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I INTRODUCTION

1. Wilmington Trust, National Association, in its capacity as Trustee, Notes Collateral Agent, Paying
Agent, Transfer Agent and Registrar (collectively, the “Trustee” or “WT") under an indenture
dated October 23, 2017 (as amended, supplemented or restated, the “Trust Indenture”),
pursuant to which Northwest Acquisitions ULC (as predecessor-in-interest to Dominion Diamond
Mines ULC), as Issuer (“DDM"), and Dominion Finco Inc., as Co-Issuer (“Finco”, and together
with DDM, the “Issuers”), issued certain 7.125% Senior Secured Second Lien Notes Due 2020

(the “Notes”), files this Bench Brief in support of its Application for an Order, among other things:

(a) authorizing and directing DDM, Dominion Diamond Delaware Company, LLC, Dominion
Diamond Canada ULC, Washington Diamond Investments, LLC, Dominion Diamond
Holdings, LLC, and Finco (collectively, the “Applicants”) to pay and reimburse the
reasonable post-fiing fees and expenses of the Trustee and its counsel, Dentons
Canada LLP and Dentons US LLP (together, “Dentons”), in connection with and from the

date of commencement of these proceedings.

2. The Trustee respectfully submits the payment of its reasonable post-filing fees and expenses,
including that of Dentons, is fair and appropriate and it would respect the terms set out in the
Trust Indenture and the Intercreditor Agreement and facilitate the Trustee’s effective participation
in these proceedings on behalf of all Noteholders, including those who are not otherwise

represented in these proceedings.

Il FACTUAL BACKGROUND

3. Capitalized terms used but not otherwise defined in this Bench Brief have the meanings given to
them in the affidavit of Kristal Kaye sworn April 21, 2020 in these proceedings (the “Kaye April

21 Affidavit”), or in the Trust Indenture, as applicable.
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4. The Applicants sought and were granted protection from their creditors under the Companies’
Creditors Arrangement Act, R.S.C. 1985, c. C-36, as amended (the “CCAA”") pursuant to the

order of this Honourable Court dated April 22, 2020.

5. On May 1, 2020, on the application of the Applicants, this Honourable Court granted the

Amended and Restated Initial Order.

6. The Applicants’ two primary senior secured debt obligations are in respect of the (i) Revolving
Facility, extended pursuant to the Credit Agreement dated November 1, 2017, and (ii) the Notes

issued pursuant to the Trust Indenture.

7. As of April 20, 2020, the US$150,000,000 available under the Revolving Facility was fully utilized
and the accrued interest on the portion of the Revolving Facility drawn was estimated to be

approximately US$178,651.

8. As of April 20, 2020, the amounts owing to the holders of Notes (the “Noteholders”) pursuant to

the Trust Indenture in respect of the Notes, with interest, was approximately US$556,328,125.

9. To secure the obligations under the Credit Agreement, the Applicants granted the Credit
Agreement Security. To secure the obligations under the Trust Indenture, the Applicants granted
the Trust Indenture Security. The Trust Indenture Security is the same security package as the
Credit Agreement Security, except that, pursuant to the Intercreditor Agreement, the Trust

Indenture Security ranks in a second lien position behind the Credit Agreement Security.

The Trustee’s Appointment, Roles and Duties

10. The Trustee was appointed pursuant to the terms of the Trust Indenture to act in a number of
capacities, namely as Trustee, Notes Collateral Agent, Paying Agent, Transfer Agent and

Registrar under the Trust Indenture.
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11. The Trustee acts as a fiduciary for, and in the best interests of, all Noteholders, including those
not otherwise represented in the CCAA proceedings. The Trustee is contractually obligated to be

involved in these CCAA proceedings.

12. The Trustee derives its rights and powers from the Trust Indenture. Section 7.1 of the Trust
Indenture provides that, upon the occurrence of an Event of Default, “the Trustee shall exercise
such rights and powers vested in it by [the Trust Indenture] and, in the exercise of its power, use
the degree of care and skill of a prudent man in the conduct of his own affairs.” Such rights and

powers include, among others:

€) Section 6.2: declaring all due and outstanding notes payable immediately;

(b) Section 6.3: proceeding in its own name to protect and enforce its rights and the rights of
Noteholders “by such appropriate judicial proceedings as the Trustee shall deem most

effectual to protect and enforce such rights”;

(c) Section 6.5: taking directions from the Noteholders “of a majority in the aggregate amount

of the then outstanding Notes” regarding the remedies available to the Trustee, “provided

that:

(@ the Trustee may refuse to follow any direction that conflicts with law, its fiduciary
duties, [the Trust Indenture] or that the Trustee determines in good faith may be
unduly prejudicial to the rights of [Noteholders] not joining in the giving of such
direction;

(b) the Trustee may refuse to follow any direction that the Trustee determines is
unduly prejudicial to the rights of other [Noteholders] or would involve the Trustee
in personal liability; and

(c) the Trustee may take any other action deemed proper by the Trustee that is not

inconsistent with such direction”;
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(d) Section 6.8: receiving payment, for the benefit of the Noteholders, from the Issuers in

respect of payments of amounts due under the Notes; and

(e) Section 6.9: filing “proofs of claim and other papers or documents as may be necessary
or advisable in order to have the claims of the Trustee (including any claim for the
compensation, expenses, disbursements and advances of the Trustee, its agents and
counsel...) and the [Noteholders] allowed in any judicial proceedings relative to the

Issuers or any Guarantor, their creditors or their property...".

The AHG Application

13. On May 6, 2020, a group of Ad Hoc Group of Bondholders (“AHG") served and filed an
application seeking payment of the fees of the advisors to the AHG (the “AHG Application”).
The AHG had sought for the AHG Application to be heard on May 8, 2020. The AHG Application

is currently returnable on May 15, 2020.

14. During the course of the May 8, 2020 hearing, the Court indicated that any other party seeking
payment of fees and expenses from the Applicants should have such Application ready to be

heard on May 15, 2020.

[l. ISSUE

15. The issue before this Honourable Court is whether the Applicants should be ordered to pay the

reasonable fees and expenses of the Trustee and its counsel, Dentons.

IV. LAW AND ARGUMENT

The Trust Indenture Provides for Payment

16. Section 7.2(a) and (c) of the Trust Indenture expressly provide that the Trustee has a right to
consult with legal counsel or other professional advisors of its choosing as to any matter relating

to the Trust Indenture and the Trust Indenture Security. Section 7.2(c) expressly provides that
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17.

18.

19.

20.

21.

such consultation shall be “at the expense of the Issuers, provided all fees and expenses are

reasonable and documented”.

Section 7.6 of the Trust Indenture provides as follows in respect of the Trustee’s compensation

and indemnity in connection with the Trust Indenture and the Trust Indenture Security:

7.6 Compensation and Indemnity

(a) The Issuers shall pay to the Trustee and each Agent from time to time such fees,
expenses and compensation as shall be agreed in writing for its services hereunder. The
Trustee’s compensation shall not be limited by any law on compensation of a trustee of
an express trust. The Issuers shall reimburse the Trustee and each Agent upon request
for all reasonable expenses incurred or made by it, including costs of collection, in
addition to the compensation for its services. Such expenses shall include the
compensation and reasonable expenses of the Trustee’s and each Agent’s agents and
counsel.

[..]

(d) When the Trustee or any Agent incurs expenses after the occurrence of a Default
specified in _Section 6.1(a)(ix) or (x) with respect to_any Issuer, any Guarantor, or any
Restricted Subsidiary, the expenses are intended to constitute expenses of
administration under Bankruptcy Law and in any Insolvency or Liguidation Proceeding.
[Emphasis added.]

These CCAA proceedings constitute an Event of Default (as such term is defined in the Trust
Indenture) pursuant to the Trust Indenture. The Trustee's expenses incurred in these CCAA
proceedings are expenses incurred after the occurrence of an Event of Default, as specified in
Section 6.1(a)(x) of the Trust Indenture and “constitute expenses of administration under

“Bankruptcy Law”.1

The Trustee has engaged Dentons to act as its counsel in the within CCAA proceedings.

To date, the Applicants have not agreed to pay the fees of the Trustee and its counsel.

The Trustee does not have access to independent funding to fund its participation in these CCAA

proceedings. The Trust Indenture does not establish any sort of escrow funds from the bond

1 Pursuant to Section 1.1 of the Trust Indenture, “Bankruptcy Law” means “the Bankruptcy Code and any other

federal, state, provincial or foreign law for the relief of debtors, or any arrangement, reorganization, insolvency,
moratorium, assignment for the benefit of creditors, any other marshalling of the assets or liabilities of the Parent
or any of its Subsidiaries, or similar law affecting creditors’ rights generally.” The CCAA is clearly within the
definition of “Bankruptcy Law”.
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22.

issuance to be available for use by the Trustee. The AHG is seeking its own fee and expense

application and, as such, the Noteholders will not be funding the Trustee.

The Trust Indenture further includes the following provisions which are relevant to this

Application:

(@)

(b)

(©)

Section 6.6: a Noteholder “may not use this Indenture to prejudice the rights of another
[Noteholder] or to obtain a preference or priority over another [Noteholder]”;

Section 6:10: subject to the Intercreditor Agreement, any money or property collected
pursuant Article 6 of the Trust Indenture, or from the enforcement of the Trust Indenture
Security, shall be paid “First to the Trustee, the Notes Collateral Agent and their
agents... and attorneys for amounts due under Section 7.6, including payment of all
compensation, expenses and liabilities incurred, and all advances made, by the Trustee,
the Agents and the Notes Collateral Agent and the costs and expenses of collection”;

Section 7.11: “[t]he rights, privileges, protections, immunities and benefits given to the
Trustee in this Indenture, including, without limitation, its right to be indemnified and/or
secured, are extended to, and shall be enforceable by the Paying Agent(s) (other than
the Issuer, the Co-Issuer or any Affiliate of the Issuers acting as Paying Agent), the
Transfer Agent(s), any Authenticating Agent, the Notes Collateral Agent and the
Registrar as if the Paying Agents(s), the Transfer Agent(s), the Authenticating Agent, the
Notes Collateral Agent and the Registrar were hamed as the Trustee herein.”

The Intercreditor Agreement Permits Payment

23.

24.

With respect to the treatment of the Noteholders under the Trust Indenture Security in relation to

that of the senior lenders under the Credit Agreement Security (the “Senior Lenders”), the Section

6.03 of the Intercreditor Agreement states:

“... to the extent that the [Senior Lenders] are granted adequate protection in the form of
payments in the amount of current post-petition fees and expenses, and/or other cash
payments [in relation to an insolvency proceeding, which would include these CCAA
proceedings], then the [Trustee], for themselves and on behalf of the [Noteholders] under
[the Trust Indenture], shall not be prohibited from seeking adequate protection in the form
of payments in the amount of current post-petition incurred fees and expenses, and/or
other cash payments (as applicable), subject to the right of the [Senior Lenders] to object
to the reasonableness of the amounts of fees and expenses or other cash payments so
sought by the [Noteholders].”]

The cash-flow statement appended to the Monitor’s pre-filing report dated April 21, 2020 indicates

that the Senior Lenders are being paid post-filing interest and bank charges. Such payments
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constitute a form of adequate protection as contemplated by Section 6.03. Therefore, the Trustee

is permitted to seek adequate protection for itself and on behalf of the Noteholders.

The CCAA Permits Payment

25. Section 11.52 of the CCAA provides this Honourable Court with discretion to “make an order
declaring that all or part of the property of a debtor company is subject to a security or charge — in
an amount that the court considers appropriate — in respect of the fees and expenses of... (c) any
financial, legal or other experts engaged by any other interested person if the court is satisfied
that the security or charge is necessary for their effective participation in proceedings under this

Act”.

26. While the strict language of section 11.52 provides for security for such fees, this section has
been interpreted under the “general jurisdiction under Section 11" to extend to “an order of
payment of such amounts”,? including to an indenture trustee,® ad hoc groups of bondholders,*
counsel to a large group of employees,® counsel to retail purchasers of asset-backed commercial

paper® and representative counsel to investors,” among other interested persons.

27. In many of these cases, the court, often citing the factors considered in Re Canwest Publishing
Inc,® granted the fee payment orders under section 11.52 notwithstanding the absence of any
contractual term(s) providing for such payment concerning the party seeking such fees. The

Trustee submits that, in the present Application, in addition to the general jurisdiction under

2 Homburg Invest Inc., Montreal (No. 500-11-041305-117), Reasons for Judgment dated February 17, 2012, at para.
23.[TAB 1]

3 Ibid.

4 See, for example, the authorities cited in the Bench Brief of the AHG dated May 7, 2020 (the “ADH Brief”):
Lightstream Resources Ltd., Calgary 1601-12571 (ABQB) (Order pronounced 26 September 2016) at para 30
[AHG Brief, TAB 2]; Essar Steel Algoma Inc., Toronto CV-15-000011169-00CL (Order pronounced 25 February
2016) at para 3 [AHG Brief, TAB 3]; Jaguar Mining Inc., Toronto CV-13-1038300CL (ONSC) (Order pronounced
23 December 2013) at para 31 [AHG Brief, TAB 4].

5 Re Nortel Networks Corp., (2009) 53 C.B.R. (5 196 (Ont. S.C.J.), at para. 65[[TAB 2]] Re Target Canada Co,
2015 ONSC 303 at para. 61. [TAB 3]

6 Re Metcalfe & Mansfield, Toronto Court File No. CV-08-CL-7440, Order, Re Appointment of Representative
Counsel in ABCP (April 15, 2008) (Ont. S.C.J.) at para. 7. |[TAB 4]

7 Re League Assets Corp, 2013 BCSC 2043 at para. 79.|/[TAB 5]
8 Re Canwest Publishing Inc., 2010 ONSC 222 at para. 54 [AHG Brief, TAB 1] (the “Canwest Factors”).
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section 11.52, this Honourable Court has an unambiguous basis in contract (i.e. the Trust
Indenture) for ordering payment of the Trustee’'s and Dentons’ reasonable fees and expenses
incurred in these CCAA proceedings. It is therefore not necessary to consider the Canwest

Factors in relation to this Application.

Differentiating the Role of the Trustee from that of the AHG

28.

29.

30.

31.

The Trust Indenture and the Intercreditor Agreement are each governed by, and are to be

construed in accordance with, the laws of the State of New York.

As noted above, the roles of the Trustee are separate and distinct from the role of any individual
Noteholder or any ad hoc group or committee of Noteholders, including the AHG. While there is
limited jurisprudence in Canada regarding such roles, courts in the United States have given the

issue consideration.

Ad hoc groups and committees, unlike indenture trustees, act on behalf of only their members.
For example, in In re Washington Mut., Inc.,® the United Stated Bankruptcy Court, D. Delaware,
noted that “[a]d hoc committees, due to their unofficial status, are typically a loose affiliation of
creditors. The at-will nature of committee membership is one of the defining characteristics of ad
hoc committees. . . . Because membership is at—will, an ad hoc committee cannot bind
members absent their consent, and generally all members must agree on any position the
committee takes. Otherwise, dissenting members will simply leave the committee [citations

omitted].”

In contrast, an indenture trustee is charged with carrying out various duties derived from (i) the
indenture under which it was appointed, (ii) legislation® and (iii) common law, all of which duties

are to be carried out on behalf of all bondholders. The general duties of an indenture trustee in

9 In re Washington Mut., Inc., 419 B.R. 271, 274 (Bankr. D. Del. 2009).[[TAB 6]
10 |n the United States, e.g., The Trust Indenture Act of 1939 (“TIA"), codified at 15 U.S.C. § 77aaa et seq. In Canada,

the Canada Business Corporations Act, R.S.C. 1985, c.C-44 (the “CBCA"), and certain other provincial corporate
statutes, including the Business Corporations Act (Alberta), RSA 2000, c B-9 (the “ABCA"); the Loan and Trust
Companies Act, S.C. 1991, c.45, the Bank Act, S.C. 1991, c.46 and the Insurance Companies Act, S.C. 1991,
c.47.
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both Canada and the US include observing fiduciary duties, the duty of care and avoiding

conflicts of interest.1!

32. In this case, in addition to the statutory and common law duties imposed on the Trustee, the Trust

Indenture mandates that the Trustee:

@)

(b)

(©)

(d)

(e)

as Trustee, carry out the various duties prescribed by, inter alia, Sections 6 and 7 of the
Trust Indenture, including in relation to protecting the interests of all Noteholders in the
case of an Event of Default, including the exercise of remedies, reporting to all

Noteholders and filing proofs of claim, as may be required in an insolvency proceeding;

as Notes Collateral Agent, exercise rights and duties delegated to it in relation to the
Security Documents, including those duties prescribed under Section 11.8 of the Trust
Indenture, and elsewhere in the Trust Indenture, Security Documents and Intercreditor

Agreement;

as Paying Agent, facilitate payments on and transfers of Notes, among other such duties

as are prescribed by, inter alia, Sections 2.3 and 2.4 of the Trust Indenture;

as Transfer Agent, facilitate the transfer of Notes, among other such duties as are

prescribed by, inter alia, Section 2.6 of the Trust Indenture; and

as Registrar, maintain the Security Register, among other such duties as are prescribed

by, inter alia, Section 2.3 the Trust Indenture.

33. In the context of these CCAA proceedings, the Trustee’s duties would also preclude it from

acting, for example, as an interim financing (“DIP”) lender or stalking horse bidder, or from

preferring the interests of one Noteholder or group of Noteholders to the interests of any other

Noteholder. Such limitations would not be imposed on an ad hoc group or committee of

bondholders, including the AHG.

11 See, for the example, the CBCA, ss.82-93, and the ABCA, ss. 81-92.
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34.

-12 -

It is submitted that the Trustee, with advice of its counsel at Dentons, has the institutional and
operational capacity required to effectively discharge the Trustee’s contractual, statutory, fiduciary
and other common law duties to all Noteholders. The discharge of these duties is not only
contractually mandated by the Trust Indenture, but is also essential to an effective, fair and

transparent restructuring of the Applicants.

Adequate Protection Considerations

35.

36.

37.

With respect to payment of an indenture trustee’s ongoing post-petition professional fees in
connection with secured notes or bonds, in a US chapter 11 case, such payment is typically
provided as a form of “adequate protection” to the indenture trustee as a secured lender.'2 A
debtor may obtain post-petition financing secured by a lien priming an existing first lien lender,
only if “there [exists] adequate protection of the interest of the holder of the lien on the property of

the estate on which such senior or equal lien is proposed to be granted.”'3

The debtor bears the burden of establishing that the holder of an existing lien to be subordinated
to post-petition financing is adequately protected from diminution, i.e. erosion, of its collateral
value as of the petition date.* To make such a showing, a debtor may argue, inter alia, that the
secured creditor is adequately protected by the existence of an “equity cushion”, the amount by
which the value of the collateral exceeds the amount of the primed secured claim and that, as a
result, no additional financial payments or accommodations beyond contractually timely interest

and expense reimbursement are required.1®

To prove the existence of an “equity cushion” the collateral in question necessarily must be
valued. When, as is frequently the case, a secured creditor has a blanket lien on substantially all
of the debtor's assets, a debtor must engage in an expensive and time-consuming valuation

process regarding its entire business either as a going-concern or on a liquidation basis

1211 U.S.C. §361.

1311 U.S.C. § 364(d)(1).

14 1n re Swedeland Dev. Grp., Inc., 16 F.3d 552, 564 (3d Cir. 1994) (citations omitted).

15 Wilmington Trust Co. v. AMR Corp. (In re AMR Corp.), 490 B.R. 470, 478 (S.D.N.Y. 2013).
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38.

39.

40.

-13 -

depending upon the use to which the collateral is being put.’® . In the context of post-petition
financing request, if a debtor is unable to prove adequate protection then the bankruptcy court
cannot permit a priming lien to be granted. In the context of a lender's request to lift the
automatic stay under section 362(a) of the Bankruptcy Code to permit foreclosure under state
law, a debtor’s failure to establish adequate protections may lead the bankruptcy court to grant

the secured creditor’s request for relief.1”

In order to avoid such a protracted valuation process in either circumstance, debtors routinely
turn to section 361 of the Bankruptcy Code, which provides for alternate means of providing
adequate protection. 11 U.S.C. § 361(a) provides that “adequate protection may be provided by .

. requiring the trustee to make a cash payment or periodic cash payments” to a secured
creditor. Finally, adequate protection payments under such Bankruptcy Code provision typically

include payment of the secured lender’s legal fees.®

As noted, in the present case, the Trust Indenture and the Intercreditor Agreement are each
governed by the laws of the State of New York. As such, it is submitted that the foregoing
adequate protection principles, as they are understood and applied in the US, were within the

contemplation of the parties at the time they entered into these agreements.

As these principles can reasonably be applied by analogy in Canada, it is further submitted that
there is no policy reason in the present case for this Honourable Court to take a different

approach with respect to payment of the Trustee’s fees in these CCAA proceedings.

16 In re Residential Capital LLC, 501 B.R. 549, 591-95 (Bankr. S.D.N.Y. 2013) (providing that going-concern valuation

was proper).

1711 U.S.C. § 362(d)(1).
18 See, e.g., In re Journal Register Co., Case No. 12-13774-SMB, 2012 WL 5427531, § 2.6.4 (Bankr. S.D.N.Y. Sept.

7, 2012) (postpetition financing order granting secured lender adequate protection in the form of compensation of
reasonable legal fees) [TAB 10]} In re Uno Restaurant Holdings Corp., Case No. 10-10209-MG, 2010 WL
6826284, 1 3 (Bankr. S.D.N.Y. Feb. 18, 2010) (same).[[TAB 11]
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WT’'s CCAA Experience in Canada

41.

42.

WT, the Trustee in this case, has in the past acted as indenture trustee in a number of other high
profile Canadian CCAA and US Chapter 11 restructuring proceedings. For example, in Nortel
Networks Corp, Re,!® WT, acting as an indenture trustee for the Nortel series of notes referred to
as “Canada-only” notes”, played an active role in advocating on behalf of its noteholders for a pro
rata distribution (one of only two of a multitude of participants to do so) in respected of the $7.8
billion allocation dispute at issue in that case. The Canadian and US courts ultimately employed
a “modified pro rata” decision, largely based on the approach advocated for by WT in that case,
ultimately yielding a more favourable result for the “Canada-only” notes than the proposed

alternatives espoused by any of the US or UK interests in such proceedings.

WT also acted as indenture trustee for the senior secured notes in the Essar Steel Algoma Inc. et
al. (“ESAI") CCAA proceedings. In those proceedings, the senior notes and ESAI's pre-existing
senior secured term lenders exchanged their existing secured claims for equity in the entity
(Algoma Steel Inc.) that purchased substantially all of the assets of ESAIL. As the only entity that
represented all of the noteholders in that case, and due to the ESAI ad hoc group of noteholders
not being able to bind all ESAI noteholders, WT, as indenture trustee, was instrumental in

effectuating the transactions leading up to the closing of the ESAI sale to Algoma Steel Inc.2°

There is no evidence that the Noteholders are “Out of the Money”

43.

44,

The Applicants’ disclosure to its stakeholders reveals sufficient available cash in order to fund the

Trustee’s fees and expenses and those of its counsel.

In addition, the Trustee’s counsel, Dentons, understands that a number of DIP proposals have

been submitted to the Applicants and their financial advisor for review, negotiation and

19 Nortel Networks Corp, Re, 2015 ONSC 2987|[TAB 12]} In re Nortel Networks, Inc., 532 BR 494 (Bankr D Del

2015)[TAB 13]} see, also, John A.E. Pottow, “Two Cheers for Universalism: Nortel's Nifty Novelty” 2015 Annual
Review of Insolvency Law, Ed: Janis P. Sarra. [TAB 14

20 Essar Steel Algoma Inc., Toronto, CV-15-000011169-00CL (Order pronounced 21 September 2018) at para 11.
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45.

46.

47.

48.

49.

-15 -

acceptance. It appears that the Applicants will be seeking approval of a chosen DIP proposal in
coming days or week, at which time the Applicants will have additional cash available for such

fees and expenses.

The Kaye April 21 Affidavit, provides that, as at December 31, 2019, the Applicants had total
assets worth approximately $1.38 billion, consisting of current assets with a book value of
approximately $392 million and non-current assets with a book value of approximately $985

million.

As noted above, the only priority creditors to the Noteholders are the Senior Lenders (owed
US$178,651,000.64 as of April 20, 2020) and, depending on this Court's determination in the
“Diavik JVA Cover Payments Application” and subject to the Monitor’s review as to the validity
and enforceability of the DDMI security interest, possibly DDMI in respect of the amount to secure

any Diavik JVA Payment Obligations.

Paragraph 25 of the Kaye April 21 Affidavit indicates that, on July 15, 2017, Washington acquired
all of the outstanding common shares of the predecessor of DDM (then a public company) for

$1.2 billion.

The court materials filed to date show the Applicants’ employee amounts as being up-to-date.
While there may be certain equipment lease payments and other performance obligations in
relation to the operation of the DDM mines, and certain surety bonds, the identifiable priority
claims to the Notes, from the Applicants’ disclosure to date, are such that the realizable value of
the Applicants’ assets would need to be less than one-third of their book value (approximately
$1.38 billion), or up to one-sixth of such value, in order for the Notes to be completely out of the

money.

As far as the Trustee is aware, no liquidation analysis of the Applicants has been undertaken. As
such, there is no evidence anywhere in the Court record that the Notes are to be considered “out
of the money” nor could a reasonable presumption otherwise be drawn from the facts of this

case.
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V. RELIEF SOUGHT

50. Payment of the Trustee’s reasonable fees and expenses is therefore lawful, fair and appropriate
as it:
(@ is in accordance with and not otherwise in violation of the express terms of the Trust

Indenture and Intercreditor Agreement; and

(b) would ensure the necessary participation of the Trustee and all Noteholders not

otherwise represented in these CCAA proceedings.

51. For the foregoing reasons, the Trustee seeks an order directing and authorizing the Applicants to

pay its reasonable fees and expenses, and those of Dentons, in these CCAA proceedings.

ALL OF WHICH IS RESPECTFULLY SUBMITTED on May 13, 2020 at Toronto, Ontario.

DENTONS CANADA LLP

W

JOHN SALMAS / MARK FREAKE

Counsel for Wilmington Trust, National
Association, in its capacity as Trustee, Notes
Collateral Agent, Paying Agent, Transfer Agent
and Registrar

Per:
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SUPERIOR COURT

(Commercial Division)

CANADA ,
PROVINCE OF QUEBEC
DISTRICT OF MONTREAL
Ne: 500-11-041305-117

DATE : February 17,2012

PRESIDING : THE HONOURABLE MARK SCHRAGER, J.S.C.

IN THE MATTER OF THE PLAN OF COMPROMISE OR ARRANGEMENT OF :

HOMBURG INVEST INC.

HOMBURG SHARECO INC.

CHURCHILL ESTATES DEVELOPMENT LTD
INVERNESS ESTATES DEVELOPMENT LTD
CP DEVELOPMENT LTD

Debtors / Petitioners

And

HOMCO REALTY FUND (52) LIMITED PARTNERSHIP
HOMCO REALTY FUND (88) LIMITED PARTNERSHIP
HOMCO REALTY FUND (89) LIMITED PARTNERSHIP
HOMCO REALTY FUND (92) LIMITED PARTNERSHIP
HOMCO REALTY FUND (94) LIMITED PARTNERSHIP
HOMCO REALTY FUND (105) LIMITED PARTNERSHIP
HOMCO REALTY FUND (121) LIMITED PARTNERSHIP
HOMCO REALTY FUND (122) LIMITED PARTNERSHIP
HOMCO REALTY FUND (142) LIMITED PARTNERSHIP
HOMCO REALTY FUND (199) LIMITED PARTNERSHIP

Mis en cause
And

SAMSON BELAIR/DELOITTE & TOUCHE INC.
Monitor
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And

STICHTING HOMBURG BONDS

STICHTING HOMBURG CAPITAL SECURITIES
Trustees

And

TABERNA EUROPE CDO I PLC

TABERNA EUROPE CDO Il PLC

TABERNA PREFERRED FUNDIND Viil, LTD
TABERNA PREFERRED FUNDIND VI, LTD

Cnntoactinn Partiae
AAVER ISV LY b la 1 CAL LI\

REASONS FOR JUDGMENT

JS 1319

INTRODUCTION

[1] The amended motion of Stichting Homburg Bonds and Stichting Homburg
Capital Securities  (collectively « Stichting ») for the payment of fees of
professional advisors was heard on February 13, 2012 at which time the Court
indicated that the motion would be granted in part with an order and reasons to
follow. These are the reasons for the order which issued on February 15, 2012 a
copy of which is annexed hereto.

[2] On September 9, 2011, the Debtor filed and obtained an initial stay order
(« Initial Order ») pursuant to sections 4, 5 and 11 of the Companies' Creditors
Arrangement Act (« CCAA »)".

[3] The stay granted under the Initial Order has been extended several times
and the most recent order of this Court extends the protection under the CCAA to
March 16, 2012. The Honourable Mr. Justice Louis J. Gouin, j.s.c. is charged with
the management of the case but due to a conflict of interest with the attorneys
representing the Contesting Parties, the undersigned presided over the hearing
of the motion referred to above.

[4] Stichting seeks an order of this Court providing for the advance by the
Debtor of the reasonable fees of the trustees of Stichting as well as the attorneys
and financial advisors engaged by them to represent Stichting in the matter of the
present CCAA filing. The request is limited to fees incurred since December 3,

"R.S.C., (1985), c. C-36.
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2011. The advances of these fees will be set-off against payments to be made to
Stichting under an eventual plan of arrangement.

[5] One creditor or group of creditors, Taberna Europe CDO 1 PLC and
related entities (« Contesting Parties ») contested the motion although one of the
main thrusts of such contestation was settled by the parties before the hearing
and reflected in the drafting of the proposed order, as will be set forth in more
detail herein below.

[6] Both the Debtor and the Monitor consented to the motion.

[71 The matter was heard on the basis of the affidavit supporting the motion
and the documentary evidence filed by Stichting. The representative of the
Monitor, Mr. Pierre Laporte, C.A., testified briefly before the undersigned.

FACTS

[8] Petitioners are two entities created under the laws of the Netherlands who
act as trustees under three trust indentures which govern the issuance of three
series of bonds : (i) corporate bonds, (ii) mortgage bonds and, (iii) capital
securities.

9] The indentures constitute Stichting as the trustee thereunder as the duly
authorized representatives of the holders of the debt or bonds with the power to
declare default, claim payment and agree to extensions of periods of payment,
amongst other things.

[10] Most significantly for present purposes, the trustees also have the right to
engage advisors including lawyers and accountants.

[11] The trustees have engaged Canadian litigation and corporate counsel,
Dutch attorneys and a Canadian financial advisor.

[12] The trust indentures provide that the trustees' remuneration and that of its
professional advisers, including legal fees, are payable by the Debtors.

POSITION OF THE CONTESTING PARTY

[13] The crux of the contestation by the Contesting Parties is that the holders
of the corporate securities have « equity claims » and as such rank subordinate
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to all other creditors? such that it is extremely unlikely that they will receive the
payment of any dividend on their claims. This is significant since the motion is
predicated on seeking an advance for purposes of paying professional fees,
which advance will ultimately be reimbursed from the proceeds of a distribution
by the Debtor.

[14] The Contesting Parties also took the position before the undersigned that
notwithstanding the wording of the trust indentures, as a matter of Quebec law,
the payment of professional or at least legal fees could not form part of the claims
of any of the bondholders in the CCAA proceedings. No claims process has as
yet been put in piace and in the opinion of this Court, it wouid be at best,
premature to deal with this issue at the present time.

DISCUSSION

[15] The Monitor indicated and it is common ground that there is presently or
will be shortly, cash available to pay professional fees. The Debtor has or will
shortly receive substantial funds following the purchase of its holdings in the
Canmarc REIT. In any event, with the consent of all parties the order issued
reflects that fees can only be paid out of available cash. If the Debtor was put in
the position to borrow in order to advance fees to the bondholders, the Court
would have been reticent to grant the Motion.

[16] There are approximately 9500 bondholders under the three indentures.
They are mainly individuals (as opposed to corporations), resident in Holland.
Each of the bonds is in a relatively small amount. The largest is 2,340,000
Euros; the average is 31,999 Euros.

[17] Despite the small individual amounts of the bonds, in the aggregate, this
group constitutes the largest single creditor body in the present CCAA filing and
may even have sufficient claims in dollars to carry an eventual vote on an
arrangement.

[18] In the circumstances described above there is a combination of
geographic, linguistic and financial barriers impeding the bondholders from
proper representation by the appropriate professionals in this CCAA file. Though
nothing might stop individual bondholders from engaging their own counsel, this
is clearly unrealistic for the most part, in the circumstances. Without funding this
important group of creditors will be denied appropriate representation.

[19] Most significantly, the uncontradicted proof in the record before the
undersigned is that there will in all probability be a significant distribution to the

? ss.19and 2 CCAA and s. 140.1 Bankruptcy and Insolvency Act, R.S.C. 1985, c. B-3.
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bondholders. The possible exception of course being the holders of the corporate
securities who in the submission of the Contesting Parties hold equity claims
which would be subordinated to all other claims.

[20] As stated above the request for the advance of fees is premised on a
reimbursement. The hesitation of the Court and the preoccupation of the
Contesting Parties was that in the event there is no distribution to the holders of
the corporate securities then there would be no practical means to seek
reimbursement of the advance made to them for fees. This concern has been
addressed by the drafting of the order which provides that reimbursement of any
fees advanced is to be made by way of set-off (or compensation) against the
aggregate payment to the three classes of bondholders. Accordingly should the
holders of corporate securities not receive a distribution their share of the
advance for fees would be reimbursed to the Debtor by the holders of the other
two classes of debt.

[21] The foregoing should not be misinterpreted. The Court makes no
determination or finding at this time as to whether the rights under the corporate
securities are equity claims. The Contesting Parties or any other party may seek
to make such argument at the appropriate time.

[22] The advance of fees sought herein is not strictly provided on a literal
reading of the CCAA. Section 11.52(1)(c) provides for the possibility of granting a
security or charge over the assets of the Debtor to secure the payment of fees.
The rationale is to allow the effective participation of a class of creditors that
might otherwise be denied the possibility of representation when such class of
creditors is a significant stakeholder®.

[23] It appears to the Court that the rationale for the payment here is the same
as the underpinning of Section 11.52(1)(c). If the Court has the power to grant a
charge to secure payment by the Debtor, surely the general jurisdiction under
Section 11 allows for an order of payment of such amounts. This is a fortiori when
the payments to be made will be advances subject to reimbursement.

[24] As stated, the circumstances described above justify the making of such
an advance. The group of creditors is significant, if not the most significant group
of creditors. Because of the factors enumerated above the group requires
professional representation and it is impractical to canvass 9,500 members to
contribute to a fund for the payment of the professional fees.

[25] The jurisdiction to order the payment of fees in such circumstances has
been recognized by the courts. In Nortel’, the Court ordered the CCAA Debtor to
pay the fees of the lawyer of three thousand five hundred employees. In the

® BillC-55: Industry Canada, clause by clause briefing book.

Re Nortel Networks Corp., (2009) 53 C.B.R. (5") 196 (Ont. S.C.J.).
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ABCP Commercial Paper case’, the CCAA Debtor was ordered to pay the fees of
counsel to retail purchasers of asset-backed commercial paper. Equally, in
Edgeworth®, the Debtor was ordered to pay counsel representing four thousand
Asian investors.

[26] The undersigned is aware of the decision of the Hon. Mr. Justice Clément
Gascon, j.s.c. in the matter of Mecachrome’ where he refused to allow security
for the payment of the legal fees of the board of directors, the banking syndicate
and certain other groups of creditors. Mr. Justice Gascon felt that no adequate
explanation had been given to justify such treatment and most significantly
nothing was demonsirated to him that wouid indicate that the participation of
these groups in the CCAA process would be jeopardized by the failure to grant
them the benefit of a charge for the payment of legal fees®. In the present case,
it has been demonstrated to the undersigned that because of the large number of
relatively small denomination of bonds held by foreign individuals, the advances
for the fees of professionals appointed to represent such bondholders is essential
to their effective participation in the present CCAA process.

CONCLUSION

[27] For all of the foregoing reasons the motion was granted and the attached
order was issued.

[28] Costs were not sought and the nature of the contestation by way more of
intervention does not merit the awarding of costs against the Contesting Parties.

Wb e loger

MARK SCHRAGER, j.s.c.

®  Re Metcalfe & Mansfield, n° 08-CL-7440, Order, Re Appointment of Representative Counsel
5 in ABCP, (Ont. S.C.J.), 15 avril 2008, j. Campbell.
Re Edgeworth, n° CV-11-9409-00CL, Initial Order, (Ont. S.C.J.), 10 novembre 2011, j.
Campbell.
" Re Mecachrome International Inc., C.S. Montréal, n° 500-11-035041-082, 13 janvier 2009, j.
Gascon.
Re Mecachrome, id., par. 79 a 81.
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SUPERIOR COURT

(Commercial Division)

CANADA

PROVINCE OF QUEBEC
DISTRICT OF MONTREAL
NO: 500-11-041305-117

DATE: February 15, 2012

PRESIDING : THE HONOURABLE MARK SCHRAGER, J.S.C.

IN THE MATTER OF THE PLAN OF COMPROMISE OR ARRANGEMENT OF:

HOMBURG INVEST INC.

HOMBURG SHARECO INC.

CHURCHILL ESTATES DEVELOPMENT LTD.
INVERNESS ESTATES DEVELOPMENT LTD.
CP DEVELOPMENTLTD.

Debtors

-and-

HOMCO REALTY FUND (52) LIMITED PARTNERSHIP
HOMCO REALTY FUND (88) LIMITED PARTNERSHIP
HOMCO REALTY FUND (89) LIMITED PARTNERSHIP
HOMCO REALTY FUND (92) LIMITED PARTNERSHIP
HOMCO REALTY FUND (94) LIMITED PARTNERSHIP
HOMCO REALTY FUND (105) LIMITED PARTNERSHIP
HOMCO REALTY FUND (121) LIMITED PARTNERSHIP
HOMCO REALTY FUND (122) LIMITED PARTNERSHIP
HOMCO REALTY FUND (142) LIMITED PARTNERSHIP
HOMCO REALTY FUND (199) LIMITED PARTNERSHIP

Mis-en-cause

-and-

SAMSON BELAIR/DELOITTE & TOUCHE INC.
Monitor

-and-

STICHTING HOMBURG BONDS :
STICHTING HOMBURG CAPITAL SECURITIES

Trustees

ORDER ON THE TRUSTEES' AMENDED MOTION FOR THE PAYMENT OF FEES,
DISBURSEMENTS AND EXPENSES




FURTHER to the court hearing held on February 13, 2012 and the representations of counsel to
Stichting Homburg Bonds and Stichting Homburg Capital Securities (the "Trustees”) as well as

counsel to other interested parties;

CONSIDERING the Trustees' Amended Motion for the Payment of Fees, Disbursements and
Expenses of the Indenture Trustees and the Indenture Trustees' Advisors and Related Relief

(the "Motion");

CONSIDERING the Initial Order issued by the Court on September 9, 2011 (the "Initial
Order"), as extended and amended by the First Extension Order issued on October 7, 2011

and the Second Extension Order issued on December 8, 2011;

CONSIDERING the:

a. Trust Indenture made as of May 31, 2006, between Homburg Invest Inc. (“HII”) and
Stichting Homburg Bonds, as supplemented by several Supplemental Indentures (the
“Corporate Bonds Indenture R-1"), pursuant to which four series of corporate bonds

were issued (the “Corporate Bonds”);

b. Trust Indenture made as of December 15, 2002, between Homburg ShareCo Inc. and
Homburg Stichting Homburg Mortgage Bond, as supplemented by several
Supplemental Indentures (the “Mortgage Bonds Indenture R-2"), pursuant to which
four series of mortgage bonds were issued (the “Mortgage Bonds”);

c. Trust Indenture made as of February 28, 2009, between HIl and Stichting Homburg
Capital Securities (the “Capital Securities Indenture R-3"), pursuant to which capital
debt securities were issued (the “Capital Securities”);

(the Corporate Bonds, Mortgage Bonds and the Capital Securities, collectively the “Securities”);

CONSIDERING that the Trustees have retained the services of:

a. Mr. Henk Knuvers, Ms. Marian Hogeslag, Mr. Wouter de Jong, Mr. Hendrik Stadman
Robaard and Mr. Karel de Vries, to act as directors of each Trustee;

b. Stikeman Elliott LLP (“Stikeman”) and Cox & Palmer (“C&P”), as Canadian counsel,
and Van Doorne N.V. (“Van Doorne”), as Dutch counsel, in order to assist in connection
with these CCAA proceedings and advise the Trustees as to their duties, rights and
remedies, as well as, in the case of Stikeman, to represent the Trustees before this

Court;

C. PricewaterhouseCoopers Inc. (“PwC”), through Stikeman, to act as financial advisors in
connection with these CCAA proceedings and assist the Trustees in reviewing financial
data, evaluating available options and preparing for discussions and negotiations with
the stakeholders involved in these proceedings;

(collectively, and together with any other director, legal, financial, or other advisors of the Trustees,
the “Trustees’ Advisors”);

CONSIDERING the 5th Report to the Court submitted by Samson Bélair/Deloitte & Touche Inc., in
its capacity as Monitor; and




CONSIDERING the powers granted to this Court under the Companies’ Creditors Arrangement
Act and more specifically section 11 thereof.

FOR THESE REASONS, THE COURT:

[1]
[2]

GRANTS the Trustees' Motion, in part;

ORDERS that the Petitioners shall advance from the available cash of the Debtors, on the
same payment terms as the fees and disbursements payable by the Petitioners pursuant to
paragraph [41] of the Initial Order dated September 9, 2011 as amended and/or restated,
amounts equivalent to the reasonable fees and expenses incurred as and from December
3rd, 2011 in connection with the CCAA proceedings and the Restructuring by the Trustees’
Advisors, the aggregate of which advances (the “Stichting Advances”) up to the maximum
amount to be distributed or paid (i) shall become due and payable to the Debtors
immediately prior to any distribution or payment, including pursuant to a sale of assets,
liquidation or realization of security or otherwise (each a “Distribution Event”), to be
made to or for the benefit of the holders of the Securities, as the case may be, (ii) shall
be set-off/compensated against the aggregate of any distribution to be made to or for
the benefit of the holders of Securities pursuant to any such Distribution Event and (iii)
shall be allocated, as between the holders of Securities, on a pro-rata basis, based on
the amount, if any, to be distributed or paid in respect of each of the Corporate Bonds,
Mortgage Bonds and Capital Securities as a percentage of the total amount to be

THE WHOLE WITHOUT COSTS.

distributed in respect of all Securities.

MARK SCHRAGER, J.S.C.
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Nortel Networks Corp., Re, 2009 CarswellOnt 3028
2009 CarswellOnt 3028, [2009] O.J. No. 2166, 177 A.C.W.S. (3d) 634...

2009 CarswellOnt 3028
Ontario Superior Court of Justice [Commercial List]

Nortel Networks Corp., Re
2009 CarswellOnt 3028, [2009] O.J. No. 2166, 177 A.C.W.S. (3d) 634, 53 C.B.R. (5th) 196, 75 C.C.P.B. 206

IN THE MATTER OF THE COMPANIES' CREDITORS
ARRANGEMENT ACT, R.S.C. 1985, c. C-36, AS AMENDED

AND IN THE MATTER OF A PLAN OF COMPROMISE OR ARRANGEMENT OF
NORTEL NETWORKS CORPORATION, NORTEL NETWORKS LIMITED, NORTEL
NETWORKS GLOBAL CORPORATION, NORTEL NETWORKS INTERNATIONAL
CORPORATION AND NORTEL NETWORKS TECHNOLOGY CORPORATION (Applicants)

APPLICATION UNDER THE COMPANIES' CREDITORS
ARRANGEMENT ACT, R.S.C. 1985, c. C-36, AS AMENDED

Morawetz J.

Heard: April 20, 2009

Judgment: May 27, 2009 N
Docket: 09-CL-7950

Counsel: Janice Payne, Steven Levitt, Arthur O. Jacques for Steering Committee of Recently Severed Canadian Nortel
Employees

Barry Wadsworth for CAW-Canada, George Borosh, Debra Connor

Lyndon Barnes, Adam Hirsh for Board of Directors of Nortel Networks Corporation, Nortel Networks Limited

Alan Mersky, Derrick Tay for Applicants

Henry Juroviesky, Eli Karp, Kevin Caspersz, Aaron Hershtal for Steering Committee for the Nortel Terminated Canadian
Employees Owed Termination and Severance Pay

M. Starnino for Superintendent of Financial Services or Administrator of the Pension Benefits Gurantee Fund

Leanne Williams for Flextronics Telecom Systems Ltd.

Jay Carfagnini, Chris Armstrong for Monitor, Ernst & Young Inc.

Gail Misra for Communication, Energy and Paperworkers Union of Canada

J. Davis-Sydor for Brookfield Lepage Johnson Controls Facility Management Services

Mark Zigler, S. Philpott for Certain Former Employees of Nortel

G.H. Finlayson for Informal Nortel Noteholders Group

A. Kauffman for Export Development Canada

Alex MacFarlane for Unsecured Creditors' Committee (U.S.)

Subject: Insolvency
Related Abridgment Classifications
Bankruptcy and insolvency
XIX Companies' Creditors Arrangement Act

XIX.2 Initial application

XIX.2.a Procedure
XIX.2.a.iv Miscellaneous

Headnote
Bankruptcy and insolvency --- Proposal — Companies' Creditors Arrangement Act — Miscellaneous issues
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Nortel Networks Corp., Re, 2009 CarswellOnt 3028
2009 CarswellOnt 3028, [2009] O.J. No. 2166, 177 A.C.W.S. (3d) 634...

Appointment of representative counsel — Telecommunication company entered protection under Companies' Creditors
Arrangement Act — Telecommunications company ceased paying former employees with unsecured claims — Several groups
of employees claimed entitlement to assets of company, including current working employees, and pensioners — Several law
firms maintained that different classes should be established representing employees with different interests, with different legal
representatives for each — Five law firms brought motions regarding representation — Law firm KM appointed representative
for all potential classes of employee — Court has broad power to appoint representative counsel — Employees and retirees were
vulnerable creditors, and had little means to pursue claims beyond representative counsel — No party denied choice of counsel
as employees entitled to obtain individual counsel — No current conflict of interest between pensioned and non-pensioned
employees — Many classes of employee had similar interest in pension plan — Claims under pension, to extend it was funded,
not affected by CCAA proceedings — Pension claims by terminated employees creating conflict with other claims was only
hypothetical — All former employees had community of interest.
Table of Authorities
Cases considered by Morawetz J.:

Canadian Airlines Corp., Re (2000), 19 C.B.R. (4th) 12, 2000 CarswellAlta 623 (Alta. Q.B.) — considered

Stelco Inc., Re (2005), 2005 CarswellOnt 6818, 204 O.A.C. 205, 78 O.R. (3d) 241, 261 D.L.R. (4th) 368, 11 B.L.R. (4th)

185, 15 C.B.R. (5th) 307 (Ont. C.A.) — considered
Statutes considered:
Companies' Creditors Arrangement Act, R.S.C. 1985, c. C-36

Generally — referred to

s. 11 — considered

Income Tax Act, R.S.C. 1985, c. 1 (5th Supp.)
Generally — referred to

Pension Benefits Act, R.S.0. 1990, c. P.8
Generally — referred to

Rules considered:

Rules of Civil Procedure, R.R.0. 1990, Reg. 194
R. 10 — referred to

R. 10.01 — considered

R. 12.07 — considered
MOTIONS regarding appointment of counsel in proceedings under Companies' Creditors Arrangement Act.
Morawetz J.:

1 On May 20, 2009, I released an endorsement appointing Koskie Minsky as representative counsel with reasons to follow.
The reasons are as follows.

2 This endorsement addresses five motions in which various parties seek to be appointed as representative counsel for various
factions of Nortel's current and former employees (Nortel Networks Corporation, Nortel Networks Limited, Nortel Networks
Global Corporation, Nortel Networks International Corporation and Nortel Networks Technology Corporation are collectively
referred to as the "Applicants" or "Nortel").

3 The proposed representative counsel are:

(1) Koskie Minsky LLP ("KM") who is seeking to represent all former employees, including pensioners, of the
Applicants or any person claiming an interest under or on behalf of such former employees or pensioners and surviving
spouses in respect of a pension from the Applicants. Approximately 2,000 people have retained KM.

Next. caNADA Copyright © Thomson Reuters Canada Limited or its licensors (excluding individual court documents). All rights reserved.
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(i1) Nelligan O'Brien Payne LLP and Shibley Righton LLP (collectively "NS") who are seeking to be co-counsel to
represent all former non-unionized employees, terminated either prior to or after the CCAA filing date, to whom the
Applicants owe severance and/or pay in lieu of reasonable notice. In addition, in a separate motion, NS seeks to be
appointed as co-counsel to the continuing employees of Nortel. Approximately 460 people have retained NS and a
further 106 have retained Macleod Dixon LLP, who has agreed to work with NS.

(iii) Juroviesky and Ricci LLP ("J&R") who is seeking to represent terminated employees or any person claiming an
interest under or on behalf of former employees. At the time that this motion was heard approximately 120 people
had retained J&R. A subsequent affidavit was filed indicating that this number had increased to 186.

(iv) Mr. Lewis Gottheil, in-house legal counsel for the National Automobile, Aerospace, Transportation and General
Workers Union of Canada ("CAW") who is seeking to represent all retirees of the Applicants who were formerly
members of one of the CAW locals when they were employees. Approximately 600 people have retained Mr. Gottheil
or the CAW.

4  Atthe outset, it is noted that all parties who seek representation orders have submitted ample evidence that establishes that
the legal counsel that they seek to be appointed as representative counsel are well respected members of the profession.

5 Nortel filed for CCAA protection on January 14, 2009 (the "Filing Date"). At the Filing Date, Nortel employed
approximately 6,000 employees and had approximately 11,700 retirees or their spouses receiving pension and/or benefits from
retirement plans sponsored by the Applicants.

6  The Monitor reports that the Applicants have continued to honour substantially all of the obligations to active employees.
However, the Applicants acknowledge that upon commencement of the CCAA proceedings, they ceased making almost all
payments to former employees of amounts that would constitute unsecured claims. Included in those amounts were payments
to a number of former employees for termination and severance, as well as amounts under various retirement and retirement
transition programs.

7  The Monitor is of the view that it is appropriate that there be representative counsel in light of the large number of former
employees of the Applicants. The Monitor is of the view that former employee claims may require a combination of legal,
financial, actuarial and advisory resources in order to be advanced and that representative counsel can efficiently co-ordinate
such assistance for this large number of individuals.

8 The Monitor has reported that the Applicants' financial position is under pressure. The Monitor is of the view that the
financial burden of multiple representative counsel would further increase this pressure.

9  These motions give rise to the following issues:

(i) when is it appropriate for the court to make a representation and funding order?

(ii) given the completing claims for representation rights, who should be appointed as representative counsel?
Issue 1 - Representative Counsel and Funding Orders

10 The court has authority under Rule 10.01 of the Rules of Civil Procedure to appoint representative counsel where persons
with an interest in an estate cannot be readily ascertained, found or served.

11 Alternatively, Rule 12.07 provides the court with the authority to appoint a representative defendant where numerous
persons have the same interests.

Next:canaDA Copyright © Thomson Reuters Canada Limited or its licensors (excluding individual court documents). All rights reserved.
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12 Inaddition, the court has a wide discretion pursuant to s. 11 of the CCAA to appoint representatives on behalf of a group
of employees in CCAA proceedings and to order legal and other professional expenses of such representatives to be paid from
the estate of the debtor applicant.

13 In the KM factum, it is submitted that employees and retirees are a vulnerable group of creditors in an insolvency
because they have little means to pursue a claim in complex CCAA proceedings or other related insolvency proceedings. It was
further submitted that the former employees of Nortel have little means to pursue their claims in respect of pension, termination,
severance, retirement payments and other benefit claims and that the former employees would benefit from an order appointing
representative counsel. In addition, the granting of a representation order would provide a social benefit by assisting former
employees and that representative counsel would provide a reliable resource for former employees for information about the
process. The appointment of representative counsel would also have the benefit of streamlining and introducing efficiency to
the process for all parties involved in Nortel's insolvency.

14  Tam in agreement with these general submissions.

15 The benefits of representative counsel have also been recognized by both Nortel and by the Monitor. Nortel consents
to the appointment of KM as the single representative counsel for all former employees. Nortel opposes the appointment of
any additional representatives. The Monitor supports the Applicants' recommendation that KM be appointed as representative
counsel. No party is opposed to the appointment of representative counsel.

16  In the circumstances of this case, I am satisfied that it is appropriate to exercise discretion pursuant to s. 11 of the CCAA
to make a Rule 10 representation order.

Issue 2 - Who Should be Appointed as Representative Counsel?

17 The second issue to consider is who to appoint as representative counsel. On this issue, there are divergent views.
The differences primarily centre around whether there are inherent conflicts in the positions of various categories of former
employees.

18 The motion to appoint KM was brought by Messrs. Sproule, Archibald and Campbell (the "Koskie Representatives™).
The Koskie Representatives seek a representation order to appoint KM as representative counsel for all former employees in
Nortel's insolvency proceedings, except:

(a) any former chief executive officer or chairman of the board of directors, any non-employee members of the board
of directors, or such former employees or officers that are subject to investigation and charges by the Ontario Securities
Commission or the United States Securities and Exchange Commission:

(b) any former unionized employees who are represented by their former union pursuant to a Court approved
representation order; and

(c) any former employee who chooses to represent himself or herself as an independent individual party to these
proceedings.

19  Ms. Paula Klein and Ms. Joanne Reid, on behalf of the Recently Severed Canadian Nortel Employees ("RSCNE"), seek
a representation order to appoint NS as counsel in respect of all former Nortel Canadian non-unionized employees to whom
Nortel owes termination and severance pay (the "RSCNE Group").

20 Mr. Kent Felske and Mr. Dany Sylvain, on behalf of the Nortel Continuing Canadian Employees ("NCCE") seek a
representative order to appoint NS as counsel in respect of all current Canadian non-unionized Nortel employees (the "NCCE
Group").
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21 J&R, on behalf of the Steering Committee (Mr. Michael McCorkle, Mr. Harvey Stein and Ms. Marie Lunney) for Nortel
Terminated Canadian Employees ("NTCEC") owed termination and severance pay seek a representation order to appoint J&R
in respect of any claim of any terminated employee arising out of the insolvency of Nortel for:

(a) unpaid termination pay;

(b) unpaid severance pay;

(c) unpaid expense reimbursements; and

(d) amounts and benefits payable pursuant to employment contracts between the Employees and Nortel

22 Mr. George Borosh and/or Ms. Debra Connor seek a representation order to represent all retirees of the Applicants who
were formerly represented by the CAW (the "Retirees") or, alternatively, an order authorizing the CAW to represent the Retirees.

23 The former employees of Nortel have an interest in Nortel's CCAA proceedings in respect of their pension and employee
benefit plans and in respect of severance, termination pay, retirement allowances and other amounts that the former employees
consider are owed in respect of applicable contractual obligations and employment standards legislation.

24 Most former employees and survivors of former employees have basic entitlement to receive payment from the Nortel
Networks Limited Managerial and Non-negotiated Pension Plan (the "Pension Plan") or from the corresponding pension plan
for unionized employees.

25  Certain former employees may also be entitled to receive payment from Nortel Networks Excess Plan (the "Excess Plan")
in addition to their entitlement to the Pension Plan. The Excess Plan is a non-registered retirement plan which provides benefits
to plan members in excess of those permitted under the registered Pension Plan in accordance with the Income Tax Act.

26  Certain former employees who held executive positions may also be entitled to receive payment from the Supplementary
Executive Retirement Plan ("SERP") in addition to their entitlement to the Pension Plan. The SERP is a non-registered plan.

27  As of Nortel's last formal valuation dated December 31, 2006, the Pension Plan was funded at a level of 86% on a wind-
up basis. As a result of declining equity markets, it is anticipated that the Pension Plan funding levels have declined since the
date of the formal valuation and that Nortel anticipates that its Pension Plan funding requirements in 2009 will increase in a
very substantial and material matter.

28 At this time, Nortel continues to fund the deficit in the Pension Plan and makes payment of all current service costs
associated with the benefits; however, as KM points out in its factum, there is no requirement in the Initial Order compelling
Nortel to continue making those payments.

29  Many retirees and former employees of Nortel are entitled to receive health and medical benefits and other benefits such
as group life insurance (the "Health Care Plan"), some of which are funded through the Nortel Networks' Health and Welfare
Trust (the "HWT").

30 Many former employees are entitled to a payment in respect of the Transitional Retirement Allowance ("TRA"), a payment
which provides supplemental retirement benefits for those who at the time of their retirement elect to receive such payment.
Some 442 non-union retirees have ceased to receive this benefit as a result of the CCAA proceedings.

31  Former employees who have been recently terminated from Nortel are owed termination pay and severance pay. There
were 277 non-union former employees owed termination pay and severance pay at the Filing Date.

32 Certain former unionized employees also have certain entitlements including:

(a) Voluntary Retirement Option ("VRO");

Next:canaDA Copyright © Thomson Reuters Canada Limited or its licensors (excluding individual court documents). All rights reserved.



Nortel Networks Corp., Re, 2009 CarswellOnt 3028
2009 CarswellOnt 3028, [2009] O.J. No. 2166, 177 A.C.W.S. (3d) 634...

(b) Retirement Allowance Payment ("RAP"); and
(c) Layoff and Severance Payments

33 The Initial Order permitted Nortel to cease making payments to its former employees in respect of certain amounts owing
to them and effective January 14, 2009, Nortel has ceased payment of the following:

(a) all supplementary pensions which were paid from sources other than the Registered Pension Plan, including
payments in respect of the Excess Plan and the SERP;

(b) all TRA agreements where amounts were still owing to the affected former employees as at January 14, 2009;
(c) all RAP agreements where amounts were still owing to the affected former employees as at January 14, 2009;

(d) all severance and termination agreements where amounts were still owing to the affected former employees as
at January 14, 2009; and

(e) all retention bonuses where amounts were still owing to affected former employees as at January 14, 2009.

34  The representatives seeking the appointment of KM are members of the Nortel Retiree and Former Employee Protection
Committee ("NRPC"), a national-based group of over 2,000 former employees. Its stated mandate is to defend and protect
pensions, severance, termination and retirement payments and other benefits. In the KM factum, it is stated that since its
inception, the NRPC has taken steps to organize across the country and it has assembled subcommittees in major centres. The
NRPC consists of 20 individuals who it claims represent all different regions and interests and that they participate in weekly
teleconference meetings with legal counsel to ensure that all former employees' concerns are appropriately addressed.

35  Atparagraph 49 of the KM factum, counsel submits that NRPC members are a cross-section of all former employees and
include a variety of interests, including those who have an interest in and/or are entitled to:

(a) the basic Pension Plan as a deferred member or a member entitled to transfer value;
(b) the Health Care Plan;

(c) the Pension Plan and Health Care Plan as a survivor of a former employee;

(d) Supplementary Retirement Benefits from the Excess Plan and the SERP plans;

(e) severance and termination pay ; and

(f) TRA payments.

36 The representatives submit that they are well suited to represent all former employees in Nortel's CCAA proceedings
in respect of all of their interests. The record (Affidavit of Mr. D. Sproule) references the considerable experience of KM in
representing employee groups in large-scale restructurings.

37 With respect to the allegations of a conflict of interest as between the various employee groups (as described below),
the position of the representatives seeking the appointment of KM is that all former employees have unsecured claims against
Nortel in its CCAA proceedings and that there is no priority among claims in respect of Nortel's assets. Further, they submit
that a number of former employees seeking severance and termination pay also have other interests, including the Pension Plan,
TRA payments and the supplementary pension payments and that it would unjust and inefficient to force these individuals to
hire individual counsel or to have separate counsel for separate claims.
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38  Finally, they submit that there is no guarantee as to whether Nortel will emerge from the CCAA, whether it will file for
bankruptcy or whether a receiver will be appointed or indeed whether even a plan of compromise will be filed. They submit
that there is no actual conflict of interest at this time and that the court need not be concerned with hypothetical scenarios which
may never materialize. Finally, they submit that in the unlikely event of a serious conflict in the group, such matters can be
brought to the attention of the court by the representatives and their counsel on a ex parte basis for resolution.

39  The terminated employee groups seeking a representation order for both NS and J&R submit that separate representative
counsel appointments are necessary to address the conflict between the pension group and the employee group as the two groups
have separate legal, procedural, and equitable interests that will inevitably conflict during the CCAA process.

40  They submit that the pensioners under the Pension Plan are continuing to receive the full amount of the pension from
the Pension Plan and as such they are not creditors of Nortel. Counsel submits that the interest of pensioners is in continuing
to receive to receive their full pension and survivor benefits from the Pension Plan for the remainder of their lives and the lives
of surviving spouses.

41 In the NS factum at paragraphs 44 - 58, the argument is put forward as to why the former employees to whom Nortel
owes severance and termination pay should be represented separately from the pensioners. The thrust of the argument is that
future events may dictate the response of the affected parties. At paragraph 51 of the factum, it is submitted that generally, the
recently severed employees' primary interest is to obtain the fastest possible payout of the greatest amount of severance and/
or pay in lieu of notice in order to alleviate the financial hardships they are currently experiencing. The interests of pensioners,
on the other hand, is to maintain the status quo, in which they continue to receive full pension benefits as long as possible. The
submission emphasizes that issues facing the pensioner group and the non-pensioner group are profoundly divergent as full
monthly benefit payments for the pensioner group have continued to date while non-pensioners are receiving 86% of their lump
sums on termination of employment, in accordance with the most recently filed valuation report.

42  The motion submitted by the NTCEC takes the distinction one step further. The NTCEC is opposed to the motion of NS.
NS wishes to represent both the RSCNE and the NCCE. The NTCEC believes that the terminated employees who are owed
unpaid wages, termination pay and/or severance should comprise their own distinct and individual class.

43  The NTCEC seek payment and fulfillment of Nortel's obligations to pay one or several of the following:
(a) TRA;
(b) 2008 bonuses; and
(c) amendments to the Nortel Pension Plan

44 Counsel to NTCEC submits that the most glaring and obvious difference between the NCCE and the NTCEC, is that NCCE
are still employed and have a continuing relationship with Nortel and have a source of employment income and may only have
a contingent claim. The submission goes on to suggest that, if the NCCE is granted a representation order in these proceedings,
they will seek to recover the full value of their TRA claim from Nortel during the negotiation process notwithstanding that one's
claim for TRA does not crystallize until retirement or termination. On the other hand, the terminated employees, represented
by the NTCEC and RSCNE are also claiming lost TRA benefits and that claim has crystallized because their employment with
Nortel has ceased. Counsel further submits that the contingent claim of the NCCE for TRA is distinct and separate with the
crystallized claim of the NTCEC and RSCNE for TRA.

45  Counsel to NTCEC further submits that there are difficulties with the claim of NCCE which is seeking financial redress
in the CCAA proceedings for damages stemming from certain changes to the Nortel Networks Limited Managerial and Non-
negotiated Pension Plan effective June 1, 2008 and Nortel's decision to decrease retirees benefits. Counsel submits that, even if
the NCCE claims relating to the Pension Plan amendment are quantifiable, they are so dissimilar to the claims of the RSCNE and
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NTCEQC, that the current and former Nortel employees cannot be viewed as a single group of creditors with common interests
in these proceedings, thus necessitating distinct legal representation for each group of creditors.

46  Counsel further argues that NTCEC's sole mandate is to maximize recovery of unpaid wages, termination and severance
pay which, those terminated employees as a result of Nortel's CCAA filing, have lost their employment income, termination
pay and/or severance pay which would otherwise be protected by statute or common law.

47 KM, on behalf of the Koskie Representatives, responded to the concerns raised by NS and by J&R 1in its reply factum.

48 KM submits that the conflict of interest is artificial. KM submits that all members of the Pension Plan who are owed
pensions face reductions on the potential wind-up of the Pension Plan due to serious under-funding and that temporarily
maintaining of status quo monthly payments at 100%, although required by statute, does not avoid future reductions due to
under-funding which offset any alleged overpayments. They submit that all pension members, whether they can withdraw 86%
of their funds now and transfer them a locked-in vehicle or receive them later in the form of potentially reduced pensions, face
a loss and are thus creditors of Nortel for the pension shortfalls.

49 KM also states that the submission of the RSCNE that non-pensioners may put pressure on Nortel to reduce monthly
payments on pensioners ignores the Ontario Pension Benefits Act and its applicability in conjunction with the CCAA. It further
submits that issues regarding the reduction of pensions and the transfers of commuted values are not dealt with through the
CCAA proceedings, but through the Superintendent of Financial Services and the Plan Administrator in their administration
and application of the PBA. KM concludes that the Nortel Pension Plans are not applicants in this matter nor is there a conflict
given the application of the provisions of the PBA as detailed in the factum at paragraphs 11 - 21.

50 KM further submits that over 1,500 former employees have claims in respect of other employment and retirement related
benefits such as the Excess Plan, the SERP, the TRA and other benefit allowances which are claims that have "crystallized" and
are payable now. Additionally, they submit that 11,000 members of the Pension Plan are entitled to benefits from the Pensioner
Health Care Plan which is not pre-funded, resulting in significant claims in Nortel's CCAA proceedings for lost health care
benefits.

51  Finally, in addition to the lack of any genuine conflict of interest between former employees who are pensioners and those
who are non-pensioners, there is significant overlap in interest between such individuals and a number of the former employees
seeking severance and termination pay have the same or similar interests in other benefit payments, including the Pension Plan,
Health Care Plan, TRA, SERP and Excess Plan payments. As well, former employees who have an interest in the Pension Plan
also may be entitled to severance and termination pay.

52 With respect to the motions of NS and J&R, I have not been persuaded that there is a real and direct conflict of interest.
Claims under the Pension Plan, to the extent that it is funded, are not affected by the CCAA proceedings. To the extent that
there is a deficiency in funding, such claims are unsecured claims against Nortel. In a sense, deficiency claims are not dissimilar
from other employee benefit claims.

53 To the extent that there may be potentially a divergence of interest as between pension-based claims and terminated-
employee claims, these distinctions are, at this time, hypothetical. At this stage of the proceeding, there has been no attempt
by Nortel to propose a creditor classification, let alone a plan of arrangement to its creditors. It seems to me that the primary
emphasis should be placed on ensuring that the arguments of employees are placed before the court in the most time efficient
and cost effective way possible. In my view, this can be accomplished by the appointment of a single representative counsel,
knowledgeable and experienced in all facets of employee claims.

54 It is conceivable that there will be differences of opinion between employees at some point in the future, but if such
differences of opinion or conflict arise, I am satisfied that this issue will be recognized by representative counsel and further
directions can be provided.
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55 A submission was also made to the effect that certain individuals or groups of individuals should not be deprived of
their counsel of choice. In my view, the effect of appointing one representative counsel does not, in any way, deprive a party of
their ability to be represented by the counsel of their choice. The Notice of Motion of KM provides that any former employee
who does not wish to be bound by the representative order may take steps to notify KM of their decision and may thereafter
appear as an independent party.

56 In the responding factum at paragraphs 28 - 30, KM submits that each former employee, whether or not entitled to
an interest in the Pension Plan, has a common interest in that each one is an unsecured creditor who is owed some form of
deferred compensation, being it severance pay, TRA or RAP payments, supplementary pensions, health benefits or benefits
under a registered Pension Plan and that classifying former employees as one group of creditors will improve the efficiency
and effectiveness of Nortel's CCAA proceedings and will facilitate the reorganization of the company. Further, in the event
of a liquidation of Nortel, each former employee will seek to recover deferred compensation claims as an unsecured creditor.
Thus, fragmentation of the group is undesirable. Further, all former employees also have a common legal position as unsecured
creditors of Nortel in that their claims all arise out of the terms and conditions of their employment and regardless of the form of
payment, unpaid severance pay and termination pay, unpaid health benefits, unpaid supplementary pension benefits and other
unpaid retirement benefits are all remuneration of some form arising from former employment with Nortel.

57 The submission on behalf of KM concludes that funds in a pension plan can also be described as deferred wages.
An employer who creates a pension plan agrees to provide benefits to retiring employees as a form of compensation to that
employee. An underfunded pension plan reflects the employer's failure to pay the deferred wages owing to former employees.

58 Inits factum, the CAW submits that the two proposed representative individuals are members of the Nortel Pension Plan
applicable to unionized employees. Both individuals are former unionized employees of Nortel and were members of the CAW.
Counsel submits that naming them as representatives on behalf of all retirees of Nortel who were members of the CAW will
not result in a conflict with any other member of the group.

59 Counsel to the CAW also stated that in the event that the requested representation order is not granted, those 600 individuals
who have retained Mr. Lewis Gottheil will still be represented by him, and the other similarly situated individuals might possibly
be represented by other counsel. The retainer specifically provides that no individual who retains Mr. Gottheil shall be charged
any fees nor be responsible for costs or penalties. It further provides that the retainer may be discontinued by the individual
or by counsel in accordance with applicable rules.

60  Counsel further submits that the 600 members of the group for which the representation order is being sought have already
retained counsel of their choice, that being Mr. Lewis Gottheil of the CAW. However, if the requested representative order is
not granted, there will still be a group of 600 individual members of the Pension Plan who are represented by Mr. Gottheil. As
a result, counsel acknowledges there is little to no difference that will result from granting the requested representation order in
this case, except that all retirees formerly represented by the union will have one counsel, as opposed to two or several counsel
if the order is not granted.

61 Inview of this acknowledgement, it seems to me that there is no advantage to be gained by granting the CAW representative
status. There will be no increased efficiencies, no simplification of the process, nor any real practical benefit to be gained by
such an order.

62  Notwithstanding that creditor classification has yet to be proposed in this CCAA proceeding, it is useful, in my view,
to make reference to some of the principles of classification. In Stelco Inc., Re, the Ontario Court of Appeal noted that the
classification of creditors in the CCAA proceeding is to be determined based on the "commonality of interest" test. In Stelco
Inc., Re, the Court of Appeal upheld the reasoning of Paperny J. (as she then was) in Canadian Airlines Corp., Re and articulated
the following factors to be considered in the assessment of the "commonality of interest".

In summary, the case has established the following principles applicable to assessing commonality of interest:
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1. Commonality of interest should be viewed based on the non-fragmentation test, not on an identity of interest test;

2. The interests to be considered are the legal interests that a creditor holds qua creditor in relationship to the debtor
company prior to and under the plan as well as on liquidation.

3. The commonality of interests are to be viewed purposively, bearing in mind the object of the CCAA, namely to
facilitate reorganizations if possible.

4. In placing a broad and purposive interpretation on the CCAA, the court should be careful to resist classification
approaches that would potentially jeopardize viable plans.

5. Absent bad faith, the motivations of creditors to approve or disapprove [of the Plan] are irrelevant.

6. The requirement of creditors being able to consult together means being able to assess their legal entitlement as
creditors before or after the plan in a similar manner.

Stelco Inc., Re (2005), 15 C.B.R. (5th) 307 (Ont. C.A.), paras 21-23; Canadian Airlines Corp., Re (2000), 19 C.B.R. (4th) 12
(Alta. Q.B.), para 31.

63 I have concluded that, at this point in the proceedings, the former employees have a "commonality of interest" and that
this process can be best served by the appointment of one representative counsel.

64  As to which counsel should be appointed, all firms have established their credentials. However, KM is, in my view, the
logical choice. They have indicated a willingness to act on behalf of all former employees. The choice of KM is based on the
broad mandate they have received from the employees, their experience in representing groups of retirees and employees in
large scale restructurings and speciality practice in the areas of pension, benefits, labour and employment, restructuring and
insolvency law, as well as my decision that the process can be best served by having one firm put forth the arguments on behalf
of all employees as opposed to subdividing the employee group.

65 The motion of Messrs. Sproule, Archibald and Campbell is granted and Koskie Minsky LLP is appointed as Representative
Counsel. This representation order is also to cover the fees and disbursements of Koskie Minsky.

66 The motions to appoint Nelligan O'Brien Payne and Shibley Righton, Juroviesky and Ricci, and the CAW as representative
counsel are dismissed.

67 I would ask that counsel prepare a form of order for my consideration.

Order accordingly.
Footnotes
* Additional reasons at Nortel Networks Corp., Re (2009), 2009 CarswellOnt 3530 (Ont. S.C.J. [Commercial List]).
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Century Services Inc. v. A.G. of Canada) 2011 D.T.C. 5006 (Eng.), (sub nom. Leroy (Ted) Trucking Ltd., Re) 503 W.A.C.
1, (sub nom. Leroy (Ted) Trucking Ltd., Re) 296 B.C.A.C. 1, 2010 SCC 60, 2010 CarswellBC 3419, 2010 CarswellBC
3420, 409 N.R. 201, (sub nom. Ted LeRoy Trucking Ltd., Re) 326 D.L.R. (4th) 577, 72 C.B.R. (5th) 170, [2011] 2 W.W.R.
383 (S.C.C.) — considered
U.S. Steel Canada Inc., Re (2014), 2014 ONSC 6145, 2014 CarswellOnt 16465 (Ont. S.C.J.) — considered
Statutes considered:
Bankruptcy and Insolvency Act, R.S.C. 1985, c. B-3
Generally — referred to

s. 2 "insolvent person" — considered
Companies' Creditors Arrangement Act, R.S.C. 1985, c. C-36
Generally — referred to
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s. 11 — considered

s. 11.02 [en. 2005, c. 47, s. 128] — considered

s. 11.02(1) [en. 2005, c. 47, s. 128] — considered
s. 11.2 [en. 1997, ¢. 12, s. 124] — considered

s. 11.2(4) [en. 1997, c. 12, s. 124] — considered
s. 11.7(1) [en. 1997, c. 12, s. 124] — considered
s. 11.51 [en. 2005, c. 47, s. 128] — considered

s. 36 — considered

Rules considered:

Rules of Civil Procedure, R.R.O. 1990, Reg. 194
Generally — referred to

Words and phrases considered:

insolvent

"Insolvent" is not expressly defined in the [Companies' Creditors Arrangement Act (CCAA)]. However, for the purposes of the
CCAA, a debtor is insolvent if it meets the definition of an "insolvent person" in section 2 of the Bankruptcy and Insolvency
Act . . . orif it is "insolvent" as described in Stelco Inc. (Re), [2004] O.J. No. 1257, [Stelco], leave to appeal refused, [2004]
0.J. No. 1903, leave to appeal to S.C.C. refused [2004] S.C.C.A. No. 336, where Farley, J. found that "insolvency" includes
a corporation "reasonably expected to run out of liquidity within [a] reasonable proximity of time as compared with the time
reasonably required to implement a restructuring".

APPLICATION for relief under Companies' Creditors Arrangement Act.
Morawetz R.S.J.:

1 Target Canada Co. ("TCC") and the other applicants listed above (the "Applicants") seek relief under the Companies’
Creditors Arrangement Act, R.S.C., 1985, c. C-36, as amended (the "CCAA"). While the limited partnerships listed in Schedule
"A" to the draft Order (the "Partnerships") are not applicants in this proceeding, the Applicants seek to have a stay of proceedings
and other benefits of an initial order under the CCAA extended to the Partnerships, which are related to or carry on operations
that are integral to the business of the Applicants.

2 TCCis alarge Canadian retailer. It is the Canadian operating subsidiary of Target Corporation, one of the largest retailers in
the United States. The other Applicants are either corporations or partners of the Partnerships formed to carry on specific aspects
of TCC's Canadian retail business (such as the Canadian pharmacy operations) or finance leasehold improvements in leased
Canadian stores operated by TCC. The Applicants, therefore, do not represent the entire Target enterprise; the Applicants consist
solely of entities that are integral to the Canadian retail operations. Together, they are referred as the "Target Canada Entities".

3 In early 2011, Target Corporation determined to expand its retail operations into Canada, undertaking a significant
investment (in the form of both debt and equity) in TCC and certain of its affiliates in order to permit TCC to establish and
operate Canadian retail stores. As of today, TCC operates 133 stores, with at least one store in every province of Canada. All
but three of these stores are leased.

4 Due to a number of factors, the expansion into Canada has proven to be substantially less successful than expected.
Canadian operations have shown significant losses in every quarter since stores opened. Projections demonstrate little or no
prospect of improvement within a reasonable time.
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5 After exploring multiple solutions over a number of months and engaging in extensive consultations with its professional
advisors, Target Corporation concluded that, in the interest of all of its stakeholders, the responsible course of action is to cease
funding the Canadian operations.

6  Without ongoing investment from Target Corporation, TCC and the other Target Canada Entities cannot continue to operate
and are clearly insolvent. Due to the magnitude and complexity of the operations of the Target Canada Entities, the Applicants
are seeking a stay of proceedings under the CCAA in order to accomplish a fair, orderly and controlled wind-down of their
operations. The Target Canada Entities have indicated that they intend to treat all of their stakeholders as fairly and equitably
as the circumstances allow, particularly the approximately 17,600 employees of the Target Canada Entities.

7  The Applicants are of the view that an orderly wind-down under Court supervision, with the benefit of inherent jurisdiction
of the CCAA, and the oversight of the proposed monitor, provides a framework in which the Target Canada Entities can, among
other things:

a) Pursue initiatives such as the sale of real estate portfolios and the sale of inventory;

b) Develop and implement support mechanisms for employees as vulnerable stakeholders affected by the wind-
down, particularly (i) an employee trust (the "Employee Trust") funded by Target Corporation; (ii) an employee
representative counsel to safeguard employee interests; and (iii) a key employee retention plan (the "KERP") to
provide essential employees who agree to continue their employment and to contribute their services and expertise
to the Target Canada Entities during the orderly wind-down;

c) Create a level playing field to ensure that all affected stakeholders are treated as fairly and equitably as the
circumstances allow; and

d) Avoid the significant maneuvering among creditors and other stakeholders that could be detrimental to all
stakeholders, in the absence of a court-supervised proceeding.

8  The Applicants are of the view that these factors are entirely consistent with the well-established purpose of a CCAA stay:
to give a debtor the "breathing room" required to restructure with a view to maximizing recoveries, whether the restructuring
takes place as a going concern or as an orderly liquidation or wind-down.

9 TCC is an indirect, wholly-owned subsidiary of Target Corporation and is the operating company through which the
Canadian retail operations are carried out. TCC is a Nova Scotia unlimited liability company. It is directly owned by Nicollet
Enterprise 1 S. a r.l. ("NE1"), an entity organized under the laws of Luxembourg. Target Corporation (which is incorporated
under the laws of the State of Minnesota) owns NE1 through several other entities.

10 TCC operates from a corporate headquarters in Mississauga, Ontario. As of January 12, 2015, TCC employed
approximately 17,600 people, almost all of whom work in Canada. TCC's employees are not represented by a union, and there
is no registered pension plan for employees.

11 The other Target Canada Entities are all either: (i) direct or indirect subsidiaries of TCC with responsibilities for specific
aspects of the Canadian retail operation; or (ii) affiliates of TCC that have been involved in the financing of certain leaschold
improvements.

12 A typical TCC store has a footprint in the range of 80,000 to 125,000 total retail square feet and is located in a shopping
mall or large strip mall. TCC is usually the anchor tenant. Each TCC store typically contains an in-store Target brand pharmacy,
Target Mobile kiosk and a Starbucks café. Each store typically employs approximately 100 - 150 people, described as "Team
Members" and "Team Leaders", with a total of approximately 16,700 employed at the "store level" of TCC's retail operations.

13 TCC owns three distribution centres (two in Ontario and one in Alberta) to support its retail operations. These centres
are operated by a third party service provider. TCC also leases a variety of warehouse and office spaces.
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14 In every quarter since TCC opened its first store, TCC has faced lower than expected sales and greater than expected
losses. As reported in Target Corporation's Consolidated Financial Statements, the Canadian segment of the Target business has
suffered a significant loss in every quarter since TCC opened stores in Canada.

15 TCC is completely operationally funded by its ultimate parent, Target Corporation, and related entities. It is projected that
TCC's cumulative pre-tax losses from the date of its entry into the Canadian market to the end of the 2014 fiscal year (ending
January 31, 2015) will be more than $2.5 billion. In his affidavit, Mr. Mark Wong, General Counsel and Secretary of TCC,
states that this is more than triple the loss originally expected for this period. Further, if TCC's operations are not wound down,
it is projected that they would remain unprofitable for at least 5 years and would require significant and continued funding from
Target Corporation during that period.

16 TCC attributes its failure to achieve expected profitability to a number of principal factors, including: issues of scale;
supply chain difficulties; pricing and product mix issues; and the absence of a Canadian online retail presence.

17  Following a detailed review of TCC's operations, the Board of Directors of Target Corporation decided that it is in the
best interests of the business of Target Corporation and its subsidiaries to discontinue Canadian operations.

18  Based on the stand-alone financial statements prepared for TCC as of November 1, 2014 (which consolidated financial
results of TCC and its subsidiaries), TCC had total assets of approximately $5.408 billion and total liabilities of approximately
$5.118 billion. Mr. Wong states that this does not reflect a significant impairment charge that will likely be incurred at fiscal
year end due to TCC's financial situation.

19  Mr. Wong states that TCC's operational funding is provided by Target Corporation. As of November 1, 2014, NE1 (TCC's
direct parent) had provided equity capital to TCC in the amount of approximately $2.5 billon. As a result of continuing and
significant losses in TCC's operations, NEI has been required to make an additional equity investment of $62 million since
November 1, 2014.

20 NEI has also lent funds to TCC under a Loan Facility with a maximum amount of $4 billion. TCC owed NE1 approximately
$3.1 billion under this Facility as of January 2, 2015. The Loan Facility is unsecured. On January 14, 2015, NE1 agreed to
subordinate all amounts owing by TCC to NEI under this Loan Facility to payment in full of proven claims against TCC.

21 Asat November 1, 2014, Target Canada Property LLC ("TCC Propco") had assets of approximately $1.632 billion and
total liabilities of approximately $1.643 billion. Mr. Wong states that this does not reflect a significant impairment charge that
will likely be incurred at fiscal year end due to TCC Propco's financial situation. TCC Propco has also borrowed approximately
$1.5 billion from Target Canada Property LP and TCC Propco also owes U.S. $89 million to Target Corporation under a Demand
Promissory Note.

22 TCC has subleased almost all the retail store leases to TCC Propco, which then made real estate improvements and sub-
sub leased the properties back to TCC. Under this arrangement, upon termination of any of these sub-leases, a "make whole"
payment becomes owing from TCC to TCC Propco.

23 Mr. Wong states that without further funding and financial support from Target Corporation, the Target Canada Entities
are unable to meet their liabilities as they become due, including TCC's next payroll (due January 16, 2015). The Target Canada
Entities, therefore state that they are insolvent.

24 Mr. Wong also states that given the size and complexity of TCC's operations and the numerous stakeholders involved
in the business, including employees, suppliers, landlords, franchisees and others, the Target Canada Entities have determined
that a controlled wind-down of their operations and liquidation under the protection of the CCAA, under Court supervision and
with the assistance of the proposed monitor, is the only practical method available to ensure a fair and orderly process for all
stakeholders. Further, Mr. Wong states that TCC and Target Corporation seek to benefit from the framework and the flexibility
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provided by the CCAA in effecting a controlled and orderly wind-down of the Canadian operations, in a manner that treats
stakeholders as fairly and as equitably as the circumstances allow.

25  On this initial hearing, the issues are as follows:
a) Does this court have jurisdiction to grant the CCAA relief requested?
a) Should the stay be extended to the Partnerships?
b) Should the stay be extended to "Co-tenants" and rights of third party tenants?

¢) Should the stay extend to Target Corporation and its U.S. subsidiaries in relation to claims that are derivative
of claims against the Target Canada Entities?

d) Should the Court approve protections for employees?
e) Is it appropriate to allow payment of certain pre-filing amounts?
f) Does this court have the jurisdiction to authorize pre-filing claims to "critical" suppliers;

g) Should the court should exercise its discretion to authorize the Applicants to seek proposals from liquidators
and approve the financial advisor and real estate advisor engagement?

h) Should the court exercise its discretion to approve the Court-ordered charges?

26 "Insolvent" is not expressly defined in the CCAA. However, for the purposes of the CCAA, a debtor is insolvent if it
meets the definition of an "insolvent person" in section 2 of the Bankruptcy and Insolvency Act, R.S.C., 1985, ¢. B-3 ("BIA") or
if it is "insolvent" as described in Stelco Inc., Re, [2004] O.J. No. 1257 (Ont. S.C.J. [Commercial List]), [Stelco], leave to appeal
refused, [2004] O.J. No. 1903 (Ont. C.A.), leave to appeal to S.C.C. refused [2004] S.C.C.A. No. 336 (S.C.C.), where Farley,
J. found that "insolvency" includes a corporation "reasonably expected to run out of liquidity within [a] reasonable proximity
of time as compared with the time reasonably required to implement a restructuring" (at para 26). The decision of Farley, J. in
Stelco was followed in Priszm Income Fund, Re, [2011] O.J. No. 1491 (Ont. S.C.].), 2011 and Canwest Global Communications
Corp., Re, [2009] O.J. No. 4286 (Ont. S.C.J. [Commercial List]) [Canwest].

27 Having reviewed the record and hearing submissions, I am satisfied that the Target Canada Entities are all insolvent
and are debtor companies to which the CCAA applies, either by reference to the definition of "insolvent person" under the
Bankruptcy and Insolvency Act (the "BIA") or under the test developed by Farley J. in Stelco.

28 T alsoaccept the submission of counsel to the Applicants that without the continued financial support of Target Corporation,
the Target Canada Entities face too many legal and business impediments and too much uncertainty to wind-down their
operations without the "breathing space" afforded by a stay of proceedings or other available relief under the CCAA.

29 I am also satisfied that this Court has jurisdiction over the proceeding. Section 9(1) of the CCAA provides that an
application may be made to the court that has jurisdiction in (a) the province in which the head office or chief place of business
of the company in Canada is situated; or (b) any province in which the company's assets are situated, if there is no place of
business in Canada.

30 In this case, the head office and corporate headquarters of TCC is located in Mississauga, Ontario, where approximately
800 employees work. Moreover, the chief place of business of the Target Canada Entities is Ontario. A number of office locations
are in Ontario; 2 of TCC's 3 primary distribution centres are located in Ontario; 55 of the TCC retail stores operate in Ontario;
and almost half the employees that support TCC's operations work in Ontario.

31  The Target Canada Entities state that the purpose for seeking the proposed initial order in these proceedings is to effect
a fair, controlled and orderly wind-down of their Canadian retail business with a view to developing a plan of compromise or
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arrangement to present to their creditors as part of these proceedings. I accept the submissions of counsel to the Applicants
that although there is no prospect that a restructured "going concern" solution involving the Target Canada Entities will result,
the use of the protections and flexibility afforded by the CCAA is entirely appropriate in these circumstances. In arriving at
this conclusion, I have noted the comments of the Supreme Court of Canada in Ted Leroy Trucking Ltd., Re, 2010 SCC 60
(S.C.C.) ("Century Services") that "courts frequently observe that the CCAA is skeletal in nature”, and does not "contain a
comprehensive code that lays out all that is permitted or barred". The flexibility of the CCAA, particularly in the context of large
and complex restructurings, allows for innovation and creativity, in contrast to the more "rules-based" approach of the BIA.

32 Priorto the 2009 amendments to the CCAA, Canadian courts accepted that, in appropriate circumstances, debtor companies
were entitled to seek the protection of the CCAA where the outcome was not going to be a going concern restructuring, but
instead, a "liquidation" or wind-down of the debtor companies' assets or business.

33 The 2009 amendments did not expressly address whether the CCAA could be used generally to wind-down the business
of a debtor company. However, I am satisfied that the enactment of section 36 of the CCAA, which establishes a process for
a debtor company to sell assets outside the ordinary course of business while under CCAA protection, is consistent with the
principle that the CCAA can be a vehicle to downsize or wind-down a debtor company's business.

34 In this case, the sheer magnitude and complexity of the Target Canada Entities business, including the number of
stakeholders whose interests are affected, are, in my view, suited to the flexible framework and scope for innovation offered
by this "skeletal" legislation.

35  The required audited financial statements are contained in the record.
36  The required cash flow statements are contained in the record.

37 Pursuant to s. 11.02 of the CCAA, the court may make an order staying proceedings, restraining further proceedings,
or prohibiting the commencement of proceedings, "on any terms that it may impose" and "effective for the period that the
court considers necessary" provided the stay is no longer than 30 days. The Target Canada Entities, in this case, seek a stay of
proceedings up to and including February 13, 2015.

38  Certain of the corporate Target Canada Entities (TCC, TCC Health and TCC Mobile) act as general or limited partners in
the partnerships. The Applicants submit that it is appropriate to extend the stay of proceedings to the Partnerships on the basis
that each performs key functions in relation to the Target Canada Entities' businesses.

39  The Applicants also seek to extend the stay to Target Canada Property LP which was formerly the sub-leasee/sub-sub
lessor under the sub-sub lease back arrangement entered into by TCC to finance the leasehold improvements in its leased stores.
The Applicants contend that the extension of the stay to Target Canada Property LP is necessary in order to safeguard it against
any residual claims that may be asserted against it as a result of TCC Propco's insolvency and filing under the CCAA.

40 I am satisfied that it is appropriate that an initial order extending the protection of a CCAA stay of proceedings under
section 11.02(1) of the CCAA should be granted.

41  Pursuant to section 11.7(1) of the CCAA, Alvarez & Marsal Inc. is appointed as Monitor.

42 Tt is well established that the court has the jurisdiction to extend the protection of the stay of proceedings to Partnerships
in order to ensure that the purposes of the CCAA can be achieved (see: Lehndorff General Partner Ltd., Re (1993), 17 C.B.R.
(3d) 24 (Ont. Gen. Div. [Commercial List]); Priszm Income Fund, Re, 2011 ONSC 2061 (Ont. S.C.].); Canwest Publishing Inc./
Publications Canwest Inc., Re, 2010 ONSC 222 (Ont. S.C.J. [Commercial List]) ("Canwest Publishing") and Canwest Global
Communications Corp., Re, 2009 CarswellOnt 6184 (Ont. S.C.J. [Commercial List]) ("Canwest Global").

43 In these circumstances, I am also satisfied that it is appropriate to extend the stay to the Partnerships as requested.
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44 The Applicants also seek landlord protection in relation to third party tenants. Many retail leases of non-anchored tenants
provide that tenants have certain rights against their landlords if the anchor tenant in a particular shopping mall or centre becomes
insolvent or ceases operations. In order to alleviate the prejudice to TCC's landlords if any such non-anchored tenants attempt
to exercise these rights, the Applicants request an extension of the stay of proceedings (the "Co-Tenancy Stay") to all rights of
these third party tenants against the landlords that arise out of the insolvency of the Target Canada Entities or as a result of any
steps taken by the Target Canada Entities pursuant to the Initial Order.

45  The Applicants contend that the authority to grant the Co-Tenancy Stay derives from the broad jurisdiction under sections
11 and 11.02(1) of the CCAA to make an initial order on any terms that the court may impose. Counsel references T. Eaton Co.,
Re, 1997 CarswellOnt 1914 (Ont. Gen. Div.) as a precedent where a stay of proceedings of the same nature as the Co-Tenancy
Stay was granted by the court in Eaton's second CCAA proceeding. The Court noted that, if tenants were permitted to exercise
these "co-tenancy" rights during the stay, the claims of the landlord against the debtor company would greatly increase, with a
potentially detrimental impact on the restructuring efforts of the debtor company.

46 Inthese proceedings, the Target Canada Entities propose, as part of the orderly wind-down of their businesses, to engage a
financial advisor and a real estate advisor with a view to implementing a sales process for some or all of its real estate portfolio.
The Applicants submit that it is premature to determine whether this process will be successful, whether any leases will be
conveyed to third party purchasers for value and whether the Target Canada Entities can successfully develop and implement a
plan that their stakeholders, including their landlords, will accept. The Applicants further contend that while this process is being
resolved and the orderly wind-down is underway, the Co-Tenancy Stay is required to postpone the contractual rights of these
tenants for a finite period. The Applicants contend that any prejudice to the third party tenants' clients is significantly outweighed
by the benefits of the Co-Tenancy Stay to all of the stakeholders of the Target Canada Entities during the wind-down period.

47 The Applicants therefore submit that it is both necessary and appropriate to grant the Co-Tenancy Stay in these
circumstances.

48 I am satisfied the Court has the jurisdiction to grant such a stay. In my view, it is appropriate to preserve the status quo
at this time. To the extent that the affected parties wish to challenge the broad nature of this stay, the same can be addressed
at the "comeback hearing".

49  The Applicants also request that the benefit of the stay of proceedings be extended (subject to certain exceptions related
to the cash management system) to Target Corporation and its U.S. subsidiaries in relation to claims against these entities that
are derivative of the primary liability of the Target Canada Entities.

50 I am satisfied that the Court has the jurisdiction to grant such a stay. In my view, it is appropriate to preserve the status
quo at this time and the stay is granted, again, subject to the proviso that affected parties can challenge the broad nature of the
stay at a comeback hearing directed to this issue.

51  With respect to the protection of employees, it is noted that TCC employs approximately 17,600 individuals.

52 Mr. Wong contends that TCC and Target Corporation have always considered their employees to be integral to the Target
brand and business. However, the orderly wind-down of the Target Canada Entities' business means that the vast majority of
TCC employees will receive a notice immediately after the CCAA filing that their employment is to be terminated as part of
the wind-down process.

53 In order to provide a measure of financial security during the orderly wind-down and to diminish financial hardship that
TCC employees may suffer, Target Corporation has agreed to fund an Employee Trust to a maximum of $70 million.

54  The Applicants seek court approval of the Employee Trust which provides for payment to eligible employees of certain
amounts, such as the balance of working notice following termination. Counsel contends that the Employee Trust was developed
in consultation with the proposed monitor, who is the administrator of the trust, and is supported by the proposed Representative
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Counsel. The proposed trustee is The Honourable J. Ground. The Employee Trust is exclusively funded by Target Corporation
and the costs associated with administering the Employee Trust will be borne by the Employee Trust, not the estate of Target
Canada Entities. Target Corporation has agreed not to seek to recover from the Target Canada Entities estates any amounts paid
out to employee beneficiaries under the Employee Trust.

55  Inmy view, it is questionable as to whether court authorization is required to implement the provisions of the Employee
Trust. It is the third party, Target Corporation, that is funding the expenses for the Employee Trust and not one of the debtor
Applicants. However, I do recognize that the implementation of the Employee Trust is intertwined with this proceeding and
is beneficial to the employees of the Applicants. To the extent that Target Corporation requires a court order authorizing the
implementation of the employee trust, the same is granted.

56  The Applicants seek the approval of a KERP and the granting of a court ordered charge up to the aggregate amount of
$6.5 million as security for payments under the KERP. It is proposed that the KERP Charge will rank after the Administration
Charge but before the Directors' Charge.

57 The approval of a KERP and related KERP Charge is in the discretion of the Court. KERPs have been approved in
numerous CCAA proceedings, including Nortel Networks Corp., Re, 2009 CarswellOnt 1330 (Ont. S.C.J. [Commercial List])
[Nortel Networks (KERP)], and Grant Forest Products Inc., Re, 2009 CarswellOnt 4699 (Ont. S.C.J. [Commercial List]). In
U.S. Steel Canada Inc., Re, 2014 ONSC 6145 (Ont. S.C.J.), I recently approved the KERP for employees whose continued
services were critical to the stability of the business and for the implementation of the marketing process and whose services
could not easily be replaced due, in part, to the significant integration between the debtor company and its U.S. parent.

58 In this case, the KERP was developed by the Target Canada Entities in consultation with the proposed monitor. The
proposed KERP and KERP Charge benefits between 21 and 26 key management employees and approximately 520 store-level
management employees.

59 Having reviewed the record, I am of the view that it is appropriate to approve the KERP and the KERP Charge. In arriving
at this conclusion, I have taken into account the submissions of counsel to the Applicants as to the importance of having stability
among the key employees in the liquidation process that lies ahead.

60 The Applicants also request the Court to appoint Koskie Minsky LLP as employee representative counsel (the "Employee
Representative Counsel"), with Ms. Susan Philpott acting as senior counsel. The Applicants contend that the Employee
Representative Counsel will ensure that employee interests are adequately protected throughout the proceeding, including
by assisting with the Employee Trust. The Applicants contend that at this stage of the proceeding, the employees have a
common interest in the CCAA proceedings and there appears to be no material conflict existing between individual or groups
of employees. Moreover, employees will be entitled to opt out, if desired.

61 Iam satisfied that section 11 of the CCAA and the Rules of Civil Procedure confer broad jurisdiction on the court to appoint
Representative Counsel for vulnerable stakeholder groups such as employee or investors (see Nortel Networks Corp., Re, 2009
CarswellOnt 3028 (Ont. S.C.J. [Commercial List]) (Nortel Networks Representative Counsel)). In my view, it is appropriate to
approve the appointment of Employee Representative Counsel and to provide for the payment of fees for such counsel by the
Applicants. In arriving at this conclusion, I have taken into account:

(1) the vulnerability and resources of the groups sought to be represented;
(i1) the social benefit to be derived from the representation of the groups;
(ii1) the avoidance of multiplicity of legal retainers; and

(iv) the balance of convenience and whether it is fair and just to creditors of the estate.
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62 The Applicants also seek authorization, if necessary, and with the consent of the Monitor, to make payments for pre-
filing amounts owing and arrears to certain critical third parties that provide services integral to TCC's ability to operate during
and implement its controlled and orderly wind-down process.

63 Although the objective of the CCAA is to maintain the status quo while an insolvent company attempts to negotiate
a plan of arrangement with its creditors, the courts have expressly acknowledged that preservation of the status quo does not
necessarily entail the preservation of the relative pre-stay debt status of each creditor.

64 The Target Canada Entities seek authorization to pay pre-filing amounts to certain specific categories of suppliers, if
necessary and with the consent of the Monitor. These include:

a) Logistics and supply chain providers;
b) Providers of credit, debt and gift card processing related services; and

¢) Other suppliers up to a maximum aggregate amount of $10 million, if, in the opinion of the Target Canada Entities,
the supplier is critical to the orderly wind-down of the business.

65 In my view, having reviewed the record, I am satisfied that it is appropriate to grant this requested relief in respect of
critical suppliers.

66  In order to maximize recovery for all stakeholders, TCC indicates that it intends to liquidate its inventory and attempt
to sell the real estate portfolio, either en bloc, in groups, or on an individual property basis. The Applicants therefore seek
authorization to solicit proposals from liquidators with a view to entering into an agreement for the liquidation of the Target
Canada Entities inventory in a liquidation process.

67  TCC's liquidity position continues to deteriorate. According to Mr. Wong, TCC and its subsidiaries have an immediate
need for funding in order to satisfy obligations that are coming due, including payroll obligations that are due on January 16,
2015. Mr. Wong states that Target Corporation and its subsidiaries are no longer willing to provide continued funding to TCC
and its subsidiaries outside of a CCAA proceeding. Target Corporation (the "DIP Lender") has agreed to provide TCC and its
subsidiaries (collectively, the "Borrower") with an interim financing facility (the "DIP Facility") on terms advantageous to the
Applicants in the form of a revolving credit facility in an amount up to U.S. $175 million. Counsel points out that no fees are
payable under the DIP Facility and interest is to be charged at what they consider to be the favourable rate of 5%. Mr. Wong
also states that it is anticipated that the amount of the DIP Facility will be sufficient to accommodate the anticipated liquidity
requirements of the Borrower during the orderly wind-down process.

68  The DIP Facility is to be secured by a security interest on all of the real and personal property owned, leased or hereafter
acquired by the Borrower. The Applicants request a court-ordered charge on the property of the Borrower to secure the amount
actually borrowed under the DIP Facility (the "DIP Lenders Charge"). The DIP Lenders Charge will rank in priority to all
unsecured claims, but subordinate to the Administration Charge, the KERP Charge and the Directors' Charge.

69  The authority to grant an interim financing charge is set out at section 11.2 of the CCAA. Section 11.2(4) sets out certain
factors to be considered by the court in deciding whether to grant the DIP Financing Charge.

70  The Target Canada Entities did not seek alternative DIP Financing proposals based on their belief that the DIP Facility was
being offered on more favourable terms than any other potentially available third party financing. The Target Canada Entities
are of the view that the DIP Facility is in the best interests of the Target Canada Entities and their stakeholders. I accept this
submission and grant the relief as requested.

71 Accordingly, the DIP Lenders' Charge is granted in the amount up to U.S. $175 million and the DIP Facility is approved.
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72 Section 11 of the CCAA provides the court with the authority to allow the debtor company to enter into arrangements to
facilitate a restructuring under the CCAA. The Target Canada Entities wish to retain Lazard and Northwest to assist them during
the CCCA proceeding. Both the Target Canada Entities and the Monitor believe that the quantum and nature of the remuneration
to be paid to Lazard and Northwest is fair and reasonable. In these circumstances, I am satisfied that it is appropriate to approve
the engagement of Lazard and Northwest.

73  Withrespect to the Administration Charge, the Applicants are requesting that the Monitor, along with its counsel, counsel to
the Target Canada Entities, independent counsel to the Directors, the Employee Representative Counsel, Lazard and Northwest
be protected by a court ordered charge and all the property of the Target Canada Entities up to a maximum amount of $6.75
million as security for their respective fees and disbursements (the "Administration Charge"). Certain fees that may be payable
to Lazard are proposed to be protected by a Financial Advisor Subordinated Charge.

74 In Canwest Publishing Inc./Publications Canwest Inc., Re, 2010 ONSC 222 (Ont. S.C.J. [Commercial List]), Pepall J.
(as she then was) provided a non-exhaustive list of factors to be considered in approving an administration charge, including:

a. The size and complexity of the business being restructured;

b. The proposed role of the beneficiaries of the charge;

c. Whether there is an unwarranted duplication of roles;

d. Whether the quantum of the proposed Charge appears to be fair and reasonable;
e. The position of the secured creditors likely to be affected by the Charge; and

f. The position of the Monitor.

75  Having reviewed the record, I am satisfied, that it is appropriate to approve the Administration Charge and the Financial
Advisor Subordinated Charge.

76  The Applicants seek a Directors' and Officers' charge in the amount of up to $64 million. The Directors Charge is proposed
to be secured by the property of the Target Canada Entities and to rank behind the Administration Charge and the KERP Charge,
but ahead of the DIP Lenders' Charge.

77  Pursuant to section 11.51 of the CCAA, the court has specific authority to grant a "super priority" charge to the directors
and officers of a company as security for the indemnity provided by the company in respect of certain obligations.

78 T accept the submissions of counsel to the Applicants that the requested Directors' Charge is reasonable given the nature
of the Target Canada Entities retail business, the number of employees in Canada and the corresponding potential exposure of
the directors and officers to personal liability. Accordingly, the Directors' Charge is granted.

79  Inthe result, I am satisfied that it is appropriate to grant the Initial Order in these proceedings.
80  The stay of proceedings is in effect until February 13, 2015.

81 A comeback hearing is to be scheduled on or prior to February 13, 2015. I recognize that there are many aspects of the
Initial Order that go beyond the usual first day provisions. I have determined that it is appropriate to grant this broad relief at
this time so as to ensure that the status quo is maintained.

82  The comeback hearing is to be a "true" comeback hearing. In moving to set aside or vary any provisions of this order,
moving parties do not have to overcome any onus of demonstrating that the order should be set aside or varied.
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83 Finally, a copy of Lazard's engagement letter (the "Lazard Engagement Letter") is attached as Confidential Appendix
"A" to the Monitor's pre-filing report. The Applicants request that the Lazard Engagement Letter be sealed, as the fee structure
contemplated in the Lazard Engagement Letter could potentially influence the structure of bids received in the sales process.

84  Having considered the principles set out in Sierra Club of Canada v. Canada (Minister of Finance) (2002), 211 D.L.R.
(4th) 193, [2002] 2 S.C.R. 522 (S.C.C.), I am satisfied that it is appropriate in the circumstances to seal Confidential Appendix
"A" to the Monitor's pre-filing report.

85  The Initial Order has been signed in the form presented.
Application granted.

End of Document Copyright © Thomson Reuters Canada Limited or its licensors (excluding individual court documents). All rights reserved.
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ONTARIO
SUPERIOR COURT OF JUSTICE
(COMMERCIAL LIST)
THE HONOURABLE y TUESDAY, THE 15" DAY
MR, JUSTICE CAMPBELL )y OF APRIL, 2008

IN THE MATTER OF THE COMPANIES' CREDITORS
ARRANGEMENT ACT, RS.C. 1985 ¢. C-36, AS AMENDED

AND IN THE MATTER OF A PLAN OF COMPROMISE AND ARRANGEMENT
T INVOLVING METCALFE & MANSFIELD ALTERNATIVE INVESTMENTS 11
</ CORP., METCALFE & IVIANSFIELD ALTERNATIVE INVESTMENTS HI
CORP., METCALFE & MANSFIELD ALTERNATIVE INVESTMENTS V
CORP., METCALFE & MANSFIELD ALTERNATIVE INVESTMENTS XI
CORP., METCALFE & MANSFIELD ALTERNATIVE INVESTMENTS XII
CORP., 4446372 CANADA INC. AND 6932819 CANADA INC., TRUSTEES OF
THE CONDUITS LISTED IN SCHEDULE "A" HERETO

BETWEEN:

THE INVESTORS REPRESENTED ON THE-PAN-CANADIAN INVESTORS
COMMITTEE FOR THIRD-PARTY STRUCTURED ASSET-BACKED
COMMERCIAL PAPER LISTED IN SCHEDULE "B" HERETO

Applicants

- and -

VIETCALFE & MANSFIELD ALTERNATIVE INVESTMENTS 11 CORP,
METCALFE & MANSFIELD ALTERNATIVE INVESTMENTS 11l CORP,,
METCALFE & MANSFIELD ALTERNATTVE INVESTMENTS V CORP,,
METCALFE & MANSFIELD ALTERNATIVE INVESTMENTS XI CORP,,
METCALFE & MANSFIELD ALTERNATIVE INVESTMENTS X1 CORP,,
1446372 CANADA INC. AND 6932819 CANADA INC., TRUSTEES OF THE
CONDUITS LISTED IN SCHEDULE "A" HERETO

Respondents
ORDER
(RE APPOINTMENT OF REPRESENTA'TIVE
COUNBEL)



THIS MOTION MADE by the Ad Hoc Retail Holders Committee (the “*AHRHC") of Holders of
Non-Bank Sponsored Asset-Backed Commercial Paper ("ABCP") for an order appointing representative

counsel, in these proceedings was heard this day at 330 University Avenue, Toronto, Ontario.

ON READING the Notice of Motion of the AHRHC dated the 15" day of April, 2008 and the
affidavits of Eliezer Karp, Henry Juroviesky and Edwin Cohen, affirmed the 11" day of April, 2008 and
affirmed/sworn on the 13" day of April, 2008 (the "Karp Affidavit”, the “Juroviesky Affidavit” and the

~Cohen Affidavit™) filed, and on hearing the submissions of counsel for the Commitiee.

i. THIS COURT ORDERS that all parties entitled 0 notice of this motion have been
served with notice of this motion and that the time for service is hereby abridged such that service

effected on the parties served with notice of this maotion shall be good and sufficient notice of this motion.

2. THIS COURT ORDERS that {a) Juroviesky and Ricci LLP ("JR") and (b) Shibley Righton LLP
(*SR™) are appointed in these proceedings to represent the Ad Hoc Retail Holders Committee
(collectively JR and SR are referred 10 herein as "Representative Counsel”) but nothing in this paragraph
shall impair the right, if any, of any individual holder of ABCP to retain and instruct counsel in these
proceedings on his, her or its own behalf,

e N
3. THIS COURT ORDERS fhaé:ibgect 1o fulrther ﬁer of the Court, the Representative Counsel
shall represent the interest of ail persons, ! trugzs or corporancns that ptirchased ABCP from a retail
brokerage and shall advise those on w hose behalf they are hereby appointed in all aspects of these

proceedings, without any obligation to consult with or seck individual instructions from those on whose

behalf they have been appointed to represent unless otherwise ordered by the Court.

4. THIS COURT ORDERS that the Representative Counsel shall not be liable jointly or severally
for any act or omission in respect of their appointment or the fulfillment of their duties in carrving out the
provisions of this Order, and that no action or other proceedings shall be commenced against cither of the
Representative Counsel relating to their acting as such, except with prior leave of this Court, on at least 7
day's notice to the Representative Counse!, as may be applicable, and upon further Order in respect of
security for costs, 1 be given by the plaintiff for the costs, on 2 substantial indemnity basis, of the

Representative Counsel in connection with any such action or proceeding.



5. THIS COURT ORDERS that the Representative Counsel may from time to ime apply tothis
Court for advice and directions in respect of their appointment or the fulfillment of their duties in carrying
out the provisions of this Order, upon notice to the Applicants, to the CCAA Parties (as defined in the

Initial Order in the instant matter) and to other interested parties, unless otherwise ordered by the Court.

6. THIS COURT ORDERS that the Representative Counsel shall be given notice of ail motions to
which holders of ABCP are entitled in these proceedings and that they shall be entitled to represent those

on whose behalf they are hereby appointed in all such proceedings.

7. THIS COURT ORDERS that Diane Urguhart be appointed as the Financial Analyst for the
AHRHC and that she be paid her reasonable fees and disbursements by the CCAA parties from and after
March 25", 2008.

8. THIS COURT ORDERS that the paragraphs 32 and 34 of the Order of this Honorable Court
dated March 17, 2008 are hereby amended effective March 25" 2008 and are deemed from and after that
¢ime to include Representative Counsel as appointed herein among the parties who shall be paid their
reasonahle fees and disbursements in connection with these procesdings, in each case at their standard
rates and charges, from and after March 25, 2008 and among those who benefit from the Professionals

charge as defined therein.

o
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SCHEDULE “A”

Conduit Trusts

APOLLO TRUST
APSLEY TRUST
ARIA TRUST
AURORA TRUST
COMET TRUST
ENCORI/ TRUST
GEMINLTRUST
IRONSTONE TRUS T
MNIAL-I TRUST
NEWSHORE CANADIAN TRUST
OPUS TRUST
PLANET TRUST
ROCKET TRUST
SELKIRK FUNDING TRUST
SILVERSTONE TRUST
SLATE TRUST
STRUCTURED ASSET TRUST
STRUCTURED INVESTMENT TRUST Il
SYMPHONY TRUST

WHITEHALL TRUST
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CANACCORD CAPITAL CORPORATION
CANADA MORTGAGE AND HOUSING CORPORATION
CREDIT UNION CENTRAL ALBERTA LIMITED
CREDIT UNION CENTRAL OF BRITISH COLUMBIA
CREDIT UNION CENTRAL OF ONTARIO
DESJARDINS GROUP

MAGNA INTERNATIONAL INC.

NATIONAL BANK FINANCIAL INC., NATIONAL BANK OF CANADA

NAV CANADA
NORTHWATER CAPITAL MANAGEMENT INC.
PUBLIC SECTOR PENSION PLAN INVESTMENT BOARD

UNIVERSITY OF ALBERTA
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Headnote
Bankruptcy and insolvency --- Companies' Creditors Arrangement Act— Arrangements — Approval by court — Miscellaneous
League Group obtained protection under Companies' Creditors Arrangement Act and initial order was granted — Majority of
League Group entities were owned by IGW Assets Limited Partnership — League Group sought approval of debtor in possession
(DIP) facility from DIP Lenders for operating funding, payment of tax arrears, mortgage payments and to payout existing
mortgage lenders — League Group brought application for DIP financing claiming it urgently needed interim funding until
comeback hearing — Notice of application for DIP financing was given to secured creditors and secured creditors objected —
Proposed DIP lender's charge was to rank after administration charge but before director's charge and any representative counsel
charge — Most of assets owned by League Group were complex real estate holdings — Application for DIP facility granted
to extent of $1.6 million needed to time of comeback hearing — DIP financing sought on application was urgently needed in
order to fund operations within proceedings until comeback hearing — Funding would enhance prospects of arrangement by
League Group to creditors — Nature of assets of League Group was such that even if secured creditors were to take steps to
realize on their security, they would inevitably be incurring some of same types of expenses as were being proposed to be paid
in accordance with cash flow forecast — Secured creditors would suffer some prejudice in terms of delay in realization of their
security in event of failure to restructure by League Group — Beyond that there was no material prejudice to secured creditors
given debt levels disclosed — Allocation provision proposed would alleviate many of secured creditors' concerns as to how
DIP lender's charge might be borne.
Bankruptcy and insolvency --- Companies' Creditors Arrangement Act — Miscellaneous
Appointment of representative counsel — League Group obtained protection under Companies' Creditors Arrangement Act
and initial order was granted — Majority of League Group entities were owned by IGW Assets Limited Partnership — League
Group sought approval of debtor in possession (DIP) facility from DIP Lenders for operating funding, payment of tax arrears,
mortgage payments and to payout existing mortgage lenders — League Group brought application for DIP financing claiming
it urgently needed interim funding until comeback hearing — Notice of application for DIP financing was given to secured
creditors and secured creditors objected — Proposed DIP lender's charge was to rank after administration charge but before
director's charge and any representative counsel charge — Most of assets owned by League Group were complex real estate
holdings — Monitor brought application to appoint representative counsel for investor group — Monitor's application granted
— Appointment of representative counsel was appropriate — Monitor was not able to assist any further in alerting investors
to proceedings, organizing investor group and advising them of issues that may affect them either as group or individually —
Investor group was significant one and it was important that they be properly represented so they could take appropriate positions
in insolvency proceedings — It was somewhat imperative that investors obtain legal representation in respect of comeback
hearing — Investor group had sufficient commonality of interest that could best be served by one counsel — Appointment of
representative counsel would allow their positions to be advanced in efficient manner to benefit of stakeholders.
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APPLICATION by group of companies for debtor in possession financing; APPLICATION by monitor for appointment of
representative counsel for investor group.

Fitzpatrick J.:
Introduction

1 This proceeding was recently commenced, on October 17, 2013, under the Companies’ Creditors Arrangement Act,
R.S.C. 1985, c. C-36 (the "CCAA"). On October 18, 2013, an Initial Order (the "Initial Order") was granted by Madam Justice
Brown of this court. That Initial Order included an Administration Charge of $750,000 and a Directors' Charge of $500,000.
PricewaterhouseCoopers Inc. was appointed as Monitor (the "Monitor").
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2 The organization of the petitioner group of companies (the "League Group") is exceedingly complex, as I will describe
in more detail below. In broad terms, there is a complicated corporate structure comprised of real estate investment trusts,
limited partnerships and corporations involved in the development and/or management of various real estate projects in British
Columbia, Alberta, Ontario and Quebec. The assets of the League Group include certain securities and income producing and
development properties which have been said to have an "implied" equity of over $210 million. Liabilities of the League Group
are in excess of $410 million, including claims from approximately 3,200 investors who paid approximately $352 million for
various interests.

3 The comeback hearing has been scheduled for November 18, 2013. Following the granting of the Initial Order, various
secured creditors on individual projects have consolidated their opposition to these proceedings. It is expected that they will
raise substantial issues at the comeback hearing.

4 In the meantime, the League Group has brought this application for debtor in possession or "DIP" financing, given its
contention that it urgently needs interim funding until the comeback hearing. The Monitor has also brought an application to
appoint representative counsel for the investor group.

5 On October 25, 2013, I heard both applications and granted both orders, although on somewhat different terms than those
sought. I indicated at that time that my reasons would follow. These are those reasons.

Background

6  Emanuel Arruda and Adam Gant started the League Group in 2005 with two projects. Further properties were acquired on
the same basis as before, namely using traditional bank financing and individual investor contributions.

7  Atpresent, the majority of the League Group entities are owned by IGW Assets Limited Partnership ("LALP"). The general
partner of this limited partnership is owned by two numbered companies, which are owned or controlled by Mr. Arruda and
Mr. Gant's family trusts respectively.

8 The League Group, which has sought and obtained protection under the CCAA4 and related entities, and their general
business activities can be generally summarized as follows:

a) IGW Real Estate Investment Trust ("IGW REIT"): IGW REIT does business mainly through the IGW REIT Limited
Partnership ("IGW LP") which undertakes certain project development directly or through separate limited partnerships
located in B.C., Alberta, Quebec and Ontario. IGW REIT has issued various notes totalling approximately $10 million. In
addition, there are numerous unsecured loans outstanding and outstanding mortgages in respect of various projects;

b) LALP project specific limited partnerships: LALP also operates another set of such limited partnerships designed for
short term investments, located in B.C., Alberta and Ontario. Each project general partner is owned by LALP with investors
buying units in the limited partnership. Some of the project entities are said to be solvent and not financially tied to the
filing petitioners (such as through guarantees) and are therefore not filing parties themselves;

c) League Assets Corp. ("LAC"): LAC owns various general partners of a number of limited partnerships which are
involved in various projects, the main ones being Redux Duncan, Colwood Development and Fort St. John, all located
in B.C. There are other entities owned by LAC with diverse, but it seems mostly inactive, operations. As with LALP, a
number of LAC related entities (and hence projects) are said to be solvent and not financially tied to the filing petitioners.
They are therefore not filing parties themselves;

d) "Other" project limited partnerships: these have a similar structure to that of LAC and LALP, save that Mr. Gant and
Mr. Arruda own the general partners for the project specific limited partnerships in B.C., Quebec and Ontario. This is said
to be an oversight and in any event, these "other" limited partnerships are managed within the League Group, with LAC
providing management services for these projects;
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e) League Opportunity Fund ("LOF"): LOF is wholly owned by LALP. It is a vehicle for investors and it has issued
promissory notes of approximately $13.5 million. The money was loaned by LOF to other members of the League Group.
IGW LP(majority owned by IGW REIT) and LAC have guaranteed these notes;

f) investment and wealth management: there are a number of entities within the League Group's investment division which
relate to investment and wealth management, including the Harris Fraser Group Limited which was recently acquired in
July 2013; and

g) asset management: LAC is retained by IGW REIT, IGW LP and various project limited partnerships to provide asset
management, for which it charges fees.

9 The causes of the League Group's financial difficulties have been attributed to a number of factors. Firstly, the 2008
worldwide financial crisis caused a number of delays to certain projects; reduced demand resulted in increased borrowing costs
in the long term. Secondly, the recovery from the financial downturn has resulted in many investors seeking to redeem their
investments with the League Group to look for higher risk/higher return investments. Thirdly, financing difficulties have been
experienced on some projects, such as Redux Duncan and Colwood Development. Generally speaking, Mr. Gant states that the
League Group has outgrown both its current corporate structure, which is too complex, and also its project by project funding
model.

10 The League Group currently has approximately 105 employees in various roles in Victoria, Vancouver, Toronto and
Calgary. The fairly recent acquisition of the Harris Group is adding a further 20 employees in Hong Kong.

11 There has been substantial evidence introduced in Mr. Gant's affidavits regarding the value of the various assets and
projects and the secured debt against them. Aside from some Marketable Securities, there are 17 income producing properties
and four development properties, for a total of 21 properties.

12 There are 34 mortgage lenders and some have charges on multiple properties. Exhibit "E" to Mr. Gant's affidavit #2 sets out
a summary of the various properties or projects, including the appraised values ($395.6 million), the outstanding mortgage debt
($184.6 million) and the "implied equity" in those properties or projects. I will revisit the reliability of this document in further
detail below, but it will suffice at this stage to refer to the indicated "implied equity" in the Marketable Securities ($5.8 million),
Income Producing Properties ($76.2 million) and Development Properties ($128.9), for a total of approximately $211 million.

13 Unsecured creditors include the note holders in the various project limited partnerships and IGW REIT, inter-corporate debt
primarily between IGW LP and other members of the League Group, trade creditors (mostly relating to Colwood Development)
and professional service firms (although some of them recently obtained security for their debts just before the filing).

14  Mr. Gant indicates that government remittances are substantially up to date, including those owed to Canada Revenue
Agency and the British Columbia government. Income taxes are paid in full for 2012. All of these amounts continue to be paid
in the ordinary course of business. However, property taxes are substantially in arrears.

15  Finally, the investor group is comprised mostly of individuals and Mr. Gant believes that some of them have invested a
significant portion of their net worth in the League Group. There are also some institutional investors. As of September 2013,
IGW REIT ceased making distributions to its investors.

16  Mr. Gant states that the League Group has already taken steps to attempt a restructuring but has been hampered by the lack
of funds. He states that any restructuring would likely involve: simplifying the corporate structure, divesting underperforming
projects, seeking a stable and comprehensive funding for the various projects, changing the IGW loan process and finally, a
potential public offering to increase equity and reduce credit requirements.

Secured Creditor's Objections
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17 It quickly became apparent during this hearing that a substantial number of the secured creditors were opposed to
these proceedings generally and also specifically opposed to the relief sought on these applications. The secured creditors
appearing on these applications included BCMP Mortgage Investment Corporation, Interior Savings Credit Union, Firm Capital
Mortgage Fund Inc., Citizens Bank of Canada, First Calgary Financial Credit Union Limited, Canadian Western Bank, Romspen
Investment Corporation, Business Development Bank of Canada, Timbercreek Mortgage Investment Corporation, Export
Development Canada, Bank of Montreal, Churchill Real Estate Inc., Maxium Financial Services and Roynat Inc.

18 I will not address the complaints or arguments of each individual secured creditor. Many of the arguments are interrelated.
Those arguments can be generally summarized in the broad categories as follows:

a) Service/notice: despite the preamble to the Initial Order stating that the court was advised "that the secured creditors
and others who are likely to be affected by the charges created herein were given notice", many of the secured creditors
state that they did not receive any notice of that hearing or that notice was sent directly to the general offices of the
secured creditors which inevitably meant that it was not addressed by them after the hearing had taken place.

No evidence was before me concerning service/notice to the secured creditors. It is apparent that many of the secured
creditors intend to argue at the comeback hearing that the Initial Order was granted on an ex parte basis and is therefore
subject to being set aside for material non-disclosure, including that there was no true urgency in hearing the matter
on an ex parte basis. It is now generally agreed that the comeback hearing will be heard on a de novo basis with
the League Group having the onus of justifying to the court the continuation of the provisions in the Initial Order in
accordance with the CCA4, s. 11.02(3).

b) Statutory Prerequisites: it is argued that individual entities within the League Group do not meet the definition of

"debtor company" in s. 2 of the CCAA (i.e. they are not "insolvent") and therefore, those entities do not qualify to
file for protection under s. 3. I note, however, that this particular issue was addressed before Brown J. prior to the
granting of the Initial Order.

In addition, at least one secured creditor intends to argue that the Initial Order should be set aside because the plan
of arrangement was doomed to fail (see for example, Hongkong Bank of Canada v. Chef Ready Foods Ltd., [1990]
B.C.J. No. 2384 (B.C. C.A)));

c) The Enforcing Mortgagees: The secured creditors argue that there was no justification for two of the secured
creditors, being TCC Mortgage Holdings Inc. ("TCC") and Quest Mortgage Corp. ("Quest"), being exempted from

the stay under the Initial Order (para. 18).

TCC had commenced foreclosure proceedings in May 2013 in respect of the Redux Duncan property. An Order Nisi
of foreclosure was granted in August 2013 with the redemption period due to expire in January 2014. Apparently,
TCC had brought an application for the appointment of a receiver about the time that the Initial Order was granted.
In addition, Quest's mortgages over the Colwood Development property were in default and demands for payment
were served in early October 2013. The time for enforcement of those demands would have expired just before the
granting of the Initial Order. It is my understanding that Quest has now also commenced a foreclosure proceeding
against the Colwood Development.

Unfortunately, the exclusion of these "Enforcing Mortgagees" has engendered a response by the other secured
creditors who, not surprisingly, wish to be treated in the same fashion. The fact that they are being treated differently
has given rise to the other secured creditors taking the position that these proceedings are, unfairly, affecting only
them in terms of their ability to enforce their security. In addition, it is only their security which is being primed by the
various charges granted in these proceedings, since the security of the Enforcing Mortgagees has been exempted from
the Administration Charge and the Directors' Charge and it is also proposed to be exempted from any DIP Lender's
Charge or Representative Counsel Charge.

Next:canaDA Copyright © Thomson Reuters Canada Limited or its licensors (excluding individual court documents). All rights reserved.



League Assets Corp., Re, 2013 BCSC 2043, 2013 CarswellBC 3408
2013 BCSC 2043, 2013 CarswellBC 3408, [2013] B.C.W.L.D. 9463...

In many CCAA proceedings, foreclosing mortgagees are stayed in a variety of circumstances including when they
have already begun enforcement proceedings. Although it was described as an"Enforcing Mortgagee" in the Initial
Order, Quest had not yet commenced any foreclosure proceeding or at best, had only recently filed the action. Reasons
for the exclusion of these parties were said to be not only that there were monetary defaults under their security, but
also to avoid arguments by them as to the appropriateness of this CCAA proceeding, based on well-known British
Columbia authorities such as Cliffs Over Maple Bay Investments Ltd. v. Fisgard Capital Corp.,2008 BCCA 327 (B.C.
C.A.). Accordingly, while the League Group may have avoided that argument from the Enforcing Mortgagees, the
decision to exempt them has resulted in the other secured creditors now being resolved to make those same arguments,
in addition to arguing that the League Group was not acting in good faith by agreeing to that exemption.

My only preliminary comment on the issue at this point is that while the court strives to achieve fairness in the
proceedings, the task of the court in imposing the stay is in part to ensure that it is "appropriate": CCA4, s. 11.02(3)
(a). As Deschamps J. stated in Ted Leroy Trucking Ltd., Re, 2010 SCC 60 (S.C.C.), appropriateness in part extends
to treating stakeholders "as advantageously and fairly as the circumstances permit": para. 70. Often there are good
reasons to depart from a blanket stay affecting various stakeholders, as is evidenced from the provisions of the
model order. Typical examples would include payment of employees and critical suppliers. However, in respect of
stakeholders having what seems to be a commonality of interest (and commonality of potential prejudice), I would
expect that there would be cogent and compelling evidence to support an order that treated them differently.

d) The "White Boxes" Entities: The secured creditors also make certain arguments in respect of certain members

of the League Group who are not part of the petitioning group. I have already referred to the extremely complex
structure of the League Group. The organizational chart includes various entities marked in yellow which are part of
the League Group and who are also petitioning debtors. Many other entities are identified in what have been called
the "white boxes" on the organization chart which include those entities that were not part of the petitioning debtor
group. | have already referred to some of these "white box" entities above, but it is said by Mr. Gant that they also
generally include firstly, shell companies where there are no assets and secondly, entities where the sole liability is
to investors and as such, they are not insolvent.

The secured creditors argue that the exclusion of these "white box" entities is suspicious in that there has been
inadequate disclosure of the financial circumstances relating to them. In particular, the suggestion has been made
that there may be sufficient income or assets in those other entities to support the operations of the League Group in
these proceedings without the necessity of priming charges which prejudice their security. If these entities are indeed
solvent, then this argument would appear to be diametrically opposed to the other argument of some secured creditors
(discussed above) that only insolvent entities should be petitioning debtors.

Despite these objections, and for the purposes of these applications, I am satisfied that the materials generally
disclose the circumstances relating to these "white box" entities and why these entities have not been included in
the CCAAfiling. 1 do, however, appreciate that the stakeholders, including the secured creditors, may require further
information about these "white box" entities beyond what is contained in Mr. Gant's affidavits. I expect that the
League Group, possibly with the assistance of the Monitor, can provide reasonable and relevant material to them so
that they might explore this matter. At present, I simply acknowledge that this may be the basis for arguments to be
advanced by the secured creditors at the comeback hearing in respect of whether the League Group is operating in
a bona fide manner.

e) Conflicts: Last, but not least, the secured creditors have raised a number of conflicts on the part of counsel involved
in these proceedings. It is clear to me that these conflicts have significantly coloured the perceived fairness of these
proceedings from the outset. The original counsel for the League Group (who has since withdrawn) disclosed, after
the Initial Order was granted, that she has also acted in the past for Quest. Some of the secured creditors intend to argue
at the comeback hearing that there was material nondisclosure of this conflict to Brown J. and that this relationship
between the law firm and Quest may have affected the League Group's decision to exclude Quest from the stay.
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In addition, in the days following the granting of the Initial Order and in the face of the League Group's application for
DIP financing, it was disclosed that the law firm acting for the Monitor (who ceased to act at the end of this hearing)
had also undertaken to act for the DIP Lenders in respect of the preparation of financing documents. The explanation
is that the DIP Lenders urgently required counsel to address the League Group's pressing need for this DIP financing.
Although screens were put in place between the individual lawyers at the law firm, it has unfortunately resulted in
the perception that the Monitor's support of the DIP financing, or at least the legal advice relating to the Monitor's
support, has been influenced by that relationship. This turn of events was extremely unfortunate, particularly in light
of the unquestioned duties of the Monitor as an officer of this court and its overriding duty to act fairly in respect of
all stakeholders, whether they are in support of or opposed to the DIP financing.

Finally, current counsel for the League Group has disclosed that his law firm is an unsecured creditor. I am not aware
of any objections arising from this fact. However, it does appear that the law firm was giving legal advice to the DIP
Lenders at one point.

19 I am advised that all of the issues above may be raised at the comeback hearing. In addition, the secured creditors raised
these issues on this application arguing that, in these circumstances, the court should be extremely reluctant to authorize DIP
financing and grant a DIP charge or any other charge based on the substantial attacks that will be made on the Initial Order
and on the continuation of this proceeding. It is no doubt the strategy of the secured creditors at this time to attempt to inject
sufficient uncertainty into these proceedings such that any DIP lender will be reluctant to advance monies to the League Group.

20 It not my intention or role at this time to revisit the basis upon which the Initial Order was granted. Presumably, the Initial
Order was granted having regard to the statutory requirements under the CCAA4 and based on well-known principles applicable
on such applications, including those set out in Century Services Inc. at paras.15-18, 57-71. I appreciate that the issues raised by
the secured creditors are significant and if substantiated, may have serious consequences. Nevertheless, I am not convinced that
these arguments are sufficient to dissuade the court from granting interim relief at this time, simply to see the League Group
through to the comeback hearing, some 24 days away at the time of this hearing.

21 Accordingly, it is my intention to proceed to hear and decide these applications before me based on the Initial Order being
extant and based on the updated and current circumstances of the League Group. I have specifically rejected the suggestion of
one of the secured creditors to grant these orders on a "without prejudice"” basis.

DIP Financing

22 Inits application materials, the League Group sought approval of a DIP facility in the amount of $31.5 million from Whil
Concepts Inc., NWM Private Equity LP and NWM Balanced Mortgage Fund (whom I will collectively call the "DIP Lenders").
This proposed facility was not only for what was said to be operating funding for the next 13 weeks ($5 million), but for other
purposes such as payment of tax arrears ($3.5 million), mortgage payments for 13 weeks($5 million) and to payout one of the
existing mortgage lenders, TCC ($18 million).

23 Despite this, the League Group only sought a DIP Lender's Charge of $1.6 million which was said to be the amount
of emergency funding that was urgently needed to get to the comeback hearing on November 18. The DIP Lenders supported
this restricted charge, based on their submissions that they had no intention of funding, save and except with a DIP Lender's
Charge. I understand that given the urgency, and despite the objections of the secured creditors, the DIP Lenders are prepared to
immediately fund this amount and in doing so, waive the following conditions: that advances would only be made after expiry
of the appeal period and that certain administrative matters, such as insurance, be in place.

24 The test for DIP funding is now mandated by the CCAA4, s. 11.2:

Interim financing
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11.2 (1) On application by a debtor company and on notice to the secured creditors who are likely to be affected by the
security or charge, a court may make an order declaring that all or part of the company's property is subject to a security
or charge — in an amount that the court considers appropriate — in favour of a person specified in the order who agrees
to lend to the company an amount approved by the court as being required by the company, having regard to its cash-flow
statement. The security or charge may not secure an obligation that exists before the order is made.

Priority — secured creditors
(2) The court may order that the security or charge rank in priority over the claim of any secured creditor of the company.
Priority — other orders

(3) The court may order that the security or charge rank in priority over any security or charge arising from a previous
order made under subsection (1) only with the consent of the person in whose favour the previous order was made.

Factors to be considered

(4) In deciding whether to make an order, the court is to consider, among other things,
(a) the period during which the company is expected to be subject to proceedings under this Act;
(b) how the company's business and financial affairs are to be managed during the proceedings;
(¢) whether the company's management has the confidence of its major creditors;

(d) whether the loan would enhance the prospects of a viable compromise or arrangement being made in respect of
the company;

(e) the nature and value of the company's property;
(f) whether any creditor would be materially prejudiced as a result of the security or charge; and
(g) the monitor's report referred to in paragraph 23(1)(b), if any.

25 In accordance with the CCAA4, s. 11.2(1), the League Group has filed a cash flow forecast to the date of the comeback
hearing.

26 As a preliminary matter, no one has challenged the adequacy of the efforts by the League Group to obtain satisfactory
interim financing. Nor is there any challenge to the appropriateness of the business terms arranged with the DIP Lenders,
including the term, interest rate and level of various fees for monitoring the commitment itself and professionals. The Monitor
comments favourably on the process by which the DIP financing was sought by the League Group and the reasonableness of
the terms proposed by the DIP Lenders.

27  Itis proposed that the DIP Lender's Charge would rank after the Administration Charge but before the Directors' Charge
and any Representative Counsel Charge.

28 Notice of this application for DIP financing has been given to secured creditors likely to be affected, as required by
the CCAA, s. 11.2(1). The secured creditors attending on this application object to the financing for a variety of reasons (as
discussed above), and also on the basis that this funding is not urgent, there is an insufficient evidentiary basis for the relief
sought and that they will be prejudiced by the DIP Lender's Charge ranking ahead of their security.

29  Iwill address each of the factors identified in CCAA, s.11.2(4).

(a) The period during which the League Group is expected to be subject to proceedings under the CCAA
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30 The DIP financing that is sought today is simply to allow the League Group to continue its operations until the comeback
hearing on November 18 by allowing it to make certain core payments.

(b) How the League Group's business and financial affairs are to be managed during the proceedings

31  Mr. Gant states in his affidavit that the League Group has been working closely with the Monitor regarding its financial
affairs, including reviewing all payments made by the League Group. The Monitor similarly says that it has been working
cooperatively with the League Group in terms of preparing the cash flow forecast and other financial documentation.

32 Inaddition, the League Group had already made certain efforts to reduce operating expenses in anticipation of the CCAA4
filing.

(c) Whether the League Group's management has the confidence of its major creditors

33 Not surprisingly, most of the counsel for the secured creditors appearing on this application voiced their clients' lack of
confidence in the League Group's management. However, these types of bald assertions, without more, and without evidence,
do little to provide the court with a satisfactory basis upon which to assess this factor. In addition, the position of the secured
creditors must be considered in the context of other evidence that suggests that they are fully secured and that payments owed
to them by the League Group are current: Pacific Shores Resort & Spa Ltd., Re, 2011 BCSC 1775 (B.C. S.C. [In Chambers])
at para. 49(c).

34 Counsel for certain noteholders of LOF raised the matter of governance of the League Group during his submissions.
While supporting the application for DIP financing, it appears that those stakeholders are considering whether an application
for a chief restructuring officer (CRO) might be appropriate in the circumstances. I do not wish or need to predict what might
happen at the comeback hearing or any later court application but presumably, if an application for such relief is brought, it
will be based on evidence as to the willingness and/or ability of the current management of the League Group to proceed with
its restructuring efforts.

(d) Whether the loan would enhance the prospects of a viable compromise or arrangement being made by the League Group

35  Substantial arguments were advanced, by a number of the secured creditors, that the DIP funding was not necessary or
urgent. With respect, I disagree.

36 The cash flow forecast indicates that in the period leading up to November 18, approximately $1.6 million will be required
in respect of corporate operating expenses. A large portion of that amount, $1.1 million, will be required for payroll, with the
first payroll of approximately $550,000 due the very date of the hearing and the second payroll being due on November 8,
2013. The cash flow forecast indicates proposed payments of $339,000 for "project funding" which I am advised relates to
supporting certain income producing properties which are operating on a negative cash flow basis. Notwithstanding that the
evidence on the project operating expenditures is somewhat thin, in my view, it is reasonable to expect that the League Group
has some ongoing operations in the specific projects that require support in this interim period. Again, I would emphasize that
it is the overarching intention of the League Group to conduct business in the ordinary course, at least in the initial period of
the restructuring until a longer term strategy can be formulated.

37 The anticipated cash receipts of approximately $1.9 million over this time frame are clearly not sufficient to fund the
anticipated costs of approximately $3.5 million. Nor is the timing of some of those receipts during the week of October 28
certain in terms of making the payroll as soon as possible after it was due on October 25.

38  Finally, the cash flow forecast anticipates restructuring and financing costs of $1.45 million until the comeback hearing.
There are strenuous objections to payment of these amounts; however, it cannot be argued that professionals who are assisting in
the restructuring of these proceedings should be denied payment of their reasonable remuneration on an ongoing basis, if such
payments are possible: Timminco Ltd., Re, 2012 ONSC 506 (Ont. S.C.J. [Commercial List]) at para. 66. The amounts are large
but not unusual given the complexity of these proceedings and the issues raised. These professionals should not be required to
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simply rely on a court ordered charge to protect their outstanding fees. The Administration Charge in any event would not have
been sufficient to cover the amounts expected to be incurred to the date of the comeback hearing.

39  Further, if they wish, the stakeholders will have the opportunity to review all professional fees at the end of this matter.
In particular, paragraph 34 of the Initial Order provides that the Monitor and its legal counsel will pass their accounts before
this court. Paragraphs 6 and 7 of the Initial Order provide for the payment of reasonable fees and disbursements to the League
Group's counsel.

40  Without the proposed DIP funding, the League Group readily admits that it will be unable to continue. The Monitor states:

... If the financing is not approved, the current liquidity situation is such that League will not be able to fund payroll on
Friday, October 25th, which will require an immediate cessation of operations and the accompanying liquidation of its
assets in a forced and distressed manner.

41 Iam satisfied that the DIP financing sought on this application is urgently needed in order to fund operations within these
proceedings until the comeback hearing. Accordingly, I agree that such funding will enhance the prospects of an arrangement
by the League Group to its creditors.

(e) The nature and value of the League Group's property

42 As I have stated numerous times, many of the secured creditors oppose the continuation of this proceeding and wish
to take steps to realize on their security.

43 Most of the assets owned by the League Group are complex real estate holdings including income producing properties
and development properties, some of which are not yet completed.

44 The Monitor points out what might be said to be fairly obvious; namely, that such a realization scenario is not in the
interests of the creditors, including even these secured creditors, or the numerous other stakeholders in these proceedings:

A forced and distressed liquidation is clearly not in the interests of the creditors or Investors, nor is it in the interests of many
of the mortgage lenders who do not enjoy first mortgage security and whose security is spread across multiple properties
and assets. Such lenders will then be compelled to deal with complicated scenarios where their recovery on one property
will determine the extent to which they must rely on another property for the recovery of their loans. If a liquidation of
League's assets is to occur, it is imperative that such a liquidation should occur on an orderly and controlled basis.

45 In addition, as pointed out by counsel for the League Group, the nature of the assets is such that even if the secured
creditors were to take steps to realize on their security, they would inevitably be incurring some of the same types of expenses,
including professional fees, as are currently being proposed to be paid in accordance with the cash flow forecast: Pacific Shores
Resort & Spa Ltd. at para. 49(f).

(f) Whether any creditor would be materially prejudiced as a result of the DIP Lender's Charge

46  The issue of material prejudice to the secured creditors was largely focused on the evidence as to the value of the secured
assets and the "implied equity" which was calculated based on certain mortgage amounts stated to be outstanding.

47  Again, I do not intend to focus on each individual secured creditor. Many of the secured creditors take issue with what
has been described as the appraised value of the various projects over which they hold security and also with what is calculated
to be the mortgage debt outstanding on those projects.

48 The League Group and the Monitor do not dispute that this calculation of $210.9 million of "implied equity" is not a
certain calculation. In particular, the Monitor emphasizes that it has only, to this time, performed a "high level review" of the
calculation of equity in the various projects. The Monitor notes:
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a) Marketable Securities: those amounts are based on recent trading prices of units in the Partners REIT, which are
publicly traded;

b) The Income Producing Properties: the ascribed values of these properties are supported by appraisals, although it
is apparent that some of those appraisals are dated. In addition, the Monitor notes that most of the appraisals have
been prepared for financing purposes which in their experience, tend to be higher than values recoverable in the
market. Nevertheless, the Monitor concludes that there appears to be "significant positive equity available in these
properties"; and

¢) The Development Properties: the values ascribed are based on book values which represent the monies the League
Group has spent to date to develop the properties. Again, based on the Monitor's experience, if the development is not
completed, the recovery for these projects will be substantially less than the costs incurred to date. With respect to the
Colwood Development specifically, the Monitor is of the view that even if the League Group completes the project,
it is unlikely that the project costs will be fully recovered. Accordingly, the Monitor states that the $129.9 million
"implied" equity in the development properties is overstated, although it is unclear at this time to what degree.

49 I agree that the exact financial position of the League Group in the income producing and development properties is
unknown to some extent. These proceedings have only begun and the Monitor is no doubt continuing its investigation and
analysis of the various projects. I anticipate that the equity position in these properties will be further clarified in the near
future and that this further information can be communicated to the stakeholders. The Monitor points to the fact that after the
granting of the Initial Order, the mortgage lenders needed "time and a better understanding of League's complexity and possible
restructuring plan to consider supporting this refinancing".

50 In the meantime, despite the shortcomings in the financial calculations, there appears to be substantial equity in those
properties. Most of the secured creditors appearing on the application did not have any more reliable information towards a
calculation of the equity in the projects. When asked about their own specific secured positions, most were not able to state
convincingly or conclusively that their loans were in jeopardy, although some submissions were made that certain loan positions
were "on the bubble". Even if any of the secured creditors are in or close to a deficit position, the intention of the League Group
is to continue funding the mortgage payments, subject to obtaining further DIP financing to do so. In that event, any further
prejudice will be lessened. None of the secured creditors were able to say that their loans were subject to any financial defaults,
although I am assuming that given the CCAA filing, there are likely to be many non-financial defaults in accordance with the
usual security documentation.

51  AsInoted in Pacific Shores Resort & Spa Ltd. atpara. 49(f), material prejudice to secured creditors is only one factor to
be considered in equal measure with the others listed in the CCA44, s. 11.2(4).

52 On the basis of the evidence presented, I am satisfied that at the very least, the secured creditors will suffer some prejudice
in terms of delays in realization of their security in the event of a failure to restructure by the League Group. Beyond that, 1
am not satisfied that there is material prejudice to the secured creditors given the asset/debt levels disclosed to date. Further
prejudice may arise in the event that the "implied equity" amounts are reduced or perhaps eliminated.

53  Based on the current values disclosed, it is, as Mr. Gant suggests, really the unsecured creditors and the investor group
who are facing the material prejudice at this time and any prejudice to the secured creditors must also be considered in light of
that material prejudice. As I have noted above, there are also a substantial number of employees.

54 In light of the concerns expressed by the secured creditors, the League Group, with the support of the Monitor, has
proposed certain allocation provisions in the order authorizing DIP financing, should an allocation issue arise in the future. In
accordance with these provisions, costs that may be specifically attributed to a certain asset shall be allocated to that asset. Costs
that are not attributable to any asset are to be allocated as follows: firstly, to unencumbered or not fully encumbered assets and
secondly, to assets generally based on a pro rata allocation based on the actual value of an asset.
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55 I agree that this allocation provision should alleviate many of the secured creditors concerns as to how the DIP Lender's
Charge may be borne. It remains to be seen, of course, whether any allocation issues will in fact arise as that will be dependent
on the success of the restructuring.

(g) The Monitor's report

56  The Monitor's first report to the court is dated October 23, 2013. The Monitor supports the proposed DIP financing and
the granting of a DIP Lender's Charge, having reviewed the financial terms of the DIP Lenders and being satisfied that those
are reasonable terms and the bestavailable in the marketplace.

57 The Monitor is also satisfied that the restriction of the DIP Lender's Charge to $1.6 million will allow for the minimum cash
requirements for the League Group to meet its operating and restructuring obligations until the time of the comeback hearing.

58 Finally, the Monitor has expressed the view that it supports both the DIP Lender's Charge and the Representative
Counsel Charge referred to below to a total of $1.85 million notwithstanding that those charges would prime the existing secured
creditors, other than the Enforcing Mortgagees. The Monitor states that it is sensitive to concerns being raised by the mortgage
lenders as a result of the priming but that it supports the priming on the basis that there appears to be equity in the properties
such that it is unlikely the mortgage lenders will ultimately be impacted by these priority charges.

59  Asthe Monitor notes, it is usual in these types of cases that a DIP Lender will advance monies into those proceedings only
where the loans are supported by a court ordered priority charge over existing charge holders. All of the parties who submitted
offers to the League Group to provide DIP financing required such a priority charge. In Timminco Ltd., Re, 2012 ONSC 948
(Ont. S.C.J. [Commercial List]), aff'd 2012 ONCA 552 (Ont. C.A.), Mr. Justice Morawetz stated:

[49] In the absence of the court granting the requested super priority, the objectives of the CCAA would be frustrated. It is
neither reasonable nor realistic to expect a commercially motivated DIP lender to advance funds in a DIP facility without
super priority. The outcome of a failure to grant super priority would, in all likelihood, result in the Timminco Entities
having to cease operations, which would likely result in the CCAA proceedings coming to an abrupt halt, followed by
bankruptcy proceedings. Such an outcome would be prejudicial to all stakeholders ...

60  The same considerations discussed in 7Timminco Ltd. are at play here. It is unreasonable to expect that any DIP lender
would advance the required DIP financing, save and except with a charge having priority over existing creditors. As stated
by the League Group and as confirmed by the Monitor, this DIP financing is necessary and urgently required to continue the
operations of the League Group for a very short period of time until the comeback hearing. Failure to obtain that financing will
result in a liquidation scenario - one which, given the different stakeholder groups and the complexity of the assets, will no
doubt result in a multiplicity of realization proceedings at great cost. In that liquidation scenario, there will likely be prejudice
to those who are said, at this time, to be the stakeholders who have significant equity in the assets.

61  Itis a fundamental objective of the CCAA to avoid such an outcome if at all possible.

62  In conclusion, the DIP financing is urgently required by the League Group and is necessary to fund the operations for
a very short period of time to the comeback hearing. The order approving the DIP facility is granted. However, in my view,
there is no need to approve any DIP facility beyond the $1.6 million financing needed to the time of the comeback hearing. The
League Group is at liberty to bring a further application in respect of any further DIP financing.

Representative Counsel

63 The Monitor applies for the appointment of Fasken Martineau DuMoulin LLP ("Faskens") as representative counsel
for the investor group. In addition, the Monitor seeks an order that Faskens be granted a charge in the amount of $250,000 in
respect of its fees and disbursements. The proposed ranking of that charge is that it will stand in priority to all of the security
and charges (including the Director's Charge) but be subordinate to the Administration Charge, the DIP Lender's Charge and
the security of the Enforcing Mortgagees.
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64 As noted above, the investor group has been identified as comprising approximately 3,200 individuals and some
institutional investors who have supplied approximately $352 million to the League Group to fund its real estate properties
and business operations. Generally speaking, these investors have contributed funds in the form of secured notes, unsecured
notes and equity to IGW REIT, LOF and to individual project limited partnerships, either directly or through an RRS Peligible
investment vehicle. I understand that the various investment vehicles have different conversion, redemption or retraction
features.

65 The Monitor advises that while there are certain common attributes amongst the investor group, there are other
circumstances relating to the various investments that would suggest that some individuals or sub-groups may have positions
that may differ from others within the overall group. For example, it may be such that different project specific investments
have equity, while others do not.

66  The Monitor has already fielded over 100 enquiries from various investors. On October 23, 2013, the Monitor scheduled
and held a conference call for the purpose of informing investors of the CCAA4proceedings and the anticipated process and also
to answer any questions. I am advised that over 460 investors participated in that call. At that time, the investors were introduced
to counsel from Faskens and the concept of a representative counsel was discussed.

67  If representative counsel is to be appointed, there is no opposition to the appointment of Faskens given their extensive
experience in insolvency matters and in particular, matters involving large and disparate stakeholder groups where representative
counsel were appointed, such as in the Eron Mortgage Corporation proceedings.

68 The Monitor states that it is unlikely that many of the individual investors will either have the financial wherewithal
or means to engage legal counsel to provide for their meaningful participation in these insolvency proceedings. In addition, if
a number of separate law firms are retained by investors, a multiplicity of representation by those having a commonality of
interest will add to the cost and therefore the complexity of the proceedings. Finally, the Monitor notes that these investors are
the stakeholders to be "most keenly affected by this restructuring” and representation of their interests may be beneficial so as
to ensure that all stakeholders have adequate input into the course of these proceedings.

69 I am satisfied that the Monitor is not in a position to assist any further in alerting the investors to these proceedings,
organizing the investor group and advising them of issues that may affect them either as a group or individually.

70 The statutory jurisdiction upon which such representative charges are considered is found in the CCA4, s. 11, which
provides that the court may make any order that it considers "appropriate" in the circumstances:

General power of court

11. Despite anything in the Bankruptcy and Insolvency Act or the Winding-up and Restructuring Act, if an application is
made under this Act in respect of a debtor company, the court, on the application of any person interested in the matter,
may, subject to the restrictions set out in this Act, on notice to any other person or without notice as it may see fit, make
any order that it considers appropriate in the circumstances.

71 The appropriateness of such orders has been considered numerous times by the Ontario Superior Court of Justice
(Commercial List): see Nortel Networks Corp., Re (2009), 53 C.B.R. (5th) 196, 2009 CarswellOnt 3028 (Ont. S.C.J.
[Commercial List]), Fraser Papers Inc., Re, 2009 CarswellOnt 6169 (Ont. S.C.J. [Commercial List]), Canwest Global
Communications Corp., Re, 2009 CarswellOnt 9398 (Ont. S.C.J. [Commercial List]), and TBS Acquireco Inc., Re, 2013 ONSC
4663 (Ont. S.C.J. [Commercial List]) and by this court: Catalyst Paper Corp., Re, 2012 BCSC 451 (B.C. S.C.).

72 In Canwest Publishing Inc./Publications Canwest Inc., Re, 2010 ONSC 1328 (Ont. S.C.J. [Commercial List]), Pepall J.
(as she then was) summarized many of the factors that have been considered in granting these types of order:

[21] Factors that have been considered by courts in granting these orders include:
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« the vulnerability and resources of the group sought to be represented;

« any benefit to the companies under CCAA protection;

« any social benefit to be derived from representation of the group;

« the facilitation of the administration of the proceedings and efficiency;

« the avoidance of a multiplicity of legal retainers;

« the balance of convenience and whether it is fair and just including to the creditors of the Estate;

« whether representative counsel has already been appointed for those who have similar interests to the group seeking
representation and who is also prepared to act for the group seeking the order; and

« the position of other stakeholders and the Monitor.

73 The stakeholder groups for which representative counsel were appointed in Nortel Networks Corp., Fraser Papers Inc.,
Canwest Global Communications Corp. and Canwest Publishing Inc. were current and former employees of the debtors. In
those cases, the Ontario court noted the particular vulnerability of certain of those stakeholders. The vulnerability of the investor
group here has not yet been fully investigated, but the Monitor and Mr. Gant certainly suggest that similar concerns arise in
relation to the individuals who have invested a significant portion of their net worth in the League Group. In addition, the
indications of equity in the League Group's assets would also suggest that their interests in these proceedings are real and not
merely illusory.

74  In First Leaside Wealth Management Inc., Re, 2012 ONSC 1299 (Ont. S.C.J. [Commercial List]), Mr. Justice D.M. Brown
appointed representative counsel in those CCAA proceedings for some 1,200 clients who were investors in one of the debtor
companies (para. 38). Representative counsel were also appointed in the Eron Mortgage Corporation proceedings for certain
investor groups: see Eron Mortgage Corp., Re (1998), [1999] 4 W.W.R. 375 (B.C. S.C.) at para. 3.

75 I am satisfied that the appointment of representative counsel in this case is appropriate for the reasons stated by the
Monitor. As matters stand, the investor group is a significant one and it is important that they be properly represented so that
they can take appropriate positions in these insolvency proceedings. From a timing perspective, it is somewhat imperative that
the investors obtain some legal representation in respect of the comeback hearing which, as I have alluded to, is expected to be
highly contentious principally from the perspective of the secured creditors.

76 At this point in time, the investor group has a sufficient "commonality of interest" that can be best served by one counsel:
Nortel Networks Corp. at paras. 62-63, Fraser Papers Inc. at paras. 11-12. The appointment of representative counsel will allow
their positions to be advanced in an efficient manner, to the benefit of all stakeholders. Separate representation may be required
at a later time once Faskens has had an opportunity to investigate the claims of the investors and determine what positions might
be advanced in these proceedings. That matter can be addressed if and when it arises.

77  The statutory jurisdiction to order that the fees and disbursements of any representative counsel be secured by a charge
is found in the CCAA, s. 11.52(1)(c):

Court may order security or charge to cover certain costs

11.52 (1) On notice to the secured creditors who are likely to be affected by the security or charge, the court may make an
order declaring that all or part of the property of a debtor company is subject to a security or charge — in an amount that
the court considers appropriate — in respect of the fees and expenses of
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(¢) any financial, legal or other experts engaged by any other interested person if the court is satisfied that the security
or charge is necessary for their effective participation in proceedings under this Act.

Priority
(2) The court may order that the security or charge rank in priority over the claim of any secured creditor of the company.

78 Having forecast to the secured creditors my conclusions with respect to the DIP financing, I encouraged the parties
to discuss what interim accommodations could be agreed upon in order that representative counsel could be retained for the
investors in the short period of time leading up to the comeback hearing.

79  As a result of those discussions, it was generally agreed and subsequently ordered that Faskens would be appointed as
representative counsel with authorized fees of $125,000. The League Group was authorized to pay a retainer of $75,000. It

A

was also recognized that a charge would be necessary in order to allow for Faskens' "effective participation" in the proceedings
and a Representative Counsel Charge was ordered to the extent of $50,000, with priority save and except with respect to the

Administration Charge, the DIP Lender's Charge and the security of the Enforcing Mortgagees.

80  This modest cost for representative counsel at this stage is fair and reasonable and is intended to benefit the proceedings
generally. Therefore, the Representative Counsel Charge is properly borne by stakeholders based on the proposed priority:
Canwest Publishing Inc./Publications Canwest Inc., Re, 2010 ONSC 222 (Ont. S.C.J. [Commercial List]) at para. 54.

81 It is anticipated that the Representative Counsel will have met at least to some degree with the investor group prior to
the comeback hearing and will be in a position to report to the court on what efforts have been made to organize the group.
It is also hoped that by then, the Representative Counsel will have assessed the investor group's interests so as to be able to
advise, if possible, what issues might be raised by the investor group. Finally, it is anticipated that Faskens will make efforts
to determine whether it is possible to raise retainer funds within the investor group itself for any representation beyond the
comeback hearing, rather than securing further amounts from the League Group.

Disposition

82  The Initial Order is amended and restated on the terms proposed with respect to the DIP financing and the DIP Lender's
Charge, save and except that the authorized credit facility shall not exceed $1.6 million. The League Group and the DIP Lenders
are to file a copy of the amended commitment letter in this court once that is signed.

83 The order is granted appointing Faskens as Representative Counsel for the investor group on the terms proposed. The
authorized fees for the Representative Counsel will be $125,000, to be secured by a retainer of $75,000 paid by the League
Group and a Representative Counsel Charge of $50,000 with the indicated priority.

84  The remainder of the applications, including the applications of FCC Mortgage Associates Inc. and Export Development
Canada, are adjourned to November 18, 2013 to be heard at the same time as the comeback hearing.
Order accordingly.
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Synopsis

Background: Creditor moved to compel noteholders group
to comply with its disclosure obligations under Bankruptcy
Rule, and noteholders group resisted on theory that it was not
ad hoc committee subject to provisions of Rule, but only a
loose affiliation of creditors.

[Holding:] The Bankruptcy Court, Mary F. Walrath, J.,
held that noteholders group consisting of multiple creditors
holding similar claims, whose members had filed pleadings
and appeared in debtors' jointly administered Chapter 11
cases collectively and not individually, qualified as “ad hoc
committee,” for purposes of Bankruptcy Rule governing
disclosure obligations of official and ad hoc committees.

Motion granted.

West Headnotes (3)

[1] Bankruptcy ¢= Creditors' and equity security
holders' committees and meetings
Noteholders group consisting of multiple
creditors  holding
members had filed pleadings and appeared in
debtors' jointly administered Chapter 11 cases

similar claims, whose

collectively and not individually, qualified as
“ad hoc committee,” for purposes of Bankruptcy
Rule governing disclosure obligations of official
and ad hoc committees, despite fact that
membership in group was at-will, that group
had no ability to bind its members without their

consent, and that members of group elected
to characterize themselves, not as committee,
but as loose affiliation of creditors. Fed.Rules
Bankr.Proc.Rule 2019, 11 U.S.C.A.

4 Cases that cite this headnote

2] Statutes @= Plain, literal, or clear meaning;
ambiguity
Generally, legislative history should not be relied
upon where language of statute or rule is clear.

2 Cases that cite this headnote

[3] Bankruptcy @= Creditors' and equity security
holders' committees and meetings

Rule
obligations of official and unofficial committees

Bankruptcy governing  disclosure
of creditors and equity holders is not limited in its
application only to bodies that purport to speak
on behalf of entire class or broader group of
stakeholders in fiduciary capacity, with power to
bind stakeholders that are members of such body.

Fed.Rules Bankr.Proc.Rule 2019, 11 U.S.C.A.

3 Cases that cite this headnote
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*272 Andrew C. Irgens, Richards, Layton & Finger,
Chun I Jang, Cory D. Kandestin, Lee E. Kaufman,
Mark D. Collins, Richards, Layton & Finger, P.A., Neil
Raymond Lapinski, Rafael Xavier Zahralddin—Aravena,
Elliott Greenleaf, Wilmington, DE, for Debtors.

OPINION
MARY F. WALRATH, Bankruptcy Judge.

Before the Court is the Motion of JPMorgan Chase Bank,
National Association (“JPM”) to Compel the Washington
Mutual, Inc., Noteholders Group (the “WMI Noteholders
Group”) to Comply with Rule 2019 of the Federal Rules of
Bankruptcy Procedure. For the reasons set forth below, the
Court will grant the Motion.
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1. FACTUAL BACKGROUND
Prior to filing its chapter 11 petition, Washington Mutual, Inc.

(“WMI”) was a savings and loan holding company, % which
owned Washington Mutual Bank (“WMB”). WMB owned a
subsidiary bank, Washington Mutual Bank fsb (“WMB{fsb”).
Before failing, WMB was the nation's largest savings and loan
association, with over 2,200 branches and $188.3 billion in
deposits.

Beginning in mid-2007, the slowdown in the nation's
economy and, in particular, the deterioration in the residential
housing market resulted in decreased revenue and earnings
at WMI and trouble in the asset portfolio of WMB. By
September 2008, in the midst of a global credit crisis of
unprecedented proportions, WMI and WMB faced a wave
of ratings downgrades by the major credit-rating agencies.
Deteriorating confidence in WMB fueled a run on the bank,
during which $16.7 billion in deposits was withdrawn over a
ten-day period beginning September 15, 2008.

On September 25, 2008, WMB's primary regulator,3 the
Office of Thrift Supervision (the “OTS”), seized WMB and
appointed the Federal Deposit Insurance Corporation (the
“FDIC”) as receiver. WMB's takeover by the FDIC was the
largest bank failure in the nation's history. Immediately *273
after its appointment as receiver, the FDIC sold substantially
all the assets of WMB to JPM. On September 26, WMI
filed a chapter 11 petition, together with its affiliate, WMI
Investment Corporation.

The WMI Noteholders Group first appeared in this case when
its counsel (Bayard, P.A. and White & Case LLP) filed a
notice of appearance dated October 20, 2008, on behalf of
the Group. Contemporaneously with the notice of appearance,
counsel filed a Verified Statement of White & Case LLP (the
“W & C 2019 Statement™) listing the names and addresses
of 23 entities participating in the Group as of that date which
collectively held over $1.1 billion in principal amount of notes

issued by WML 4 In addition, the Statement represented that
each entity “participating in the WMI Noteholders Group
makes its own decisions as to how it wishes to proceed
and does not speak for, or on behalf of, any other creditor,
including the other participants participating in the WMI
Noteholders Group in their individual capacities.”

Through counsel, the WMI Noteholders Group has been
active in these cases. Counsel for the WMI Noteholders

Group has filed responsive pleadings relating to several

contested matters> and appeared at numerous hearings.

On August 6, 2009, JPM filed a Motion to compel the WMI
Noteholders Group to comply with Bankruptcy Rule 2019.
The WMI Noteholders Group opposed the Motion. The Court
held a hearing on August 24, 2009, at which the parties
presented oral argument. At the conclusion of the hearing, the
Court took the matter under advisement. The matter is ripe
for decision.

1I. JURISDICTION
This Court has jurisdiction over this matter, which is a core
proceeding pursuant to 28 U.S.C. §§ 1334 and 157(b)(2)(A).

1II. DISCUSSION
Rule 2019(a) provides in relevant part:

In a chapter 9 municipality or chapter
11 reorganization case, except with
respect to a committee appointed
pursuant to § 1102 or 1114 of the Code,
every entity or committee representing
more than one creditor or equity
security holder ... shall file a verified
statement setting forth (1) the name
and address of the creditor or equity
security holder; (2) the nature and
amount of the claim or interest and
the *274 time of acquisition thereof
unless it is alleged to have been
acquired more than one year prior to
the filing of the petition; (3) a recital of
the pertinent facts and circumstances
in connection with the employment of
the entity or indenture trustee, and,
in the case of a committee, the name
or names of the entity or entities at
whose instance, directly or indirectly,
the employment was arranged or the
committee was organized or agreed
to act; and (4) with reference to
the time of the employment of the
entity, the organization or formation
of the committee, or the appearance
in the case of any indenture trustee,
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the amounts of claims or interests
owned by the entity, the members
of the committee or the indenture
trustee, the times when acquired,
the amounts paid therefor, and any
sales or other disposition thereof. The
statement shall include a copy of
the instrument, if any, whereby the
entity, committee, or indenture trustee
is empowered to act on behalf of
creditors or equity security holders. 4
supplemental statement shall be filed
promptly, setting forth any material
changes in the facts contained in
the statement filed pursuant to this
subdivision.

Fed. R. Bankr.P.2019(a) (emphasis added).

The WMI Noteholders Group does not dispute that the
disclosure in the W & C 2019 Statement of only the names
of the participants and the aggregate holdings of the WMI
Noteholders Group is insufficient to comply with Rule 2019.
The WMI Noteholders Group argues instead that Rule 2019
is inapplicable, because it is not an “entity or committee
representing more than one creditor.” Rather, the WMI
Noteholders Group asserts that it is “simply a loose affiliation
of creditors who, in the interests of efficiency are sharing the
cost of advisory services in connection with the case.”

A. Plain Language of Rule 2019
[1] The Rule requires disclosure from any “entity or
[unofficial] committee representing more than one creditor
or equity security holder.” Counsel to the WMI Noteholders
Group contends that the Group is neither an entity nor an ad
hoc committee within the meaning of the Rule because the
Group is:

simply a loose affiliation of WMI

creditors who, in the interest of
efficiency, are sharing the cost of
advisory services in connection with
the case. The Noteholders do not speak
for, have no ability to bind and owe
no duties to anyone who is not a

Noteholder. Perhaps as importantly,

the Noteholders don't even have the
right to speak for or bind individual
Noteholders absent their individual
consent. Each Noteholder acts in its
own right and on its own behalf; issues
are discussed and negotiated among
the individual Noteholders, who often
hold competing views about certain
issues, and ultimately agreed to before
a position is formally taken by the
Noteholders.

Counsel's argument proves too much; the above statement
applies with equal force to ad hoc committees as well as to
the WMI Noteholder Group.

Ad hoc committees, due to their unofficial status, are typically
a “loose affiliation” of creditors. The at-will nature of
committee membership is one of the defining characteristics
of ad hoc committees. See Robert J. Rosenberg, et al., Ad
Hoc Committees and Other (Unofficial) Creditor Groups:
Management, Disclosure and Ethical Issues, ABI Business
Reorganization Committee Newsletter (June 2008), available
at  http:/
busreorg/vol7num2/AdHoc.pdf (noting

org/committees/newsletters/
that
membership *275 in an ad hoc committee is at will, the

www.abiworld.
“[bJecause

roster of members can change frequently and radically over
the course of a bankruptcy”). Because membership is at
—will, an ad hoc committee cannot bind members absent
their consent, and generally all members must agree on

any position the committee takes. © Otherwise, dissenting
members will simply leave the committee.

Here, the WMI Noteholders Group possesses virtually all
the characteristics typically found in an ad hoc committee,
save the name. The WMI Noteholders Group consists of
multiple creditors holding similar claims. The members of
the WMI Noteholders Group filed pleadings and appeared
in these chapter 11 cases collectively, not individually. The
WMI Noteholders Group retained counsel, which takes its
instructions from the Group as a whole. While counsel
contends that it speaks only for the members of the WMI
Noteholders Group that agree with the filing of each pleading
or position taken in each appearance, counsel for the Group
has never advised this Court that it is representing less than all
the Group. Rather the pleadings and appearances by counsel
demonstrate that the Group and counsel represent not each
individual member in its individual capacity, but rather the
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Group as a whole. In fact, it is the collective $1.1 billion in
holdings of the members of the Group that counsel uses to
argue in favor of the Group's position, not each individual's
separate holding.

Under the plain language of Rule 2019, therefore, the
Court finds that although the WMI Noteholders Group call
themselves a Group, they are in fact acting as an ad hoc

committee or entity 7 representing 8 more than one creditor.
The WMI Noteholders Group, therefore, must comply with
Rule 2019.

B. Case Law

The case law supports the Court's conclusion that the WMI
Noteholders Group *276 is an ad soc committee or entity
representing more than one creditor and, therefore, covered
by Rule 2019. See In re Northwest Airlines Corp., 363 B.R.
701 (Bankr.S.D.N.Y.2007) (“Northwest I ). In Northwest I,
the debtors moved to require an ad hoc committee of equity
security holders to comply with the disclosure requirements
of Rule 2019, including the disclosure of the amount of
claims or interests owned by committee members, the time
of acquisition, and amounts paid for the interests. /d. at 701.
The ad hoc committee argued that Rule 2019 did not apply
because no member of the committee represented any party
other than itself and only the law firm appearing on behalf
of the committee represented more than one equity security
holder. /d. at 703. Thus, according to the ad hoc committee,
only the law firm appearing on behalf of the committee was
required to comply with the disclosure requirements of Rule
2019. 1d.

Judge Gropper disagreed, finding that Rule 2019 applied to
the ad hoc committee:

Rule 2019 more appropriately seems to apply to the formal
organization of a group of creditors holding similar claims,
who have elected to consolidate their collection efforts.
That is exactly the situation in this case, except that here
there are shareholders rather than creditors. Where an ad
hoc committee has appeared as such, the committee is
required to provide the information plainly required by
Rule 2019 on behalf of each of its members.

Ad hoc or unofficial committees play an important role in
reorganization cases. By appearing as a “committee” of
shareholders, the members purport to speak for a group
and implicitly ask the court and other parties to give their
positions a degree of credibility appropriate to a unified

group with large holdings. Moreover, the Bankruptcy Code
specifically provides for the possibility of the grant of
compensation to “a committee representing creditors or
equity security holders other than a committee appointed
under section 1102 of this title, in making a substantial
contribution in a case under chapter 9 or 11 of this title.” 11
U.S.C. § 503(b)(3)(D). A committee purporting to speak
for a group obviously has a better chance of meeting
the “substantial contribution” test than an individual, as
a single creditor or shareholder is often met with the
argument that it was merely acting in its own self-
interest and was not making a “substantial contribution” for
purposes of § 503(b)(3).

Id. at 703 (internal quotations and citations omitted).

The WMI Noteholders Group relies on an order entered in
the Scotia Development case in which the court denied a
motion to compel an ad hoc noteholder group to comply
with Rule 2019, finding the noteholder group was “not a
‘committee’ within the meaning of Bankruptcy Rule 2019.”
In re Scotia Development LLC, No. 07-20027, 2007 WL
1192137 (Bankr.S.D.Tex. Apr. 18, 2007) (order denying
motion to compel Rule 2019 disclosures). However, the order
only sets forth the court's conclusion, with no supporting
authority or legal reasoning. Accordingly, the Court does not
find the Scotia Development order persuasive. See generally,
In re Charter Behavioral Health Sys., LLC, 292 B.R. 36,
39 n. 5 (Bankr.D.Del.2003) (noting the Court “consistently
refuse[s] to consider bench rulings ... because they often do
not have the benefit of reflection and many times do not
articulate all of the reasons behind the decision”). Rather,
the Court agrees with the well-reasoned decision of Judge
Gropper in Northwest I and concludes that Rule 2019
*277 requires disclosure from the members of the WMI
Noteholders Group.

C. History of Rule 2019
[2] The WMI Noteholders Group argues, however, that the
history of Rule 2019 supports its argument that its members
should not be required to make the disclosure mandated by
that Rule. Generally, legislative history should not be relied
upon where the language of a statute or rule is clear. See Hay
Group, Inc. v. E.B.S. Acquisition Corp., 360 F.3d 404, 406
(3d Cir.2004) (“The Supreme Court has repeatedly explained
that recourse to legislative history or underlying legislative
intent is unnecessary when a statute's text is clear and does
not lead to an absurd result.”) (quoting United States ex rel.
Mistick PBT v. Housing Authority of City of Pittsburgh, 186
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F.3d 376, 395 (3d Cir.1999)). Even if the language of Rule
2019 were not clear and unambiguous, however, its history
does not support the WMI Noteholders Group's argument.

The disclosure requirements of Rule 2019 have a lengthy
The direct
antecedent of Rule 2019 was Rule 10-211 under former

history in corporate reorganization cases.

Chapter X of the Bankruptcy Act, which was adopted
following a comprehensive report on committees in corporate
reorganizations authored by Professor (later Justice) William
0. Douglas in the 1930's. See Report on the Study
and Investigation of the Work, Activities, Personnel and
Functions of Protective and Reorganization Committees
(1937) (hereafter the “SEC Report™). See also In re Northwest
Airlines Corp., 363 B.R. 704, 707 (Bankr.S.D.N.Y.2007)
(“Northwest I11”).

Prior to the enactment of Chapter X, reorganization as
a practical matter was unavailable under the Bankruptcy
Act of 1898. Daniel Bussel, Coalition—Building Through
Bankruptcy Creditors’ Committees, 43 UCLA L.Rev. 1547,
1552 (1996). Absent a statutory reorganization scheme,
federal courts created what was known as federal equity
receivership. See Charles Jordan Tabb, The History of the
Bankruptcy Laws in the United States, 3 Am. Bankr.Inst.
L.Rev. 5, 21-22 (1995). Equity receiverships were subject to
many abuses, however, which were the subject of the SEC
Report.

The WMI Noteholders Group argues that the primary evil
which the SEC Report identified (and which Rule 2019
was meant to remedy) was the use of deposit agreements
by unofficial committees in equity receiverships (whereby
creditors deposited their securities with a designated
institution and gave up control of their rights in the
reorganization to the committee). See gemerally Evan D.
Flaschen and Kurt A. Mayr, Ad Hoc Committees and the
Misuse of Bankruptcy Rule 2019, 16 Norton J. Bankr.L. &
Prac. 6 Art. 3, at 2-3 (2007) (asserting that the predecessor
of Rule 2019 was adopted to combat only the abuse of
deposit agreements in committee formation); Sparkle L.
Alexander, Note, The Rule 2019 Battle: When Hedge Funds
Collide With The Bankruptcy Code, 73 Brook. L.Rev. 1411,
1420 (2008) (“[I]t is clear that [Rule 2019] was enacted to
specifically address abuses by protective committees in the
1930s that solicited deposit agreements from investors.”);
James M. Shea, Jr., Note, Who Is at the Table? Interpreting
Disclosure Requirements for Ad Hoc Groups of Institutional

Investors Under Federal Rule of Bankruptcy Procedure

2019, 76 Fordham L.Rev. 2561, 2594 (2008) (“Rule 2019
applies to those in fiduciary/agency relationships who are
not otherwise under the supervision of the court.”); 9 King
et al., Collier on Bankruptcy, § 2019.01 (15th ed.2009)
(noting Rule 2019 “covers entities which act in a fiduciary
capacity that are not otherwise *278 subject to the control
of the court,” but adding that “[t]he scope of [Rule 2019] is
facially broader, however, reaching any entity having multiple
representations”).

Although this interpretation of history has gained significant
support in academic research, it overlooks the significant
fact that the SEC Report envisioned a comprehensive
legislative scheme to combat a variety of problems related
to the committee system in equity receiverships and
reorganizations. After a thorough study of the state of
reorganization and perceived problems and abuses with
equity receiverships, the SEC Report identified several
recommendations for improvement, only one of which

was the inspiration for what is presently Rule 2019.° In
addition to the disclosure recommendation which eventually
became Rule 2019, however, the SEC Report specifically

recommended the elimination of deposit agreements. 10

Thus, history confirms that Rule 2019 was not limited to
deposit agreements. The predecessor of Rule 2019 was
designed to “provide a routine method of advising the court
and all parties in interest of the actual economic interest of
all persons participating in the proceedings.” SEC Report
at 902. The mere fact that the SEC Report made other
recommendations to combat different problems does not
change the scope or applicability of Rule 2019 to the case at
bar.

[3] The WMI Noteholders Group contends, however, that
the Rule was only intended to apply to “a body that purports
to speak on behalf of an entire class or broader group of
stakeholders in a fiduciary capacity with the power to bind
the stakeholders that are members of such a committee.”
The WMI Noteholders Group's argument is premised on the
erroneous assumption that the Group owes no fiduciary duties
to other similarly situated creditors, either in or outside the
Group. The case law, however, suggests that members of a
class of creditors may, in fact, owe fiduciary duties to other
members of the class. See Young v. Higbee Co., 324 U.S.
204, 210, 65 S.Ct. 594, 89 L.Ed. 890 (1945) (finding that
stockholders, “by appealing from a judgment which affected
a whole class of stockholders owed an obligation to them, the
full extent of which we need not now delineate. Certainly,
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at the very least they owed them an *279 obligation to
act in good faith.”); Official Committee of Equity Security
Holders of Mirant Corp. v. The Wilson Law Firm, P.C. (In
re Mirant Corp.), 334 B.R. 787, 793 (Bankr.N.D.Tex.2005)
(“It is a well established principle of bankruptcy law that
when a party purports to act for the benefit of a class, the
party assumes a fiduciary role as to the class.”) Indeed, Judge
Gropper in Northwest II, while not expressly finding that
fiduciary duties existed between the members of the ad hoc
committee and the rest of the class, noted the importance of
the relationship between the committee and other similarly
situated shareholders:

By acting as a group, the members
of the
subordinated to the requirement of

shareholders' Committee
Rule 2019 their interest in keeping
private the prices at which they
individually purchased or sold the
Debtors' securities. This is not unfair
because their negotiating decisions as
a Committee should be based on the
interest of the entire shareholders'
group, not their individual financial
advantage.

363 B.R. at 708 (emphasis added). It is not necessary, at this
stage, to determine the precise extent of fiduciary duties owed
but only to recognize that collective action by creditors in a
class implies some obligation to other members of that class.

D. Proposed Amendment of Rule 2019
Recently efforts have been made to repeal Rule 2019.
See Letter from Securities Industry and Financial Markets
Association and The Loan Syndication and Trading
Association to Peter G. McCabe, Secretary, Committee on
Rules of Practice and Procedure of the Judicial Conference of
the United States 1 (November 30, 2007) (available at http://
www.uscourts.gov/rules/BK% 20 Suggestions% 202007/07—
BK-G—.pdf).
In response, however, the Advisory Committee has
recommended changes to the Rule that require more, rather
than less, disclosure. The proposed amended Rule would still
require that “every entity, group, or committee that consists
of or represents more than one creditor or equity security

holder and, unless the court directs otherwise, every indenture
trustee,” make certain disclosures. The Rule, however, has
expanded the disclosures required to include information
of the parties' “disclosable economic interest” which is
“intended to be sufficiently broad to cover any economic
interest that could affect the legal and strategic positions
a stakeholder takes in a chapter 9 or chapter 11 case.”
Report of the Advisory Committee on Bankruptcy Rules,
Appendix B, Committee Notes to Rule 2019 (May 11, 2009)
(available at http://www.uscourts.gov/rules/proposed0809/
BK Rules Forms Amendments.pdf).

Although much has changed in the financial universe since
1937, concerns regarding the actual economic interests of
creditors participating in bankruptcy cases still exist. The
proliferation of short-selling and the advent of myriad
derivative products now allow creditors to take multiple
stakes in the capital structure of debtors. Such varied holdings
have the potential to create complex, conflicting incentives
for large creditors. In addition, collective action by creditors
through the use of ad hoc committees or groups allows
creditors to utilize other group members' holdings to obtain
a greater degree of influence in a bankruptcy case than
single creditors acting alone. As such, the policies behind the
disclosure requirements of Rule 2019 are as relevant today as
they were 70 years ago.

The implications of creditors holding claims at different
levels of the debtors' capital structure is an issue that has
risen *280 to prominence in recent years. See James M.
Shea, Jr., Note, Who Is at the Table? Interpreting Disclosure
Requirements for Ad Hoc Groups of Institutional Investors
Under Federal Rule of Bankruptcy Procedure 2019, 76
Fordham L.Rev. 2561, 2622 (2008) (noting that “one major
issue in both [the Adelphia and Northwest | cases was the
cross-structure holdings of the investors involved in ad hoc
groups because these cross-structure holdings were believed
to influence the positions taken by the parties”); Kevin
J. Coco, Empty Manipulation: Bankruptcy Procedure Rule
2019 and Ownership Disclosure in Chapter 11 Cases, 2008
Colum. Bus. L.Rev. 610, 619-22 (2008) (discussing various
hypothetical scenarios where a creditor's net economic
interest is in conflict with its position as a creditor in the
bankruptcy case); Henry T.C. Hu & Bernard S. Black, Equity
and Debt Decoupling and Empty Voting II: Importance and
Extensions, 156 U. Pa. L.Rev. 625, 728-35 (2008) (noting
the theoretical possibility of the “empty creditor” scenario
in bankruptcy cases where a creditor appears to hold a
substantial claim but really has no interest at stake); Stephen
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J. Lubben, Credit Derivatives and the Future of Chapter 11,
81 Am. Bankr.L.J. 405, 407 (2007) (stating issues in chapter
11 cases arise when creditors no longer have motivation to act
as such). The proliferation of complex financial instruments
results in a situation where, although a creditor is nominally
a member of a certain class of creditors through ownership of
securities in that class, the creditor may in fact have a total
economic interest adverse to the class as a whole.

While this possibility is a strong argument in favor of
disclosure of the total economic interest of all creditors,
the unique problems associated with collective action by
creditors through ad hoc committees or groups requires
disclosure for those groups in particular. Collective action of
creditors through the use of an ad hoc committee or group
is a form of leverage, wherein the parties utilize other group
members' holdings to obtain a greater degree of influence
on the case. This enables theoretically better returns than if
creditors were to act individually in a case. This is especially
true, for example, where a group or committee controls one-
third of a class of claims, which might allow the group
to block confirmation of a plan. See 11 U.S.C. § 1126(c)
(requiring two-thirds in amount voting of a class of creditors
to accept a plan).

The Advisory Committee on Bankruptcy Rules recognized
the potential problems posed by this and has proposed an

Footnotes

amended Rule 2019 to modernize the rule. While existing
Rule 2019 may not require the disclosure of all the types of
economic interests that exist in the modern financial system,
that is not a reason to fail to enforce the existing Rule as
written.

IV. CONCLUSION
For the reasons set forth above, the Court will grant the
Motion of JPM.

An appropriate order is attached.

ORDER

AND NOW, this 2nd day of DECEMBER, 2009, upon
consideration of the Motion filed by JPMorgan Chase Bank,
National Association and for the reasons set forth in the
accompanying Opinion, it is hereby

ORDERED that the Motion is GRANTED.

All Citations

419 B.R. 271, 62 Collier Bankr.Cas.2d 2024, 52

Bankr.Ct.Dec. 141

1

This Opinion constitutes the findings of fact and conclusions of law of the Court pursuant to Rule 7052 of the Federal
Rules of Bankruptcy Procedure, which is made applicable to contested matters by Rule 9014 of the Federal Rules of
Bankruptcy Procedure.

WMB was also subject to regulatory oversight by the Office of the Comptroller of the Currency (“OCC"), the Board of

On November 6, 2008, a notice of appearance was filed by Kasowitz, Benson, Torres & Friedman LLP as co-counsel to
the WMI Noteholders Group stating that a list of participants in the WMI Noteholders Group was being provided, although

2 See 12 U.S.C. § 1467a.
3
Governors of the Federal Reserve System (the “Fed”), and the FDIC.
4
no such statement was attached or filed with the Court.
5

See Joinder of the Washington Mutual, Inc., Noteholders Group to the Debtors' Objection to the Motion Pursuant to 11
U.S.C. § 554(b) for an Order to the Debtor in Possession to Abandon Certain Multidistrict Prepetition Derivative Claims
Pending in the U.S. District Court for the Western District of Washington (D.1.506); Joinder of the Washington Mutual, Inc.,
Noteholders Group to Debtors' Objection to Proof of Claim Number 8 Filed by the Internal Revenue Service (D.1.590);
Objection by the Washington Mutual, Inc., Noteholders Group to Debtors' Motion Pursuant to Section 105(a) of the
Bankruptcy Code and Bankruptcy Rule 9019(a) for Approval of Settlement with JPMorgan Chase Bank, N.A. (D.1.1324);
Statement of the Washington Mutual, Inc., Noteholders Group in Opposition to (a) the Motion of Intervenor—Defendant
Federal Deposit Insurance Corporation, as Receiver for Washington Mutual Bank, to Stay or Dismiss the Adversary
Complaint, and (b) the Motion of Defendant JPMorgan Chase Bank, N.A. for Stay of Debtors' Adversary Proceeding
(D.1.1132).
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6

10

Of course, ad hoc committees may voluntarily agree to formalize their relationship through committee bylaws. In such
a situation, membership may cease to be at-will and certain issues may be governed in advance by agreement of the
committee members.
The Bankruptcy Code defines the term “entity” to include any “person, estate, trust, governmental unit, and United States
trustee.” 11 U.S.C. § 101(15). The term “person” is defined to include an “individual, partnership, and corporation.” 11
U.S.C. § 101(41). By use of the word “includes,” the definition of “entity” is non-exclusive. Black's Law Dictionary defines
an “entity” as “an organization (such as a business or a governmental unit) that has a legal identity apart from its members.”
Black's Law Dictionary 573 (8th ed.2004). See also Merriam—Webster's Collegiate Dictionary 387 (10th ed.1997) (defining
“entity” as “(1)(a) being, existence; especially: independent, separate, or self-contained existence (b) the existence of a
thing as contrasted with its attributes; (2) something that has separate and distinct existence and objective or conceptual
reality”). The WMI Noteholders Group is an “entity” within the meaning of Rule 2019 because it is an organization that
has an identity apart from its individual members.
Although not defined in the Bankruptcy Code, “representing” requires that one simply act on behalf of another. See
Black's Law Dictionary 1328 (8th ed.2004) (defining “representative” as “[o]ne who stands for or acts on behalf of another
[the owner was the football team's representative at the labor negotiations]. See agent.”); Merriam—-Webster's Collegiate
Dictionary 993 (10th ed.1997) (defining “represent” as “to take the place of in some respect [or] to act in the place of or for
usually by legal right”). That is exactly the situation here. The WMI Noteholders Group counsel has repeatedly filed papers
and made appearances at various hearings representing the constituent members as part of the WMI Noteholders Group.
Accordingly, the WMI Noteholders Group was “representing more than one creditor or equity security holder.”
The SEC Report recommended:
Every person who represents more than twelve creditors or stockholders (including committees and indenture
trustees) and who appears in the proceedings shall file with the court a sworn statement setting forth the amount of
securities or claims owned by him, the dates of acquisition, the amounts paid therefor, and any sales or transfers
thereof. Attorneys who appear in the proceedings should be required to furnish similar information respecting their
clients. This will provide a routine method of advising the court and all parties in interest of the actual economic
interest of all persons participating in the proceedings.
SEC Report at 902 (emphasis added). See also Northwest |, 363 B.R. at 704 (noting that the purpose of Rule 10-211,
and later 2019, is to ensure “disclosure of the ‘personnel and activities of those acting in a representative capacity’ in
order to help foster fair and equitable plans free from deception and overreaching.” (quoting 13A King et al., Collier
on Bankruptcy, 1 10-211.04 (14th ed.1976))).
The SEC Report stated:
[W]e recommend at this time that with respect to all such reorganizations, legislation be adopted which will provide ...
[tihat deposit agreements be outlawed, except where it may be shown that physical possession of the security
is necessary in order to protect adequately the interests of investors; and that the powers contained in deposit
agreements, in the cases where their use is authorized, be limited both in duration and in scope to the particular
needs of the occasion.
SEC Report at 906.

End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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Synopsis
Chapter 11
authorization to obtain postpetition loans on superpriority

debtor-in-possession  filed motion for
basis. Mortgagee filed motion for relief from automatic
stay. The United States Bankruptcy Court for the District
of New Jersey granted debtor-in-possession's motions,
but denied mortgagee's motion. Mortgagee appealed. The
District Court, Dickinson R. Debevoise, denied debtor-in-
possession's motion to dismiss appeals, reversed bankruptcy
court's orders, and remanded. Debtor-in-possession appealed.
A panel of the Court of Appeals reversed and remanded.
Subsequently, the Court of Appeals, 9 F.3d 11, granted
rehearing en banc, vacating the panel's opinion and judgment.
The Court of Appeals, Greenberg, Circuit Judge, held that:
(1) appeal from one postpetition financing authorization
order was moot, but appeal from another authorization order
was not moot; (2) mortgagee was not provided adequate
protection, and, thus, superpriority postpetition financing
should not have been authorized; and (3) debtor-in-possession
did not make showing that effective reorganization was in
prospect, and, thus, mortgagee was entitled to relief from
automatic stay.

District court affirmed in part, vacated in part, and remanded.

West Headnotes (26)

1]

2]

31

Bankruptcy ¢= Finality

Bankruptcy court order denying mortgagee relief
from automatic stay was not interlocutory, but,
rather, was final and appealable to district court.
28 U.S.C.A. § 158(a).

1 Cases that cite this headnote

Bankruptcy <= Conclusions of law; de novo
review
Bankruptcy ¢= Particular cases and issues

Plenary review would be exercised by Court
of Appeals with respect to district court orders,
which reversed bankruptcy court orders granting
Chapter 11 debtor-in-possession's motions for
superpriority postpetition financing and denying
mortgagee's application for relief from automatic
stay; thus, in effect, Court of Appeals would
review bankruptcy court's findings with respect
to whether mortgagee had adequate protection
and whether mortgagee should be granted relief
from automatic stay under clearly erroneous
standard. Bankr.Code, 11 U.S.C.A. §§ 362(d),
364(d)(1).

11 Cases that cite this headnote

Bankruptcy <= Effect of want of stay;
conclusiveness of sale

Dismissal of appeal of order granting
authorization for superpriority postpetition
financing is not required merely because
prepetition creditor does not obtain stay of that
order, pursuant to Bankruptcy Code section
providing that reversal or modification on appeal
of authorization to obtain credit or incur debt,
or of grant of priority or lien, does not affect
validity of debt or any priority or lien so granted
unless such authorization and incurring of such
debt, or granting of such priority or lien, were
stayed pending appeal. Bankr.Code, 11 U.S.C.A.

§ 364(d, e).
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[4]

[5]

[6]

(7]

6 Cases that cite this headnote

Bankruptcy ¢= Effect of want of stay;
conclusiveness of sale

Although disbursement of postpetition loan
authorized by bankruptcy court creates
superpriority lien insulated from effects of
modification or reversal on appeal absent
stay, appeal from authorization order following
disbursement is not necessarily moot in absence

of stay. Bankr.Code, 11 U.S.C.A. § 364(d, e).

2 Cases that cite this headnote

Bankruptcy ¢= Moot questions

In determining whether prepetition mortgagee's
appeal from bankruptcy court order authorizing
superpriority postpetition financing for Chapter
11 debtor-in-possession was moot, district court
was required to consider whether prepetition
mortgagee could obtain effective relief on appeal
even though superpriority status of postpetition
lenders' loans had to be preserved. Bankr.Code,
11 U.S.C.A. § 364(d, e).

2 Cases that cite this headnote

Bankruptcy = Effect of want of stay;
conclusiveness of sale

Bankruptcy Code section stating that, absent stay
pending appeal, authorization for postpetition
financing is not subject to reversal or
modification on appeal, should not be understood
to protect postpetition lender with respect to
money it has not disbursed. Bankr.Code, 11
U.S.C.A. § 364(d, e).

1 Cases that cite this headnote

Bankruptcy ¢= Moot questions

Prepetition mortgagee's appeal from bankruptcy

court order granting authorization for
superpriority postpetition financing for Chapter
11 debtor-in-possession was not moot at time
of district court's reversal of that order, even
though mortgagee had not obtained stay pending

appeal, where not all loan proceeds had

8]

191

[10]

been disbursed, and, thus, mortgagee could be
granted effective relief simply by district court
prohibiting postpetition lender from making
further advances. Bankr.Code, 11 U.S.C.A. §
364(d, e).

9 Cases that cite this headnote

Bankruptcy ¢= Credit with priority or
security

Reversal of bankruptcy court order authorizing
superpriority postpetition financing will not
necessarily in every case lead to barring of all
further disbursements to debtor by postpetition
lender, since it is possible that lender's initial
disbursement might have left particular facility
uncompleted so that additional funds would be
required to protect disbursement made before
reversal. Bankr.Code, 11 U.S.C.A. § 364(d, e).

2 Cases that cite this headnote

Bankruptcy ¢= Moot questions

Prepetition mortgagee's appeal from bankruptcy
court order authorizing superpriority postpetition
financing for Chapter 11 debtor-in-possession
was moot, where proceeds of loan had been
immediately distributed to debtor-in-possession,
mortgagee had not obtained stay pending appeal,
and it appeared that debtor-in-possession had
expended entire loan proceeds. Bankr.Code, 11
U.S.C.A. § 364(d, e).

3 Cases that cite this headnote

Bankruptcy @= Moot questions

Existence of interest reserve for postpetition
financing did not provide basis to find that
prepetition mortgagee's appeal from bankruptcy
court order authorizing postpetition financing
was not moot notwithstanding disbursement
of loan proceeds and mortgagee's failure to
obtain stay pending appeal, where reserve was
established for postpetition lender's benefit, and
voiding reserve upon reversal of authorization
would impair postpetition lender's security.
Bankr.Code, 11 U.S.C.A. § 364(d, ¢).
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[11]

[12]

[13]

[14]

1 Cases that cite this headnote

Bankruptcy ¢= Cause; Grounds and
Objections

Prepetition lender can be granted relief from
automatic stay only if predicates for lifting stay
set forth in Bankruptcy Code provision on relief
from stay are satisfied. Bankr.Code, 11 U.S.C.A.
§ 362(d).

1 Cases that cite this headnote

Bankruptcy ¢= Moot questions

Possibility that prepetition mortgagee could

be granted relief from automatic stay
did not provide basis for finding that
mortgagee's appeal from bankruptcy court order
authorizing superpriority postpetition financing
for Chapter 11 debtor-in-possession was not
moot notwithstanding disbursement of loan
proceeds and mortgagee's failure to obtain stay
pending appeal, since, if mortgagee was entitled
to relief from stay, its right to relief would not be
dependent on reversal of postpetition financing
authorization order. Bankr.Code, 11 U.S.C.A. §§

362(d), 364(d, ).

8 Cases that cite this headnote

Bankruptcy ¢= Proceedings

Debtor seeking authorization for superpriority
postpetition financing has burden to establish
that holder of prepetition lien to be subordinated
has adequate protection. Bankr.Code, 11

U.S.C.A. § 364(d)(1).

6 Cases that cite this headnote

Bankruptcy = Indubitable equivalent;
replacement lien

Bankruptcy @= Obtaining Credit

Bankruptcy ¢= Adequate protection
requirement

Bankruptcy @= Adequate protection; sale
free of liens

[15]

[16]

[17]

Under Bankruptcy Code section stating that
adequate protection may be provided by periodic
cash payments, additional or replacement
liens, or other relief resulting in “indubitable
equivalent” of secured creditor's interest in
such property, the last possibility is regarded
as “catch all,” allowing courts discretion in
fashioning protection provided to secured party.
Bankr.Code, 11 U.S.C.A. § 361.

24 Cases that cite this headnote

Bankruptcy ¢= Credit with priority or
security

Determination of whether there is adequate
protection for prepetition lienholder so as to
allow superpriority postpetition financing is
made on case-by-case basis. Bankr.Code, 11
U.S.C.A. §§ 361, 364(d)(1).

Bankruptcy @= Credit with priority or
security

Among ways that debtor may demonstrate
existence of adequate protection for prepetition
lienholder so as to permit superpriority
postpetition financing is by supplying lienholder
with new third-party guaranty or with substitute
collateral; however, third-party guaranty will not
be sufficient in all cases, since sufficiency of
guaranty will depend, inter alia, on financial
strength of guarantor. Bankr.Code, 11 U.S.C.A.
§§ 361, 364(d)(1).

2 Cases that cite this headnote

Bankruptcy ¢ Credit with priority or
security

Proposal for adequate protection of prepetition
secured creditor as part of superpriority
should
provide prepetition creditor with same level

postpetition financing arrangement

of protection it would have had if there had
not been superpriority postpetition financing.
Bankr.Code, 11 U.S.C.A. §§ 361, 364(d)(1).

12 Cases that cite this headnote
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(18]

[19]

[20]

Bankruptcy = Credit with priority or
security

Requirement that money in cash collateral
account be turned over to prepetition mortgagee
did not provide mortgagee with adequate
protection so as to allow superpriority
postpetition financing, where bankruptcy court
previously had granted mortgagee a lien on
postpetition proceeds, and, thus, mortgagee
already was entitled to that money. Bankr.Code,
11 U.S.C.A. §§ 361, 364(d)(1).

Bankruptcy @¢= Credit with priority or
security

Requirement that Chapter 11 debtor-in-
possession pay to prepetition mortgagee
future release prices for every unit it sold
in mortgaged development did not provide
basis for finding that mortgagee would be
adequately protected following authorization of
superpriority postpetition financing; proposal
actually reduced amount that mortgagee was
entitled to receive under mortgage from sale of
each housing unit, and fact that development's
golf course was not to be sold did not justify
reduction, since golf course already was subject
to mortgagee's lien. Bankr.Code, 11 U.S.C.A. §§

361, 364(d)(1).

1 Cases that cite this headnote

Bankruptcy <= Credit with priority or
security

Prepetition mortgagee was not adequately
protected, so as to permit superpriority
postpetition financing, through increased
value of mortgaged development through
contemplated continuing construction, where
evidence did not establish that property had
increased in value to compensate mortgagee for
loss of its priority; there was testimony that
discounting of projected eight-year cash flow
to present value did not show that mortgagee's
interest had been increased by amount of
postpetition financing. Bankr.Code, 11 U.S.C.A.

§§ 361, 364(d)(1).

[21]

[22]

[23]

[24]

6 Cases that cite this headnote

Bankruptcy &= Credit with priority or
security

Continued construction based on projections
and improvements to property does not alone
constitute adequate protection for prepetition
secured creditor so as to permit superpriority
postpetition financing. Bankr.Code, 11 U.S.C.A.
§§ 361, 364(d)(1).

15 Cases that cite this headnote

Bankruptcy @= Credit with priority or
security

Continued existence of personal guaranties
and mortgage on Chapter 11 debtor-in-
possession's property did not constitute adequate
protection for prepetition mortgagee so as
to permit superpriority postpetition financing,
since mortgagee was entitled to mortgage and
guaranties anyway. Bankr.Code, 11 U.S.C.A. §§

361, 364(d)(1).

1 Cases that cite this headnote

Bankruptey ¢= Credit with priority or
security

Prepetition secured creditor, particularly one
undersecured by many millions of dollars, may
not be adequately protected when superpriority
lien for postpetition financing is created without
provision of additional collateral by debtor.
Bankr.Code, 11 U.S.C.A. §§ 361, 364(d)(1).

15 Cases that cite this headnote

Bankruptcy ¢ Necessity for reorganization
or rehabilitation

When there was no equity in mortgaged
property, Chapter 11 debtor-in-possession had
burden to prove that property was necessary to
effective reorganization to maintain automatic
stay. Bankr.Code, 11 U.S.C.A. § 362(d).

8 Cases that cite this headnote
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[25] Bankruptcy @= Unlikelihood of
reorganization; lack of plan

Chapter 11 debtor-in-possession did not make
showing that effective reorganization was in
prospect, and, thus, mortgagee was entitled to
relief from automatic stay, where debtor had
fallen short on sales projections, debtor indicated
that it could not obtain any financing except on
superpriority basis, net present cash flow was
insufficient to satisfy mortgagee's secured claim,
debtor could not receive necessary affirmative
vote of class of unsecured creditors without
mortgagee's acceptance of plan, and mortgagee
asserted that it would oppose any proposed plan.
Bankr.Code, 11 U.S.C.A. § 362(d).
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[26] Bankruptcy ¢= Unlikelihood of
reorganization; lack of plan

Debtor cannot achieve effective reorganization,
and thereby preclude secured creditor from
obtaining relief from automatic stay, by
diminishing value of its prepetition creditor's lien

interest. Bankr.Code, 11 U.S.C.A. § 362(d).
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OPINION OF THE COURT

GREENBERG, Circuit Judge.

I. INTRODUCTION

Swedeland Development Group, Inc., a debtor in possession
under Chapter 11 of the Bankruptcy Code, appeals from a
district court order entered on September 17, 1992, which
reversed three orders of the bankruptcy court. Two of the
orders of the bankruptcy court authorized Swedeland to
obtain post-petition loans on a superpriority basis pursuant to
11 U.S.C. § 364(d)(1) for use in construction of Swedeland's
golf course and residential development. The third order

denied an application by Carteret Federal Savings Bamk,1
Swedeland's principal prepetition creditor, for relief from the
automatic stay which arose when Swedeland filed its Chapter
11 petition. Carteret sought relief pursuant to 11 U.S.C. §
362(d) so that it could foreclose on Swedeland's assets on
which it held a mortgage securing Swedeland's indebtedness.

*556 Swedeland argued in the district court that Carteret's
appeals from the orders authorizing the loans on a
superpriority basis should be dismissed, as pending the
appeals Carteret had not obtained a stay of the orders
authorizing the loans as provided in 11 U.S.C. § 364(e).
But the district court rejected that argument and decided the
appeals on the merits. We agree with Swedeland that the
appeal from one of the bankruptcy court orders authorizing
a post-petition loan was moot in the district court and should
have been dismissed, but we determine that the appeal from
the other order was not moot. We further conclude that the
district court correctly held that the bankruptcy court erred in
entering the non-moot order authorizing a post-petition loan.
Finally, we agree with the district court that the bankruptcy
court erred in denying Carteret relief from the automatic
stay. Consequently, to the extent that the district court should
have dismissed the appeal, we will vacate its order, but we
otherwise will affirm the order of the district court.
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II. BACKGROUND

This case arises from Swedeland's development of a 508—
acre golf course and residential project located in Hardystown
Township, Sussex County, New Jersey, and known as Crystal
Springs. Swedeland acquired the property in April 1989
and began construction later that year. The plans for the
project included homes, a golf course, tennis courts, and an
infrastructure such as roads and sewers. The golf course with
its clubhouse opened on Memorial Day in 1991.

The project was very large and required substantial financing
for acquisition of the property and construction of the
improvements. Carteret supplied the financing through

a series of loans totaling $37,000,000. 2 For security,
Carteret obtained a first mortgage on Swedeland's real
estate in the Crystal Springs project, personal guarantees
from Swedeland's principals, and a mortgage on real estate
Swedeland owned which was located in Jefferson Township,
Morris County, New Jersey, and known as the Bowling Green
Golf Course. The terms of the Carteret-Swedeland loan
provided for the first $42,100 from the sale of each residential
unit at Crystal Springs to be paid to Carteret, $12,100 to be
applied to the loan for the Crystal Springs Golf Course and the
balance to be applied to the other acquisition and construction
loans.

Unfortunately, the project ran into financial difficulty which
led Swedeland to seek additional financing from Carteret
in April 1991. But Carteret was barred from granting
that financing by restrictions in the Financial Institutions
Reform, Recovery and Enforcement Act of 1989. Carteret,
however, permitted Swedeland to use $2,250,000 from a
collateral security escrow account established pursuant to
the Swedeland—Carteret loan agreement to cure Swedeland's
potential monetary defaults.

Apparently this additional financing was insufficient, for on
August 2, 1991, Swedeland filed a petition under Chapter
11 in which it showed its debt to Carteret as being slightly
in excess of $36,000,000. While Carteret contends that
somewhat more was due, we are not concerned with the
difference as it is undisputed that Carteret's security has
been valued at all times since the filing of Swedeland's
Chapter 11 petition at far less than Swedeland's debt to
it. Indeed, the parties have accepted an appraisal obtained
by Carteret, stating that the value of the Crystal Springs

property is $18,495,000. When Swedeland filed the petition,
900 residential units remained to be built. Following the
filing of the petition and a series of hearings, the bankruptcy
court allowed Swedeland, over Carteret's objections, to use
Carteret's cash collateral for operating expenses pursuant to
11 U.S.C. § 363. This cash collateral was derived from the
proceeds of sales of units in the development.

Not surprisingly, in the fluid situation presented by the
ongoing construction of a major real estate project, events
moved rapidly in the bankruptcy court. Swedeland filed
a motion pursuant to 11 U.S.C. § 364(d)(1) to *557

obtain working capital and construction financing on a
superpriority basis from Haylex Acquisition Company, L.P.
for construction of the development. Section 364(d)(1)
provides that the court, after notice and hearing “may
authorize the obtaining of credit or the incurring of debt
secured by a senior or equal lien on property of the estate that
is subject to a lien only if”: (1) the trustee is unable to obtain
such credit otherwise, and (2) “there is adequate protection
of the interest of the holder of the lien on the property of the
estate on which such senior or equal lien is proposed to be
granted.” Such financing would, of course, have subordinated
Carteret's lien to a lien securing Haylex's loan. Swedeland
justified its motion by urging that the Crystal Springs Golf
Course would generate a positive cash flow, the residential
units could be completed and sold, and the completion of
the project by the end of the century would result in Carteret
being paid in full. Thus, Swedeland argued that Carteret was
adequately protected.

While Carteret seems not to have contended that Swedeland
could obtain the post-petition financing without the creation
of a superpriority lien, it nevertheless opposed Swedeland's
application for authority to obtain the Haylex loan, as
it disputed the assumptions underlying the application. In
addition, Carteret sought relief from the automatic stay
so it could foreclose on its mortgage. The bankruptcy
court held an evidentiary hearing on the cross-applications,
and on March 6, 1992, authorized Swedeland to borrow
$840,000 from Haylex on a superpriority basis. On March
9, 1992, the bankruptcy court denied Carteret's motion for
relief from the automatic stay, concluding that Carteret was
adequately protected since there was a reasonable possibility
that Swedeland could reorganize successfully. See 11 U.S.C. §
362(d). Carteret appealed to the district court from the orders
of March 6 and March 9, 1992, and unsuccessfully sought
a stay of the March 6 order from both the bankruptcy court
and the district court. Following denial of the stay, Haylex
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disbursed its loan in full to Swedeland which has expended
the funds.

Prior to the entry of the above orders, Swedeland had filed
an application to obtain other superpriority financing from
First Fidelity Bank. Once again, Swedeland was successful
and on April 10, 1992, the bankruptcy court authorized it to
borrow up to $3,160,000 from First Fidelity on a revolving
basis. Though Carteret appealed from that order, it did not
seek to have it stayed pending the appeal. The parties agree
that First Fidelity has disbursed some, but not all, of its loan
as authorized by the April 10, 1992 order. We understand that
the Haylex funds were used for working capital and the First
Fidelity funds were used for construction.

The district court, exercising jurisdiction under 28 U.S.C.
§ 158(a), reversed the three bankruptcy court orders in a
comprehensive memorandum opinion dated September 16,
1992. In its discussion, the district court first dealt with
Swedeland's argument, advanced in a motion to dismiss
Carteret's appeals, that the appeals from the orders of March
6 and April 10, 1992, authorizing the Haylex and First
Fidelity loans were moot. Swedeland predicated this motion
principally on 11 U.S.C. § 364(e) which provides as follows:

The reversal or modification on appeal
of an authorization under this section
to obtain credit or incur debt, or of a
grant under this section of a priority or
a lien, does not affect the validity of
any debt so incurred, or any priority
or lien so granted, to an entity that
extended such credit in good faith,
whether or not such entity knew of the
pendency of the appeal, unless such
authorization and the incurring of such
debt, or the granting of such priority or
lien, were stayed pending appeal.

Swedeland reasoned that the appeals were moot as the district
court could not alter the priority of the Haylex and First
Fidelity liens because Carteret did not obtain a stay of either
financing order pending appeal.

The district court, however, rejected the mootness argument,
observing that the plain language of 11 U.S.C. § 364(e)
provided that orders under 11 U.S.C. § 364(d) are subject to

“reversal or modification on appeal.” Thus, it determined that
while section 364(e) *558 limited “the relief available in
the absence of a stay by protecting the validity of any debt
incurred and the priority of any lien granted to a good faith
lender under Section 364(d), it does not prohibit appeals of
orders granted.” The district court cited Miami Center Ltd.
Partnership v. Bank of New York, 820 F.2d 376, 379 (11th
Cir.1987), cert. denied, 488 U.S. 823, 109 S.Ct. 69, 102
L.Ed.2d 46 (1988), and In re AOV Indus., Inc., 792 F.2d 1140,
1147 (D.C.Cir.1986), in support of this holding.

The court next stated that if “a reviewing court is able to
provide effective relief, the mootness doctrine simply does
not apply.” The court then indicated, recognizing that it
intended to remand the matter, that the bankruptcy court,
subject to the limitations in section 364(e) protecting the
interests of a post-petition lender when a stay has not been
granted, might grant relief in various ways. Thus, the district
court stated that relief might be granted enjoining Swedeland
from utilizing any proceeds of the loans, ordering it to
return funds it borrowed, prohibiting First Fidelity from
making additional advances, voiding the interest reserves
established under the financing orders, voiding Haylex's and
First Fidelity's future obligations, granting Carteret relief
from the automatic stay, and granting any further relief as may
be just and proper.

The district court next addressed the March 6 and April
10, 1992 orders on the merits, in particular considering
whether Carteret had adequate protection as required by
section 364(d). The court recognized that the bankruptcy
court's conclusion that Carteret had adequate protection was
a factual finding which it thus reviewed using the deferential
clearly erroneous standard. See In re O'Connor, 808 F.2d
1393, 1397 (10th Cir.1987). Ultimately the district court
held that the bankruptcy court's conclusions were clearly
erroneous “because [they] rested on the conferral of benefits
upon Carteret to which Carteret was already entitled, and
because the build-out does not contain the kind of assurance
necessary under the Bankruptcy Code and the cases to
constitute adequate protection.”

Finally the district court addressed Carteret's appeal from the
order denying relief from the automatic stay. The court noted
that under 11 U.S.C. § 362(d)(2), Carteret could obtain relief
from the automatic stay if Swedeland did not have equity
in the property and the property was not necessary to an
effective reorganization. Obviously, Swedeland had no equity
as its obligation to Carteret was approximately double the
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Crystal Springs appraisal value of $18,495,000. The court,
after recognizing that there was no equity, indicated that there
“is no evidence in the record that an effective reorganization is
in progress.” Consequently, it concluded that the bankruptcy
court's decision denying relief from the automatic stay was

clearly erroneous. 3

In accordance with its opinion, on September 17, 1992, the
district court entered an order denying Swedeland's motion
to dismiss Carteret's appeals from the financing orders and
reversing the orders of March 6, March 9, and April 10,
1992. The district court remanded the case to the bankruptcy
court to grant Carteret relief consistent with the district court's
opinion “taking into account the circumstances as they may
exist at the time such relief is granted.” By a supplemental
letter of September 23, 1992, the district court indicated that
the “superpriority liens perfected prior to the date of the
reversal of the Bankruptcy Court's order providing for such
liens remain in effect.” Accordingly, the court stated that
vacation of the bankruptcy court's orders “should only affect
creation of future superpriority liens and would not impair
vested rights already in existence.”

Swedeland appealed to this court from the district court's
order of September 17, 1992, and it then moved for a stay
of that order. The district court granted the stay, but only
to the extent of allowing First Fidelity to *559 advance
funds for the completion of the 19 residential units then under
construction. The balance of the First Fidelity funds could
not be advanced. Accordingly, we calculate that Swedeland
has not constructed approximately 881 units projected for the
development.

2
We exercise plenary review over all aspects of the district
court's orders. In effect, we therefore review the bankruptcy
court's findings with respect to whether Carteret had adequate
protection and whether Carteret should be granted relief from
the automatic stay under the clearly erroneous standard. See In
re Sharon Steel Corp., 871 F.2d 1217, 1222-23 (3d Cir.1989);
Resyn Corp. v. United States, 851 F.2d 660, 664 (3d Cir.1988).

III. DISCUSSION

1. Mootness
[3] Initially we observe that we are concerned in this
case with mootness predicated on statutory and prudential

We have jurisdiction under 28 U.S.C. § 158(d).4

considerations.” See In re AOV Indus., Inc., 792 F.2d at
1147. Thus, we start our discussion by referring to section
364(e), the source of Swedeland's mootness argument. That
section does not, in itself, suggest that an appeal from an
order authorizing the creation of a superpriority lien under
section 364(d) should be dismissed by reason of mootness
when an appellant fails to obtain a stay pending an appeal.
Indeed, section 364(¢e) never mentions that an appeal may be
dismissed if a stay is not obtained.

In fact, we draw the exact opposite inference from section
364(e), for it provides that the “reversal or modification on
appeal of an authorization under this section to obtain credit
or incur debt, or of a grant under this section of a priority
or a lien, does not affect the validity of [the] debt ... or any
priority or lien so granted ... unless such authorization and
the incurring of such debt, or the granting of such priority
or lien, were stayed pending appeal.” While the section only
protects “an entity that extended such credit in good faith,”
this requirement is not germane to a mootness analysis turning
on an appellant's failure to obtain a stay pending appeal.
Furthermore, Carteret challenges neither Haylex's nor First
Fidelity's good faith.

Thus, it seems to us that there is no escape from the logic that
inasmuch as section 364(e) provides for the consequences of
the reversal or modification of an order under section 364(d)
when the order has not been stayed pending appeal, it is
impossible to conclude that section 364(e) in itself requires
that an appeal be dismissed if a stay is not obtained. After all,
neither Swedeland nor anyone else can explain how there can
be a “reversal or modification” of an order, if the appeal from
the order has been dismissed.

[4] Yet this exercise in logic is not dispositive of the
mootness issue for even though section 364(e) standing alone
does not require dismissal of an appeal when a stay is not
granted, it might establish circumstances which under law
other than section 364(e) require dismissal of the appeal.
Thus, in our consideration of the mootness argument we
cannot limit our inquiry to an examination of section 364(e).
In expanding our mootness analysis we start with *560
Church of Scientology v. United States, 506 U.S. 9, ——, 113
S.Ct. 447,450,121 L.Ed.2d 313 (1992), in which the Supreme
Court emphasized that an appeal is not to be dismissed as
moot merely because a court cannot restore the parties to the
status quo ante. Rather, when a court can fashion “some form
of meaningful relief,” even if it only partially redresses the
grievances of the prevailing party, the appeal is not moot.
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Id. (emphasis in original). See also General Elec. Co. v.
Cathcart, 980 F.2d 927, 934 (3d Cir.1992) (“ ‘an appeal
will be dismissed as moot when events occur during [its]
pendency ... which prevent the appellate court from granting
any effective relief > ) (emphasis added) (quoting /n re
Cantwell, 639 F.2d 1050, 1053 (3d Cir.1981)). Thus, it is
evident that although the disbursement of a loan under a
section 364(d) order creates a superpriority lien insulated
from the effects of a modification or reversal on appeal absent
a stay, an appeal from the section 364(d) order following the
disbursement is not necessarily moot in the absence of a stay.

[5] Accordingly, the district court took precisely the correct
approach when it recognized that a mootness analysis
required it to consider whether Carteret could obtain effective
relief even though the superpriority status of Haylex's and
First Fidelity's loans had to be preserved. In exercising our
plenary review, we will take the same approach.

We initially consider the First Fidelity loan. It is undisputed
that some, but not all, of that loan had been disbursed before
the district court reversed the April 10, 1992 order, and
Carteret acknowledges that to the extent that the loan was
disbursed, the validity of the debt incurred and the priority
of the superpriority lien securing it cannot be affected. The
argument as to that loan centers on the undisbursed funds.
Swedeland contends that it may draw down those funds, and,
if it does, First Fidelity will have a priority over Carteret as
to all the funds First Fidelity disburses. As Swedeland sees
the situation, the appeal to the district court was therefore
moot because the district court could not affect any portion of
the First Fidelity loan as authorized by the bankruptcy court.
Thus, according to Swedeland, the district court should not
have decided the appeal on the merits. This point is critical
for if Swedeland is successful in its argument, it will have
access to additional funds so that it can attempt to continue
the project.

Swedeland explains that section 364(e) supports its argument,
as it must be construed to protect post-petition lenders as to all
disbursed or projected loans authorized by the section 364(d)

order, unless the order is stayed pending appeal. % Therefore
it urges that even though section 364(e) does not mention the
dismissal of an appeal it has that effect. Swedeland contends
that post-petition lenders must be given this protection as they
will not want to complete only a portion of a loan transaction.
If we accept the analysis that a post-petition lender must be
protected as to its entire contemplated loan, we would be
holding that while section 364(e) in terms would not require a

dismissal of an appeal if a stay is not granted, the relief which
could be granted upon reversal of a section 364(d) order
would be limited greatly, at least when an initial disbursement

is made.” Our acceptance of the argument, *561 however,
would not necessarily moot the appeal for, as our analysis
below of the Haylex order demonstrates, the court might
nevertheless be able to grant Carteret some effective relief
upon reversal of the 364(d) order.

[6] But we reject Swedeland's contention. There is, of
course, no doubt that, as set forth in Matter of EDC Holding
Co., 676 F.2d 945, 947 (7th Cir.1982), section 364(e):

seek[s] to overcome people's natural
reluctance to deal with a bankrupt
firm whether as purchaser or lender
by assuring them that so long as
they are relying in good faith on a
bankruptcy judge's approval of the
transaction they need not worry about
their priority merely because some
creditor is objecting to the transaction
and is trying to get the district court
or the court of appeals to reverse the
bankruptcy judge.

Yet we see no reason why section 364(e) should be understood
to protect a lender with respect to money it has not disbursed.
Surely if a section 364(d) order is reversed and thereafter the
lender makes no further disbursements, the lender does not
need protection for the funds which it has retained. At most,
the lender has lost the expectation of making a loan on terms
which it has found acceptable.

We acknowledge that a lender might be disappointed in its
expectations by areversal of a section 364(d) order but there is
nothing unusual in such frustration. In other contexts, a lender
that has given a loan commitment could be frustrated in its
expectations if the borrower for any of many reasons does
not complete the transaction either before or after taking an
initial disbursement. A borrower, among other things, could
die, abandon a project, become insolvent, or go bankrupt.
Such events are commonplace, and lenders surely recognize
that they can happen. In short, we see no reason to rule that
upon its first disbursement of funds, First Fidelity acquired
such rights that it would be unfair to grant relief to Carteret
upon reversal of the April 10, 1992 order.
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71 18]
mootness principles to the First Fidelity loan clearly
establishes that the appeal from that order was not moot
when the district court reversed the April 10, 1992 order. In
light of our analysis of mootness principles, we hardly could
reach any other conclusion as it is obvious that following
reversal of the April 10, 1992 order, the court could grant
Carteret effective relief simply by prohibiting First Fidelity

from making further advances. 8

We reject any suggestion that our result is unfair. While
Swedeland understandably focuses on the rights of the post-
petition lenders, who we observe seem not to be overly
concerned about their positions as they have not participated
in this appeal, a pre-petition lender has rights as well. It does,
after all, lend its money on the strength of particular security
and it is hardly fair to deprive it of that security. Furthermore,
our result is bolstered by the practical consideration that
it may be impossible for a pre-petition creditor with a
meritorious appeal to obtain a stay of a section 364(d) order.
In fact, that is exactly what happened in this case, for while
Carteret could not obtain a stay of the March 6, 1992 order
from the district court, it later convinced that court to reverse
the order.

Though we hold that the appeal from the April 10, 1992 order
was not moot in the district court, we acknowledge that there
is some support in cases cited by Swedeland from the Courts
of Appeals for the Sixth and Ninth Circuits for a contrary
holding predicated *562 on the ground that some of the
funds authorized to be lent by that order were disbursed before
the reversal. See In re Adams Apple, Inc., 829 F.2d 1484,
1489 (9th Cir.1987); In re Revco D.S., Inc., 901 F.2d 1359,
1364 (6th Cir.1990); and In re Ellingsen MacLean Oil Co.,
834 F.2d 599 (6th Cir.1987), cert. denied, 488 U.S. 817, 109

S.Ct. 55, 102 L.Ed.2d 33 (1988).9 We need not, however,
analyze these cases in depth because they do not seem to us
to address the principle that an appeal is not moot if some
meaningful or effective relief can be granted to the appellant
even if the parties cannot be returned to the status quo ante

upon a reversal. See Church of Scientology v. United States,
506 U.S. at , 113 S.Ct. at 450.

Furthermore, the courts in the above cases have not read
section 364(e) as we did above. Thus, after quoting section
364(e) in full, the court in Revco indicated: “[t]here is
language then, that absent a stay pending appeal, we may
not reverse an authorization to obtain credit or incur debts

Overall we conclude that application of general

unless the lender did not act in good faith.” 901 F.2d at 1363.
Similarly, in Adams Apple the court, after referring to section
364(e) indicated that: “[a]n appellate court may not reverse
the authorization to obtain credit or incur debts under section
364 if the authorization was not stayed pending appeal unless
the lender did not act in good faith.” 829 F.2d at 1487-88. As
we already have set forth, in our view section 364(e) does not
preclude a court from reversing an authorization absent a stay.

What it limits is the effect of a reversal. '

On the other hand, some cases support our result that the
appeal from the April 10, 1992 order was not moot in the
district court. See In re Sun Runner Marine, Inc., 945 F.2d
1089, 1095 (9th Cir.1991); Bank of New Englandv. BWL, Inc.,
121 B.R. 413, 417 (D.Me.1990); In re Blumer, 66 B.R. 109,
113 (Bank.App.Panel, 9th Cir.1986) (mootness for purposes
of section 364 is defined as a situation in which “funds
have been disbursed to persons who are not parties to the
appeal or if failure to obtain a stay has permitted such a
comprehensive change as to render it inequitable to consider
the merits of the appeal”). While we do not discuss these
cases at length, we do point out that in In re Sun Runner
Marine, Inc., the court distinguished its earlier opinion in
Adams Apple, and rejected a post-petition lender's argument
that an appeal from a bankruptcy court's order which could
have been authorized by section 364 was moot, as it reasoned
that the order provided for ongoing financing. 945 F.2d at
1095.

[9] Though we hold that the appeal from the April 10,
1992 order was not moot, we reach a different result with
respect to the March 6, 1992 order authorizing the Haylex
loan. The parties agree that Haylex disbursed the proceeds
of that $840,000 loan to Swedeland immediately after the
bankruptcy court and district court denied a stay of the
March 6, 1992 order. Further, while we have some difficulty
in drawing definitive conclusions on this point from the
voluminous record, we believe that Swedeland expended
the entire proceeds of the Haylex loan for %563 working
capital before the district court reversed the March 6, 1992

order. ' In these circumstances, the bankruptcy court could
not on remand enjoin Swedeland from using the proceeds of
the Haylex loan nor could it order Swedeland to return the
proceeds, as they were gone. The only other particularized
possibilities for relief which the district court mentioned were
to void the interest reserve established under the March 6,
1992 order, to void Haylex's future obligations under the
order, or to grant Carteret relief from the automatic stay.
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[10]
established pursuant to paragraph 4 of a letter agreement

The interest reserve to which the court referred was

of February 21, 1992, between Haylex and Swedeland, as
amended by a letter agreement of March 3, 1992. This
agreement provided that an “interest reserve of $100,000
will be deposited by [Swedeland] to be held by [Haylex's]
counsel.” While the interest reserve was Swedeland's
property, it clearly was established for Haylex's benefit, as
upon the happening of certain events, which we need not
detail, the reserve could be released to Haylex. In these
circumstances, we believe that voiding the reserve would
impair the security for which Haylex bargained and thus
would be inconsistent with the protection afforded it by
section 364(¢). Therefore, while we do not doubt that Carteret
would obtain effective relief by the voiding of the reserve, in
view of section 364(e) it cannot be done.

The district court also suggested that the bankruptcy court
on remand could void Haylex's future obligations. While
this suggestion may have been legally sound, we find no
future obligations in Haylex's agreement with Swedeland that,
if voided, would grant effective relief to Carteret. While it
certainly would be in Carteret's interest to preclude Haylex
from making further advances to Swedeland, by the time the
district court ruled, there were none to be made.

[ [12]
could be granted effective relief upon the reversal of a section
364(d) order if the bankruptcy court granted it relief from the
automatic stay. While we do not doubt that such relief would
be effective, we nevertheless cannot accept this possibility for
we believe that a pre-petition lender can be granted relief from
the automatic stay only if the predicates for lifting the stay set
forth in section 362(d) are satisfied. If the pre-petition lender
establishes that it is entitled to relief from the automatic stay,
its right to the relief will not be dependent on a reversal of a

section 364(d) order. 12

In its brief, Carteret vigorously supports the district court's
ruling that the appeal from the March 6, 1992 order was not
moot in the district court. Yet it makes no specific suggestions
as to what meaningful or effective relief the bankruptcy
court could afford Carteret upon the reversal of that order.
Rather, it simply indicates that the district court found that
effective relief could be given. But, as we have indicated,
we do not see how that can be done on any basis the district
court suggested without either infringing Haylex's protections
under section 364(e) or exceeding the court's powers to
grant relief following the reversal of a section 364(d) order.

Finally, the district court suggested that Carteret

Accordingly, we conclude that we must vacate the order of
the district court of September 17, 1992, to the extent that it
reversed the bankruptcy court's order of March 6, 1992, and
we must remand the matter to the district court to dismiss the

appeal to it from that order. 13

2. Adequate protection

Our determination that the appeal from the April 10, 1992
order was not moot in the *564 district court leads us next to
consider the district court's reversal of that order on its merits.
As we have indicated, we exercise plenary review of the
district court's order which in turn requires us to consider the
bankruptcy court's order under the clearly erroneous standard.

Section 364(d)(1) of the Code provides that the bankruptcy
court may authorize post-petition financing supported by a
superpriority lien only if “there is adequate protection of
the interest of the holder of the lien on the property of
the estate on which such senior or equal lien is proposed
to be granted.” Thus, for the bankruptcy court to have
approved First Fidelity's lending money to Swedeland on
a superpriority basis, the court had to find that Carteret's
interests were adequately protected.

131  [14] [15]
that the holder of the lien to be subordinated has adequate
protection. See In re Grant Broadcasting of Philadelphia,
Inc., 71 B.R. 376, 386 (Bankr.E.D.Pa.), aff'd, 75 B.R. 819
(E.D.Pa.1987). See also 11 U.S.C. § 363(o )(1). The Code
does not expressly define adequate protection, but section
361 states that it may be provided by (1) periodic cash
payments; (2) additional or replacement liens; or (3) other
relief resulting in the “indubitable equivalent” of the secured
creditor's interest in such property. 11 U.S.C. § 361. The
last possibility is regarded as a catch all, allowing courts
discretion in fashioning the protection provided to a secured
party. Therefore, a determination of whether there is adequate
protection is made on a case by case basis. /n re O'Connor,
808 F.2d at 1397.

[16] [17]
the existence of adequate protection is by supplying the

Among the ways a debtor may demonstrate

pre-petition lender with a new third-party guaranty or with

substitute collateral. '* These new protections might be
sufficient for “[t]he whole purpose of adequate protection
for a creditor is to insure that the creditor receives the
value for which he bargained prebankruptcy.” Id. at 1396.
Accordingly, a proposal depending upon a pre-petition lender

A debtor has the burden to establish
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having adequate protection, no matter its form, “ ‘should as
nearly as possible under the circumstances of the case provide
the creditor with the value of his bargained for rights.” ” /n
re Martin, 761 F.2d 472, 476 (8th Cir.1985) (quoting In re
American Mariner Industries, Inc., 734 F.2d 426, 435 (9th
Cir.1984)). Whether protection is adequate “depends directly
on how effectively it compensates the secured creditor for
loss of value” caused by the superpriority given to the post-
petition loan. /n re American Mariner, 734 F.2d at 432. In
other words, the proposal should provide the pre-petition
secured creditor with the same level of protection it would
have had if there had not been post-petition superpriority
financing.

The bankruptcy that Swedeland
demonstrated that Carteret had adequate protection based

court concluded

upon four factors: (1) Swedeland would turn over to Carteret

approximately $1,250,000 in the cash collateral account; 15
(2) Swedeland would pay Carteret future release prices for
every unit it sold; (3) the increased value of the Crystal
Springs property due to the continued construction; and (4)
the continued existence of Carteret's lien and security interest
in the Bowling Green Golf Course and the personal guaranties

given by Swedeland's principals. 16 The district court ruled
that the bankruptcy court's findings were clearly erroneous
because Swedeland offered no new consideration to Carteret
to offset its diminution of %565 interest as a result of the
superpriority lien given to First Fidelity. Accordingly, none of
the factors the bankruptcy court enumerated showed Carteret
had adequate protection. We agree with the district court.

A. Cash Collateral
[18] The April 10, 1992 order did not provide Carteret with

increased protection when it required that the money in the
cash collateral account be turned over to Carteret because
Carteret was entitled to those monies even without the order.
Prior to Swedeland's filing of the Chapter 11 petition, Carteret
had a first mortgage on the Crystal Springs property and a lien
on the proceeds from the sale of individual residential units.
Under the Carteret—Swedeland agreement, Carteret agreed to
release its lien on each unit upon the payment by Swedeland
of a release price of $42,100 for the unit released. After filing
for Chapter 11 protection, Swedeland requested permission
to use the cash proceeds from the sale of the units to finance
the continued construction of the project. It is these proceeds
which we have been terming “the cash collateral.” Carteret
objected to this application, but the bankruptcy court granted
the request.

The bankruptcy court, however, recognized Carteret's liens
and granted Carteret a continuing lien and security interest
in and to all future sales proceeds and all other assets as
adequate protection for allowing Swedeland to use the cash
collateral to continue construction until December 31, 1991.
Accordingly, Carteret previously had been granted a lien
on these post-petition proceeds. Therefore, inasmuch as the
bankruptcy court already had recognized and granted Carteret
a continuing lien on the cash proceeds, it erred in considering
those same proceeds to be additional protection permitting the
section 364(d) authorization.

B. Release Prices
[19]
paid the first $42,100 from the sale of each housing unit as a

We reiterate that Carteret's mortgage entitled it to be

release price, with $30,000 to be applied to the balance due
under the construction loan and $12,100 to be applied to the
balance due under the golf course loan. In its post-petition
proposal, Swedeland produced six scenarios providing for
varying release prices, but only two contemplated Carteret
being paid $42,100. Averaging the other four situations,
Carteret was to be paid only $28,000 from the proceeds
of the sale of each unit. Swedeland justified this reduction
in the release price by contending that inasmuch as the
Crystal Springs Golf Course was not to be sold and would be
generating income, it did not have to be adequately protected.
Accordingly, Swedeland believed the proposed release prices
did not have to take the golf course into account.

The bankruptcy court accepted this proposal to pay reduced
release prices on a theory that Swedeland's projections
showed that the residential debt could be satisfied. In
considering this aspect of the bankruptcy court's decision,
the district court indicated that the bankruptcy court “did
not explain why the reduced price should be allowed or
how the reduced prices would conceivably provide adequate
protection to Carteret.” While, unlike the district court,
we read the bankruptcy court's opinion to set forth an
explanation of why the reduced release prices adequately
protected Carteret, we reject the explanation. We believe that
Swedeland did not provide adequate protection to Carteret by
proposing to reduce the payments which would be made to
Carteret, particularly in the inherently risky circumstances of
this Chapter 11 proceeding.

Furthermore, the reductions in the release price could not
be justified on a theory that the Crystal Springs Golf
Course was not to be sold. There was nothing new in
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Swedeland's undertaking to retain this asset as the original
financing agreement between Swedeland and Carteret did not
contemplate a sale of the golf course. Instead, it envisioned
that Swedeland would own the course and Carteret's lien
against it would be released on the sale of each residential
unit. We are at a total loss to understand how a court
can suggest that a pre-petition creditor with a lien being
subordinated to a superpriority lien can be thought to have
adequate protection because an asset encumbered by its lien
will remain so encumbered. Of course, *566 Swedeland's
argument that the golf course did not have to be adequately
protected misses the point for it is the interest of the
pre-petition lender, not a particular asset, which must be
adequately protected. This principle is demonstrated plainly
by the recognition in section 361 that a secured lender may
be adequately protected by a replacement lien. At bottom,
the record does not support the bankruptcy court's view that
the payment of the release price offered Carteret additional
protection. Instead Swedeland's proposal placed Carteret in a
worse situation than it was in before the Chapter 11 filing.

C. Increased Value of the Property
[20]
Carteret derived adequate protection from the increased value

The bankruptcy court was also wrong in finding that

of the Crystal Springs project through the contemplated
continuing construction. As we have indicated, Carteret
presented evidence, which Swedeland did not dispute, that the
value of the Crystal Springs property was $18,495,000. Under
the superpriority lien awarded to First Fidelity, it obtains
$3,160,000 before Carteret receives anything. Thus, the only
way to justify First Fidelity's superpriority lien based on the
value of the property is to show that somehow Carteret's
interest in the collateral ($18,495,000) has been increased by
$3,160,000. The bankruptcy court apparently believed that
the construction of the development and the potential sales
increased the value of the property by this amount.

[21]
has increased in value to compensate Carteret for the loss

Yet, the evidence does not establish that the property

of its priority to First Fidelity. In the first place, continued
construction based on projections and improvements to the
property does not alone constitute adequate protection. See
Town of Westport v. Inn at Longshore, 32 B.R. 942, 946
(Bankr.D.Conn.1983). Those cases which have considered
improvements to be adequate protection have done so
only when the improvements were made in conjunction
with the debtor's providing additional collateral beyond
the contemplated improvements. See, e.g., In re O'Connor,
808 F.2d at 1396 (grant of additional, unencumbered

collateral); In re 495 Central Park Avenue Corp., 136 B.R.
626 (Bankr.S.D.N.Y.1992) (projected property improvements
constituted adequate protection where annual rental income
of $180,000 from an existing lease conditioned on
improvements would increase value of real estate securing
pre-petition loan by at least $800,000, and superpriority post-
petition loan financing the projected improvements amounted
to only $650,000). We reject the notion that development
property is increased in value simply because a debtor may
continue with construction which might or might not prove
to be profitable.

Neither does the possibility of selling the units show that
the value of the property has increased to protect Carteret

adequately. 17 Indeed, as the district court pointed out,
Swedeland's projections concerning how many units it will
sell were belied by its historical performance. Swedeland
already had defaulted on the loan to Carteret, the five-month
sales projections for the period between August through
December 1991 were below expectations, and the cash flow
projections upon which the bankruptcy court relied were
deficient as they did not provide for a reasonable developer's
profit nor discount the projected eight-year cash flow to
present value. In fact, the testimony showed that discounting
would yield only a net present value of $14,340,303. The
district court correctly found that this amount was insufficient
to protect Carteret adequately. In this regard, we cannot resist
pointing out that we *567 do not doubt that Swedeland's
original projections certainly could not have contemplated
that within 28 months of acquiring the Crystal Springs
property it would file a Chapter 11 petition.

D. Personal Guarantees and Mortgage on Bowling Green
[22]
that the continued existence of the personal guarantees and

Finally, the bankruptcy court erred in concluding

the mortgage on the Bowling Green property constituted
adequate protection. As with the cash collateral, Carteret was
entitled to these anyway. Moreover, the lien on Bowling
Green is worth only $6,715,000. Thus, even without the
superpriority lien reducing Carteret's interest, this collateral
undersecured Carteret.

[23]
district court correctly rejected the bankruptey court's finding

In sum, even under the clearly erroneous standard, the

that there was adequate protection justifying the superpriority
financing. It is clear that Swedeland failed to offer anything
significant that would adequately protect Carteret. The law
does not support the proposition that a creditor, particularly
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one like Carteret undersecured by many millions of dollars,
may be adequately protected when a superpriority lien is
created without the provision of additional collateral by the
debtor. Based on all the above, the bankruptcy court erred
in authorizing the post-petition financing on a superpriority
basis.

We cannot close this portion of our opinion without pointing
out that what happened here is quite disturbing. There, of
course, is no doubt that the policy underlying Chapter 11 is
quite important. Nevertheless, Congress did not contemplate
that a creditor could find its priority position eroded and,
as compensation for the erosion, be offered an opportunity
to recoup dependent upon the success of a business with
inherently risky prospects. We trust that in the future
bankruptcy judges in this circuit will require that adequate
protection be demonstrated more tangibly than was done in
this case.

3. Relief from the Automatic Stay

[24] [25]
pursuant to section 362(d). That section provides that relief
from the stay should be granted:

(1) for cause, including the lack of adequate protection of
an interest in property of such party in interest; or

(2) with respect to a stay of an act against property ..., if—

(A) the debtor does not have an equity in such property;
and

(B) such property is not necessary to an effective
reorganization.

Inasmuch as there is no equity in the property, Swedeland
had the burden to prove that the property was necessary to
an effective reorganization to maintain the automatic stay.
But it had to do more than make a mere assertion to that
effect or show that “there is conceivably to be an effective
reorganization.” United Savings Ass'n of Texas v. Timbers of
Inwood Forest Assocs., Ltd., 484 U.S. 365, 375, 108 S.Ct.
626, 633, 98 L.Ed.2d 740 (1988). Rather, it had to show
“that the property is essential for an effective reorganization
that is in prospect.” Id. at 376, 108 S.Ct. at 633 (emphasis
in the original). From this requirement, it follows that “[i]f
no reorganization of the debtor is feasible, then no property
of the debtor can be necessary for that end.” In re Dublin
Properties, 12 B.R. 77, 80 (Bankr.E.D.Pa.1981). The district

Carteret moved for relief from the automatic stay

court correctly found that Swedeland did not make a showing

that an effective reorganization is in prospect. 18

The bankruptcy court concluded that Swedeland had the
ability to reorganize because: (1) it demonstrated post-petition
performance in accordance with its projections; (2) it obtained
a commitment for post-petition financing; (3) it established
that in eight years it could build out the project and satisfy
Carteret's lien; (4) the projections were based on the historical
costs of another project, Swedeland had been on target to date
and its projections were credible; and (5) Swedeland had not
acted in bad faith.

[26] But Swedeland had fallen short on its sales
projections. Furthermore, its ability to obtain post-petition
financing should not *568 be considered, inasmuch as that
authorization was inappropriate and, with respect to First
Fidelity, the larger source of financing, has been set aside.
We will not hold that a debtor can achieve an effective
reorganization by diminishing the value of its pre-petition
creditor's lien interest. We also point out that Swedeland's
evidence at the bankruptcy court hearing indicated that it
could not obtain any financing except on a superpriority
basis. As the attempt to obtain that financing should not have
been successful, and now has been terminated, Swedeland
cannot continue building. Additionally, Swedeland did not
refute Carteret's evidence showing that the net present value
of Swedeland's projected cumulative cash flow would be
insufficient to satisfy Carteret's secured claim. Thus, there
was no prospect of an effective reorganization in this case.

There is another reason why an effective reorganization
was not in prospect. We recently held that the deficiency
claim of an undersecured mortgagee could not be classified
separately from the claims of other unsecured creditors of
the debtor, and therefore when the mortgagee opposed the
plan, there was “no reasonable prospect of confirmation”
of a plan. John Hancock Mutual Life Ins. Co. v. Route 37

Business Park Assocs., 987 F.2d 154, 161 (3d Cir.1993). Here

Carteret is undersecured by approximately $20 million. 19

The remaining unsecured claims against Swedeland in the

aggregate are far less than that amount. 20 Thus, Swedeland
cannot receive the necessary affirmative vote of the class of
unsecured creditors without Carteret's acceptance of the plan.
See 11 U.S.C. § 1126(c) requiring acceptance by two-thirds
in amount of claims in a class of interests.

Carteret asserts that it will oppose any proposed plan and
cannot foresee that Swedeland will make any proposal which
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it would consider acceptable. Thus, for this reason alone,
an effective reorganization of Swedeland is not realistically
possible. Accordingly, the district court properly found the
Swedeland has not carried its burden to prove that the
property is necessary to an effective reorganization that is in
prospect.

IV. CONCLUSION

For the reasons set forth above, we will vacate the order of
September 17, 1992, of the district court to the extent that it
reversed the order of the bankruptcy court of March 6, 1992,
and will remand the case to the district court so that it can

Footnotes

dismiss the appeal from that order. We will affirm the order
of the district court of September 17, 1992, to the extent that
it reversed the orders of the bankruptcy court of March 9 and
April 10, 1992, and will remand the matter to the district court
so that it in turn may remand the matter to the bankruptcy
court which then will vacate its orders of March 9 and April
10, 1992, and will enter an order granting Carteret relief from
the automatic stay so that it may proceed with a foreclosure
action.

All Citations

16 F.3d 552, 62 USLW 2579, 30 Collier Bankr.Cas.2d 1034,
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The Resolution Trust Company is the conservator for Carteret but inasmuch as there are no special issues in this case
attributable to its presence, as a matter of convenience we will omit further reference to it.

The agreement provided for a loan of $51,800,000, but the outstanding balance was not to exceed $37,000,000.

The district court also indicated that Carteret was entitled to relief from the automatic stay under 28 U.S.C. § 362(d)(1) as
it did not have adequate protection. We need not address that aspect of its opinion as we are satisfied that Carteret was
entitled to relief under section 362(d)(2). Thus, we do not consider how an adequate protection analysis under section
362(d)(1) could differ from an adequate protection analysis under section 364(d).

The orders of the bankruptcy court were final so that the district court had jurisdiction under 28 U.S.C. § 158(a) without
granting leave to Carteret to appeal. While Swedeland suggests that the order denying relief from the automatic stay was
interlocutory in the district court, we reject that contention. See John Hancock Mutual Life Ins. Co. v. Route 37 Business
Park Assocs., 987 F.2d 154, 157 (3d Cir.1993); Matter of West Electronics Inc., 852 F.2d 79, 82 (3d Cir.1988) (order
denying motion to lift stay final because in bankruptcy court's view, moving party was not entitled to relief when it filed
its motion).

As we will demonstrate below, we can perceive of no relief which can be granted Carteret from a reversal of the March 6,
1992 order, and therefore the appeal from it may have been moot in the district court on Article Il constitutional grounds
as well as on statutory and prudential grounds. See North Carolina v. Rice, 404 U.S. 244, 246, 92 S.Ct. 402, 404, 30
L.Ed.2d 413 (1971). However, inasmuch as we conclude that that appeal was moot in the district court for the latter
reasons we have no need to make a separate constitutional analysis of that order. On the other hand a contention that
the appeal from the April 10, 1992 order was constitutionally moot would not be substantial.

In its brief, Swedeland discusses 11 U.S.C. § 363(m), which provides in language similar to that in section 364(e) that the
reversal or modification on appeal of an authorization for the sale or lease of property does not affect the validity of a sale
or lease under such authorization to a good faith purchaser or lessee absent a stay pending appeal. The reference is not
particularly helpful because a consideration of whether a successful appellant can be granted effective relief upon the
reversal of an order depends on the circumstances in each case. Obviously it might be more difficult to fashion effective
relief in the case of a completed and unassailable sale or lease of a property than in a case involving a loan in which
the transaction is partially executory.

Having rejected the contention that by force of section 364(e) alone an appeal is moot if a stay is not granted, we can
conceive of no reasonable argument that an appeal can be moot on general mootness principles before a post-petition
lender makes any disbursement if a stay is not granted. After all if, as is the case, a post-petition lender who makes no
disbursement is not protected if a stay is granted, it is an order of a court following the entry of the section 364(d) order
that deprives the lender of that protection. We cannot imagine why an order of reversal prior to the disbursement of funds
should in this respect have less effect than an order for a stay. In this regard, we acknowledge that while an application for
a stay usually would be made promptly after entry of a section 364(d) order, there is no time limit in section 364(e) when
the stay can be sought or granted so that a reversal or modification can affect what otherwise would be a superpriority lien.
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We are not suggesting that in every case a reversal of a section 364(d) financing order will lead to the barring of all
further disbursements by the post-petition lender. It is possible that the lender's initial disbursements might have left
a particular facility uncompleted so that additional funds would be required to protect the disbursements made before
the reversal. While it is obvious that First Fidelity did not need such protection as its superpriority lien would have been
secured adequately even if the 19 units under construction had not been finished, we nevertheless think that the district
court's partial stay demonstrates the common sense approach to be followed after the reversal of a 364(d) order.
Obviously these cases also would give support to the conclusion that the appeal from the March 6, 1992 order is moot, but
we need not consider them in that context as we are holding that appeal moot because we can conceive of no effective
relief which could be granted to Carteret upon the reversal of that order.

Swedeland also relies on In re Joshua Slocum Ltd., 922 F.2d 1081, 1085 (3d Cir.1990), and In re Highway Truck Drivers
& Helpers Local Union No. 107, 888 F.2d 293, 297 (3d Cir.1989). In Slocum we set forth that section 364(e) is only one
of two provisions in the Bankruptcy Code that “specifically require that a party seek a stay pending appeal” and in Local
107 we indicated that section 364(e) was one of “only two statutory provisions in the Bankruptcy Code where a stay is
specifically required to preserve a position pending appeal.” These cases do not help Swedeland as they were made in the
context of appeals from orders under sections of the Code in which stays pending appeal were not required specifically.
Thus, Slocum and Local 107 cited section 364(e) to contrast it to those other sections. There is, of course, no doubt that
under section 364(e) a stay is required, except in cases in which the post-petition lender makes no disbursements before
the district court decides the appeal on the merits, if the party appealing from a section 364(d) order seeks to preserve its
position completely. What we are holding is that Carteret's failure to obtain the stay does not bar the court from granting
it any relief from the April 10, 1992 order. There is nothing in that holding inconsistent with Slocum or Local 107.
Carteret does not make a contrary contention in its brief, and at the argument before us its attorney conceded that the
Haylex monies had been expended at least by that time.

Of course, it is not conceivable that a bankruptcy court would authorize creation of a section 364(d) superpriority lien on
an asset and simultaneously permit a pre-petition lender to foreclose on the same asset.

While we have not suggested that the appeal from the March 6, 1992 order was moot simply because all of the funds
in the Haylex loan were advanced and apparently spent before the reversal, the cases we cite seem to be unanimous
that an appeal is moot in that situation. See, e.g., In re Blumer, 66 B.R. at 113. Thus, our analysis goes beyond that
made in other cases.

Obviously we are not suggesting that in all cases a third-party guaranty would be sufficient. The sufficiency of the guaranty
would depend, inter alia, on the financial strength of the guarantor.

The district court noted that in fact on or about April 1, 1992, Swedeland turned over $988,818.74, and there was no
indication the balance had been paid.

In addition, the bankruptcy court found that Swedeland's obligation to supply Carteret with regular reports and the court's
intention to conduct a status conference in seven months contributed to Carteret's adequate protection. While we do not
doubt that such procedural steps would be helpful to a pre-petition creditor, we do not regard them as substitutes for the
more concrete items listed in section 361. To put it bluntly, Carteret could not convert them into cash.

Swedeland relies on In re Snowshoe Co., 789 F.2d 1085 (4th Cir.1986), for the proposition that “[o]perating projections
may serve as a valid basis of adequate protection.” But in that case the operating projections related to the debtor's ability
to pay the superpriority loan which, as here, was much smaller than the subordinated debt. Furthermore, in Snowshoe
the pre-petition creditor, unlike Carteret, had a secured loan for considerably less than the value of the property. We
do not, however, imply by this observation that a creditor no matter how great its security can be adequately protected
without receiving additional collateral or guarantees if the creation of a superpriority lien decreases its security. Of course,
in this case unlike the debtor in Snowshoe, Swedeland is attempting to use operating projections to establish adequate
protection of the pre-petition lien.

The court used the word “progress.” We are confident it meant “prospect.”

Even if the Bowling Green property is taken into account, Carteret is undersecured by over $13,000,000.

According to the bankruptcy judge's opinion, the unsecured creditors other than Swedeland shareholders were owed
$2,695,389. The shareholders were owed approximately $737,000.

End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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Synopsis

Background: Indenture and collateral trustee moved for
adequate protection, or in alternative for relief from stay
to exercise their rights in collateral. The Bankruptcy Court
denied motion, and trustees appealed.

Holdings: The District Court, Sweet, J., held that:

[1] bankruptcy court's err in requiring creditors moving
for adequate protection to make initial showing that their
collateral was declining, or at real risk of declining, in value
was harmless;

[2] court did not need to hold evidentiary hearing prior to
ruling on creditors' request for adequate protection; and

[3] lack of hearing did not violate due process.

Affirmed.

West Headnotes (15)

[1] Bankruptcy ¢ Clear error

District court reviews bankruptcy court's
findings of fact for clear error, and will not

reverse unless it is left with definite and firm

2]

[3]

[4]

5]

[6]

conviction that mistake has been committed.
Fed.Rules Bankr.Proc.Rule 8013, 11 U.S.C.A.

7 Cases that cite this headnote

Bankruptcy ¢= Conclusions of law; de novo
review

District court reviews bankruptcy court's
conclusions of law de novo.

8 Cases that cite this headnote

Bankruptcy = Conclusions of law; de novo
review

Bankruptcy court's interpretation of the

Bankruptcy Code, the Federal Rules of
Bankruptcy Procedure, and local bankruptcy
rules is subject to de novo review.

1 Cases that cite this headnote

Bankruptcy @= Discretion

District court reviews matters within bankruptcy
court's discretion under “abuse of discretion”
standard, based not on what it would have done
under the same circumstances, but on whether,
in light of the record as whole, the bankruptcy
court's decision was reasonable.

2 Cases that cite this headnote

Bankruptcy ¢ Relief from automatic stay

Bankruptcy court's order denying motion for
relief from stay was “final order,” from which
appeal would lie as of right. 28 U.S.C.A. § 158(a)

().

Bankruptcy ¢= Finality

Bankruptcy court's order denying a motion
seeking adequate protection was “final order,”
appealable as of right, though bankruptcy court,
in recognition of fact that any denial of adequate
protection is without prejudice to party's ability
to file another such motion in future, expressly
invited movants to renew their motion if
circumstances changed. 28 U.S.C.A. § 158(a)(1).
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(7]

8]

91

[10]

Bankruptecy ¢= Adequate protection in
general

Denial of motion for adequate protection
is, by definition, without prejudice, since
such protection is available whenever the
circumstances dictate a need for it. 11 U.S.C.A.
§ 363(e).

Bankruptcy @= Creditor's or Movant's Burden
Bankruptcy ¢= Adequate protection

In order for secured creditor to establish “cause”
for relief from automatic stay based upon lack of
adequate protection for its interest, creditor must
satisfy initial burden of showing that there has
been decline, or at least a real threat of decline,
in value of collateral at issue; only on such a
showing does burden shift to debtor to prove
that collateral at issue is not, in fact, declining in
value. 11 U.S.C.A. § 362(d)(1).

3 Cases that cite this headnote

Bankruptcy ¢= Adequate protection in
general

When secured creditor moves for adequate
protection under Bankruptcy Code provision
governing use, sale, or lease of estate property,
it need only establish validity of its interest in
collateral, and it is debtor that bears initial burden
of proof as to issue of adequate protection. 11
U.S.C.A. § 363(e).

5 Cases that cite this headnote

Bankruptcy ¢= Harmless error

Bankruptcy court's error in requiring creditors
moving for adequate protection to make initial
showing that their collateral was declining, or
at real risk of declining, in value was harmless,
where parties agreed that property securing
creditors' claim had a value which was, at
minimum, at least 120% of debt which it secured.
11 US.C.A. § 363(e).

[11]

[12]

[13]

[14]

[15]

2 Cases that cite this headnote

Bankruptcy @= Adequate protection in
general

Existence of equity cushion can be sufficient, in
and of itself, to constitute “adequate protection.”
11 U.S.C.A. § 363(e).

1 Cases that cite this headnote

Bankruptcy @= Adequate protection in
general

Bankruptcy court did not need to hold
evidentiary hearing prior to ruling on creditors'
request for adequate protection, where parties
agreed that property securing creditors' claim had
a value which was, at minimum, at least 120% of
debt that it secured. 11 U.S.C.A. § 363(e).

1 Cases that cite this headnote

Bankruptcy ¢= Nature and form; adversary
proceedings
Bankruptcy ¢= Evidence; witnesses

It is not necessary to conduct evidentiary hearing
on contested matter unless there are disputed
issues of material fact that bankruptcy court
cannot decide based on record.

6 Cases that cite this headnote

Bankruptcy ¢= Nature and form; adversary
proceedings

Bankruptcy ¢= Pleading; dismissal
Bankruptcy ¢= Evidence; witnesses

If parties do not request an evidentiary hearing
or core facts are undisputed, bankruptcy court
is authorized to determine contested matters on
the pleadings and arguments of parties, drawing
necessary inferences from record.

3 Cases that cite this headnote

Bankruptcy @= Adequate protection in
general
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Constitutional Law <= Bankruptcy

Bankruptcy court's denial of secured creditors'
request for adequate protection, without benefit
of evidentiary hearing, based on fact that
property securing creditors' claim had value that
was at least 120% of debt that it secured, did
not violate creditors' due process rights, where
creditors had opportunity to present arguments
in support of their motion, and bankruptcy
court considered, but ultimately rejected, those
arguments. U.S.C.A. Const.Amend. 5; 11
U.S.C.A. § 363(e).

2 Cases that cite this headnote

Attorneys and Law Firms
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OPINION
SWEET, District Judge.

Wilmington Trust Company, solely in its capacity as collateral
trustee (the “Collateral Trustee™) with respect to certain 7.5%
Senior Secured Notes Due 2016 (the “Senior Secured Notes™)
issued by appellee American Airlines, Inc. (“American”),
and guaranteed by appellee AMR Corporation (“AMR”),
and U.S. Bank National Association, solely in its capacity
as indenture trustee (the “Indenture Trustee” and, together
with the Collateral Trustee, the “Trustees”) with respect to
the Senior Secured Notes, have appealed from an Order
entered March 12, 2012 (the “Order”) by the United States
Bankruptcy Court for the Southern District of New York
(the “Bankruptcy Court”) denying their motion for adequate
protection, or, in the alternative, for relief from the automatic
stay (the “Motion”), in respect of their interest in the collateral
securing the Senior Secured Notes (the “Collateral”). Upon

the conclusions set forth below, the Order is affirmed, and the
appeal is dismissed.

Skilled advocates have ably presented the issues raised by this
appeal. The motion for adequate protection and its alternative
for relief from the automatic stay present differing burdens of
proof and factual considerations which were presented to the
Bankruptcy Court in its non-evidentiary Omnibus Hearing.
Appendix to Appellants' Opening Brief (“Apx.”) 7 at 68. The
nature of that hearing and the implications of the relief sought
are largely responsible for the conclusions stated below.

Prior Proceedings

On March 15, 2011, less than nine months before the
commencement of the bankruptcy cases that give rise to the
instant appeal, American issued the $1,000,000,000 Senior
Secured Notes pursuant to an Indenture among American,
AMR, and the Trustees (the “Indenture”). See Apx. 3 3.

The Senior Secured Notes are secured pursuant to (a) the
Indenture, (b) the Collateral Trust Agreement, dated as of
March 15, 2011, among American, the other grantors from
time to time party thereto, the Trustees, and Citibank (South
Dakota), N.A., as junior lien representative (the “Collateral
Trust Agreement”), (c) the Priority Lien Security Agreement
(Slots, Gate Leaseholds and Route Authorities), dated as
of March 15, 2011, between American and the Collateral
Trustee (the “Priority Lien Security Agreement”), and (d) the
Collateral Account Control Agreement, dated as of March 15,
2011, among American and the Trustees (collectively with the
Indenture, the Collateral Trust Agreement, and the Priority
Lien Security Agreement, the “Note Documents”). Apx. 3.

As set forth in the Note Documents, the Senior Secured Notes
are secured by a validly-granted and properly-perfected first
priority security interest in and lien on the “Collateral,” which
consists generally of the following:

a. all of American's current and future right, title and
interest in specified Route Authorities, Slots and Gate
Leaseholds;

b. all of American's right, title and interest in certain
collateral proceeds accounts and all cash, checks,
money orders and other items American paid, deposited,
credited or holds therein; and

*473 c. all of American's right, title and interest in all
proceeds of any kind with respect to the foregoing.
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Apx. 3 at g 4. That Collateral enables American to provide
international “Scheduled Services” to London, Japan and
China and is utilized by American every day. Apx. 3; Apx.
591

In connection with American's issuance of the Senior
Secured Notes, the accounting firm Morton, Beyer & Agnew
(“MBA”) prepared an appraisal of the Collateral dated as
of February 16, 2011 (the “February Appraisal”). In that
appraisal, MBA opined that the Collateral had value of at least
$2.37 billion. See Apx. 3 §12.

On November 28, 2011, MBA prepared an updated appraisal
of the Collateral at the request of American (the “November
Appraisal”). The November Appraisal valued the Collateral
as low as $1.53 billion. See Apx. 3.

The next day, on November 29, 2011 (the “Commencement

Date”), AMR and its related debtors ! (collectively, the
“Debtors”) each commenced a voluntary case under chapter
11 of the Bankruptcy Code. Debtors' Appendix 1.

On February 8, 2012, the Trustees filed the Motion, alleging
that the value of their interest in the Collateral was at risk
of diminution “if American fails to utilize the Collateral
adequately or is not otherwise in compliance with the
applicable regulations” or if there was “a downturn in the
prospects of the airline industry—or, indeed, a downturn in
general global macroeconomic conditions....” Apx. § 11. In
support of this contention, the Trustees noted that the value
of the Collateral had declined in value by over $840 million
—or more than 35% of its total value—in the nine months
preceding the Commencement Date. Id. § 12.

The Motion sought two forms of relief. The Trustees' primary
request, made pursuant to 11 U.S.C. § 363(e) (“§ 363(e)”),
was for the Bankruptcy Court to impose certain conditions 2
(the “Conditions™) governing the Debtors' continued use of

the Collateral, so as to provide adequate protection *474 of

the Trustees' interest in the Collateral. >

In the alternative, the Trustees sought an order pursuant to
11 U.S.C. § 362(d) (* § 362(d)”) granting relief from the
automatic stay, so as to enable the Trustees to exercise their
respective rights and remedies with respect to the Collateral.

On February 22, 2012, the Debtors filed an objection to the
Motion (the “Objection”), Apx. 4, contending that (i) there

was no evidence of a post-petition decline, or threat of a
post-petition decline, in the value of the Trustees' interest in
the Collateral; (ii) the November Appraisal did not take into
account various cost saving measures implemented and to
be implemented during the Debtors' chapter 11 cases; (iii)
the Trustees' interest in the Collateral was already more than
adequately protected by an ample equity cushion; and (iv) the
Trustees were not entitled to adequate protection to preserve
or enhance their equity cushion. /d. Y 24, 10, 14-17.

On February 24, 2012, the Trustees filed their reply to the
Objection (the “Reply”). Apx. 5. The Trustees conceded the
Collateral was worth more than the outstanding amount of
the Notes, id. q 7, but still claimed an entitlement to their
requested adequate protection package because, inter alia,
there “will be no harm whatsoever from the provision of
adequate protection” and Bankruptcy Courts “routinely grant
adequate protection to secured lenders.” Id. 9 12, 15.

On February 29, 2012, the Motion was heard by the
Bankruptcy Court as one of 34 matters under consideration
at the omnibus hearing held on that date (the “Hearing”). See
Apx. 7 at 1-7.

Following argument on the Motion, the Bankruptcy Court
found that the Trustees bore a prima facie burden to
“demonstrate[ ] that the value of the collateral was decreasing
or likely to decrease during the pendency of these cases,”
and concluded that the Trustees failed to meet this burden.
Id. at 75. In so deciding, the Bankruptcy Court noted that: (i)
the ranges of values of the Collateral stated in the November
Appraisal reflected a prepetition decline in the value of the
Collateral that was less dramatic than what the Trustees
alleged in the Motion; (ii) the Trustees failed to submit
evidence of post-petition value of the Collateral; (iii) the
Debtors submitted undisputed evidence that the Trustees held
at least a 50% equity cushion in the Collateral; and (iv) the
Trustees failed to submit persuasive evidence that the Debtors
would fail to utilize the Collateral or comply with applicable
federal government regulations. /d. at 75-76.

In addition, the Bankruptcy Court declined to accede to the
request of counsel for one of the Trustees, who asked that if
the Bankruptcy Court were inclined to deny the Motion, it
premise such a denial upon an express finding that adequate
protection existed as a result of the existence of an equity
cushion to ensure that the Trustees would be entitled to a
superpriority administrative claim under 11 U.S.C. § 507(b)
should the adequate protection fail and the value of their
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interest in the Collateral be adversely affected. See Apx. 7 at
63; Appellants' Opening Brief at 19. In rejecting this request,
the Bankruptcy Court noted the risk of affecting substantial
interests of the parties in the future as a result of making such
a preliminary ruling without engaging in a full evidentiary
hearing. Apx. 7 at 63-65.

*475 On March 12, 2012, the Bankruptcy Court entered
the Order, which denied the Motion without prejudice for the
reasons set forth on the record at the Hearing. Apx. 9. On
March 26, 2012, the Trustees filed a Notice of Appeal from
the Order. Apx. 10.

The Trustees' appeal of the Bankruptcy Court's denial of the
Motion (the “Appeal”) was heard by this Court and marked
fully submitted on October 24, 2012.

Standard of Review

[1] A district court reviews a bankruptcy court's findings
of fact for clear error. In re Adelphia Comms. Corp., 367
B.R. 84, 90-91 (S.D.N.Y.2007). A finding of fact is clearly
erroneous if, after reviewing the entirety of the evidence, “the
reviewing court is left with the definite and firm conviction
that a mistake has been committed.” United States v. U.S.
Gypsum Co., 333 U.S. 364, 395, 68 S.Ct. 525, 92 L.Ed. 746
(1948).

21 B3I
a bankruptcy court's conclusions of law. Adelphia, 367 B.R. at
90-91. Accordingly, a bankruptcy court's interpretation of the
Bankruptcy Code, the Federal Rules of Bankruptcy Procedure
(the “Bankruptcy Rules™), and the local bankruptcy rules for
the United States Bankruptcy Court for the Southern District
of New York (the “Local Bankruptcy Rules”) are subject to
de novo review. See In re Caldor Corp., 303 F.3d 161, 166
(2d Cir.2002).

[4] A district court reviews matters within a bankruptcy
court's discretion under an abuse of discretion standard. In
re Crysen/Montenay Energy Co., 166 B.R. 546, 549-50
(S.D.N.Y.1994) (internal citations omitted). “The standard to
be applied is thus, ‘not what this Court would have done under
the same circumstances, but whether, in light of the record as
a whole, the bankruptcy court's decision was reasonable.” ”’
Id. at 550 (quoting In re United Merchants and Mfrs., Inc.,

126 B.R. 149, 150 (S.D.N.Y.1991)).

In contrast, a district court applies de novo review to

The Order Denying Adequate Protection and, in the
Alternative, Relief from the Automatic Stay Was Final and
Therefore Appealable

Title 28 of the United States Code sets forth the requirements
for the exercise of subject matter jurisdiction by a District
Court over an appeal from a Bankruptcy Court order:

(a) The district courts of the United States shall have
jurisdiction to hear appeals

(1) from final judgments, orders, and decrees;
[...]and

(3) with leave of the court, from ... interlocutory orders and
decrees.

28 U.S.C. § 158(a)(1), (3).

Accordingly, for this Court to consider the Appeal, the Order
must either be considered “final” under section 158(a)(1)
(“§ 158(a)(1)”), or else must be of the nature that renders
it appropriate for interlocutory review pursuant to section
158(a)(3) (“§ 158(a)(3)”). See In re Chateaugay Corp., 80
B.R. 279,285 (S.D.N.Y.1987).

51 [6]

from the automatic stay pursuant to § 362(d), the Second
Circuit has unequivocally held that a bankruptcy court's order
denying such a motion is “a final, appealable order....” In re
Chateaugay Corp., 880 F.2d 1509, 1511-12 (2d Cir.1989).
While there is no such binding precedent with respect to
the Trustees' primary motion seeking adequate protection
pursuant to § 363(e), district courts in this Circuit have
consistently viewed orders denying such a request as final
and *476 therefore appealable pursuant to § 158(a)(1). See
Zink v. Vanmiddlesworth, 300 B.R. 394, 396 (N.D.N.Y.2003)
(noting that “[i]n this Circuit ... and order denying a motion
for adequate protection” is “final and appealable™); In re
Waste Conversion Techs., Inc., 205 B.R. 1004, 1006-07
(D.Conn.1997); In re Best Prods. Co., 149 B.R. 346, 347
(S.D.N.Y.1992); In re Key Book Serv., Inc., Civ. Nos. B—
89-424 (JAC) & B-89-425 (JAC), 1989 WL 221311, at *1
(D.Conn. Dec. 13, 1989). The same position has been adopted
by courts in a number of other circuits. See In re O'Connor,
808 F.2d 1393, 1395 n. 1 (10th Cir.1987); In re Sankey,
307 B.R. 674, 677-78 (D.Alaska 2004); Fed. Nat'l Mortgage
Ass'n v. Dacon Bolingbrook Assocs. Ltd. P'ship, 153 B.R.
204,206-07 & 210-12 (N.D.I11.1993), In re Grant Broad. Of
Phila., Inc., 75 B.R. 819, 821-22 (E.D.Pa.1987).

As for the Trustees' alternative motion for relief
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Although, as noted by the Debtors, there are instances where
an order denying a motion for adequate protection has been
held to be interlocutory rather than final for § 158 purposes,
see In re Alchar Hardware, 730 F.2d 1386, 1388 (11th
Cir.1984); In re Kalian, 191 B.R. 275, 278 (D.R.1.1996), the
weight of the authority—both overall, and particularly within
this Circuit—supports the contrary position. Accordingly, the
portion of the Order denying the Trustees' motion for adequate
protection pursuant to § 363(e) is considered a final order that
is appealable pursuant to § 158(a)(1).

[71 The Debtors contend that, notwithstanding the above,
the Bankruptcy Court's denial of the motion for adequate
protection in this particular case is not final for § 158 purposes
because the Bankruptcy Court expressly invited the Trustees
to “come back when there is a change in circumstances.”
Apx. 7 at 76. However, that statement by the Bankruptcy
Court was merely a recapitulation of the express language of
§ 363(e), which provides that a court shall “at any time, on
request of an entity that has an interest in property used ... by
the [debtor] ... as is necessary to provide adequate protection
of such interest.” party may move for adequate protection
“at any time.” I/d. In other words, there was no special
significance to the Bankruptcy Court's words in this case, as
any denial of a motion for adequate protection is by definition
without prejudice, because the statute itself provides that
adequate protection is available whenever the circumstances
dictate a need for it. If, arguendo, the Debtors' argument
were to be accepted, it would effectively mean that no order
denying a motion for adequate protection would ever be
considered final for § 158 purposes. The cases cited above,
both from this Circuit and from others, represent considerable
authority rejecting such a proposition. Debtors' argument is
therefore unavailing.

Since the Order is final with respect to its denial of the
Trustees' primary request for adequate protection pursuant
to § 363(e) as well as its denial of the Trustees' alternative
request for relief from the automatic stay pursuant to § 362(d),
this Court has jurisdiction over the appeal of the Order
pursuant to 28 U.S.C. § 158(a)(1).

The Bankruptcy Court's Misapplication of the Burden

of Proof'in the Motion for Adequate Protection was
Harmless Error

In analyzing the Motion, the Bankruptcy Court held that “the
burden is on the movants first to make a prima facie case,
and the prima facie case ... is that you have to prove a decline

in value or a threat of a decline....” Apx. 7 at 62. While this
was correct with respect to the Trustees' alternative motion
pursuant to § 362(d), it *477 was erroneous with respect to
the Trustees' primary motion pursuant to § 363(e).

[8] A party seeking relief from an automatic stay pursuant
to § 362(d) “has the burden of proof on the issue of the
debtor's equity in property, [and] the party opposing such
relief has the burden of proof on all other issues.” 11 U.S.C.
§ 362(g). Thus, in order for secured creditors such as the
Trustees to meet their initial burden on a § 362(d) motion,
they must show that there has been a decline (or at least that
there is a real threat of decline) in the value of the collateral
at issue; only upon such a showing does the burden shift to
the debtor to prove that the collateral at issue is not, in fact,
declining in value. See In re Balco Equities Ltd., Inc., 312 B.R.
734, 751 (Bankr.S.D.N.Y.2004) (citing In re Elmira Litho,
Inc., 174 B.R. 892, 902 (Bankr.S.D.N.Y.1994)); In re Anthem
Cmties./RBG, LLC, 267 B.R. 867, 871 (Bankr.D.Co0l0.2001);
In re Oligbo, 328 B.R. 619, 651 (Bankr.E.D.N.Y.2005); In re
WorldCom, Inc., No. 02—-13533(AJG), 2003 WL 22025051,
at *6 (Bankr.S.D.N.Y. Jan. 30, 2003); In re Brutsche, No. 11—
11-13326(SA), 2012 WL 526047, at *3 (Bankr.D.N.M. Feb.
16, 2012). The Bankruptcy Court's analysis was therefore
correct insofar as the Trustees' request for relief from the
automatic stay.

[91 However, with respect to the Trustees' primary motion
for adequate protection pursuant to § 363(e), the statute
mandates that “the [debtor] has the burden of proof on the
issue of adequate protection; and the entity asserting an
interest in property has the burden of proof on the issue of
validity, priority, or extent of such interest.” 11 U.S.C. §
363(p). Thus, when a secured creditor moves for adequate
protection pursuant to § 363(e), it need only establish the
validity of its interest in the collateral, while “the Debtor
bears the initial burden of proof as to the issue of ‘adequate
protection.” ” In re Village Green I, GP, 435 B.R. 525, 530
(Bankr.W.D.Tenn.2010). The movant on a § 363(e) motion
therefore bears a much lighter burden than the movant on a
§ 362(d) motion.

This disparity is noted in Elmira Litho, 174 B.R. 8§92, which
is cited by both parties and is the only case within this Circuit
to directly address the issue. Elmira Litho held that while
the movant on a § 362(d) motion “must prove [a] decline
in value—or the threat of decline—in order to establish a
prima facie case,” id. at 902, “[t]he burden of proof on motion
under § 363(e) is governed by § 363 ( [p] ),” which merely
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“requires the party asserting an interest in property to prove
the ‘validity, priority, or extent of such interest,” and imposes
on the [debtor-in-possession] the ‘burden of proof on the issue
of adequate protection.” ” Id. at 905 (quoting 11 U.S.C. §

363(p)(1) & (2)) (citations omitted). 4

The Bankruptcy Court erred in its analysis of the Trustees §
363(e) motion for adequate protection because it effectively
placed the burden upon the Trustees to make a prima facie
showing that there was no adequate protection, see Apx. 7
at 62, when in fact the Trustees were merely required to
establish the validity of their interest in the Collateral (which
was unchallenged), while the Debtors had the *478 burden
of affirmatively demonstrating that the Trustees' interest in the
Collateral was adequately protected without the conditions
sought by the Trustees. See 11 U.S.C. § 363(p); Elmira Litho,
174 B.R. at 902-05.

(101 [11]
harmless, as the Debtors established that that the Trustees
were adequately protected under the existing conditions, and
therefore that there was no need to implement the Conditions
sought by the Trustees. As the Bankruptcy Court noted, the
Debtors asserted the existence of an equity cushion that they
claimed to be “at least fifty percent” of the Collateral, Apx.
7 at 75, and even the Trustees acknowledged as being “north
of the twenty percent that is often relied upon by courts in
making their determination.” Apx. 7 at 76. It is well-settled
that the existence of an equity cushion can be sufficient,
in and of itself, to constitute adequate protection. See In re
Fortune Smooth (U.S.) Ltd., No. 93—-40907(JLG), 1993 WL
261478, at *6 (Bankr.S.D.N.Y. July 6, 1993); In re Mellor,
734 F.2d 1396, 1400 (9th Cir.1984) (“In fact, it has been held
that the existence of an equity cushion, standing alone, can
provide adequate protection.”); Oligho, 328 B.R. at 651; In re
Elmira Litho, Inc., 174 B.R. 892, 904 (Bankr.S.D.N.Y.1994)
(“An equity cushion, therefore, provides adequate protection
if it is sufficiently large to ensure that the secured creditor
will be able to recover its entire debt from the security
at the completion of the case.”); In re Johnston, 38 B.R.
34, 36 (Bankr.D.Vt.1983) (“It is well settled that an ‘equity
cushion’ or ‘value cushion’ in and of itself may provide
adequate protection for a secured creditor”). Accordingly, the
equity cushion in the instant case—which all parties agreed
was at least “north of twenty percent” of the Collateral,
see Apx. 7 at 75-76—was a sufficient basis upon which to
deny the Trustees' § 363(e) motion for implementation of the
Conditions.

The Bankruptcy Court's error, however, was

“[1]t is well-established that, where both parties have offered
evidence, and where there is no evidentiary tie, any improper
assignment of the burden of proof is harmless since the
party supported by the weight of the evidence will prevail
regardless of which party bore the burden of persuasion,
proof, or preponderance.” TransCanada Pipelines Ltd. v.
USGen New England, Inc., 458 B.R. 195, 215 (D.Md.2011)
(quoting Blodgett v. Comm'r, 394 F.3d 1030, 1039 (8th
Cir.2005)) (quotation marks omitted). Here, the Bankruptcy
Court's erroneous assignment of the burden to the Trustees
was harmless, since the Debtors asserted the existence of an
equity cushion that was, by all accounts, “north of twenty
percent” of the Collateral—to establish that the Trustees'
interest in the Collateral was adequately protected. See
Fortune Smooth, 1993 WL 261478, at *6; Elmira Litho, 174
B.R. at 904. Since the Bankruptcy Court reached the correct
result in denying the Trustees' § 363(e) motion reversal of the

decision is not required. 3

*479 An Evidentiary Hearing on the Motion Was
Unnecessary

[12] The Trustees contend that the Bankruptcy Court erred
in failing to hold an evidentiary hearing on the Motion.
Appellants' Opening Brief at 20. In fact, no such hearing was
requested, nor was one necessary.

[13] [14] The Trustees' Motion initiated a “contested
matter” subject to Bankruptcy Rule 9014. See Fed. R. Bankr.P.
9014 & 4001. It is unnecessary to conduct an evidentiary
hearing on a contested matter unless there are disputed issues
of material fact that a Bankruptcy Court cannot decide based
on the record. See Powers v. Am. Honda Fin. Corp., 216 B.R.
95,97 (N.D.N.Y.1997) (affirming Bankruptcy Court denial of
a hearing on a motion to lift stay under section 362(d) because
no material facts were in dispute); In re Khachikyan, 335
B.R. 121, 126-27 (9th Cir. BAP 2005) (noting Bankruptcy
Rule 9014 only requires an evidentiary trial when there is a
genuine factual dispute); see also Fed. R. Bankr.P. 9014(d)
(requiring testimony of witnesses only for disputed material
fact issues); Advisory Committee Note to 2002 Amendment
(stating that an evidentiary hearing is not required unless there
is a genuine factual dispute). Therefore, “[w]here the parties
do not request an evidentiary hearing or the core facts are
not disputed, the bankruptcy court is authorized to determine
contested matters ... on the pleadings and arguments of the
parties, drawing necessary inferences from the record.” In re
Gonzalez—Ruiz, 341 B.R. 371, 381 (1st Cir. BAP 2006).
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As the Bankruptcy Court noted, the contentions of the
Trustees did not establish a post-petition decline in the value
of the Collateral, and only raised “inferences” of a threat
of decline that were insufficiently cogent to establish the
necessity of 362(d) relief. Apx. 7 at 74. Since the Trustees
failed to submit viable evidence of a post-petition decline or
threat of decline, there was no genuine factual dispute as to
whether or not they met their prima facie burden pursuant
to § 362(d), and it was proper for the Bankruptcy Court to
rule on the § 362(d) motion without an evidentiary hearing.
See Powers, 216 B.R. at 97. Similarly, with respect to the
§ 363(e) motion, there was no genuine factual dispute as to
whether a significant equity cushion existed, as the existence
of a cushion of more than twenty percent of the Collateral
was uncontested, see Apx. 7 at 75-76, so it was proper for
the Bankruptcy Court to rule on the § 363(e) motion without
conducting an evidentiary hearing. See Powers, 216 B.R. at
97.

Moreover, since the Trustees did not affirmatively request
an evidentiary hearing in the Motion or the Reply, the
Bankruptcy Court was under no obligation to hold such a
hearing. See In re Blaise, 219 B.R. 946, 949 (2d Cir. BAP
1998) (generally holding that a Court did not err in denying
a motion without an evidentiary hearing because movant did
not affirmatively request such a hearing). Trustees' counsel's
general statement that “we're happy to put this over for an
evidentiary hearing,” Apx. 7 at 62, does not constitute the type
of affirmative request necessary to trigger an obligation on

[15] Finally, the Bankruptcy Court did not violate the
Trustees' due process rights. Due process requires that a
person be given notice and an opportunity to be heard before
being deprived of property. See, e.g., Jones v. Flowers, 547
U.S. 220, 223, 126 S.Ct. 1708, 164 L.Ed.2d 415 (2006). In
this case, the Trustees were heard and made arguments in
support of the Motion at the Hearing. The Bankruptcy Court
considered the Trustees' arguments, *480 but ultimately
rejected them. Apx. 7 at 74-76. This constitutes sufficient
process to vindicate the Trustees' constitutional rights. See In
re Bartle, 560 F.3d 724, 729 (7th Cir.2009) (“The parties are
entitled to an opportunity to be heard, not to a particular type
of hearing.”). The Trustees' reliance on /n re Rijos, 263 B.R.
382 (1st Cir. BAP 2001), does not salvage their due process
argument because, in that case, the First Circuit held that the
bankruptcy court denied the debtors' due process rights by
ruling on their summary judgment motion without scheduling
or holding an hearing on the motion or otherwise affording the
debtors an opportunity to present evidence in support of the
motion. /d. at 387. In contrast, in the instant case, a hearing
was held in which the Trustees were given a full and fair
opportunity to be heard and to present evidence in support of
their requests, so no due process violation occurred.

Conclusion
Based on the conclusions set forth above, the Order is
affirmed and the appeal dismissed.

the part of the bankruptcy court. See Blaise, 219 B.R. at 949; All Citations
Powers, 216 B.R. at 97.
490 B.R. 470
Footnotes
1 In addition to AMR, the other debtors are: American Airlines, Inc.; American Airlines Realty (N.Y.C.) Holdings, Inc.; AMR

Eagle Holding Corporation; Americas Ground Services, Inc.; OPMA Investment Subsidiary, Inc.; SC Investment, Inc.;
American Eagle Airlines, Inc.; Executive Airlines, Inc.; Executive Ground Services, Inc.; Eagle Aviation Services, Inc.;
Admirals Club, Inc.; Business Express Airlines, Inc.; Reno Air, Inc.; AA Real Estate Holding GP LLC; AA Real Estate
Holding LP.; American Airlines Marketing Services LLC; American Airlines Vacations LLC; American Aviation Supply

LLC; and American Airlines IP Licensing Holding, LLC.
2 The Trustees sought an order requiring the Debtors to:

(i) comply with all laws, ordinances, orders, rules, regulations and requirements of aviation authorities that exercise
jurisdiction over the issuance or authorization relating to the Collateral;

(i) maintain and preserve the Collateral pursuant to the authority granted by the applicable aviation authorities;

(iif) use commercially reasonable efforts to defend the Collateral against claims and demands of parties claiming an
interest in the Collateral that is adverse to the Trustees or any other secured party under the Notes Documents;

(iv) make regularly scheduled post-petition interest payments to the secured parties in accordance with the terms

of the Indenture and the Notes;
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(v) provide access to the Debtors' books and records or any other pertinent information relating to the Collateral for
inspection by the Trustees;

(vi) pay the Trustees' fees and expenses (including the fees and expenses of their respective professionals); and

(vii) provide Wilmington Trust with replacement liens on all Collateral acquired by the Debtors after the
Commencement Date.

3 As a procedural corollary, the Trustees also requested a modification of the automatic stay to the extent necessary in
order to impose the requested conditions.
4 The cases cited by the Debtors in support of their position that, with respect to the § 363(e) motion for adequate protection,

the Trustees bore the initial burden of proving an actual or threatened decline in Collateral value, see Answering Brief of
AMR Corporation, et al., In Opposition to Appeal of Wilmington Trust Company and U.S. Bank National Association at 12—
13, are inapposite, as they discuss the burden of proof applicable to a § 362(d) motion for relief from an automatic stay.

5 The Trustees also contend that the Bankruptcy Court's ruling was erroneous because it failed to “expressly hold that the
alleged equity cushion constituted adequate protection.” Appellants’ Opening Brief at 18. This argument is unavailing.
During the Hearing, the Bankruptcy Court gave numerous bases for its decision, see Apx. 7 at 74-76, and in the Order
the Bankruptcy Court expressly stated that the Motion was denied for the reasons set forth on the record at the Hearing,
see Apx. 9. The Trustees have failed to present any authority supporting the position that the Bankruptcy Court acted
improperly in this regard. Moreover, the Order was issued without prejudice, see Apx. 9, so to the extent that the Trustees
believe that their rights were not properly preserved, they are free to file another motion to ameliorate the issue.

End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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501 B.R. 549
United States Bankruptcy Court, S.D. New York.

IN RE: RESIDENTIAL
CAPITAL, LLC, et al., Debtors.
Official Committee of Unsecured Creditors, on
behalf of the estates of the Debtors, Plaintiff,
v.
UMB Bank, N.A., as successor indenture trustee
under that certain Indenture, dated as of June 6,
2008; and Wells Fargo Bank, N.A., third priority
collateral agent and collateral control agent under
that certain Amended and Restated Third Priority
Pledge and Security Agreement and Irrevocable
Proxy, dated as of December 30, 2009, Defendants.
Residential Capital, LLC, et al, Plaintiffs,
V.
UMB BANK, N.A,, as successor indenture trustee
under that certain Indenture, dated as of June 6,
2008; and Wells Fargo Bank, N.A., third priority
collateral agent and collateral control agent under
that certain Amended and Restated Third Priority
Pledge and Security Agreement and Irrevocable
Proxy, dated as of December 30, 2009, Defendants.

Case No. 12—12020 (MG) Jointly Administered
|
Adversary Proceeding No. 13—01277(MG),
Adversary Proceeding No. 13—01343 (MG)

|
Filed 11/15/2013

Synopsis

Background: Consolidated proceedings were brought for
determination as to whether junior secured noteholders'
collateral had value exceeding amount of their claims, such
that noteholders were entitled to postpetition interest and fees,
as well as for determination of noteholders' alleged right
to unmatured original issue discount (OID) as addition to
their secured claims and to payment on priority basis under
debtors' proposed Chapter 11 plan based on alleged failure of
adequate protection provided in cash collateral order. Debtors
and creditors' committee also asserted claim for avoidance of
transfers made to junior noteholders on preference theory.

Holdings: The Bankruptcy Court, Martin Glenn, J., held that:

[1] debtors' issuance of new notes to debenture holders as
part of prepetition consensual workout, in connection with
fair value debt-for-debt exchange, did not give rise to claim
disallowable as one for unmatured interest;

[2] junior noteholders failed to satisfy their burden of showing
that aggregate value of their collateral had diminished from
date that debtors filed for Chapter 11 relief, and were not
entitled to adequate protection claim payable on priority basis
under plan;

[3] mortgage loans included in property of jointly
administered Chapter 11 estates were properly valued,
for purpose of determining the undersecured, secured, or
oversecured nature of claims collateralized by these loans,
using fair market valuation;

[4] paragraph in cash collateral order could not be interpreted
as reviving junior secured noteholders' liens in collateral that
had been released;

[5] refinancing opportunities associated with mortgage
servicing rights that were expressly identified as “excluded”
assets could not be separated from servicing rights

themselves;

[6] no value could be assigned to goodwill of debtors'
residential mortgage loan origination/servicing business as of
date their Chapter 11 petitions were filed,

[7] junior secured noteholders did not have perfected liens
that were protected from strong-arm avoidance in any deposit
accounts

[8] plaintiffs asserting preference claims failed to satisfy
burden of showing that challenged transfers enabled junior
secured noteholders to receive more than they would have
received in hypothetical Chapter 7 liquidation; and

[9] “carve out” provision in cash collateral order had to
be interpreted as requiring junior secured noteholders to
subordinate their secured claims to payment of carve out only
if there were insufficient other unencumbered assets from
which carve out could be paid.
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So ordered.

West Headnotes (33)

1]

2]

3]

Bankruptey ¢= Claims or proceedings against
estate or debtor; relief from stay

Bankruptcy ¢= Bankruptcy judges
Bankruptcy court, even as non-Article-III court,
had constitutional authority to enter final
orders and judgment in proceeding brought
for determination of junior secured noteholders'
right to postpetition interest and fees as allegedly
oversecured creditors, for determination of
whether their claims based on original issue
discount (OID) should be disallowed as claims
for unmatured interest, and for whether they had
adequate protection claims, as raising issues that
would necessarily be resolved as part of claims-
allowance process.

Bankruptcy ¢= Evidence

Consolidated Financial Data Repository (CFDR)
that Chapter 11 debtors maintained in
ordinary course of their business as primary
means for complying with their collateral
tracking and reporting requirements under
revolving loan agreement, as a Sarbanes—
Oxley (SOX) compliant financial tool that
was auditable, verifiable, and subject to
heightened level of scrutiny, constituted a
reliable and accurate business record which
contained contemporaneous record of debtors'
business transactions, and evidence of which was
admissible under “business records” exception
to hearsay rule as proof of what collateral had
been released and what collateral was subject to
junior secured noteholders' security interest in
proceeding for determination of junior secured
noteholders' allegedly oversecured status and
purported entitlement to postpetition interest and
fees. 11 U.S.C.A. § 506(b).

Bankruptcy <= Post-petition interest

[4]

51

6]

While Chapter 11 debtors' issuance of new
notes to debenture holders as part of prepetition
consensual workout, in connection with fair
value debt-for-debt exchange, might result in an
original issue discount (OID) for tax purposes,
it did not give rise to claim for OID that
was disallowable under the Bankruptcy Code
as claim for unmatured interest; treating this
transaction as giving rise to claim for OID
that would be disallowable in bankruptcy would
discourage parties from entering into consensual
workouts to alleviate financial distress and
would result in increased resort to bankruptcy
process. 11 U.S.C.A. § 502(b)(2).

Bankruptcy ¢ Presumptions and burden of
proof

In establishing its claim, secured -creditor
generally bears burden of proving amount and
extent of its lien. 11 U.S.C.A. § 506(a).

1 Cases that cite this headnote

Bankruptcy @= Adequate protection in
general

Bankruptcy @= Order of court and
proceedings therefor in general

Bankruptcy ¢= Lease

Once amount and extent of creditor's secured
claim has been established, burden shifts to
debtor seeking to use, sell, lease, or otherwise
encumber creditor's collateral to prove that
secured creditor's interest will be adequately
protected. 11 U.S.C.A. §§ 363, 364, 506(a).

2 Cases that cite this headnote

Bankruptcy @= Determination of priority

Junior secured noteholders complaining of
sufficiency of adequate protection granted to
them in cash collateral order, and asserting
priority claim based on this alleged insufficiency,
bore burden of proof on issue. 11 U.S.C.A. §
507(b).
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(7]

8]

191

Bankruptcy ¢= Determination of priority

To establish their entitlement to claim payable
on priority basis under debtors' proposed Chapter
11 plan, based on alleged insufficiency of
adequate protection granted to them in cash
collateral order, junior secured noteholders had
to show that aggregate value of their collateral
diminished from the petition date to effective
date of plan. 11 U.S.C.A. § 507(b).

1 Cases that cite this headnote

Bankruptcy ¢= Superpriority; extension of
credit or failure of adequate protection

Bankruptcy ¢ Valuation

In assessing value of junior secured noteholders'
collateral on petition date, for purposes of
deciding whether aggregate value of collateral
had diminished from petition date to effective
date of debtors' proposed Chapter 11 plan
such that noteholders were entitled to priority
claim based on insufficiency of adequate
protection granted to them in cash collateral
order, bankruptcy court would utilize fair
market valuation, rather than valuing collateral
based on its liquidation value, where junior
secured noteholders had entered into cash
collateral stipulation to allow sale of debtors'
assets as going concern, and where going
concern valuation was consistent with debtors'
stated purpose in filing for Chapter 11
relief, which included “preserv[ation of] the
debtors' [mortgage loan] servicing business on
a going concern basis for sale.” 11 U.S.C.A. §
507(b).

3 Cases that cite this headnote

Bankruptcy ¢= Superpriority; extension of
credit or failure of adequate protection

Junior secured noteholders failed to satisfy their
burden of showing that aggregate value of
their collateral had diminished from date that
debtors filed for Chapter 11 relief to effective
date of debtors' proposed plan, and were not
entitled to claim payable on priority basis under
plan based on alleged insufficiency of adequate

[10]

[11]

[12]

protection granted to them in cash collateral
order; while debtors had admittedly spent money
that belonged to noteholders, they did so in
manner that benefited noteholders, the value
of whose collateral on petition date was very
substantially impaired by reason of existing
defaults that prevented debtors from disposing
of collateral at that time, but which debtors,
through settlements and consents achieved over
many months at great effort and expense, were
ultimately able to sell on very favorable terms.
11 U.S.C.A. § 507(b).

2 Cases that cite this headnote

Bankruptcy ¢= Oversecurity

Determination as to whether junior secured
noteholders were oversecured, as required for
them to be entitled to postpetition interest and
fees in debtors' jointly administered Chapter 11
cases, did not have to be made on debtor-by-
debtor basis, but could be made by aggregating
their claims against debtor entities, given that
no debtor would be required to pay junior
secured noteholders more than the value of
their collateral; allowing aggregation of claims
and collateral more accurately reflected realities
of case and of business world at large, given
that junior secured noteholders' indenture, like
most indentures, allowed debtors to move assets
among their subsidiaries, and to create new
subsidiaries, as long as noteholders continued to
maintain their liens in these assets. 11 U.S.C.A.
§ 506(b).

2 Cases that cite this headnote

Bankruptcy ¢= In general; effect of
substantive consolidation

Absent substantive consolidation, bankruptcy
court will not pool assets of multiple debtors to
satisfy their liabilities.

Bankruptcy <= In general; effect of
substantive consolidation

Substantive consolidation is to be used sparingly,
in recognition of dangers of forcing creditors of
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[13]

[14]

[15]

[16]

one debtor to share on parity with creditors of
less solvent debtor.

Bankruptcy ¢= Adequacy of price; appraisal
When Chapter 11 debtor's assets are sold in
arm's-length transaction, fair market value of
assets is conclusively determined by the price

paid.

Bankruptcy = Amount secured; partial
security

Bankruptcy = Oversecurity

Mortgage loans included in property of jointly
administered Chapter 11 estates of debtors
that were leading originators and servicers of
residential mortgage loans were properly valued,
for purpose of determining the undersecured,
secured, or oversecured nature of claims
collateralized by these loans, using fair market
valuation, rather than a recovery analysis that
discounted the figures on debtors' balance sheet
based on assumed costs of collection, where
debtors, in prior cash collateral order, had
expressly waived right to surcharge collateral for
costs of collection. 11 U.S.C.A. § 506(a-c).

Bankruptcy ¢= Weight and sufficiency

While value of junior secured noteholders'
security interests in equity that Chapter 11
debtors enjoyed in their non-debtor subsidiaries
might perhaps be reduced based on contingent
liabilities that subsidiaries faced in pending
litigation, debtors, as parties seeking this
reduction for purposes of establishing that junior
noteholders were undersecured and not entitled
to postpetition interest, had to present evidence
of risk-adjusted equity value to account for
litigation risk, and could not simply rely upon
litigation risk to value equity interests at $0.00.
11 U.S.C.A. § 506(b).

Bankruptcy ¢= Proceedings

[17]

[18]

Paragraph in cash collateral order could not
be interpreted as reviving junior secured
noteholders' liens in collateral that had been
released to allow Chapter 11 debtors to use it
to obtain postpetition financing from another
lender, where no party had ever disclosed
this purported effect of paragraph in question
when cash collateral order was proposed or
at any contemporaneous hearing, and where
junior noteholders' interpretation of paragraph,
as reviving their liens and according them
priority even above lien interest of lender
from which debtors obtained this postpetition
financing, would not have been agreed to by
lender, which relied on priority of its lien
in making postpetition advances under cash
collateral order.

Bankruptcy = Oversecurity

Refinancing opportunities associated with
mortgage servicing rights that were expressly
identified as “excluded” assets not subject to
junior secured noteholders' liens, while not
themselves excluded from general intangibles
to which junior noteholders' liens attached,
could not be separated from servicing rights
themselves, and did not provide any additional
security to junior secured noteholders, which
bankruptcy court had to consider in assessing
whether noteholders were oversecured and
entitled to postpetition interest and fees. 11
U.S.C.A. § 506(D).

Bankruptcy é= Oversecurity

No value could be assigned to goodwill of
debtors' residential mortgage loan origination/
servicing business as of date their Chapter 11
petitions were filed, and bankruptcy court did not
have to consider this value in assessing whether
noteholders were oversecured and entitled to
postpetition interest and fees, where value
subsequently allocated to goodwill in connection
with postpetition sale of debtors' assets was
result of settlements and consents that debtors
ultimately achieved over many months, at great
effort and expense, in order to make assets ready
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[19]

[20]

[21]

for sale; any goodwill reflected in postpetition
sale of debtors' assets was not shown to exist
on petition date, when value of debtors' assets
was seriously impaired and subject to steep
reductions in value to account for litigation
risks, potential seizure of certain mortgage
servicing rights, and termination of rights and
setoff by trustees of residential mortgage-backed
securities. 11 U.S.C.A. § 506(b).

Bankruptcy @= Particular cases and problems
Bankruptcy ¢= Oversecurity

Any goodwill generated postpetition for Chapter
11 debtors' residential mortgage loan origination/
servicing business was not product solely of
debtors' use of cash collateral of junior secured
noteholders but of settlements that debtors
negotiated with government entities and trustees
of residential mortgage-backed securities, such
that junior secured noteholders' liens did not
attach to this postpetition goodwill as product or
offspring of their cash collateral, and bankruptcy
court did not have to consider postpetition
goodwill in assessing whether junior noteholders
were oversecured and entitled to postpetition
interest and fees. 11 U.S.C.A. §§ 506(b), 552(b).

Bankruptcy ¢= Oversecurity
Bankruptey ¢= Evidence

Bankruptcy court could rely on extrinsic
evidence, including testimony of employees
of debtors and of other parties to ambiguous
prepetition security agreement, to find that
excluded assets became part of junior secured
noteholders' collateral, pursuant to all-asset
granting clause in security agreement, once
assets ceased to be excluded assets; accordingly,
bankruptcy court had to consider such previously
excluded assets in assessing whether junior
noteholders were oversecured and entitled to
postpetition interest and fees. 11 U.S.C.A. §
506(Db).

Secured Transactions ¢= After-acquired
property

[22]

[23]

[24]

Under New York law, security interest arising by
virtue of after-acquired property clause is no less
valid than security interest in collateral in which
debtor has rights at the time value is given. N.Y.
Uniform Commercial Code § 9-204.

Bankruptcy @= Particular cases and problems
Bankruptcy ¢ Debtor in possession
Secured Transactions @= Duration of filing;

continuation statement
Secured Transactions @= Filing release

Under New York law, financing statements
previously filed by junior secured noteholders
continued in effect even after new financing
statements were filed following release of
portion of collateral securing junior noteholders'
claims, and placed third parties on notice of
need to investigate noteholders' interest in the
released collateral after it was reacquired by
Chapter 11 debtors, so as to prevent avoidance
of security interest that noteholders possessed
in this reacquired collateral pursuant to strong-
arm statute. 11 U.S.C.A. § 544; N.Y. Uniform
Commercial Code § 9-502.

1 Cases that cite this headnote

Bankruptcy <= Particular cases and problems
Bankruptcy &= Debtor in possession
Bankruptcy @= Oversecurity

Junior secured noteholders did not have
perfected liens that were protected from strong-
arm avoidance in any deposit accounts of
Chapter 11 debtors for which an executed
control agreement could not be produced, and
bankruptcy court did not have to consider
any such accounts in assessing whether junior
noteholders were oversecured and entitled to
postpetition interest and fees. 11 U.S.C.A. §§
506(b), 544; N.Y. Uniform Commercial Code §
9-312(b)(1).

Secured Transactions é= Possession by
secured party without filing
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[25]

[26]

[27]

[28]

Under New York law, security interest in deposit
account may be perfected only by control of
account. N.Y. Uniform Commercial Code §
9-312(b)(1).

Mortgages and Deeds of Trust ¢ Failure to
record, effect on nonparties in general

Under New York law, in order to perfect lien
on real property, secured party must duly record
against the title of such property a properly
executed mortgage or deed of trust.

Bankruptcy ¢= Mortgages and pledges
Bankruptcy ¢ Debtor in possession
Bankruptey ¢= Oversecurity

In absence of properly executed and duly
recorded mortgage or deed of trust, any lien
rights that junior secured noteholders possessed
in real property of Chapter 11 debtors was
avoidable by debtors in exercise of strong-
arm powers as debtors-in-possession, and did
not have to be considered by bankruptcy court
in assessing whether junior noteholders were
oversecured and entitled to postpetition interest
and fees. 11 U.S.C.A. §§ 506(b), 544.

Bankruptcy ¢= Elements and Exceptions
Bankruptcy = Preferences

In preference-avoidance proceeding, trustee
bears burden of proving each of statutory
elements of preference claim, and unless trustee
proves each and every one of these elements,
transfer is not avoidable as preference. 11
U.S.C.A. § 547(b)(1-5).

Bankruptcy ¢= Preferences

When creditor asserts that it was oversecured at
time of its receipt of alleged preferential transfer,
such that transfer did not enable it to receive
more than it would have received in hypothetical
Chapter 7 liquidation, it is plaintiff's burden to
refute that assertion. 11 U.S.C.A. § 547(b)(5).

[29]

[30]

[31]

[32]

[33]

Bankruptcy ¢= Preferences

Absent evidence regarding value of junior
secured noteholders' collateral either at start
of preference period or when they received
allegedly preferential transfers, such as might
permit bankruptcy court to determine that
they were not oversecured, parties asserting
preference claims failed to satisfy burden of
showing that challenged transfers enabled junior
secured noteholders to receive more than they
would have received in hypothetical Chapter 7
liquidation. 11 U.S.C.A. § 547(b)(5).

Bankruptcy ¢= Proceedings

“Carve out” is provision in cash collateral
order that allows for some expenditure of
administrative and/or professional fees to be paid
before secured creditor gets paid on its collateral.

1 Cases that cite this headnote

Bankruptcy ¢ Proceedings

Unless it conflicts with provisions of the
Bankruptcy Code, “carve out” provision in cash
collateral order is construed by applying normal
contract interpretation principles.

2 Cases that cite this headnote

Bankruptcy ¢ Proceedings

Usual purpose of “carve out” in cash collateral
order is to ensure the payment of specified
administrative expenses from secured creditor's
collateral in event that bankruptcy case goes
badly, use of cash collateral is terminated, and
sufficient unencumbered funds are no longer
available to administer case.

2 Cases that cite this headnote

Bankruptcy ¢= Proceedings

Absent anything in cash collateral order to
suggest contrary intent, “carve out” provision in
order had to be interpreted in manner consistent
with general purpose of “carve out” provisions,
as requiring junior secured noteholders to
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subordinate their secured claims to payment of
carve out only if there were insufficient other
unencumbered assets from which carve out could
be paid.

3 Cases that cite this headnote

Attorneys and Law Firms

*555 Morrison & Foerster LLP, Attorneys for Debtors, 1290
Avenue of the Americas, New York, NY 10104, By: Gary S.
Lee, Esq., Jamie A. Levitt, Esq., Stefan W. Engelhardt, Esq.

Kramer Levin Naftalis & Frankel LLP, 1177 Avenue of
the Americas, New York, NY 10036, Counsel for the
Official Creditors’ Committee, By: Kenneth H. Eckstein,
Esq., Gregory A. Horowitz, Esq.

Pachulski Stang Ziehl & Jones, Conflicts Counsel to Official
Creditors’ Committee, 780 Third Avenue, 36th Floor, New
York, NY 10017, By: Robert J. Feinstein, Esq., John A.
Morris, Esq.

White & Case LLP, Attorneys for Ad Hoc Group of Junior
Secured Noteholders, 1155 Avenue of the Americas, New
York, NY 10036, By: J. Christopher Shore, Esq., Douglas P.
Baumstein, Esq., Dwight A. Healy, Esq.,

Akin Gump Strauss Hauer & Feld LLP, Special Counsel to
UMB Bank, N.A., One Bryant Park, New York, NY 10036,
By: David M. Zensky, Esq., Deborah Newman, Esq., Brian
T. Carney, Esq.

Reed Smith LLP, Attorneys for Wells Fargo as Collateral
Agent, 599 Lexington Avenue, 22nd Floor, New York, NY
10022, By: David M. Schlecker, Esq.

Chapter 11

MEMORANDUM OPINION, AND
FINDINGS OF FACT AND CONCLUSIONS
OF LAW, AFTER PHASE I TRIAL

MARTIN GLENN, UNITED STATES BANKRUPTCY
JUDGE

ResCap and the Creditors' Committee (the “Plaintiffs”) are
co-proponents of a reorganization plan that treats the junior

secured noteholders (“JSNs”) as undersecured, but would pay
them the face amount of all principal and prepetition interest
($2.222 billion, less $1.1 billion repaid *556 postpetition).
The JSNs voted against and oppose confirmation of the plan.

The JSNs contend they are oversecured and entitled to
postpetition interest (at the default rate) and fees; they also
contend they are entitled to recover an adequate protection
claim of $515 million based on alleged diminution in value of
their prepetition collateral used during the case under a series

of consensual cash collateral orders. | They also contend that
their collateral should be increased as the result of an “all
assets” pledge, which purportedly attaches to the Debtors'
assets that (1) were once excluded from the “all assets” pledge
but no longer are, (2) were released from the JSNs' liens but
were subsequently reacquired by the Debtors, or (3) were
never properly released from the JSNs' liens at all.

The Plaintiffs contend that (1) the JSNs are undersecured
and, therefore, not entitled to postpetition interest and fees;
(2) the JSNs' collateral has not declined in value since the
petition date and thus the JSNs cannot assert an adequate
protection claim; (3) the JSNs' collateral should be reduced
from lien challenges to deposit accounts and real estate owned
(“REQO”) assets; (4) the Debtors' transfers of approximately
$270 million of collateral to the undersecured JSNs in the
90 days before bankruptcy are avoidable preferences; and (5)
and the principal amount of the JSNs' claim must be reduced
by approximately $386 million for unmatured interest arising
from original issue discount (“OID”) created as part of the
Debtors' “fair value” debt-exchange offer in 2008.

The swing between the JSNs' projected recoveries under the
proposed plan and their “ask” is at least $350 million, or
perhaps more. In other words, the parties are fighting about
a lot of money.

The legal issues are framed in two adversary proceedings,
one filed by the Debtors and the other by the Creditors'
Committee (the “Committee”) after it was given standing
in an order granting an STN motion. The two adversary
proceedings, asserting both claims and counterclaims, were
consolidated. In two earlier written decisions, the Court
granted in part (sometimes with prejudice and sometimes
without prejudice) and denied in part motions to dismiss
some of the claims and counterclaims. (See In re Residential
Capital, LLC, 495 B.R. 250 (Bankr.S.D.N.Y.2013), ECF Doc.
# 74, and In re Residential Capital, LLC, 497 B.R. 403
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(Bankr.S.D.N.Y.2013), ECF Doc. # 100. 2) Familiarity with
those decisions is assumed.

The Court established an expedited schedule for discovery
and trial. The trial was bifurcated into two phases because
some issues involve only the Plaintiffs and Defendants
(as defined below) while other issues potentially involve
other creditor constituencies in the case. The Phase I trial,
conducted between October 15-23 and on November 6, 2013,
was limited to disputed issues between the Plaintiffs and
Defendants, to simplify the trial and limit the number of
parties that felt it necessary to actively participate; the Phase
II trial, involving issues potentially affecting the Plaintiffs,
Defendants and a broader group *557 of parties in interest
in the bankruptcy case, will be part of the contested plan
confirmation hearing now scheduled to begin on November
19, 2013.

On August 23, 2013, the parties submitted an agreed list of
issues for trial. (ECF Doc. # 84.) A Joint Pretrial Conference
Order, approved by the Court on October 18, 2013, provides
stipulations of fact, the parties' factual and legal contentions,
and exhibit and witness lists. (ECF Doc. # 161.) All direct
fact and expert sworn witness testimony was filed in advance,
with the witnesses in court during the trial for cross and
re-direct examination. Motions in limine to preclude some
of the proposed expert testimony were granted in part and

denied in part. (Oct. 16 Tr. 8:2—15. 3 ) Deposition designations
and counter-designations were introduced into evidence at

trial mostly without objections. # Voluminous exhibits were
admitted in evidence at trial, mostly without objections. The
parties' filed post-trial submissions on November 1,2013, and
conducted closing arguments on November 6, 2013.

This Opinion resolves the legal and factual issues in the
Phase 1 trial. The Court completed the Opinion quickly
because the outcome of the Phase I trial impacts Phase II and
the confirmation hearing. This Opinion contains the Court's
findings of fact and conclusions of law pursuant to FED. R.
CIV. P. 52, made applicable to these adversary proceedings
by FED. R. BANKR. P. 7052. In making its findings of
fact, the Court has resolved credibility issues and the weight
appropriately given to conflicting evidence. Where contested
or disputed facts or opinions were offered during trial, this
Opinion reflects the Court's resolution of those disputes,
whether or not the opinion specifically refers to the contrary
evidence introduced by the opposing parties.

[1] All of the issues in the Phase I trial are “core,” as
provided in 28 U.S.C. § 157(b)(2). Because the JSNs (through
UMB, the indenture trustee) submitted a proof of claim in
this case, seeking to recover all principal, prepetition and
postpetition interest and fees, and have asserted an adequate
protection claim, all of the issues raised and resolved in these
adversary proceedings necessarily must be resolved as part of
the claims-allowance process. Therefore, the Court concludes
that it has the constitutional authority to enter final orders and
judgment in these adversary proceedings. Because issues in
these adversary proceedings remain to be resolved following
the Phase II trial and confirmation hearing, no final judgment
can be entered now. This Opinion does include the Court's
final resolution of the issues upon which it now rules.

The results of the Phase I trial can be viewed as a split decision
—some issues have been resolved in favor of the Plaintiffs
and some in favor of the Defendants. Subject to the outcome
of the Phase II *558 trial, the Court concludes that the JSNs'
claim should not be reduced for unmatured OID; the JSNs
have failed to establish that they are entitled to recover an
adequate protection claim; the JSNs have liens on certain
contested collateral, including certain intangible assets, but
the JSNs do not have liens on the full extent of the collateral
claimed; the Plaintiffs have failed to establish that the JSNs
received avoidable preferences during the preference period
(as defined below); and the JSNs are undersecured and not
entitled to postpetition interest and fees. As explained below,
the Court concludes that (subject to the results of the Phase
IT trial) the JSNs are undersecured by approximately $318
million.

I. BACKGROUND

On May 14, 2012 (the “Petition Date”), the Debtors filed
voluntary petitions for relief under chapter 11 of the
Bankruptcy Code. Since the Petition Date, the Debtors
have continued to operate their businesses and manage
their properties as debtors in possession. Before filing
for bankruptcy, the Debtors were a leading originator of
residential mortgage loans and, together with their non-
Debtor affiliates, the fifth largest servicer of residential
mortgage loans in the United States, servicing approximately
$374 billion of domestic residential mortgage loans and
working with more than 2.4 million mortgage loans across the
United States. (Marano Direct § 23.)
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Defendant UMB Bank, N.A. (“UMB”) is the successor
indenture trustee (in such capacity, the “Notes Trustee™) for
the 9.625% Junior Secured Guaranteed Notes due 2015 issued
by ResCap (the “Junior Secured Notes” or the “Notes”).
(PTO q 3.) Wells Fargo Bank, N.A. (“Wells Fargo”)—
also a defendant—is the third priority collateral agent and
collateral control agent for the Junior Secured Notes. (/d. q
4.) Defendant Ad Hoc Group of holders of Junior Secured
Notes (the “Ad Hoc Group” or the “JSNs” and, together with

the Notes Trustee, the “Defendants” 3

hold, or manage entities that hold, Junior Secured Notes.

) comprises entities that

Membership in the Ad Hoc Group changes from time to time,
as set forth in the Ad Hoc Group's statements periodically
filed with the Court pursuant to Rule 2019 of the Federal
Rules of Bankruptcy Procedure. (/d.  6.)

The Defendants' claims against the Debtors' estates arise
from Junior Secured Notes that ResCap issued pursuant to an
Indenture dated June 6, 2008. (PX 1.) Those notes and the
collateral securing those notes are discussed in greater detail
below. As of the Petition Date, the JSNs held secured claims
against ResCap, and certain of its affiliates as guarantors and
grantors, in the face amount of $2.222 billion, consisting of
$2.120 billion in unpaid principal as of the Petition Date, and
$101 million in unpaid prepetition interest. (DX ABF at 3.)
The issue whether the face amount of the claim should be
reduced by unamortized OID is discussed in section III.A
below.

A. The Adversary Proceedings

1. Complaints and Counterclaims

In or about July 2012, the Committee began investigating
what it believed to be security interests improperly asserted
by the Defendants. The Committee filed its complaint on
February 28, 2013 (ECF Doc. # 1), seeking among other
things (1) a declaratory judgment on claims that (a) certain of
the Debtors' property is not *559 subject to liens or security
interests in favor of the JSNs, and that (b) certain liens or
security interests on property of the Debtors are unperfected;
(2) an order avoiding the JSNs' allegedly unperfected liens
on or security interests in certain property; (3) an order
avoiding as preferential certain liens or security interests
allegedly granted for the Defendants' benefit within 90 days
of the Petition Date; (4) an order characterizing postpetition
payments to the Defendants' professionals as payments of

principal; 6 (5) an order clarifying the priority of the JSNs'

liens; and (6) an order disallowing the JSNs' claims pending
final resolution of the Committee's complaint; and (7) an
order disallowing a portion of the JSNs' claims as a result of
unmatured interest allegedly arising from the 2008 debt-for-
debt exchange. (Id.)

On May 3, 2013, the Debtors filed a Complaint (ECF 13—
01343, Doc. # No. 1), and filed an Amended Complaint
on June 19, 2013. (ECF 13-01343 Doc. # 8.) In their
amended complaint, the Debtors seek declaratory judgments,
including among other things that: (1) the JSNs' lien on
general intangibles does not include any lien on the proceeds
of, or value attributed to, the sale of assets pursuant to the
Ocwen Asset Purchase Agreement dated November 2, 2012
(“Ocwen APA”); (2) the JSNs are not entitled to an adequate
protection replacement lien; (3) the JSNs are not entitled to a
lien on the assets that secure the Amended and Restated Loan
Agreement, dated December 30, 2009 (“AFI LOC”), or any
other collateral under the Notes Indenture (defined below)
that was released by Wells Fargo; (4) the JSNs are not entitled
to a lien on any recoveries of any future avoidance actions
brought by or on behalf of the Debtors' estates; (5) the JSNs
are undersecured and not entitled to postpetition interest; (6)
if the JSNs are found to be entitled to postpetition interest, the
interest should be awarded at the contractual nondefault rate
of interest; and (7) the JSNs are undersecured because they
are not oversecured at any individual Debtor entity.

On June 21, 2013, the Court entered an order consolidating
the Committee's action with the Debtors' action. (ECF
Doc. # 41.) On June 28, the Defendants filed an Answer,
Affirmative Defenses and Counterclaims to the Debtors'
Amended Complaint. (ECF 13-01343 Doc. # 14.) On
July 29, 2013, the Defendants amended their answer and
counterclaims. (ECF 13-01343 Doc. # 29.) Those amended
counterclaims seek declaratory relief: (1) establishing the
ownership and value of the stipulated and disputed collateral
and the assets pledged in support of the JSNs; (2) establishing
that the JSNs have a lien on claims against Ally Financial,
Inc. (“AFT”); (3) determining the distributable value to be
generated from all intercompany claims and causes of action;
(4) allocating the purchase prices of Debtor assets sold in
Court-approved sales; (5) establishing that the JSNs have
a lien on the purportedly released assets; (6) determining
that the use of cash collateral results in diminution in the
collateral's value; (7) enforcing the Debtors' section 506(c)
waiver; (8) defining the exact quantum of the direct costs
of liquidating collateral; (9) determining the amount of the
JSNs' adequate *560 protection liens; (10) reallocating
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administrative expenses; (11) establishing that the JSNs are
entitled to postpetition interest, default interest, fees, and
expenses; (12) determining that the claims asserted by any
residential mortgage backed security trust (“RMBS Trust”),
monoline insurers, and RMBS certificate-holders must be
subordinated; and (13) establishing that the claims against

AFTI identified by the Examiner 7 appointed in the chapter 11
proceedings and/or the property that is the subject of those
claims, constitute the JSNs' collateral.

2. Motions to Dismiss

On April 30, 2013, UMB filed a motion to dismiss with
prejudice Counts I, IV, V, VII, XI, XII, XIII and XIV of the
Committee's complaint in their entirety, and Counts III and
X in part. (ECF Doc. # 20.) UMB later withdrew its motion
to dismiss certain of those counts, and on July 26, 2013, the
Court heard oral argument on UMB's motion. (ECF. Doc. #
61.) The Court entered an opinion and order granting in part
and denying in part UMB's motion. (ECF Doc. # 74.) In that
opinion, the Court dismissed Count V and denied without
prejudice UMB's motion to dismiss Counts I, IV, and XIII.
(Id.) See Residential Capital, 495 B.R. at 250.

On July 16, 2013, the Defendants filed a Motion to Dismiss
Counts 3 and 5 of the Debtors' Amended Complaint. (ECF
Doc. # 52.) That same day, the Plaintiffs filed a motion
to dismiss fourteen of the Defendants' counterclaims. (ECF
Doc. # 53.) The Court heard oral argument on both of those
motions to dismiss on August 28, 2013, and subsequently
issued a memorandum opinion and order (1) denying the
Defendants' motion without prejudice, and (2) granting in part
and denying in part the Plaintiffs' motion. (ECF. Doc. # 100.)
See Residential Capital, 497 B.R. at 403.

B. The Trial
On August 23, 2013, the parties entered into a Joint Statement
of Issues, which the Court so-ordered. (ECF Doc. # 84.) That
statement of issues contemplated a bifurcated adjudication
whereby certain issues would be decided in a Phase I trial,
and others would be decided in a Phase II trial (if necessary).
The Phase I trial issues include (1) “[w]hether and to what
extent any unamortized portion of the alleged original issue
discount on the Junior Secured Note[holders]' claim should
be disallowed as unmatured interest,” (2) “valuation of
each Debtor's collateral ... securing the JSN claims, on a
debtor-by-debtor basis, and the appropriate methodologies

for conducting such valuation,” 8 (3) “[w]hether and to
what extent the JSNs have liens on various items of
disputed collateral ... including issues related to avoidance
of preferential transfers, disputed lien releases, asserted
equitable liens resulting therefrom, and potential avoidance
of any such equitable liens,” (4) adequate protection issues,
including “[w]hether and to what extent the JSNs' collateral
has diminished in value as a result of the Debtors' use of
cash collateral; whether the JSNs are entitled to an adequate
protection claim for some or all of that value diminution;
and, if the Court deems it appropriate to decide during *561

Phase [, whether as a matter of law the JSNs might be entitled
to adequate protection for any diminution in value associated
with the Debtors' entry into the Global Settlement,” (5) “the
appropriate allocation of proceeds to JSN collateral from the
Debtors' asset sales to Ocwen and Walter” (described below),
(6) “[w]hether the JSNs have a lien on all or any portion of

the AFI Contribution, % and/or all or any of causes of action
of the Debtors or avoidance claims that the Debtors may

bring that are being settled in the Global Settlement,” 10" and
(7) “[w]hether under section 506 of the Bankruptcy Code,
the [Noteholders] may recover postpetition interest and other
fees, costs, or charges under the Indenture (a) only to the
extent they are oversecured by assets at a single Debtor entity
without reference to collateral at other Debtor entities; (b) to
the extent they are oversecured with reference to all collateral
held by any Debtor, collectively; and/or (c) to the extent
that the Debtors collectively have sufficient assets to pay the
[Noteholders'] claims in full and/or any particular Debtor is

solvent.” (Id.) 1

The Court conducted a six-day hearing on Phase I from
October 15-17 and October 21— 23, 2013. The parties
submitted the written direct testimony of 13 witnesses: Teresa
Rae Farley (“Ms. Farley”), John D. Finnerty (“Dr. Finnerty”),
James Gadsden (“Gadsden”), Marc E. Landy (“Mr. Landy”),
Thomas Marano (“Mr. Marano”), Marc D. Puntus (“Mr.
Puntus”), and Mark Renzi (“Mr. Renzi”), for the Plaintiffs;
and Michael Fazio (“Mr. Fazio™), Jeffrey M. Levine (“Mr.
Levine”), Ronald J. Mann (“Mr. Mann”), P. Eric Siegert (“Mr.
Siegert”), John A. Taylor (“Mr. Taylor”), and Scott Winn
(“Mr. Winn”), for the Defendants. Each of these witnesses
was subjected to cross-examination and redirect at trial.
Neither party called any rebuttal witnesses. The Plaintiffs and
the Defendants sent their final exhibit lists to the Court post
trial. More than 700 exhibits were admitted in evidence, some
for limited purposes. The Parties filed amended consolidated
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deposition designations on October 29, 2013 (ECF Doc. #
179).

II. FINDINGS OF FACT

A. The Notes, the Collateral, and the Loan Facilities

1. The AFI Revolver and the Junior Secured Notes

On or about June 4, 2008, Residential Funding Company,
LLC (“RFC”) and GMAC Mortgage LLC (“GMAC”), as
borrowers, ResCap and certain other entities as guarantors,
and certain entities as obligors, entered into a revolving loan
facility (the “Revolver”) as amended from time to time.
The Revolver was provided under a Loan Agreement (the
“Original Revolver Loan Agreement”), dated June 4, 2008
(and amended from time to time before December 30, 2009),
with AFI as initial lender and lender agent. (PTO § 10;
PX *562 5.) To secure the obligations under the Revolver,
ResCap and certain of its subsidiaries, as grantors, granted
a security interest in favor of Wells Fargo, as First Priority
Collateral Agent and Collateral Control Agent, pursuant to a
First Priority Pledge and Security Agreement and Irrevocable
Proxy (the “Original Revolver Security Agreement”), dated
June 4, 2008 (and amended from time to time before
December 30, 2009). (PTO q 11; PX 7.) ResCap also issued
$4.01 billion in face principal amount of Junior Secured Notes
(the “Junior Secured Notes™) pursuant to an indenture dated
as of June 6, 2008 (the “Notes Indenture”). (PX 1 § 1.01.)
Interest accrues on the Junior Secured Notes at an annual

9.625% rate. 12 (Id. at 8.) ResCap issued those Junior Secured

Notes with certain other entities serving as guarantors and

13 and with U.S. Bank National Association, as

obligors,
the original indenture trustee. (/d.) To secure the obligations
under the notes, ResCap and the guarantors under the Notes
Indenture granted a security interest in favor of Wells Fargo
—the Third Priority Collateral Agent—pursuant to the Third
Priority Pledge and Security Agreement and Irrevocable
Proxy (the “Original JSN Security Agreement”), dated June
6,2008 (and amended from time to time before December 30,

2009). (PTO q 13; PX 3.)

Pursuant to Original Revolver Security Agreement and the
Original JSN Security Agreement, the collateral securing
the Revolver was identical to the collateral securing the

Junior Secured Notes. (See PX 7, PX 3.) 14 On December
30, 2009, the Original Revolver Security Agreement, the

Original Revolver Loan Agreement, and Original JSN
Security Agreement were amended and restated, giving rise
to the “Revolver Loan Agreement,” the “Revolver Security
Agreement,” and the “JSN Security Agreement.” Following
those amendments, the collateral securing the agreements
remained identical. (See PX 8, PX 4.) The Plaintiffs contend
that certain collateral was later pledged to the Revolver but
not to the JSNs, which the Court will address below.

Since the collateral securing the Revolver and the Junior
Secured Notes was identical, the creditors entered into an
Intercreditor Agreement on June 6, 2008. (PX 2.) That
agreement governs the Revolver Collateral Agent's ability
to enforce rights associated with collateral. The governing
documents expressly authorize the Collateral Agent, at the
request of the Debtors, to release liens on the collateral
previously securing the Revolver and the JSNs. Any lien
releases executed by the Revolver Collateral Agent were
binding on the Junior Secured Notes.

2. Primary Collateral and Blanket Lien Collateral

The Revolver and Junior Secured Notes were secured by
two categories of collateral: *563 Primary Collateral and
Blanket Lien Collateral. (PTO q 12.) Primary Collateral was
specifically delineated on the schedules to the AFI Revolver
and served as the borrowing base under the AFI Revolver.
Primary Collateral was subject to various operational and
reporting requirements. (Farley Direct § 24; Farley Dep.
48:14-21.)

Blanket Lien Collateral encompassed the balance of the

collateral pledged as security under the AFI Revolver and not

falling within the definition of “Excluded Assets.” 15 (Farley

Direct 9§ 25.) The Blanket Lien Collateral included assets that
were not Primary Collateral, “whether [such assets were] now
or hereafter existing, owned or acquired and wherever located
and howsoever created, arising or evidenced.” (PX 3 at 11—
12; see also PX 4 at 15.) All of the assets that came in to
ResCap (except Excluded Assets) after the parties executed
the Original JSN Security Agreement were subject to the
JSNs' third priority lien due to the blanket lien. (See PX 3 at
11-13; PX 4 at 15-17.)

Between the Primary and Blanket Lien Collateral, the JSNs'
collateral included (1) assets and property of ResCap, the
Notes Guarantors, and the Additional Notes Grantors (other

than Excluded Assets); 16 (2) certain equity interests, certain
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promissory notes and other debt instruments, certain deposit
and security accounts, and certain related assets of the Notes
Equity Pledgors; (3) all “Financial Assets” (as defined in
Article 8 of the U.C.C.) and certain related assets of the
FABS Grantors (as defined in the JSN Security Agreement);
and (4) certain deposit accounts and certain related assets
of the Additional Account Parties (collectively, the “JSN
Collateral™). (PX 4.)

Primary Collateral could only be released if proceeds of that
collateral were used to pay down the AFI Revolver or to
buy replacement collateral. (See PX 1 at 56.) Blanket Lien
Collateral, on the other hand, could be released without the
same restrictive requirements. (Farley Direct § 25; Oct. 16 Tr.
180:4-8.)

The Notes Indenture and the JSN Security Agreement
combined to permit the Debtors to incur future indebtedness
secured by liens, to conduct certain asset sales, and to release
JSN Collateral so long that release was part of a transaction
not prohibited by the Notes Indenture. (PX 1 §§ 1.01,
4.01, 8.04(a)(i); PX 4 § 7.) Additionally, the Intercreditor
Agreement allowed the First Priority Collateral Agent to
release liens on any collateral in connection with a sale
or disposition of the collateral allowed under the Revolver
Agreements and the Junior Secured Notes Agreement. (PX 2
§ 3.1.) That collateral release would be binding on the JSNs.
({d.) The Debtors could only release JSN Collateral pursuant
to the JSN Security Agreement, the Notes Indenture, and
the Intercreditor Agreement. Additionally, the JSN Indenture
allowed the Debtors to move assets among their subsidiaries,
and to create new subsidiaries, as long as the JSNs continued
to maintain liens on such *564 assets. (PX 1 § 4.7 (requiring
all “Significant Subsidiaries” to become “Guarantors” and
thus also “Grantors” under the JSN Pledge Agreement).)

3. The AFI LOC and Released Blanket Collateral

In 2009, the Debtors determined that they needed additional
financing to continue operating their businesses. To that
end, on or about December 30, 2009, RFC and GMAC,
as borrowers, entered into the AFI LOC, provided under
an Amended and Restated Loan Agreement (“LOC Loan
Agreement” with AFI as initial lender and lender agent).
(PTO g 18; PX 9.) To secure the obligations under the
AFI LOC, ResCap and certain other Debtors granted a
security interest to AFI pursuant to the Amended and Restated
Pledge and Security Agreement and Irrevocable Proxy, dated

December 30, 2009 (as amended from time to time, the “LOC
Security Agreement”) with GMAC Investment Management
LLC, as secured party, and AFI, as omnibus agent, lender
agent, lender and secured party. (PTO 9 19.) Granting that
security interest to secure the AFI LOC required the First
Priority Collateral Agent and Third Priority Collateral Agent
to release their respective liens on certain collateral. (PX 134;
Farley Direct 9 52-61.)

In 2010 and 2011, the Third Priority Collateral Agent released
its lien on a variety of assets included in the JSN Collateral
so the collateral could be pledged to secure the AFT LOC,
including (1) certain mortgage loans, servicing rights and
other assets (the “Released Loan Collateral”), and (2) certain
Freddie Mac servicing advances (the “Released Advances,”
and collectively with the Released Loan Collateral, the
“Released Blanket Collateral”). (PX 134.) To effectuate the
releases, the Third Priority Collateral Agent executed (1) a
Partial Release of Collateral, dated May 14, 2010, releasing
the security interest in the Released Loan Collateral that
previously secured the Junior Secured Notes, and (2) a Partial
Release of Collateral, dated May 27, 2011, that released the
security interest in the Released Advances that previously
secured the Junior Secured Notes (together with the May
14, 2010 release, the “Blanket Releases™). (PX 130 at 1176—
1305, PX 134.) The Third Priority Collateral Agent also filed
U.C.C.-3 amendments that removed the Released Blanket
Collateral from the collateral set forth in the original U.C.C.—
Is (as amended) filed by the Third Priority Collateral Agent.
(PX 131; PX 133.) Exhibits annexed to these U.C.C.—-3s
contained descriptions of the Released Blanket Collateral that
were identical to those in the Blanket Releases themselves.
(Id.)

The May 14, 2010 release described various categories of
Released Loan Collateral, including any existing or future
rights in “Subject Mortgage Loan[s].” The release defined
those loans as:

Any Mortgage Loan (a) which is
identified in a Mortgage Schedule
LOC Loan
Agreement, (b) the carrying value of

delivered under the

which is included in the calculation
of the borrowing base included in a
borrowing base report or a monthly
collateral report under the LOC Loan



In re Residential Capital, LLC, 501 B.R. 549 (2013)

Agreement, or (c¢) which is indicated

in a Relevant Party's 17 books and
records as having been pledged to the

Lender Agent. 18

(PX 134 at 8.) Thus, a mortgage loan listed as AFI LOC
collateral on the Debtors' books and records would qualify as
a Subject *565 Mortgage Loan that was released. The LOC
Loan Agreement defines mortgage loans to mean residential
mortgage loans and any right to receive payment from the
Federal Housing Administration and Department of Veterans
Affairs (“FHA/VA?”) for insurance or guarantees of residential

mortgage loans. 19 (PX 9 at 87; PX 10 at 100.)

Other categories of collateral released under the Blanket
Loan Release included (1) “Servicing Rights Collateral,”
defined as all of RFC's and GMAC's rights under existing
or future agreements pursuant to which they were obligated
to perform collection, enforcement or similar services to
maintain and remit funds collected from mortgagees; and (2)
all intangible assets and other general intangibles relating to
Subject Mortgage Loans and Servicing Rights Collateral. (PX
134 at 6-8.)

The May 27, 2011 release described various categories of
Released Advances that were being released from the JSNs'
liens. These assets included any existing and future advances
relating to mortgage loans and real estate owned property
made pursuant to certain contracts with Freddie Mac. (See PX
130 at 1181-83.)

B. The Debtors' Books and Records
[2] To comply with the numerous collateral tracking and
reporting requirements of the Revolver Loan Agreement, the
Debtors developed and implemented technological systems
and operational procedures. (Farley Direct § 29.) Starting
in 2008, the Consolidated Financial Data Repository, or
“CFDR,” became the Debtors' primary record for tracking
their assets and was maintained in the ordinary course of
the Debtors' business. (Farley Direct 9 29-30; see also
PX 139.) The CFDR tracks various categories of assets,
including without limitation, held for sale (“HFS”) and held
for investment (“HFI”’) mortgage loans, FHA/VA receivables,
servicing advances, lending receivables, service fees and
late charges, REO property, trading securities, and mortgage
servicing rights. (Farley Direct § 30 n.4.) Each asset is marked
in the CFDR to reflect the facility to which it has been

pledged. (Oct. 16 Tr. 194:3—10.) Because the collateral pools
for the Revolver and the Junior Secured Notes were the same,
the CFDR tracked the JSN Collateral by tracking the Revolver
collateral. (Farley Direct 9 30.)

Assets comprising Primary Collateral under the Revolver
Security Agreement are tracked and marked in the CFDR
as pledged to the Revolver. (Oct. 16 Tr. 194:3-6.) Assets
comprising Blanket Lien Collateral under the Revolver are
also tracked, but before the Petition Date, those assets were
marked as “Unpledged” in the CFDR because (1) the Debtors
were not required, and the CFDR was not used, to report on
Blanket Lien Collateral; and (2) Blanket Lien Collateral was
not subject to the same constraints relating to use of proceeds
as Primary Collateral. (Farley Direct q 35.) Not all unpledged
assets constituted Blanket Lien Collateral, though, because
Excluded Assets under the Revolver Security Agreement and
JSN Security Agreement would also be listed as unpledged.
(Farley Direct 9] 35; Oct. 16 Tr. 194:7-10.)

*566 Shortly before the Petition Date, the Debtors updated
the CFDR to comply with stricter reporting and cash tracking
requirements attendant to the bankruptcy process and recoded
assets constituting Blanket Lien Collateral from “Unpledged”
to “Blanket Lien Collateral.” (Ruhlin Dep. 119:4-9, 155:16—
156:2, 156:15-21; Farley Direct § 36; Farley Dep. 115:4-14.)
When the Debtors repurposed the CFDR in 2012 and began
specifically tracking blanket lien collateral, “what [ResCap]
viewed as blanket lien collateral was no longer included as
unpledged. It was marked otherwise to be more specific that
it related to pledged collateral in some way.” (Ruhlin Dep.
119:4-9; see also Farley Dep. 138:4-11 (“Shortly before
the filing date ...
start reporting on all assets which had been subject to the

since [ResCap was] going to have to

blanket lien at the time of the filing date, there was an effort
undertaken to label all of the assets which were in [ResCap's]
view ... subject to the blanket lien.”).)

During the trial, Ms. Farley testified that the CFDR is a
Sarbanes—Oxley (“SOX”) compliant financial tool that is
auditable, verifiable, and subject to a heightened level of
scrutiny and attention by the Debtors'/AFI's SOX teams and
the Debtors' external auditors, Deloitte & Touche. (Farley
Direct 43; Oct. 16 Tr. 233:1-6, 234:23-235:25.) M. Farley
also testified that these controls were rigorous because the
CFDR was a critical financial technology for the Debtors.
(Oct. 16 Tr. 235:24-25.) Ms. Farley further detailed the
strict controls on the collateral tracking process under the
CFDR, including the processes for (1) designating an asset as
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being pledged to a particular facility; (2) changing an asset's
designation; (3) reconciling any inconsistencies between the
CFDR data, the general ledger, and source data submitted by
various business units; and (4) submitting collateral reports
under the Revolver and LOC Facility. (Farley Direct 9 30
n.4, 33-34, 38-42; Oct. 16 Tr. 194:1-10; see also PX 162.)

Following Ms. Farley's testimony, over the Defendants'
objection, the Court admitted the CFDR in evidence as a
business record maintained by the Debtors in the ordinary
course of business. (Oct. 17 Tr. 32:17-33:17, 40:7-41:18.)
The Court expressly finds that the CFDR is a reliable
and accurate business record containing a contemporaneous
record of the Debtors' business transactions concerning the
assets tracked in the system. The Court also expressly finds
that the Defendants' challenge to the CFDR is unpersuasive.

1. The CFDR and the Released Blanket Collateral

The CFDR constituted the Debtors' books and records by
which the they tracked collateral pledged to various facilities.
Thus, collateral listed as pledged to the AFI LOC in the
CFDR would meet the definition of a Subject Mortgage
Loan released by the Third Party Collateral Agent (discussed
above) as part of the Blanket Releases.

The JSNs claim that they have a lien on $910 million of
collateral that was identified in the CFDR as pledged to the
AFI LOC on the Petition Date. That collateral is composed
of categories of assets that were released under either of

the Blanket Releases. >’ (Farley Direct q 62.) The *567
JSNs argue that other evidence of the release of this $910
million of JSN Collateral should exist, including schedules
of mortgage loans, notices of collateral additions to the LOC
Loan Agreement, and electronic templates used to update the
CFDR. The Debtors, though, either did not maintain all these
documents or did not locate them in their searches during
discovery. (See ECF 13-01343 Doc. # 117; see also Oct. 16
Tr. 237:6-239:14.)

Regardless, there is no dispute that $910 million of collateral
is listed in the CFDR as pledged to the AFI LOC; nor is
there any dispute that the $910 million comprises categories
of assets that were released under the Blanket Releases.
In ruling on the motions to dismiss, the Court held that
the description of the collateral covered by the releases
satisfied the requirements of the Uniform Commercial Code
(“U.C.C.”) section 9—108(b). Residential Capital, 497 B.R.

at 418. Therefore, the Court finds that the $910 million was
effectively released, and no further evidence is necessary to
support those releases. The absence of the additional records
sought by the Defendants is not sufficient to overcome the
evidence that was introduced at trial. The Court expressly
finds that a preponderance of the evidence supports the
finding that the $910 million of collateral was released from
the JSNs' lien and pledged to the AFT LOC.

C. Events Leading Up to the Debtors' Bankruptcy

In August 2011, the Debtors began to contemplate out-
of-court restructuring opportunities, a potential chapter 11
filing, financing alternatives and asset sales. To that end,
in October 2011, ResCap retained Centerview Partners LLC
(“Centerview”) to assist in this process. (Puntus Direct 9
1, 16, 40, 41, 43; Marano Direct 9 28.) In December 2011
and January 2012, faced with significant debt maturities
coming due in spring 2012, the Debtors and Centerview
began evaluating, and launched a process to obtain, a stalking
horse bid(s) for a chapter 11 sale of all or a substantial
portion of the Debtors' assets. (Puntus Direct 9 3, 16, 44;
Marano Direct 9§ 29.) Contemplating a potential bankruptcy
filing, the Debtors wanted to obtain debtor-in-possession
(“DIP”) financing, secure a stalking horse bid, and continue
to work with government-sponsored entities (“GSEs”) and
regulators to maintain the Debtors' GSE mortgage servicing
rights (“MSRs”). (Marano Direct § 3 1.) The Debtors also
wanted to resolve potential claims against AFI to obtain AFI's
support for the business and resolve litigation threats asserted
by RMBS trustees. (/d.)

1. Stalking Horse Bids

On or about January 23, 2012, Centerview launched a
marketing process for the Debtors' assets. (Puntus Direct 9
48.) After developing a list of potential bidders, Centerview
contacted five potential bidders and negotiated nondisclosure
agreements with each one. (/d.) Centerview made clear
that the Debtors would consider bids for any and all asset
combinations, including bids on individual assets. (Id.) *S68
Centerview also opened a data room to facilitate bidder
due diligence, and the Debtors held multi-day management
presentations with three of the five potential bidders. (/d.)

In February 2012, Centerview received three preliminary
indications of interest from (a) Nationstar Mortgage LLC
(“Nationstar) (PX 27), (b) Ocwen Loan Servicing LLC
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(“Ocwen”) (PX 25), and (c) a certain undisclosed financial
bidder (PX 17). The financial bidder's letter of intent (“LOI”)
included a bid of $1.5 billion for the Debtors' mortgage
loan origination and servicing assets (the “Servicing and
Origination Assets”) and portions of the Debtors' whole
loan portfolio (the “Whole Loan Portfolio”). Nationstar also
submitted an LOI, which included a bid of $2.6 billion for
a substantial portion of the Debtors' assets. (Puntus Direct
9 49.) Ocwen's initial LOI was a bid of $1.426 billion
to acquire solely the Debtors' private label securitization
(“PLS”) MSRs and associated advances. (/d.) The Debtors
and their advisors determined that proceeding with two of
the three bidders—Nationstar and the financial bidder—was
most prudent. (/d. § 50.) Centerview then approached each of
the two with a detailed request for supplemental information.
(Id.) To that end, on February 22, 2012, Centerview sent
a letter to Fortress Investment Group LLC (“Fortress™)
—Nationstar's primary shareholder—requesting additional
clarification related to Nationstar's bid. (PX 366.) Centerview
asked Nationstar to clarify how it would allocate its bid
among the purchased assets, “including but not limited to
a separate allocation for each of the financial assets (MSR,

advances, whole loan portfolio) as well as the servicing and

origination platforms, respectively.” 21

(Id.) In its response
to Centerview's questions about bid allocation, Fortress
specified that it would allocate no value to either the consumer

lending or servicing platforms. (PX 28 at 2.)

Nationstar submitted a revised LOI on February 28, 2012,
increasing the purchase price on assets included in its initial
bid by $100 million, and expanding the assets purchased to
include GSE and PLS advances. (Puntus Direct § 5 1.) It
also increased its total bid for the Debtors' mortgage loan
origination and servicing assets and Whole Loan Portfolio to
$4.2 billion for the Debtors' mortgage loan origination and
servicing assets and Whole Loan Portfolio. (/d.) Nationstar's
bid on the Whole Loan Portfolio was contingent on
AFI providing better-than-market debt financing for such
portfolio. (/d.) After this bid, the Debtors decided to proceed
with Nationstar as the exclusive bidder on the assets. (/d.
9 52.) In early March 2012, the Debtors and their advisers
negotiated the terms of the asset purchase agreement with
Nationstar (the “Nationstar APA”), and Nationstar completed
its analysis of the Debtors' business. (/d. q 55.)

During April and May of 2012, AFT decided not to provide
Nationstar debt financing related to the Debtors' Whole Loan
Portfolio, and offered its own bid of $1.4 to $1.6 billion
to acquire those assets, depending on whether the sale was

effectuated through a section 363 sale or chapter 11 plan.
(1d. 9 56.) AFT's decision not to provide financing caused the
value of Nationstar's overall bid to decrease. (See PX 52 at
6.) The Debtors' professionals determined that AFI's bid to
acquire the Whole Loan Portfolio was superior to Nationstar's
*569 bid for those assets, particularly because AFI was not
seeking any stalking horse protections in connection with the
sale and had submitted a draft asset purchase agreement with
very favorable terms for the Debtors. (Puntus Direct § 56.)
Thus, the Debtors and their advisors negotiated the terms of
an asset purchase agreement with AFI (the “AFI APA”).

The Debtors' Board of Directors approved both APAs. (/d.
9 57.) On May 13, 2012, both APAs were executed and
delivered by the parties. (Id.) On the Petition Date, the
Debtors filed two stalking horse bids with the Bankruptcy
Court: Nationstar's $2.3 billion stalking horse bid for the
Debtors' mortgage loan origination and servicing assets
(encompassed in the Nationstar APA), and AFI's $1.4 to
1.6 billion bid for the Debtors' Whole Loan Portfolio
(encompassed in the AFI APA). (Puntus Direct 4 57; Marano
Direct 9 58.)

2. Communications and Settlements with Various Parties

During the prepetition auction process, the Debtors regularly
communicated with the GSEs concerning the proposed
agreement and plans for maintaining the Debtors' origination
and servicing operations as a going concern until closing
of the final sale to preserve the value of the MSRs and
associated advances. (Marano Direct § 50; Puntus Direct
45.) Through these regular contacts, the Debtors convinced
the GSEs that the Debtors could sell the assets without
damaging the MSRs and associated advances. (Puntus Direct
9 46.) The stakes were high: if the GSEs had concluded that
ResCap could not operate or credibly pursue an orderly sale
of the mortgage servicing assets, and that the GSE-related
assets might therefore have been subject to liquidation, the
GSEs would raise the cost of doing business and seize their
assets. (Marano Direct § 51.) By obtaining financing, use
of cash, continuity of management through the end of sale,
and a stalking horse bidder, the Debtors reassured the GSEs
that during the chapter 11 sale process, the Debtors' business
would continue to function as usual pending the sale. (Id.)

Before the Petition Date, the Debtors negotiated a settlement
with the Department of Justice, the Department of Housing
and Urban Development, and the attorneys general of
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49 states (the “DOJ/AG Settlement”) to resolve potential
claims arising out of origination and servicing activities
and foreclosure matters. (Id. § 7.) The DOJ/AG Settlement
required that the Debtors pay approximately $110 million in
cash and provide various specified forms of borrower relief
with a value of at least $200 million and that the Debtors
—and any purchaser of the Debtors' assets—implement
a remedial program of loan modification and enhanced
servicing measures, both subject to ongoing regulatory
monitoring and oversight, and imposed increased operational
costs. (Id. 9 53.) Also before the bankruptcy filing, the
Debtors entered into a consent order settling an investigation
by the Federal Reserve Board (the “FRB Consent Order”)
arising out of the same general facts as the DOJ/AG
Settlement. (Id. § 54.) The terms of the FRB Consent Order
required ResCap to pay a penalty of $207 million, as well as
to enhance various aspects of their origination and servicing
business, including their compliance and internal audit
programs, internal audit, communications with borrowers,
vendor management, employee training, and oversight by
the Board of Directors. (Id.) The Consent Order required
the Debtors—and any purchaser of the Debtors' assets—to

maintain *570 compliance with the terms of the order. 2
(1d.)

3. Prepetition Settlements and Plan Support Agreements

Before the Petition Date, the Debtors entered into plan support
agreements with AFI and certain other parties in interest—
including certain of the current Ad Hoc Group members—
whereby the parties committed to support, subject to certain
terms and conditions, the Debtors' effort to pursue a chapter
11 plan pursuant to the terms provided in the Plan Term Sheet,
dated May 14, 2012 (the “Prepetition Plan Term Sheet”). (PX
432.) The Prepetition Plan Term Sheet contemplated, among
other things, that AFI would make a cash contribution in
exchange for estate and third party releases. (PTO 9§ 24.) The
Debtors and AFI reached a prepetition settlement approved
by the ResCap board on May 13, 2012 (the “Original AFI
Settlement”). (Marano Direct 9§ 40.) That settlement was
memorialized in a Plan Sponsor Agreement. (/d.) Under the
terms of the Original AFI Settlement, AFI agreed to pay
the Debtors $750 million, continue to support the Debtors'
origination business in chapter 11, provide a stalking horse
bid for the Whole Loan Portfolio, provide DIP financing, and
continue to provide the Debtors the shared services it needed
to run its business. (/d. § 41.) The Original AFI Settlement
and Plan Sponsor Agreement also provided for the automatic

termination of the agreements if the Court did not approve
a chapter 11 plan on or before October 31, 2012. AFI and
the Debtors agreed to monthly waivers of this automatic
termination through February 28, 2013. (Id. q 41; Puntus
Direct q 35.)

Under the plan support agreement entered into with the JSNs
(the “JSN PSA”), the JSNs would have waived all rights
to postpetition interest through December 31, 2012, so long
as no unsecured creditor received postpetition interest, the
JSN PSA did not terminate, and the effective date of the
plan occurred by December 31, 2012, or (1) the closing of
contemplated asset sales occurred by December 31,2012, and
(2) the effective date of the plan occurred by March 31, 2013.
(Puntus Direct q 33.) The JSN PSA also would have provided
that AFI would subordinate a portion of its liens and claims
to the JSNs. (1d.)

At the same time that the Debtors were negotiating with
AFI, they were also negotiating with the trustees of certain
RMBS trusts (the “RMBS Trusts”) for which the Debtors
acted as sponsor, depositor, or in a similar capacity. (Id. §37.)
These negotiations related to resolution of approximately $44
billion of potential liability for representation and warranty
and servicing claims arising out of the Debtors' private-
label residential mortgage backed securities. (Marano Direct
943.) The Debtors believed that resolving these private-label
securities claims was crucial to enhancing the value of the
Debtors' assets for a potential sale. (/d.) The overhang of this
litigation exposure had impeded the Debtors' sale efforts in the
years before the chapter 11 filing and would have diminished
the value the Debtors' creditors could have obtained in a
chapter 11 sale. (Id.) Further, the RMBS Trustees (the “RMBS
Trustees”) threatened to assert the right to withhold servicing
advances owed to the Debtors as an offset against origination
and servicing liabilities allegedly owed to them. (/d.)

In May 2012, the Debtors reached a proposed settlement with
the institutional *571 investors holding a substantial stake
in the RMBS Trusts (the “RMBS Settlement”). (Id. § 44.)
ResCap's board of directors approved that agreement on May
13,2012. (Id.)

With the stalking horse bids, proposed settlements, and plan
support agreements in place, the Debtors filed their chapter 11
cases on May 14, 2012. Any notion that the Court was being
presented with a pre-packaged bankruptcy was short-lived,
however, and these cases rapidly descended into warfare
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threatening the Debtors' ability to continue operating as a
going concern.

4. Termination of the Initial Plan Support Agreements

By late September 2012, two events occurred that altered
the calculus of the JSNs who supported the prepetition PSA.
(Siegert Direct 9§ 12.) First, with the auction still a month
away, there was no longer any possibility of an expedited
distribution upon a rapid sale closing. (Id.) Second, the
Committee challenged certain of the JSNs' liens within the
challenge period prescribed by the Cash Collateral Order.
(Id.) The Ad Hoc Group then terminated the prepetition
term sheet and inserted an express reservation of rights
regarding adequate protection and allocation of expenses in
each extension of the Cash Collateral Order. (Id.)

D. The Cash Collateral Order

To keep their business operating as debtors-in-possession,
the Debtors sought to obtain postpetition financing and
authorization to use the cash collateral encumbered by
existing debt facilities. (Marano Direct 9 33; Puntus
Direct 4 17.) The continued funding would allow the
Debtors to (1) continue to issue loans and offer loan
modifications to thousands of borrowers; (2) continue to
service mortgages and make advances associated with such
servicing obligations; (3) comply with the Federal Reserve
and FDIC consent order; (4) comply with the DOJ/AG
Settlement; (5) comply with the agreements that had been
entered into with the GSEs mandating the care with which
their loans should be serviced and refinanced, and repurchase
loans from the GSEs; and (6) maintain hundreds of employees
through retention payments so that delinquencies would not
increase and thus diminish the value of, and jeopardize the
sale of, the Debtors' MSRs and other assets. (Marano Direct
4| 34.) For example, the Debtors needed to continue funding
their servicing advance obligations for the RMBS and other
PLS, as well as GSE loans. (/d. 9 35.) With respect to the GSE
loans, the GSEs actually owned the Debtors' servicing rights,
so if the Debtors failed to make the requisite advances, the
GSEs could have revoked the Debtors' servicing rights, and
re-assigned those rights to another company. (Marano Direct
4] 35; Puntus Direct 9 19.)

The Debtors ultimately obtained DIP financing facilities from
Barclays Bank PLC and AFI, as well as consensual use of
cash collateral from their prepetition lenders, including the

JSNs. (Marano Direct q 37.) On May 14, 2012, the Debtors
filed motions seeking authorization to (1) enter the Barclays
postpetition financing facility (the “Barclays DIP Facility”);
(2) make postpetition draws under the AFI LOC up to $200
million; and (3) use cash collateral securing each of the
Revolver, the AFI LOC, and the Junior Secured Notes to fund
the cash needs related to operations and assets of each of
the respective collateral pools. (Id.; Puntus Direct ] 28.) The
motions were approved on an interim basis on May 15, 2012,
and were approved on a final basis, with the consent of the
JSNs and AFI, pursuant to orders entered on *572 June 25,
2012 (the “Cash Collateral Order”). (PX 76; Marano Direct

137

Under the Cash Collateral Order, the Debtors were authorized
to use cash collateral in accordance with the Forecasts (as
defined in the Cash Collateral Order), and the JSNs were
protected to the extent of the aggregate diminution in value of
the JSN Collateral. (PTO §29.) Among other things, the JSNs
were granted adequate protection liens on all of the collateral
securing the AFI Revolver, the AFI LOC, and all of the equity
interests of the Barclays DIP Borrowers. (PX 76.)

The parties dispute whether, in determining an adequate
protection claim based on diminution in value of collateral,
the value of the collateral at the Petition Date should be
determined by the foreclosure value of the collateral in the
hands of the secured creditor (as argued by the Plaintiffs),
or by the going concern value of the collateral in the hands
of the Debtors (as argued by the Defendants). The legal
issue is discussed below in section I11.B.3. The Defendants'
expert Mr. Siegert testified that when negotiating the Cash
Collateral Order, the parties never discussed that adequate
protection and diminution in value of JSN Collateral would be
determined using foreclosure value. (Oct. 23 Tr. 195:9-13.)
According to Mr. Siegert, that would have been contrary to
the spirit of the negotiations, which were aimed at easing the
Debtors' bankruptcy filing. (DX AlJ at 7.)

The Forecasts provided for the pro rata allocation of the cash
disbursements during the relevant period to various silos of
assets securing the Debtors' various secured credit facilities,
as well as to unencumbered assets. (Puntus Direct 9 26.) The
Debtors delivered updated Forecasts to the JSNs and AFI
every four weeks as required by the Cash Collateral Order,
and, although the JSNs did not have consent rights, at no
point during the case did they object to any Forecast. (Id.) The
Cash Collateral Order also obligated the Debtors to deliver
to the JSNs a 20—week forecast of anticipated cash receipts
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and disbursements for the 20—week period. (PX 76 at 22.)
The Debtors were only permitted to use cash collateral for the
“purposes detailed within the Initial 20-Week Forecast and
each subsequent Forecast.” (/d. at 23-24.)

The Cash Collateral Order contained a waiver of the Debtors'
right to surcharge against prepetition collateral pursuant
to Bankruptcy Code section 506(c). (PX 76 at 42-43.)
Specifically, the Cash Collateral Order states that: “[N]o
expenses of administration of the Chapter 11 Cases or
any future proceeding that may result therefrom, including
liquidation in bankruptcy or other proceedings under the
Bankruptcy Code, shall be charged against or recovered from
the Prepetition Collateral and [Cash] Collateral pursuant to
sections 105 or 506(c) of the Bankruptcy Code....” (Id.) The
Cash Collateral Order also expressly waived the “equities of
the case” exception contained in section 552(b) of the Code.
(Id. at 35.)

The Debtors negotiated several extensions regarding the use
of the cash collateral of AFI and the JSNs, including a
stipulation entered on June 28, 2013. (ECF 12-12020 Doc. #
4115.) On July 10, 2013, the Court entered the Stipulation and
Order in Respect of the Debtors' Motion for Entry of an Order
to Permit the Debtors to Continue Using Cash Collateral (ECF
12-12020 Doc. # 3374) (the “Cash Collateral Stipulation™)
among the Debtors, AFI, and the JSNs, which terminated the
use of cash collateral effective as of July 11, 2013, with certain
limited exceptions. (PX 85 9 2.)

The Debtors also negotiated a “Carve Out” in the Cash
Collateral Order (PX 76 *573 at 31— 32.) The Cash
Collateral Stipulation served as the Carve Out Notice. No
party disputes that a section 506(c) waiver was provided for
the benefit of the JSNs. The parties dispute whether the JSNs
are entitled to an adequate protection claim for amounts of
cash collateral expended by the Debtors consistent with the
agreed budget under the Cash Collateral Order. The issue
also remains whether the Debtors may use an additional $143
million of the JSNs' cash collateral covered by the Carve
Out in the Cash Collateral Order after the termination of the
use of cash collateral where sufficient unencumbered cash is
available to make the payments. The issue is addressed below
in section I11.D.8.

E. Stipulation of Liens under the Cash Collateral
Order
In the Cash Collateral Order, the Debtors stipulated that
the JSNs' collateral included, but was not limited to, all

categories of assets identified in the “Ally Revolver” and
“Blanket” columns on Exhibit A to the Cash Collateral Order.
(PTO q 28.) The Debtors further stipulated, pursuant to
paragraph 5(g) of the Cash Collateral Order, that security
interests granted to the JSNs “are valid, binding, perfected
and enforceable priority liens on and security interests in
the personal and real property constituting ‘Collateral” under
and as defined in the Junior Secured Note Documents.” (PX
76 at 11-12.) Under the Cash Collateral Order, the “Junior
Note Documents” included the JSN Security Agreement,
the Notes Indenture, “and all other documents executed in
connection therewith.” (Id. at 4) The Defendants contend
that, under paragraph 5(g), the Debtors stipulated that the
JSNss' liens extend to all collateral to which a security interest
was initially granted, including the AFI LOC Collateral that
was previously released by the Third Priority Collateral
Agent under the Blanket Release. (PTO JSN Contentions
18.) The JSNs' witness, Mr. Siegert—the lead engagement
partner for Houlihan Lokey Capital, Inc. (“Houlihan”)—
testified that as of the Petition Date, he had no belief that
the Debtors' stipulations in paragraph 5(g) would revive the
JSNs' previously released liens. (Oct. 23 Tr. 102:4-6, 102:19—
24,105:3-25, 115:4-8, 125:12-126:15, 126:23-127:21.) Mr.
Siegert explained that if counsel for the JSNs had concluded
that paragraph 5(g) would revive more than $1 billion of AFI
LOC Collateral, that would have been material information
for Houlihan and the Ad Hoc Group to know, as well as a
material factor in estimating the value of the JSNs' liens. (Oct.
23 Tr. 127:25-128:16.) But Houlihan's May 14, 2012 public
presentation (the “May 14 Presentation™) that presented an
estimation of the JSNs' recovery on their prepetition collateral
did not incorporate or disclose the existence of the billion
dollars of AFI LOC Collateral. (PX 169; Oct. 23 Tr. 128:17—
21; 132:18-133:4.) Mr. Siegert testified that if Houlihan had
known that paragraph 5(g) revived $1 billion worth of JSNs'
liens, it would have incorporated that fact in the May 14
Presentation. (Oct. 23 Tr. 128:23-133:4.)

Further, in paragraph 5(g), the Debtors stipulated that the
JSNs' liens are “subject and subordinate only” to those
prepetition liens that were granted under the Revolver. (PX
76 at 11-12.) But this provision does not subordinate the
JSNs' purported lien on the AFI LOC Collateral to AFI (i.e.,
the lender). So under the Defendants' proposed interpretation
of paragraph 5(g), the JSNs' purported liens on the AFI
LOC Collateral would be elevated ahead of the AFI's liens
in that same collateral. Additionally, while granting the
JSNs a postpetition adequate protection lien on the Revolver
Collateral and the *574 AFI LOC Collateral, the Cash
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Collateral Order subordinated those liens to any existing liens
on the same collateral. To that end, with respect to the JSNs'
adequate protection lien on the Revolver Collateral the Order
acknowledges that the lien is junior to the “existing liens
granted to the Junior Secured Parties.” (Id. at 28.) With respect
to AFI LOC Collateral, though, the Cash Collateral Order
does not mention the JSNs' purported existing lien on that
collateral. (Id. at 28-29.)

Other documents also indicate that paragraph 5(g) was not
intended to revive any previously released JSN liens. For
example, in the JSN PSA, the JSNs expressly reserved the
right to make a claim for an equitable lien on the AFI LOC
Collateral. (PX 252 § 5.6.) That would have been superfluous
if the JSNs believed that paragraph 5(g) already granted them
a lien on that collateral. Moreover, when the Debtors sought
approval of the Barclays DIP Facility, they argued that any
asserted equitable JSN lien on the AFI LOC Collateral was
invalid and not perfected. (PX 88 at 55.) That position would
have been inconsistent with a stipulation granting the JSNs a
lien on that collateral in paragraph 5(g). Neither the motion
for approval of the use of cash collateral, nor any disclosures
to the Court in connection with the interim or final cash
collateral orders, disclose that the JSNs believed they were
getting a perfected security interest in any previously released
collateral.

F. The Asset Sales

On the Petition Date, the Debtors filed motions to approve
stalking horse bids from AFI and Nationstar with respect
to the Debtors' Whole Loan Portfolio and Servicing and
Origination Assets, respectively. (See PX 61.) The Debtors
entered into the initial stalking-horse bid with Nationstar to
sell the servicing, origination, and capital markets platforms
(which included people, software, and IT) of the Debtors.
(PX 33.) The Debtors also agreed to sell Nationstar
contracts, servicing agreements, MSRs owned by the Debtors,
certain Ginnie Mae-guaranteed whole loans, and intellectual
property, goodwill, and general intangibles “Related to the
Business” for $2.3 billion. (/d. at 38-41.)

After the Petition Date, on June 15, 2012, Berkshire
Hathaway, Inc. (“Berkshire”) submitted competing bids to
become the stalking horse bidder for both sets of assets.
(Puntus Direct § 59.) The bids, which were submitted without
Berkshire having performed any due diligence, were in
the form of executed asset purchase agreements virtually
identical to the agreements executed by Nationstar (for the
Servicing and Origination Assets) and AFI (for the Whole

Loan Portfolio). (Id.) Due, at least in part, to Berkshire's
bids, a “pre-auction” auction (the “Mini Auction”) ensued in
advance of and during the sale procedures hearing, with the
Court ultimately directing that final proposed stalking horse
bids be submitted to the Debtors on June 18, 2012. (Id.) In
accordance with the Court's direction, both Nationstar and
Berkshire submitted revised stalking horse bids. (/d.) With the
support of the Committee, the Debtors sought and obtained
Court approval of the Nationstar and Berkshire stalking horse
bids and the bid and sales procedures at a hearing on June 19,

2012.% (1d. 9 60.)

In the lead-up to the Asset Sales, the Debtors maintained the
servicing and origination *575 platforms as going concerns.
(Marano Direct Y 50-51.) The Debtors considered, but
rejected, the possibility of liquidation, because, according to
Mr. Marano, the Debtors did not believe that a liquidation
was in the best interests of the creditors, and the Debtors did
“everything [they] could” to prevent a foreclosure. (Oct. 15
Tr. 164:10-25.)

1. The Servicing and Origination Assets Sale

The Court approved the sale and bid procedures with
respect to the Servicing and Origination Assets (PX 44),
and Centerview approached those institutions that it believed
would have an interest in purchasing, and the financial
resources and expertise necessary to purchase, the Servicing
and Origination Assets, to gauge their respective interest.
(Puntus Direct q 61.) Following these initial contacts and
an introductory due diligence period for interested parties,
the Debtors' management team and Centerview made formal
presentations to five prospective purchasers, during which
they described in detail the Servicing and Origination Assets
being sold and afforded them an opportunity to visit the
Debtors' locations and perform detailed on-site due diligence
with the Debtors' business units. (/d.) The Debtors received
responses from three potential purchasers: (1) Berkshire, (2)
a consortium of two bidders, and (3) a consortium composed
of Ocwen and Walter Investment Management Corporation
(“Walter”). (Id. q 63.) The Debtors focused their marketing
efforts on these three potential purchasers. (/d.)

On October 19, 2012, the Debtors received two qualifying
bids for the Servicing and Origination Assets: (1) the stalking
horse bid previously submitted by Nationstar at a value of
$2.357 billion; and (2) a bid from Ocwen and Walter at
a value of $2.397 billion. (PX 48; PX 47.) The Debtors
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determined that the Ocwen bid was the highest and best bid
for the Servicing and Origination Assets and decided that they
would open the auction with the Ocwen bid. (Puntus Direct
9 64; PTO q 34.) On October 23, 2012, the Debtors began
the auction for the Servicing and Origination Assets with
Ocwen's bid as the opening bid. Two bidders, Nationstar and
Ocwen, submitted offers for these assets. Although Ocwen
was a bidder of record for these assets, the Ocwen APA
provided for the assignment of the Debtors' Fannie Mae assets
to Walter. (PX 47; Puntus Direct § 69.)

During the auction, the Debtors negotiated with Nationstar
and Ocwen to obtain certain adjustments to their bids and
asset purchase agreements. As required by Ginnie Mae, both
bidders agreed to remove the Ginnie Mae liability bifurcation
condition in the asset purchase agreements. (Puntus Direct
9 71.) Consequently, Ginnie Mae would be able to seek
satisfaction of all liabilities relating to Ginnie Mae loans,
either pre- or post-closing, related to servicing or origination,
from the purchaser of the Servicing and Origination Assets.
(Id.) Also, although both Ocwen's and Nationstar's bid did
not contractually obligate them to acquire the servicing
and origination platforms, both bidders agreed to include a
commitment to acquire the platforms and associated liabilities
as part of the bid. (Puntus Direct q 72; Marano Direct 9 62.)
To induce Ocwen and Nationstar to make this commitment,
the Debtors offered the bidders a bid credit in the amount
of $108.4 million, which represented the estimated liabilities
associated with the platforms. (PX 56 at 37-41; Puntus
Direct 9 72.) After 28 rounds of bidding, Ocwen made the
highest and best offer to purchase the Debtors' Servicing
and Origination Assets for itself and Walter, with a winning
purchase price of approximately *576 $3 billion. (PX 57
at 9-10.) The Court approved the Ocwen Sale on November
19, 2012, and entered an Order approving the asset sales on
November 21, 2012. (PX 45; Puntus Direct § 79; PTO 9 36.)

The parties effectuated the Ocwen Sale through the Ocwen
APA, dated as of November 2, 2012 (and as later amended),
among Ocwen, ResCap, and certain other Debtor signatories.
(PX 19; PX 20; PX 21; PX 22; PX 23; PX 24; PTO 4 37.) The
Ocwen APA provided that Ocwen was buying “goodwill and
other intangible assets Related to the Business or related to the
Purchased Assets.” (DXPT at 41.) In total, over 2,000 ResCap
employees, including those associated with call centers and
management, were “migratfed]” to Ocwen as part of the
purchase of ResCap's servicing and origination platform
with no significant reduction in personnel. (Ziegenfuse Dep.
63:16-19:6, 65:7-21, 67:17-23.)

In the APA, Ocwen attributed zero value to goodwill and
intangibles, but in a subsequent 10-Q filing, the company
attributed approximately $210 million to those assets. (DX
ZH at 30.) The APA contains a provision that any purchase
price allocation in the APA would only bind the parties for tax
purposes, and not for any other purpose. (PX 19 at 50.) The
parties dispute whether a portion of the purchase price must
be allocated to general intangibles and goodwill, as to which
the JSNs claim to have a perfected lien.

2. The Whole Loan Portfolio Sale

Contemporaneously with the marketing process for the
Servicing and Origination Assets, Centerview considered
those institutions that it believed would be interested in and
financially capable of purchasing the Whole Loan Portfolio.
(Puntus Direct 9§ 65.) Centerview approached those potential
purchasers to gauge their respective interest. (/d.) On October
19, 2012, the bid deadline approved by the Court, the Debtors
received two qualifying bids for the Whole Loan Portfolio:
(1) the stalking horse bid previously submitted by Berkshire
at a value of $1.324 billion; and (2) a bid from a consortium
of four financial bidders led by DLJ Mortgage Capital (the
“DLJ Consortium”) at a value of $1.339 billion. (/d. g 66)
The Debtors determined that the DLJ Consortium bid was the
highest and best bid for the Whole Loan Portfolio and decided
that they would open the auction with the DLJ Consortium
bid. (/d.; PTO § 35.)

On October 25, 2012, ResCap held an auction for its Whole
Loan Portfolio. (Puntus Direct § 79.) After 11 rounds of
bidding, Berkshire won the auction with the highest and best
offer of $1.5 billion, an amount $175 million higher than the
original stalking horse bid. (/d.; PX 58 at 22-23.) Before the
auction, Berkshire had agreed to continue compliance with
certain aspects of the FRB Consent Order and the DOJ/AG
Settlement. (Puntus Direct § 79.) The Court approved the
Berkshire sale on November 19, 2012, and entered an order
approving the asset sales on November 21, 2012. (ECF 12—
12020 Doc. # 2247; PX 46.)

G. Facts related to Original Issue Discount
The Junior Secured Notes were issued in connection with a
2008 debt-for-debt exchange offering (the “Exchange”). On
May 5, 2008, ResCap issued an Offering Memorandum in
which it offered to exchange $9.537 billion face value amount
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of its then-outstanding unsecured notes maturing from 2010
through 2015 (the “Old Notes™) for the Junior Secured Notes.
(PTO 9 7; PX 175.) Under the Exchange, ResCap offered
to exchange $1,000 face principal amount of outstanding
unsecured notes for $800 face value of Junior Secured *577

Notes. (PTO 9§ 8.) Pursuant to a modified Dutch Auction,
the clearing price was $650 per $1,000 principal amount
of Junior Secured Notes, which was the lowest level at
which tenders were accepted. (I/d.) Through the Exchange,
ResCap exchanged approximately $6 billion of Old Notes
for approximately $4 billion in Junior Secured Notes and
$500 million in cash. Approximately 63% of the Old Notes
were exchanged in the Exchange. (/d. 9 9.) The issue price of
the Junior Secured Notes was established as $613.75 based
on trading activity from the first day of trading. Using this
price, AFI calculated the amount of OID for tax purposes as
of the Petition Date to be $377,262,728. (Id. § 52; PX 189;
Finnerty Direct § 55.) As an economic matter the Exchange
created OID. (Finnerty Direct 4 10.) AFI amortized the OID
by compounding it on a semi-annual basis. Amortizing OID
on a daily compounding basis results in a slightly larger
amount of OID: $386 million. (/d. § 60.)

The Plaintiffs argue that the OID should be disallowed in
bankruptcy as unmatured interest. The Defendants, on the
other hand, argue that the OID should be allowed as part of
their claim based on Second Circuit precedent. The Plaintiffs
and Defendants each offered expert testimony on issues
relating to the bankruptcy treatment of the OID generated in
the Exchange. John D. Finnerty, Ph.D., a Managing Director
in the Financial Advisory Services Group at AlixPartners,
LLP and Professor of Finance at Fordham University's
Graduate School of Business Administration, testified on
behalf of the Plaintiffs, and Mr. Siegert testified on behalf of
the Defendants.

The parties do not dispute that the Exchange was a “fair
value” exchange—i.e., that old securities were exchanged
for new securities with a reduced principal amount that in
theory approximated the market value of the old securities.
The Second Circuit's decision in LTV Corp. v. Valley Fidelity
Bank & Trust Co. (In re Chateaugay Corp.), 961 F.2d
378 (2d Cir.1992), addressed the bankruptcy treatment of
OID generated in connection with a “face value” exchange
—i.e., one in which the principal amount of the debt is not

reduced. >* (Finnerty Direct 9 102; Oct. 21 Tr. 151:11-14.)
The experts also agreed that investors in the Notes were
sophisticated investors who understood how to analyze risks

associated with investing in OID bonds. (Finnerty Direct §92;
Oct. 21 Tr. 184:8-11.)

In addition, Dr. Finnerty calculated that using semi-annual
compounding, $377 million in OID remained unamortized
as of the Petition Date. (Finnerty Direct, App'x 6A.) Dr.
Finnerty, though, believed that daily compounding was the
more appropriate method, which he calculated to yield $386
million of unamortized OID as of the Petition Date. (/d. at
App'x 6B.) Mr. Siegert, on the other hand, testified that he
believed that semi-annual compounding *578 was the best
method. (See Oct. 21 Tr. 163:21-25.)

Dr. Finnerty stressed the economic incentives built into the
Exchange: yield, security, and seniority. (Finnerty Direct §
62.) In addition, the Exchange allowed ResCap to reduce its
overall debt obligations and extend its debt maturities, thereby
enhancing the credit strength of the JSNs' obligor, allowing
ResCap to avoid bankruptcy for four more years. (/d.) In fact,
the JSNs will achieve a greater recovery than the noteholders
who did not exchange and whose notes remained outstanding
on the Petition Date. The Debtors Disclosure Statement (ECF
12-12020 Doc. # 4811) indicates that while the hold-outs
have retained a $1,000 par amount unsecured claim, they are
projected to recover only 36.3%, or $363.00. (Finnerty Direct
9 88.) In contrast, the holders of the JSNs, who received
$800 of new secured notes in June 2008, are projected
to recover $840. (Id.) The Exchange was attractive—and
future exchanges could likewise be attractive regardless of
the bankruptcy treatment of OID—because of the competitive
effective yield of the Junior Secured Notes at issuance, the
fact that the Junior Secured Notes, unlike the Old Notes,
were secured, and the fact that the Junior Secured Notes were
structurally senior to the Old Notes. (/d. ] 62-67, 93.)

Mr. Siegert, in contrast, testified, among other things, that:
(1) the disclosures made by ResCap in the Exchange, along
with general market evidence, are inconsistent with the
conclusion that the Exchange generated disallowable OID
for bankruptcy purposes; and (2) disallowing OID in fair
value exchanges such as the Exchange would likely cause
debt-holders to either reject such exchanges or demand more
from distressed companies, thereby discouraging out-of-court
workouts and leading to a greater number of bankruptcies.
(Siegert Direct 4 30.) Mr. Siegert noted that the disclosures did
not warn that the Exchange could create OID that would be
disallowed in bankruptcy. (/d. § 31.) Mr. Siegert also testified
that the market did not place much value on the structural
enhancements to the Notes that the Exchange created since
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63% of noteholders participated in the Exchange, which was a
lower participation rate than typical debt-for-debt exchanges.
(Id. 9 32.) ResCap was expecting a significantly higher level
of participation in the Exchange; the company and its advisors
originally projected a base case participation level of 76%.
(See Hall Dep. 53:10-21.)

If ResCap had not executed the Exchange, the Company
would not have had an ability to meet its debt
service obligations as they came due without some third
party intervention. (Hall Dep. 43:10-16.) The successful
completion of the Exchange enhanced shareholder value by
reducing the amount of the Company's outstanding debt.
(Hall Dep. 55:14-23; Oct. 21 Tr. 64:5-8; 64:25-65:2.)
The successful completion of the Exchange also provided
ResCap, its creditors, and other stakeholders with several
other valuable benefits, including reducing ResCap's debt
service and extending the maturities on ResCap's outstanding
debt. (DX BB at 13; Oct. 21 Tr. 18:10-14; 63:6-15; 64:5-8.)

Both experts testified that there is little difference between
a face value exchange and a fair value exchange, making
disparate treatment for the two exchanges in bankruptcy
economically illogical. (Siegert Direct § 37; Oct. 21 Tr.
67:10-69:9.) Mr. Siegert explained that both fair and
face value exchanges offer companies the opportunity to
restructure out-of-court, avoiding the time and costs—both
direct *579 and indirect—of a bankruptcy proceeding. (DX
AlJ at7.)

The Second Circuit treats OID created by face value
exchanges as allowable in bankruptcy, despite the Code's
provision that unmatured interest is disallowed. See
Chateaugay, 961 F.2d at 384. The Chateaugay decision
left open the possibility that fair value exchanges could
be treated differently, but it did not resolve the issue.
Both Dr. Finnerty and Mr. Siegert acknowledged that under
Chateaugay, there would be no disallowable OID here if the
Junior Secured Notes were issued at 100% face value, and all
other inducements for participation remained the same. (Oct.
21 Tr. 136:9-20; 214:2—-4.) Dr. Finnerty and Mr. Siegert also
both acknowledged that if creditors knew that OID created in
fair value exchanges would be disallowed, distressed issuers
would need to offer greater incentives to participate. (Siegert
Direct § 3 8; DX ABC; Oct. 21 Tr. 101:15-17.) According to
Mr. Siegert, this would make distressed debt exchanges more
difficult and would likely lead to more bankruptcy filings as
opposed to out-of-court workouts. Additionally, bondholders
could simply reject fair value exchanges altogether. (Siegert

Direct § 3 8.) The experts also both testified that they
are unaware of any other creditors whose claim would be
determined in bankruptcy based on the trading prices of
bonds used to determine the issue price. (DX AIJ 10; Oct.
21 Tr. 23:20-24:2.) Thus, a holder of the Old Notes would
not know the amount of OID that would be disallowed in
bankruptcy before tendering. (Oct. 21 Tr. 50:24-51:21.) The
legal analysis of OID is found in section III.A below.

H. The Paydowns

On or about June 13, 2013, the Debtors made a payment in
the amount of $800 million on account of the outstanding
principal of the Junior Secured Notes. (See ECF Doc. # 3967.)
On or about July 30, 2013, the Debtors made an additional
$300 million payment on account of the outstanding principal
of the Junior Secured Notes. (See ECF Doc. # 4404.) Together
these repayments reduced the outstanding principal balance
by $1.1 billion.

L. Expert Valuations of JSN Collateral on Petition

Date
The JSNs offered valuation testimony from four proposed
experts affiliated with Houlihan: Messers. Fazio, Levine,
Taylor, and Siegert. Mr. Fazio offered opinions on the Petition
Date value of the Debtors' sold and unsold HFS assets and
certain other unsold assets. (Fazio Direct 4 2-3; Oct. 22
Tr. 122:10-13.) He also offered an opinion on the Petition
Date value of a hypothetical entity consisting solely of
the Debtors' MSRs, servicing operations, and originations
platform. (Fazio Direct | 2, 7; Oct. 22 Tr. 122:14-16.)
Mr. Levine offered opinions on the Petition Date value of
the Debtors' MSRs, refinancing opportunities associated with
the MSRs, and Servicing Advances. (Levine Direct § 2.)
Mr. Taylor offered an opinion on the allocation of value to
certain assets associated with the Ocwen asset sale, including
intangible assets, goodwill, and liabilities acquired by Ocwen
and Walter. (Taylor Direct 9§ 2-3, 7.)

Mr. Siegert offered a single “Global Summary” of these
Houlihan opinions suggesting the net fair market value of
the JSN Collateral on the Petition Date totaled $2.79 billion.
(Siegert Direct 4 4, 25; Oct. 23 Tr. 134:1-14, 141:14-142:6;
DX ABF at 10.) He arrived at this value by first summing
(1) the valuations of the Debtors' cash, HFS assets, unsold
servicing advances, FHA/VA loans, equity interests, hedge
contracts, and certain other contracts; (2) the valuation of
the Debtors' *580 sold servicing advances; and (3) his
own valuation of the Debtors' intangible assets, derived from
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his own analysis of Messrs. Fazio, Taylor, and Levine's
valuations. (DX ABF at 9-10.) This totaled $4.450 billion.
(Id. at 10.) Mr. Siegert then subtracted $747 million owed to
Ally on the Ally Revolver, and $912 million owed on two

facilities, > to reach $2.791 billion. (Siegert Direct § 25 & n.
6; DX ABF at 10.)

The Houlihan experts' valuation assumes that the assets could
have been sold on the Petition Date by the Debtors. (Oct. 22
Tr. 139:18-142:4; Oct. 23 Tr. 147:23-149:3, 149:18-22.) But
when valuing the assets, the Defendants' experts did not look
to sales conducted by other distressed entities on the brink
of insolvency; rather, the experts treated ResCap as a solvent
seller able to capture fair value for its assets.

The Plaintiffs, on the other hand, offered the opinion of Mr.
Puntus, Partner and Co—Head of the Restructuring Group at
Centerview. Mr. Puntus has been the lead investment banker
for the Debtors for over two years. (Puntus Direct 1, 16;
Oct. 16 Tr. 98:9-16.) He was heavily involved in the Debtors'
decision to market their assets, the prepetition marketing
process and the postpetition sale process, serving as the lead
business negotiator for the Debtors on the stalking horse
agreements as well as the auction process. (Oct. 16 Tr. 97:23—
98:16, 103:6-9.)

Mr. Puntus used the initial Nationstar and AFI stalking horse
agreements to determine the benchmark value in his analysis
($1.736 billion), even though these agreements were never
consummated. He also endeavored to estimate what the JSNs'
Collateral would have been worth upon foreclosure, where the
disposition of the assets would have been controlled, in the
first instance, by the First Priority Collateral Agent (directed
by AFI) or the lenders (i.e., Barclays and AFI for GSAP and
BMMZ, respectively).

Mr. Puntus's benchmark did not represent his opinion of
the value of the JSNs' Collateral for purposes of adequate
protection because the purchase prices reflected in the
stalking horse deals were contingent upon the continued
operation of the Debtors' business in chapter 11 (Oct. 16 Tr.
103:10-22.) To estimate the value of the JSNs' Collateral as
of the Petition Date in the hands of the creditors' agents upon
foreclosure, Mr. Puntus therefore made certain downward
adjustments from his benchmark valuation. Mr. Puntus based
these adjustments on two alternative scenarios, differing in
how long he assumed the creditors would take to dispose of
the collateral: “Alternative A” assumed the collateral would
be monetized by the collateral agents over a three to four

month time period ($1.474 billion), while “Alternative B”
assumed a five to six-month period ($1.594 billion). (Puntus
Direct, {9 86—88.) Mr. Puntus further made reductions to
account for RMBS and government set off risks, which
reduced the “Alternative A” valuation to $1.046 billion, and
the “Alternative B” valuation to $1.13 5 billion. (Puntus
Direct Ex. 1 at9.)

Mr. Puntus's methodology was dependent upon his subjective
valuations of risks associated with the collateral. At trial, Mr.
Puntus conceded that he had never seen a valuation analysis
relying on similar methodology before. (Oct. 16 Tr. 36:6—
8.) Nor is it likely that Mr. Puntus's valuation methodology
could be used in other contexts. *581 While Mr. Puntus's
methodology is unsupportable, the numbers he reached may
well be closer to the actual value of the JSN Collateral on the
Petition Date.

J. Effective Date Value of JSN Collateral

The parties agree to a value of $1.88 billion as the baseline
valuation for the JSNs' collateral as of December 15, 2013
(the assumed “Effective Date”), but the Debtors contend that
only $1.75 billion of that collateral is properly distributable
to the JSNs. The Plaintiffs seek to reduce the JSNs' potential
recovery by assessing $143 million of expenses under the
Carve Out against the JSN Collateral. The Plaintiffs argue
that the Cash Collateral Order expressly made the JSNs' liens
subordinate to the Carve Out. The Defendants countered that
the Plaintiffs should use unencumbered cash to pay the Carve
Out rather than JSN cash collateral.

1. Deposit Accounts

Except for the Controlled Accounts (defined below), the
Deposit Accounts listed on Schedule 5 to the Committee
Action are not subject to an executed control agreement
among the relevant Debtor, the Third Priority Collateral
Agent, and the bank where such Deposit Accounts are
maintained. (PX 126; Landy Direct | 3(d), 24(a), 40.) The
uncontroverted evidence at trial established that, as of the
Petition Date, the Deposit Accounts held funds in the amount
of $48,502,829. (Landy Direct §41.)

Executed control agreements were admitted into evidence for
the following Deposit Accounts (collectively, the “Controlled
Accounts”): Account Nos. xxxx7570, xxx6190, xxx8567,
xxxx7618, xxxx2763, and xxxx0593. (See DX AIU; DX AIV;
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DX AIW; DX AIX; DX AIY; DX AIZ.) As of the Petition
Date, the Controlled Accounts held an aggregate amount
of $16,885. (PX 126.) Deposit Account Nos. xxxx2607,
xxxx7877, and xxxx1176 (collectively, the “WF Accounts”)
are maintained at Wells Fargo, which is the Third Priority
Collateral Agent. The WF Accounts contained $38,321 as of
the Petition Date. (PX 126.)

Deposit Account Nos. xxxx3803 and xxxx6323 (together,
the “Ally Accounts”) are maintained at Ally Bank, which
is an indirect, wholly-owned subsidiary of the AFI, the
Revolver Lender. (PTO JSN Contentions 9 103.) Ally Bank
is not a party to the Junior Notes Documents, the Revolver
Documents or the Intercreditor Agreement and is therefore
not a “secured party” within the meaning of the U.C.C.
for purposes of control and perfection. Further, the Third
Priority Secured Parties are not perfected by virtue of the
Revolver Lender and Ally Bank being affiliates. First, given
that they are not the same entity, the Revolver Lender's lien
is not perfected under the U.C.C. through automatic control.
Second, even if AFT's lien were perfected through automatic
control, that would be the case only with respect to its own
security interest (under the Revolver).

Deposit Account No. xxxx2599, which is maintained at J.P.
Morgan Chase Bank, N.A. and contained $8,091 as of the
Petition Date, contains proceeds of the JSN Collateral (the
“Proceeds Account”). (Oct. 17 Tr. 173:4-174:11; PX 6 at
18-19.) The Court finds that the Third Priority Secured
Parties have a perfected interest in that account under the
U.C.C. because it contains proceeds of JSN Collateral. The
Defendants failed to proffer evidence at trial that any of the
Deposit Accounts other than the Proceeds Account contain
proceeds of the JSN Collateral.

2. Real Property

Various Debtors owned the real property and leasehold
interests listed on Schedule *582 2 to the Committee Action,
and that portion of Schedule 6 to the Committee Action
that identifies REO properties (i.e., mortgaged properties
acquired through foreclosure or other exercise of remedies
under mortgages or deeds of trust that secured the associated
mortgage loan instruments) as of the Petition Date. The
property and leasehold interests are not subject to either a
mortgage or a deed of trust in favor of the Third Priority
Collateral Agent (the “Unencumbered Real Property”). (PX
124; PX 127 at 44-47; Landy Direct 9 3(b), 24(b), 36;

Oct. 17 Tr. 175:1-23.) The uncontroverted evidence at trial
established that, as of the Petition Date, the fair market value
of the Unencumbered Real Property was $21 million. (Landy
Direct q 38.)

The Third Priority Collateral Agent did not know whether it
had received any mortgage or deed of trust with respect to
the Unencumbered Real Property, nor did it know whether
any property owner ever granted or signed a mortgage or
deed of trust with respect to the Unencumbered Real Property.
(Pinzon Dep. 24:7-11,29:2—11.) No mortgage or deed of trust
for the Unencumbered Real Property was proffered by any
party or admitted into evidence during the trial. (Landy Direct

137)

The JSNs, therefore, do not have a perfected security interest
in or lien on any of the Unencumbered Real Property because
that property was not subject to an executed and filed
mortgage or deed of trust.

3. Executive Trustee Services, LLC
and Equity Investment I, LLC Assets

The Plaintiffs argue that the JSNs do not have liens on assets
of Executive Trustee Services, LLC (“ETS”) and Equity
Investment I, LLC (“Equity I”’). According to the Plaintiffs,
ETS pledged all of its assets to the Revolver in February 2011,
but did not pledge any assets to the JSNs. The Plaintiffs also
claim that any security interest in Equity I was released on
December 29, 2009.

On February 16,2011, ETS executed a joinder to the Revolver
Documents and pledged all of its assets to AFI under the
Revolver as a guarantor. Neither the Debtors nor the JSNs
have identified a similar joinder agreement whereby ETS
became an obligor under any of the Notes Agreements or
granted any security interest to the Noteholders. The JSNs
have argued that Section 4.17 of the Notes Indenture and
Section 2.3(c) of the Intercreditor Agreement dictate that ETS
is a guarantor of the Junior Secured Notes. Section 4.17 of
the Notes Indenture provides the process by which future
guarantors execute supplemental indentures guaranteeing the
Junior Secured Notes, and Section 2.3(¢c) of the Intercreditor
Agreement provides that any party pledging assets to the
Revolver must also pledge such assets to the JSNs. (PX 1
at 59-60; PX 2 at 17.) But these provisions are not self-
effectuating, and ETS was not a party to the Intercreditor
Agreement. Absent an indication that ETS actually did pledge
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assets to the JSNs, the JSNs cannot establish a lien on any
ETS assets.

As for Equity I, that entity was an obligor under the Original
Revolver Loan Agreement and the Original JSN Security
Agreement, but it was removed as an obligor in the amended
versions of those agreements. (PX 3; PX 4; PX 5; PX 6; PX
7; PX 8.) Further, On December 29, 2009, the Third Priority
Collateral Agent executed a U.C.C.—3 termination statement
terminating the security interest in all assets pledged by
Equity I. (PX 131 at 841-45.) The next day, the parties
executed the amended JSN Security Agreement that removed
Equity I as an obligor. (PX 4.) Also on December 30, 2009,
Equity I became a guarantor under the AFI LOC. *583 (PX
9.) The JSNs therefore do not have a lien on any Equity I
assets.

4. Reacquired Mortgage Loans

Count IV of the Committee' complaint alleges that the
JSNs do not have perfected security interests in certain
mortgage loans that were (1) released from the JSNs'
liens and security interests in May 2010 to be sold to
certain Citi and Goldman Repurchase Agreement Facilities
(“Repo Facilities™), and (2) subsequently repurchased by the
Debtors between September 2010 and the Petition Date (the
“Reacquired Mortgage Loans”). As of the Petition Date,
the Debtors owned the Reacquired Mortgage Loans, which
were coded as “Blanket Lien Collateral” in the CFDR. The
Debtors repurchased the majority of the Reacquired Mortgage
Loans in January 2012. (See DX ABM, Schedule 1.) The
Committee's complaint alleges that the Reacquired Mortgage
Loans total approximately $14 million at book value and $10
million at fair value. (PX 125; PX 241 at 9.)

Wells Fargo, acting in its capacity as the Third Priority
Collateral Agent, filed U.C.C.-3 financing statement
amendments in May 2010 terminating the JSNs' security
interests in, among other things, loans that later became
the Reacquired Mortgage Loans. (See, e.g, PX 133; PX
136.) Those U.C.C.—3 amendments made clear that the assets
that were subject to the release were being sold to Repo
Facilities by expressly referencing the Repo Facilities and
identifying the assets subject to the U.C.C.—3 amendments
as the Mortgage Loans listed on certain Schedules to the
Repo Facilities. (See, e.g., PX 133; PX 136.) The loans listed
on the U.C.C.-3 amendment were within the scope of and
were covered by preexisting U.C.C.—1 financing statements.

The U.C.C.—3 amendments provided notice of a collateral
change, not a termination of the effectiveness of the identified
financing statement. (See, e.g., PX 133; PX 136.)

The U.C.C.—1 financing statements, which remained in
effect notwithstanding the filing of the U.C.C.—3 financing
statements, continued in force and operated to perfect the
JSNs' security interests in the Reacquired Mortgage Loans
after the Debtors repurchased those loans. (See, e.g., PX
132; PX 4 § 2.) The U.C.C.—1 financing statements and
U.C.C.-3 amendments filed by Wells Fargo provided notice
to any potential lender seeking to obtain a security interest
in the Reacquired Mortgage Loans of the possibility that
the JSNs held a perfected security interest therein. Any
potential lender inquiring about the collateral (1) could learn
that the Reacquired Mortgage Loans had been reacquired
by the Debtors subsequent to the filing of the U.C.C.-3
amendments (by virtue of the fact that they were owned by
the Debtors); and (2) would have access to the U.C.C.—1
financing statements providing that the JSNs held a perfected
security interest in all assets that the Debtors subsequently
acquired. (Oct. 23 Tr. 36:5-37:19.)

Had any actual or potential unsecured creditor inquired of
ResCap into the status of the Reacquired Mortgage Loans
prepetition, that creditor would have learned that the loans
were once again subject to AFI's and the JSNs' Blanket Lien,
which was reflected in the CFDR. (See Farley Dep. 95:3—
14, 110:5-111:14, 115:4-14, 137:21-24, 138:4-11, 176:21-
177:3, Oct. 16 Tr. 190:21-192:18; Hall Dep. 117:6-12;
Ruhlin Dep. 65:19-22, 66:6-21, 106:8-12, 119:4-9, 155:16—
156:2, 156:15-21.)

Therefore, the Court finds that the Reacquired Mortgage
Loans are properly treated as collateral for the JSNs at the
Petition Date.

*584 5. Excluded Assets

Count I of the Committee's complaint alleges that, pursuant to
the JSN Security Agreement, the JSNs do not have perfected
security interests in assets that were (1) pledged to a Bilateral
Facility (as defined by the JSN Security Agreement) on the
date that the Junior Secured Notes were issued by ResCap, (2)
subsequently released from the applicable Bilateral Facility
prior to May 14, 2012 (the “Petition Date”), and (3) owned by
the Debtors on the Petition Date and coded as “Blanket Lien

Collateral” (the “Former Bilateral Facilities Collateral”). 26
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The Plaintiffs' expert Mr. Landy valued the Former Bilateral
Facilities Collateral at $24 million as of the Petition Date
using fair market valuation. (See PX 241 at 9.)

On June 6, 2008, Wells Fargo, acting in its capacity as the
Third Priority Collateral Agent, filed U.C.C.—1 financing
statements indicating that the JSNs held a security interest
in “[a]ll assets [of each grantor] now owned or hereafter
acquired and wherever located.” (PX 132.) Section 2 of
the JSN Security Agreement (the “All-Assets Granting
Clause”) reaches all of the Debtors' assets that are legally
and practicably available both at the time, and after, the JSN
Security Agreement was executed. (PX 4 at 4-17, 18-19
(providing that the pledge includes assets “whether now or
hereafter existing, owned or acquired and wherever located
and howsoever created, arising or evidenced”).)

The JSN Security Agreement carves out from the JSNs'
Collateral certain assets (the “Excluded Assets”) that could
not be pledged to the JSNs for legal or business reasons. (PX
4 at 15-17 (“provided that, notwithstanding the foregoing,
the ‘Collateral’ described in this Section 2 shall not include
Excluded Assets.”).) “Excluded Assets” are defined under the
JSN Security Agreement as “(c) any asset ... to the extent
that the grant of a security interest therein would ... provide
any party thereto with a right of termination or default with
respect ... to any Bilateral Facility to which such asset is
subject as of the Issue Date [ (June 6, 2008) 1.” (PX 4 at 4—
15.) The Excluded Assets category included assets pledged
to Bilateral Facilities as of the Issue Date, because the terms
of the Bilateral Facilities precluded those assets from being
pledged to the AFI Revolver or the JSNs. (Oct. 16 Tr. 184:24—
185:3.)

The Court previously ruled that the JSN Security Agreement
is ambiguous with respect to “whether an Excluded Asset
becomes part of the Secured Parties' collateral pursuant to
the All-Asset Granting Clause once it ceases to constitute
an Excluded Asset.” Residential Capital, 495 B.R. at 262.
The Court therefore allowed the parties to present extrinsic
evidence to determine the parties' intended meaning.

Ms. Farley, the Senior Director of Asset Disposition for
ResCap, was involved in negotiating and implementing the
Revolver. She testified that she understood that if the Bilateral
Facilities had not precluded the Debtors' assets pledged
thereunder from being pledged to AFI and the JSNs, and
if those assets otherwise fell within the broad scope of the
Blanket Lien, then the Debtors would have included those

assets as Revolver and JSN Collateral. (Oct. 16 Tr. 184:24—
185:12; Farley Dep. 26:7-18, 58:12-20, 65:13-66:2, 71:5—
18.) She also testified that AFI and ResCap understood that
the Excluded Assets would change over time. (Oct. 16 Tr.
182:13-21.)

Lara Hall of AFTI testified at her deposition that:

*585 « “AFI's intent was as soon as the assets rolled off
the bilateral facility, they would become subject to the
blanket lien.” (Hall Dep. 123:19-23; see also id. 119:7—
15);

» at the time the original AFI Revolver and Revolver
Security Agreement were negotiated, in exchange for
funding the AFI Revolver, AFI was “trying to secure
whatever remained unencumbered that we could, that
was legally available to be pledged, not an excluded asset
and was operationally feasible for the company, being
ResCap.” (Hall Dep. 106:2-20; 113:2-13); and

 “[t]he blanket lien basically suggested that anytime an
asset became uncovered, it would be subject to the
blanket lien.” (Hall Dep. 116:6—14.)

Joseph Ruhlin, the Debtors' former Treasurer, testified that
the Debtors understood that the Former Bilateral Facilities
Collateral “would be covered by the blanket lien as long
as they ... were owned [by the Debtors] and not pledged
elsewhere to another bilateral facility,” and that the Debtors'
“understanding” was that “once an asset was released from a
funding facility, depending on the asset, it would become part
of the blanket lien.” (Ruhlin Dep. 89:14-2, 93:8-14, 165:5—
9)

Ms. Farley, in her capacity as the Debtors' corporate
representative, admitted at her deposition that if a loan was
initially excluded from the collateral pool because it was
pledged to a Bilateral Facility as of the Issue Date, the loan
would be transferred into the pool of Blanket Lien Collateral
if and when that Bilateral Facility subsequently terminated.
(Farley Dep. 105:17-106:21.) At trial, Ms. Farley testified
that, with respect to assets that were Excluded Assets as
of June 2008 (because they were pledged under a Bilateral
Facility), those assets would become part of the revolver
and JSN Collateral pools if they fell within the scope of
the security grant when the Bilateral Facility terminated.
(Oct. 16 Tr. 186:23—187:9.) Ms. Farley further testified that,
in negotiating the terms of the AFI revolver, Ally sought
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to secure the revolver with as much collateral as possible.
(Farley Dep. 45:21-46:4; Farley Direct § 13.)

Additionally, in December 2008, the Debtors' outside counsel
sent an email explaining that “if at any point while owned by
GMAC [ ] the assets are removed from a Bilateral Facility,
the [AFI] Revolver and [JSN] Indenture liens may cover these
assets and they will constitute Collateral (if and to the extent
Sections 9-406/8 of the U.C.C. are applicable).” (DX ES at

1)

Given the extrinsic evidence presented at trial about the
parties' intent “whether an Excluded Asset becomes part
of the Secured Parties' collateral pursuant to the All-Asset
Granting Clause once it ceases to constitute an Excluded
Asset,” the Court is satisfied that the Former Bilateral
Facilities Collateral is properly treated as JSN Collateral at
the Petition Date.

III. CONCLUSIONS OF LAW

A. The JSNs Are Entitled to Recover All Original
Issue Discount.

[3] The Plaintiffs ask the Court to disallow a portion of
the JSNs' claim to the extent the claim seeks recovery of
unamortized OID. OID is a form of “deferred interest” created
when a bond is issued for less than the face value the borrower
contracts to pay at maturity. (Finnerty Direct § 10.) Unlike
the more common periodic cash interest “coupon” payments
made to noteholders, OID interest accretes over the life
of the note but is payable only at maturity. (Id.) OID is
amortized for tax and accounting purposes over the life of the
bond. The Exchange Offer, which was a fair value exchange
(see supra at *586 ILF), created $1.549 billion of OID,
which amortized over the life of the Junior Secured Notes.
(Id. at q 11.) As of the Petition Date, unamortized OID on
the remaining outstanding Junior Secured Notes was $386

million. >’ (1d.)

The JSNs contend that their claim should be allowed in full
and should not be reduced by any OID. For the following
reasons, the Court agrees that the JSNs' claim should not be
reduced by the amount of unamortized OID.

1. In re Chateaugay Controls and Supports
Allowing the JSNs' Claim in Full.

Bankruptcy Code Section 502(b)(2) provides that a creditor's
claim should be allowed in full, “except to the extent that ...
such claim is for unmatured interest.” 11 U.S.C. § 502(b)(2).
The Second Circuit ruled in Chateaugay that unamortized
OID is “unmatured interest” within the meaning of section
502(b)(2). 961 F.2d at 380. Nevertheless, the Second Circuit
found that debt-for-debt “face value” exchanges offered as
part of a consensual workout do not generate OID that is
disallowable as unmatured interest for purposes of section
502(b)(2). Id. at 383.

of OID
to exchange offers ... does not make sense if one takes into

The Second Circuit explained that “application ...

account the strong bankruptcy policy in favor of the speedy,
inexpensive, negotiated resolution of disputes, that is an out-
of-court or common law composition.” /d. at 382. The Second
Circuit explained further:

If unamortized OID is unallowable
in bankruptcy, and if exchanging
debt increases the amount of OID,
then creditors will be disinclined to
cooperate in a consensual workout
that might otherwise have rescued
a borrower from the precipice of
bankruptcy. We must consider the
ramifications of a rule that places a
creditor in the position of choosing
whether to cooperate with a struggling
debtor, when such cooperation might
make the creditor's claims in the
event of bankruptcy smaller than
they would have been had the
creditor refused to cooperate. The
bankruptcy court's ruling [excluding
OID recovery] places creditors in just
such a position, and unreversed would
likely result in fewer out-of-court
debt exchanges and more Chapter 11
filings.

Id.

Applying that reasoning, the Second Circuit held “that a
face value exchange of debt obligations in a consensual
workout does not, for purposes of section 502(b)(2), generate
new OID.” Id. Rather than “chang[ing] the character of
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the underlying debt,” a face value exchange “reaffirms and
modifies” the debt. /d. But the court specifically left open
whether the same rules should apply to a fair value exchange
such as the one in this case. The court stated:

[Disallowing OID recovery] might
make sense in the context of a fair
market value exchange, where the
corporation's overall debt obligations
are reduced. In a face value exchange
LTV,
unsupportable.

such as however, it is

1d.

Here, in ruling on the motions to dismiss, the Court concluded
that it would benefit from a fuller evidentiary record before
resolving whether as a matter of law the Exchange generated
disallowable *587 OID. Residential Capital, 495 B.R. at
266. Now having the benefit of a full record and argument,
the Court concludes that despite the differences between
face value and fair value debt-exchanges, the same rule on
disallowance of OID should apply in both circumstances.
Since Chateaugay is the law of the Circuit, and holds that
unamortized OID should not be disallowed in the case
of a face value exchange, the Court concludes that the
unamortized OID generated by the fair value exchange here
should not be disallowed from the JSNs' claim.

2. The Legislative History of Section 502(b)(2)

Section 502(b)(2) was enacted in 1978. The legislative history
states that disallowed interest shall include “any portion of
prepaid interest that represents an original discounting of
the claim [but] would not have been earned on the date of
bankruptcy,” and gives as an example: “postpetition interest
that is not yet due and payable, and any portion of prepaid
interest that represents an original discounting of the claim,
yet that would not have been earned on the date of the
bankruptcy.” H.R.Rep. No. 95-595, 95th Cong., 1st Sess.
352-54 (1977), reprinted in 1978 U.S.C.C.A.N. 5963, 6308.

At the time that Congress passed section 502(b)(2), debt-
for-debt exchanges did not create OID for tax purposes.
(See Bankruptcy Reform Act of 1978, Pub.L. No. 95—
598, § 101, 92 Stat. 2549 (1978), “The Internal Revenue

Code Tax Code”) was first amended in 1990 to provide
that both distressed face value exchanges and distressed fair
value exchanges create taxable OID. See Omnibus Budget
Reconciliation Act of 1990, Pub.L. No. 101-508, § 11325,
104 Stat. 1388—466 (1990). Since that time, both the Second
and Fifth Circuits have found that face value exchanges do not
create disallowable unmatured interest, notwithstanding that
they may create OID under the Tax Code. SeeChateaugay,
961 F.2d at 383 (“The tax treatment of a transaction ... need
not determine the bankruptcy treatment.... The tax treatment
of debt-for-debt exchanges derives from the tax laws' focus
on realization events, and suggests that an exchange offer
may represent a sensible time to tax the parties. The same
reasoning simply does not apply in the bankruptcy context.”);
Texas Commerce Bank, N.A. v. Licht (In re Pengo Indus., Inc.),
962 F.2d 543, 550 (5th Cir.1992) (“As bluntly stated by the
Second Circuit, the reasoning underlying the tax treatment
of debt-for-debt exchanges simply does not apply in the
bankruptcy context.”) (internal quotation marks omitted).

The parties do not dispute that disallowable OID is created
for bankruptcy purposes when a company issues new debt
in an original cash issuance for less than its face value.
(Finnerty Direct 4 76; Oct. 21 Tr. 155:7-15.) Dr. Finnerty
testified that “as an economic matter the bond exchange
generated OID,” but Dr. Finnerty never defines “economic
matter” beyond references to taxable OID. (/d. at § 10.) Under
Chateaugay, however, creation of OID for tax purposes is
irrelevant in the context of face value exchanges. Because
the Court finds no basis for distinguishing OID generated
by fair value exchanges from OID generated by face value
exchanges, Chateaugay controls. Even though the Exchange
may have generated OID under the Tax Code, that does not
dicatate that it created disallowable unmatured interest.

3. There is No Reason to Distinguish OID
Generated by Fair Value Exchanges from OID
Generated by Face Value Exchanges under the

Second Circuit's Reasoning in Chateaugay.

As the Second Circuit observed in Chateaugay, an exchange
offer made by a *588 financially impaired company “can
be either a ‘fair market value exchange’ or a ‘face value

exchange.” ” 961 F.2d at 381 (citations omitted). 28 Because
the Second Circuit in Chateaugay was presented with a face
value exchange, the court did not address whether its decision
would extend to a fair value exchange. Instead, the Court
explicitly limited its holding to face value exchanges, noting
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that it “might make sense” to disallow OID in a fair market
value exchange. /d. The Court concludes, having the benefit
of a full record and argument, that there is no meaningful
basis upon which to distinguish between the two types of
exchanges.

The Plaintiffs' expert Dr. Finnerty admitted at trial that
distinguishing between face value and fair value exchanges
is “somewhat arbitrary.” (Oct. 21 Tr. 67:10-13.) In fact,
Dr. Finnerty acknowledged that nearly all of the features
that companies consider in connection with a debt-for-debt
exchange can be used in both face value and fair value
exchanges: (1) granting of security in the issuer's collateral;
(2) interest rate; (3) maturity date; (4) payment priorities;
(5) affiliate guarantees; (6) other lending covenants; (7)
redemption features; (8) adding or removing a sinking fund
or conversion feature; and (9) offering stock with the new
debt. (Id. at 67:17-69:9.) Other than changing the face value
of the bond (which is not possible in face value exchanges), an
issuer “could adjust every other factor” available to it. (/d. at
69:4-9.) For example, an issuer could provide the exchanging
noteholders with security. Both experts testified that there
would be no disallowable OID if the Junior Secured Notes
were issued at $1,000 face value, even though the new notes
were secured while the Old Notes were unsecured, because
that exchange would be expressly governed by Chateaugay.
(Id. at 136:9-20; 214:2-4.) Thus, despite the Plaintiffs'
contention that the consideration involved in the Exchange—
trading the unsecured notes for secured and structurally senior
obligations—justifies breaking from the Second Circuit's
decision in Chateaugay, the evidence presented at trial
indicated that the two types of exchanges are virtually
identical, and it would be arbitrary for the Court to distinguish
between them.

The Court thus concludes that there is no commercial or
business reason, or valid theory of corporate finance, to
justify treating claims generated by face value and fair value
exchanges differently in bankruptcy. First, the market value
of the old debt is likely depressed in both a fair value and
face value exchange. Second, OID is created for tax purposes
in both fair value and face value exchanges. Third, there are
concessions and incentives in both fair value and face value
exchanges. In addition, both fair and face value exchanges
offer companies the opportunity to restructure out-of-court,
avoiding the time and costs—both direct and indirect—of a
bankruptcy proceeding.

The Plaintiffs argue that the “plain language” of the statute
must be enforced unless it leads to an absurd result. They
contend that applying the language of section 502(b) to
disallow OID will not lead to absurd results because even if
OID is disallowed, the JSNs' recovery exceeds the recovery
of the still-outstanding Original Noteholders. But the term
“unmatured interest” in section 502(b)(2) is not defined,
making application of the plain language rule debatable.
And whatever rules are adopted by courts should provide
predictability *589 to parties in planning transactions. The
outcome—whether a transaction results in disallowed OID
for bankruptcy purposes—should not hinge on whether, with
the benefit of hindsight, noteholders that exchanged their
notes did better than those that did not exchange. Determining
whether the transaction created disallowable OID should not
depend on if the noteholders or the debtors got a “good
deal” in bankruptcy. That rule would create confusion in the
market and would likely complicate a financially distressed
company's attempts to avoid bankruptcy with the cooperation
of its creditors. The reasoning of Chateaugay supports this
conclusion. 961 F.2d at 383.

For the foregoing reasons, the Court concludes that the JSNs'
claim should not be reduced by the amount of unamortized
OID.

B. The JSNs Are Not Entitled to an Adequate
Protection Claim.

1. Generally

The Bankruptcy Code requires a debtor to provide a secured
lender with adequate protection against a diminution in
value of the secured lender's collateral resulting from: (1)
the imposition of the automatic stay under section 362;
(2) the use, sale, or lease of the property under section
363; and (3) the granting of a lien under section 364. 11
U.S.C. § 361(1). The Bankruptcy Code does not articulate
what constitutes “adequate protection” for purposes of the
statute, but section 361 articulates three separate examples of
what may constitute adequate protection: (1) periodic cash
payments; (2) offering a replacement lien “to the extent that
such stay, use, sale, lease, or grant results in a decrease in the
value of such entity's interest in such property”; and (3) other
relief that will assure the creditor that its position will not be
adversely affected by the stay. /d.; see also 3 COLLIER ON
BANKRUPTCY 9 3 62.07[3][b]-[d] (16th ed. 2011).
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A secured creditor is entitled to adequate protection of its
interest in the value of its collateral and can obtain adequate
protection either after a contested cash collateral hearing, or,
as is more often the case, by a consensual cash collateral order.
At the commencement of this case, the parties negotiated,
and the Court signed, a Cash Collateral Order that, among
other things, established the JSNs' right to adequate protection
for the use of their collateral and the means by which such
adequate protection would be provided. Pursuant to paragraph
16 of the Cash Collateral Order, the JSNs are entitled to

[A]dequate protection of their interests
in Prepetition Collateral, including
Cash Collateral, in an amount equal to
the aggregate diminution in value of
the Prepetition Collateral to the extent
of their interests therein, including
any such diminution resulting from
the sale, lease or use by the Debtors
(or other decline in value) of any
Prepetition Collateral, including Cash
Collateral, the priming of the AFI
Lenders' liens on the AFI LOC
Collateral by the Carve Out and
AFI DIP Loan, and the automatic
stay pursuant to section 362 of the
Bankruptcy Codel.]

(PX 76 at 24.) As adequate protection, the JSNs were granted
adequate protection liens on all of the collateral securing the
AFI Revolver, the AFI LOC, and all of the equity interests
of the Barclays DIP Borrowers, and, to the extent that such
liens were insufficient to provide adequate protection, the
right to assert a claim under section 507(b) of the Bankruptcy
Code. (/d. at 29.) The JSNs now contend they are entitled to
recover an adequate protection claim of $515 million based
on alleged diminution in value of their prepetition collateral
*590 used during the case under a series of consensual cash
collateral orders. The Plaintiffs disagree, asserting that the
JSN Collateral has not declined in value since the Petition
Date and that the JSNs therefore cannot assert an adequate
protection claim.

The parties agree that the amount of any adequate protection
claim is to be measured by the difference in value of the

collateral on the Petition Date and the Effective Date. 2° The
parties also largely agree about the Effective Date value of the

JSN Collateral, subject to adjustments discussed elsewhere
in this Opinion. Thus, much of the testimony offered at trial
was aimed at establishing the Petition Date value of the JSNs'
collateral.

2. The JSNs Bear the Burden of
Showing Diminution in Value.

[4] [5] The burden of proving valuation falls on different
parties at different times. In establishing its claim, a secured
creditor generally bears the burden under section 506(a) of
proving the amount and extent of its lien. In re Sneijder, 407
B.R. 46, 55 (Bankr.S.D.N.Y. 2009); see also In re Heritage
Highgate, Inc., 679 F.3d 132, 140 (3d Cir.2012) (holding
that “the ultimate burden of persuasion is upon the creditor
to demonstrate by a preponderance of the evidence both the
extent of its lien and the value of the collateral securing
its claim”) (quoting In re Robertson, 135 B.R. 350, 352
(Bankr.E.D.Ark.1992)). Once the amount and extent of the
secured claim has been set, the burden shifts to a debtor
seeking to use, sell, lease, or otherwise encumber the lender's
collateral under sections 363 or 364 of the Code to prove that
the secured creditor's interest will be adequately protected.
See Wilmington Trust Co. v. AMR Corp. (In re AMR Corp.),
490 B.R. 470, 477-78 (S.D.N.Y.2013) (holding that the
creditor seeking adequate protection “need only establish the
validity, [priority, or extent] of its interest in the collateral,
while the Debtor bears the initial burden of proof as to
the issue of adequate protection™) (internal quotation marks
and citation omitted); see also Resolution Trust Corp. v.
Swedeland Dev. Grp., Inc. (In re Swedeland Dev. Grp., Inc.),
16 F.3d 552, 564 (3d Cir.1994) (holding, in the context of
granting a priming lien under section 364(d)(1), that the
“debtor has the burden to establish that the holder of the
lien to be subordinated has adequate protection™) (citation
omitted). In contrast, a secured creditor seeking to lift the
automatic stay under section 362(d)(1) “for cause, including
lack of adequate protection,” bears the burden of showing
that the debtor lacks equity in the property. 11 U.S.C. §§
362(d)(1), 362(g)(1); see also In re Elmira Litho, Inc., 174
B.R. 892, 900-03 (Bankr.S.D.N.Y.1994). But in all cases, the
creditor bears the burden in the first instance of establishing
the amount and extent of its lien under section 506(a).

The JSNs recognize that they must establish their section
507(b) adequate protection claim within the rubric of section
506(a). Further, they concede that the burden of proving the
extent of a claim is typically born by the creditor seeking to
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establish the claim. Nonetheless, the JSNs argue that because
their claim seeks adequate protection, the Debtors should
have the burden of proving that the JSNs' *591 interests
were adequately protected. The Court disagrees.

[6] The parties established at the outset of this case that the
JSNs' interest in their collateral was adequately protected,
when they negotiated, and the Court signed, the Cash

Collateral Order.>" As the Court explained in its ruling on
the motions to dismiss:

If the value of the JSNs' collateral
actually diminishes, then the JSNs
may assert an adequate protection
The Defendants
against establishing new rules on

claim.... caution
adequate protection and valuation, but
the Court's decision is premised on the
terms of the Cash Collateral Order,
which the JSNs helped negotiate.
That Order provided the JSNs with
bargained-for adequate protection.

Residential Capital, 497 B.R. at 420. The bargained-for
adequate protection included several liens and the right to
assert a claim under section 507(b) for any diminution in
value not otherwise protected. (PX 76 at 29.) That the JSNs
now seek to assert this adequate protection claim based on
diminution in value does not shift the initial burden of proving
the extent and validity of the claim under section 506(a)
to the Debtors. Rather, this burden remains squarely with

the secured creditor—the JSNs.31See, e.g., Omect, Inc. v.
Burlingame Capital Partners II, L.P., 373 B.R. 682, 690
(N.D.Cal.2007) (affirming bankruptcy court's requirement
that secured lenders prove diminution in value of collateral
prior to foreclosing on replacement liens, because “the
purpose of adequate protection is to protect lenders from
diminution in the value of their collateral”).

3. Fair Market Value in the Hands of the Debtors
is the Proper Petition Date Valuation Methodology.

The Plaintiffs argue that for adequate protection purposes,
the collateral should be valued at the Petition Date based
on the foreclosure *592 value of the collateral in the

hands of the secured creditor. The Defendants argue that the
collateral should be valued based on the fair market value
of the collateral in the hands of the Debtors. The Court
agrees with the Defendants that fair market value rather
than foreclosure value applies, but as explained below, this
holding provides little benefit to the Defendants because the
Defendants' fair market valuation evidence introduced by
their expert witnesses is unreliable, vastly overstates the value
of the collateral on the Petition Date, and is rejected by the
Court as a basis to establish an adequate protection claim.

[7] [8] To establish their entitlement to an adequate
protection claim, the JSNs must show that the aggregate value
of their collateral diminished from the Petition Date to the
Effective Date. The JSNs will only be entitled to adequate
protection, if at all, to the extent of the value of their interest
in the collateral as of the Petition Date. 11 U.S.C. § 361.
The Supreme Court has explained that the phrase “value of
such entity's interest” in section 361 means the same as the
phrase “value of such creditor's interest” in section 506(a): the
value of the collateral. United Sav. Ass'n of Texas v. Timbers
of Inwood Forest Assocs., Ltd., 484 U.S. 365, 372, 108 S.Ct.
626,98 L.Ed.2d 740 (1988). Thus, the question becomes how
to value the JSN Collateral as of the Petition Date. To answer
this question, the Court looks to valuation principles under
section 506(a). See In re Winthrop Old Farm Nurseries, Inc.,
50 F.3d 72, 74 (1st Cir.1995) (stating that “a valuation for §
361 [i.e. adequate protection] purposes necessarily looks to §
506(a) for a determination of the amount of a secured claim”).

Section 506(a) provides:

An allowed claim of a creditor secured
by a lien on property in which the
estate has an interest ... is a secured
claim to the extent of the value of
such creditor's interest in the estate's
interest in such property ... and is an
unsecured claim to the extent that the
value of such creditor's interest ... is
less than the amount of such allowed
claim. Such value shall be determined
in light of the purpose of the valuation
and of the proposed disposition or use
of such property....”

11 U.S.C. § 506(a)(1) (emphasis added).
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In Associates Commercial Corp. v. Rash, the Supreme Court
interpreted section 506(a) in the context of a chapter 13 plan,
where the chapter 13 debtor sought to cram down a plan
over the objection of a secured creditor, keeping the secured
lender's collateral. 520 U.S. 953, 955, 117 S.Ct. 1879, 138
L.Ed.2d 148 (1997). In calculating the value of the lender's
secured claim, the Court looked at the first sentence of section
506(a) and observed that the phrase “value of such creditor's
interest” did not explain #ow to value the interest. /d. at 960—
61, 117 S.Ct. 1879. Therefore, the Court looked to the second
sentence of 506(a) and held that “the ‘proposed disposition
or use’ of the collateral is of paramount importance to the
valuation question.” Id. at 962, 117 S.Ct. 1879. Based on
the proposed disposition of the property in that case, the
Court held that foreclosure value could not be the proper
methodology for valuing the secured creditor's claim. /d. at
963, 117 S.Ct. 1879. Rather, the Court applied replacement
value; the amount a willing buyer would have paid a willing
seller for the collateral. /d.

Although this case involves the consensual use of collateral in
the context of a sale under chapter 11, the reasoning of Rash
is equally applicable here. See In re Motors Liquidation Co.,
482 B.R. 485, 492 (Bankr.S.D.N.Y.2012) (holding that “Rash
's underlying thought process is still instructive” in calculating
value in a 363 sale and further noting that “[pJost—Rash case
law suggests that Rash can be applied to the provisions of
all three reorganization *593 chapters—11, 12, and 13—
because these chapters all treat secured claims similarly”); see
also Heritage Highgate, 679 F.3d at 141 (applying Rash in
chapter 11 to value secured claim under 506(a)).

The Defendants cite only one case that deals with the exact
scenario of this case—diminution of collateral in the context
of a consensual use of cash collateral that funded a going
concern sale—in which the district court affirmed application
of the Rash reasoning in the adequate protection context. See
Salyer v. SK Foods, L.P. (In re SK Foods, L.P), 487 B.R.
257,262 n. 11 (E.D.Cal.2013). In SK Foods, secured creditors
and the chapter 11 trustee had negotiated a settlement on
the amount of the creditors' adequate protection claim,
conducting their valuation based on the proposed disposition
of the collateral on the petition date—a going concern sale. /d.
at 259-60. The bankruptcy court approved the settlement. /d.
The appellants objected, asserting that the proper valuation
could only be liquidation value, setting the value of the
secured creditors' adequate protection claim at “0.” /d. at 260.
The district court rejected that argument, holding that “the

Bankruptcy Court properly relied upon the ‘liquidation’ value
for those assets which were to be liquidated, and as required
by Rash, properly relied upon the ‘going-concern’ value for
those assets which were to be sold as part of the business as
a going concern.” Id. at 263.

None of the other cases that the Defendants cite involve
the calculation of an adequate protection claim based on
diminution in value due to consensual use of collateral.
Instead, the cases cited by the Defendants involve valuations
performed for forward-looking determinations of whether

secured creditors' interests would be adequately protected. 32
Nonetheless, *594 the Court views the current valuation
exercise as similar in nature. That is, the Court is being
asked to apply a Petition Date valuation of the JSN Collateral
to determine whether the JSNs' interests as of that date
were adequately protected. In doing so, the Court agrees
with the holdings of SK Foods and the other cases cited by
the Defendants that the proper valuation methodology must
account for the proposed disposition of the collateral.

The Debtors would like this Court to apply a foreclosure
standard based on the JSNs' interest in the collateral as of the
Petition Date, which, the Debtors contend, was simply to be
able to foreclose on the property. Thus, because “the purpose
of providing adequate protection is to insure that the secured
creditor receives the value for which the creditor bargained for
prior to the debtor's bankruptey,” In re WorldCom, Inc., 304
B.R. 611, 618-19 (Bankr.S.D.N.Y.2004), the JSNs should be
entitled to foreclosure value of the collateral as of the Petition
Date—and no more. In support, the Debtors cite to a line of
cases holding that under a section 506(a) analysis, a secured
lender's interest is limited to the right to foreclose upon the

property. 33

The Court disagrees, and in light of the Supreme Court's
rulings in Rash and Timbers, the Court finds the cases cited
by the Plaintiffs unpersuasive. See Winthrop, 50 F.3d at 75—
76 (disapproving of cases that “render| ] the second sentence
of § 506(a) virtually meaningless” and holding that “a court
remains faithful to the dictates of § 506(a) by valuing the
creditor's interest in the collateral in light of the proposed
post-bankruptcy reality: no foreclosure sale and economic
benefit for the debtor derived from the collateral equal to or
greater than its fair market value”). In this case, the parties
were not contemplating on the Petition Date that the creditors
might conduct a foreclosure sale. The Debtors never had any
intention of turning over the JSN Collateral to the collateral
*595 agent. (Oct. 15 Tr. 164:21-165:2, 249:6-16.) Nor did
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the JSNs foreclose or attempt to foreclose on the assets.
Rather, the JSNs entered into a cash collateral stipulation to
allow the sale of assets as a going concern. (DX AlJ at 5.)
A going concern valuation is consistent with the Debtors'
stated purpose in this case as of the Petition Date, which,
among other things was “preserv[ing] the Debtors' servicing
business on a going concern basis for sale.” (PX 137 at 7.) The
testimony at trial confirmed that the parties always intended
to market and sell the properties as a going concern. This is
also evident by looking at the stalking horse APAs that were

in place on the Petition Date. > Thus, in determining the
value of the JSN Collateral on the Petition Date, the Court
must apply that value based on the proposed disposition of the
collateral—fair market value in the hands of the Debtors.

4. The JSNs Did Not Calculate the Fair Market
Value of the Impaired Collateral in the Hands of an
Insolvent Company and Have Therefore Failed to
Carry Their Burden of Proving a Diminution in Value.

[9] While the Court agrees with the Defendants that the
correct methodology for Petition Date valuation is fair market
value in the hands of the Debtors, the Court finds that the
Defendants have not provided a credible valuation of their
collateral as of that date. Therefore, the Defendants have
failed to carry their burden of proving a diminution in the
value of their collateral, and their adequate protection claim

fails. 3

As detailed above, the JSNs offered valuation testimony
from four experts affiliated with Houlihan. The Houlihan
opinions of the fair market value of each asset comprising
the JSN Collateral was informed, where applicable, by the
prices obtained in the auction process, adjusted for cash
flows and loan balances back to the Petition Date. (Siegert
Direct § 18.) In addition, Houlihan performed a “bottoms-
up” fair market valuation as of the Petition Date. Mr. Siegert
offered a single “Global Summary” of the Houlihan opinions
suggesting the net fair market value of the JSN Collateral on
the Petition Date totaled $2.79 billion—nearly $1 billion more
than the stipulated Effective Date value of the same collateral.
(Siegert Direct Y 4, 25; Oct. 23 Tr. 134:1-14, 141:14—
142:6; DX ABF at 10.) While the Court recognizes that
the Houlihan experts used accepted valuation methodologies,
the assumptions and inputs they used were seriously flawed.
As a result, Houlihan's conclusions regarding value are not
credible.

First, the Houlihan experts' valuation assumes that the
JSN Collateral could have been sold on the Petition Date
by the Debtors. (Oct. 22 Tr. 139:18-142:4; Oct. *596
23 Tr. 147:23-149:3, 149:18-22.) This assumption ignores
reality. For example, Mr. Levine's opinion assumes a sale
with appropriate representations, warranties, and market
indemnifications from the seller; he valued the assets
assuming that they could be sold free and clear of certain
obstacles to sale. (Oct. 22 Tr. 62:17-21.) But at trial, Mr.
Levine conceded that a sale of MSRs would have required
the consent of the RMBS Trustees and of the GSEs. (/d. at
64:8-65:9.) Mr. Levine did not take into account the costs
associated with obtaining the requisite consents, and simply
assumed that the transaction would have closed upon the
receipt of all required consents. (Id. at 63:15-25.) Those costs
were considerable, including hundreds of millions of dollars
in payments to GSEs to cure alleged liabilities to those entities
and obtain their consent to the sale. (/d. at 67:1-22; PX 388
9 1.) There was no assurance that the consents could be
obtained. In addition, the Debtors agreed to settle billions of
dollars of potential RMBS liability to obtain consent of the
RMBS Trustees and be able sell the assets free and clear.
(Marano Direct 4 43.) Mr. Levine's valuation did not account
for the potential reduction in funds available to the lender or
seller in a sale of those assets nor did his valuation take into
account the time and difficulty in obtaining those consents.
(Id. at 72:7-73:10, 69:10-69:20.)

Second, even assuming that the Debtors could have sold
their assets on the Petition Date—an assumption the Court
views with considerable skepticism—the Houlihan valuation
suffers from another, fatal flaw. When valuing the assets, the
Defendants' experts did not look to sales conducted by other
distressed entities on the brink of insolvency. The experts
instead only considered a solvent company, able to capture
fair value for its assets. Thus, even if the Court accepts that
the assets were saleable on the Petition Date—before all of
the of work conducted during the bankruptcy necessary to
make them saleable—the Houlihan experts' valuation cannot
be relied upon because it provides a fair market value of the
assets in the hands of a solvent company. Most of the assets
could not simply be turned over to a buyer who could instantly
reap full value as if the assets were commodity products.
MSRs require that accurate mortgage security records are
provided. The Houlihan valuation ignores the reality of the
period leading up to this bankruptcy: ResCap was an insolvent
company, over-burdened with debt, owning assets that had
to be “fixed” before they could be sold, and facing a real
possibility of being shut down. As Mr. Levine testified, the
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GSEs had the right to terminate ResCap's servicing rights
and transfer the rights to another party upon any breach of
their servicing agreement. (/d. at 96:22-97:7.) Therefore, the
Court finds the Houlihan analysis flawed in its premise, and
unreliable.

The Court is mindful that the Debtors have spent money that
belonged to the JSNs. But while the JSNs' cash collateral
has been consumed during the case consistent with the
Cash Collateral Forecasts, this does not mean that the JSNs
have suffered a diminution in the aggregate value of their

As already held by the Court, the JSNs are
not entitled to an adequate protection claim on a dollar-for-

collateral. 3¢

dollar *597 basis for cash collateral used during the case.
Residential Capital, 497 B.R. at 420. Where cash collateral
use is permitted according to an approved budget, and the
cash collateral order includes a section 506(c) waiver, the two
provisions work in tandem. Unless the remaining value of the
cash and non-cash collateral at the effective date falls below
the value of the collateral on the petition date, the creditor is
not entitled to compensation for the amount of cash collateral
spent under the approved budget. But the debtor does not get
to charge the secured creditor again for any costs of preserving
or enhancing the collateral.

Rather, the Defendants have the burden of showing that
there has been a diminution in the aggregate value of JSN
Collateral. Case law and the Cash Collateral Order both
impose this requirement. The Defendants failed to make this
required showing. Simply put, the Court cannot accept that
the value of the JSN Collateral on the Effective Date does not
exceed the value of their collateral on the Petition Date, even
after the expenditure of the JSNs' cash collateral. This result
was achieved because the value of the collateral at the Petition
Date (even valued in the hands of the Debtors on a going
concern basis) was very substantially impaired by reason of
existing defaults that prevented Debtors from disposing of
most of their collateral at that time. Through the settlements
and consents achieved over many months, with great effort
and expense, the Debtors successfully closed the sales of most
of their assets on very favorable terms. The JSNs and all estate
creditors will benefit from this accomplishment.

C. The JSNs Can Establish Whether They Are
Oversecured by Aggregating Their Claims against
Debtor Entities.
[10] Under section 506(b) of the Bankruptcy Code, a secured
creditor is *598 entitled to postpetition interest, fees, costs

and charges to the extent the value of the property securing
the creditor's claim is greater than the amount of the creditor's
claim. 11 U.S.C. § 506(b). The Debtors contend that under
applicable law, the JSNs must be oversecured at a single
Debtor entity—without reference to JSN Collateral held by
other Debtor entities—to be entitled to postpetition interest.
In contrast, the JSNs argue that a determination of their
oversecured status must be made based on the aggregate value
of their collateral, across Debtor entities. There is a surprising
dearth of case law explicitly addressing the issue of valuing
the extent of a creditor's security in multi-debtor cases. The
statute likewise does not provide much guidance. The Court
agrees with the JSNs that they are entitled to aggregate their
collateral across debtor entities. Any other reading of the
statute would lead to inequitable and illogical results.

Section 506(b) permits a secured creditor to collect
postpetition interest to the extent that its “allowed secured
claim is secured by property the value of which ... is greater
than the amount of such claim.” 11 U.S.C. § 506(b). Section
506(a), in turn, establishes the rule governing the calculation
of secured claims. That section provides that a creditor's claim
is secured “to the extent of the value of such creditor's interest
in the estate's interest in [the securing] property.” 11 U.S.C.
§ 506(a)(1).

[11] [12] Based on the language of the statute, the Plaintiffs
argue that even where a creditor's claim is secured by
collateral pledged by other debtors, it is necessary to examine
the value of a specific “estate's interest” under section 506(a)
to determine whether the secured creditor is entitled to
postpetition interest with respect to its claim against that

particular debtor under section 506(b). 37 This view seems
to follow from the general principle that, absent substantive
consolidation, a court will not pool the assets of multiple
debtors to satisfy their liabilities. See Union Sav. Bank
v. Augie/Restivo Baking Co. (In re Augie/Restivo Baking
Co.), 860 F.2d 515, 518 (2d Cir.1988). “Because of the
dangers in forcing creditors of one debtor to share on a
parity with creditors of a less solvent debtor, ... substantive
consolidation ... [is] to ‘be used sparingly.” ” Id. (quoting
Chemical Bank New York Trust Co. v. Kheel 369 F.2d
845, 847 (2d Cir.1966)) (citation omitted). But aggregating
collateral for purposes of determining whether a secured
creditor is oversecured and entitled to postpetition interest and
fees does not run afoul of this rule. No debtor in a multi-debtor
case will be required to pay a secured creditor more than the
value of the secured creditor's collateral. The secured creditor
by definition has a superior right to the value of the collateral,
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junior creditors have no right to share on a parity with the
secured creditor.

In support of their interpretation of section 506(a), the
Plaintiffs cite to DeNofa v. Nat'l Loan Investors L.P. (In
re DeNofa), 124 Fed.Appx. 729 (3d Cir.2005). In DeNofa,
the Third Circuit addressed whether a secured creditor,
secured by both debtor and non-debtor assets, was entitled
to aggregate its collateral to become oversecured. /d. at
730-31. The court held that it was not, stating that “the
allowed secured claim of [a secured lender to] examine for
purposes of postpetition interest under § 506(b) is limited
to the extent of the value of the property of the [debtor's]
bankruptcy estate which secures it [under § 506(a) ].” Id. at
731. But DeNofa dealt with debtor and non-debtor entities; it
did not address the situation presented here—multiple debtor
obligors may own collateral sufficient, in the aggregate, to
render a secured creditor oversecured. While the Plaintiffs
contend this is a distinction without a difference, the Court
disagrees. There is no scenario where a debtor will ever
have to pay on a secured claim more than the value of
the collateral securing the debt. However, when all of the
secured lender's obligors are in bankruptcy, to the extent
that the aggregate value of the collateral exceeds the lender's
claim, the estates' unencumbered assets are unaffected by
the payment of postpetition interest, and there is nothing
inequitable about permitting the secured lender to apply its
collateral towards postpetition interest once its prepetition
claim has been paid in full. Therefore, DeNofa 's analysis is

not dispositive of the questions presented *599 here. 38

In another ill-fated attempt to shed light on the issue, the
Plaintiffs cite to a Second Circuit case holding that the
filing of a joint petition by spouses under section 302 of the
Bankruptcy Code “does not automatically consolidate their
estates,” nor does it “allow the property of one spouse to
be used to satisfy the debts of the other spouse.” Wornick v.
Gaffney, 544 F.3d 486, 491 (2d Cir.2008). In Wornick, the
Second Circuit held that “the trustee may not reach assets
in a joint filing that he could not have reached had the
spouses filed separately.” Id. The Plaintiffs assert that the
same principle should prevail in the context of section 506(a).

But comparison to Wornick ignores the important fact that
only collateral securing the debt is at stake here; Wornick is
easily distinguishable and of little utility to the Court. The
interests at question in Wornick were the cash surrender values
of several life insurance policies. Id. at 488. The Second
Circuit found that under the applicable state insurance law,

had the spouses filed separately, neither spouse's creditors
could have claimed an interest in the policies' surrender
values. Id. at 489-91 (finding that “the beneficiary has no
legal or equitable interest in the policy that could be made
part of the property of the beneficiary's bankruptcy estate” and
that “the trustee would have been powerless to administer the
cash surrender value as part of the estate of the owner/insured
because [insurance law] provides an express exemption in
favor of the beneficiary”). Under those facts, the court held
that “[a] joint filing does not vest the trustee with the power
to reach a spouse's assets that would have otherwise been
insulated....” Id. at 491. The facts in front of this Court are
completely different. The JSNs do have aright to assert claims
against property held at each of the individual Debtors. Thus,
the question presented here does not involve property that
does not form part of the secured creditor's collateral; only
collateral pledged to the secured creditor will be used to pay
postpetition interest. Rather, the question is whether property
subject to the JSNs' liens, held across multiple debtors, can be
aggregated for the purposes of making the JSNs oversecured.

The Defendants cite two cases explicitly rejecting arguments
that a secured creditor had to be oversecured at a single

debtor in order to be entitled to postpetition interest. 39
See  *600 In re SW Hotel Venture, LLC, 460 B.R. 4, 26
(Bankr.D.Mass.2011),aff'd in part and rev'd on other grounds
sub nom. Prudential Ins. Co. of Am. v. City of Boston (In
re SW Boston Hotel Venture, LLC), 479 B.R. 210 (1st Cir.
BAP 2012); In re Revolution Dairy, LLC, Case No. 13-20770
(Bankr.D.Utah Apr. 29, 2013) Hr'g Tr. [Docket No. 206] (the
“Rev. Dairy Tr.”). In SW Hotel Venture, the debtors, like
the Plaintiffs here, argued that a secured creditor “cannot
aggregate the value of all of the Debtors' assets to establish
an entitlement to postpetition interest.” 460 B.R. at 22. The
court “unequivocally reject[ed]” this argument, ruling instead
that “the determination of [a secured creditor's] status as
an oversecured (or undersecured) creditor must be made

aggregating the collateral of all the Debtors....” Id. at 33. 40
In Revolution Dairy, the court reached the same conclusion.
There, affiliated debtors argued that the collateral held by
each debtor should be considered separately for purposes of
determining the secured creditors' entitlement to postpetition
interest and fees under section 506(b). In rejecting the
debtors' position, the court noted that the debtors' failure to
“cite ... case authority in support of their argument” was “not
surprising,” as “[t]he argument is clearly inconsistent with the
code and cannot stand modest scrutiny.” Revolution Dairy,
No. 13-20770, Rev. Dairy Tr. at 12:19-13:3.
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In this case, given the facts that lead to the creation of
the JSNs' liens, the Court believes that the Defendants'
interpretation of section 506 best reflects reality and comports
with the purpose underlying the Bankruptcy Code. The
Plaintiffs argue that adopting the Defendants' suggestion
that courts can “cavalierly pool collateral from multiple
debtors” runs contrary to the plain text of the statute and the
principle of law “deeply ingrained” in American corporate
and bankruptcy jurisprudence that corporate separateness
must be respected absent extraordinary circumstances. See,
e.g.,United States v. Bestfoods, 524 U.S. 51, 61, 118 S.Ct.
1876, 141 L.Ed.2d 43 (1998) (refusing to disturb corporate
separateness to penalize shareholders of polluting company).
According to the Plaintiffs, “arbitrarily merging the assets and
liabilities of multiple distinct entities would upset creditors'
expectation that the assets of their debtor will be available
to satisfy their claim.” (Plaintiffs' Post Trial Brief, ECF Doc.
# 186 at 66.) See, e.g.,Augie/Restivo, 860 F.2d at 518-19
(“[C]reditors who make loans on the basis of the financial
status of a separate entity expect to be able to look to the assets
of their particular borrower for satisfaction of that loan.”); In
re Tribune Co., 464 B.R. 126, 182 (Bankr.D.Del.2011) (“In
the absence of substantive consolidation, entity separateness
is fundamental.”).

The Plaintiffs woefully mischaracterize the present situation.
Only the value of the JSN Collateral would be used to satisfy
their claims. They would have this Court ignore the reality
of their business arrangement with the JSNs, in favor of
a formulaic adherence to fictional corporate separateness.
Far from “arbitrarily merging” assets of distinct entities,
the Court is giving the JSNs the benefit of their bargain.
The JSN Indenture explicitly provides that the JSNs are
entitled to collect *601 interest until the principal was
paid in full. (DX CN at 7; PX 1 at 51.) In the Offering
Memorandum, the Debtors represented that the JSNs would
be secured by ResCap and its subsidiaries, together, jointly
and severally. (PX 175 at 1 (“The new notes will be issued
by ResCap and will be secured by substantially all of our
existing and after-acquired unencumbered assets remaining
available to be pledged as collateral as described below. The
notes will also be unconditionally guaranteed by subsidiaries
of ResCap.”); PX 1. at 79-80.) “Guarantor” is defined in
the JSN Indenture as “(i) each of the Subsidiaries of the
Company that is a party to this Indenture, and (ii) any
other Subsidiary that executes a supplemental indenture in
accordance with the provisions of this Indenture.” (PX 1 at
14.) The Guarantors provided unconditional guarantees to
the JSNs jointly and severally. (Id. at 79-80.) Additionally,

the JSN Indenture required that if the Debtors moved
assets to a Significant Subsidiary or created a Significant

Subsidiary,41 such Significant Subsidiary would become a
Guarantor, subject to certain exceptions. (See, e.g.,id. at 59—
60 (Section 4.17 requiring all “Significant Subsidiaries” to
become “Guarantors” and thus also “Grantors” under the JSN
Pledge Agreement).)

Outside of bankruptcy court the JSNs would have been
entitled to levy against the assets of any and all of the
Obligors and Guarantors to secure their rights to collect
interest until principal was paid in full. (/d. at 79—-80.) The JSN
Indenture explicitly states that the JSNs are entitled to collect
postpetition interest in the event of a bankruptcy proceeding,
to the extent allowed by law. (/d. at 51.) The JSN Indenture
contains no provision conditioning those interest payments on
the JSNs being oversecured at any single Debtor entity.

Additionally, the Debtors routinely reported their financial
status in consolidated financial statements. (See, e.g., DX
GU; DX HQ; DX IT; DX JT.) The Debtors continued to
report collateral value in the aggregate after the Petition Date.
(See, e.g., Monthly Operating Report for the Period from
September 1, 2012 through September 30, 2012, ECF 12—
12020 Doc. # 1914; Monthly Operating Report for the Period
from August 1, 2013 through August 31, 2013, ECF 12—
12020 Doc. # 5209.)

The Defendants' view more accurately reflects the reality
of this case. It also reflects the workings of the business
world at large. For example, like the JSN Indenture at issue
here, most indentures allow debtors to move assets among
their subsidiaries, and to create new subsidiaries, as long
as the creditors continue to maintain liens in such assets.
(See PX 1 § 4.7 (requiring all “Significant Subsidiaries”
to become “Guarantors” and thus also “Grantors” under
the JSN Pledge Agreement).) This flexibility is beneficial
to borrowers, as it enables them to employ varying *602
corporate structures in order to avail themselves of tax
benefits, limit their liability, and comply with a multiplicity
of regulatory requirements (for example, state laws requiring
that construction or other permits be obtained by a domestic
entity). See, e.g..In re Owens Corning, 419 F.3d 19