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AMERICAN BANKRUPTCY INSTITUTE
MID-ATLANTIC BANKRUPTCY WORKSHOP
JULY 31 - AUGUST 2, 2008
CAMBRIDGE, MD

ANYTHING BUT BANKRUPTCY! - REVISITED:
A DISCUSSION OF NON-BANKRUPTCY ALTERNATIVES

TRUST MORTGAGES

I. SUMMARY

The Trust Mortgage is a quasi-statutory framework under which the assets of an insolvent
(or otherwise failed) company (the “Trust Mortgagor” or “Debtor”) can be transferred to its
creditors in satisfaction of creditors’ claims. While the Trust Mortgage is similar to a traditional
out-of-court workout, there is typically a compromise of creditors’ claims with an additional
degree of enforcement against a non-performing Debtor, making the Trust Mortgage a “workout
with teeth”, more similar to an Assignment for the Benefit of Creditors (“ABC”) than to a
traditional out-of-court workout. In addition, the degree of insolvency of a Trust Mortgagor is
generally of sufficient degree that unsecured creditors of the Debtor would not receive any
proceeds from liquidation under a Chapter 7 bankruptcy or an ABC, hence this mechanism’s
attractiveness to Creditors. The enhancement of the traditional out-of-court workout comes in
the form of a party appointed to act as a Creditors’ representative (the “Trust Mortgagee” or
“Trustee”) for purposes of overseeing the transfer of assets through the Debtor’s compliance
with whatever mechanism is determined to yield optimum results (the “Plan”). This mechanism
generally leaves the Debtor’s management and Board of Directors (or other governance
authority) in place and in control throughout the liquidation process, making it an attractive

option for those companies that desire neither the cost nor the oversight of a bankruptcy process,
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while still providing the Trustee the option of foreclosure to enforce the terms of the Plan for the

benefit of creditors.

II. THE DEBTOR

A. Cause and Degree of Distress

A typical Trust Mortgagor is a company that has either experienced a failed
business plan or (an) external event(s) that leave the Debtor without a viable core business
necessary to effectuate a successful turnaround. With no practical prospects for reorganization,
the company is in the position of having to affect either a sale of its operations, a liquidation of
its assets, or some combination of the two. As a Trust Mortgage provides only two alternatives —
compliance with a Plan to provide a distribution to creditors or foreclosure by the Trustee, the
Trust Mortgage is generally not used to provide a structure for the reorganization of a Debtor that
will survive post-process in substantially the same form. Not to say that it cannot be done, just
that it is rarely done, as a viable reorganization generally mitigates toward use of an out-of-court

workout or a Chapter 11 proceeding.

B. Capital Structure

The capital structure of a successful Trust Mortgagor is generally straightforward.
Often there will be a single secured creditor (or single tranche of secured debt), generally in the
form of one or more Private Equity groups (funds, etc...) and/or investors who have been
funding the business; there may be a traditional secured lender as well. Beyond the secured debt,
there will generally be only one other tranche of debt, all of which is unsecured (both priority
and non-priority). Unless the parties are able to agree to a complex structure of priorities and

distribution schemes, it is rare for Debtors with senior, second lien, subordinated or mezzanine
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debt and unsecured debt to pursue a Trust Mortgage, given the relative rarity of having numerous

parties across the capital structure agree on so many points of the Debtor’s disposition.
III. IMPLEMENTATION AND STRUCTURE OF THE TRUST
A. The Plan

After examination of the Debtor’s balance sheet and general financial structure
and position, as well as negotiations with the Debtor’s secured creditors and an estimation of the
potential recoveries to be received by liquidation, a plan is created wherein unsecured creditors
are provided a recovery on allowed claims in an amount and priority of payment that is
articulated in a Creditors Composition Agreement, or Plan. In nearly all cases, these recoveries
come in the form of a carve-out from the collateral of the secured lenders since, as previously
mentioned, in most cases the secured lenders of a Trust Mortgagor are under-secured. One
compelling incentive for the secured lenders to consent to a carve-out is the lack of an
adversarial creditor body, as might be found in a traditional bankruptcy proceeding. Especially
in cases of private equity funds, where fund managers populate the Boards of Directors of a
Debtor, the ability to provide a return to creditors in excess of what unsecured creditors would
realize in a Chapter 7 or Chapter 11 proceeding, in exchange for the releases that would

accompany such a scheme, becomes an attractive option.
Generally, the Composition Agreement will include the following information:
1. Description of the requirements for a valid assent;

2. Articulation of the payment scheme, for example:

504
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. Payment of Expenses of the Liquidation (administrative

expenses);

. Repayment of Secured Lenders for Loan to fund wind-

down, tax or employee obligations (i.e., priority claims);

. Repayment to secured lenders in amount of

$ as reimbursement for legal expenses

related to the creation of the Plan and Trust Mortgage;

. Payment of % of allowed unsecured claims;
. Payment to secured lenders up to the amount of
$ , representing payment in full of secured
lenders principal and interest as of date;
. Payment on a pro rata basis on secured and allowed

unsecured claims until paid in full, and;
. Remaining funds paid to the Company
Discharge of Claims upon fulfillment of plan;

Articulation of any remedies available to individual creditors upon

default by the Debtor (if any);

Typical miscellaneous contract provisions governing choice of law

and venue, execution requirements, successors and assigns, etc...
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The framework and payment priority of the plan is enforced by the creation of a

Trust Mortgage and the appointment of a Trust Mortgagee, or Trustee.

B. The Trust Mortgagee

The Debtor will select a Trust Mortgagee or Trustee, the party in whose favor a
lien will be granted on all of the Debtor’s assets through the execution of a Trust Mortgage and
Indenture Agreement (the “Trust Documents”), to “stand in the shoes of all creditors” to ensure
compliance with the Plan. The company will generally select a party that is a trusted neutral
party to the company and both secured and unsecured creditors — an advisor with liquidating
trustee experience is optimal. The structure of the Trust Mortgage requires the voluntary
subordination of the secured creditors’ liens to the lien granted to the Trust Mortgagee, thus
ensuring that the distribution scheme can be fully effectuated if the company fails to comply with
the plan and a foreclosure becomes necessary (failure to secure subordination of the secured
creditor would prevent a distribution to unsecured creditors before the secured creditor was paid
in full, thus breaching the Plan. Those experienced with Trust Mortgages will be able to make
recommendations on the components of the Composition Agreement, Trust Documents, payment

priorities and the overall management of the process.

Timing of the execution of the Trust Documents is crucial, as the process and the
necessary filings must be done in a manner so timely as to allow the liens to fully perfect before
any challenges might arise. Because of this practical requirement, a Trust Mortgage is not a
remedy to the “race to the courthouse steps” found among insolvent Debtors who have waited

too long to attempt a compromise with its creditors.

The Trust Documents should contain the following elements:
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1. Language articulating the creation of the Trust

2. Language detailing the characteristics of an assent on the part of an
assenting creditor, including the requirements for participation in

the Trust and the determination of allowed claims;

3. Grant of security interests to the Trust Mortgagee/Trustee by the
Debtor and articulation as to the voluntary subordination of prior

liens;

4. Recitation of Debtor’s representations, covenants an warranties

5. Rights and Duties of the Trust Mortgagee//Trustee;

6. Articulation of Default on part of the Debtor and statement as to

what occurs upon occurrence of an event of Default;

7. Articulation of the distribution priorities under the Plan;

8. Indemnification of the Trustee by the Trust as allowed by law;

9. General contract provisions regarding execution, choice of law and
venue, etc...

Once the Trust Documents are executed and the liens are filed with the
appropriate authorities, the materials to be mailed to creditors are assembled and sent to the
creditors, often by the Trustee. These documents generally include a balance sheet; a Creditors
Composition Agreement which details the Plan, the disbursement scheme and includes the

releases necessary to effectuate the Plan; a Ballot or Assent Form; a self-addressed envelope for
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return of the Assent form and a copy of the Trust Documents, establishing the Trust Mortgage

relationship and articulating the liens granted as part of the process.

IV. PERFORMANCE UNDER THE PLAN

Once the Trust Documents are executed, the filings are completed and confirmed and the
required documents have been sent to creditors (with a reasonable response deadline, such as 30
days); the company engages in those activities required to fulfill the plan. As funds from the
sale/liquidation of the company’s assets are received, they are generally placed in a segregated
bank account established for the Trust. Distributions under the plan can be made by either the
Debtor’s remaining personnel (usually a senior manager or appointed “wind-down officer”), or
by the Trustee. The Board or secured creditors may require periodic reporting from both
management and the Trustee as to performance under the Plan. Once final distributions have
been made (depending upon the case, in as little as 120 days and as much as 24-36 months or
longer after execution of the Trust Documents), a notice to creditors as to the successful
completion of the Debtor’s and Trust’s obligations under the plan, including a discharge of

claims, isn’t a bad idea.

V. CONCLUSION

The Trust Mortgage provides a useful mechanism for the liquidation of assets and the
compromise of claims without the expense, complexity and potential litigation risk of a
bankruptcy proceeding while avoiding the complexity and potential liabilities of an assignment
for the benefit of creditors. The capital structure of the Debtor must be relatively simple and any
secured creditors must voluntarily subordinate their liens to the Trust established for the benefit

of all creditors — however, the benefits of releases and a controlled process often outweigh the
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“pain” of voluntary subordination. The time to complete a Trust Mortgage is dependent entirely
upon the individual Debtor’s business and relative ease/speed of sale or liquidation, but in nearly
all cases, this structure requires less time to complete and/or yields superior recoveries to other
liquidation structures such as bankruptcy, assignment for the benefit of creditors and other
schemes. Key to the overall success of the Trust Mortgage as a bankruptcy alternative is early
recognition of the company’s inability to reorganize and quick action to formulate a plan and file

the liens necessary to establish the Trust.
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