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State Court reorganisation proceedings: statutory
relics or viable alternatives to Chapter 11?2

Introduction

ompanies in financial distress typically

are told by their advisoss that they have
two options: a risky out-of-court workout
{which requires the near unanimous support
of affected creditors) or an even more risky,
costly and protracted insolvency proceed-
ing Inthe United Stutes, state cour reorgan-
isation proceedings may provide troubled
companies with a promising alternative ap-
proach. Constder the following scenario:

A company prepares and files a plan of
reorganisation with the consent of a major-
ity of the affected creditors whose claims
represent three-fourths of the value of the
corporation Within a week, the proceedings
are concluded and the court approves the
plan, which binds the corporation and all of
its creditors and stockholders. Moreover, all
of this 15 actomplished without the expense,
risk and delay associzted with a Chapter }1
filing in a federal bankruptcy court

The above fact pattern, with the addition
of substantial pre-filing “packaging,” re-
flects the statutory remedy provided ander
sections 102 and 302 of the Delaware Gen-
eral Corporation Law {the *“DGCL”) and its
sister statutes around the country! Recent-
ly, corporations have begun to explore and
utilise the section 302 proceedings because
it provides r quicker, more efficient alter-
native to Chapter 11 without the attendant
cosl, risk, and stigma. Combine those ben-
efits with the likelihood that such a proceed-
ing will constitute a “title 11 or similar cage”
under Section 382 of the Internal Revenue
Code (the "TRC”} (such that it is possible
to preserve the corporation’s net operating
losses (“NOLs™) for carryforward purpos-
es}), and the state court proceeding becomes
# viable nlternative in the United States to
the federal reorganisation procedures set
forth in Chapter 11. This article analyses the
paradigmatic Delaware insolvency law and
explores whether a corporation in the state
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court restructuring process can preserve its
NOLs

Delaware General Corporation Law Sce-
tions 102(b}(2) and 302
A Delaware corporation may include a
provision in its certificate of incorporation
that permits & couri-supervised compromise
between the corporation and its credilors
andfor its stockholders pursuant to DGCL §
102{b)(2}.* With the inclusion of this provi-
sion, the corporation, a creditor, or a stock-
holder may bring an action in state court to
reorganise the eorporation? If the corpora-
tion and a majority in number (represent-
ing three-fourths in value) of the affected
creditors and/or the stockholders agree to
the reorganisation and the court approves
the plan, then the statute provides that the
rearganisation is binding on the corporation
and all ereditors andfor stockholders ¢

Cnee DGCL § 102(bX2) is included in a
corporation’s ceriificate of incorporation,
whether initially or following an amend-
ment thereto, the provision binds persons
who later become creditors or stockhold-
ers of the corporation. DGCL. § 302(b) then
gras the Delaware Court of Chancery ju-
risdiction over any compromise or arrange-
ment made pursuant to DGCL. § H02(W)(2P
as well as the power to "restrain, pendente
fite, alt nctions and proceedings against any
corporation with respeet to which the court
shail have begun the administration and en-
forcement of {the § 102] provision.”®

Thus, so long as B Delaware corporation
has drafted its certificate of incorporation to
include DGCL § 102(b)2), it has preserved
the ability 10 wilise the state court reprgani-
sation procedure, which provides # fess ex-
pensive and less stigmatised allernative to a
Chapter 11 filing However, the altractive-
ness of the state court procedure also hinpes
upon whether the company will be able to
preserve the tax bensfit of its NOLs.

Will the restrueturing of debt pursuant to
DGCE § 102(b)(2) qualify ag » *title 1 or
similar case™ as required by IRC § 3827
As a general mutter, upon a change of con-
trol, a corporation’s ability o wse exist-
ing NOLs may be significantly reduced or
climinated pursvant {0 IRC § 382 IRC §
3B2((5)A), however, provides an excep-
tion to that general rule if the corporation
satisfles two criteria: (i) the corporation is
under the jurisdiction of a count in “a fitle
IL or similor case” immediately prior to
the ownership change; and (i} the former
stockholders and creditors of the corpora-
tion own fifty percent or more of the stock
of the swrviving corporation after the own-
ership change ” 1f the state court proceeding
qualifies as a “title 11 or simifar case™ under
IRC § 382(7), thereby allowing a corpora-
tion to avoid the stringent NOL. transfer lim-
itations set forth in IRC § 382, then it should
provide an effective vehicle for » workout
becanse it is more expedient than proceed-
ing through bankruptcy &

IRC § 382(H(5)G) defines the phrase “ii-
tle 11 or similar case” by reference to IRC §
368 IRC § 368(a)(3)(A) defines the phrase
“title 11 or similar case” as:

(i} acnseunder title 11 of the United States
Code: or

(i) 2 receivership, foreclosure, or similar
proceeding in & Federal or State count?

While the definition provided in IRC §
368(a)(3)(A) is widely quoted, neither the
Treasury regolations promulgated thereun-
der nor case law provides & further explana-
{ion of the phrase “title 11 or similar case "®
The legistative history of IRC § 368, adopt-
ed in 1980, indicates that “the definition of
a receivership, foreclosure, or similar pro-
ceeding is the same as under present section
371 of the Code ™ Although IRC § 371

was repealed in 1990, the Treasury regula- »
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tions thereunder required the contemplated
transection to include “z bona fide plan of
reorganisation approved by the court hav-
fng jurisdiction of the proceeding and the
transfer of the property of the insalvent cor-
poration . . . made pursuant to such plan "2
The Treasmy regulations Further required
that the component steps of the trensaction
*must be embraced within the plan of reor-
ganization and must be underiaken for rea-
sons germane to the plan.”"* Thus, while the
IRC fails to specifically explain the phrase
“title 11 or similar case”, the legislative his-
tory and Treaswry regulations suppori the
conciusion that a stale court restructuring
under the DGCL qualifies
A General Counsel Memorandum (the
“GOM™ issued by the Internal Revenue
Service (the “Service™ provides further
support for the conclusion that the state
court proceeding described herein qualifies
as a “similar case.” In the GCM, the Ser-
vice discussed the types of praceedings that
qualified under IRC § 371 and suggested
that IRC § 371 would apply 1o judicial pro-
ceedings where praprietary interests of the
business are, at least to some extent, as-
sumed by those who were creditors at the
time of insolvercy.¥ A restructuring com-
menced in the Delaware Court of Chancery
effects the consensual restructuring of the
debt and equity of a corporstion by allow-
ing the former creditors an equity interest
in the corporation. Because the restrctur-
ing is subject to the court’s approval, such
proceeding should be encompassed within
the meaning of “title 11 or similar case”
provided by IRC § 382
Firally, the definitions of “receivership”
and “foreclosure” support the proposition
that a DGCL insolvency proceeding quali-
fies as a “receivership, foreclosure, or simi-
lar proceeding "6 A DGCL section 307 prow
ceeding is an equitable proceeding intended
to preserve corporate assets for the ben-
efit of the corporation’s equity holders and
creditors by allowing any combination of
the corporation itself, its stockholders or its
creditors to reach a compromise to restrue-
"ture the debt and equity of the corporation,
provided & statutorily-prescribed level of
consent is obtained The langunge of DGCL.
§ 302 explicitly acknowledges and permits
the appointrment of a receiver by the court as

deemed necessary to enforce a compromise
reached by the parties. Simikarly, if a DGCL
section 302 proceeding is commenced by
creditors to recover payment from a failing
corporation, the proceeding would be analo-
gous to a foreclosure because the creditors
are effectively enforeing their rights 1o pay-
ment by seizure of an interest in the equity
of the corporation

Conclusion

Based upon the language of the GCM and
the Treasury regulations promulgated under
former IRC § 371, as well as the language of
DGCL § 302, which expressly permits the
appointment of 1 receiver, and the potential
for the commencement of a DGCL section
302 proceeding by creditors, n section 302
proceeding should qualify as 2 “receiver-
ship, foreclosure, or similar proceeding™ as
that phrase appears in IRC § 368. Accord-
ingly, provided that the change in ownership
fafls within the ownership requirements set
forth in IRC § 382((5)(AH), the NOL ear-
ryforward limitation imposed by IRC § 382
should not apply to the reorganised entity.
Thus, a section 302 proceeding may well
be the best, most cost effective choice for
restructuring the corporation - a reduction
of corporate debts in exchange for adjust-
ments to the equity structure in a relatively
short-lived, court-sanctioned proceeding
that will likely qualify for the preservation
of NOLs under the Internal Revenue Code,
and a1l without the harsh market realities of
Chapter }1. ®
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