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BUSINESS REORGANIZATION ALERT

Ramifications of Bankruptcy
Code Revisions Concerning
Key Employees

By Steven B, Zuckerman, Esq.
and Arthur J, Spector, Esq.

he Bankrupicy Abuse Prevention and
Consumer Protection Act of 2005 (the
“Act™} conrains substantial amendments
the current Bankruprey Code. One of the

more significant business implications of

the Act is the limitations it places on
executive retention and severance programs,
which are fairly standard in large Chaprer 11
bankruprey cases,

In order o stabilize a debror’s operations
and morivare key salaried employees whao are
expected to make substandal contributions
to the success ol a Chapeer 11 debior’s ongo-
ing business or restructuring efforrs, bank-
ruptcy  courts have frequently  allowed
debtors o adopt a “key employee retention
plan,” or KERE A rypical KERP will conrain
bonuses and other incentives to encourage
executives and other employees to remain
with a bankrupt enrity as it renrganizes or
liquidares.

The Act, on its Face, makes the prospect of

instituting a KERP more challenging,

especially for “insiders” {which includes

directors, officers and person(s) in contral of

the debror) as it provides thar a KERP
benetiting an “insider” may not be approved
by a bankruptey courr unless evidence is
shown thar the insider has a bona fide offer
of employment from another business at the
same or greater rate of compensation. the
retention of the individual is “essential 1o the

and the KERP

survival of the business,”
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package does nor exceed 10 rimes the mean
of similar payments made to nonmanage-
ment emplovees “for any purpose during the
calendar year” or, if no such paymenrts were
made, 25 percent of any similar transfer
made to the insider in the prior year. The
Acr also limirs severance payments to insid-
ers. Under the Act, severance to an insider
must be pursuant to a program available o
all full-time employees, and may not exceed
10 rimes the “mean severance” available to
nonmanagement  employees during the
preceding year. Despite the sweeping
changes to KERPs under the Act, there are
serious questions as 1o the practical implica-
tions of these changes as a result of the
apparent shift in the statutory authoricy gov-
erning KERPs. While there is no specific
authority  for KERPs in  the
Bankruprey Code, several courts have
authorized KERDPs under Code Section 363,
which provides thar a debror in possession,

current

after notice and a hearing, may use, sell, or
lease property of the estate “ourside the ordi-
nary course of business.” Courts rypically
require debtors o establish a sound business
purpose Tor the implementation of a KERP
and require that the program is fair and
reasonable.

Under the Act, the provisions relating 1o
KERDPs are ser forth in Section 503 of the
Banlcruptey Code, which deals with che
allowance of administrative expenses. Tt is
unclear why Congress did not include the
KERP amendments in Section 363, which
has historically been the Code section relied
upon o authorize KERPs. Indeed, rthe
placement under Secrion 503 seems inapt
and impractical as thar section provides thar

an entity may file a request for paymenr of

an administrative expense.

Since the of the Act does not require
debrors 10 seek authorizarion of KERDPs
under amended Section 303, it appears that
debtors may still seek approval of KERDPs
under Secrion 363,
amended Section 503 begs the question
whether it will have any practical impact on
KERPs so long as enriries affecred by such
plans do not file a request for payment under
Section 503, Congress created [further

The plain meaning of

confusion regarding the interplay berween
Section 363 and amended Section 303 by
adding subsection 503(c)(3), prohibiring
rransfers or obligations thar are "ourside the
ordinary course of business” o officers,
managers of consultants hired after the
perition date.

Nevertheless, that Congress chose to place these
KERP limitations in Section 303 insteod

of Section 363 makes it unclear te what extent

these amendments will actually impact KERPs.

For practical purposes, if courts disagree
that Section 363 may still be employed 10
authorize KERPs, there may still be a way 1o
retain key employees while evading the new
KERP restrictions under the Act. Before the
company files a chaprer 11 case, key
employees could resign and reemerge as a
professional to be employed by the debuor
under Section 327 of the Bankruprey Code,
either individually or through a turnaround
firm to be employed by the debror. Key
employees may also enter ino lucrative
employment agreements on the eve of
bankruprey and then seek the assumption of
such agreements under Section 365 of the
Bankruptey Code.

In conclusion, it is likely thar Congress
included these amendments to address irs
concern that management employees do not
receive a disproportionate amount of the
funds proposed to be paid under the
program. However, these changes seem too
far- reaching and, il strictly enforced, may
result in the denial of a KERP thar would be
necessary for reorganizarion. Nevercheless,
that Congress chose 1o place these KERP
limirations in Secrion 503 instead of Secrion
363 makes it unclear to what extent these
amendments will actually impact KERDs,
Ar this early stage, it appears thar a crearive
practitioner has several means o v w
circumvent these perhaps well-meaning but
possibly  counter-producrive amendments.
Bankruptey Court suggests thar the BAPC-
PA cap on homestead exemption does not
apply o Florida residencs. W
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trustecs,  He has been involved in
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17, 1974,
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