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The recent “fracking revolution” has allowed U.S. energy

companies to tap into abundant supplies of shale gas.! Previously

thought inaccessible, this form of natural gas has been found

throughout the United States in deep underground shale

formations.? The shale gas boom has created a spike in natural

gas supplies, causing prices to decline to their lowest level since

1999,° and this has been cause for concern for coal-based energy

producers, as well as their suppliers, as declining natural gas

prices have made competing gas-fired plants far more cost-

effective alternatives to coal-burning plants.*

Indeed, coal-based electricity
generation in the United States

has dipped from half to about only
one-third since 2007, and profits
from the nation’s coal-fired power
plants selling electricity in the

open market have plummeted from
$20 billion in 2008 to $4 billion

in 2011.5 Consequently, plans for
more than 150 new coal-fired
power plants have been canceled
since the mid-2000s and many
existing plants have closed.¢ In
2012, only one new coal-fired
power plant began operations in the
United States.” In sum, increased
supplies of shale gas have made it
increasingly difficult for coal mining
companies to compete and even
survive in the current energy market.

The recent bankruptcies of coal
mining companies James River Coal
Company (2014 and 2003), Trinity
Coal Corporation (2013), America
West Resources Inc. (2013), Patriot
Coal Corporation (2012), Americas
Energy Company (2011), Clearwater

Resources LP (2009) and Consol-
idated Energy (2007) provide
evidence of the rapidly deteriorating
market for U.S. coal companies.

In addition, a 2013 Fitch Ratings
report identified several coal mining
companies as “distressed” and
“near distressed"” given their bond
spreads over U.S. Treasuries. Fitch
Ratings also had a negative sector
outlook for coal mining companies
in 2013 based on numerous negative
factors.2 While natural gas prices
have recently increased, reducing
the immediate pressure on coal
companies, a coal renaissance is
unlikely due to new and pending
regulations by the Environmental
Protection Agency requiring reduc-
tions in carbon emissions that will
increase coal processing costs and
prompt further interest in natural
gas processing plants instead.®

Coal companies looking to use
bankruptcy as a means to achieve

a balance sheet restructuring will
encounter unique challenges arising
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from legacy liabilities owed to current and former
mining employees as well as mine clean-up obliga-
tions. This Guide focuses on the key issues raised
in some of the recent coal company bankruptcy
cases.

Legacy Obligations: Union and
Retiree Benefits and Obligations
Under the Coal Act and Black
Lung Act

Similar to other types of companies in distress,
coal companies often have significant unsecured
legacy obligations to their employees and retirees
under benefit plans required by federal legislation
significant unsecured and through collective bargaining agreements
("CBAs"). Unlike other industries that generally
do not have federal statutes requiring health care
employees and retirees and employment benefits for retirees, however,
the coal industry is unique in that it is subject to
several federal statutes, including the Coal Indus-

Coal companies often have

legacy ohligations to their

under benefit plans required

hy federal legislation try Retiree Health Benefit Act (the “Coal Act")
] and the Black Lung Benefits Act (the “Black Lung
and through collective Act"), mandating benefits to workers and retirees.

Treatment of these obligations in a bankruptcy

hargaining agreements. R
restructuring is often hotly contested.

Modifications to CBAs and Retiree Benefits

To reduce costs in a competitive environment,
coal mining companies often look to shed
substantial liabilities from their balance sheet,
including employee benefits for the current
workforce and retirees. Across the table are the
union representatives who fight vehemently to
retain the wages, benefits and post-retirement
benefits provided for in the CBAs that were
negotiated on behalf of thousands of current and
former employees. In cases commenced under
Chapter 11 of the Bankruptcy Code, debtors are
prohibited from unilaterally rejecting or modifying
CBAs. Instead, debtors must make proposals to
the unions that satisfy a heightened standard"
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(typically, contract rejection only requires

that debtors satisfy the business judgment
standard) as well as bankruptcy court approval
before modifying or rejecting a CBA. However,
where parties are unable to reach agreement,
courts have generally applied Congressional
intent favoring rehabilitation of the debtor to
substantially scale back wages and benefits
under CBAs or terminate the CBAs altogether.”

Patriot Coal Corporation (“Patriot Coal”) filed its
bankruptcy case after its business could no longer
supportits retirement and health care obligations
to 21,000 individuals despite having only 4,200
employees.® The Bankruptcy Court for the Eastern
District of Missouri granted the company’s motion
to reject its CBA with the union and to modify the
retiree benefits.” The modifications reduced wage
benefits and planned wage increases, increased
employee contributions to health care plans in line
with benefits offered to non-union employees, and
transitioned Patriot Coal’s current retiree health
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care benefits to the Voluntary Employee Benefi-
ciary Association (the “VEBA"), a health care trust
that would receive a 35 percent equity stake in the
reorganized company.’™

While the bankruptcy court expressed sympathy
to the plight of workers and retirees, the court
found that the requirements to modify the CBA
under Section 1113 of the Bankruptcy Code had
been met, including that: (1) at least five propos-
als had been made; (2) sufficient information

had been provided to the union to evaluate the
proposals; (3) the modifications were necessary
because the debtors would not be able to compete
without the concessions; (4) the plan was fair
because many non-union members had been laid
off pre-bankruptcy, and union health care needs
would still be met by sharing profits and royalties
through its equity distribution; (5) several good
faith meetings between the union and debtors had
taken place; and (6) the balance of the equities
favored modification because, without conces-
sions, the debtors would likely be forced into liqui-
dation, and then employees would have no jobs at
all.® Thus, Patriot Coal was permitted to reject the
CBA and modify its retiree benefits.

The union appealed the bankruptcy court's deci-
sion to the United States District Court for the
Eastern District of Missouri and also contemplated
a work stoppage if the debtors implemented the
court-approved modified CBA. Before the appeal
could be heard, however, the debtors and union
engaged in another round of settlement negotia-
tions, ultimately agreeing to certain concessions
in a new CBA and memorandum of understanding,
which were both approved by the bankruptcy
court.” As a result of the settlement, Patriot Coal
has estimated it will save approximately $130
million a year, allowing it to effectively compete in
the coal mining industry.®



Limited Potential to Separate Unionized and
Non-Unionized Debtors

Immediately after the Patriot Coal debtors filed
their motion to modify the CBA (a version slight-
ly different than the modifications ultimately
approved by the bankruptcy court), two note-
holders filed a motion seeking appointment of a
Chapter 11 trustee for the 86 out of 99 debtors
that the noteholders alleged did not owe salary,
pension and health care benefits to union employ-
ees and retirees.” The noteholders argued that
the Section 1113 proposal to provide the VEBA
with a 35 percent equity stake in the reorganized
company and certain profit-sharing for nothingin
return was an attempt to satisfy unionized debtors’
obligations using non-unionized debtors’ assets in
breach of the fiduciary duties owed to creditors of
the non-unionized debtors.?

The debtors vehemently opposed the notehold-
ers' motion, arguing that: (1) the non-unionized
debtors were jointly and severally liable with the
unionized debtors for approximately $1billion in
liabilities including debtor-in-possession financ-
ing obligations, certain union pension claims, and
Coal Act liabilities; (2) non-unionized debtors’
operations were often dependent on union oper-
ations; (3) significant economies of scale bene-
fitted both types of debtors; and (4) to the extent
the non-unionized and unionized debtors were
deemed under common ownership or control,
violations of coal mining permit obligations (which
are discussed below) by the unionized debtors
could result in government denial of future mining
permits for non-unionized debtors and vice versa.?

Ultimately, the bankruptcy court denied the
motion to appoint a Chapter 11 trustee, finding
that the debtors were “inextricably intertwined
between unionized and non-unionized operations”
and that “some non-union operations are either
completely dependent on other operations that
involve unionized labor or operate with both
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union and non-union labor.”2 Further, because

the debtors shared administrative operations, a
single cash management system, and numerous
contracts and agreements, the debtors were “more
efficiently operated together,” and the bankruptcy
court could not “fathom” nor had any party
presented a “potential structure for, the creation of
two pools of Debtors."2 This ruling casts doubt on
the strategy of future coal mining debtors and their
stakeholders who wish to divide reorganization
efforts and assets between those subsidiaries who
have costly legacy obligations (the so-called “bad"”
mines) and those who do not (the so-called “good”
mines).

Treatment of Coal Act Obligations

The Coal Act? requires health care contributions
for certain retired coal miners in the form of
continuing existing individual employer retiree
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health plans as well as payment of per-beneficia-
ry premiums to two national health benefit funds
(the UMWA 1992 Benefit Plan and the UMWA
Combined Benefit Fund (collectively, the “Coal
Act Funds")). Companies who are signatories to
a coal wage agreement or their “related persons”
are "“jointly and severally liable” for contribu-
tions to the Coal Act Funds, with the concept

of “related persons” creating broad liability for
companies who may have only attenuated ties to
their beneficiaries.”

Despite the Coal Act's requirement that “coverage
shall continue to be provided for as long as the last
signatory operator (any related person) remains
in business,” at least one district court has held
that Chapter 11 debtors may modify their Coal Act
obligations if they can meet the stringent require-
ments of Section 1114 of the Bankruptcy Code
described above.? Further, the Fourth Circuit Court
of Appeals has held that coal companies can sell
their assets free and clear of Coal Act obligations
under Section 363(f) of the Bankruptcy Code.?” In
In re Leckie Smokeless Coal Co., the Fourth Circuit
held that purchasers of the debtors’ assets would
not be held liable for the debtors’ future premi-
ums under the Coal Act despite the Coal Act's
imposition of “successor liability.” In overruling
employees’ objections to the sale, the court found
that “if a free and clear order could not be issued,
the assets would almost inevitably have to be

sold piecemeal, thereby generating fewer funds
with which to satisfy the claims of the Fund, the
Plan, and the debtors’ other creditors.”? Recently,
the James River Coal Company debtors cited the
Fourth Circuit's Leckie Smokeless Coal Co. decision
in their motion to the Bankruptcy Court for the
Eastern District of Virginia seeking approval of
bidding procedures for a potential sale “free and
clear of all encumbrances which may be asserted
against” the assets to be sold.?

Coal Act obligations may
not be discharged under a
Chapter Il reorganization

plan and, instead, are
considered “taxes” under

the Bankruptcy Code.

<
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Coal Act obligations may not be discharged under
a Chapter 11 reorganization plan and, instead, are
considered “taxes” under the Bankruptcy Code.®
Moreover, to the extent a debtor’s obligations

to the Coal Act Funds arise after the filing of the
bankruptcy case, courts have generally ruled that
such obligations (as well as indemnifications to
third party sureties who paid those obligations)
are entitled to administrative expense priority.”

Treatment of Black Lung Act Obligations

Under the Black Lung Act, coal miners who suffer
from pneumoconiosis (black lung disease) and
their dependents may file claims with the Depart-
ment of Labor who then investigates the claims
and assigns the liability to a “responsible operator”
(likely the miner's employer or a successor of the
employer).?? If the “responsible operator” files

for bankruptcy, the miner would likely then be an
unsecured creditor of the “responsible operator.”
However, where a “responsible operator” is unable
to pay, the miner's claim will be paid from the Black
Lung Disability Trust Fund, which can then assert
liens (with the same priority as tax claims) against
the assets of the “responsible operator” as well as
exercise the subrogation rights of the miner or his
or her dependents.®® Moreover, certain of the oper-
ator's officers can also be held personally liable for
unpaid Black Lung Act benefits.?* Further, admin-
istrative proceedings to determine Black Lung Act
claims may not be subject to the automatic stay.*
As aresult of the significant protections afforded
to Black Lung Act claims, a debtor’s Black Lung Act
obligations often remain unimpaired throughout
its Chapter 11 case.

For example, in Patriot Coal, the bankruptcy court
approved the debtors’ request for authorization
to pay prepetition Black Lung Act obligations and
modification of the automatic stay to permit Black
Lung Act claims to proceed in the appropriate
judicial forum.? Further, the claims were unim-
paired by Patriot Coal's confirmed plan of reor-



ganization, which provided that “[n]othing in the
Plan or the Confirmation Order, or any documents
incorporated by reference herein...limits or in any
way affects...the liability of the Debtors, the Reor-
ganized Debtors, or any third party to successful
claimants or the [Department of Labor] under the
[Black Lung Act]."¥

Reclamation Obligations

In addition to the unique employee-related issues
discussed above, coal mining implicates numerous
safety and environmental laws that can affect the
ability to achieve a successful restructuring. The
intersection between environmental and bank-
ruptcy laws is complex and inconsistent across
jurisdictions. Set forth below is a brief review of
certain environmental liability issues that arise in
coal mining cases. For a comprehensive analysis
of the treatment of environmental liabilities in
bankruptcy cases generally, see “The Intersection
of Environmental and Bankruptcy Laws,” authored
by Schulte Roth & Zabel business reorganiza-

tion partner Lawrence V. Gelber and associate
Stephanie Blattmachr, available at www.srz.com/
The_Intersection_of_Environmental_and_Bank-
ruptcy_Laws.

Various federal, state and local laws, including
the Surface Mining Control and Reclamation Act
("SMCRA"),® require mines and affected areas

to be cleaned up, a process known as reclama-
tion. Most states implement their own programs
under the SMCRA to regulate mining operations,
with states issuing permits, inspecting mines and
taking any enforcement action.* The SMCRA also
requires that coal mine operators pay reclamation
fees per ton of coal produced into a trust fund
administered by the Secretary of the Interior.4
Courts have held that these reclamation fees owed
under the SMCRA are considered taxes that are
entitled to administrative expense priority and are
not dischargeable in bankruptcy.”

To procure a mining

permit (which is required
for all coal mining), a

coal mining company

must post a reclamation
performance hond payable
to the applicable regulatory
authority in an amount
sufficient to fund the
projected reclamation
expenses should the
permit-holder (i.e., the coal
mining company) default on

its reclamation obligations.
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To procure a mining permit (which is required for
all coal mining), a coal mining company must post
areclamation performance bond payable to the
applicable regulatory authority in an amount suffi-
cient to fund the projected reclamation expenses
should the permit-holder (i.e., the coal mining
company) default on its reclamation obligations.*
If the permit-holder fails to honor its reclamation
obligations, then the sureties that issued the bonds
must either reclaim the land or forfeit the bonds

so the state can use the money to reclaim the land.
The sureties can then “step into” the government'’s
shoes and seek indemnification from the coal mine
operator or owner for these reclamation costs.?
The resulting reimbursement claim of the sureties
then takes the same priority as if the state were the
one bringing the claim for the reclamation costs.*
Thus, sureties are often a major stakeholder in

the restructuring process. To the extent reclama-
tion work is performed and reclamation costs are
incurred post-petition, such costs may also be
entitled to administrative expense priority.*

Because mining permits can only be sold with
the issuing state's consent, reclamation liabilities
must generally be assumed by any purchaser of
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the permits. For example, in Kentucky, the state
will only approve the transfer of a mining permit
if certain conditions are met, including that the

purchaser post a bond to ensure reclamation of
the entire area of land affected under the permit

as well as agree to operate under the permit’s <>

provisions.*

In certain situations, there is no economic value in
purchasing or continuing to mine the unreclaimed
land and the debtor may wish to simply abandon
the property. Under federal laws, however, debtors
must “manage and operate property...according
to the requirements of the valid laws of the State

in which such property is situated.”” Bankruptcy
courts have interpreted this provision to mean that
despite its generally broad abandonment powers,
a debtor cannot “abandon property in contraven-
tion of a state statute or regulation that is reason-
ably designed to protect the public health or safety
from identifiable hazards."*® Because of the health
hazards posed by unreclaimed mines, debtors may
not be able to abandon an unreclaimed coal mine
even if abandonment is cheaper than continued
mining or the sale of the mine.

The complexity, priority and costs associated

with reclamation obligations often force debtors,
sureties and state environmental agencies to seek
to consensually resolve reclamation issues and
obligations.* For example, in In re Horizon Natural
Resource Co., the Chapter 11 plan provided for

a sale of various assets and a liquidation of the
company's remaining assets. However, the plan
could not be consummated unless the debtors and
applicable state and federal regulatory agencies
reached an agreement regarding satisfaction of
the debtors’ reclamation obligations with the
sureties who had over $350 million of reclamation
and surety bonds outstanding.>® The parties

later reached an agreement that provided that

the purchasers of the debtors’ assets (in sales
proposed in connection with the debtors' Chapter
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11 plan) would take the debtors’ applicable mining
permits, subject to government approvals, and
would assume all liabilities and obligations

under the permits.s Further, mining permits and
liabilities from the remaining assets (which would
be purchased by another entity) would be paid

by a reclamation collateral account funded by
sale proceeds, monthly reclamation royalties
from one of the purchasers, release of cash bonds
posted by the debtors, income from mining of the
other purchasing entity's assets, and its accounts
receivable.s

Conclusion

As the coal mining industry continues to face
mounting pressures, regulations and competi-
tion, we expect additional bankruptcy filings. As
described in this Guide, bankruptcy may provide
an effective tool to deal with excessive secured
and unsecured debt, but there are significant
complexities in addressing employer and environ-
mental liabilities.
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Schulte Roth & Zabel and the Coal and Energy Industry

A strategically blended team of Schulte Roth & Zabel attorneys from diverse practice areas
work together as one cohesive team to serve bankruptcy clients across a wide range of
industries. Clients come to us for more than just our technical knowledge; our practical
experience also helps them develop effective, creative and efficient strategies to achieve
their goals.

We routinely advise clients on a broad range of matters unique to the reorganization of
companies operating in the coal and energy industry, representing secured creditors,
unsecured creditors, debtor-in-possession lenders, acquirers, equity holders, plan sponsors
and others in reorganizations and out-of-court workouts, as well as in acquisitions and
divestitures of troubled companies and their assets.

Our attorneys handle litigation and transactional aspects of in-court and out-of-court
restructurings, offering a broad perspective on the complex issues facing coal and other
energy companies at the intersection of environmental, employment and bankruptcy laws.
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Select Representations in the Coal and Energy Industry
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