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Paradigm Shift:
Observations

On the Current
Bankruptcy Cycle

By Peter S. Kaufman and
Henry F. Owsley

The current bankruptcy cycle
is unprecedented in a number of
ways: The old playbook is stale
and creative new strategies are the
order of the day. It stems in large
part from a glut of easy credit
available from 2001 through early
2008. It breaks new ground due
to seminal cases like Lehman, GM,
and Chrysler, the presence of gov-
ernment bailout funding, the se-
verity of the credit crisis, and the
retrenchment of the traditional
model of standalone reorganiza-
tion through Chapter 11.

THE CURRENT CYCLE
In the current cycle, the typical
Chapter 11 stand-alone reorgani-
zation model has taken a back
seat as the diminution of collat-
eral value, increasingly complex
and layered capital structures,
the inability of companies to
refinance debt or obtain debtor-
in-possession (DIP) financing,
constrained liquidity (and fewer
acquirers able to access financ-
ing) are all having an impact on
restructuring dynamics. These
factors have given rise to increas-
ing numbers of liquidations, pre-
negotiated bankruptcies, and
quick-cycle Section 363 sales.
The cycle also represents the
first wave of restructurings based
on the new provisions of the
Bankruptcy Abuse Prevention and
Consumer Protection Act of 2005
(BAPCPA). Among other changes,
continued on page 6
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Leverage and Lenders of Last Resort

By John J. Rapisardi and Peter M. Friedman

attractive and typically lucrative investment because DIP lenders generally
are first in line for repayment when the company emerges from bankruptcy
or liquidates. Prior to the current global recession, companies filing for Chapter 11
bankruptcy protection were able to secure financing with relative ease. In recent
years, a competitive market for DIP lending had developed among investment banks,
private equity firms, hedge funds and traditional lenders such as GE Capital.
THE DEEP FREEZE
The current financial crisis has made obtaining any credit difficult for even the
most credit-worthy borrowers. In the wake of the recent upheaval in the financial
sector, credit markets froze and remained in a deep freeze for much of 2009. Al-
though credit markets recently have shown signs of thawing, credit remains tight.
DIP financing, the lifeblood of cash-challenged Chapter 11 debtors, has proven
no exception to the general freeze in the broader credit markets. As a result, DIP
financing has become difficult to obtain and lenders have imposed significantly
more stringent credit terms. Recent consolidation on Wall Street and a flurry of
private equity firm and hedge fund liquidations has done little to spur competition
in the DIP lending market. Further compounding the problem, many companies
entering bankruptcy today are suffering the hangover from binging on easy credit,
and thus, have few unencumbered assets to use as collateral for DIP financing.
The lack of competition and reduced liquidity of distressed companies has cre-
ated an environment in which DIP lenders — true lenders of last resort — enjoy
leverage over Chapter 11 debtors for whom DIP financing can mean the differ-
ence between a successful reorganization, on the one hand, and a fire-sale liqui-
dation, on the other. As made evident by several recent bankruptcy cases (e.g.,
Lyondell, Chrysler, GM and VeraSun), DIP lenders have used their leverage as the
provider of necessary capital to influence key terms of recent bankruptcy cases.
Among the typical provisions lenders have received in recent months: loan ma-
turities under a year; large roll-ups of prepetition debt; interest and expenses in
continued on page 2
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DIP Financing
continued from page 5

Judge Gerber and Judge Gonzalez,
the DIP financing landscape has
been dramatically altered by the
current economic downturn. DIP
lenders today enjoy leverage over
troubled companies. However, the

leverage currently enjoyed by DIP
lenders is largely a function of the
present state of the credit markets.
Upon a further thawing of the credit
markets, DIP lenders’ leverage may
wane and the market should lead to
less onerous financing terms. This
fact was recognized by Judge Ger-
ber in Lyondell, when he cautioned

that “people should be wary of us-
ing [Lyondell] as a precedent in the
next one that comes down the road,
especially if that’s the case after the
liquidity markets have loosened up.”
See Transcript of Lyondell Hearing,
Feb. 27, 2009 at 740:17-20.
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BAPCPA shortened the debtor’s ex-
clusivity period to provide a plan of
reorganization. Even so, a Section
363 sale typically closes faster and
places less of a financial and opera-
tional burden on a debtor’s resourc-
es, since the transaction does not
require approval from creditors and
other interested parties.

In general, in prior cycles debtors
had less secured debt, and secured
lenders had more collateral cover-
age. In the present cycle, debtors
hold more secured debt and se-
cured lenders have less collateral
coverage. As a result, a secured
creditor with less than 100% value
cover may now find itself in the
position formerly occupied by the
unsecured creditor in prior cycles,
but with a significant distinction: It
has more rights as a secured credi-
tor, including the ability to foreclose
on collateral and take control of the
company outside of Chapter 11. In
addition to liquidity restraints and
limited financing options, this re-
duces the leverage a company has
in developing a stand-alone plan of
reorganization on its own timetable,
while also tightening its treatment
of creditor constituencies in a plan
of reorganization.
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and Head of Restructuring and Dis-
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vestment bank Gordian Group. Hen-
ry F. Owsley is the CEO of Gordian
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DIP FINANCING

The scarcity of traditional DIP fi-
nancing has also shifted the dynamic
in restructurings. In situations where
companies have not appropriately
evaluated their options and devel-
oped an ability to survive through a
restructuring or bankruptcy process
independently, existing senior lenders
providing “defensive” DIP financing
are extracting onerous terms and im-
proving their positions vis-a-vis other
claimants. They do so by using the
provision of DIP financing to further
shoe-horn themselves into the control-
ling position in restructurings — to the
detriment of recoveries to non-partic-
ipating secured lenders, unsecured
creditors and shareholders.
THE INCREASING IMPORTANCE

OF ‘OPTIONALITY’

The new bankruptcy paradigm and
changes in the capital markets have
a number of implications for compa-
nies and boards or directors navigat-
ing an increasingly complex insol-
vency landscape. At or near the zone
of insolvency, the Bankruptcy Code
overhangs all decisions — even out-
side of Chapter 11 — for all constitu-
encies assessing the relative merits of
their options to move forward; these
“rules of the road” inform all strate-
gies and tactics. More than ever, it is
critical that companies develop and
evaluate multiple financial and oper-
ating alternatives on a parallel track,
creating “optionality” as early as pos-
sible. In doing so, a company can
identify potential allies before credi-
tors have a seat at the table. Given an
early start, a company can manipulate
the pieces of the financial chessboard
more adroitly.

This is vital for a number of rea-
sons, including: 1) maximizing value
for all stakeholders; 2) providing
boards and management with the as-
surance that they have vetted options
sufficiently and are using sound busi-

ness judgment in endorsing a partic-
ular course of action; and 3) creating
and preserving options (including to
access liquidity) to maintain a strong
negotiating position with all parties
and achieve a successful resolution.

While a company may be able to
achieve a successful resolution with
its creditors, it is crucial that it en-
gages an investment bank that is: 1)
highly skilled in developing creative
offensive and defensive strategies to
maximize recoveries to sharehold-
ers and other junior constituencies,
whether consensual or otherwise;
and 2) unafraid of recommending,
where appropriate, aggressive (and
defensible) positions vis-a-vis the
other parties at the table.

It is important to realize that the
constituent groups around the table
(e.g., senior secured creditors, ju-
nior secured creditors, and various
tranches of unsecured creditors) are
not necessarily monolithic. Senior
secured lending groups are now less
homogenous than in prior cycles and
usually include a disparate cast of
characters (e.g., hedge funds, private
equity firms, CLOs and traditional
banks). This can complicate matters
when attempting to arrive at a con-
sensual solution. At the same time,
crafting “carrot and stick” tactics that
make use of divergent motivations
and interests may give leverage to
debtors and old equity constituents.
‘CARROT AND STICK’

As an example, one of our clients is
the private equity sponsor of an un-
disclosed industrial company. Here,
the senior secured lending group to
the portfolio company includes tra-
ditional banks alongside CLO hedge
funds, none of whom necessarily
have the same goals and concerns. In
general, old equity has three weap-
ons in distressed situations: 1) tem-
porary control; 2) option value; and

continued on page 7
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Are Bankruptcy
Practitioners Prepared

For e-Discovery?
Part Two of a Two-Part Article

By Dan P. Sedor
and David M. Poitras

Last month, we stressed the dire
economic and legal consequences
of failing to properly identify, pre-
serve, collect, review and produce
relevant electronically stored in-
formation (ESI). We discussed sev-
eral cases in point, including In Re
Krause, Grochocinski v. Schlossberg,
and In Re Quintus Corp. Part Two
herein continues the discussion.
McCarty

McCarty v. Global Financial So-
lutions, LLC (In re Simonson), 2008
WL 4830807 (Bankr. W.D. Wa., Oct.
27, 2008), highlights the increas-
ing frustration of bankruptcy courts
with parties who take a laissez faire
approach to their obligation to pre-
serve and produce responsive and
relevant ESI. In McCarty, the law
firm for the defendants in a fraud-
ulent transfer proceeding brought

Dan P. Sedor and David M. Poitras
are partners in the Los Angeles office
of Jeffer Mangels Butler & Marmaro
LLP. Sedor practices in the firm’s litiga-
tion group and co-chairs the Discov-
ery Technology Group. Poitras prac-
tices in the firm’s bankruptcy group
with a focus on complex Chapter 11
cases and out-of-court restructurings.

by the bankruptcy trustee failed to
timely produce certain e-mails, and
completely failed to produce other
e-mails, all of which were relevant
and responsive to the trustee’s re-
quests for production of documents
and to a series of summary judg-
ment motions filed by the law firm.

After the law firm withdrew as
counsel, the trustee deposed the de-
fendants about the e-mails and learned
that they had been provided to the law
firm, and had been obtained from the
defendants’ successor counsel, but
only after having to spend substantial
sums on discovering the same infor-
mation from other sources and op-
posing at least one of the summary
judgment motions. The attorneys at
the prior law firm who worked on the
case claimed to lack any specific recol-
lection of the processing of the e-mails
for production. The best they could do
in response to the trustee's motion for
monetary sanctions for the failures to
produce was to submit testimony by
their paralegal that she believed she
had sent all responsive information to
the trustee.

The bankruptcy court found this
inexcusable, and that the prior law
firm's actions constituted discovery
abuse that "delayed the trial, com-
plicated the case, and significantly
increased the costs to the trustee,"
and awarded substantial monetary
sanctions against the firm. The court
also made an observation about the
costs of e-discovery that is unique
to the bankruptcy context: “Because
bankruptcy trustees must use funds

of the estate to compensate their
lawyers, every dollar spent on liti-
gation costs is a dollar that does not
reach the pockets of the debtor’s
creditors. Thus, increased costs in
bankruptcy litigation force trustees
to accept settlements a fully funded
litigant might not otherwise accept
or force trustees to limit litigation
activities to their disadvantage.”
CONCLUSION

This case, and the ones discussed
in Part One of this article, teaches
us that e-discovery is in bankruptcy
court to stay and can dramatically
affect case outcomes. Participants in
bankruptcy proceedings now need
to be well-informed about both the
technical process of e-discovery, i.e.,
the actual mechanics of identifying,
preserving, collecting, reviewing and
producing responsive and relevant
ESI, and the legal framework govern-
ing e-discovery, i.e., the revised Feder-
al Rules and the developing case law
interpreting them. Having this knowl-
edge base will help parties involved
in bankruptcy court litigation and
their counsel to ferret out and deter-
mine the scope of defects in electron-
ic productions by adverse parties in
contested matters, which could other-
wise go undetected. Such knowledge
will also help counsel for producing
parties understand what ESI their cli-
ents have and where it is located, so
that they are better equipped to com-
ply with their e-discovery obligations
and to avoid the imposition of case-

threatening sanctions.
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Paradigm Shift
continued from page 6

3) the ability to provide new money.
Accordingly, Gordian multi-tracked
several aggressive strategies to attempt
to effect a write-down of debt.
Among these was a proposal for
the sponsor to provide a cash con-
sent fee to the first 51% of senior
lenders that agreed to commit to a
stalking horse bid pursuant to a Sec-
tion 363 sale. This strategy sought to
create a “prisoner’s dilemma” among
the senior lenders by taking advan-
tage of the different motivations of
the members of the bank group. For
example, a CLO or hedge fund may

be more interested in a cash offer (a
“carrot”) vis-a-vis a traditional bank
lender. The “stick” here was that the
51% of participating senior lend-
ers who accepted the cash receiv-
ing a considerably greater recovery
(through a combination of cash, re-
instated debt, and equity) than the
non-participating lenders (receiving
a recovery in the form of debt and
equity only). Such tactics can some-
times shift the dynamic to the ben-
efit of those who are farther down in
the capital structure.

Challenges such as these mandate
that a company should retain an in-
vestment bank that does not require
“on-the-job” training in distressed

investment banking. It is also im-
perative that a company engage an
investment bank that is unbiased
and conflict-free (i.e., without prior
or existing relationships with bond-
holders). This becomes incredibly
important when there may not be
enough value for all of a company’s
constituencies.

DEFENSIVE AND OFFENSIVE

STRATEGIES
Another notable distinction in the
current cycle is the prominent role
played by private equity firms and
hedge funds in the reorganization
process.
continued on page 8
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Paradigm Shift
continued from page 7

In our experience, many private
equity firms initially resist — for fear
of potential damage to relationships
with senior lenders and other parties
— the more creative and aggressive
tactics that Gordian develops in order
to maximize firms’ recoveries. In this
cycle, all constituents (including pri-
vate equity firms) are seeking to max-
imize their recoveries. As fiduciaries,
private equity firms and hedge funds
are obligated to fight for every last
dime of their limited partners’ capital.
Many of them are doing so. Private
equity and hedge funds that are un-
der-capitalized find themselves in de-
fensive positions. While in previous
cycles they may have walked away
from portfolio companies facing
bankruptcy, they are now focused
on trying to maximize recoveries.

Many private equity firms have
portfolio companies that are rela-
tively more distressed in the cur-
rent cycle (often purchased through
buyout transactions funded with
covenant-lite debt). Without having
to face defaults or maturity dates to
restructure, the underlying “zombie”
companies are able to postpone the
day of reckoning. In these situations,
private equity firms want to preserve
the status quo and keep existing,
low-rate bank debt in place. They
recognize that while their equity in-
vestment may be underwater, they
have option value and control, and
are prepared to wait for positive de-
velopments down the road.

The rub occurs when private equi-
ty firms find that their liquidity con-
strained portfolio companies require
fresh capital. In this cycle, equity
sponsors do not want to invest fur-
ther below the “Mountain of Debt.”
We have seen a slew of private equity
firms seek expert investment bank-
ing guidance to right-size portfolio
companies’ balance sheets in such
circumstances — to the advantage of
the sponsor. In distressed situations,
private equity firms are best served
by advisors with expertise in devel-
oping strategies to vault the sponsors
“up the waterfall.”

There is no cookie-cutter set of so-
lutions to benefit sponsors. Rather,
each situation is unique, which per-
mits creativity to have a huge impact.
By either bringing new money to the
table and/or utilizing creative and ag-
gressive financial engineering tactics,
private equity firms and hedge funds
can enact strategies to buy signifi-
cant amounts of equity, “encourage”
others to move toward a consensual
deal, and leapfrog more senior con-
stituents to extract value.

For instance, Lyondell Chemical’s
controversial $8.0 billion “defensive”
DIP exemplifies the degree of influ-
ence the DIP has on intercreditor
and process issues. This $8.0 billion
financing had two parts: a $6.5 bil-
lion term loan (which included $3.25
billion in new money and a $3.25
billion “roll-up” of certain of Lyon-
dell’s pre-petition debt to a number
of hedge funds) and a $1.5 billion
asset-based facility. Using this ap-
proach, certain existing constituents
were able to roll-up their pre-petition
exposure into a super-priority DIP,
thereby vaulting over other creditors.

With credit remaining tight, well-
capitalized private equity firms and
hedge funds can buy positions in a
company’s capital structure below
par and use bankruptcy as a venue
to emerge with a controlling stake in
the company. For example, Avenue
Capital Group and DDJ Capital Man-
agement held 80% of Milacron, Inc.’s
prepetition secured notes, and back-
stopped an $80 million DIP facility
(which included $40 million in new
money, and a roll-up of $40 million
in pre-petition debt) to bridge to a
Section 363 sale in which they used
those securities to purchase the as-
sets of the company. See http://www.
shearman.com/Shearman--Sterling-
Represents-Avenue-Capital-and-DD]J-
Capital-Management-in-Acquisition-
of-Milacron-Incs-Assets-08-31-2009/
(last accessed Nov. 11, 2009).

THE OVERHANG OF

GM & CHRYSLER

A commentary on the current bank-
ruptcy cycle would be incomplete
without addressing the landmark,
unprecedented cases of GM and

Chrysler. In these quick-sale bank-
ruptcies, the often lengthy process
of reorganization was circumvented
due to governmental pressure, time
concerns, the alleged potential risks
to the broader economy, and the
commitment of public financing for
the debtors’ operations. While sell-
ing the bulk of a company’s assets is
allowed under Section 363(f) of the
Bankruptcy code, the Chrysler sale
bypassed the conventional absolute
priority rule by allowing the govern-
ment to direct that unsecured credi-
tors receive greater consideration
than secured bondholders.

It is too soon to tell whether these
cases will serve as precedent. None-
theless, they could affect how inves-
tors think about financing companies
where there are either large unions
and/or a potential governmental in-
terest. See www.jonesday.com/pubs/
pubs_detail.aspx?pubID=S4313. Cas-
es that push the envelope of settled
bankruptcy law will be kept top of
mind by advisors to private equity
and/or other out-of-the-money con-
stituencies to develop strategies that
may enable their clients to leapfrog
more senior stakeholders and ex-
tract value when there is not enough
to go around.

WHAT’S NEXT

Looking ahead, there tends to be a
period when defaults continue well
after the economy nominally turns
up. In particular, health care and
commercial real estate will take sev-
eral years to play out. Many players,
including regional banks and other
institutions that made significant
loans to the commercial real estate
market, will likely disappear.

As the capital markets open up,
there will be greater liquidity and ac-
cess to capital to help fund restructur-
ings rather than liquidations. As more
external sources of financing become
available, whether for DIP funding,
exit refinancing or acquisition, compa-
nies will have a greater ability to devel-
op “optionality” to maintain control of
the bankruptcy process and execute
strategies to maximize recoveries for
all stakeholders.
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