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A FORMER CEO’S CLAIM FOR SEVERANCE PAY IS NOT
ENTITLED TO PRIORITY PAYMENT AS AN ADMINISTRATIVE
EXPENSE WHEN THE CLAIM IS BASED ON A PRE-PETITION
EMPLOYMENT AGREEMENT

In re Phones for All, Inc., 288 F.3d 730 (5™ Cir. 2002), affirming 249
B.R. 426 (Bankr. N.D. Tex. 2000) and 262 B.R. 914 (N.D. Tex. 2001).

Following most other Courts of Appeal, the Fifth Circuit held that a
bankrupt company’s CEO, who executed an employment agreement pre-
petition but was terminated post-petition, is not entitled to administrative prior-
ity for his contractual severance pay claim. In re Phonesfor All, Inc., 288 F.3d
730 (5™ Cir. 2002). Accordingly, the employee only has an unsecured, pre-
petition claim against his former employer.

The employee, Isaac Lasky (“Lasky”), entered into an employment
agreement with Phones for All ( “Phones’) to serve as President and Chief Ex-
ecutive Officer. In addition to a base annual salary, bonus, and out-of-pocket
expenses, Phones further agreed to pay Lasky a severance benefit if his em-
ployment was terminated without cause.

Approximately five months later, Phones filed a petition for bankruptcy
relief under Chapter 11, and Phones terminated Lasky’s employment three
weeks thereafter. Because the parties agreed that Lasky’s employment was ter-
minated without cause, Lasky claimed he was entitled to severance pay in ac-
cordance with his employment contract in the amount of more than $430,000.
249 B.R. 426, 428 (N.D. Tex. 2000). Lasky further claimed that because he
was terminated post-petition, his severance benefit claim should be paid as an
administrative expense for wages and salary under 11 U.S.C. * 503(b)(1) and
thus entitled to payment as a first priority under 11 U.S.C. * 507(a)(1). That is,
under the Bankruptcy Code, clams that qualify for administrative expense
treatment under section 503(b) are paid first—and before the payment of pre-
petition clams—in accordance with the priorities established by section 507.
Phones and the creditors committee objected, claiming that Lasky’s severance
benefits were only a pre-petition claim against the estate.

The bankruptcy court held that Lasky was not entitled to an administrative—
and thus afirst priority —claim for three reasons. First, although section 503
(b) gives administrative expense status to post-petition claims for wages and
salaries, it iswholly silent with respect to the treatment of severance pay.
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Section 507(a)(3)(A), however, accords third priority status for wage claims
and expressly includes severance pay within itsterms. Thus, the bankruptcy
court concluded that “ Congress intended to include severance pay within
wages for unsecured priority wage claims but not for administrative expense
wage claims,” and thus severance pay is not entitled to treatment as an admin-
istrative expense. 249 B.R. at 429. Asthe Fifth Circuit explained, “Congress's
omission of severance pay from administrative priority statusmust . . . have
been deliberate.” 288 F.3d at 732.

Second, administrative expenses must result from a post-petition trans-
action between the creditor and the debtor-in-possession or trustee. A claim s
not necessarily entitled to administrative priority merely because the right to
payment arose post-petition. The bankruptcy court concluded, therefore, that
severance benefits from pre-petition contracts can become administrative ex-
pense wages only where the employee “earned his severance pay post-petition
or where the debtor gave the severance benefit in lieu of other benefits or rights
operating post-petition.” 249 B.R. at 429. Because Lasky conditionally
“earned” his severance pay when he entered into the contract pre-petition and
not for services rendered post-petition, his claim was not entitled to administra-
tive status. Id.

Third, even if severance benefits were included within the statutory
definition of wages and salaries under section 503(b)(1)(A), the claim for sev-
erance must nevertheless confer a benefit on the debtor’s estate, such as en-
hancing the debtor’s ability “to function as a going concern.” Id. at 430. Be-
cause “Lasky produced no evidence that suggests that the debtor induced
Lasky to continue working post-petition by offering severance compensa
tion, ... the severance provision of his employment agreement did not actu-
ally impact his decision to continue to work post-petition.” 1d.

In affirming the judgments of the bankruptcy and district courts, the
Fifth Circuit agreed with the bankruptcy court’s reasoning that “no plain read-
ing of the Bankruptcy Code” supported treating Lasky’s pre-petition severance
claim as an administrative expense. 288 F.2d at 732. The Fifth Circuit, relying
on the Tenth Circuit’sdecision in In re Commercial Financial Services, Inc.,
246 F.3d 1291, 1294 (10th Cir. 2001), held that to attain such status, a sever-
ance claim “must have arisen from a transaction with the debtor in possession”
and must then confer a benefit on the debtor's estate. 288 F.3d at 732. Accord-
ingly, the Fifth Circuit made it clear that any employee, including senior ex-
ecutives, of acompany that files for Chapter 11 bankruptcy relief and who re-
mains employed post-petition must reconfirm or renegotiate his employment
contract with severance benefits after the bankruptcy filing to have his sever-
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ance claim paid as afirst priority.

- Author, Claiborne P. Tanner, Associate, and Editor, Nan Roberts Eitel,
Partner, Bankruptcy, Restructuring & Creditors-Debtors Rights

Remember that these legal principles may change and vary widely in their application to specific factual
circumstances. You should consult with counsel about your individual circumstances. For further infor-
mation regarding these issues, contact:

R. Patrick Vance

Jones Walker

201 St. Charles Ave., 49th Fl.

New Orleans, LA 70170-5100

ph. 504.582.8194

fax 504.589.8194

emall pvance@joneswalker.com

Bankruptcy, Restructuring, & Creditors-Debtors Rights Practice Group

BRAD J. AXELROD TARA RICHARD
JEFFREY M. BAUDIER RoBIN D. MCGUIRE
MATTHEW T. BROWN R. LEwis MCHENRY
NAN ROBERTS EITEL MICHAEL T. PERRY
ELIZABETH J. FUTRELL CARL D. ROSENBLUM
GENEVIEVE M. HARTEL CLAIBORNE P. TANNER
CORINNE G. HUFFT R. PATRICK VANCE

To subscribe to other E*Zines, visit www.joneswalker.com/news/ezine.asp

Page 3


http://www.jwlaw.com/
http://www.jwlaw.com/attorneys/bios/bio.asp?ID=T678829372
http://www.jwlaw.com/attorneys/bios/bio.asp?ID=N128827930
http://www.jwlaw.com/attorneys/bios/bio.asp?ID=R852273047
http://www.jwlaw.com/practice/groups.asp?ID=66
http://www.jwlaw.com/news/ezine.asp

