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TalkingPoint: Rights Offerings To Exit Bankruptcy

| BY DAVID M. SHARP, JONATHAN N. HELFAT AND GREGORY MILMOE

FW moderates a discussion on the use of rights offerings to exit bank-
ruptcy between David M. Sharp at Kurtzman Carson Consultants LLC,
Jonathan N. Helfat at Otterbourg, Steindler, Houston & Rosen, P.C.,
and Gregory Milmoe at Skadden, Arps, Slate, Meagher & Flom LLP.

FW: Are you seeing more debtors in Chapter 11 use rights offer-
ings to restructure their balance sheet and raise exit capital? What
benefits can be gained from a rights offering in this context?

Sharp: Rights offerings became more prevalent in the wake of the
credit market implosion. As a method to obtain financing at the conclu-
sion of Chapter 11 proceedings, debtors have looked to rights offerings
when traditional financing options were limited. Utilised not only as a
vehicle to restructure their balance sheet and obtain exit financing, sub-
scriptions also provide debtors with a strategic opportunity to influence
the future of the company. Eligible holders who exercise their rights be-
come owners of the company. By strategically targeting and controlling
who is allowed to participate in the offering, debtors continue to play a
major role in determining the future owners of the company.

Helfat: Since the credit crisis of 2007, Chapter 11 debtors have increas-
ingly turned to rights offerings as a vehicle to finance their emergence
from Chapter 11 bankruptcy. Rights offerings, which provide an alter-
native source of capital to traditional secured loans, are especially ben-
eficial when traditional sources of financing are limited and/or prohibi-
tively expensive — as has been the case over the past few years. Another
benefit to rights offerings in the Chapter 11 context is the potential to
exempt the new securities from the registration requirements of the US
securities laws, because in certain circumstances Section 1145(a)(2) of
the US bankruptcy code provides an exemption to registration.

Milmoe: A significant number of recent bankruptcy cases have utilised
a rights offering in connection with their emergence from bankruptcy,
including Vertis, Visteon, American Media, Aleris, Penton Media, Six
Flaggs, Spansion and Tronox. While originally designed as a capital-
raising technique, rights offerings tend to be used in bankruptcy be-
cause of two other attributes: fairness and value validation. In the often
contentious context of bankruptcy, disputes about value are common-
place. A classic dispute involves a new money investor asserting that
the enterprise value of the debtor is lower than the value proposed by
existing creditors, and thus the ‘new money’ should receive a higher
portion of the company’s value than existing creditors. A rights offer-
ing in which creditors are afforded the opportunity to co-invest on the
same terms as the ‘new money’ investor can stifle if not fully abrogate
such debate. Similarly, where it is undisputed that an investment in
the restructured company is at an attractive valuation, the fairness of
permitting impaired creditors or equity holders to participate in the re-
organised company’s future upside may be helpful in garnering support
for a plan of reorganisation.

FW: To what extent can investors use a rights issue for defensive
and offensive positioning?

Helfat: Investors, such as hedge funds and other non-traditional lend-
ers, often use rights offerings for both offensive positioning — as a
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sword — and defensive positioning — as a shield. When used as a sword,
rights offerings provide investors with an opportunity to increase their
ownership interest in the reorganised company and their control over
the reorganised company’s corporate governance, often at a discount
to the reorganised company’s perceived value. When used as a shield,
rights offerings provide investors with a vehicle to protect their existing
investment from dilution, or being eliminated entirely, in the Chapter
11. Of course, a Chapter 11 rights offering is not for everyone, as cer-
tain investment funds are prohibited from participating in the offering
due to internal restrictions.

Milmoe: By offering to underwrite or ‘backstop’ a rights offering —
take up all or a portion of the shares offered which are not subscribed
for — an investor can increase the percentage of its investment in the
debtor, while at the same time earning a handsome ‘backstop fee’. A
similar result can be achieved by existing investors if the rights offering
contains an over-allotment provision — for instance, that offerees are
permitted to acquire — usually on a pro rata basis — the rights which are
not subscribed for by other offerees. This can be particularly true to the
extent that it is known that some prospective offerees are unable, as a
result of institutional policy or regulation, or unwilling to subscribe for
new shares. A well heeled and enthusiastic investor may significantly
increase its percentage ownership through a rights offering if it knows
that other offerees will not participate. From a defensive point of view,
rights offerings can permit an offeree to eliminate or at least reduce the
dilutive effects of new money investors by maintaining the investor’s
relative position vis-a-vis other investors.

Sharp: In the current market, rights offerings can be employed as a
strategy for investors to gain a greater share of equity from the reor-
ganised company, resulting in a stronger position and stake in the re-
structured companies’ capital structure. Investors are able to evaluate
prior to participation if their investment will provide them with more
control over the company and then determine the level of participation
in the rights offering to secure the desired position. Conversely, inves-
tors can negotiate for certain key provisions to be included in the rights
offering from the onset if they are large stakeholders and can negotiate
structural procedures of the offering to guarantee they remain in an
advantageous position.

FW: How important is it for debtors to plan and administer the
rights offering process with care? In your opinion, what steps are
indispensable?

Milmoe: The single most important aspect of using a rights offering in
a bankruptcy is having a clear vision of the objective to be achieved. A
close second is having a careful assessment of what could go wrong. If
the principal purposes of the rights offering is fund raising, the debtor
should fully understand what appetite investors have to invest addi-
tion funds: is there a single investor or small group of investors that is
willing to backstop the offering and if so at what price? A non-back-
stopped rights offering to which nobody subscribed would be a failure
if the purpose were fund raising. On the other hand, if the objective of
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unsubscribed offer would be viewed as a rousing success — nobody was
willing to put in money at that value so the company must be worthless.
Careful thought should be given to each aspect of the offering: making
the rights transferable may permit holders who do not have the where-
withal to exercise the rights to realise some value from the offering.
However, it also allows an investor who wishes to substantially increase
its ownership of the company’s stock to do so at an attractive price.

Sharp: From the start of a Chapter 11 case, debtors should determine
key elements that will serve as a framework for the rights offering. Key
criteria that debtors must establish are the type of security that will be
offered, the eligibility requirements for participation in the offering,
and whether to allow the transfer of rights to another party. In addi-
tion, debtors must determine if an oversubscription privilege will be
available. When holders of public securities are the rights offering par-
ticipants, these elements will help determine the process to be followed
by the banks and brokers (the nominees). Often the backstop purchaser
— who agrees to purchase any unsubscribed shares — will be influential
in determining procedures, depending on their desired level of share
ownership. In addition, if claims holders are also granted rights, debtors
should determine the procedures to follow for disputed claims to avoid
complications or delays. Once the key elements are decided upon, debt-
ors can work with professionals to map out every stage of the offering
to ensure no detail is overlooked and the most efficient administrative
strategy is employed.

Helfat: At first glance, the administrative execution of a rights offering
might appear straightforward. However, the process can be complicat-
ed, especially when publicly traded securities are involved, and efficient
administration of a well developed strategy is often crucial to the suc-
cess of the rights offering. While the structure of a Chapter 11 rights
offering is largely driven by the specific facts of the Chapter 11 case in
which the rights offering is to be made, the most important aspects of a
rights offering almost always involve issues of valuation and the terms
of the backstop investor’s commitment.

FW: The process carries a number of complications and challenges.
Can you outline some of the issues surrounding eligibility require-
ments, pre-screening and accreditation procedures, transferability
of rights, types of security and the role of backstop purchasers?

Milmoe: As noted, Section 1145(a) is not the only exemption from reg-
istration available for the issues of rights in an offering. If the rights of-
fering in a private placement is limited to accredited investors or QIPs,
the debtor need not comply with the registration requirements. Because
the private placement exemption limits the kind of claimholders who
may be eligible to participate in the rights offering, utilisation of the
exemption may raise classification issues under the Bankruptcy Code
which essentially requires that holders in the same class of creditors be
treated alike whether or not they are accredited. However, as a practical
matter, holders of claims of the sort that were issued solely to institu-
tional purchasers in the first place — for example, bonds or back debt — if
separately classified, may provide an opportunity to use a rights offer-
ing. While it is possible to require holders of a particular class of claims
to certify that they are accredited in order to receive the consideration
represented by the rights offering, if there are holders of claims in the
same class that are not accredited, it will be necessary to offer to such
holders other consideration which has essentially the same value as the
rights offer to avoid running afoul of the anti-discrimination provisions
of the Bankruptcy Code. While possible, this approach raises a whole
layer of additional valuation issues.
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Sharp: Once eligibility requirements are determined, the debtor must
communicate with all holders regardless of whether the security is held
through designated intermediaries and channels, such as the Depository
Trust Company (DTC) and the nominees. In the pre-screening process,
debtors must take the necessary steps to confirm eligibility which can
become challenging when working through the nominees to obtain the
necessary certification and eligibility of the ultimate security holder. A
main consideration is whether the rights offering will be administered
through the DTC or outside of it, as that will determine the manner of
ensuring eligibility. This will also impact the mechanics of the transfer-
ability of rights, if allowed. If the subscription is administered outside
the DTC, it will add a layer of complexity to the process since all trans-
fers need to be tracked to allow communication with the new beneficial
holders.

Most rights offerings will involve a backstop purchaser as a guarantee
that the debtor will achieve its financing goals. Debtors will require
a commitment from their backstop purchasers to either buy any re-
maining, unsubscribed securities that originate from a rights offering
or purchase a set number of rights. If the backstop purchasers, often a
consortium, want a larger stake in the company, they may not want an
oversubscription privilege, which will limit the amount of rights avail-
able to other investors. In addition, debtors should determine if fund-
ing from the backstop purchasers will be required upon exercise of the
rights, before the distribution of the rights or at a later date, and set up
the necessary procedures and communication strategies with all parties
involved.

Helfat: In general, claims against a Chapter 11 debtor are freely trans-
ferable and can be transferred together with any subscription rights
appurtenant to such claim. However, most rights offerings in Chapter
11 prohibit the transfer of the subscription rights independent from the
underlying claim in order to avoid jeopardising the exemption, under
Section 1145(a)(2) of the US bankruptcy code, from the registration
requirement of US securities laws. When the capital to be raised from a
rights offering will be used to fund a Chapter 11 plan of reorganisation,
it is almost always necessary to obtain a backstop commitment in order
to satisfy the feasibility requirement of plan confirmation under Section
1129(a)(11) of the US bankruptcy code. To compensate the backstop
party for the risk that the rights offering will be undersubscribed, the
backstop party typically requires payment of a backstop fee and the
option to acquire a minimum number of securities in the reorganised
company.

FW: Have objections and valuation disputes become a common fea-
ture of rights offerings? What influence can this have on the pro-
cess?

Helfat: Objections to rights offerings in Chapter 11 have become quite
commonplace and generally fall into one of three categories. First,
objections to the incentives and protections given to the ‘backstop’
investor, including arguments that the backstop or break-up fees are
unreasonably high, or that the backstop commitments are illusory or
insufficient to consummate a plan of reorganisation. Second, challenges
to the valuation of the reorganised debtor’s securities, and the extent
of the discounted price for which the reorganised securities are being
offered. Lastly, claims that a rights offering which limits participation
to some but not all similarly situated creditors unfairly discriminates
against the excluded creditors in violation of Section 1129(b)(1) of the
US bankruptcy code. These objections can significantly influence the
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Chapter 11 debtor’s proposed back-stop investment agreement may
result in a bankruptcy court-ordered auction for the right to become
the backstop investor. Additionally, as illustrated by In re Washington
Mutual, 442 B.R. 314 (Bankr. D. Del. 2011), an objection by a creditor
excluded from participating in the rights offering might result in the
bankruptcy court’s refusal to confirm the debtor’s plan of reorganisation
over such creditor’s objection.

Milmoe: Assuming that interested parties have available to them the
cash resources to participate in the rights offering, rights offerings tend
to ameliorate objections to and disputes about valuation.

FW: When undertaking a rights offering, is it prudent to facilitate
communication between all parties involved?

Helfat: Unlike outside of bankruptcy, where challenges to a proposed
rights offering are uncommon, Chapter 11 provides an open venue for
claimholders to challenge the structure and terms of a proposed rights
offering in an attempt to further their own investment objectives. In this
regard, failure to facilitate ongoing communication among the parties
being affected by the rights offering can ultimately prove costly to the
Chapter 11 debtor and the other interested parties seeking to consum-
mate the offering. For example, a rights offering is typically a substan-
tial component of the debtor’s Chapter 11 plan of reorganisation. The
process of seeking approval of the plan is costly and time consuming.
Failure to identify and address the objections and concerns of those
parties who will be impacted by the rights offering as part of the plan
process may result in plan objections that will either be costly to defend
or settle, or could potentially derail the debtor’s efforts to reorganise if
such objections are sustained by the bankruptcy court.

Sharp: Rights offerings present far-reaching implications for nearly
all major creditors in a Chapter 11 case, including secured lenders,
unsecured creditors and equity holders. It is prudent for companies to
build consensus among investors and communicate with all stakehold-
ers when contemplating or structuring a Chapter 11 rights offering to
minimise potential challenges. Debtors and professionals must follow
specific administrative procedures and processes to ensure they are
communicating through the intermediaries and channels — for instance
the DTC, brokers or banks — effectively. Debtor’s counsel must com-
municate with the claims and noticing agent who manages the ad-
ministrative process on behalf of the debtor to ensure that the rights
offerings process is executed seamlessly based upon the determined
mechanics.

FW: Can you note any recent high profile court decisions on rights
offerings? How might they affect the process going forward?

Sharp: In the current market, we see a variety of companies using
rights offerings as a vehicle to restructure their balance sheets. No two
rights offerings are the same — each one differs according to the unique
circumstances of the case. A recent court decision that has played a role
in the Washington Mutual case was in January 2011 when the debtor
was limiting participation in the rights offering to class members who
held a significant securities stake.
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The judge overseeing the case decided that the eligibility requirement
did not meet the legal standard and concluded that the rights offering
needed to be made available to all members within that particular class.
This resulted in the rights offering being removed from the Plan, and
may impact other cases facing similar situations.

Helfat: While the majority of creditor objections to a proposed Chapter
11 rights offering are either consensually resolved or overruled without
a written decision, the United States Bankruptcy Court for the District
of Delaware, in Washington Mutual, recently issued a written decision
in which it sustained a creditor’s objection to a proposed rights offer-
ing. In Washington Mutual, a creditor objected to confirmation of the
Chapter 11 debtor’s proposed plan of reorganisation on the basis that
only creditors willing to invest $2m were eligible to participate in the
proposed rights offering contemplated by the plan. In ruling that the
rights offering was discriminatory, and therefore that the plan could
not be confirmed over the creditor’s objection, the bankruptcy court
rejected the Chapter 11 debtor’s argument that inviting all creditors to
participate in the rights offering would be administratively difficult.
Washington Mutual stands alone as the only recent high profile case
where typical objections to rights offerings were sustained and, there-
fore, it is not clear what effect the decision will have on future rights
offerings.

FW: What is the outlook for rights offerings in bankruptcy scenar-
ios for the remainder of 2011?

Milmoe: While rights offerings can be useful in bankruptcies, the facts
and circumstances of a particular case will dictate how significantly they
will be used for the balance of 2011. Given the limitations, and because
of US securities laws on the utilisations of rights offerings involving
non-institutional investors, I do not anticipate that there will be a sig-
nificant use of them for the remainder of 2011 for public stockholders or
trade claims, except possibly as a tip where otherwise the stockholder or
claimant would receive no consideration at all. Intercreditor dynamics
will also pay a role in how often rights offerings will be used.

Helfat: Based on the growing use of rights offerings in large Chapter
11 bankruptcies as a cheaper alternative to secured financing facilities, a
means to obtain control over the reorganised company, a mechanism to
protect existing equity holders and a vehicle for institutional investors
and equity sponsors to continue to realise the ‘upside’ of their capital
investments in bankrupt companies, the remainder of 2011 will likely
continue to see the use of rights offerings in large Chapter 11 cases.

Sharp: With the current state of the slowing US bankruptcy market,
I do not foresee a rising tide of rights offerings for the remainder of
2011. However, I do foresee a continued increase in the number of debt-
ors including rights offerings in their plan of reorganisation. If debtors
have the ability to access capital from traditional means such as banks,
distressed and institutional investors, alternative means for exit financ-
ing such as rights offerings will be less relied upon. However, as bank-
ruptcy professionals de-mystify the process and become familiar with
the mechanics and procedures, rights offerings will continue to be a
strategic option for bankruptcy scenarios moving forward. l
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David M. Sharp is Director of Public Securities Services at Kurtzman
Carson Consultants LLC. He can be contacted on +44 (917) 281 4820 or
by email: dsharp@kccllc.com.

With over 20 years of global securities experience, David brings
substantial expertise to his role. He has overseen rights offerings,
subscriptions and distributions, managed treatment elections and
supervised securities voting for Chapter 11 cases such as Washington
Mutual, Tronox, Inc., Loehmann Holdings, Inc., and Premier International,
among others.

Jonathan N. Helfat is a partner at Otterbourg, Steindler, Houston &
Rosen, P.C. He can be contacted on +44 (212) 905 3626 or by email:
jhelfat@oshr.com. Mr Helfat specialises in the representation of
foreign and domestic banks, commercial finance companies, hedge
funds and other specialty lenders and in the restructuring of secured
loan transactions, including workouts, forbearance and restructuring
agreements, Chapter 11 debtor-in-possession and ‘exit’ financing
facilities and the use of cash collateral. He is co-general counsel to the
Commercial Finance Association which he has represented in the filing
of various amicus briefs before the United States Supreme Court.

Gregory Milmoe is a partner at Skadden, Arps, Slate, Meagher & Flom
LLP. He can be contacted on +44 (212) 735 3770 or by email:_gregory.
milmoe@skadden.com. Mr Milmoe co-leads the firm's Corporate
Restructuring Group, and has wide-ranging experience including
restructurings, hostile and negotiated mergers and acquisitions,
leveraged buyouts and corporate financings, and transactions involving
REITs. He is listed in the K&A Restructuring Register; has been named by
Turnarounds & Workouts to its list of the top dozen restructuring lawyers
in America; and was named a ‘Dealmaker of the Year’ by The American
Lawyer in 2007. He is a fellow of the American College of Bankruptcy.
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