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W hen American Airlines revealed 
its plans to merge with U.S. Air-
ways to become the world’s larg-

est airline, the details of the transac-
tion were widely reported. One aspect 
of the deal—a nearly $20 million sev-
erance payment to Tom Horton, the 
CEO of American Airlines—grabbed 
headlines. To be sure, $20 million is no 

small sum, even in this age of rich gold-
en parachutes for executives of large 
public corporations. But the severance 
payment came under scrutiny not just 
for its eye-popping figure. Because the 
payment was contemplated in connec-
tion with American Airlines’ Chapter 11 
bankruptcy case, the Office of the U.S. 
Trustee, tasked with overseeing the 
administration of the airline’s reorga-
nization case, objected to the severance 
payment that, in its view, was prohibited 
by federal bankruptcy law.

The bankruptcy court agreed with 
the U.S. Trustee.1 Approving the merg-

er transaction, but striking down the 
severance payment, the court made 
clear that, notwithstanding American’s 
decision to structure the payment as 
an obligation of a newly-formed entity 
following American Airlines’ anticipat-
ed emergence from Chapter 11, the 
court could not approve the allowance 
of a payment that, on its face, ran afoul 
of the statutory limitations on the 
amount of severance that may be paid 
to insiders.2 The payment, whether 
made by American Airlines or a post-
merger entity, was still a severance 
payment and the amendment to the 
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Bankruptcy Code governing allowance 
and payment of severance to insiders 
(§503(c)) that was enacted in 2005 as 
part of the Bankruptcy Abuse and Con-
sumer Protections Act (BACPA) would 
apply.3 The BACPA amendment reflect-
ed the intent of Congress to address 
concerns about excessive payments 
to corporate executives of bankrupt 
companies. Though it refused to autho-
rize the payment, the court noted that 
such a payment could be proposed 
under a plan of reorganization and 
reconsidered at such time.4 Shortly 
after the court issued its decision, 
American Airlines submitted its Chap-
ter 11 plan of reorganization. Indeed, 
Horton’s severance payment is back on 
the table as part of the airline’s Chap-
ter 11 plan, but the legal issue at plan 
confirmation may shift to whether the 
Bankruptcy Code requires a Chapter 11 
plan to comply with §503(c), the same 
provision that the bankruptcy court 
has already determined the proposed 
severance payment violates.

Background

On Feb. 22, 2013, AMR Corporation 
and its affiliated debtors (the Debtors) 
sought approval from the bankruptcy 
court of a merger agreement between 
U.S. Airways Group and a wholly 
owned subsidiary of AMR created to 
effectuate the merger.5 The new airline 
would operate under the American Air-
lines name.6 U.S. Airways shareholders 
would receive 28 percent of the diluted 
equity of the merged entity (Newco), 
and AMR shareholders would receive 
the remaining 72 percent.7 The merger 
agreement also provided for “sever-
ance compensation” to Horton in the 
amount of $19,875,000, half in cash and 
half in Newco common stock, payable 
by Newco following the merger.8 The 
terms of Horton’s $20 million payment 
were set forth in a letter agreement 
attached as an exhibit to the merger 
agreement.9 The U.S. Trustee filed an 
objection to approval of the severance 
payment to Horton, but did not contest 
the merger transaction itself.10

‘AMR’ Decision
Following a hearing on the dispute, the 

bankruptcy court approved the merger 
transaction, but refused to authorize the 
proposed severance payment to Hor-
ton. The court found that the payment 
did not comply with §503(c)(2), which 
provides:

[T]here shall neither be allowed nor 
paid—…a severance payment to an 
insider of the debtor, unless—(A) the 
payment is part of a program that is 
generally applicable to all full-time 
employees; and (B) the amount of 
the payment is not greater than 10 
times the amount of the mean sever-
ance pay given to nonmanagement 
employees during the calendar year 
in which the payment is made.

11 U.S.C. §503(c)(2). The Debtors 
did not argue that the nearly $20 mil-
lion severance payment to the Debt-
ors’ CEO satisfied either of these 
statutory conditions.

Rather, the Debtors principally relied 
on the fact that the severance would be 
paid by Newco (and not from the Debtors’ 
estate) and was therefore not an admin-
istrative expense subject to §503(c). The 
court rejected this argument:

But that is something of a legal fic-
tion. It is clear that the severance 
payment relates to Mr. Horton’s 
employment at AMR, where he cur-
rently serves as CEO, and not from 
Newco, which does not yet exist 
and where Mr. Horton will take on 
a new position only after the merger 
is finalized and the proposed sever-

ance is paid. As a practical matter, 
moreover, the proposed severance 
would be paid without any action 
from Newco, an entity that will 
consist of 72% of the property of 
the Reorganized Debtors. In any 
event, the Debtors’ argument fails 
because the statute speaks in terms 
of “allowance” of a payment.11

The court’s analysis, however, did 
not end there. Citing to In re Journal 
Register,12 the court noted that the AMR 
Debtors could still seek authorization for 
the severance payment under §1129(a)
(4), in connection with the confirmation 
of a Chapter 11 plan. Specifically, the 
court stated that, “[b]y presenting their 
request as part of a proposed plan of 
confirmation [sic], the debtors in Jour-
nal Register took the proposed incen-
tive payments outside of the coverage of 
Section 503 and placed them within the 
confines of Section 1129(a)(4).”13 But the 
court could not rule on the propriety of 
such a severance payment under a plan, 
because no such plan was before it.14

‘Journal Register’ Decision

Given the court’s suggestion to heed 
the decision in Journal Register, that 
case warrants a closer look. There, the 
debtors proposed a Chapter 11 plan 
that provided for, among other things, 
a post-emergence incentive program for 
the benefit of certain employees of the 
reorganized debtors, designed to award 
those employees upon achievement of 
performance objectives in connection 
with the shutdown of certain of the debt-
ors’ unwanted publications, reduction 
of expenses and consummation of the 
Chapter 11 plan.15 Certain objectors to 
the plan argued that the plan could not 
be confirmed under §1129(a)(1), which 
requires all plans to “comply with the 
applicable provisions of [the Bankruptcy 
Code],” because the incentive programs 
did not comply with §503(c).16

The court in Journal Register first 
noted that “[t]he legislative history 
of §1129(a)(1) suggests that the term 
‘applicable provisions’ means ‘the appli-
cable provisions of Chapter 11, such 
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Citing to ‘In re Journal Register’, 
the court noted that the AMR 
Debtors could seek authoriza-
tion for the severance payment 
under §1129(a)(4), in connec-
tion with the confirmation of 
a Chapter 11 plan. 



as §§1122 and 1123, governing clas-
sification and contents of the plan,” 
and cited to Second Circuit caselaw in 
support of that proposition.17 Conclud-
ing that §1129(a)(1) of the Bankruptcy 
Code thus does not require a plan to 
comply with §503(c), the court stated 
that “[t]his would end the objection 
based on §503.”18 However, the court 
also acknowledged contrary authority, 
referring to decisions in which other 
bankruptcy courts did consider wheth-
er a plan complied with sections of the 
Bankruptcy Code outside of Chapter 11 
to determine whether the requirements 
of §1129(a)(1) was satisfied.19

Without ruling on how to apply 
§1129(a)(1), the court then held that, 
because the incentive payments were 
being paid after plan confirmation and 
as a result of the confirmation order 
itself, the payments were not being 
allowed as administrative expenses 
under §503 in general.20 As further 
justification for its ruling, the court 
also determined that, even if §503(c) 
were considered, the incentive pay-
ments were (i) outside the scope of 
§503(c)(1)21 (the payments were not 
inducements for the employees to 
remain with the company); (ii) outside 
the scope of §503(c)(2) (the payments 
were not triggered by an employment 
termination event); and (iii) permis-
sible under §503(c)(3)22 because they 
were justified by the facts and circum-
stances of the case.23

Lastly, the Journal Register court noted 
that §1129(a)(4), which provides for pay-
ments under a plan on account of ser-
vices in connection with a case, was an 
additional basis to take the incentive pay-
ment outside the scope of §503(c).24 Such 
payments (typically relating to profes-
sional fees) may be approved as part of a 
plan under §1129(a)(4) if there has been 
sufficient disclosure of the payment and 
the payment is reasonable.25 Applying the 
standard for compliance with §1129(a)
(4), the court held that the incentive 
payments were permissible under the 
plan because the payments were fully 
disclosed and were reasonable.26

Thus, in Journal Register the court did 
not decide whether the proposed incen-
tive payment had to comply with §503(c) 
in the context of plan confirmation pur-
suant to §1129(a)(1). Instead, it deter-
mined that the payment (i) was outside 
the scope of §503 because it was not an 
administrative expense (but nonetheless 
would have satisfied §503(c)(3)); and 
(ii) satisfied §1124(a)(4), the directly 
applicable statute.

‘AMR’ Severance: Potential Issues

Shortly after the AMR decision was 
issued, the Debtors filed their Joint 
Chapter 11 Plan dated April 15, 2013 
(the Plan), which provides that the 
same letter agreement containing the 
terms of Horton’s severance payment 
is to be approved as a condition to the 
effectiveness of the Plan.27

Consideration of the severance pay-
ment to Horton at plan confirmation rais-
es an interesting situation: The payment 
that was just expressly stricken down 
as violative of §503(c)(2) may well be 
deemed permissible by the same court 
now that the payment is presented as 
part of a Chapter 11 plan. As such, in 
order for the payment to be approved 
as part of the Plan, the bankruptcy court 
will have to make a specific ruling that 
§1129(a)(1) does not require the Plan to 
comply with §503(c). To be sure, there 
is a fair amount of case law to support 
this position. Yet, Journal Register itself 
recognizes that some bankruptcy courts 
have required a plan to comply with 
Bankruptcy Code provisions outside of 
Chapter 11, such as §§524, 327, 330 and 
554.28 Moreover, in another high-profile 
case, a court has considered §503(c) in 
the context of plan confirmation, and 
found that the severance payments 
proposed in that case violated §503(c)
(2) and thus would have to be stricken 
from the plan for failing to comply with 
§1124(a)(4).29 In addition, it could eas-
ily be argued that the plain language of 
§1129(a)(1), which requires a plan to 
comply with all applicable provisions of 
“title 11” and not just “Chapter 11,” on its 
face contemplates consideration of all 

applicable provisions of the Bankruptcy 
Code, and not just those relating directly 
to formulation of a Chapter 11 plan.

It is likely that a party-in-interest, 
perhaps the U.S. Trustee, will object to 
confirmation of AMR’s Plan on the basis 
that the severance payment provided 
for in Horton’s letter agreement is an 
end-run around the legislative intent 
of §503(c). With so much at stake, the 
bankruptcy court’s confirmation deci-
sion will be sure to attract a great deal 
of attention.
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