company’s business and justified by the facts and
circumstances of the case (Section 503(c)(3)).
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Under Section 503(c)(1), a company in bankruptcy may not make a payment or incur an
obligation to (or for the benefit of) an insider for the purpose of inducing that person to
remain with the company’s business, unless the following narrow requirements are met:

= The proposed payment or obligation to theinsider is essential to retention of the
insider because he or she has a bona fidejob offer from another business at the same
or greater rate of compensation;

» Theservices provided by theinsider are essential to the survival of the business; and

= Either (i) the proposed payment or obligation to the insider isnot greater than ten
times the amount of the average payments or obligations of a similar kind given to
non-management employees during the same calendar year, or (ii) if no similar
payment or obligation of a similar kind was provided to non-management employees
during the same calendar year, the proposed payment or obligation to theinsider is
not mor e than 25 percent of the amount of any similar payment or obligation made
to that insider during the previous calendar year.

Section 503(c)(2) provides similar limitationsfor severance payments madeto insidersof a
debtor. It essentially prohibits severanceto an insider unless:

= Severanceispart of a program that is generally applicableto all full-time employees
of the debtor; and

= The severance amount is not more than 10 times the aver age non-management
sever ance payment given during the same calendar year.

Also included in BAPCA isthe catch-all clause found in Section 503(c)(3), which appliesto
proposed paymentsor obligations outside the ordinary cour se of business. Thisrule can
apply to payments outside the ordinary cour se of business made to non-insiders aswell as
toinsiders. Under Section 503(c)(3), a company needsto demonstrate that the proposed
paymentsor obligations are “justified by the facts and circumstances of the case.”

Not surprisingly, given difficult—if not impossible—restrictions that must be met (e.g., the
requirement that an executive must have an offer in-hand with another employer to
qualify for a KERP), time-based retention payments are now rarely used for bankruptcy
insiders. In addition, in our experience, insider severance payments, when provided, are
very modest.

KERPs for Non-Executives (or Insiders): Still Market Practice

While Section 503(c) has curbed the use of KERPsfor insiders, retention plans ar e still
standard for non-insider employees critical to an ongoing business. Awar ds are most often
structured as cash paymentstied to a percentage of each participant’s base salary, with
payments distributed over therestructuring period. To demonstrate the reasonableness of
these non-insider awardsto the courts, awards can be compared with retention plans of
compar able employer sthat were previously approved by bankruptcy courts.

The Emergence of Key Employee Incentive Plans (KEIP)
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Following adoption of Section 503(c), as an alter native to KERPS, financially distressed
companies began implementing per for mance-based incentive compensation plans, tied to
specific financial achievementsor bankruptcy case events (commonly referred to asKey
Employee Incentive Plans (KEIPs)). In sum, a KEIP focuses on performance whereasits
predecessor, the KERP, focuses on retention regar dless of performance.

When designed properly, KEIPsavoid the stringent restrictions found in Section 503(c)(1).
Instead, these plans ar e gover ned by more general provisionsfound in Section 363(b)(1)
and Section 503(c)(3) of the Bankruptcy Code. Section 363(b)(1) allows a debtor to
transact outside the ordinary cour se of business with court approval. Courts generally
apply the “business-judgment” standard for thisreview, determining whether the debtor
has provided a legitimate business justification for the payments (a fairly low threshold).
But KEIP payments must also satisfy Section 503(c)(3) (as outlined above), which prohibits
transfersto officers and manager sthat are outside the ordinary cour se of business and not
justified by the facts and circumstances of the case. Different courts apply different teststo
determine whether a KEIP isjustified by the facts and circumstances, and some courts
hold that the facts and circumstancestest of Section 503(c)(3) isidentical to the business-
judgement test under Section 363(b)(1).

In Inre Dana Corp., 358 B.R. 567 (Bankr. S.D.N.Y. 2006) the court listed several factors
that bankruptcy courts now commonly refer to when deter mining whether the structur e of
a compensation proposal and the processfor its development satisfy the business-judgment
test. These factors, known asthe Dana factors, are:

= Whether areasonablerelationship existed between the proposed plan and the
desired results;

Whether the cost of the plan was reasonablein light of the overall facts of the case;
Whether the scope of the plan was fair and reasonable;

Whether the plan was consistent with industry standards;

Whether the debtor had put forth sufficient due diligence effortsin formulating the
plan; and

Whether the debtor received sufficient independent counsel in performing any due
diligence and formulating the plan.

Courtswill also focus on whether the performance factors are so easily attainable that the
KEIP isreally a KERP in disguise. For example, in at least two Chapter 11 cases, the US
Trustee urged the bankruptcy court to block the plans, arguing that instead of providing
genuineincentives, the plans contained readily achievable goalsthat they wer e essentially
retention plansrather than incentive plans. In each of these cases, the bankruptcy courts
denied the companies motionsto implement the KEIPs, despite the fact that they were
supported by the major creditors of those companies.

In Inre Residential Capital, LLC, No. 12-12020 (Bankr. S.D.N.Y. Aug. 28,2012) the
company proposed a KEIP that would have awar ded between $4.1 million and $7 million
in the aggregate to 17 of itstop 20 employees. In denying the plan, the court noted that
63% of the bonus could have been earned simply by the debtor’s closing the sales of two
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loan portfoliosthat had been substantially negotiated pre-petition.

In In re Hawker Beechcraft, Inc. No. 12-11873 (Bankr. S.D.N.Y. August 24, 2012), the
company proposed a KEIP that would award cash payments up to $5.3 million in the
aggregate to eight members of its senior management team upon the consummation of
either a standalonerestructuring plan or a transaction with athird party.

In denying the company’s motion to approve the KEIP, the Hawker court noted that:

= The company failed to identify the efforts each key employee would make, either
individually or as part of ateam, to achieve the proposed tar gets;

= Thelowest levels of the incentive targets were “well within reach”; and

= The employees could earn half of their awards under the proposed KEIP for
consummating a transaction under an indefinite deadline, without having to achieve
any of the net cash flow tar gets.

In Hawker, the Court ultimately concluded that the KEIP should be denied given the
likelihood that the key employees would “ earn some bonus under the KEIP merely by
remaining with the Debtor s and regar dless of theroad the Debtor s take.”

Pre-Petition Retention Plans and Pay Adjustments: Be Careful!

Increasingly, we have found that financially distressed companies ar e establishing
retention plansfor insidersand non-insidersprior to the bankruptcy filing, with the
programs designed to withstand court scrutiny if a petition isfinally made. In many of
these programs, part or all of theawards are structured to be paid to employees prior to
the bankruptcy filing, with payments subject to repayment if the participant does not
remain employed for therequisitetime period.

There are advantages for companiesimplementing the programs prior to bankruptcy since
payments can be directed immediately to target the employees most at-risk of terminating;
doing so also bypasses negotiations with courts and creditors. However, thereisarisk that
these payments may be subject to clawback under Section 548 of the Bankruptcy Code as
fraudulent transfers.

Similarly, adjusting pay packages of key employees prior to a bankruptcy filing can, with
thewrong facts, lead to creditor mistrust and bad press. For example, in 2011, Hostess
Brandsraised the salary of its CEO from $750,000 to $2,550,000 (approximately 300%)
and gave largeraisesto nine other key executives six months prior to filing its bankruptcy
petition. When creditors discover ed these facts, they raised formal objectionsin court
filingsand alerted the press. Hostess claimed the executive' s salarieswereincreased at a
routine compensation review long before it decided to file for bankruptcy, but ultimately
the company retracted the salary increases.

Post-Bankruptcy Equity Emergence Grants: Things to Consider
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In most bankruptcies, formerly granted equity awardswill likely be worthless and have no
retention value. Because of this, companies emerging from bankruptcy commonly reserve
a portion of their post-emergence equity to usefor long-term incentives (“LTI”) after the
bankruptcy has been settled.

Developing the pool of sharesreserved for post-bankruptcy issuance along with other key
details surrounding emergence grants will be a subject of discussions and negotiations with
creditors. To develop a starting point for negotiations with creditors, companies should
work through thefollowing key LTI design questions:

What per centage of the equity pool should be granted asinitial emer gence grants?
What per centage should bereserved for future equity grants?

How will theinitial equity grantsand future equity grants be allocated (e.g.,
executive insider s ver sus non-executive insider s)?

How will theinitial and post-bankruptcy awards be structured (e.g., time-based,
performance-based, or a mix of time- and perfor mance-based awar ds)?

Under standing how other companies (particularly comparable firms) emerging from
bankruptcy have chosen to structure emergence grantswill be helpful in developing a
reasonable starting point for negotiating with creditors.

Conclusions

Developing theright compensation pay package for key employeesiscritical when a
company isin financial distress and its executives are tempted to leave and find more
stable employers. KEIPs (for insiders), KERPs (for non-insiders), and post -bankruptcy
LTI grants often form the basis of pay programs designed to ensurethat critical employees
remain through following the turbulent times. Pear| Meyer has experience working with
companiesto retain critical employeesthrough turbulent times and extensive knowledge of
performance-measuresthat arelikely to be considered reasonable in these circumstances.
We are availableto assist with development of programsthat fit each particular company
through such cycles on a case-by-case basis.

[1] Section 101(31) of the Bankruptcy Code generally provides that if a debtor is a corporation,
“insider” includes directors, officers, personsin control of the debtor, and general partners of
the debtor, as well astheir respective relatives. The term“ insider” also includes affiliates and
insiders of affiliates of the debtor. In addition, because the definition is non-exclusive certain
individuals can still be considered “ insiders’ even if they do not fall within the categories
enumerated in Section 101(31). Courts generally determine insider status based on the totality
of the circumstances. Employees with certain titles (e.g., VP and above) may be presumptively
considered to be insiders, but the presumption can be rebutted through submission of evidence.
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