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MR m Al

U.S. District Judge

Pending before the Court is appeaby Insurance Company of the State of Pennsylvania
(“ICSP) of the Bankruptcy Court's-ebruary4, 2019decision Inre LTC Holdings, 597 B.R. 565
(Bankr. D. Del. 2019)(“Opinior’) and accompanying@rder (Adv. D.l. 114} (“Summary
Judgmen®Order”) entered in thehapter7 cases oL TC Holdings Inc. (“LTC Holdings) and
subsidiaries TCCORP Government Servic®él, Inc., f/k/a Lakeshore Engineering Services, Inc.
(“LES”) and LTCCORP Government Servie@d, Inc. f/lk/a Tolest, Inc. (“Toltest and together
with LTC Holdings and LES'the Debtors”) By theSummary Judgmerder, Chief Bankruptcy
Judge Christopher S. Sontaenied ICSP’s summary judgment motion and granted a summary
judgment motion filed by the Debtors’ secured creditor BM&@ris Bank, N.A. (‘BMO”) The
Summary Judgment Order resolved a dispute tiverDebtors’$5.5 million tax refundand
awarded the tax refund to BM@ased on (1BMO’s first priority security interest in the tax refund
and (2) a determination that the competing subrogation righdgpafilant ICSP derived solely
from the setoff rights of the United States, which had Ipeeviouslyreleased in aourt-approved
settlemat between the United States and the Debtéx the reasons set forth below, the Court

will affirm the Summary Judgmer@rder.

! The docket of the adversary proceeding, captidaietiano v. Insur. Co. of the Sate of
Pennsylvania, Adv. No. 1551889 (CSS) (Bankr. D. Del.), is cited herein as “Adv. D.I.__.”
The docket of the Chapter 7 cases, captidmece LTC Holdings, Case No. 141111
(CSS) (Bankr. D. Del.), is cited herein as “Bankr. D.I. __.” The appendix (D.l. 1d)tile
support of BMO'’s answering brief (D.l. 13) is cited herein as “BMO Appx. __.”



BACKGROUND

A. The Parties

Prior to the chapter 7 filing, the Debtgosovidedgeneral contracting services for large
construction projects, both domestic and international, with a primary focus on congtructi
facilities for various branches of the United States military, with arms of the USiteés
government acting as the owner/contracting pattye(United States Contracts”jAdv. D.l. 20
(Counterclaim) 7). For some of the United States Contracts, the Debtors were required to post
performance and payment bonds, signed by a qualified surety, guaranteeing that the Delators woul
performtheir contracts with the United States and pay their subcontraqlors. The Debtors
obtainedcertainperformance bonds and payment bonds from ICSP, as sitdtyf 8. As the
Bankruptcy Court noted, two of the United States Contracts on which ICSP acted yasveteet
the National Police Command Center (“NPCC”) in Afghanistan and the Al Dhafbase in the
United Arab Emirates (“Al Dhafra”)LTC Holdings, 597 B.R.at 568-69.

Prior to the Petition Date, Appell@MVO extended credit to the Debtors, ahd Debtors
granted to BMO liens on and security interests in substantially all their persopeitgr (Bankr.
D.l. 110, 1 9).

B. The Chapter 7 Casesnd Claims

On May 2, 2014“the Petition Date”), each of the Debtors filed a voluntary petition for
relief under chapter @f the BankruptcyCode and a Chapter 7 Trustee (“Trustee”) was appointed
The United States Department of Defefial a proof of claim against the Debtors, amdMay
24, 2016, amended its proof of claifthe DOD Claim”). LTC Holdings, 597 B.R.at570. The
DOD Claim included at least $68,040,956.58 in fixed,-oontingent, unbonded claims against

Debtor LES andit least $893,110 innbondectlaims against the parent Debtor LTC Holdings



(“the Unbonded DOD Claims”)d. The Unbonded DOD Claims against Debtor Toltest exceeded
$15 million. 1d. Claims contingent upon the completion of cert@intracts by the Debtors’
sureties, including ICSP, amounted to $84 millitthé DOD Bonded Claims”).ld. The $84
million DOD Bonded Claims included $24,320,207.42 relating to the NPCC contract and
$608,886.05 relating to the Al Dhafra contrald.

OnJuly 3, 2014, the Trustee filechation (‘the MOU Motion”) seeking entry of an order
approving a Memorandum of Understandihthé MOU”) between the Trustee and BMO which
contained a comprehensive settlement between the Trustee and @da0kr.D.I. 110. The
Bankruptcy Court granted the MOU Motion by Order entered on September 8, gBddkr.

D.I. 196) In the MOU, the Trustee acknowledged that BMO had a first priority securitgshter
in the Tax Refund (as defined below)d.(@tEx. A, 1 1).

On August 8, 2014, BMO filed a proof of claim against each of the Debtors in the amount
of no less than $39,153,909.92h¢ BMO Claim”). See LTC Holdings, 597 B.R.at 568.

C. The Tax Refund

Shortly before the Petition Date, the Debtors filed a consolidated tax return foratax ye
2013, showing a net operating loss of $28 million for the 2013 tax year (\\OL3. By separate
application to the IRS'the Tax Refund Application”), the Debtors sought to “carryback” the 2013
NOL to 2011 and obtain a refund of $5,628,542 in income taxes previously paid for tax year 2011
(“Tax Refund”). LTC Holdings, 597 B.R.at569. In response to the Tax Refund Application, the
United States claimed setoffs against the Tax Refund based on damages thatetthetatas
asserted were due from the Debtors under certain United States Contraet&niled States

therefore placed an administrative hold on the Tax Reflahdat 569-70.



D. Tax Refund Settlementand Order
The Trustee negotiated a settlement with the United States, memorialized in a stipulation
dated January 12, 2016 between the Trustee and the United States (BMO AppXitiexTax
Refund Stipulation”), under which (among other terms) the United Statdsl welease the Tax
Refund to the Trustee in exchange for the Trustee releasing the Debtors’ odatnastagainst
the United States (referred to as “REASRequests for Equitable Adjustment). (BMO Appx. EX.
3, 191G, H, 7). In testimony given in support of the Tax Refund Settlement Motion (as defined
below), the Trustee testified that the REAs being released had a facefvapmoximately $51
million. (Bankr.D.l. 917, 6/9/2016 H'g Tr. at109). As part of the settlement, the Trustee also
agreeda the allowance of the United States’ amended proof of claim. (BMO Appx. E®)3,
Paragraph 4 of the Tax Refund Stipulation, representing the waiver by the United States of
its setoff claims against the Tax Refund, states:
4. Except as provided by @araph 5, effective as of the Effective Date and
in consideration of the obligations under this Stipulation, the Contracting
Activities shall be deemed to expressly waive any setoff rights arising out
of the DOD Claim or the Government Contracts they naasetor ever had
pursuant to 11 U.S.C. § 553, and shall be estopped from claiming any such
setoff rights it may have or ever had pursuant to 11 U.S.C. § 553, against
any of the Debtors in the Tax Refund. Nothing in this paragraph shall
waive, estop, or otherwise limit any right of setoff by the Internal Revenue
Service.
(BMO Appx. Ex. 3, ). Paragraph 10 of the Tax Refund Stipulation, representing the release by
the United States of its claims against the Debtors, includingeitdf claims against the Tax
Refund, states:
10. Except with respect to the obligations set forth herein, upon the
Effective Date, the Contracting Activities hereby remise, release, discharge
and acquit the Trustee and the Debtors’ estates from anyllacidimas,
action, liabilities, debts and causes of action whatsoever, however incurred

or arising, now existing or hereafter arising, known or unknown, actually
brought or that could have been brought relating or pertaining to the



Government Contracts, the Government Projects, the Tax Refund, the
Rocco Contract, and the Rocco Payment. Nothing in this Agreement shall
be construed to release or waive liability arising under federal tax, criminal,
or environmental law or liability for fraud (including, bubtnlimited to,
securities and pension benefit fraud and claims arising under the False
Claims, Act, 31 U.S.C. § 3729, et seq.). The Contracting Activities waive
any right that they, or the assigns and successors, may have to file a proof
of claim under Section 502(h) of the Bankruptcy Code, or otherwise receive
payment from the Debtors’ estates. Except as limited by the preceding
sentence, nothing in this paragraph affects or limits a distribution to the
United States by the Trustee on account of thewdtbDOD Claim.

(BMO Appx. Ex. 3, 110).

On January 14, 2016, the Trustee filed a motion seeking approval of thBefand
Stipulation pursuant to Rule 9019 of the Federal Rules of Bankruptcy Procatierégx Refund
Settlement Motion”).(Bankr.D.l. 662; Adv. D.I. 20 22). On February 11, 2016, ICSP filed a
limited objection to the Tax Refund Settlement Motitih¢ ICSP Objection”)(Bankr.D.I. 681).

The Bankruptcy Court held an initial hearing on the Tax Refund Settlement Motion on
March7, 2016.(Bankr.D.l. 766). Following the initial hearinghe Trustee and ICSP reached an
agreement on proposed languagg@roving the Tax Refund Settlement Motion. The agreement

on proposed language was reported to the Bankruptcy Court at the next hearing on June 9, 2016,
and in light of that agreementCSP withdrew the ICSP Objectior{Bankr.D.l. 917, 6/9/2016

Hr'g Tr. at 56). On June 28, 2016, following closing argumetite Bankruptcy Court ered

an Order approving the Tax Refund Stipulation (BMO Appx. Bx(“Bax Refund Settlement
Order”).

Paragraph 3 of the Tax Refund Settlement Osthes:

3. Except as provided in paragraph 5, nothing in this Order or the
Stipulation shall waivegstop, or otherwise limit the rights of any party
claiming an interest in the Tax Refund, including but not limited to, the
estate, the Insurance Company of the State of Pennsylvania, BMO Harris

Bank N.A., or any other party claiming an interest in the Rafund, and
the parties reserve any and all rights and arguments they had regarding the



ownership ofpr their interest in Tax Refur{@dic] prior to the entry of this
Order.

(BMO Appx. Ex. 4, 1 3) Paragraph 5 of the Tax Refund Settlement Order states

5. Upon receipt of the Tax Refund, the Trustee shall hold the funds in

escrow and shall make no distribution pending further Order of the Court,

except that the Trustee may upon application to, and approval by the Court,

(1) pay the Trustee’s reasonable professional fees and commission under

11 U.S.C. 8 326 incurred specifically in connection with the recovery of the

Tax Refund, including the 9019 motion, and (2) pay to the estatef0%

the Tax Refund, net of the expenses paid in subparagraph (1) of this

paragraph.
(Id., 15). In the Tax Refund Settlement Order, the DOD Claim was allowed in the amount of
$170,668,300.33 — the sum of the DOD Bonded Claims plus the Unbonded DOD Claims. (BMO
Appx. Ex. 4, 17; BMO Appx. Ex. 5, Summary ¥). ICSP did not object to the allowance of the
DOD Claim.

After the Tax Refund Settlement Order was entered, the Trustee reckeas ttaling
$5,420,797.77 from the IRS, and such funds (the Tax Refund, as defined above) are presently
being held by the Trustee pursuant to the Tax Refund Settlement Order. (BMO Appx. Ex. 7).
Likewise, the Trustee dismissed with prejudice the Debtors’ R&#As against the United States
pursuant to paragraph 7 of the Tax Refund Stipulation. (BMO Appx. Ex. 8).

E. The Adversary Proceedings

On November 6, 2015, the Trustee commenardalversary poceeding by filing a
complaint against ICSRAdv. D.I. 1). The complaint alleged claims against ICSP for avoidance
of preferential and fraudulent transfers. On July 7, 2016, the Trustee fileceadeshcomplaint
(Adv. D.I. 18) (“Amended Complaint”).

On July 29, 2016, the Trustee commenced a seadwersaryproceeding against ICSP,

seeking a declaratory judgment that the Debtors’ estates, not ICSP, were entitiedTax



Refund. (Adv. Proc. 1651036,D.I. 1). On September 8, 2016, ICSP filed its answer to the
amended complaint (Adv. 16-51038.l. 3) (“Answer).

ICSP filed its answer to thtmendedComplaint in the first dversaryproceeding (Adv.
D.I. 20). With its answer, ICSP filed a counterclaim against the Trustee, and joined BEID as
addiional counterclaim defendantn its counterclaim, ICSP sought a declaratory judgment that
ICSP, not the Debtors’ estates or BMO, was entitled to the Tax Refadd. D.l. 20 (“Tax
Refund Counterclaim”).

The two adversary proceedingsre consolidatetbr all pretrial and trial purpose$Adv.
D.l. 37).

F. Summary Judgment Motionsand Order

After discovery, on December 28, 2017, ICSP moved for summary judgment (Adv. D.I.
79, 80) (“ICSP Summary Judgment Motion"e€ D.I. 10 at 14). The ICSP Summary Judgment
Motion askedhe Bankruptcy Court to grant partial summary judgmenizavatd the Tax Refund
to ICSP pursuant to principles of equitable subrogatiG&P attached exhibitstended to satisfy
the “mutuality” requirement of setoff by establishing that (i) the Tax Refund related to $5,628,830
in corporate income taxes paid solely by LHAGIdingsfrom its own funds (as opposed to funds
belonging to any of the other Debtors), and (ii) ICSP, as subrogee of the Shaites, was entitled
to setoff ICSP’s losses from LTBoldings’ breach of the NPCC Contract against the escrowed
Tax Refund. On December 29, 2017, BMO filed its own summary judgment n{ation D.I
82, 83) (“BMO Summary Judgment Motion”), requesting that the Bankruptcy Court grant partia
summary judgment in its favor on Count | of the Counterclaim filed by ICSP and awardxhe T

Refund to BMO.



On February 4, 2019, the Bankruptcy Court issued the Opinion and Summary Judgment
Order. The Bankruptcy Court denid€@SP Summary Judgment Motitwased on its conclusion
that ICSP’s argument, which depended on the asserted premise that Debtdfoldiys
“owned” the Tax Refund because LTC Holdings purportedly made the tax payments which gave
rise to the Tax Refund, presented disputed issues of material T@Holdings, 597 B.R. at 570.

After evaluating Appellant ICSP’s arguments, as well as Appellee’s BM@hpeting arguments

that the payments were actually made by or on behalf of Debtor LES, Bankruptcy Judge Sontchi
stated, “To make a long story short, the issue of whose money wafousied tax payment is
fraught with minutia, complexity, and ambiguityldl.

The Bankruptcy Court found no similar obstacles with respect to the BMO Summary
Judgment Motion. The facts were undisputed, thathe time the Tax Refund Settlement Order
was entered, the United States had unsatisfied claims resulting from the MBQ@C @hafra
contracts because ICSP had not completed its work on those contracts undepiitsaped
bonds. Id. at 571. In entering judgment in favor of BMthe Bankruptcy Courtoncluded that
because the United States retained those claims, and bé&ca09eof the Bankruptcy Code
subordinated ICSP’s derivative subrogation claims until the United States idas [all, the
United States was entitled to release and did release its claims in the Tax Rigiulati@. Once
the claims of the United Statevere released, Appellant ICSP’s derivative subrogation claims
the only basis for asserting an interest in the Tax Refund — were extinguidhatl573-78.

G. The Appeal

OnFebruary 14, 2019CSPappealed th&ummary Judgme@rder (D.l. 1). The merits

of the appeal are fully briefed. (D.l. 10, 13, 16). The Court did not hear oral argumansdec



the facts and legal arguments are adequately presented in the briefs and record, argiahal de
process would not be significantly aided by oral argument.

Il. JURISDICTION AND STANDARD OF REVIEW

The Court has jurisdiction to hear an appeal from a final judgment of the bankrupticy cour
pursuant to 28 U.S.C. 8§ 158(a)(1). Following the Bankruptcy Court’'s entry ddutremary
Judgment Order, themaining claims in thadversary ppceeding were resolved by a settlement
approved bythe Bankruptcy Court (Bankr.D.l. 1290). Accordingly, the Summary Judgment
Order is a final, appealable order.

The Bankruptcy Court’s le§j@onclusions are reviewetk novo, its factual findings for
clear error, and its exercises of discretion for abu&e.In re Michael, 699 F.3d 305, 308 n.2
(3d Cir. 2012). A district court’s review of a bankruptcy court order granting summary judgment
is plenary. Rosen v. Bezner, 996 F.2d 1527, 1530 (3rd. Cir. 1998);re AE Liquidation, Inc.,
556B.R. 609, 617 (D. Del. 2016)The parties agree that plenagview applies. (D.l. 10 at 4;

D.l. 13 at 1). Under that standard, the district court looks to whether the record ttatesres
genuine issue of material fact and, if not, whether the moving party is entitled toegjuidgsa
matter of law. AE Liquidation, 556 B.R. at 617.

II. DISCUSSION

A. Equitable Subrogation and11 U.S.C. § 509

A suretyship is the result of a thtparty agreement, whereby one party, the surety,
becomes liable for the obligor’'s debt or duty to the tpiadty obligee.Hartford Fire Insurance
Company v. United Sates, 108 Fed. CI. 525, 531 (Fed. Cl. 2012}jted States Sur. Co. v. United
Sates, 83 FedCl. 306, 310 (2008). In this case, for the NPCC and Al Dhafra contracts, ICSP was

the surety, the Debtors were the obligors, and the United States government wasgte obli



Under a performance bond, a surety guarantees that the project will be competedtifactor
defaults. Dependable Ins. Co., Inc. v. United States, 846 F.2d 65, 66 (Fed. Cir. 1988)A
performance bond surety may discharge its obligation to the Government on a defanitadt
either by taking over and completing performance of the contractiblet$ the Government +e
procure the contract, by assuming liability for the costs of completion that exceedginal
contract price.” Hartford, 108 Fed. Cl. at 531 (citing/estchester Fire Ins. Co. v. U.S,, 52 Fed.
Cl. 567, 574 (Fed. Cl. 2002))n this case, for the NPCC and Al Dhafra contracts, ICSP issued
performance bonds in favor of the United States, and took over construction once the Debtors
stopped their work on the contracts.

“[A] surety who pays the debt of another is entitled to all the rights of the person he paid
to enforce his right to be reimbursede e.g., PearIman v. Reliance Ins. Co., 371 U.S. 132, 137
(1962). A surety fulfilling anobligation under a performance bosdcceeds through equitable
subrogation to the contractual rights of both the defaulted contractor egal/drament itselfld.
The surety is “entitled to the funds in the hands of the government not as a credéor subgt-
off, but as a subrogee having the same right to the funds as the governHetioid, 108 Fed.
Cl. at 532. The rights of thgovernment include the right of setoffee, e.g., United Sates v.
Munsey Trust Co. of Washington, D.C., 332 U.S. 234, 239 (1947) (“The governmeas khe same
right which belongs to every creditor, to apply the unappropriated moneys of his debtor, in his
hands, in extinguishment of the debts due to him.”). In this case, ICSP argues that pursuant to
these principles, it possessed the same righestoif against the Tax Refund as the United States.

As BMO points out, there are limitations on the equitable subrogation rights of a
performance bond suretyirst, asurety cannot, by way of subrogation, assert any greater rights

than the creditor in whose shoes it is substituiédstern Casualty and Surety Co. v. Brooks (In

10



re Bruns Coal Co.), 362 F.2d 486, 491 (4th Cir. 1966);re James R. Corbitt Co., 62 B.R. 1017,
1022 (Bankr. E.D. Va. 1986). The equitable subrogation rights of a performance bond surety are
“purely derivative.” Aviation & General Insurance Co., Ltd. v. United States, 882 F.3d 1088, 1102
(D.C. Cir. 2018). That is to say, the “subrogee takes no more rights than its subrogdsritel”
Satesv. California, 507 U.S. 746, 747 (1993)yndon Property Ins. Co. v. Duke Levy and Assocs.,
LLC, 475 F.3d 268, 271 (5th Cir. 2007). The subraeee, ICSP), who has all the rights of the
subrogor (here, the United States), “cannot acquire by subrogation what another whose rights he
claims did not have.'United Satesv. California, 507 U.S. at 747The second limitation is that
a surety has no rights of equitable subrogation until it completes its performanceaisgigader
the performance bond.Colonial Surety Co. v. United Sates, 108 Fed. Cl. 622, 638 (2013)
(confirming that in order for a surety’'s right to equitable subrogation to attach iutsde
performance bond, it must prove that it discharged its obligations thereunder); dRessd8d)
of Suretyship and Guaranty 8 27(1) (“Upon total satisfaction of the underlying obligation, the
secondary obligor is subrogated to all rights of the obligee with respect to the underlyingoobligat
...); Nobél Ins. Co. v. City of New York, 2006 WL 2848121 (S.D.N.Y. 2006Y.he requirement
that a surety must complete performandergdo standing in the shoes of a creditor is designed to
prevent a situation where the surety, prior to completing performance, could ingeghts of
the creditor in pursuing the debtor or asserting its rights against the debtor'sabatsdl. See
Pennsylvania Nat. Mut. Cas. Ins. Co. v. City of Pine Bluff, 354 F.3d 945, 951 (8th Cir. 2004); Rest.
(3d) of Suretyship and Guaranty § 27, comment b.

The Bankruptcy Court determined ti609 of the Bankruptcy Code, not common law

principles of equitable subrogation, applied to the issues in this cageHoldings, 597 B.R. at

11



574. ICSP does not challenge this aspect of the Bankruptcy Court’sonlaggpeal Section 509
of the Bankruptcy Code provides as follows:

@) Except as provided in subsection (b) or (c) of this section, an entity
that is liable with the debtor on, or that has secured, a claim of a creditor
against the debtor, and that pays such claim, is subrogated to the rights of
such creditor to the extent of such payment.

(b)  Such entity is not subrogated to the rights of such creditor to the
extent that—

(1) aclaim of such entity for reimbursement or contribution on
account of such payment of such creditor’s claim is—

(A) allowed under section 502 of this title;

(B) disallowed other than under section 502(e) of this
title; or

(C)  subordinated under section 510 of this title; or

(2) as between the debtor and such entity, such entity received
the consideration for the claim held by such creditor.

(c) The court shall subordinate to the claim of a creditor and for the

benefit of such creditor an allowed claim, by way of subrogation

under this section, or for reimbursement or contribution, of an

entity that is liable with the debtor on, or that has secured, such

creditor’s claim, until such creditor’s claim is paid in full, either

through payments under this title or otherwise.
11 U.S.C. § 509 (emphasis added). As the Bankruptcy Court rgo5®(a) recognizes that a
surety may obtain subrogation rights before it fully perfortsisurety obligations, to the extent
of payments made by the suretyTC Holdings, 597 B.R.at574. Section509(a), howeveijke
common law principles of equitable subrogation, is also limited. Section 509(a) issbxprade
subject tag 509(b) and (c) (e]xcept as provided in subsection (b) or (c) of this section”), both of
which, to the extent applicable in any given case, condition the subrogation rights granted by
§ 509(a). Thus, if a surety does possess partial subrogation rigb9(c) subordinates those

rights until such time as the primary creditor (here, the United States) is pgaidan the ¢aim

which the surety (ICSP) has undertaken to pay. The legislative hist8y08f(c) confirms that

12



a surety’s subrogation claim is subordinated until such time as the surety tigesahe

obligations it owes to the primary creditor:
It is desiralte to preserve present law to the extent that a surety or codebtor
is not permitted to compete with the creditor he has assured until the assured
party’s claim has paid in full. Accordingly, section 509(c) of the House
amendment subordinates both a claim by way of subrogation or a claim for
reimbursement or contribution of a surety or codebtor to the claim of the
assured party until the assured party’s claim is paid in full.

124 Cong. Rec. H. 11,094 (Sept. 28, 1978), S. 17,410-11 (Oct. 6, 1978).

B. The Bankruptcy Court Correctly Concluded that ICSP’s Equitable

Subrogation Caims Were Extinguished Upon Waiver and Rekase by the
United States

ICSP does not challenge the Bankruptcy Court’'s conclusion that under § 509 “partial
subrogation is possible, but subordinated until the obligee is paid intfTiC’Holdings, 597 B.R.
at 574. ICSP also does not challenge the Bankruptcy Court’s observatjamttiegt date the Tax
Refund Settlement Order was entered, ICSP had not yet completed its surety paymitret
NPCC Al Dhafra contracts.

Here, he Tax Refund Stipulation approved the release and waiver by the United States of
its setoff claimsagainst the Tax Refund. The Bankruptcy Court found that u86e(c), the
United States was permitted to release and waive its setoff claims on the dhg et Refund
Settlement Order was entered because, on that day, ICSP had not completed ipagonents
on the NPCC and Al Dhafra contracts, and therefore ICSP’s equitable subrogatmaremained
subordinated.ICSP made payment to the NPCC and Al Dhafra contedtts the Tax Refund
Settlement Order was entered on June 28, 2016 inclu#ithy§83,562.86, consisting of three
payments on the NPCC contract, and $397,132.99 consisting of two payments on the Al Dhafra

contract. LTC Holdings, 597 B.Rat571. Because ICSP’s equitable subrogation rights to the Tax

Refund derived solely from the setoff rights of the United States, ICSP’s ldqustabrogation

13



claims were extinguished as a matter of law when they were waived and relgdisedJnited
States.LTC Holdings, 597 B.R.at578.

ICSP disagreewith this outcomeand raiseseveralissues on appeal. First, ICSR@es
that thereservation ofightslanguageadded to the Tax Refund Settlement Order requires reversal
of the Summary Judgment Ord€Eee D.I. 10 at18-21). According to ICSP, “the Stipulation was
made subject to, and qualified by the negotiated and unambiguous terms of the [Tax Refund
Settlement] Order,” which provided that “nothing in this Order or the Stipulatidhshae,
estop, or otherwise limit the right of any party claiming an interest in the Tax Refdimls,
according to ICSP, the Bankruptcy Court’s holding is precluded by the plain terms Tdxhe
Refund Settlement Orde(ld. at 18). Second, ICSP argues tha&Bankruptcy Court misapplied
§ 509 of the Bankruptcy Code, and that 8sesond Circuit’s dcisionin In re Chateaugay Corp.,

94 F.3d 772 (2d Cir. 1996) suppoitSSP’s argument that its subrogation claims were not
subordinated when the Tax Refund Settlement Order was endéstbd United States was then
effectively “paid in full.” Seeid. at 21-26). Finally, ICSP argues that the Bankruptcy Court
improperly declined to make factual findings based on uncontesigencethatthe Tax Refund
related to amounts paid exclusively by LTC Holdings from its own fundstlaidhe ICSP
SummaryJudgment Motion should have been grant&deid. at 27-30).

1. The Reservationof Rights Does Not Require Reversal

ICSP initially objected to the Tax Refund Settlement Motil@SPcould have pressed its
objectionand/or filed an adversary proceediifghecessanto prevent the Tax Refund Stipulation
from being approved in the first instand€SPdid not, andnsteadagreed thatertainreservation
of rights language added to the Tax Refund Settlement @naldd resolve its limited objection

3. Except as provided in paragraph rigthing in this Order or the
Stipulation shall waive, estop, or otherwise limit the rights of any party

14



claiming an interest in the Tax Refundncluding but not limited to, the

estate, the Insurance Company of the State of Pennsylvania, BMO Harris

Bank N.A., or any other party claiming an interest in the Tax Refamdl,

the parties reserve any and all rights and arguments they had regarding

the ownership of, or their interest in Tax Refunigic] prior to the entry of

this Order.
(BMO Appx. Ex. 4, B) (emphasis addéd@‘Reservation of Rights”)ICSP arguesn appeathat
the Reservation of Rights reflectsnegotated compromisdy which the parties agreed that
nothing in the Tax Refund Settlement Order would waive or limit ICSP’s right torgtephe
shows of the bond obligeethe United States. (D.l. 10 at 21 n.28). AccordingG8P, the
Reservation of Rights preserved its subrogation claim in the Tax Rafuhcbmpels the reversal
of the Summary Judgment Order. (D.l. 10 at 19).

BMO disagrees that the language contained in the Reservation of Rights supports ICSP’s
interpretation.BMO argueghat the comprehensive release of setoff rights against the Tax Refund
given by the United States in the Tax Refund Stipulatimhich release was consummated by the
parties after the Bankruptcy Court entered the Tax Refund Settlement Ordethe heghl effect
of extinguishing ICSP’s purely derivative equitable subrogation claims to the Tax Refund,
notwithstanding the ReservatiohRights (D.l. 13 at 23). BMO argues thihie principal features
of the Tax Refund Stipulation were (1) an unconditional release by the Debtors of EAeir R
contract claims against the United States, and allowance of the DOD Claim, in extdrg@jan
unconditional release and waiver by the United States of its setoff rights agaifistx Refund.
(Seeid. at 29. According to BMO, he Trustee would not have released the estates’ REA claims
against the United States, or agreed to the allowance of the DOD Claim, in the aiistece
setoff releaselikewise, #®sent the Tax Refund Stipulation, the United Statesld have sought

to set off the Tax Refund, potentially resulting in no benefit to the Debtors’ss{atd. 13at23-

24). BMO asserts thatlthoughlCSP made strategiaecision that this Reservation of Rights
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was sufficient to resolve itsimited Cojection andtook the risk thaits equitable subrogation
arguments would survive entry of the Tax Refund Settlement Ordelgnigatage does not support
ICSP’s interpretation.

The Court agreewith BMO. The Reservation of Rights ditbt guarantee or preserve
ICSPs subrogation rights because it did not stop the Tax Refund Stipulation from being
consummated -ndeed, the Bankruptcy Court’'s entry of the Tax Refund Settlement Order
accomplished just the opgite result. The approvedTax Refund Stipulationhas been
consummatedas (1) the setoff release took effeeevidenced by the payment of the Tax Refund
to the Trustee (to be held in escrow) (BMO Appx. Ex(2) the Debtors dismissed their litigation
claims against the United States with prejudice (BMO Appx. Exaljl (3) he Tax Refund
Settlement Order allowed the DOD Claim in the amount of $170,668,300.33 (BMO Appx. EX. 4,
1 7). The Reservation of Rights had the effect refserv[ing] any and atights and arguments
[ICSP] had” - if any — “regarding the ownership of, fits] interest in[the] Tax Refundprior to
the entry of this Order Contrary to ICSP’s “gotcha” argument, the Reservation of Rights did not
acknowledgeor preserve ICSP’s subragon rights. When the Tax Refund Stipulation was
consummated, ICSP’s derivative setoff rights were extinguisgierhuse the United States
released its setoff rights.

A reservation of rights does not preserve or revitalize riglatsre illusory.Inre Lehman
Brothers Holdings Inc., 2013 WL 5908057, *&tn.8 (Bankr. S.D.N.Y. 2013). A reservation of
rights does not create rights where none existede The 1031 Tax Group, LLC, 397 B.R. 670,

679 (Bankr. S.D.N.Y. 2008)Here, he Reservation of Rightdid not elevatd CSP’s equitable
subrogation rights beyond thelerivativenature. Nor did he Reservationf Rightschange the

unconditional nature dhe United States’ release in the Tax Refund Stipulatiosomehovearve
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outICSP’s equitable subrogation claims from the release it3élérecord reflects thatane of
BMO, the Trustee, the United States the Bankruptcy Court blessed or conceded ICSP’s
equitable subrogation argumentadeed, he only way the Bankruptcy Court could have ensured
that ICSP suffered no diminution in its equitable subrogation rights would have been to deny
approval of the Tax Refund Stipulation altogether.
ICSP’s interpretation of the Tax Refund Settlement Oislansupported by the language

of the Reservation of Rights. ICSP argues:

In the Opinion, . . the Bankruptcy Court suggested that a surety cannot

“step into the shoes” of a bond obligee (the United States) when it is “still

wearing them.” That is not what occurred here. Rather, the United States

removed its “shoes” as part of a negotiated compromise, deposited those

“shoes” in escrowand unambiguously agreed that “nothing” in the United

States’ agreement shall “waive” or “limit” ICSP’s right to step into those

“shoes.”
(D.l. 10 at21, n28). The Reservation of Rights does not support an interprettiamrthe
settlement approvelly the Tax Refund Settlement Order wasmehowplaced into escrow,
pending the outcome dhe dispute Once the Tax Refund Settlement Order was entered, the
Trustee and the United States consummated the settlement. The United Statesbfete setfd
rights against the Tax Refund becagféective. As BMO argues, lte United States not only
“removed its shoes” (the setoff rights against the Tax Refund), but also relinqiishedritirely
andICSP thereafter had no “shoes tepsinto.” The Tax Refund Settlement Order, a final order,
was not somehow “held open” by the Reservation of Rights.

ICSP cites the transcript of the 9019 hearings extensively and specifieddlyences

comments made by counsel for the United States at the June 9, 2016 hearing on the Tax Refund

Settlement Motion, in which counsel said that it was not his intention to ci@®f’s equitable

subrogation rightsif any. (D.l. 10 at11l) (emphasis in original). Counsalso statedhat the
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United States was “indifferent” as to which of BMO or ICSP had rights in the Tamn&efAs
ICSP itself recounts, counsel for the Unitadt&s stated:

So if a surety has some theory of subrogation that they can reach some

portion or all of that refund, that’s great.they can't, that's the way it goes.

If the secured creditor has those rights, that’s fine too. But this is, the point

is, is that the ownership of the refund is not before the Court today.
(D.I. 10 at 11 (quotind@ankr. D.I. 844, 3/7/2A6 Hr'g Tr. at22:11-23:24. Nothing in these
comments represented a guaranty to ICSP by the United States that I@8falsle subrogain
rights would be legally unimpaired by the approval and consummation of the Tax Refund
Stipulation.

Finally, the Court agrees with BMO tH&SP’s citations tén re Molycorp, Inc., 562 B.R.

67 (Bankr. D. Del. 2017) antravelers Indem. Co. v. Bailey, 557 U.S. 137 (2009) (D.I. 10 at-19
20) are inapposite herelCSP argueshat “it is blackletter law that an unambiguous private
contract’s terms must be enforced irrespective of the parties’ subjective,”infeavelers,
557U.S. atl50, and that “a provision in a [court order] is ambiguous only when, from an objective
standpoint, it is reasonably susceptible to at least two different interpretathdalycorp,
562B.R. at79. (D.l. 10 €é8-19. BMO, howeverdoes not take the position that the Reaton
of Rightsis ambiguous. (D.l. 13 at 29). The Reservation of Righssired that ICSP “reserve[d]
any and all rights and arguments they had regarding the ownership of, or their inféne$Tizx
Refund prior to the entry of [the Tax Refund Settlement OrddAgpendix Ex. 4, 8). Thus,
the Tax Refund Settlement Order made no findings regarding which of the Debtors owned the T
Refund. Along the same lines, ICSP argubat the Bankruptcy Court’s decision on the legal
effect of the Rservatiorof Rightslanguage rendered meaningless (See D.I. 10 at 19 (The

provisions in Paragraph 3 of the Tax Escrow Order stating that ‘nothing’ iStipelatiori shall

‘walive, estop, or otherwise limilCSP’s claimed interest in the Tax Refund are not reasonably
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susceptible to an interpretation tlsaimethingn the Stipuation didwaive, estop, and otherwise
limit ICSP’s subrogation rights in the Tax Refund. That is the opposite of what the [ftaxdRe
Settlement] Order provides”) (emphasis in origipalBMO has notattempted however,to
preclude ICSRrom arguing “the ownership of, or their interesfiine] Tax Refund on the basis
of waiver or estoppel.BMO has not asserted that it was any waiver or estoppel by ICSP that
dictates the result here; rather, it was the waiver and release by the UnegsdfStissetoff rights
against the Tax Refund.

2. The ChateaugayDecision Does Not Require Reversal

ICSP argueshiat the Second Circuit’s decision lin re Chateaugay Corp., 94 F.3d 772
(2d Cir. 1996) supports its argument that its subrogation claims were not subordinated when the
Tax Refund Settlement Order was enterdoecause, ICSP argues, the United States was then
effectively “paid in full.” (D.l. 10 at 2324).

Chateaugay does not compel a different resulin Chateaugay, a statute requirethe
debtor,LTV Steel ("LTV”) to pay black lung benefits on behalf its employeks.at 773. To
secure th& TV’s obligationspartially, Aetna issued a surety bond for $5.5 million in favor of the
Department of Labor (“DOL").Id. at 774.As it approached bankruptdyTV ceased making the
black lung benefit payments to the DOL. Thereupon, Aetna paid out the full amount of its $5.5
million bond. Id. InLTV’s bankruptcy case, the DOL filed a claim againBV for black lung
benefits which had not been satisfied by Aetna’s bohdl. Thereafter, pursuant to a court
approved settlement,TV and the DOL reached a settlement pursuant tolwthie DOL’s claim
for unpaid black lung benefit payments was reduced to $23.6 million and régaid.

Unrelated to the DOL settlemehfTV was separatelat odds with the IRS about excise

taxes which the IRS claimed that LTV owdd. at 775, n.1LTV and the IRS resolved the dispute

19



in a second cowdpproved settlement which provided for a $3.6 million paymentThy to the

IRS. Id. at 775. This sum represented a cash payment of $5.5 million to £ati68/ excise tax
liability, increased by approximately $3.4 million in other taxes asserted agaiiatsveglated
debtors in the bankruptcy proceedings, and reduced by a tax refword unrelated tax
overpayments — of nearly $5.3 milliohd.

Aetna claimedan interest in $4.2 million of the tax refund, by virtue of its payments under
its surety bondld. at 775, n.2. Aetna objected to the use of $4.2 million of the tax refund as part
of the IRS settlement on the grounds that such use would impair Aetna’s equitable subrogati
rights. Id. at 775. LTV opposed Aetna’s equitable subrogation rights urgdB09(c) of the
Bankruptcy Code on thbasisthat Aetna’s claim was subordinated to the claim of the DOL,
because the DOL had not been paid in fudl. at779.

The Second Circuit found that where a subrpgoch as the DOL, settles its claim for less
than the face amount (as the DOL had done in that case), the claim should be dradkegaid
for purposes o§ 509(c). Id. at 780. Because the DOL claim was treated as fully paid by virtue
of the settlenent, the Secon@ircuit held that undeg 509(c) Aetna’s equitable subrogation claim
was no longer subordinatedd. ICSP argues thaChateaugay is applicable to the facts of this
case The Court disagrees.

First, ICSP’s recitation of the facts i@hateaugay is inaccurate. ICSP states: “There, as
here, the debtor entered into a settlement with the United States which ultimattig b&ect of
the United States relinquishing its setoff rights in a future refund of priepetiEtx payments.”
(D.I. 10 at 23). To the contrary, the DOL’s settlement with the United Statéisateaugay did
not involve the DOL waiving its setoff rightsThe Second Circuit found that the DOL had not

waived its setoff rights (because it failure to include the setoff rights in its proof of claim).
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Chateaugay, 94 F.3d at 776. Because there was not a setoff release in the underlying settlement
in Chateaugay, ICSP’s reliance on that casemisplaced.Moreover,as BMOpoints out Aetna
had fully paid on its surety bonmh Chateaugay, and his alone dictated that its equitable
subrogation claims would not be subordinatgdlike Chateaugay, ICSP hal not fully performed
on its NPCC and Al Dhafra performance denwhen the Tax Refund Settlement Order was
entered.Thereis no question in this cadleat as of the date the Tax Refund Settlement Order was
approved, ICSP’s equitable subrogation claims were subordinated to the claimes Urited
States®

Chateaugay is further distinguishableln Chateaugay, a chapter 1ieorganization, DOL
agreed to accept less than it was owed for the certainty of some lesser paymeist.cadsetha
chapter 7 liquidation, the United States did not compromise its claim. It did not reegiaty
of payment, as did the DOLHere, tle claim of the United States, including the DOD Bonded
Claim, was allowed in full, and the United States awaits whateernimis distribution will be
made by the Trusteelhus, unlike inChateaugay, where the subrogor received a cash settlement
which reduced its claim to zero, the principal consideration for the United StatesTiax Refund
Stipulation was dismissal of the Debtors’ REA claintfwus, he nature of the DOL'’s settlement

with debtor LTV inChateaugay differs in material respecfsom the United States’ settlement

2 ICSP further asserts that the United States had only a debt in the amount of $893,110 to
assert as a setoff against the Tax Refund. (D.l 10 at.25BMO points outhowever,
this argument assumes that Debtor LTC Holdings owned the Tax Refund (“there was no
evidence of any actual debt that the United States could have set off agairt$oIdirgs
Tax Refund, beyond a $893,110 item”). The Bankruptcy Court expressly declined to
determine which of the Debtors owned the Tax Refund. If one of the other Debtors owned
the Tax Refund- LES, for examfe, whose income and net operating losses were alone
responsible for the Tax Refurdthe amount of the claim the United States could have
asserted against that Debtor to support a setoff of the Tax Refund would be entirely
different; the allowed DOD Claimncluded at least $68,040,956.58 in fixed, non
contingent, unbonded claims against Debtor LES.
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with the Debtors in this cas€hateaugay does not alter the conclusion in this case that when the
Tax Refund Settlement Order was entet€&P’s equitable subrogation rights were subordinated
to the claims of the UniteStates.
3. ICSP’s Remaining Argument Is Moot

ICSP argues that the Bankruptcy Court’s decision to deny the ICSP Summary Judgment
Motion must be reversed because the Bankruptcy Court “declined to make any findexgjsasf f
to which company or companies among the various Debtors paid the subjeét {@x&s10 at
17, 27. The ICSP Summary Judgment Motion, whadkedthe Bankruptcy Court to award the
Tax Refund to ICSP pursuant to principles of equitable subrogatiachedexhibits including
LTC Holdings internal accounting, ledger, tax returns, written account transcripts from the IRS
and the Debtors’ 2011 audited financial statement for the pefitiche at issue. $eeid.). This
evidence was intended to satisfy the “mutuality” requirement of setoff by estaglibiait (i) the
Tax Refund related to $5,628,830 in corporate income taxes paid solely yidl@i@gsfrom its
own funds (as opposed to funds belonging to any of the other Debtors), and (ii) ICSP, as subrogee
of the United States, was entitled to setoff ICSP’s losses fromHdl@ing's breach of the NPCC
Contract against the escrowed Tax RefunBMO objected to these recardnitially, but
subsequently withdrew its objections, except as to two accounting ledgers, which objections the
Bankruptcy Court subsequently overruled.

ICSP argues that the undisputed documentary record established, among othéh#tings,
the subject tax payments for 2011 were paid from Haldings’ bank accountthe prepetition
Debtors’ audited financial statement for 2011 reflected that Hbelings solely, paid federal
income taxes in 2011 and recorded all 2011 incam@ayments as debts against LAGIdings

own earnings; and th&ES and Toltest recorded no income tax payments in 2011. According to
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ICSP,BMO submitted no exhibits to controvert the documentary record, and subonitied
declaration from Jeffrey Miller, the Debtors’ former CFO, which weselyintended to raise a
question of fact regarding the purpose or ownership of $2,000,000 transferred or repaid from
LES’s bank account to LTEloldings’ bank account. ICSP argues that the Bankrugtoyrt
improperly declined to make express findings of fact regarding the source and ownership of LTC
Holdings tax payments, stating only that “the issue of whose money was used for the tax payment
is fraught with minutia, complexity, aranbiguity. Regardless of who receives the benefit of the
doubt, no reasonable fafthder could be certain who paidLTC Holdings, 597 B.R. at 570ICSP
argues on appeal that the evidentiary issue on this issue $sdaakeand presumptively establishe
that LTC Holdings paid the subject taxes. (D.l. 16 at 4). light of the uncontroverted
documentary recordCSP assertghatthe Bankruptcy Court erred in failing to find as a matter of
fact that the Tax Refund related to amounts paid exclusively byHdldingsfrom its own funds
Conversely BMO argues thathe Bankruptcy Court’s conclusion that ICSP’s equitable
subrogation rights were subordinated when the Tax Refund Settlement Order was emiered, a
extinguished by the United States’ waiver of its setoff rights against the Tax Refspukeati of
theadversay proceeding, and moed the issues raised in the ICSP Summary Judgment Motion
regarding which Debtor owned the Tax RefuMO further argues that even ifisrtCourt were
to review ICSP’s argument, the Bankruptcy Court’s conclusiomtbégrial disputedaicts prevent
summary judgment in ICSP’s favor must be affirmed.
The Court agrees with BMO.Because the Couraffirms the Bankruptcy Court’s
conclusionthat ICSP’s equitable subrogation rights were subordinated when the Tax Refund
Settlement Order was tamed, andvere extinguished by the United States’ waiver of its setoff

rights against the Tax Refund, ICSP’s final argument remains moot.
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V. CONCLUSION

Accordingly, the Summary Judgmentder Adv. D.l. 119 shall beaffirmed. A separate

Ordershall be entered
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